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Word from the Governor

Price Stability: Our Mandate
The principle objective of the Central Bank of Kenya (CBK) is to formulate and
implement monetary policy directed to achieving and maintaining stability
in the general level of prices in the economy. In pursuit of this objective, the
Bank formulates and conducts monetary policy to contain overall inflation
within the Government target which is specified by the Minister for Finance
at the begining of every financial year in accordance with the CBK Act. In
recognition of the current macroeconomic challenges brought about by the
adverse effects of high oil prices and food shortages, and the need to tame
inflation and inflationary expectations and to support the economy's growth
base, the Minister has specified a price stability target of 9 percent for the fiscal year 2011/12. However, the
inflation target of 5 percent remains the medium term objective.The Bank recognises that stable and predictable
domestic prices are incentives to production and investment decisions which in return will facilitate higher
levels of economic growth, higher real incomes and increased employment opportunities. In the recent past,
the pursuit of price stability has been hampered significantly by supply-side shocks attributed to international
and domestic market developments. These developments continue to affect the economy and have dampened
the recovery from the adverse effects of the global financial crisis. Generally, supply-side shocks exert upward
pressure on domestic prices and downward pressure on domestic output. It is worth noting that unlike in the
previous economic shocks, the current shocks have persisted for over 11 months.
On the international front, political instability in the Middle East and North Africa region that was triggered
in February 2011 obstructed trade channels through the Suez Canal leading to an increase in transaction costs
on foreign trade. Further, the instabilities constrained the supply of oil in the international markets thus exerting
upward pressure on the price of oil. The other noteworthy external shock was associated with developments
in the US and European sovereign debt crises which led to currency wars as the countries tried to protect
the performance of their economies including employment. The currency wars caused instabilities in foreign
exchange markets across the world with large depreciations of currencies in small and open economies.
Furthermore, as the prices of international crude oil increased, the local demand for foreign exchange to finance
a higher oil import bill also rose, leading to an increase in the proportion of foreign exchange spent on oil
in total import bill from 19.2 percent in September 2010 to 31.1 percent in August 2011. All these exerted
pressure on the exchange rate to depreciate by 24.9 percent between January and October 2011, with potential
inflationary implications.
The shocks in the external environment were significantly passed-through to the domestic environment
through two main channels. First, the rise in international oil prices and increased volatility in the exchange
rate were reflected in an increase in local pump prices and other energy costs. Second, increased adoption
of electronic brokerage services by foreign exchange traders augmented the pass-through of exchange rate
volatilities from the global financial markets, thus exacerbating the weakening of the Kenya Shilling. These
foreign exchange trading practices that included derivatives increased activity and hence volatilities in the
foreign exchange market and created expectations-led instabilities on domestic prices.
These shocks coupled with prolonged and widespread adverse domestic weather conditions exerted
upward pressure on domestic food prices. This, together with persistently high fuel prices significantly led to
a rise in inflation from 5.4 percent in January 2011 to 12.95 percent in May 2011 and further to 18.91 percent
by October 2011 since the contribution of food and fuel accounts for 68 percent of the items surveyed in the
CPI basket. As the shocks persisted longer than was earlier anticipated, the concern of the Monetary Policy
Committee (MPC) of the Central Bank was to dampen inflationary pressure, tame inflationary expectations and
reduce volatilities of the exchange rate. The MPC was also concerned about the need to make sure that the
high prices are not ratified in the pricing structures by the emergent demand pressures. In this regard, the MPC
pursued a tight monetary policy stance by successively increasing the CBR from 6.00 percent in March 2011 to
7.00 percent in September 2011 and to 11.00 percent in October 2011.Unlike in the past when the MPC held bimonthly meetings, the Committee increased its frequency of meetings to monthly in September 2011 in order
to closely monitor market developments and provide timely measures to stem the economic instabilities. The
Bank, in support of the above measures, also undertook a review of foreign exchange guidelines with a focus
on curbing trading practices that were causing instabilities in foreign exchange market.
Going forward, the priority of monetary policy is to bring inflation and inflationary expectations
under control and protect the economic growth base. Therefore, regular interactions with market players will
be sustained to enhance the effectiveness of the transmission mechanism of monetary policy. CBK will also
continue to monitor both domestic and global developments and take necessary measures to achieve and
maintain price stability. However, the Bank recognises that the effectiveness of its monetary policy measures
to fight inflation will depend to a large extent on the strength of other supportive supply-side measures being
undertaken.
Prof. Njuguna Ndung'u, CBS
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President Visits CBK Stand

H

is Excellency the President, Hon. Mwai Kibaki,
visited the Central Bank of Kenya Stand at the
Mombasa ASK Show in September 2011. The
President was received at the Stand by the Governor,
Prof. Njuguna Ndung’u, the CBK Board of Directors
and Heads of Department. The Governor took the
President through a presentation on the Bank’s vision
and mission as well as recent initiatives to enhance
financial access through modern technology. The
Governor also updated the President on the currency
centers initiative whose goal is to lower banking sector
costs.

The Bank’s participation in the ASK Shows, Trade Fairs
and other public forums is part of a public education
initiative to educate members of the public on its
mandate as well as show case some of the financial
products on offer to investors. In the last two years,
the Central Bank has partnered with other domestic
financial sector regulators,namely;Retirements Benefits
Authority (RBA), Insurance Regulatory Authority (IRA)
and the Capital Markets Authority (CMA), to educate
the public on their role as financial sector regulators.
Since launching the initiative, the Bank has made
impressive strides in creating awareness on its core
mandate and role in the economy.
At the Mombasa Show, show goers were educated on
CBK’s role in management of the economy, investments
in government securities, better handling of Kenyan
currency notes & coins, and security features of the
Kenya currency notes, among other topics.
.

H.E the President Hon. Mwai Kibaki is shown
around the Central Bank Stand at this year’s
Mombasa ASK Show by the Governor, Prof.
Njuguna Ndung’u.

Central Bank Welcomes New Deputy Governor

H

is Excellency the President, Hon. Mwai Kibaki
appointed Dr. Haron Sirima to be Deputy
Governor of Central Bank of Kenya with effect
from 24th October, 2011.
Dr. Sirima joined the Bank in 1986 as a graduate trainee
in the then Exchange Control Department. He has
served in the Governor’s Office as a Personal Assistant
to the Governor, and also worked in Research and
Financial Markets Departments.
Prior to his appointment as Deputy Governor, Dr.
Sirima was a Deputy Director of Debt Management
Department at the Ministry of Finance on secondment
from the Central Bank of Kenya. Dr. Sirima, who is 48
years, has a wealth of experience in public finance
and sovereign debt management, and has been
instrumental in the formulation and implementation
of comprehensive public debt management reforms
and design of fiscal decentralization framework at the
Ministry of Finance.
Dr Sirima has also served as a Council member of Moi
University and Board member, Stanbic Bank Kenya
Ltd. He holds a doctorate in Entrepreneurship from

2

Welcome aboard! Governor Ndung'u gives the new
Deputy Governor, Dr. Sirima a warm handshake as
he welcomes him to Central Bank.

Kenyatta University, M.A (Economics) from Manchester
University, UK, B.Phil. (Economics) and B.A (Economics)
from the University of Nairobi.
Dr. Sirima was appointed following the retirement on
medical grounds of the late former Deputy Governor,
Dr. Hezron Nyangito.
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Monetary Policy Committee (MPC) Meeting
The MPC held its scheduled meeting on 5th October,
2011 to assess developments in the economy since
its last meeting. The meeting reviewed the outcomes
of various measures that had been taken by the Bank
to contain inflation and reduce volatilities of the
exchange rate . After its deliberations, the Committee
decided to raise the Central Bank Rate (CBR) by 400
basis points to 11.0 percent. In addition, the MPC will
be meeting every first week of the month until further
notice.

