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Definition of terms

Angel Investor
Blue chip

Carried Interest
Clean Technology
Committed Capital
Deal Flow

Deal Directory

Debt Investment

Due Diligence
Equity Investment
Exit

Fund Manager

Fund Size
Initial Public Offering

Investee Company
IRR

A wealthy individual who provides backing to very early-stage businesses or business concepts.

A nationally recognized, well-established and financially sound company. In the capital markets, a blue-chip stock is
considered a stable investment.

The portion of any gains realized by the fund to which the risk fund managers are entitled, and given to create a
significant economic incentive for venture capital fund managers to achieve capital gains.

Encompasses energy, air and water treatment, industrial efficiency improvements, new materials and waste
management.

The total dollar amount of capital pledged to a private equity fund.

The measure of the number of potential investments that a fund reviews in any given period.

An information bank giving details of all business carried out with investee companies and relevant transaction details
including due diligence processes, post monitoring, value addition as well as exit.

An investment into a company whereby the company needs to repay the investment within a certain period of time,
needs to pay interest over the debt amount within that time, and in many cases needs to provide some form of
securities or guarantees towards the provider of the debt investment in case it could not repay the debt (in the form of
a house for example).

A process undertaken by potential investors, individuals or institutions, to analyze and assess the desirability, value,
and potential of an investment opportunity.

An investment into a company whereby the investor becomes shareholder of that company.

Exit (strategy) is the method by which a venture capitalist or business owner intends to get out of an investment made
in the past. Examples include an initial public offering or being bought out by a larger player in the industry.

The person(s) or management team responsible for implementing a fund's investing strategy and managing its
portfolio trading activities.

The total amount of capital committed by the investors of a venture capital fund.

The sale or distribution of a stock of a portfolio company to the public for the

first time.

A company targeted for investment by a risk fund.

Internal Rate of Return - discount rate the makes the NPV of a project equal to zero, i.e. this rate defines the yield on a
particular investment. Specific to venture capital, IRR is the compounded yearly rate of return on an investment that a fund
manager receives on an investment at the time of sale or other exit.



Management Fee

Net Present Value

Private Equity
Private Placement
Quasi Equity

Venture Capital

Venture Capital Fund/
Risk Fund
Exchange Rate
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A charge levied by a fund manager for managing a fund. The management fee covers the managers’ time and expertise,
investor relations expenses and the administration costs of the fund. Management fee structures are typically

based on a percentage of assets under management.

The difference between the present value of cash inflows and the present value of cash outflows. NPV is used to analyze the
profitability of an investment or project and is sensitive to the reliability of future cash inflows that an

investment or project will yield.

Equity capital that is made available to companies or investors, but not quoted on a stock market.

The sale of a security directly to a limited number of investors.

An investment into a company whereby the investor takes shares into the Investment company but agrees that the
company will buy back/pay-off these shares after a certain period of time guaranteeing the investor a certain return on
investment.

Money provided by investors to startup firms and small businesses with perceived, long-term growth potential. It typically
entails high risk for the Investor, but it has the potential for above-average returns. Venture capital is popular among new

companies, or ventures, with limited operating history, who cannot raise funds through a debt issue.

Aninvestment fund that manages money from investors targeting small- and medium-size enterprises with strong growth
potential.

USD 1 =Ksh 67
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EXECUTIVE SUMMARY

INTRODUCTION

InvesteQ Capital Ltd (“InvesteQ”) was contracted by the Financial
Sector Deepening (FSD) Trust to conduct a study on the capacity
needs of risk fund managers in Kenya. The aim of the study was to:

|dentify capacity issues that if overcome would enable the funds
to effectively serve the MSME market in Kenya.

dentify potential interventions to overcome these capacity
constraints.

Given the fragmented nature of the SME market in Kenya and the
fact that the risk fund business in Kenya is relatively young, the
consultant found the need to expand the scope of the study to
include other relevant SME players as well as important contacts on
the international front. In total, 20 firms serving the SME market in
Kenya were surveyed.

This report presents recommendations from the research findings
and the stakeholders input that may be considered in light of the
proposed TA intervention.

FINDINGS FROM THE DESK STUDY

From the desk study the consultant came across the generally
accepted characteristics of a good risk fund manager as outlined
below:

Experience and Skills of the Management Team — successful risk
fund management is largely about the people who invest and
their ability to add value to the investee companies. A more
successful risk fund manager will generally have more than 10
years investment experience.

Fund Manager - Incentives — The fund needs to have a
minimum fund size and subsequently, sufficient management
fees. The investors and management teams'interests should be
aligned through proper incentive schemes by way of carried
interest. Moreover, the investors should have a long term
investment horizon, so that there is sufficient time to invest and
divest the portfolio companies. An ideal outlook is in the range
of at least 8 to 10 years.

- Investment Strateqy and Approach— Successful risk fund
managers focus on fast growing industries and invest in
businesses that require a relatively small initial investment but
which have very high potential for growth. These types of
investments require a hands-on approach, where the senior

partner would be involved from the beginning and at all stages
of the due diligence process as well as taking a board seat until
an exit is realized. Consequently, the number ofi nvestee
companies one senior partner can handle is limited to around 6
or 7. One approach taken by individual risk fund managers to be
able to handle more investments is by co-investing and sharing
the risk and work load with other risk fund managers.

Internal Rate of Return — On average the top tier risk fund
managers reach a net yearly IRR in the range of 25% or more
over the lifetime of the fund. For a US$25M fund for instance,
this would mean profits for the investors of US$207million after
10 years.

From the benchmark and desk study the consultant also found that
recent trends in venture capital are changing the way the risk fund
business has been traditionally conducted and points to some of the
developments that local risk funds could expect in the near future.
For instance, globalization has brought successful risk fund
managers to, for example, India and China and some are eying the
African continent. Two successful South African fund managers
(BPSA and Grofin) have begun operations in Kenya.

Capacity constraints and best practice interventions from
the desk study

The capacity constraints faced by risk funds across the globe are
similar, especially for young fund managers, including:

Poorly designed fund structures.
High investor demands.
Lack of skills specific to private equity and venture capital.

Limited resources for efficient operation of the fund.

The lessons to be learnt from the experience of more established
venture capital firms on how they have overcome some of their
capacity constraints or the challenges are:

Change in fund structures, through for instance higher
management fees.

Change in investment strategies, like co-investing.

Support through venture capital associations like training,
market data, deal flow and awareness creation through
conferences.



External support from development organizations and
respective governments.

FINDINGS FROM THE FIELD WORK

The MSME Environment in Kenya

The MSME environment in Kenya faces many challenges, key being
the lack of human resources, access to financing and the generally
high cost of the financing that is available through short term debt
capital from banks. This situation provides an opportunity for risk
funds to work with SMEs in financing their requirements. However
the fragmented and informal nature of the sector and the high risks
associated with it still make it difficult and costly for risk fund
managers to consider this group with certainty. A majority of the risk
funds and SME finance providers surveyed cited the capacity
constraints facing SMEs as being bottlenecks to their own anticipated
business in the sector.
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The risk fund environment in Kenya

The risk funds in Kenya that focus on SMEs are quite young, given
that all of the funds surveyed are less than 3 years old (see table 1
below). None of these funds have seen any exits, save for those that
have gone into short term contract financing, which would usually
be for a period of less than one year. Among the risk fund managers
surveyed, six of them have invested in businesses up to a total of
about US$ 18.2 million. The consultant found the need to expand the
scope of the field study to include a wider range of SME finance
providers outside the pure risk fund managers.

Looking at the average deal sizes of the risk funds realized so far, i.e.
BPI is US$200,000, US$300,000 for Bridgeworks, US$400,000 for
Grofin, US $ 500,000 for Acumen and AAC, US$750,000 for TBL and
USS 700,000 for InvesteQ, it is clear that while some of the funds

Table I: Participants Surveyed — SME Risk Funds & Other Finance Providers

Locally Incorporated Risk Funds: 7 Bridgeworks Africa, African Agricultural Capital (AAC), Acumen Fund,
This group comprises venture capital and quasi equity SME Funds. Grofin Fast Africa, BPI, TBL Mirror Fund, InvesteQ Capital

Banks 4 Fina, Equity, Standard Chartered, PTA

Private Equity Funds 3 Aureos EA Fund, ICDC, TransCentury

Development Finance Institutions 1 Industrial Development Bank

Leasing Companies 1 Rentworks

Investment Clubs 2 ISoko Investments, Bridges Capital

Technical Assistance Funds 2 Enablis, Technoserve

Total 20

Table II: Funds Committed & Invested — SME Risk Funds

Acumen Fund 45 23 11.5% 4
GroFin EA Fund 18 8 40% 20
African Agricultural Capital 10 (17 target) 174 22.5% 9
BPI 14 (15 target) 298 13% 12
TBL Mirror Fund 5 3.0 4% 1
Bridgeworks 15 (Target) 3.7 2% 1
InvestQ Capital 15 (Target) 14 7% 2
TOTAL 93 (Target of 120) 19.6 100% 49
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could start providing as little as US$50,000, they all target more the
larger of the “Small” enterprises within the MSME sector to minimize
risk and increase potential returns. Furthermore, only 2 provide pure
equity, with the other 4 providing quasi equity finance.

Table IIl: Average Deal Size of the 7 SME Risk Funds

SME Risk Fund Average Amount Invested

(Us$)
1 BPI 200,000
2 Bridgeworks 300,000
3 GroFin 400,000
4 Acumen 500,000
5 AAC 500,000
6 TBL 750,000
7 InvesteQ 700,000

Capacity constraints from the field work
The key capacity issues highlighted for all risk fund managers revolve
around:

Limited fund experience.

Limited human capacity.

Limited financial resources.

Insufficient resources to do proper post investment monitoring.
(hallenge to get good deal flow creation.

(hallenges around exit management.

As noted, similar issues were encountered in the desk study by the
now more developed risk funds. Some of the capacity issues are tied
to the fact that the funds are young thus overcoming these issues is
a matter of experience, which will result in the ability to raise more
funds and have more resources. Other capacity issues can be solved
by partnering with experienced fund managers and with TA
providers.

The challenges resulting from limited available resources that come
with doing small deals or managing small funds could be resolved by
changing the fund structure or investment model. Funds focusing on
pure equity investments, which need dedicated post investment
monitoring to maximize returns and exit potential, choose to increase
the deal sizes and/or focus on investments in fast growing industries.
Funds focusing on quasi equity and debt either increase deal sizes, or
manage many small investments through an efficient, system driven,
post investment approach which is focused on debt collection. Table
IV below highlights some of the specific solutions used solve the
capadity issues raised. The solutions given here are from the entire
group of SME finance providers surveyed.

CASE STUDY

The case study looked at Business Partners International, Kenya (BPI).
This provides a good reference point for the possible interventions
sought in this study given that the risk fund was the first beneficiary
of a USS 2.5 million technical assistance from the World Bank
through the Government of Kenya's Ministry of Trade and Industry.
The expectation is that a similar intervention will be made available
to other risk funds.

It remains to be seen what the success of the BPI model in Kenya is
given the fund was only launched in early 2007. The deal flow
sourcing through IFC's SSC seems successful, and the investment
process efficient. BPI has so far closed 12 investments, since the
fund's inception early this year.

Risk fund managers that would like to reach BPI' level, and wish to
qualify for the next disbursement of TA, can learn a number ofl essons
from the BPI model. Most importantly:

T BPIhas a subsidiary relation with BPSA from South Africa, where
it can tap into the knowledge and experience of BPSA.

2 BPI has adopted the BPSA due diligence processes and
investment model that enables to do many small investments
through investment structures that combine debt with equity or
royalties, thereby minimizing the risk and optimizing the
anticipated returns.

3 The staffs" interests are aligned with those of the investors
through appropriate incentive schemes.

However, there are certain components of the BPI model that are
difficult to copy. Looking at the BPI organization, its scope and the
level of business, the fund’s cost structure must be relatively high
compared to other local risk funds, which means the need for access
to additional support from an organisation like the IFC or a grant to
provide “free” resources. Furthermore, the access to SSC services is
quite exclusive, and building an organisation the size of the SSC to
operate alongside each fund requires significant financing which
would only be achieved through a grant. Moreover, the cost of
services provided by the SSC as described are not reflected in the
returns of the fund thus giving it an unequal advantage. A solution to
this could be that SSC considers providing its services on a wider
scale and on a neutral basis to other funds as well.

PROPOSALS & RECOMMENDATIONS FROM THE
STAKEHOLDERS' WORKSHOP.

A stakeholders workshop was held in Nairobi on 13 November 2007,
with the aim of having the stakeholders validate the findings of the
study. The key proposals and recommendations raised in light of the
capacity issues identified from the field work are highlighted in
TableV.
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Table IV: Participants Solutions to Capacity Issues

Lack of Qualified &

- Have TA funds in place to train staffon critical skills of SME lending.

Experienced - Investment officers receive mentoring from experienced consultant, bankers, investors and
Management and entrepreneurs from abroad.

staff. - Partnering with experienced fund managers to get VC experience.

Limited financial - Have good post investment monitoring systems.

and human - Focus on fast growing industries with high upside potential.

resources for Due - Some of the risk funds have taken the options of a board seat to add value through the fund's
Diligence and Post network

investment - Some funds have investors that agree to lower returns.

Monitoring - Some of the SME finance providers have TA for legal process and negotiation of deals.

- Others have TA to provide business advisory services to portfolio companies.
- Some risk funds have found the need to increase the average deal size to more than US $
500,000.

Absence of reliable
market Sector
Studies

- Partnering with experienced fund managers to get market data.

- Working with graduate trainees on contract on the ground, who work closely with people in the
areas or sectors off ocus.

- Contracting firms such as Consumer Insight to carry out market sector studies.

Constraints associated with deal

- For some SME providers, by working closely with the government, there is a greater likelihood to

Sourcing/ Marketing be aware of prospective projects in the public sector

of the Fund and - Creating a networking platform for entrepreneurs who meet reqularly.

Networking - Partnering with an organization that provides and assures a consistent deals.

Limited exit - Instead of providing pure equity, which has the greater exit challenges, risk funds provide quasi
management equity, where the main investment is disbursed as a loan which needs to be repaid, and the
opportunities and upside come from interest and a small portion of equity.

experience - Key focus is on efficient mobilization and delivery channels to drive business.

Demanding reporting
requirements by

- Some risk funds receive TA funding for reporting on specific items that investors request, e.g.,
social impact.

investors and - Alignment ofi nvestor interest with fund manager interest through incentive schemes like carried
shareholders interest

ICT & MIS systems - Some of the funds have partnered with experienced fund managers who have a sophisticated
wanting ICT and information management systems.

- Some funds have TA funding which provides interest free loans to investees for specific
requirements, e.g. for investment in proper ICT systems.

Conclusions: Proposals for intervention through technical constraints could also be overcome through interventions such as

assistance Technical Assistance, the government and different forms of grant
funding. Recommendations on the possible TA interventions that

The study reveals that some of the capacity constraints experienced could be adopted, based on findings from the desk study, field work,

by local risk fund managers have been resolved by the risk fund lessons from the case study and stakeholders” workshop are

managers and MSME finance providers themselves by for example highlighted in Table V.

changing their fund structures or investment models. Some of the
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Table V: Proposals & Recommendations from the Stakeholders’ Workshop

Capacity Issue

Limited experience and skills of the fund and the
respective fund managers.

Participants' Comments/ Proposed Solutions

- Setting up a Venture Capital Association (VCA) will provide support towards risk fund managers in
many ways, e.., building capacity through training.

- The capacity building to be provided should be focused on training risk fund managers on
understanding MSMEs and MSME finance.

- Need for interventions that will provide TA to support experienced fund managers to work with a risk
fund lacking in experience.

- Kenyans in Diaspora with the relevant experience and skills could be approached to act as mentors to
local risk funds.

- In the long term, see how university curriculum can include private equity/ venture capital courses.

- The individual risk funds should provide a platform through the proposed VCA, to share information
and skills among themselves up to the levels that are allowable, i.e. without the risk ofl osing their
competitive edge.

- Local risk funds should share information and skills by co-financing

Limited resources for efficient operation of the
funds

- Set up of a VCA to promote best practice, research and set standards to instill confidence in the market,
promote policy building and lobbying for members, e.g. for tax incentives

Limited human and due diligence experience

- Provide TA at both pre and post investment level to cover the expenses incurred in the due diligence
process.

- The proposed VCA could provide a pool ofi ndustry experts to act as an advisory board to the local risk
fund managers.

- Pool synergies from the different local risk funds.

- Have a mentorship program through the VCA to encourage professionals in this market to work with
risk funds.

- Consolidation of small funds to enhance their capabilities

- Have a mentorship program through the VCA, e.q. retired professionals

Inadequate and unreliable market sector studies.

- The studies could be provided by the proposed VCA, against a subsidized fee. The VCA could also
influence other organizations like the Kenya Institute of Manufacturers, Kenya National Central Bureau of
Statistics and the Chamber of Commerce to collect market data and carry out relevant studies.

- The risk fund managers should assist these organizations in developing the required questionnaires to
gather the relevant information.

- In addition, the VCA could carry out studies in certain sectors.

Demanding shareholders/ Investors

- The proposed VCA could develop appropriate reporting standards.

- The risk funds should provide detailed/ comprehensive reporting to their respective shareholders where
allissues are adequately addressed. This would include providing different reporting variables as
required.

- The risk funds should educate their respective investors about what to expect from this market in terms
of return and limitations.

- For quidelines on reporting and content, risk funds could refer to the IFC SME toolkit or the EMPEA
toolkit

Inadequate/ unreliable management information
systems

- Through the VCA, create standards that can be adopted by all the players.

Exit management — market underdeveloped thus
providing few exit options

- The risk funds should look into proper exit management strategies before investing and implement the
exit strategy well.

(hallenge of deal flow sourcing

Each risk fund manager should implement their own marketing strategy and communicate their
investment parameters well towards MSMEs and towards other fund managers.

- Through the proposed VCA, promote networking in the industry such that specific applications and
requests for venture capital funding are channeled to the appropriate risk fund.

- The risk funds should take the initiative to educate the market, the business community and relevant
stakeholders on the working of private equity and venture capital. This could be done through
conferences or other forums.

- Develop an SME deal depository — the risk fund managers could team up and approach an
independent organization which has the capacity and interest to provide this kind of service. Such an
organization would likely be financed through grants.




1. TA Services:
- Provide deal flow assistance.

Sponsor access to professional services.
Provide funding for specific post investment interventions.
Sponsor the set-up of a VC Association.
Sponsor reliable market sector studies.
- Sponsor the set-up or access to credit reference bureau services.

The scope of services possible with the anticipated US $ 4
million TA Fund are those that would enhance the investees'
business processes as opposed to issues that would be
fundamental to the deal process with the risk fund manager.
Risk fund managers feel that there is need for flexibility by the TA
administrator to cater for the different and unique needs of their
investee companies.

Proposals from the workshop are to immediately include a
training component for risk fund managers for specific modules
on private equity and venture capital training.

2. TAStucture:
There were various suggestions to this end as highlighted below.

« A proposal that the TA funding be channelled through one,
revolving, TA fund. Most of the services provided would be
through interest free or minimal interest loans, thus ensuring the
revolving nature of the facility, sustainability of the fund and
accountability by the SMEs. Fach risk fund manager or MSME
finance provider would on-lend the funds to its investee
company, be responsible for the collections and be required to
repay the full amount taken from the TA fund. In case of
defaulting investees the repayment would come from the profits
made on the funds'other investments. The reason for payback by
the investee is to ensure :

A suggestion that the TA be disbursed as a grant, as there would
be a good number of organizations, who would be willing to
support the TA funding.

A mechanism for insurance should be worked into the loan
provision to ensure loan recovery.

The decision about whether or not to lend to an investee
company should be left to the fund manager.

The issue as to whether the fund manager could also be the BDS
provider should be at the discretion of the fund manager if they
are managing the TA themselves.

A precedent where a TA fund is given as a debt would help as a
reference point to draw conclusions on an appropriate structure.
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Risk funds could share costs and risks of return of the TA with the
investee.

Aproposal to charge the TA at the same interest as the respective
funds' costs.

3. TAAmount

Drawing from the example of the case study, BPI provides TA funding
to its investees up to an amount of about 30% of the investment size.
The US $ 2.5 million TA fund available to BPI is approximately 17% of
its fund size. This fund is also of a revolving nature.

Thus, applying the example of BPI to the local risk fund industry and
other MSME providers, the resulting TA amount would be quite
substantial as shown below, i.e., suppose the 17% is applied to fund
sizes of up US$ 15 million and in addition, have a maximum TA sum
per fund of around US$ 2.5 million. The resulting TA amount would
be as follows:

Table VI: Estimated TA Funding Requirements for SME Risk

Fund Managers

NAME OF FUND FUND SIZE TA AMOUNT (US$

Us$ M M) 17% OF FUND

SIZE, MAX 2.5 M

Acumen Fund 45 25
GroFin EA Fund 18 25
African agricultural 10 1.7
(apial
BPI 15 25
TBL Mirror Fund 5 09
Bridgeworks 15 (target) 2.5
InvesteQ capital 14 (Target) 24
TOTAL 120 15

Looking at the local MSME finance industry, this would work out to a
TA fund in the range of US$ 10-20 million.

From the stakeholders workshop, participants felt that to determine
a sufficient amount of TA, the actual figure should be based on a
realistic amount based on the different fund sizes. Whereas the
feeling is that the TA fund available (USS 4M) may not be sufficient
for all the needs and capacity constraints highlighted, it is possible to
grow the amount. Anather suggestion is for the threshold to be for
investments below US $ 50,000 as this is where there is greater need
for investees to streamline various aspects of their businesses.
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Chapter 1

INTRODUCTION

1.1. BACKGROUND

The Financial Sector Deepening (FSD) Trust was established in early
2005 to support the development of financial markets in Kenya as a
means to stimulate wealth creation and reduce poverty. GrowthFin,
a programme of the FSD works in partnership with the finandial
services industry to increase the ease with which SMEs access
financial products and services. Together, GrowthFin and FSD's
primary focus is developing the capacity of the finandial services
industry, working directly with a diverse range offi nancial
institutions as well as business service providers.

On another front, the Government of Kenya is implementing the
World Bank funded MSME Competitiveness Project whose main goal
is to enhance the competitiveness of Kenya's micro, small and
medium enterprises (“MSMEs"). The project has more recently found
the need to build the capacity off und managers as well o0 as to
provide greater impact to the success of the MSME sector. It is in this
regard that GrowthFin is partnering with the MSME Competitiveness
Project to carry out a capacity needs assessment of risk capital fund
managers in Kenya. The information gathered will be useful in
helping FSD design possible interventions for the identified
constraints as well as provide a basis for the use of a technical
assistance fund for these fund managers made available by the
MSME Competitiveness Project.

Itis in this regard that INVESTQ CAPITAL LTD, through a competitive
bidding process, was contracted to carry out the study. The objectives
and deliverables of the assignment are highlighted below.

Objectives of the Assignment:

(i) Tocarryoutastudy of any existing and potential risk capital fund
managers in Kenya in order to identify any capacity constraints
that these fund managers are facing in effectively serving the
SME market in Kenya

(ii) To determine how current and prospective fund managers have
built their current capacity and what steps they intend to take to
build it further

(iii) Get a feel for best practices off und management capacities
internationally; and

(iv) To recommend possible interventions to solve the identified
constraints.

Deliverables

1. Inception Report
2. Draft Report
3. Final Report

The detailed TOR is attached in appendix A.

1.2. METHODOLOGY

The Consultant designed this assignment to be executed in four
phases, namely:

1 Design and Work plan

2 Field work and Assessment

3 Meetings to validate results and generate input and
4 Reporting

Design and work plan

The Consultant held a preliminary meeting on 18 June 2007 with the
Head of GrowthFin and a representative from the IFC SME Solutions
Centre (IFC-SSC). The purpose of the meeting was to obtain a
common understanding of the Terms of Reference and to receive
input and critical issues and concerns that needed to be addresses in
the study assignment.

The issues that emerged which required special attention in the
performance of the assignment included:

(i) That the Consultant provides a working definition for Small and
Medium Enterprises for purposes of this study. Also provide an
overview of the SME environment in Kenya.

(ii) Interview a broader range offi nandial service providers, aside
from purely risk capital funds, i.e. look at the whole chain of
finance providers towards SMEs, including asset finance
managers and various working capital providers

(iif) Classify the finance providers based on the specific instruments
that they provide to SMEs.

(iv) Consider the Business Partners International model as a case
study when considering interventions for capacity constraints
that will be identified.

(v) Look into the broader elements of capacity focusing not only on
the human aspect but also on systems, and processes.
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(vi) Consider the final proposed interventions from two broad Meetings to validate results and generate input
perspectives, i.e. The Consultant met with the Head of GrowthFin and representative
2 Whatis the risk that financial service providers, even if from the IFC-SSC on July 12, 2007 to discuss the research findings
the capacity constraints are overcome, would end up and the emerging solutions as at that date. The Consultant received
focusing on bigger investments as these are more further inputs on October 18, 2007 following meetings held by the
lucrative? Head of GrowthFin, the IFC and representatives from the Ministry of
b Whatis the risk of building the human resource capacity Trade. The draft report was subjected to further dis;ussions by
of the fund, after which they leave the financial service stakeholders in a workshop held on 13 November of this year. This
provider for better paid options? final report is therefore the product of a consultative process as
) . ‘ required in the assignment Terms of Reference.
(vii) Provide recommendations on how the proposed
Technical Assistance could be structured. ,
Reporting
The Consultant proceeded to prepare a work plan, identify the list of This report presents recommendations from the research findings
participants to be interviewed as well as design the study and the stakeholders input that may be considered in light of the
questionnaire which would be used in discussion with key proposed TA intervention.
participants in the risk fund and SME finance environment. The
inception report that has details on the project scope and the design The rest of the report is divided into the following sections:

and work plan is attached in appendix G.

Section 2 — contains a summary of the research findings

Fieldwork and assessment comprising the_desk (esearch, participant interviews_and the
. , case study. This section also includes details of risk fund

Desk Review of Literature management best practices, cross cutting capacity issues and

The Consultant referred to local sources of information, namely the propoged or existing solutions to the capacity issues.

Ministry of Trade and Industry documents, the Central Bureau of

Statistics, Central Bank of Kenya and country location of the World

Bank and IFC offices for information about the SME environment ; . : . .
including sectoral and industrial distribution of SMEs in the countr assistance fund (TA) ntervention as a soluton to the capacity
Including , : : ) issues mentioned as well as other proposed solutions outside
The consultant also studied best practice of risk fund management the TA fund framework.

from previous studies that have been prepared on venture capital and

referred to various Internet sources.

Section 3 - looks at the emerging proposals for the technical

Section 4 — captures the main points of the report and provides

The list of sources for the desk review is attached in appendix B. the final condlusions.

Interviews

The Consultant made appointments and interviewed key
management and staff of the different classes of SME finance
providers in the country as well as telephone calls with participants
from international locations where risk fund management is more
developed. The list of participants is attached in appendix C.
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Chapter 2

CHARACTERISTICS AND CAPACITY ISSUES OF

RISK FUND MANAGERS

2.1 INTRODUCTION

This section gives a summary of the findings from both the desk
study and the field work.

The aim of carrying out the desk study was to identify benchmarks

from already established funds in developed countries, concerning

how they overcame their capacity issues at the point of setting up

their respective funds and what the capacity issues actually were. In

addition, the study looked at available documented research on the
risk fund environment and present capacity issues facing other
developing countries in general. The desk study was also meant to

help get pointers as to how a technical assistance program or

similar intervention can most effectively be employed. The Desk

study summary is provided in section 2.1 below.