Launch of Mobile Phone Financial Services
The Governor, Prof. Njuguna Ndung’u officially
launched the Airtel Money Transfer Service brand on
Wednesday, August 10th,, 2011. Currently, over 17.8
million Kenyans transfer over Ksh.3.1 billion to each
other daily with over 1.1 million transactions through
the mobile phone financial services platform.

AFI Forum
The 3rd Alliance for Financial Inclusion (AFI) Global
Policy Forum was held in Riviera Maya, Mexico on
September 28th, 2011. The Governor attended the
Meeting in his capacity as the Chairman of AFI
Steering Committee. In his remarks, he called on the
participants to scale up financial incluion initiatives
to address existing gaps to ensure that the majority
of the financially excluded people enter the formal
financial system. The Governor also emphasized on the
need for continued efforts to make financial inclusion
a fundamental priority for central bankers, regulators
and policy makers.

Here & There

Germany Explores
Investment Opportunities
in Kenya

A

delegation of German government officials and
business persons visited the Bank in August,2011.
The Director, Governors’ Office, Mr. Kennedy
Abuga, led other Bank officials in receiving the
guests who were in Kenya to gather information
on the country’s economic and banking sector
developments and opportunities available for
investors in the financial sector.

The delegation, which was part of a team that
accompanied the German Chancellor, Angela
Merkel, during her state visit to Kenya, was led by the
German State Secretary, Ministry of Economics and
Technology, Jochen Homann. During the visit, the
delegation was briefed on Kenya’s macro-economic
environment , the financial sector and potential
investment opportunities.
The delegation appreciated CBK’s presentation and
noted the growing importance of Kenya as a regional
hub.

Knowledge Exchange Programme with the
Central Bank of Lesotho
CBK hosted a team of three officers from the Central
Bank of Lesotho for two weeks from August 22nd to
September 2nd, 2011. The team was on a knowledge
exchange visit on Risk Based Supervision (RBS)
approach adopted by the Bank since 2004. During the
visit, the officers participated in an onsite inspection
of a banking institution to gain insight into practical
application of RBS.

German State Secretary in the Ministry of Economics
and Technology, Mr. Jochen Homann (5th from right)
standing next to CBK Bank Secretary, Kennedy Abuga;
Director, Financial Markets, Gerald Nyaoma; Director,
Bank Supervision, Fredrick Pere and Asst. Director, Bank
Supervision, Matu Mugo with the German delegation.
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Launch of Currency Centres Concept
of the project. The first currency centre was established
in Nyeri and the second in Nakuru. As the Bank lo oks towards
the second phase of Currency Centres establishment,
the lessons learnt from past experiences will greatly
influence and inform policy on the way forward in this
initiative.
Speaking during the launch, the Deputy Prime
Minister revealed that there was a 30% reduction in
transportation costs as well as risks associated with
long distance movement. He urged banks to “take
advantage of the currency centres already established
to cut down their operational costs and ensure that
the benefits accrued are passed on to their customers
in order to lower the overall costs of financial services
and accelerate financial inclusion to the unbanked
population.”

DPM and Minister for Finance, Hon. Uhuru Kenyatta, cuts
a cake to mark the launch of Currency Centres Concept
and Official opening of Meru Currency Centre. Governor
Ndung'u and Matilda Onyango (Asst. Director, Currency
Operatons & Branch Administration) cheer on.

O

n Friday, 19th August, 2011 the Deputy
Prime Minister and Minister for Finance, Hon Uhuru
Kenyatta presided over the launch of the Currency
Centres Concept and official opening of the Meru Currency
Centre. The ceremony was graced by dignitaries from the area
and marked the opening of the third centre in the first phase

The Governor, Prof. Njuguna Ndung’u while giving his
remarks indicated that the three Currency Centres,
currently serving 172 commercial bank branches,
account for 12% of the total currency activities in
the country. He expressed his appreciation for the
Government’s continued support to banking sector
initiatives among them the Mobile Financial Services
Platform, Credit Information Sharing Framework, Agency
Banking, licensing of Deposit Taking Microfinance
Institutions and the Cheque Truncation System. Prof.
Ndung’u reiterated CBK and KBA's commitment to
making Kenya the financial hub of choice for investors.

Why Currency Centres ?
As a result of the transformation of the financial
landscape that has been witnessed in the last
few years, there has been a significant expansion in
commercial banks branch network, Automated Teller
Machines (ATMs) usage, rapid adoption of mobile phone
payments platforms across the country and increased
outsourcing of cash processing and movement services.
These developments have significantly impacted on
currency circulation patterns in the country making it
inevitable for the Central Bank and commercial banks
to review how these operations can be conducted costeffectively.
Against this background, the Central Bank of Kenya
in conjunction with the Kenya Bankers Association
embarked on establishing Currency Centres two years
ago. This was intended to support commercial banks to
efficiently provide financial services in various regions
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of the country and reduce the distance over which
cash is moved between Central Bank branches and
the upcountry branches of commercial banks. The
main objective of introducing currency centres was
therefore to enable commercial banks to reduce cash
movement costs and pass the benefits of reduced
business costs to their customers. In addition, the
establishment of the Currency Centres is expected to
support the Bank’s Clean Notes Policy, which seeks to
ensure that only clean notes are circulated.
A recently concluded survey on Currency Centre
performance in the last one year revealed that the
aforementioned objectives have to a large extent been
met. Cash movement costs have reduced drastically;
banks are now able to withdraw soiled and mutilated
notes from circulation and support their agents much
more effectively by virtue of their close proximity to
the currency centres.
CBK Newsletter

G-Pay electronic payments system feted
The G-pay system has improved the efficiency of settling government payments. Now customers receive payments
within two hours in contrast to the pre-value capping era where payments by cheque took four days to clear.

T

he G-Pay system was this year awarded the 2nd
Runners Up award in the Innovative Service
Delivery Improvements category. The award,
presented by The All African Public Sector Innovation
Awards (AAPSIA) was received by Mr. Joseph Kinyua,
Treasury Permanent Secretary, during an award
ceremony held at Carnivore Restaurant, Nairobi
on 13th May, 2011. Out of about 130 entries, G-Pay
scooped the second top prize. The other 2 categories
where Kenya won awards were - Innovative
partnership between government, private sector
and civil service organizations where the East
African Marine System (TEAMS) won 1st runners
up and Innovations in the systems and processes
of governance: won by Government of Kenya
Performance Contract.
The G-Pay Electronic Payment System is a mode
of settling payments in the Central Bank and
its branches in Mombasa, Kisumu and Eldoret;
Government Ministries and their Departments;
and the Kenya Revenue Authority (KRA). The G-Pay
system enables beneficiaries to receive payments
within 2 hours in contrast to the pre-value capping
era where payments by cheque took a four day
clearing cycle before value was received.
The implementation of the project commenced at
the Head Office in August 2009 and has since been
successfully implemented in all the CBK Branches.
As a result, all goverment payments are currently
made electronically through the KEPSS RTGS system.
The system has enabled the Government and other
users to make payments directly to suppliers and
other customers in an efficient, timely and more
secure manner.
Following the successful implementation of
electronic payments for Government Ministries/
Departments, the Treasury phased out issuance of
cheques effective 1st January 2010 in Nairobi and 1st
July 2010 in the Branches.
This new development has enhanced the payments
system by enabling all Ministries at their headquarters

Minister of State for Public Service, Hon. Dalmas Otieno
(fourth from left) officiated the Award ceremony.
The G-Pay System won the 2nd Runners Up Award
for improving the efficiency of settling government
payments. Permanent Secretary, Ministry of Finance,
Joseph Kinyua holds up the Innovative Service
Delivery Improvements Award.

in Nairobi to transmit Payment details to Central Bank
electronically via a dedicated link with the Treasury.
AAPSIA is an annual event and is the first ministerial
initiative that celebrates innovation in the public
sector. It is intended to cover the whole of Africa
supported by the banking system and information
sector. The purpose of the Awards is to promote and
encourage best practice in public sector innovation
and service delivery.
The program recognizes and rewards the
achievements of public servants and their partners
from the private and not-for profit sectors who have
successfully developed innovative solutions to service
delivery and governance challenges. The Awards also
recognizes successful and effective service delivery
projects and initiatives that have been achieved
through the application of innovative approaches,
methodologies and tools. AAPSIA also provides
opportunities for information sharing, lesson learning,
partnerships and the possible replication of successful
initiatives across Africa.
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EA Credit
Information
Sharing Seminar

Chief Executive Officer, Kenya Bankers Association,
Habil Olaka addressing participants during the
seminar. CIS is set to go across the region.