The purpose of carrying out the field work was to identify the key
capacity issues facing risk fund managers in Kenya. The consultant

found the need to expand the scope of the target audience given the

fragmented nature of the risk fund environment in Kenya. Thus the
study also looked at other players involved in the financing of SMEs

in the country, e.g. banks, investment companies, asset managers,
development finance institutions and working capital providers. The
summary of findings fromthe different players is presented here in

section 2.2.This section also provides an overview of the SME

environment in Kenya to give an indication of the kind of market that
the risk fund managers are operating in.

In addition, one of the aims of the field work was to seek benchmarks
by looking at successful risk fund operations. In this case, the
consultant spoke to representatives from more established funds in
Europe and key players involved in private equity to see how they
have resolved certain capacity issues as well as how they resolved
issues at the start of their funds or their risk business.

Finally, the consultant singled out a newly established risk fund
manager as a case study, to look at how they have resolved their
capacity issues and what other funds can learn from their model.
Most importantly for this study and given that the institution is a
beneficiary of a technical assistance program for its investee
companies, it is interesting to see how this has impacted their current
business and therefore use this as a reference point for the proposed
technical assistance intervention. The consultant was keen to see

whether the TA has been effective in resolving some of the capacity
issues faced, how best such an intervention can work or what more
needs to be done for the industry, aside from a technical assistance
intervention. The case study review is presented in section 2.3.

2.2. DESK STUDY

The desk study looked at documented research on capacity issues
facing risk fund managers at a global level and how these issues have
been resolved. The consultant also sought benchmarks for a good risk
fund business and looked at how the venture capital business is
changing and the implications of this on the business. This section is
divided into:

Characteristics of a good risk fund manager;
Recent trends in Venture Capital;
(ross cutting capacity issues and other challenges;

Interventions to resolve these capacity issues.

2.2.1. Characteristics of a good risk fund manager

Experience and Skills of the Management Team

The success of risk funds depends largely upon the skills, competence
and network of their managers and their ability to add value to their
investee companies. Key is that the professionals are able to assess
the growth potential of a new business and ensure that the ‘new
idea" is transformed into a success story. Usually, the more
appropriate skills base revolves around professionals who have
management experience in specific industries and have outstanding
business building and financial skills . However, these people still
require retraining on basic fundamentals of risk fund management,
which is mostly learnt by ‘doing’on the job.

Research shows that a more successful risk fund manager will have
more than 10 years investment experience, with the focus being on
having the same people in the management team over those 10
years. In this period, the management team will have taken the
portfolio of an average of 10 to 30 investee companies through the
full cycle offi rst investment and follow-on financing to exit. This
gives the manager the added value of having seen the 10 to 30
companies grow, whereas an entrepreneur would generally only be
able to see the growth of about only 110 3 companies.
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Fund Incentives post investment monitoring and value addition is better achieved
A good fund structure helps define incentives for managers to mostly through a position as non-executive director on the board of
perform and align the interest with those of the fund shareholders. the investee company, advising on all matters arising during the
Important structural elements that need to be considered include: growth of the business such as expansion strategies, finding
partners, looking for additional finance, staffing, marketing, product

Minimum fund size and thus sufficient management fees. Fund development and distribution .

sizes range between USS15 million for first time funds charging
3-5% in management fees and US$200 million for the more

experienced isk funds, charging 2-3% in managernent fees The needed close supervision and monitoring of the activities of the

investee firms requires the risk fund manager to be located closely to

A two-tier structure to separate the funds from the the investee. It also significantly limits the number of projects that
management company, where the management company is each fund manager can manage to around 6 to 7 at a time. This
able to manage more than one fund. . , . o
impacts and increases the average deal size. Co-investing with other
Alimited fund life gives managers the incentive to divest and be risk funds is one of the ways to increase the human capital resources
exit oriented. required to effectively manage the portfolio ofi nvestee companies .
A longer fund life gives managers the ability to fully invest and
divest the whole portfolio off nvestee companies. Investments in Internal Rate of Return
later stage businesses usually are divested after 5 years. The average IRR for experienced funds is 25%. For instance, from the
Investments in the higher risk/higher upside early stage EVCA Final Performance and Activity Figures 2006, the private equity
businesses usually are divested after 7 to 10 years . The Private performance benchmarks showed the industry returning on the

Equity Performance Index for US VC companies shows that the
10 and 20 year horizons remained the strongest benchmark for
the venture industry and were returning 25.8% and 16.0%

long-term a 10.8% net IRR since inception, and on the short-term a
36.1% one-year horizon net IRR, with top quarter private equity

respectively for the period ending 30 June 2006. Five year funds producing a 23.3%long term net return.

performance for venture capital was posting a negative return of

-6.3% for the period ending 30 June 2005. A study undertaken in 2000 in Germany showed that the average
Mechanisms to prevent conflicts ofi nterest between fund required IRR for German VC firms was 28.4% per annum. The average
managers and the fund. Benchmarks show that incentive required IR for early-stage firms was 32% per annum and 24.7%
schemes of risk fund managers are most successfully based on a for late-stage firms . For a US$ 25 million fund with a 10 year lifetime
significant participation in the profits derived from the deals a 25% average IRR would mean that the fund would make a cash
under the managers’ responsibility (called carried interest) . A profit of US$207 million.

fund must return the capital given to it by limited partners plus
any preferential rate of return (called hurdle rate, which is

usually around 8%) before the risk fund managers can share in 2.2.2. Recent trends in venture capital
the profits of the fund.
Ernst and Young conducted a benchmark study in 2007 on how the
The managers would then receive a 20% carried interest, although venture capital business is developing and changing at a global level
some successful fund managers receive between 25% and 30% . and what developments local risk funds could expect in the near
future. They highlight the following trends in the VC industry at a
Investment Strategy and Approach global level:
The success of venture capital business is a function of finding
projects that require a relatively small initial investment but have very - (Continuing globalization of venture capital — This stems from
high potential for growth, where the total investment of the fund can the fact that prospective portfolio companies are investing and
increase over the lifetime of the investment through follow-on operating all over the world. Emerging markets are accounting

4 . . , for more dollars invested as well as a large portion of portfolio
financing . Such companies are usualy early stage and in the high companies’ revenue streams. This calls for the need for the VC

growth segments of the economy. Similarly, venture capital firms to act globally and manage a distributed organization, a
investments in high growth segments are likely to have more reliable phenomenon that affects both the activities of the VC firm and
exit opportunities . that oft ts portfolio companies. Several VC funds have started
operations in India and China and are now eying the Africa
continent. For instance, South African funds have started

Early stage companies in high growth segments usually require operatons n Kenya though BPI and Grofin.

hands-on-post investment monitoring, so that maximum value can
be added. Ideally, the same senior partner of the risk fund is involved - Emergence of mergers and acquisitions as the primary exit path
from due diligence, identifying the strategy for growth, until exit. The for venture capital investors. This has several implications both
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on funding requirements and the returns that can be expected.
While traditionally, VC has focused on high profile acquisitions,
the average M&A deals tend to be small and medium sized
transactions, resulting in more but lower value exits.

The industry is also seeing a blurring of the distinctions between
venture capital, private equity and hedge funds. This may be due
to the fact that in order to take a company public today, it needs
to be backed for a longer period to bring it to higher levels or
revenue. All three groups of funds are finding themselves
beginning to fund these types of transactions thus presenting
various opportunities for collaboration.

Another interesting development is the growing contribution of
angel investors (private high net worth individuals) in the
growth of a healthy VC ecosystem. In the Swiss and UK markets
forinstance, angel investors fill a niche, bringing companies
from early stage to a maturity level at which they are attractive
for venture capital.

Table 1: Capacity issues and existing solutions

« The global VC industry is now focusing mostly on the growth
sectors of ICT, media, medical sciences and clean technology.

For Kenyan risk fund managers these trends could have the following

implications:

« International VC firms and angel investors starting to gain
interest in investing in Kenya, either directly or through
partnering with Kenyan risk fund managers.

- Potential exit of portfolio company investments through sale to
companies outside of Kenya and/or Africa.

« The specialization of risk fund managers to invest in specific
industries (ICT, energy, healthcare, media).

2.2.3. Cross Cutting Capacity Issues and Best Practice
Interventions

The cross cutting capacity issues and aligned best practice
interventions from the desk study as experienced in both developed
and developing markets are highlighted in the following table.

Capacity Issue

Description

Existing Solutions to Capacity Issues

Lack of Qualified &
Experienced Management

m One of the biggest challenges in the VCindustry continues to be
the search for good management teams that are required to
develop great companies'3. In emerging markets, it takes time for
teams to develop the required skills and in the meantime this
could lead to sub-standard returns. In China for example, a large
number of venture capital practitioners do not yet have sufficient
experience in either operations or investing. In 2006 this led to
price increases as the VC firms were bidding for deals at any price.

Co-investing (see point 3 below) with experienced risk fund
managers.

Many risk fund management industries have a national or regional
venture capital association. Appendix F provides a summary of the
structure and services provided by a selection of these associations.
These assodiations provide several services required by risk funds,
like Training of the members, to address the issue of lack of qualified
experts, Conferences and publishing of Market data on the VC

industry through information provided by the members on
fundraising, investments and exits. Such information is also relevant
for potential foreign investors who are keen to invest in the region.
Forinstance, AVCA has organized 2 training courses in Nigeria and
Tunisia in partnership with the Private Equity Institute of the London
Business School. Such a course would normally cost between

EUR 2,000 — 3,000 per person, AVCA subsidizes the costs to EUR 500
per person, through membership fees and grants?.

2| Poorly Designed Fund m [FC?and USAID” through their experience in venture capital funds | m Having a check and balance process in place with real accountability

Structures in emerging markets identified several factors that threaten the and goal alignment is fundamental to grow a sustainable and
viability of venture capital investment in developing countries. quality large venture capital firm. A good amount of time should be
Chief among these were poorly designed fund structures where spentin refining the process. In addition, itis important to keep the
the investors would interfere in the managersdecisions to divest decision making process straight forward, with clearly defined roles
and poorly defined incentives for managers to perform. for all stakeholders in order to save time for both the VC firm and the

m A good number of foreign investors investing in funds investee companyZ.
in developing countries fear the political and economic risks
associated with investing in these countries. They therefore require
very high retums on investment and also have high reporting
demands2

18 Erpst and Young, 2007.

19 James, B. CEQ, AVCA. Personal communication, July 17, 2007.
20Sagari & Guidotti.

21USAID, 1995

22 UNIDO 2001

B st & Young, 2007



Capacity Issue

CAPACITY CONSTRAINTS FACING RISK FUND MANAGERS - 6

Description

Existing Solutions To Capacity Issues

3| Limited Resources m Doing smaller deals e.g, less than USS T M takes as much if m When the VCindustry was in its infancy in Europe and funds
not more time, effort and resources as bigger deals, forcing were smaller than US$25M, management fees were increased
many risk fund managers to increase their deal size range in by either increasing the charges to around 10%, or by
order to get a decent IRR. This is because risk fund managers doubling the fund sizes through interest free loans from the
need a certain level of management fees in order to properly government (Germany, the Netherlands). Another example2
manage the fund, attract and retain good people. When is the case of Nigeria where all commercial banks are obliged
managing 25 investments, at least 5 investment professionals by the government to commit 10% of their pre-tax profits to
are needed, i.e. 3 senior professionals and 2 junior assistants. investin SMEs with the intention of growing the sector.
In this case, approximately US$ 750,000 in management fees | m Through co-investing fund managers can leverage on each
per year is required. Typically, the average rate for management | others knowledge, share the risk, increase the shareholder
fees is 3% of fund size per year. Thus in order to get to base of the investee companies and potential for follow-on
US$750,000 the fund size needs to be USS 25 million with an investing and share the costs and workload of due diligence
average investment size of USSTM. However, for SME and post-investment monitoring2. Such relationships also
financing, the average investment size is lower than provide greater possibilities for further portfolio diversification
US$500,000 thus requiring the fund manager to either and an easier way to gather relevant market/sector
manage a double amount of investments, e.g. more than 50 information for decision making.
investments with the same team, or manage a smaller fund
and ask for higher managing fees?.
4| Awareness and Deal flow Creation m In countries where VCis a new concept, relatively much time | m Conferences organized by VC associations bring together
takes time needs to be spent on awareness creation, i.e. some small members to share and strategize on different aspects relevant
closely held firms are not used to sharing project ideas with to the risk fund business and create an enabling environment
outsiders, or ceding some ownership and control?Z. Similarly, for the risk fund business. In Russia for instance, the Russian
there is the lack of overall understanding by the general public Venture Capital Association has an annual conference that
of the value that VC can bring to society. brings together fund managers and their clients. The last one
held in 2006 had a forum of 700 entrepreneurs to learn what
the VC funds are looking for in investmentsZ.
5| Challenges associated with Fast Growing m Forrisk fund managers investing in businesses that operate in | m Through co-investing the due diligence costs and the costs
& New Industries new industries (like ICT), the challenge s to be able to properly spent on market sector studies are spread over more risk fund
assess the market opportunity, where there often is a lack of managers.
good market sector studies and where market experts are
expensiveZ.
6 | Unfavorable Exit Environment m An unfavorable exit environment, e.q., an underdeveloped m See paragraph below on government interventions.
local stock market, limits the exit opportunities of VC firms. On
aglobal scale, itis unlikely that the public markets will be able
to accommodate anything but a smaller fraction of the mature
companies, especially since capital market conditions and the
requlatory environments have raised the bar for IPOs2. For VC
firms with many portfolio companies under management, this
could cause a scalability issue on the VC model where in some
cases back logs are experienced.
7 | Laws & Regulations m The challenge with government requlation in developing m See paragraph on government interventions.
countries has always been that the requlations are too
restrictive where the implementation of them is oftentimes
fairly lax so it makes it difficult for people to follow or not to
follows1.
HHeijer
Bywww.avca.com.
26HBR, 1998.
27IFC, 199%.
28James, B. 2007.
2HBR, 1998.

30rnst & Young, 2007.
31Emst & Young, 2007.
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Some of the capacity constraints mentioned in table 1 can be
overcome through the change in fund structures and investment
strategies of the risk fund managers. Some however need to be
solved through outside support. The fact that risk fund management
is working to increase growth in a sector that is critical to the success
of the economy (SME), calls for increased support. For the majority of
the countries surveyed, such support has come from development
organizations and the respective governments.

Government Interventions:

The UK government supports the risk fund industry through a
venture capital trust to promote tax relief and incentives for risk fund
managers. For instance, those funds that invest in SMEs that are in
their early stage of growth, disadvantaged areas and/or create
innovation receive a tax relief of up to 30%. France also adopted
incentives and policies aimed improving the competitiveness and
innovative performance of French firms, hence addressing the quality
of demand.

In the two countries, it has been shown conclusively that tax
incentives have been successful in attracting additional funding to
the private equity sector. Furthermore, research in the UK has shown
that companies receiving backing from investors through venture
capital create jobs and grow at rates well ahead of national averages.

2.2.4. CONCLUSIONS ON THE DESK STUDY

1. The desk study showed several characteristics of a good risk fund
manager. These include:

The required considerable experience of the fund, its staffand its
management.

Afund structure that aligns the interest of the manager and the
investors.

Focus on fast growing industries.

Sufficient resources to be able to have a hands-on post
investment monitoring approach.

The above characteristics resulting in IRRs of above 25% for a
one year horizon for good risk fund managers.

2. The capacity constraints faced by risk funds, especially when the
risk fund management industry s still developing, are similar across
the globe. These capacity constraints include:

Poorly designed fund structures.
High investor demands.
Lack of skills specific to private equity and venture capital.

Limited resources for efficient operation of the fund.

3. Established venture capital firms have overcome their capacity
constraints in several ways:

Through a change in fund structures.
Through higher management fees.
(Change in investment strategies, like co-investing.

Through support from venture capital associations in terms of
training, providing market data and deal flow and awareness
creation through conferences.

Through external support which has largely come from
development organizations and respective governments.

2.3. FIELD WORK

The field work is the core component of this study. It presents the
findings of the capacity issues faced by risk fund managers in Kenya
and as noted, other SME finance providers. Many of the
recommendations and the final interventions proposed will stem
from the findings and recommendations highlighted in this section.

The first sub section of this chapter focuses on the MSME
environment in Kenya, highlighting the special characteristics of a
sector that calls for special financing arrangements.

Next, we have a general overview of the risk fund environment and
MSME finance industry in Kenya. Appendix E ii provides details on
the respective firms'focus and funding strategies.

Thirdly, the following section highlights the cross cutting capacity
issues and challenges across the risk fund environment in Kenya and
looks at how the firms have been able to resolve some of these
challenges.

In the last section we review a case study on BPI, a risk fund manager
that presently has an opportunity to utilize a TA fund facility through
the government of Kenya. This section examines the BPI model to see
how TA funds could be administered and efficiently utilized.
Important is also to assess whether such an intervention will be able
to resolve some of the capacity issues raised by both the risk fund
managers and their investee companies.

In summary, this section is divided into the following sub sections:

The MSME environment in Kenya
« Overview of the risk fund environment in Kenya

(ross cutting capacity issues and challenges and existing
solutions to these issues

(ase study



2.3.1. The SME environment in Kenya

MSME Definition

From the study the Consultant found that most of the finance
providers/ risk fund managers surveyed have adopted their own
working definitions of SMEs based on the financing requirements of
SMEs in their target group. Some have sought to go by the definition
used by the IFC and the SSC. According to a Study commissioned by
the IFC, there are an estimated 22,000 SMEs in Kenya, representing
66% of all formally registered private enterprises. The study defined
SMEs as formally registered businesses, with 5 - 100 employees and
with an annual turnover of between Ksh 6 million (US $ 89,000) and
Ksh 100 million (US $ 1.5 million). The consultant came across other
SME definitions as shown below.

Table 2: SME Definition | (World Bank Group)

Category Employees Turnover - US $
Micro Upto 10 Up to 100,000
Small Up to 50 3M
Medium Up to 300 15M

Table 3: SME Definition Il (Kenya, Uganda &
Tanzania Institutes of Bankers)

Category of No. of Capital

enterprise employees Investments
-Us$

Micro 0-5 Less than 5,000

Small 6-49 5,000 — 200,000

Medium 50-100 200,000 — 800,000

Large 100+ 800,000+

See appendix C (interviews summary) for the various definitions by
the respondents.

MSME Distribution

According to the Central Bureau of Statistics 56% of all formal
businesses registered in Kenya are within Nairobi. Informal sector
enterprises are more widely distributed with the majority found in
rural areas.
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Table 4: MSME Distribution)

Region No. of Enterprises %
(Formal Sector)

Nairobi and environs 19,600 56%

(oastal region 7,000 20%

Other towns 8,400 24%

Total 35,000 100%

Distribution of SMEs — Sectoral

According to an IFC survey conducted in 2004 on the SME
environment in Kenya, the majority of enterprises are in the informal
service and trade sectors.

Table 5: Sectoral Distribution of SMEs

Sector Formal sector Informal sector
Est. No.of % Est. No.of %
Enterprises Enterprises

Manufacturing 4900 13 218,382 13

Services 14,000 40 369,569 22

Trade 11,550 33 1,075,110 65

Other 4,900 14

Total 35,350 100 1,663,061 100

Sectoral and Urban-Rural Distribution of MSEs

(lose to two-thirds of all rural and urban MSEs are in the trade sector.
This means that a large proportion of MSEs are involved in buying
and selling of commodities.

Table 6:

Sector Urban Rural Total
No. Col% Row% No. Col% Row% No Row%

Manufacturing 45,019 10.2 26.1 127,745 15.1 73.9 172,764 134
Trade 273,738 61.5 331 552,410 65.0 66.9 826,149 64.1
Bars/Hotels 24,388 59 325 51,789 6.5 67.5 76,677 6.0
Restaurants Services 92,937 210 325 98,398 11.6 514 191,335 14.8
(onstruction 6,551 1.5 29.7 15,537 1.8 70.3 22,087 1.7
Total 443,133 100 344 845,879 100.0 65.6 1,289,012 100.0
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The Baseline Survey suggested that the dominance of the trade
sector over the other sectors is not uncommon in many developing
countries; though in some other countries manufacturing sometimes
dominates the scene due to relatively gasier access to raw materials, amount of debt that can be serviced. Moreover, there i hardly
particularly in the rural areas. The dominance of the trade sector can any longer term financing, like equity finance, available for
be explained by the fact that these businesses require less investment MSMEs.

capital and prior training compared to activities in manufacturing.
Businesses in the trade sectors can therefore access finance available
for MSEs, like short term microfinance. Trade involves a quick turn
around from purchase of goods to sales revenue.

Access to finance — Kenyan entrepreneurs cite access to and cost
offi nance as a major constraint to growth. The banks require
significant collateral and charge high interest rates, which is a
heavy burden on the companies’ cash flows and limits the

Shift of outlook from the informal to formal sector — this is a
challenge for many SMEs, a good number of which are at the
‘next step’ after microfinance. The shift into the formal sector
demands more advanced business practices and generally more
resources (fiscal, accounting) so that they can effectively
The study findings consistently showed that as the size of enterprise compete in the marketplace.
increases, the dominance of trade decreases .

2.3.2 Overview of the risk fund environment in
Sectoral Performance of the Kenya Economy Kenya
Real Gross Domestic Product (GDP) expanded by 6.1% in 2006
compared to a revised growth of 5.7% in 2005. Key sectors

supporting this growth:-

The Key MSME finance providers in Kenya comprise Risk Fund
Managers, Venture Capital Funds and Private Equity funds, Banks,
Investment clubs, DFIs, leasing companies and TA funds. The two

Table 7: Sectoral Performance of the Kenya private equity funds with operating licenses from the Capital Markets

Economy Authority are Acacia Fund and Aureos East Africa Fund (both
o managed by the same fund manager, Aureos). There are also 16
Sector % Contribution to GDP . . .
P registered fund managers. The other venture capital/ risk funds
Hotels and Restaurants 149 Eperatm|g |n| Ketnya are lﬂ((;rpﬁratedt;]n their countries 31: ort;gm but
Wholesale & Retai Trade 109 |OaC\;e”a eqgal structure that allows them to carry on the business
Transport and Communication 10.8 )
M?”Hfa‘t““‘”g : 69 The total number of Kenyan firms surveyed in the study was 21 with
Building & Construction 63 the relevant classification as follows:
Financial Intermediation 55
Agriculture and Forestry 54 Table 8: Risk Fund & SME Finance Providers
Summary Tables
Source: Economic Survey 2007 X
Type of Firm Surveyed No. Actual Firms Surveyed

Challenges for MSMEs in Kenya
The MSME finance providers interviewed in this study highlighted

several challenges for MSMEs in Kenya, which are all related to the
shortage of resources:

- HR resources and training — due to lower budgets for paying
salaries and for training, there is a lack of proper management
and technical skills required for business management or for
sound corporate governance. Good managers tend to opt for the
larger and better paying companies. This often results in the
several business functions not being performed, like marketing,
business development and quality assurance thus making the
MSME less competitive in the global markets.

Management Information Systems (“MIS") — often, the
financial systems are not up to standard. The necessary ICT
platforms and implementation thereofi s quite costly. Many
SMEs are only just beginning to comply with accounting and
reporting requirements of their businesses as well as tax
requlations.

Locally Incorporated Risk Funds.
This group comprises venture
capital and quasi equity SME

7 Bridgeworks Africa, AAC,
Acumen Fund , Grofin East
Africa, BPI, TBL Mirror Fund,

Funds. InvesteQ Capital20%

Banks 4 Fina, Equity, Standard
Chartered, PTA

Private Equity Funds 3 Aureos EA Fund, ICDCI,
TransCentury

Development Finance Institutions 1 Industrial Development Bank

Leasing Companies

1 Rentworks

Investment Clubs/ Investment
Companies

2 Soko Investments, Bridges
(apital

Technical Assistance Funds

2 Enablis, Technoserve

Total

20




The risk fund environment in Kenya, comprising the seven locally
incorporated risk funds above, is quite young given that all of the
funds surveyed are less than 3 years old. None of these funds have
managed a portfolio ofi nvestment companies through the full life
cycle (from first investment to exit or divestment), save for those that
have gone into short term contract financing, which would usually
be for a period ofl ess than one year.
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only 2 funds providing long-term 5 to 10 year finance (the pure
equity providers).

The following table gives detail on the typical deal sizes for the 7
funds and loan sizes for the banks surveyed.

Table 12: Average Deal Size of the 7 SME Risk
Funds

Among the 7 funds surveyed, 6 of them have invested in businesses SME Risk Fund ?l;,se rsa)ge Amount [nvested
up to a total of about USS 18.2 million. The following tables give
more detail on the risk funds surveyed. 8 Bpl 200,000
9 Bridgeworks 300,000
Looking at the amounts invested by the risk fund managers so far and 10 GroFin 400,000
the number ofi nvestments, the average deal size per fund is as 11 Acumen 500,000
follows: BPI is US$200,000, US$300,000 for Bridgeworks, 12 AAC 500,000
US$400,000 for Grofin, US $ 500,000 for Acumen and AAC 13 TBL 750,000
US$750,000 for TBL and US$ 700,000 for InvesteQ. This shows that 14 InvesteQ 700,000
Table 9: Funds Committed and Invested SME Risk Funds in Kenya
Name of Fund Amount Committed (US$M) Amount Invested (US$M) % No. of Companies
in Portfolio
Acumen Fund 45 2.25 11.5 4
Grofin EA Fund 18 8 40 20
African Agricultural Capital 10 (17 Target) 44 225 9
BPI 14.1 (15 Target) 2.5 13 12
TBL Mirror Fund 5 0.75 4 1
Bridgeworks 15 (Target) 03 2 1
InvestQ Capital 14 (Target) 1.4 7 2
Total 93 (Target of 120) 19.6 100 49

while some of the funds could start providing as little as USS50, they
all target more the upper “Small” portion of the MSME sector to
minimize risk and increase potential returns. Furthermore most funds
provide short to mid-term capital (the quasi equity providers), with

Table 10: Average Life Time of Investments -
SME Risk Funds

Maximum Period of Investment No. of Funds
3-5 years 4
5-10 years 2
Information Not Available 1
Total 7

Table 11: Typical Investment Instruments — SME
Risk Funds

Investment Instrument No. of Funds
Equity 4
Quasi Equity 2
N/A 1
Total 7

A summary of the responses from the Risk Fund Managers and SME
Finance Providers surveyed is attached in appendix C and D. The
summary includes: the funds/ institution profiles, their focus and
investment strateqy, firm specific capacity issues and how the same
have been resolved as well as their proposals on the application and
structure of a TA Fund as an intervention to the capacity issues raised.

2.3.3 Cross Cutting Capacity Issues & Existing Solutions

Table 13: Typical Loan Size - Banks

Sizes SME Loans Amount
Fina Bank US$ 4,200-142,000
Equity Bank US$ 7,200-72,000
PTA Bank US$ 500,000-2,000,000
Standard Chartered Bank Up to USS 3,000,000
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The study found that the capacity issues faced by funds in Kenya are .
quite typical of the situation in other developing markets and similar

to what the more advanced markets experienced when they were

starting off. These include:

- lack of qualified & experienced management

- Limited resources for due diligence and post investment

monitoring

- Lack of market sector studies

Lack of Industry awareness

« Deal flow creation takes time

« Exit management challenges

- Demanding investors and shareholders

« Wanting systems and infrastructure

The following table lists the issues raised by the study participants,
and describes the existing solutions to these issues. More detail on
the issues specific to each fund are given in appendix E.