C

redit Information Sharing (CIS) is quickly gaining
acceptance both in Kenya and the East African
region as evidenced by the number of private credit
reference bureaus being licensed. Credit Information
Sharing is the process that allows credit providers to
submit a borrower's information to a Credit Reference
Bureau so that it can be shared with other credit providers.

An inaugural two-day regional conference on Credit
reporting themed ‘Up-scaling the credit markets in East
Africa’ took place on 7th – 8th July, 2011 at the Kenyatta
International Conference Centre (KICC), Nairobi. Governors
of the East African Community Central Banks and
representatives of credit providing institutions such as the
micro-finance, utilities providers and commercial banks
from the region met for the purpose of mapping out
modalities of strengthening credit markets through credit
information sharing processes with the aim of laying the
foundation for transforming the credit provision landscape
within the region.
“As you all know, we have made tremendous progress in
improving the policy environment in our region over the
last fifteen years or so. As a result of these efforts, we have
been able to realize and sustain high rates of growth and
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to significantly reduce poverty except for the emerging
challenges that we are experiencing that threaten to slow
down this progress or even reverse it,” said Mr Kinyua,
Permanent Secretary at the Ministry of Finance.
The Governor, Prof. Njuguna Ndung’u in his remarks
emphasized the role of credit markets in the promotion
of economic growth and development. He noted that
inefficiencies in these markets limit the level of their
contribution hence the need for the East African countries
to embrace credit information sharing as a means of
tackling these inefficiencies. “Central Bank of Kenya is
committed towards the successful integration of the EAC
and more so to building information capital for our credit
markets,” he added.
The meeting discussed the legal and regulatory
environment, cross border data flows, governance and
risk management, financial education and consumer
protection and opportunities for credit reporting in the
non-bank arena and credit markets in the region.
The meeting was jointly organized by the Kenya Credit
Information Sharing Initiative (KCISI), Central Bank of Kenya
and Kenya Bankers Association (KBA) .
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Promoting Econometric Research
Annualconferencebringstogetherover 200 scholars, central bankers and researchers from the continent.

T

he 16th Annual Conference of the African
Econometric Society (AES) was held at the
Kenya School of Monetary Studies (KSMS) from
the 13th to 15th July, 2011. The Conference, held for the
second time in Kenya, was set in motion by the KSMS
Research Centre, one of the newer departments of the
School founded in 2009. The conference’s objectives
fitted well with the objectives of the Centre as a regional
institution that stimulates research in policy relevant
fields such as economics and financial management.
The main objective of the symposium was to promote
econometric research to foster a better understanding
of theoretical and empirical analysis and thus:
(a) Bring together scholars with expertise in
various fields to enhance knowledge exchange
(b) Facilitate exchange of ideas with keynote
speakers who are endowed with enormous
expertise
(c) Advance knowledge in economic theory and
econometrics and their application in African
countries
(d) Enhance technical capacity in the African
region.
(e) Inspire upcoming young researchers to pursue
econometrics and expose them to tools of
economic analysis
Research papers were presented with different thematic
fields, expected to stimulate interest in contemporary
econometric research and use of more sophisticated
econometric techniques in economic analysis and thus
improve analytical accuracy.

AES MANDATE
1. Carrying out research and training in the
fields of Economics, Banking, Micro-finance,
Public Policy, Administration and Finance.
2. Generating research results for use by
policy analysts, Government Ministries
and institutions and participants in the
financial sector, including the Central Bank.
3. Promoting links between KSMS Research
Centre, the regional and international research
Institutions and Central Bank
Researchers and training activities at
K e ny a S c h o o l o f M o n e t a r y S t u d i e s .
4. I m p r o v i n g c o u r s e c u r r i c u l u m f o r
undergraduate and postgraduate courses
on offer in the School to serve the labour
market needs of the regional financial sector

The African Econometric Society (AES) is an international
society for the advancement of economic theory in its
relation to statistics and mathematics. Members of
the Society are associated with academic institutions
and the private and public sectors who share the goal
of advancing econometric research, especially but not
limited to African themes.
Distinguished keynote speakers who addressed the
symposium included Professors of Economics from
Columbia University, Toulouse School of Economics,
the Ford Foundation, Massachusetts Institute of
Technology and Queens University Management
School, among others.

The KSMS Research Centre is envisaged to be a premier
regional Research institution that will champion
and expand knowledge frontiers through policy
research. It is also expected that the Research Centre
will complement capacity building efforts of KSMS
through curriculum development and supervision
of postgraduate research. Currently, the Research
Centre plays an active role in the Master of Banking
AES President, Prof. Kaddour Hadri during the and Finance (MBF) with focus on Microfinance. The
opening of the 16th Annual Econometrics Society MBF postgraduate program is funded by the African
Capacity Building Foundation as part of human capital
(AES) conference on 13th July, 2011.
development for the region’s financial sector.
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CAPTIONS

1
7.

. From L-R: EA Central Bank
Governors Amb. Claver Gatete
(National Bank of Rwanda), Prof.
Benno Ndulu (Bank of Tanzania),Prof.
Njuguna Ndung’u (Central Bank of
Kenya) and Prof. E. Tumusiime
Mutebile (Bank of Uganda) meet.
The Governors agreed to adopt
coordinated actions through
tightening monetar y polic y,
stemming volatility in the foreign
exchange markets and curbing
currency speculation activities.

2

. Right Hon. Lord Mayor of the
City of London, Alderman
Michael Bear receives a book‘
Kenya: Policies for Prosperity’ from
the Governor. The Lord Mayor had
paid a courtesy call on the Governor
while leading a business delagation
to explore opportunities in Kenya's
banking sector.

3

. Mr Rachid Ghozali, a
consultant with the World Bank,
in a discussion with staff from
External Payments & Reserves
Management Division

8.

8

. Assistant Governor, Bank of South
Sudan,Koriom Mayik (centre)
poses with CBK Director for Currency
Operations and Branch Administration
(COBA), James Lopoyetum (third from
right), Assistant Director, Matilda
Onyango (third from left) and visitors
from Southern Sudan. On the extreme
right is Kibunyi Amdany, a Manager
in COBA.

4

. From L-R: A section of the
Monetary Policy Committee
(MPC) members, Terry Ryan, Farida
.Rundheesing Bheenick, Governor of the Abdul and Francis Mwega during
Bank of Mauritius and Njuguna Ndung’u, the MPC press briefing on 6th
CBK Governor, exchange copies of the signed August, 2011.
MOUs at the CBK Boardroom on 8th August
. The Governor, Prof. Njuguna
2011, to mark the establishment of formal
Ndung’u meets with officials of
supervisory relations between CBK and BOM.
the Kenya Forex Bureau Association,
. Asst.Director, Banking Dept., Stephen led by the Chairman, Samuel
Mwaura (extreme right) and delegates Angwenyi. Others are Liaison
from the Central Bank of Democratic O fficer, Hussein Hassan and
Republic of Congo who were on a study Secretary, Abdillahi Shariff.
tour to learn about Mobile Money
Services.
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RECENT DEVELOPMENTS

National Payments System Bill, 2011

T

he National Payment System Bill, 2011 has
been gazetted following approval by the
Cabinet. The approval paves the way for
Parliament to commence debate on the Bill for
purposes of enactment into law. The gazettement
is the culmination of several years of joint drafting
and development by the Central Bank of Kenya, the
Treasury and the State Law Office in response to
the need to provide a legal framework to regulate
and provide oversight to the payments ecosystem
in Kenya. Once enacted, the Bill will reinforce
and enhance the current legal framework for the

regulation, supervision and oversight of the payments
system as currently provided for in Section 4 A 1(d)
of the Central Bank of Kenya Act, which empowers
the Central Bank to formulate and implement
such policies as best promote the establishment,
regulation and supervision of efficient and effective
payment, clearing and settlement systems. The Bill
therefore grants the Central Bank of Kenya, the power
to provide directions and guidelines to payments
system providers. The Bill can be accessed from the
CBK website.