Table 14: Cross Cutting Capacity Issues & Existing Solutions - Local Risk Funds and SME Finance Providers

Capacity Issue

1 | Lackof Qualified & Experienced
Management

Description

m Getting the right staff with the relevant skills, qualifications
and track record especially with respect to experience in
private equity, venture capital, MSME financing and
successfully completing deals.

Some funds have limited budgets and end up with

limited human resources. The only available solutions to
provide additional assistance towards the investees are TA
funds to hire outside consultants, which does not build the
capacity of the team.

The required training for staff to upgrade their skills to fit the
required caliber of private equity/ venture capital/SME finance
professionals is expensive and not available in the region.
The institutions that provide training on the job face the
threat of staff leaving for

Existing Solutions To Capacity Issues

m PTAbank, Equity bank, Fina bank & IDB - Have TA
funds in place to train staff on critical skills of SME
lending.

m Technoserve - Have a mentorship program for their
officers where leading management consultants and
investment banks (McKinsey, Bain , Goldman Sachs)
who are on holiday volunteer their time to work with
the officers (shadow the teams) for periods of 3-6
months.

w [BL Mirror Fund — Partnership in place with Bain that

send their consultants to Kenya to work with the TBL

investees on strategic issues. Furthermore the group of
private investors provides strategic guidance and
netwaorks to the investees.

BPI, TBL, Grofin, Acumen — partner with their more

experienced counterparts to get VC experience.

2 | Limited resources for Due Diligence and
Post investment Monitoring

m Small funds doing small deals do not have sufficient
management fees to build a team that can provide sufficient
time on due diligence and post investment monitoring.
Management fees tend to be 3% of fund size, irrespective
of whether the fund small or large. Smaller and early stage
deals also take more management time than larger later
stage deals. Spending a lot of time on deals only makes
sense if the business has large growth potential. Investors
however are still quite risk averse when it comes to high risk
type VCinvestments.

m Due diligence costs for smaller deals are as high as or higher
than for larger deals. For instance, absence of proper audited
accounts in a transaction is a major hurdle to completing a
deal.

m The local legal fratemity does not have a good understanding
as to how the venture capital environment works and needs
hands-on quidance in drafting the legal documents.

m fina Bank, Equity Bank — dedicated officers that work
with the clients combined with good monitoring systems.

m [BL - focus on fast growing industries with high upside
potential. Take a board seat and work with 2 dedicated
investors per deal who can add value through their
experience and network

m Acumen Fund — Some investors may on occasion
agree to lower returns. Also have a grant for legal
process and negotiation of deals.

m BPI—take advantage of the due diligence process refined
by their subsidiary relationship with BPSA. Have aTA
fund and are partnering with the SSC to provide business
advisory services to its portfolio companies. Have their
own internal legal department for main part of legal due
diligence.

m Fina Bank - holds various seminars and workshops for
their entrepreneurs for e.g. book keeping training.

m Aureos, PTA —increased average deal size to more than
US $.500,000.

m Enablis —members (entrepreneurs) pay a membership
fee which goes towards a mentorship program aimed at
building their overall capacity.
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Capacity Issue

Market Sector Studies
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Description

Existing Solutions To Capacity Issues

m Market sector studies are not current, reliable or available. w BPI, TBL, Grofin — partner with their more experienced
What s readily available is macroeconomic data (instead of counterparts to get market data.
concrete market figures on market size, growth and key m Acumen Fund has graduate trainees on contract on the ground
players) which may not focus on the industries where most who work closely with peaple in the areas or sectors of focus.
MSMEs operate in, e.g,, retail trade, transportation, hotels & m BPI— concerted daily effort to build market data for use in
restaurants, ICT, manufacturing, construction and agribusiness. future deals.

m Comprehensive and reliable studies are costly, require much m DB - on occasion contract firms such as Consumer Insight to
effort, are time consuming and would almost always require carry out market sector studies for them.
the services of experts outside the risk funds.

4| Deal Sourcing/ Marketing of the Fund and m The need to spend a lot of time on awareness creation inthe | m 1DB — since they work closely with the government, more likely
Networking market where the MSMEs themselves are not familiar with the to be aware of prospective projects in the public sector.

operations of risk fund managers. For instance shifting the m Enablis - provides a networking platform for their members
outlook of MSMEs that have been financed through a with their peer groups — meet twice yearly.
microfinance program in the past into the working of a m BPI—works with IFC's SSC to secure deals.
commercial/profit outfit financed through equity may be m Jechnoserve — assists entrepreneurs in certain industries
challenging. (e.g. dairy) to find investors.

m Many enterprises are family owned and/or in the informal
sector and the owners are wary of relinquishing control.

m Actively identifying deals in certain industries that fit the
risk fund manager’s investment criteria is time consuming.

5| Exit Management m Thisis a great challenge in Kenya as there are not many buyers | m BPI, Grofin — instead of providing pure equity, which has the
in case of a trade sale. For an IPO, companies need to meet greater exit challenges, these funds provide quasi equity, where
certain criteria and high costs before a public listing can be the main investment is disbursed as a loan which needs to be
allowed. repaid, and the upside come from interest and a small piece of
equity.

m [quity Bank - the bank’s key focus is on efficient mobilization
and delivery channels to drive its business; has one of the
highest loan recovery rates in the industry.

6 | Demanding Investors & Shareholders m Reporting requirements for MSME funding are very highand | m PTA Bank — receives TA funding for reporting on specific items
challenging where for instance every investor requires investors request (like social impact).
reporting in their own format. Furthermore a good number m BPI, TBL, Aureos, TransCentury — align investor interest with
of the investors, e.q. foundations and philanthropic investors fund manager interest through incentive schemes like carried
need reporting on additional items like social impact. interest.

7| Systems m The acquisition costs associated with a reliable ICT system for | m BPI- has a sophisticated IS0 certified intranet system linked

fund managers (e.g. one that would support reporting,
finandial, operations, deal flow and portfolio management
components) are enormously high.

The Funds are also faced with the challenge of working with

SMEs with imperfect MIS.

For the more established Funds that have a regional focus,
they are faced with the challenge of managing remote offices
in a number of countries with poor telecommunications
infrastructure.

with their South African office. They also have a US$ 2.5M TA
fund which provides interest free loans to their investees for
specific requirements, e.g. for investment in proper ICT systems.
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In addition, there are certain specific challenges for certain type of providers of SME finance as highlighted below:

Capacity Issue

Description

Existing Solutions To Capacity Issues

short term savings from clients(savers) with long term
lending requirements limits the loans (amount and period)
that the institutions are able to on lend to MSMEs.

m Definition of an "SME"in this environment is misunderstood.

8 | Speific Challenges for Asset Managers — m Those in the leasing business are “Residual Value Investors” m The core business revolves around the Leasing of Moveable
Leasing Business 50 the Assets have to be returned to them in good working Assets. Since the Asset is the sole collateral then they usually
condition at the end of the primary Lease term. This means need to take certain measures e.q. Asset Tracing technology to
they need to inculcate a Maintenance culture as a necessity in ensure that their interests are protected.
Managing Productivity Assets and not an after-thought when
atechnical break-down occurs. This has proven to be a
challenge with most asset users who are not keen on
maintenance.
9 | Spedfic Challenges for DFls m Most of challenges are tied to the fact that the institutions m Nosolutions seen
have been parastatals now shifting their way of working into
commercial enterprises and facing competition from other
playersin the industry.
10| Specific Challenges for Banks m For hanks lending to the MSME sector, the mismatch of m Fina Bank - has a subsidized loan from FMO to on-lend to

SMEs; In addition, the bank has a quaranteed line of credit
from USAID to act as security for various trade finance products.

2.3.4 Technical assistance arrangements in place

- Enablis - Have a seed grant for overall local operational expenses
although the amount disbursed has to be matched locally

+ BPI — Dedicated TA fund of US$2.5M provided as interest free
loans to investees of up to 30% of deal size to resolve specific
capadity issues.

« Aureos — Has a TA facility from the IFC such that they can access
TA on a need basis on behalf of their investee companies, e.g,, to
assist portfolio companies on environmental compliance.

2.4 CASE STUDY
2.4.1 Overview

The consultant selected Business Partners International, Kenya
(“BPI") as a case study for this research given the institution was the
first beneficiary of a technical assistance fund (US$ 2.5 million) from
the World Bank through the Government of Kenya’s Ministry of Trade
and Industry, to assist in its risk fund business focussing on the SME
sector. Thus the risk fund fraternity in Kenya as well as prospective
funds could draw some from lessons from the BPI model as well as
how the risk fund has been able to utilize the TA fund for its investee
dients.

The BPI fund is co-sponsored by IFC and is a subsidiary of Business
Partners Ltd (BPSA), a South African based SME investment
specialist. BPSA has been successfully financing SMEs for the last 26
years. The fund in Kenya is the second replication of their model after
Madagascar and there are plans to establish a similar fund in Ghana.

2.4.2 Fund description

The fund was created to provide financial services to Kenyan SMEs on
a commercially sustainable basis, investing between US$ 50,000 and
USS 500,000 per company.

The fund has USS 14.1 million under management and was set up as
a finite life venture to last 8 years, with an option of two 1-year
extensions. The first 5 years will constitute the “Investment Period”
during which the fund will invest the capital contributions and re-
invest all loan collections and proceeds from equity investments. The
next 3 years will constitute the “Harvest Period” during which the
outstanding loan and equity portfolio will be cashed in, and cash
distributions made out to the investors. Optionally, the fund may be
extended twice for a duration of 1 year each, thus providing a
potential maximum life of 10 years. The fund aims to invest in 180
businesses over 5 years in the country.

As a further boost to the fund, the World Bank through the
Government of Kenya (Ministry of Trade and Industry) provided US$
2.5 million as Technical Assistance. BPI provides the technical
assistance to investees for specific issues as an interest free loan
where the investee is expected to repay the capital cost of the
technical assistance. The amount of TA provided by BPIis around 30%
of the investment size.

The fund is registered in Kenya as a Limited Partnership, with
Business Partners International Kenya (“BPI") as the General Partner
and the other investors listed below as the Limited Partners. The
structure is governed by The Limited Partnerships Act (Chapter 30,




Table 15: BPI's List of Fund Investors

CAPACITY CONSTRAINTS FACING RISK FUND MANAGERS - 14

Institution Category Contribution (US$ million) Stake (%)
Business Partners International Kenya Limited General Partner None -
International Finance Corporation Limited Partner 50 333
East African Development Bank Limited Partner 1.0 6.7
European Investment Bank Limited Partner 50 33.7
(DC Limited Partner 16 10.7
TransCentury Group Limited Partner 1.5 10.0
Commitment 14.1 94.0
Funding gap 09 6.0
Total 15.0 100

Laws of Kenya) and The Partnership Act (Chapter 29, Laws of Kenya)
and the rules of equity and common law applicable to partnerships.

2.4.3. Model description

BPI has adopted the proven investment model of BPSA that has the
following characteristics:

1

Core of the investment model is that the fund can provide capital
to companies hased on future cash flows and not on the current
assets (security) or revenues available. The fund's investment
products comprise a combination of:

Pure Equity

Risk based loan investments (receive interest plus an equity
kicker)

Royalty based loan investment (interest plus royalty)

Property investment transactions

BPI can tap into BPSAS large expert database of different SME
sectors, providing industry information as well as access to a
deal directory3?. Again, this enables BPI to structure investments
based on profitability of the business and not on collateral.

The deal flow and due diligence review processes are well
structured and system supported. The due diligence process
includes the evaluation of documents and task lists.
Furthermore there are in-house implementation and legal
teams as well as standardized legal documents. Operational
teams have clearly defined targets which include the approval
and advance of 0.74 deals per month per operational staff
member. For a risk fund to achieve and manage this target, it is
only possible through efficient processing and systems.
Moreover, the fund’s post investment monitoring process is not
very time consuming where the focus is largely on loan
repayment. The post investment monitoring process is also
system driven. BPI rarely will take a board seat.

details including due diligence processes, post monitoring, value addition as well as exit.

Source: EADB

4 Allinvestee companies are evaluated for business and technical
skills. The investee companies can access mentors through the
local IFC's SSC, where the aim is to improve value-added and
profitability. The cost of mentorship is shared with the investee
company. The investees can access interest free loans through
the TA fund for specific capacity building issues like putting in
place efficient systems and good reporting formats. The investee
will receive funding from the Technical assistance Fund to cover
the cost of this mentorship, with the loan being interest free and
having a delayed date of commencement of repayment, i.e.
upwards from of 18 months.

5 Individual remuneration is tied to Company Performance and
merit incentives in place include annual bonuses and direct
carried interest scheme participation. All operational staffof BPI
is assessed by way of a performance scorecard which is aligned
to certain critical success factors of the investee companies.

2.4.4 Solutions and strengths to specific capacity
constraints

Business Partners has taken various initiatives to resolve capacity
issues common to first time as well as existing fund managers. Also,
the fact that it employs an already successful model sets a solid
foundation for its risk fund business. The solutions to various capacity
issues are outlined below.

39An information bank giving details of all business carried out with investee companies on relevant transaction
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Table 16: BPI's Solutions to Specific Capacity Constraints

Capacity Issue ‘ Solution

Lack of adequate Fund Experience/ Human Capital/ | m The local team draws a lot of investment experience from their counterparts in South Africa.
Necessary skills and qualilcations The team gets ongoing training from the South African olce on the critical capacity components
of pre -investment analysis, deal structuring and due diligence.

Due Diligence m The [FC's SSCprovides business advisory services support to BPI clients.
m Most due diligence like legal process is done in house.

Post Investment Monitoring m TAtoinvestees is available through a TA Fund.
m Limited post investment monitoring required through the type of investment with large focus

on loan repayment thus no need to take a board seat.

Market sector studies m The fund has access to a large data base, from the South African office, for sector studies that have
been carried out in previous projects.