Cheque Truncation System Goes Live

T

he Cheque Truncation System (CTS)
successfully went live on 15th August 2011.
Cheque Truncation System has now
ushered in an era of relaying images of cheques
electronically as opposed to cheques being
physically transported to the Clearing House for
exchange. This new development is part of the
modernization strategy for National Payments
Systems and will enable all cheques, both local
and up-country to be cleared within one day.
The new system is expected to reduce the costs
of doing business amongst the commercial
banks by minimizing the resources committed
to the process and improving efficiency of the
payments systems.
The CTS project was a collaborative effort
between the Central Bank and Kenya Bankers
Association guided by the Project Manager
from PricewaterhouseCoopers (PWC Ltd).
The achievement of this important milestone
demonstrates the Bank’s focus and determination
to promote the establishment of efficient and
effective payment, clearing and settlement
systems.
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CBK staff closely monitor the system.

WHAT CTS MEANS
1.
2.
3.
4.

5.
6.

Efficient and streamlined clearing
process for cheque payment.
Reduced costs associated with handling
physical cheques.
Longer bank operating hours for
customers.
Shorter clearing cycle thus bank
customers will have earlier access to
their funds.
Lower fraud, liquidity and float risks.
Increased flow of value in the financial
system thus increase overall economic
activity.
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Guidance Note on Combating Terrorism Financing

C

ombating Financing of Terrorism constitutes

of websites that designate persons and entities linked to

one of the primary components of the overall

terrorism financing.

fight against terrorism. Kenya like most other

developing countries has unique factors which make

The Guidance Note requires institutions to strongly

the country’s financial sector vulnerable to terrorist

apply the ‘Know Your Customer’ (KYC) and Customer Due

financing risks. These factors emanate from amongst

Diligence (CDD) policies and principles so as to deter

others, the high volume of cash based transactions

and detect terrorism or terrorism related transactions. It

and borders with countries facing civil strife and

requires ongoing monitoring and scrutiny of sources of

institutional breakdown/failure.

funds. The Guidance Note also stipulates the minimum
standards to be adhered to by institutions on the use

In view of these concerns, the Central Bank of Kenya

of wire remittances. It further reminds institutions to

on 8 th September, 2011 issued Guidance Note No. 3 of

frequently check and verify their customers’ data bases

2011 to guide institutions on issues related to combating

against the UN 1267 Consolidated Listing as well as other

Terrorism Financing. The Guidance Note recognizes

similar databases.

the need for the Government of Kenya to have in place
effective mechanisms and tools to detect, disrupt and

Issuance of the Guidance Note is in line with the

dismantle terrorist financing networks and to combat

Financial Action Taskforce (FATF) recommendations and

terrorism. Pending enactment of appropriate legislation

international best practices on Anti-Money Laundering/

to address the issue, the Guidance Note advises institutions

Combating the Financing of Terrorism (AML/CFT) which

to undertake various preventive measures to address

require authorities to issue appropriate guidance to their

the risks caused by terrorism financing. These include;

institutions on various measures that they are supposed

carrying out of Customer Due Diligence; reporting of

to take note of and adhere to. The Guidance Note also

suspicious transactions relating to terrorist financing;

augments efforts by the Government of Kenya to put

proper administration of wire transfers; and, making use

in place a robust framework to combat the financing
of terrorism.

CBK Discount Facility

T

he Discount Window rate is an overnight
lending facility by the Central Bank.
Section 36 of the CBK Act provides for
a facility whereby the Central Bank can grant
loans or advances to specified banks, secured
by treasury bills or other Government securities.
The minimum interest (lending) rate is the
Central Bank Rate (CBR) which is established
from time to time by the Monetary Policy
Committee.
Inorder for open market operations to be
effective, limitations have to be imposed on the
access of funds by banks from the Central Bank
through the discount window. The Discount
Window Rate is therefore designed to make

access to CBK's credit less attractive in one
way or the other through a high penalty rate
or restrictive guidelines. The higher the rate,
the stronger the message to Banks that funds
from CBK can only be accessed under extreme
liquidity shortfall conditions.
The Discount Window rate is an overnight
lending facility and therefore competes with
the interbank rate which is also an overnight
facility. But unlike the interbank rate which is
determined on a bilateral banking negotiation,
the CBK overnight discount window is not
intended as a source of liquidity on a regular
basis but merely a facility to banks which have
failed to anticipate all demands of funds in the
course of the day.
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INFOCUS

Motorists queue for fuel at a Nairobi petrol station. The average import price of crude oil facing Kenyans rose
from 74.2 US dollars per barrel in February 2010 to 116.6 US dollars in October 2011.

Factors that explain inflation

I

n the last few months, the country has experienced
a fluctuation in prices. The main impact on the
prices has been a spike in fuel prices catalyzed by
instability in the Middle East and North Africa (MENA)
region and high food prices resultant from drought
which affected food production in the country.
Achieving price stability entails maintaining low
inflation. The government requires the Bank to keep
domestic inflation within government target, a range
that is deemed to support growth and maintain the
country’s external price competitiveness. However,
the rate of inflation began to rise towards the end
of 2010 and thereafter accelerated to 12.95 percent
by May 2011, 16.67 percent in August 2011, 17.32
percent in September, 2011 and 18.91 percent in
October, 2011.
In theory, inflation is created by demand-pull factors
and cost-push factors or supply side factors. Some
of the demand-pull factors include rising quantity
of money that is not accompanied by proportionate
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increase in output, reduction of taxes and increases in
government purchases financed through borrowing
while increases in production costs and labor costs
constitute some of the supply side factors.The causes
of the current inflationary pressures in Kenya are
largely external and supply side factors. These factors
include: delayed and insufficient rainfall; increases in
world oil prices created by increased demand for oil
from emerging markets, higher demand for heating
fuels from countries experiencing unusually cold
weather and risks to disruption of supply following
civil unrest in the oil producing MENA region.
As a result of increased world oil prices, the average
import price of crude oil facing Kenya rose from 74.2
US dollars per barrel in February 2010 to 113.6 US
dollars per barrel in May 2011. This was an increase
of over 50 percent. This resulted in domestic prices
of transport and energy increasing, which in turn
caused the consumer prices to increase. In addition,
Kenya’s production processes rely on imported
inputs of capital and other intermediate goods (such