= Inaddition, gathering data and information relevant to the local situation is done in house by the
team as opposed to outsourcing to consultants. There is a dedicated daily effort to collect market

data and build a relevant database as applies to the Kenyan economy.

Deal Sourcing m BPlworks closely with the SSC for deal Sow and to create awareness of its services. This significantly
decreases time and resources spent on prospective deals.

Exit Management m BPSA achieved a total of 27 investment exits in 2007 thus the local fund can draw a lot of experience

on exit management from the parent company.

Demanding Investors m Interests are aligned through appropriate incentive schemes.

Systems and Infrastructure m The fund has a well developed Intranet system, linked with the South African olce that provides a
reliable source of market and deal data.

m The fund’s processes have also been approved as 150 compliant.

m TheTA fund provides interes t free loans towards investees to help them acquire elcient systems as

approved by BPI.

24.5.  TAlIntervention. comprehensive appraisal of the effectiveness of the TA could be

As noted, the Government of Kenya and the World Bank provided
USS 2.5 million in Technical Assistance to BPI meant to enhance
service delivery to its investee companies. Furthermore BPI closely
works with the SSC which also provides additional support.

1. Business Partners Mentors — SSC has agreements with
Independent Mentors as service providers. The mentors are
business / professional people available to SME entrepreneurs.
SSCmanages the mentoring process.

2. Technical Assistance - BPI's assessment of the investees during
due diligence determines the type of TA they require.

24.6.  Appraisal of the BPI Model

It remains to be seen what the success of the BPI model in Kenya is
given the fund was only launched in early 2007. The deal flow
sourcing through SSC seems successful, and the investment process
efficient. This is seen the number ofi nvestments (12) that have been
achieved to date, since the fund’s inception early this year. A more

achieved by interviewing the investees, which unfortunately falls
outside of the scope of this study.

For risk fund managers that would like to reach BPI's level, and wish
to qualify for the next disbursement of TA, can borrow a number of
lessons from the BPI model: For one, they could look for a partner
with a good track record in SME finance, preferably in Africa, for
training and mentoring of the risk fund managers, to be able to align
their investment strategies together, adopt efficient and effective
processes, and have in place attractive incentive schemes as well as
efficient management information and ICT systems.

However, there are certain components of the BPI model that are
difficult to copy. Looking at the BPI organization, its scope and the
level of business, the cost structure must be relatively high compared
to other local risk funds, which means the need for access to
additional support from an organisation like the IFC or a grant to
provide “free” resources.



Furthermore, the access to SSC services is quite exclusive, and
building an organisation the size of the SSC to operate alongside each
fund requires significant financing which would only be achieved
through a grant. Moreover, the cost of services provided by the SSC as
described are not reflected in the returns of the fund thus giving it an
unequal advantage. A solution to this could be that SSC considers
providing its services on a wider scale and on a neutral basis, not
exclusively to BPI, but to other funds as well.

2.5 STAKEHOLDERS WORKSHOP

A stakeholders workshop was held in Nairobi on 13 November 2007,
with the aim of having the stakeholders validate the findings of the
study as presented in a draft report.

Following is a summary of the proposals and recommendations
gathered from the feedback and comments of participants at the
work shop. The detailed workshop report is attached in appendix H.

2.5.1 Comments on Characteristics of Good Risk Fund
Managers Identified from the Desk Study

See table 17 below.
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2.5.2 Comments on MSME Definition

The MSME definition adopted by the risk funds should be
flexible enough to allow for instance, a company with few
employees but with significantly high turnover. Thus absolute
definitions restrict potential players.

The difficulty to define the MSME sector is also reflected by the
fact that local risk fund managers themselves do not understand
the MSME industry. There is need for capacity building
specifically to MSME finance as it relates to risk funds, just like
the required capacity in microfinance provision has been built
over the last 20 years, through grants and soft loans. Thus local
risk funds could look into funding and the necessary support
from organizations such as USAid and the Ford Foundation

« There is a need, for the study purposes, to define the type of
MSME finance that should be targeted with the anticipated TA
funding. It was agreed that this is longer term, risk finance,
through a mix of equity and debt.

There is also the need to define“TA", which should be targeted at
mitigating the above mentioned risk (long term nature of the
finance).

Table 17: Comments on Characteristics of Good Risk Fund Managers Identified from the Desk Study

Characteristics/Benchmarks

Fund structure — structures that a lign the interest of
manager and investors to address the following:

m Sufficient management fees.

m (arried interest.

m Fund/ Investment horizon in the range of 8 -10 years

m Fund structure must be aligned with the funds'investment strategies and respective deal types.

Participants’ Comments

Returns - IRRs (gross average) above 25%.

m When comparing with bench marks from more developed markets, there is need to take into account
that one first needs to understand the specific local SME environment.

m Inthe case of required benchmark returns at an average IRR of 25%, there is need to caution the
investors coming into this market that the higher perceived risk is not necessarily offset against
higher return.
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2.53.  Table 18: Proposed Solutions to capacity issues identified in the Field Work

Capacity Issue Participants’ Comments/Proposed Solutions

Limited experience and skills of the fund and the respective | m Overall, it was agreed that setting up a Venture Capital Association (“VCA") is a very good idea in

fund managers. providing support towards risk fund managers in many ways, e.q., building capacity through training.

m The capacity building to be provided should be really focused on training risk fund managers on
understanding MSMEs and MSME finance.

m Need for interventions that will provide TA to support experienced fund managers to work with a risk
fund lacking in experience.

m Kenyans in the Diaspora with the relevant experience and skills could be approached to act as mentors
to local risk funds.

m Inthe long term, see how university curriculum can include private equity/ venture capital courses.
m Theindividual risk funds should provide a platform (through the proposed VCA) to share information
and skills among themselves up to the levels that are allowable, i.e. without the risk of losing their

competitive edge.
m Local risk funds should share information and skills by co-financing.

Limited resources for efficient operation of the funds m Setup of aVenture Capital Association (VCA) to promote best practice, research and set standards to instill
confidence in the market, promote policy building and lobbying for members, e.g. for tax incentives.

Limited human and due diligence experience m Provide TA at both pre and post investment level to cover the expenses incurred in the due diligence
process.

m Advisory board - for example the proposed VCA could provide a pool o findustry experts to act as an
advisory board to the local risk fund managers.

m Pool synergies from the different local risk funds.

m Have a mentorship program through the VCA to encourage professionals in this market to work with risk
funds.

m (onsolidation of small funds to enhance their capabilities.

m Have amentorship program through the VCA, e.q. retired professionals.

Inadequate and unreliable market sector studies. m The studies could be provided by the proposed VCA, against a subsidized fee. The VCA could also
influence other organizations like the Kenya Institute of Manufacturers, Kenya National Central Bureau of
Statistics and the Chamber of Commerce to collect market data and carry out studies. The information
collated in this case should include relev ant business information and data.

m [twas proposed that the risk fund managers should assist these organizations in developing the required
questionnaires to gather the relevant information.

m Inaddition, the VCA could carry out studies in certain sectors.

Demanding shareholders/Investors m The proposed VCA could develop appropriate reporting standards.

m The risk funds should provide detailed/comprehensive reporting to their respective shareholders where
allissues are adequately addressed. This would include providing different reporting variables as required.

w Therisk funds should educate their respective investors about what to expect from this market in terms
of return and limitations.

m Forquidelines on reporting and content, risk funds could refer to the IFC SME toolkit (www.ssc.co.ke)
or the EMPEA toolkit (www.emepeatoolkit.org).
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Capacity Issue

Participants’ Comments/Proposed Solutions

Inadequate/unreliable management information systems | m Through the VCA, create standards that can be adopted by all the players.

m Fach risk fund manager should implement their own marketing strategy and communicate their
investment parameters well towards MSMEs and towards other fund managers.

m Through the proposed VCA, promote networking in the industry such that specific applications and
requests for venture capital funding are channeled to the appropriate risk fund.

m Therisk funds should take the initiat ive to educate the market, the business community and relevant
stakeholders on the working of private equity and venture capital. This could be done through
conferences or other forums.

m Develop an SME deal depository — the risk fund managers could team up and approach an independent
organization which has the capacity and interest to provide this kind of service, has an adequate budget
for advertising, does the screening of prospective investees and templating with respect to the varying
investment strategi es of the risk funds. Such an organization would likely be financed through grants.

Challenge of deal flow sourcing

Exit management — market underdeveloped thus m "Agood exit starts with a good start:"i.e. itis more likely that good investments will always be able to
providing few exit options be exited: The risk funds should look into proper exit management strategies before investing and
implement the exit strategy well.

254 return should be borne by both investees and risk funds since

the TA is beneficial to all parties concerned.

Comments and proposals on the anticipated
technical assistance

Structure

There were different thoughts and proposals as to the structure of the
fund as highlighted below:

« ltwas mentioned that the reason for payback by the investee is
toensure :

. sustainability of the fund and making sure the SMEs are

- One suggestion was that it should be disbursed as a grant, as accountable

there would be a good number of organizations, e.q. the Bill
Gates Foundation who would be willing to support the TA
funding. A good point of reference is the local microfinance .
industry that has come a long way but is now well established.

. the funds are used as intended,
a revolving facility

, ‘ . « accountability by the SMEs.
« A mechanism for insurance should be worked into the loan
provision to ensure recovery of the loan. « There was a proposal to charge the TA at the same interest as the
respective funds’ costs.

- Therole of fund manager in disbursing the funds to investees

creates a conflict ofi nterest because the fund is also the one .

evaluating which investee is eligible for TA. This was also raised
as an ethical issue. However, participants resolved that the
decision about whether or not to lend to an investee company
should be left to the fund manager.

There is need to find out whether there is a precedent where a
TA fund is given as a debt and draw conclusions from such a
structure.

A proposal was put forth for the fund manager to“go Dutch’, i.e.,
share costs of the TA with the investee. In addition, the risk of

The issue was raised as to whether the fund manager could also
be the BDS provider This would also be at the discretion of the
fund manager if they are managing the TA themselves.

Services

The scope that the proposed TA could be used for might be
limiting thus need for flexibility by the administrator/ manager
to cater for the different and unique SME needs.

To cater for an immediate need, include a training component
for risk fund managers for specific modules on private equity
and venture capital training.
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Amount
- Theactual figure should be based on a realistic amount based on
the different fund sizes.

The TA fund available to BPI (US$ 2.5 million) provides TA up to
a maximum of 30% of the investment in a particular SME or
investee.

Participants agreed that the TA fund available (US$ 4M) may not be
sufficient for all the needs and capacity constraints highlighted in the
study and during the workshop, but it is possible to grow the amount.

One suggestion was for the threshold to be for investments below
US $ 50,000.

Other Pertinent Issues
- Participants concurred that any recommendations proposed on
the TA Fund should not be rushed

The participants expressed the need to understand the use and
scope of services possible with the anticipated US $ 4 million TA
Fund. The IFC representative explained that the components to
be considered for funding are those that would enhance the
investees'business processes as opposed to issues that would be
fundamental to the deal process with the risk fund manager.
Appendix J provides this information as detailed in the Request
for Applications to the Pool of Fund Managers for TA Fund.

Risk fund managers were encouraged by the Ministry of Trade
and Industry representatives to apply for the fund when the
advertisement comes up again.

2.5.5 Comments on the Case Study:

There was a proposal to consider having more than one case
study for comparison purposes.

Participants greed that there were certain components of the BP|
model that are difficult for other funds to copy, specifically the
issue of deal flow where BPI has the advantage of working with
the SSCon this component. There were various proposals to this
end:

= Thatthe SSCcould work with other fund managers as
well to provide deal flow.

= Abody should be set up suited to source deals
specifically for the risk fund fraternity

= Work with existing institutions that can do this as part
of their business.

= Aaqlltofund managers should be more open to their
peers and allow for among other issues, cross
referencing of deals.

2.5.6. Other comments, proposals and recommendations

There is need to identify issues that prevent other groups ofl ocal
investors from investing in the local risk funds.

There is need for stakeholders to determine the real constraint,
i.e. the weakest link in understanding the unique nature of the
MSME market from both qualitative and quantitative aspects
and provide solutions on this basis. For instance, the risk fund
industry is one where a very specific skill set is required.

Given the fact that it is difficult to use commercial funding (from
the fund profits) to resolve most of the constraints as identified,
grant funding plays an important role in bridging this gap.

Risk funds should have a “minimalist” approach, i.e. by cherry
picking the right SMEs to invest in and focus on their venture
capital business. Other, specialized business development,
organization(s) will provide the much needed BDS services.
Again, a point of reference is the lessons learnt in microfinance
industry.

Overall, significant public funding is needed to develop and scale
the risk fund market in Kenya and greater effort by the risk funds
should go into sourcing for these funds.

A proposal for tax incentives for risk funds will play a big role in
reducing the costs for risk funds. In this respect, the risk fund
managers together need to determine the threshold that would
be applied.

Risk funds could also work with other specific funds to provide
venture capital to various initiatives, e.g., consolidating the
interests and strategies of different small funds like, youth funds
and women'’s' funds.

Leasing — stakeholders should educate the government on how
this can be introduced to provide the benefit to SMEs.

The risk fund managers could also act as a voice for the SMEs on
various fronts as applicable, for instance, where various policy
issues affect the SME players.

2.5.7 Next steps and follow-up actions

A meeting will be organized in early 2008 for all SME risk funds
to meet with FSD Kenya to review the proposal for the
establishment of a local venture capital association and see how
this can be instituted.

The participants that attended the workshop will be invited to
take part in another stakeholders” workshop following a study
on the Local Long Term Fund Availability that has been
commissioned by FSD Kenya. The dates will be communicated
to participants in due course.

The advertisement by the Ministry of Trade and Industry for
Request for Applications to the Pool of Fund Managers for TA
Fund will be re-worked and sent out to fund managers to invite
them to apply for the US $ 4 million TA Fund.