CBK Newsletter

as chemicals, plastics, iron and steel). The final price
of these inputs to the producer reflects the cost of
purchasing the goods from abroad.
The accelerated cost of production has also been
fueled by the impact of the depreciating exchange
rate on the price of imported products thus
accelerating domestic inflation even further. The
Euro zone crisis which created preference for the
dollar against other major world currencies and
speculative activities in the forex market are some
of the factors responsible for the weakening of the
shilling.
Kenya’s food price index also rose by 21.8 percent
between January 2010 and May 2011. This largely
reflects the rise in price of maize,
vegetables and potatoes, which was in
turn attributed to scarcity of produce
following delayed and insufficient
rainfall in the late periods of 2010.
Changes in the prices of food items in
Kenya generally follow the outturn of
the weather with prices tending to fall
(rise) after successful (unsuccessful)
rain seasons. Sustained demand for
food items amidst dwindling supplies
necessitates a rise in food prices.
This situation is also reflected in the
international markets for food.
As is the case the world over, the Central
Bank of Kenya safeguards the value of the Kenya
shilling in terms of what it can purchase. When
prices of goods and services in an economy keep
rising, the value of these goods and services that the
currency can purchase diminishes. High inflation also
discourages saving and encourages consumption;
increases business uncertainty with respect to
outcome of investment decisions and profitability
and reduces effectiveness of price and market
system in allocating resources and thus promotes
speculation. High inflation also leads to rising social
costs adversely affecting the poor. Thus, maintaining
price stability is crucial for the proper functioning
of a market-based economy. Monetary Policy is
the main tool used by the Bank in the preservation
of the purchasing power of the currency in the
economy. It is the responsibility of the Monetary
Policy Committee to formulate monetary policy that
is pursued by the Central Bank of Kenya. Monetary

Policy involves regulating money circulating in the
economy to levels that are consistent with economic
growth and price objectives set by the Government.
The amount of money circulating in the economy
influences the levels of interest rates and exchange
rate.
However, it should be noted that attaining price
stability often requires concerted efforts from the
government and other stakeholders, particularly
when the source of inflationary pressures is from
supply constraints. It is with this understanding
that the Government of Kenya took various
complementary measures to contain escalating
food and oil prices.

In an attempt to cushion Kenyans from high cost of
living and make Kerosene prices more affordable,
in the 2011/2012 budget, the Minister for Finance
proposed removal of excise tax on Kerosene, in
addition to the earlier reduction by 30 percent.
In addition, the Minister for Finance proposed a
temporary waiver of tax on imported Wheat and
Maize from 10 percent and 50 percent, respectively,
so as to ease prices of these products and boost local
supplies.
Further, the Energy Regulatory Commission (ERC)
introduced oil price controls in late 2010 with the
objective of moderating high oil consumer prices.
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IN FOCUS
The Price Stability Mandate of the
Central Bank of Kenya
The Central Bank of Kenya’s main objective is to formulate and implement
monetary policy directed to achieving and maintaining stability in the general
price level in the economy

I

n the recent past, as the country has experienced
challenges impacting on the economy, all eyes
have been fixed on the Monetary Policy Committee
(MPC) for solutions.
Monetary policy is the process by which the central
bank of a country controls the supply of money for
the purpose of promoting economic growth and
stability. The official goals usually include relatively
stable prices and low unemployment. Monetary
Policy is referred to as either being expansionary/
loose or contractionary/tight. An expansionary policy
increases the total supply of money in the economy
more rapidly than usual and contractionary policy
withdraws money from the economy when there is
excess liquidity.
The CBK formulates and conducts monetary policy
with the aim of keeping overall inflation at the
Government target, currently at 9 percent for
the financial year ending June 2012. If a low and
stable inflation rate is balanced with adequate
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liquidity in the market, it facilitates higher levels of
economic growth, higher real incomes and increased
employment opportunities. Monetary policy is
generally concerned with the regulation of the total
supply of money in the economy in order to achieve
a desired level of inflation and economic growth.
However, the performance of Kenya’s economy has
been affected by both domestic and international
shocks that impacted negatively on the effectiveness
of monetary policy in achieving price stability.
This article summarizes some of the major shocks
and highlights on how the Central Bank of Kenya
Monetary Policy Committee (MPC) responded to
address the impact of the shocks on inflation and
economic growth.
Since the beginning of 2008, the Kenyan economy
has experienced a series of shocks ranging from the
post-2007 election crisis, the impact of the global
financial crisis, drought, to the political instability in
the Middle East and North African (MENA) countries.
These events had impacts
of varying magnitude on
the Kenyan economy. For
instance, the post election
crisis at the beginning of
2008, displaced labour
and disrupted the food
production and supply
chains in the country as
the food basket areas
were the most affected,
for example, in the Rift
Valley region. The impact
on inflation and growth
was compounded by the
drought later in the year
which resulted in higher
energy prices.
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The outcome was inflation peaking at 18.7
percent in October 2008. Furthermore,
the global financial crisis resulted in a
slowdown in exports due to reduced
international demand, tourism, diaspora
remittances, foreign direct investment
and overseas development assistance.
Consequently, economic growth slowed
down from 7 percent in 2007 to 1.5
percent in 2008.
Following these developments, the MPC
adopted an expansionary monetary
policy stance (increase the amount of
money supply in the economy) between
2008 and 2010 in order to enhance access
to adequate and affordable bank credit
by the private sector. Growth in credit to the private
sector was identified as a key factor in steering the
economy towards the Vision 2030 growth path.
The Central Bank Rate (CBR) was gradually reduced
from 9 percent in June 2008 to 6 percent in
December 2010. The significant expansion in credit
and reduction in lending interest rates in the period
resulted in an economic growth of 2.6 percent in 2009
which accelerated to 5.6 percent in 2010. Despite the
significant expansion in credit during the period,
inflation reduced to 4.5 percent by end of 2010.
The actions taken by the MPC complemented the
Economic Stimulus Programme of the government
introduced in the fiscal year 2009/10 to stimulate
consumption in the economy and protect its
recovery process.
As the economy was recovering from the post
election disruptions and the effects of the global
financial crisis, political instability in the Middle
East and Northern Africa (MENA) region since
February 2011 set in. This had several adverse effects
including; constrained supply (and hence increased
price) of oil in the international markets; increased
volatility in the exchange rate as traders anticipated
increased demand to finance higher oil import bills;
and obstruction of trade channels through the Suez
Canal. These, coupled with inadequate rains towards
the end of 2010 exerted upward pressure on inflation
to increase from 5.4 percent in January 2011 to 12.95
percent in May 2011. Consequently, the MPC adopted
a tight monetary policy stance by signalling an

Stable prices of basic consumer goods is necessary for overall
stability in prices.
increase in interest rates in order to tame inflation and
inflation expectations and enhance exchange rate
stability. Further, the MPC recently increased the CBR
to 11 percent in October, 2011 to tame inflationary
and exchange rate pressures.
The Bank is also reviewing the use of other tools
to enhance the effectiveness of monetary policy
and liquidity management and its supervisory
and regulatory role on the activities of financial
institutions licensed under the Banking Act. Similarly,
other countries around the world adopted similar
policy responses to shocks on their economies. In
particular, countries affected by the impact of the
financial crisis in 2008 resorted to implementing
fiscal stimulus packages to protect their growth
expectations. Most countries have also been raising
their policy rates since 2010 in order to address
increasing pressure on inflation and tame inflationary
expectations emanating from rising food and fuel
prices.
In spite of these, the Bank recognizes that the
effectiveness of its monetary policy measures to
fight inflation will depend to a large degree on the
impact of recent Government measures to address
the supply side factors which have been affecting
inflation, the pace at which political crises in the
MENA region are resolved and the performance of
the global economy.
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Price Stability Explained

Q&A

Q:		What is price stability ?
A: Price Stability refers to a situation where the
general price level covering consumer goods
remains unchanged or if it does change, it happens
at a low rate. If Kshs 50 can buy the same basket of
goods over a period of, say two years, then prices
are said to be stable, implying the country is not
experiencing inflation or deflation. Movement of
individual prices is normal in any market economy,
even if there is overall price stability. The general
price level incorporates the overall impact of
individual price movements. Price stability therefore
describes a low-inflation environment where people
and firms can make economic decisions without
worrying about where prices are headed. Thus, price
stability means a relative stability in the general price
level in an economy, but does not imply the stability
of individual prices or fixed prices.