2.6. CONCLUSIONS

1. MSMEs in Kenya face many challenges:

Lack of resources.
Access to financing.

» High cost of the finance that is available, mostly through short
term debt capital from banks.

2. There is an opportunity for risk funds to work with MSMEs in
financing their requirements. However the fragmented and informal
nature of MSME sector and the high risks associated with it still make
it difficult and costly for risk fund managers. A majority of the risk
funds and MSME providers surveyed cited the capacity constraints
facing MSMEs as being bottlenecks to their own anticipated business
in the sector.

3. The risk fund environment is quite new in Kenya. Debt finance is
available but only for those companies that are able to provide the
traditional forms of collateral. The seven risk funds surveyed have
invested between them a total of about US$ 18.2 million which
leaves a lot of scope for development in this sector. The average deal
size of the risk fund managers is between US$ 250,000 and US$
750,000. This gives an indication of the target and size of SMEs that
the risk funds are ready to work with. Furthermore the majority of the
surveyed risk fund managers provide quasi equity as opposed to pure
equity.

4. The key capacity issues highlighted for all risk fund managers
revolve around:

Fund experience.

Human capacity.

Limited resources.

Post investment monitoring.
Deal flow creation.

Exit management.

5. The capacity issues can be overcome by:

The investors giving young funds time to develop and become
more stable.

Partnering with experienced fund managers.
Partnering with TA providers.

The challenges resulting from limited available resources that
come with doing small deals or managing small funds could
more likely be resolved by changing the fund structure or
investment model. Typically, funds focusing on pure equity
investments, which need dedicated post investment monitoring
to maximize returns and exit potential, choose to increase the
deal sizes and/or focus on investments in fast growing
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industries. Funds focusing on quasi equity and debt either
increase deal sizes, or manage many small investments through
an efficient, system driven, post investment approach which is
focused on debt collection.

6. The main factors that contribute to BPI's success and which could
be copied are;

BPI'has a subsidiary relation with BPSA from South Africa, where
it can tap into the knowledge and experience of BPSA.

The fund has adopted the BPSA due diligence processes and
investment model that enables to do many small investments
through investment structures that combine debt with equity or
royalties, thereby minimizing the risk and optimizing the
anticipated returns.

The staffs interests are aligned with those of the investors
through appropriate incentive schemes.

7. The components of the BPI model that are difficult to copy are:

To run an organization like BPI, the cost structure is be relatively
high compared to other local risk funds, which means the need
for access to additional support from an organization like the IFC
0r a grant to provide “free” resources.

«The access to SSC services is quite exclusive, and building an
organization the size of the SSC to operate alongside each fund
requires significant financing which would only be achieved
through a grant. Moreover, the cost of services provided by the
SSCas described are not reflected in the returns of the fund thus
giving it an unequal advantage. A solution to this could be that
SSC considers providing its services on a wider scale and on a
neutral basis, not exclusively to BPI, but to other funds as well.

8. Proposals and recommendations raised by participants at the
stakeholders workshop:

Benchmarking — when comparing bench marks from more
developed markets, there is need to understand the specific local
SME environment. There is also need to caution foreign investors
that the higher perceived risk is not necessarily offset against
higher return in this market.

The following were proposed as solutions to the capacity issues
facing local risk funds and their investee companies:

Set up of a Venture Capital Association will provide support
towards risk fund managers in various ways, e.q.,

Building capacity through relevant and speific training

provide a platform to share information and skills
among the risk funds

Promote best practice, research and set standards to
instill confidence in the market, promote policy building
and lobbying for members,
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Provide a pool ofi ndustry experts to act as an advisory
board to the local risk fund managers.

A mentorship program to encourage professionals in
this market to work with risk funds.

Providing reliable market sector studies

Develop appropriate reporting standards required by
investors

Promote networking in the industry such that specific
applications and requests for venture capital funding are
channeled to the appropriate risk fund.

To resolve the issue ofl imited resources for risk funds, the
following solutions could be applied:

Liaise with Kenyans in Diaspora to act as mentors to
local risk funds.

See how university curriculum can include private
equity/ venture capital courses.

TA 1o support experienced fund managers to work with
funds lacking in experience.

TA at both pre and post investment level to cover the
expenses incurred in the due diligence process

(o-financing and pooling synergies among the local risk funds;
consolidation of small funds to enhance their capabilities

Develop an SME deal depository independent organization to
serve risk funds

Focus on proper exit management strategies at pre-investment
to ensure good exits

Encourage networking among the risk funds as well as
educating the industry on the working of private equity and
venture capital.

Risk funds could refer to the IFC SME toolkit or the EMPEA toolkit
for quidelines on reporting

Risk funds should have a “minimalist” approach, i.e. by cherry
picking the right SMEs to invest in and focus on their venture
capital business. Other, specialized business development,
organization(s) will provide the much needed BDS services.

Overall, significant public funding is needed to develop and scale
the risk fund market in Kenya and greater effort by the risk funds
should go into sourcing for these funds.

Tax incentives by the government for risk funds will play a big
role in reducing their costs.

Risk funds could also work with other specific funds to provide
venture capital to various initiatives, e.g.,, consolidating the
interests and strategies of different small funds like, youth funds
and women's' funds.

Leasing — stakeholders should educate the government on how
this can be introduced to provide the benefit to SMEs.

The risk fund managers could also act as a voice for the SMEs on
various fronts as applicable, e.q. on policy issues.
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PROPOSALS TOWARDS AN APPROPRIATE

INTERVENTION

3.1INTRODUCTION

The first part of this section summarizes the various possible
interventions towards solving the capacity constraints faced by the
local risk fund managers, including:

The setup of a venture capital association.
Provide access to market data or industry information.
Assistance with deal flow sourcing.
Subsidize Payment for professional services.
Support access to credit reference bureau services.
Assistance in investor reporting and.
Support the restructuring of the informal sector.
Sourcing for grant funding
Tax incentives to risk funds

«Increase potential pool of potential investors
Consolidate other small funds

Lobbying on behalf of SMEs

The end of the chapter provides recommendations on interventions
that could be resolved specifically through TA funding and how these
interventions could be structured.

3.2 POSSIBLE INTERVENTIONS

The previous chapter shows that some of the capacity constraints
experienced by local risk fund managers have been resolved by the
risk fund managers and MSME finance providers themselves by for
example changing their fund structures or investment models. Some
of the constraints could also be overcome through interventions such
as TA, the government and different forms of grant funding. The
various suggestions put forth are highlighted below.

1 Set up a venture capital association:

Many capacity constraints could be addressed by a national or
regional venture capital association. The services of such an
association would be paid for by membership fees and in the early
stages of the association and through grants. The VC association

would create a platform for a one-stop shop for various solutions
sought by its members, namely:

Build capacity through relevant and specific training for its
members.

(ollect data on the risk fund management industry that can be
used by the fund managers

« (reate a networking platform:

For all fund managers through e.g., conferences so that
they might start co-investing more often and to
encourage the sharing ofi nformation and skills among
them

So that specific applications and requests for venture
capital funding are channeled to the appropriate risk
fund.

. (reate awareness about how local risk funds work.

Provide valuation and reporting quidelines as well as develop
appropriate reporting standards required by fund investors

Provide affordable fund management information systems.

Assist with fundraising so that institutional investors, e.q.
pension funds and investment clubs can start investing in the
industry.

Lobbying with the government to consider providing tax
incentives, to encourage funds to invest in risky sectors or in
investee firms that encourage innovation; lobby for other forms
of grant financing like development organisations and donors.

Promote best practice, research and set standards to instill
confidence in the market.

Provide a pool ofi ndustry experts to act as an advisory board to
the local risk fund managers.

A mentorship program to encourage various professionals to
work with risk funds.

Provide reliable market sector studies

2 Provide access to market data/ industry information:

Stimulate third party providers to carry out and document good
market research, build their capacity to get quality, current and
comprehensive research that can be used by the fund managers for
investment decision making. The provision of reliable market sector
studies would significantly lower the due diligence costs as well as
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provide a consistent basis to cross check the various risks associated
with MSMEs.

3. Assist with deal flow sourcing

Set up an organization that actively assists the various MSME finance
providers in sourcing for deals that fit their investment criteria, i.e.,
channel the right businesses to the right finance providers and assist
the entrepreneurs in writing good business plans.

4, Subsidize payment for professional services

Support fund managers to be able to hire specialists and
professionals for due diligence and other related key services at a
reduced rate. In addition, support the risk funds to be able to pay
dedicated advisors for post-monitoring who are not on their payroll
but who can offer the required service to portfolio companies. This is
especially crucial for funds which have low staffnumbers and
therefore cannot adequately support their portfolio companies.

5. Support access to credit reference bureau services
Sponsor the set-up of a Credit Reference Bureau entity that also has
the support of all local financial institutions.

6. Back investor reporting expenses
Assist to finance specific reporting requests that investors might
have.

7. Interventions in the informal sector
At a broader macro-economic level and perhaps indirectly, support
the restructuring/ formalizing of the informal sector.

8. Source for grant funding

Overall, significant public funding is needed to develop and scale the
risk fund market in Kenya and greater effort by the risk funds should
go into sourcing for these funds. Also, given the fact that it is difficult
to use commercial funding (from the fund profits) to resolve most of
the constraints as identified, grant funding plays an important role in
bridging this gap.

9. Adopt a minimalist approach

Risk funds should have a“minimalist”approach, i.e. by cherry picking
the right SMEs to invest in and focus on their venture capital
business. Other, specialized business development, organization(s)
will provide the much needed BDS services.

10. increase potential pool ofi nvestors
There is need to identify issues that prevent other groups ofl ocal
investors from investing in the local risk funds.

11. Tax Incentives

Tax incentives for risk funds will play a big role in reducing the costs
for risk funds.

12. Consolidate other small funds

Risk funds could also work with other specific funds to provide
venture capital to various initiatives, e.g., consolidating the interests
and strategies of different small funds like, youth funds and women's’
funds.

13. Leasing
Leasing — stakeholders should educate the government on how this
can be introduced to provide the benefit to SMEs.

14. Lobbying on behalf of SMEs/ investee companies

The risk fund managers could also act as a voice for the SMEs on
various fronts as applicable, for instance, where various policy issues
affect the SME players.

3.3 TECHNICAL ASSISTANCE FUNDING

If Technical Assistance funding would be made available for the local
risk fund fraternity, a number of questions arise, for instance, which
of the proposed interventions described above could this TA address?
How should the TA funding be structured? In this section we provide
our recommendations on the possible TA interventions that could be
adopted, based on our findings in the desk study, field work and
lessons from the case study.

3.3.1 TA Services
The following services could be provided by a TA Fund or sponsored
through TA funding:

Provide deal flow, assistance with business plan writing and
formalizing the deal process for potential investees. This could be
a service where over time, once the value-add is proven, the risk
fund managers pay a subsidized membership fee for this
service.

Sponsor the professional services required for due diligence and
post investment monitoring, through for example an interest
free loan advanced to the risk fund manager.

These sponsored professional services could either be provided
by individuals identified by the risk fund manager and/or by
consultants/ network instituted by the TA Fund.

Provide funding for specific post investment interventions
required by the investees, e.q., being able to pay a reasonably
good calibre of board members, mentoring on certain
management issues or acquisition of good systems. This could
be achieved through an interest free loan advanced to the risk
fund manager, which can be channelled to the investee.



Sponsor the set-up of aVC Association, which then takes care of
among other issues, the provision of training of the risk fund
managers, lobbying, awareness creation and provision of good
risk fund management systems. This could be through a grant or
interest free loan advanced to the association and paid back to
the fund through membership fees.

Sponsor good market sector studies provided by third party
providers, which then can be provided to the risk fund managers
for a fee.

Sponsor, through an interest free loan, the set-up of a credit
reference bureau, which provides its services to the risk fund
managers and investees for a fee.

The scope that the anticipated TA could be used for might be
limiting thus need for flexibility by the administrator/ manager
to cater for the different and unique SME needs.

To cater foran immediate need, the anticipated US $ 4 million TA
fund could include a training component for risk fund managers
for specific modules on private equity and venture capital
training.

3.3.2 Structure of the TA Fund
The TA funding could be provided along the following lines:

Have one dedicated TA fund that is available to all fund
managers, so that fund managers do not have to source for the
funds themselves. The fund manager is responsible for
managing its allocation. The TA Fund would be governed by a
body that represents both the risk fund management industry
and independent individuals from the business community.

The instruments provided by the TA fund could be structured as
follows:

The TA fund would be financed through grants but have these grants
provide interest free loans or at minimal interest to the applicants to
ensure:

that the TA funding is a revolving facility.
accountability by the SMEs.

sustainability of the fund and making sure the SMEs are
accountable

the funds are used as intended,

There was also a proposal to charge the TA at the same interest as the
respective funds’ costs.

On receipt of qualifying proposals from approved fund managers, the
TA fund would provide financing based on a percent of the intended
investment size, up to a certain amount. This would be in the form of
a loan (as above) that would be repaid over the fund lifetime, say 5
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to 10 years. The fund manager would then on lend this to the
investee and act as a collection agent for the funds disbursed. If the
investee defaults, the risk remains with the fund manager. The fund
manager could finance defaulting loans through the profit made on
its other investments. If the fund manager defaults, it would no
longer be able to access the TA fund, unless the fund’s investors can
quarantee the repayment.

To resolve the issue ofl oan recovery, participants proposed a
mechanism for insurance to be worked into the disbursement of the
funds. In addition, the risk fund manager could share costs of the TA
with the investee and the risk of return should be borne by both
investees and risk funds since the TA is beneficial to all parties
concerned.

The role off und manager in disbursing the funds to investees creates
a conflict ofi nterest because the fund is also the one evaluating
which investee is eligible for TA. However, participants resolved that
the decision of whether or not to lend to an investee company should
be left to the fund manager.

Disbursement to the investees would be in the form ofi nterest free
loans or discounted lines of credit, e.qg. instead of paying back to the
fund at 10% interest, pay back upto 9% and use the balance of 1%
for TA.