Q:

What is CBK’s role in price stability

A: The maintenance of price stability is a core
objective of the Central Bank of Kenya. In order to
ensure price stability, the Central Bank of Kenya
(CBK) manages the supply of money so that it is
consistent with the amount of money required
by economic agents given the level of production
within the economy. If the supply of money far
exceeds the value of commodities available in the
economy, prices will tend to rise since there will be
‘too much money chasing too few goods’. The Bank
monetary policy stance is signalled by the changes
in the Central Bank Rate (CBR). Reduction in the CBR
signals an accommodative monetary policy stance
and vice versa. The changes in the CBR influence the
movement in short term interest rates particularly
the interbank rates, which are the interest rates that
commercial banks use to borrow among themselves.
The lending rates are in turn expected to respond
in line with the changes in the short term rates. The
monetary policy stance is operationalised through
managing liquidity conditions in the money market
by injecting liquidity in case of tightness and
mopping liquidity in times of excess liquidity. The
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CBK also ensures that the banking system and the
national payments system are working properly. The
aim is to ensure an adequate supply of credit/loans
and proper pricing of the credit/loans.

Q: 	What is exchange rate
A:An exchange rate is the number of units of one
currency that is required in order to buy one unit
of another currency. It is therefore the price of one
currency in terms of another currency. An exchange
rate depreciates if its value in terms of another
currency declines. For example, if for every one dollar
exchanged, one obtains Kshs. 80 today compared
to Kshs. 70 for one dollar one year ago, the shilling
is said to have depreciated by Kshs 10 over the one
year period. In a floating exchange rate system like
the one practiced in Kenya, the price of the currency
in terms of another is determined directly by market
forces, and is liable to fluctuate continually, as
dictated by changing market conditions.

Q: 	How is price stability related to exchange rate
A: In a flexible exchange rate regime, the exchange
rate corrects itself through the market forces. In the
process of conducting monetary policy to maintain
price stability, the exchange rate may however
be influenced. When there is high and persistent
inflation, Central Banks tighten monetary policy
so as to reduce inflation. This can be in the form
of increasing policy interest rates which in turn is
expected to attract capital inflows especially when
the domestic interest rate is relatively higher than
foreign interest rates. This may induce appreciation
of the local currency. An appreciation of the local
currency implies that the value of the shilling is
enhanced. For example, if one dollar was exchanging
at Kshs 90, with an appreciation, a dollar exchanges
for say Kshs 80. An appreciation of the exchange rate
relatively increases the price of exports and decreases
the price of imports.
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INFOCUS
Exchange Rate depreciation and the measures
taken by the CBK

A

n exchange rate is the rate at which one currency
can be exchanged for another. The Kenya shilling
began weakening in 2010, by 5 percent and
weakened further in 2011 by 23 percent. There are
indications that strong domestic demand, increased
risk aversion in the international currency markets and
position taking in the domestic financial sector have
been the main factors behind the shilling’s weakening
and volatility.
Strong domestic demand has caused Kenya’s current
account deficit to widen from 7.9 percent of Gross
Domestic Product (GDP) in 2010 to 9.2 percent in 2011.
Imports of capital and intermediate goods, for example,
iron and steel have increased by over 70 percent. Along
with this, imports of fuel have also increased rising
from 18 percent in January 2010 to over 30 percent
of total imports in August 2011. Although domestic
consumption of refined fuels has remained stable at just
under 300,000 metric tonnes per month, the importation
of crude oil has increased significantly.
In contrast, earnings from Kenya’s traditional exports,
such as coffee and tea have not matched the growth
in imports. Two years ago, coffee sales at the Nairobi
Coffee Exchange amounted to 41,000 tonnes between
January and August of 2009. This has reduced to 28,000
metric tonnes over a similar period in 2011, as housing
developments expand in traditional coffee growing
areas. Now however, there is a strong push to increase
the acreage under coffee in new areas such as Western
Kenya as well as on concentrating on value addition
for new export markets. Exports of horticulture have
also declined due to reduced productivity arising
from maximum residue levels set by the European
Commission. These levels were set up with the aim of
protecting consumers from exposure to unacceptable
levels of pesticides residue in food and feeds which limit
precipitation. Diseases affecting vegetables such as the
white fly have also reduced productivity. Production in
the horticulture industry is however expected to stabilize.
The performance of tourism has partly mitigated the
declines from traditional exports. Kenya earns over US$
800 million a year and the growing number of tourists

from China and other places in Asia is set to boost tourism
earnings. The manufacturing sector has also been a boost
to Kenya’s export earnings, with close to one third of its
output finding its way into the regional markets.
Second, the volatility in the international currency
markets due to the effects of the Euro sovereign debt
crisis has had an adverse impact on Kenya’s shilling.
These developments have also affected exchange rates
in the region. For example, the South African Rand and
the Uganda Shilling had both depreciated by 34 percent
by the end of September 2011. The agreement by
European officials to boost the firepower of a euro zone
rescue fund is expected to have a positive impact on
international currency markets.
Third, a survey carried out by Central Bank in September
2011 indicated that the level of activity in the foreign
exchange market had increased from around USD 5
billion per month to USD 15 billion in August 2011. The
high level of activity in the foreign exchange market
is primarily associated with reverse carry transactions
and the shortening of the tenure of currency swaps
from between 60 and 90 days to an overnight tenure
hence creating exchange rate volatility. Reverse carry
transactions involve an offshore bank borrowing a local
currency either directly or through swaps. Thereafter,
the bank sells the local currency and buys dollars from
the market to invest in high yielding markets. As the
local currency weakens, the offshore banks repay this
borrowing using fewer dollars. Due to a low interest rate
environment in Kenya in the recent past relative to other
economies, offshore banks have engaged in reverse
carry trades, an action that has created a shortage of
dollars in the money market causing the local currency
to depreciate.
In the wake of these developments, the Central Bank
has sought to establish stability in the foreign exchange
market through management of liquidity of the local
currency in the market. The Monetary Policy Committee
(MPC) raised the Central Bank Rate (CBR) to 11 percent
in October 2011 from 7 percent. CBK has also reduced
commercial banks’ foreign exchange exposure limit from
20 percent of core capital to 10 percent. In addition, the
Government has negotiated for an enhanced Extended
Credit Facility with the IMF, for further Balance of Payment
support to reduce pressure on the Kenya shilling. Other
measures taken include restricting borrowing of local
currency borrowing by offshore banks to a tenor of one
year; restricting forward contracts with offshore banks
with Kenya shilling component to a minimum period
of one year and all swaps and forwards involving local
corporate and banks have been restricted to a minimum
tenor of seven days.
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FINANCIAL MARKETS
Key Principles in Fiscal Borrowing

L

ike many other countries, Kenya funds
its annual budget deficits through
domestic borrowing (sale of treasury
bills and bonds) and external loans and
grants. Financing fiscal deficits through
fiscal borrowing leads to accumulation of
public debt.The domestic debt is composed
of 20 percent Bills and 80 percent bonds.
Over the years, Kenya’s public debt has
evolved from being predominantly foreign
in 1990s (45% domestic and 55% foreign)
to being predominantly domestic (54.1%
domestic and 45.9% external). The Central
Bank in collaboration with the Ministry of
Finance, has in the last ten years undertaken
key financial sector reforms to develop the
local bond market as a major source of
financing for the budget deficits.
Borrowing in the domestic or even in the external
markets must be undertaken with diligence. When
public debt increases faster than economic growth
rate, the government and the public would be
highly concerned as to whether the debt can be
sustainable without causing severe pressure on other
public expenditure interests. The key principles that
guide the Treasury in setting its domestic borrowing
targets are contained in the Medium Term Debt
Strategy document prepared annually by the Debt
Management Department at the Ministry of Finance.
The key objectives of the strategy are to minimize
refinancing risk by lengthening the maturity profile
of the domestic debt portfolio and to develop the
domestic debt market further while minimizing
exposure to foreign exchange risk associated with
the external debt.
According to this strategy, the Ministry of Finance
seeks to minimize exposure of foreign exchange
risk associated with the external debt, by accessing
available concessional external resources (loans
mixed with grants) and domestic borrowing to
meet the central Government budget financing
requirement, rather than borrowing on commercial
terms. Financing on non-concessional terms
(commercial loans without grants) would be highly
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restricted to projects with high expected riskadjusted rates of return that would otherwise not be
undertaken in the absence of concessional financing.
In doing so however, the Net Present Value (NPV) of
Debt to GDP ratio should not exceed the ceiling of
40 percent to cushion the economy against external
vulnerabilities and exposure to exchange rate.
Additionally, Government domestic borrowing
should not lead to significant increase in interest
rates as to adversely affect private sector demand
for credit or pose threat to the cost of refinancing
existing debt.
Thus to implement domestic borrowing activities,
the Government develops a borrowing plan which
provides a monitoring tool for the borrowing
strategy.However, when domestic revenues and
external sources of funding fall short of the planned
revenue estimates , the Ministry of Finance may
either borrow more from the domestic market
through Parliamentary approval or cut down on
overall expenditure. This would be the case when
domestic revenue falls short of targets due a slowdown in economic growth or when expenditure
increases substantially due to factors like prolonged
drought, as experienced in early 2011.
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Domestic Borrowing and Market Development
In 2001, the Central Bank of Kenya established the
Market Leaders Forum (MLF) in an effort to relaunch and develop the government bonds market
in Kenya. The key goal at the time was to lengthen
the maturity profile of securities in the domestic
debt portfolio in order to minimise refinancing risks
associated with short term securities and secondly,
to deepen the local financial markets by providing
more government securities with different features
that appeal to different classes of investors.
Over the last 10 years, the Bank has issued bonds with
maturities ranging from 1 year to 30 years. As a result,
the ratio of treasury bills to bonds has been reversed
from 70:30 back in 2001 to 15:85 in May 2011, with the
average maturity of all securities standing at 5 years
and 11 months up from 8 months in 2001.
Indeed, the average maturity for bonds alone is 8
years. The refinancing risk has been reduced and the
bonds market is deeper and more vibrant.

Sasumua Dam, a source of water to various parts
of the country. The first infrastructure bond, which
financed water projects was issued in 2009 .

Financing for development
Amidst strong demand for new infrastructure
development against a background of declining
foreign assistance, the Government resorted to
issuing infrastructure bonds to finance infrastructural
projects such as roads construction energy
production, water and sanitation projects which
have potential for supporting income generation
from other sectors of the economy.
Infrastructure Bonds (IFBs) in Kenya were first mooted
in 2004. However, it was not until five years later, in
2009, that the first IFB was issued. Four successful
Infrastructure bond issues have since been issued
in the last two years. These were oversubscribed
and are actively trading at the secondary market.
Success of government infrastructure bonds paved
the way for corporates to issue infrastructure bonds.
Infrastructure Bonds in Kenya enhanced public
ownership (patriotism) of the country’s development
agenda and diversified investment portfolios.
The proceeds from infrastructure bonds were
targeted to fund construction, rehabilitation and
completion of projects in roads, energy and water
sectors countrywide.
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IN PERSPECTIVE

Looking Back, Looking Ahead

I

n an inaugural press conference held on 7th March
2007 shortly after being appointed Governor of the
Central Bank of Kenya, Professor Njuguna Ndung’u
outlined the priorities of his tenure in terms of the
pursuit of the key objectives that would enable the
Central Bank to adequately support the Government’s
development goals, as spelt out in the Vision 2030.
Top on his priority list was the commitment to
oversee stability, both of prices and banking system
through prudent monetary policy management and
supervision of banking institutions.
Looking back four years later, it is evident that
remarkable progress has been made on all the fronts
touching on the Bank’s core mandate. The adoption
of the monetary policy coordination reforms and a
review of the approach to regulating the financial
sector has led to a structural transformation in the
banking and financial sector. A few of the successful
initiatives are outlined ;
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Improved Monetary Policy Coordination
The monetary policy stance adopted since 2007 has
been successful as reflected by robust economic
growth, a low and stable inflation regime and
decreased volatility in the interbank rate. In addition,
the Central Bank Rate (CBR) was effective in
coordinating movement in short term interest rates.
The CBR has slowly gained acceptance as a signaling
mechanism for monetary policy stance. Monetary
policy communication has been enhanced through
the regular meetings between the MPC and Chief
Executive Officers (CEOs) of commercial banks, the
media and MPC market perception surveys targeting
banks and the real sector.
However, there were several challenges that were
encountered in the course of discharging this
mandate. First, post –election disruptions in early
2008 derailed the economy from its high growth
trajectory that had been recorded since 2003.
Secondly, the subprime mortgage crisis that was
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triggered in the US proliferated into a depression
in most of the developed economies. In such an
environment of shocks to the economy, the Bank
rapidly mobilized the tools of monetary policy so as
to ensure that neither the post-election problems
nor the international financial problems became
embedded in the Kenyan situation. This was done
through enhancing confidence in the economy and
coordination with other Government policies such
as implementation of an expansionary fiscal policy
through the Economic Stimulus Package. This was
facilitated by stability in inflation, interest rates and
the exchange rate.
Financial Inclusion and Financial Deepening
Several initiatives have been undertaken over the
last 4 years aimed at achieving the three envisaged
goals of stability, efficiency and financial inclusion.
These measures have successfully delivered on the
promise of enhancing financial inclusion and reach
of banking and financial services to the unbanked
and under-banked population.
These initiatives include; the introduction of the
agent banking mechanism in May 2010 where
banks were allowed to engage third parties to
provide certain banking services; the introduction
of credit reference bureaus to collect, collate, analyse
and disseminate credit information among credit
providers; licensing of deposit taking microfinance
institutions (DTMs) to target the lower end of the
market, through the Microfinance Act, 2006; the
rollout of mobile phone financial services enabling
banks to leverage on mobile phone technology
to present convenience and lower costs for their
customers without compromising quality of service;
and lowering the cost of doing business through the
establishment of currency centres in Nyeri, Nakuru
and Meru.
Development of the Infrastructure Bond Program
Another key milestone in the last few months has
been the development of the Infrastructure Bond
Program. In collaboration with the Treasury, the
Bank has issued 20-year, 25-year and 30-year bonds.
Besides lengthening the maturity profile of bonds,
the bonds target infrastructure projects in each
fiscal year under the Public Investment Program. The
30-Year Bond was specifically intended to support

the build-up of national savings for investment, as
envisaged in the Vision 2030.
Focus of the Bank Going Forward
Professor Ndung’u was reappointed the Governor
for the 2nd and final term with effect from 4th March
2011. Against the backdrop of a successful first
term, the Governor endeavors to steer the mandate
of the Bank to respond to a more challenging
macroeconomic environment. The debt crisis in
the Euro Zone, rising global commodity prices and
persistent food shortage all present a more complex
financial and economic landscape that demands
appropriate and better informed policy responses.
‘Over the medium term, our focus therefore, shall be
to consolidate the gains that we have made, a key
priority being the commitment to scale up financial
inclusion while at the same time enhancing financial
stability through a framework that can identify
vulnerabilities on a timely and continuous basis. In
light of the emerging socio economic complexities,
the Bank shall be more deliberate in balancing the
goals of efficiency, stability and integrity on one
side with financial inclusion on the other', says the
Governor.
Scale up the Speed for Financial Inclusion
Several studies corroborate findings that confirm
the direct relationship between financial exclusion
and poverty. It is therefore the focus of the Central
Bank in the coming years to pursue and encourage
such policies as best promote financial inclusion.
The Bank in partnership with other players will
continue to spearhead appropriate policy reforms
and interventions for the financial sector to progress
the country towards a more financially included
population, enjoying the attendant benefits of
growth and prosperity for all.

Scale up the Buildup of an Appropriate and
Supporting Financial Infrastructure
The last few years have seen tremendous progress in
Kenya’s banking and financial sector with evidence
of depth, vibrancy and innovativeness. Financial
innovation has affected the way people handle
finances, leading to increased usage of banking
services and decreased cash usage.To keep in step
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with the dynamism of the sector, the Bank will
focus on spearheading the legal and regulatory
reforms that support financial innovations and
promote a diversified financial products base.

financial markets and coordinate monetary policy
within the COMESA region. The Central Bank shall
focus on delivering the COMESA Monetary Institute
(CMI) within stipulated timelines.

Build Strong Institutions to Support the Finally, support the Government towards regional
Monetary Policy Transmission Mechanism cooperation, especially harmonizing frameworks and
Effectively and Efficiently
platforms towards the East African Monetary Union.
The effectiveness of monetary policy actions
depends on the transmission process and channels,
which are themselves dependant on the level of
financial deepening. The task ahead therefore lies in
constantly reviewing the monetary policy framework
to facilitate transmission efficiency and reduce
transmission lags. Deepening of financial and bond
markets, including scale up of financial inclusion
initiatives will achieve a more monetized economy
and improve the transmission of monetary policy
impulses.

Deliver the COMESA Monetary Institute (CMI)
for COMESA Region
In October 2009, the 14th Meeting of the COMESA
Committee of Governors of Central Banks ratified
the decision for the Central Bank of Kenya to
host the COMESA Monetary Institute (CMI) at the
Kenya School of Monetary Studies. The COMESA
Secretariat has already seconded one senior officer
to the proposed CMI site at the KSMS. This is indeed
a landmark achievement for Kenya as the CMI will
be the regional hub for COMESA member states
to co-ordinate harmonization of the regulation of

Despite the foregoing avenues for enhanced
development, there are many challenges at hand that
require a coordinated policy response. The economy
is currently being buffeted by external shocks related
to developments in the Euro debt crisis. This crisis has
caused increased speculation leading to enhanced
volatility in the Kenya shilling exchange rate against
major world currencies. This volatility has rippled
into the money market causing instability in the
short term market interest rates. Further, existing
food supply challenges and increasing oil prices
have piled up pressure on inflation to increase
steadily from January 2011 to August 2011. The
MPC of the Bank has responded to these market
volatilities by gradually tightening the policy stance
and recommending other appropriate operational
amendments to reduce the volatilities and enhance
liquidity management by banks. Further, the Bank has
assured the market that it stands ready to intervene
in the foreign exchange market, not to protect any
level of the exchange rate, but to tame volatilities in
the market.
Amidst all these, the Bank shall endeavor to remain
vigilant on developments in the market; assessing
their impact on the financial system to ensure that
confidence in the system is enhanced and protected
and the Government’s economic growth objective is
supported.

Guests listen keenly to proceedings during the
launch of Currency Centres Concept in Meru. The
establishment of Currency Centres is aimed at
lowering the cost of doing business.
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CENTRAL BANKING
How Currency Circulates in the Economy

T

he Central Bank is the sole issuer of currency
(money in the form of notes and coins). It
distributes currency to the general public
through commercial banks. Commercial banks buy
currency from Central Bank when they need it to
meet customer demand and they deposit cash at the
Central Bank when they have more than they need.
Note that commercial banks are required by law to
open and maintain ‘transaction accounts’ and ‘reserve
accounts’ at the Central Bank. Commercial banks are
required to deposit a certain fraction of their customer
deposits into the ‘reserve’ accounts at the central
bank. When banks withdraw cash from the Central
Bank, their reserve accounts are debited (reduced)
by the same amount withdrawn. By debiting the
reserve accounts of commercial banks, the amount
of reserves in the
banking system
of the economy,
is reduced.
Banking sector
reserves increase
when demand
for cash by the
public is reduced.
The public
usually get
their cash from
commercial
banks
by
withdrawing
cash from automated teller machines (ATMs) or
withdrawing over the counter. The amount of cash
that the public holds varies by the day of the month,
or even by the day of the week as well as by the
season of the year. For example, people demand
a large amount of cash for shopping and holidays
during the Christmas period. Similarly, the public
normally hold more cash over the weekends to
spend, such that there is more cash in circulation at

the beginning of the week than towards the end
of the week.
When the public’s demand for cash declines,
for example, after the Christmas period or after
schools have opened, customers deposit the excess
cash into their accounts at the commercial banks.
Consequently, banks find they have more cash than
they need. The Central Bank may decide to borrow
the excess cash from the commercial banks in
order to reduce the amount of cash in circulation
or commercial banks may decide to lend the excess
cash to the public or to investors.
By the very nature of variations in human activities
from season to season, or day to day, the demand
for cash by the public varies from time to time. The
Central Bank offsets such variations in the public’s
demand for cash
to avoid causing
volatility in the
credit markets.
This is done by
withdrawing
(buying) and
injecting (selling)
money to the
commercial
b a n k s .
Central Bank
withdrawing
(buying) and
injecting (selling)
money into the
banking system is referred to as ‘Open Market
Operations’.
The Central Bank keeps record of the currency
in circulation in order to: know the demand for
currency in the economy over time and to manage
money in circulation in order to regulate the general
price levels within the country, such as, interest rates,
inflation and exchange rate.
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OPPORTUNITY TO INVEST IN GOVERNMENT BONDS AND BILLS
Did you know you could save and invest in secure high return Kenya Government Bonds and Treasury Bills?

WHO CAN INVEST?
Any individual, corporate body, groups and non-Kenyans can invest in Government securities by opening a
Central Depository System (CDS) Account (for free) with the Central Bank of Kenya directly or through your
commercial bank.
STEPS IN OPENING A CDS ACCOUNT
1. Visit the nearest office of the Central Bank of Kenya (Nairobi, Mombasa, Eldoret, Kisumu, Nakuru, Nyeri
or Meru) or Kenya Commercial Bank, Equity Bank, National Bank, Cooperative Bank and Kenya Post Office Savings Bank and obtain a CDS opening/mandate card and fill out your details. Note: CDS account
application cards for individuals and corporate applicants are different.
2. Attach a recently taken coloured passport size photograph and a copy of your National Identity Card
(ID) or Passport.
3. Take the filled CDS mandate card to your commercial bank for certification.
4. Your bank will certify your particulars in the completed CDS mandate card by way of appending the
bank’s stamp and signatures of two of their authorized signatories on the space provided.
5. Corporates are required to affix a company seal on the mandate card
6. Send the filled up mandate card and attachments to the issuing office.
7. Once the CDS account is opened in your name, you will be notified of the CDS account number via the
address you have provided on the CDS mandate card. A formal notification letter will also follow.
8. Once you have been allocated and notified of your CDS account number, you can apply (bid) for the
amount of Treasury Bond or Treasury bills you wish to invest in.
GUIDELINES FOR APPLICATION (BID) FOR BONDS AND BILLS
1. Obtain application form for bonds/bills from any of the Central Bank of Kenya’s offices in Nairobi, Mombasa, Eldoret, Kisumu, Nakuru, Nyeri or Meru or Download the form from the CBK website: http://www.
centralbank.go.ke/securities/ApplicationForms.aspx
2. Fill out the following
•
Bond/Bill Issue Number
•
Duration/Tenure as provided for in the respective prospectus/advert
•
Value date
•
Total Face Value - Amount you wish to invest (Kenya Shillings)
•
Interest Rate- This is the investor’s desired yield.
•
Your details- as per the CDS mandate card
3. The minimum investible amount in Treasury Bills is Ksh 100,000.00 and Ksh 50,000.00 for Treasury
bonds
4. Sign the application form and submit to any CBK office or financial institution specified in 1 above
5. NB. Do not make payments for the Treasury bills and bonds until you confirm with the Central Bank of
Kenya of the exact amount you will need to pay.
For further information call Central Bank of Kenya (National Debt Office) on:
2863600 or email ndo@centralbank.go.ke
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