TA fund could also provide grants or loans to other organizations that
provide services to the risk fund management industry.

Overall, the methods of disbursement would be transparent to
the entire fraternity and would employ an efficient accounting
system able to track the various uses of the fund by the fund
managers. In addition, the proposed fund would be well
managed and monitored. This would mean the set up of a
separate body to administer the Fund.

3.3.3 TAfund amount

Drawing from the example of the case study, BPI provides TA funding
to its investees up to an amount of about 30% of the investment size.
The US $ 2.5 million TA fund available to BPI is approximately 17% of
its fund size. This fund is also of a revolving nature.

Thus, applying the example of BPI to the local risk fund industry and
other MSME providers, the resulting TA amount would be quite
substantial as shown below, i.e., suppose the 17% is applied to fund
sizes of up USS 15 million and in addition, have a maximum TA sum
per fund of around US$ 2.5 million. The resulting TA amount would
be as follows:
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Table 19: Estimated TA Funding Requirements for SME Risk

Fund Managers

NAME OF FUND Fund Size TA Amount

(US$ M) (US$ M) 17%

of Fund Size;

Max2.5M
Acumen Fund 45 25
Grofin EA fund 18 25
African Agricultural Capital 10 1.7
BPI 15 25
TBL Mirror Fund 5 0.9
Bridgeworks 15 (Target) 2.5
InvesteQ Capital 14 (Target) 24
Total 120 15

Looking at the local MSME finance industry, this would work out to a
TA fund in the range of USS 10-20 million.

From the stakeholders workshop, participants felt that to determine
a sufficient amount of TA, the actual figure should be based on a
realistic amount based on the different fund sizes. Whereas the
feeling is that the TA fund available (US$ 4M) may not be sufficient
for all the needs and capacity constraints highlighted, it is possible to
grow the amount. Another suggestion is for the threshold to be for
investments below US $ 50,000 as this is where there is greater need
for investees to streamline various aspects of their businesses.

34. CONCLUSIONS

The previous chapter shows that some of the capacity constraints
experienced by local risk fund managers have been resolved by the
risk fund managers and MSME finance providers themselves by for
example changing their fund structures or investment models. Some
of the constraints could also be overcome through interventions such
as TA, the government and different forms of grant funding.

In conclusion, recommendations on the possible TA interventions
that could be adopted, based on findings in the desk study, field work
and lessons from the case study are highlighted below.

1. TA Services
The following services could be provided by a TA Fund or sponsored
through TA funding:

Provide deal flow, assistance.

Sponsor access to professional services.

Provide funding for specific post investment interventions.
Sponsor the set-up of a VC Association.

Sponsor good market sector studies.

Sponsor the set-up or access to credit reference bureau services.

For the anticipated US $ 4 million TA Fund, the components to
be considered for funding are those that would enhance the
investees'business processes as opposed to issues that would be
fundamental to the deal process with the risk fund manager.

Local risk fund managers will apply to the Ministry of Trade and
Industry to be considered as beneficiaries of the TA Fund on
behalf of their investee companies.

2. TA Structure

The recommendation is that the TA funding is channelled through
one, revolving, TA fund. The proposal is that most of the services
provided would be through interest free or minimal interest loans,
thus ensuring the revolving nature of the facility.

Each risk fund manager or MSME finance provider would on-lend the
interest free loan to its investee company and be responsible for the
collections.

3. TA Amount

« Todetermine a sufficient amount of TA, the actual figure should
be based on a realistic amount based on the different fund sizes.
Whereas the feeling is that the TA fund available (US$ 4M) may
not be sufficient for all the needs and capacity constraints
highlighted in the study and during the workshop, it is possible
to grow the amount. One suggestion is for the threshold to be
for investments below US $ 50,000 as this is where there is
greater need for investees to streamline various aspects of their
businesses.



Chapter 4

CONCLUSIONS

This final section summarizes:

(i)  The study findings — desk study and field work

(i) Proposals and recommendations from the stakeholders’
workshop

(i) The proposed interventions that may be considered in light of
the anticipated TA funding towards risk fund managers.

DESK STUDY

1. The desk study showed several characteristics of a good risk fund
manager. These include:

The required considerable experience of the fund, its staffand its
management.

A fund structure that aligns the interest of the manager and the
investors.

Focus on fast growing industries.

Sufficient resources to be able to have a hands-on post
investment monitoring approach.

The characteristics above resulting in IRRs of above 25% for a
one year horizon for good risk fund managers.

2. The capadity constraints faced by risk funds, especially when the
risk fund management industry is still developing, are similar across
the globe. These capacity constraints include:

Poorly designed fund structures.
High investor demands.
Lack of skills specific to private equity and venture capital.

Limited resources for efficient operation of the fund.

3. Established venture capital firms have overcome their capacity
constraints in several ways:

Through a change in fund structures.
Through higher management fees.
(Change in investment strategies, like co-investing.

Through support from venture capital associations in terms of
training, providing market data and deal flow and awareness
creation through conferences.

Through external support which has largely come from
development organizations and respective governments.
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FIELD WORK

1. MSMEs in Kenya face many challenges including:

Lack of resources.
Access to financing.

High cost of the finance that is available, mostly through short
term debt capital from banks.

2. There is an opportunity for risk funds to work with MSMEs in
financing their requirements. However the fragmented and informal
nature of MSME sector and the high risks associated with it still make
it difficult and costly for risk fund managers. A majority of the risk
funds and MSME providers surveyed cited the capacity constraints
facing MSMEs as being bottlenecks to their own anticipated business
in the sector.

3. The risk fund environment is quite new in Kenya. Debt finance is
available but only for those companies that are able to provide the
traditional forms of collateral.

The seven risk funds surveyed have invested between them a total of
about USS 18.2 million which leaves a lot of scope for development
in this sector. The average deal size of the risk fund managers is
between USS 250,000 and US$ 750,000. This gives an indication of
the target and size of SMEs that the risk funds are ready to work with.
In addition, the majority of the risk fund managers surveyed provide
quasi equity as opposed to pure equity.

4. The key capacity issues highlighted for all risk fund managers

revolve around:
- Fund experience.

Human capacity.
Limited resources.«Post investment monitoring.
Deal flow creation.

Exit management.

5. The capacity issues can be overcome by:

The investors giving young funds time to develop and become
more stable.

Partnering with experienced fund managers.
Partnering with TA providers.

The challenges resulting from limited available resources that
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come with doing small deals or managing small funds could
more likely be resolved by changing the fund structure or
investment model. Typically, funds focusing on pure equity
investments, which need dedicated post investment monitoring
to maximize returns and exit potential, choose to increase the
deal sizes and/or focus on investments in fast growing
industries. Funds focusing on quasi equity and debt either
increase deal sizes, or manage many small investments through
an efficient, system driven, post investment approach which is
focused on debt collection.

CASE STUDY

1. The main factors that contribute to BPI's success and which could
be copied are:

BPIhas a subsidiary relation with BPSA from South Africa, where
it can tap into the knowledge and experience of BPSA.

The fund has adopted the BPSA due diligence processes and
investment model that enables to do many small investments
through investment structures that combine debt with equity or
royalties, thereby minimizing the risk and optimizing the
anticipated returns.

The staffs interests are aligned with those of the investors
through appropriate incentive schemes.

2. The components of the BPI model that are difficult to copy are:

To run an organization like BPI, the cost structure is be relatively
high compared to other local risk funds, which means the need
for access to additional support from an organization like the IFC
0r a grant to provide “free” resources.

The access to SSC services is quite exclusive, and building an
organization the size of the SSC to operate alongside each fund
requires significant financing which would only be achieved
through a grant. Moreover, the cost of services provided by the
SSCas described are not reflected in the returns of the fund thus
giving it an unequal advantage. A solution to this could be that
SSC considers providing its services on a wider scale and on a
neutral basis, not exclusively to BPI, but to other funds as well.

STAKEHOLDERS WORKSHOP

1. Benchmarking — when comparing bench marks from more
developed markets, there is need to understand the local SME
environment including its limitations. There is also need to caution
foreign investors that the higher perceived risk is not necessarily
offset against higher return in this market.

2. Stakeholders need to determine the real constraint, i.e. the
weakest link in understanding the unique nature of the MSME
market from both qualitative and quantitative aspects and provide
solutions on this basis.

3. There is need to identify issues that prevent other groups ofl ocal
investors from investing in the local risk funds.

4. Comments on the case study - on the issue of deal flow where BP|
has the advantage of working with the SSC, there were various
proposals to this end:

« That the SSC could work with other fund managers as well to
provide deal flow.

Abody should be set up suited to source deals specifically for the
risk fund fraternity

Work with existing institutions that can do this as part of their
business.

A call to fund managers should be more open to their peers and
allow for among other issues, cross referencing of deals.

5. Below are proposals to resolve some of the capacity
issues facing risk funds and SMEs in this market.

Set up of a Venture Capital Association will provide support
towards risk fund managers in various ways, e.q.,

. Building capacity through relevant and specific training

provide a platform to share information and skills among
the risk funds

Promote best practice, research and set standards to
instill confidence in the market, promote policy building
and lobbying for members,

Provide a pool ofi ndustry experts to act as an advisory
board to the local risk fund managers.

A mentorship program to encourage professionals in this
market to work with risk funds.

Providing reliable market sector studies

Develop appropriate reporting standards required by
investors

Promote networking in the industry such that specific
applications and requests for venture capital funding are
channeled to the appropriate risk fund.

diligence process

« Toresolve the issue ofl imited resources, the following solutions
could be applied:

Liaise with Kenyans in Diaspora to act as mentors to local
risk funds.

See how university curriculum can include private
equity/ venture capital courses.



.

TA to support experienced fund managers to work with
funds lacking in experience.

TA at both pre and post investment level to cover the
expenses incurred in the due

(o-financing and pooling synergies among the local risk funds;
consolidation of small funds to enhance their capabilities

Encourage networking among the risk funds as well as
educating the industry on the working of private equity and
venture capital.

Risk funds could refer to the IFC SME toolkit or the EMPEA toolkit
for quidelines on reporting

Develop an SME deal depository independent organization to
serve risk funds

Focus on proper exit management strategies at pre-investment
to ensure good exits

Risk funds should have a “minimalist” approach, i.e. by cherry
picking the right SMEs to invest in and focus on their venture
capital business. Other, specialized business development,
organization(s) will provide the much needed BDS services.

Overall, significant public funding is needed to develop and scale
the risk fund market in Kenya and greater effort by the risk funds
should go into sourcing for these funds.

A proposal for tax incentives for risk funds will play a big role in
reducing the costs for risk funds.

Risk funds could also work with other specific funds to provide
venture capital to various initiatives, e.q., consolidating the
interests and strategies of different small funds like, youth funds
and women's'funds.

Leasing — stakeholders should educate the government on how
this can be introduced to provide the benefit to SMEs.

The risk fund managers could also act as a voice for the SMEs on
various fronts as applicable, e.q. on policy issues.

Next steps and follow up actions:

Representatives of SME risk funds will meet with FSD Kenya in
early 2008 to review the proposal for the establishment of a
local venture capital association .

The workshop participants will be invited to a stakeholders’
workshop following a study on the Local Long Term Fund
Availability, commissioned by FSD Kenya.

The Ministry of Trade and Industry will re-work the request for
applications to the US $ 4 million TA fund and sent out to fund
managers to apply.
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Recommendations on proposed interventions for
Consideration

Previous sections shows that some of the capacity constraints
experienced by local risk fund managers have been resolved by the
risk fund managers and MSME finance providers themselves by for
example, changing their fund structures or investment models.
Some of the constraints could also be overcome through
interventions such as TA, the government and different forms of grant
funding.

In conclusion, the possible TA interventions that could be adopted,
based on findings in the desk study, field work, lessons from the case
study and stakeholders workshop are highlighted below.

TA Services:

Provide deal flow assistance.

Sponsor access to professional services.

Provide funding for specific post investment interventions.
Sponsor the set-up of a VC Association.

Sponsor reliable market sector studies.

Sponsor the set-up or access to credit reference bureau services.

Need for flexibility by the TA administrator to cater for the
different and unique SME needs.

Immediately include a training component for risk fund
managers for specific modules on private equity and venture
capital training.

TA Structure:

There were various suggestions to this end as highlighted below.

A proposal that the TA funding be channelled through one,
revolving, TA fund. Most of the services provided would be
through interest free or minimal interest loans. This will ensure
the revolving nature of the facility, sustainability of the fund and
accountability by the SMEs. Each risk fund manager or MSME
finance provider would on-lend the funds to its investee
company and be responsible for the collections.

A suggestion that part of the TA be dishursed as a grant, as there
would be a good number of organizations, who would be
willing to support the TA funding.

A mechanism for insurance should be worked into the loan
provision to ensure loan recovery.

The decision about whether or not to lend to an investee
company should be left to the fund manager.

The issue as to whether the fund manager could also be the BDS
provider should be at the discretion of the fund manager if they
are managing the TA themselves.
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A precedent where a TA fund is given as a debt would help as a
reference point to draw conclusions on an appropriate structure.

Risk funds could share costs and risks of return of the TA with the
investee.

A proposal to charge the TA at the same interest as the respective
funds’ costs.

TA Amount

Drawing from the example of the case study, BPI provides TA
funding to its investees up to an amount of about 30% of the
investment size. The US $ 2.5 million TA fund available to BPI is
approximately 17% of ts fund size. This fund is also of a
revolving nature. However the actual figure should be based on
a realistic amount based on the different fund sizes.

Whereas the feeling is that the TA fund available (US$ 4M) may
not be sufficient for all the needs and capacity constraints
highlighted in the study and during the workshop, it is possible
to grow the amount.

One suggestion is for the threshold to be for investments below
US $ 50,000.

Other pertinent issues

The components to be considered for funding through the
anticipated US $ 4 million TA fund are those that would enhance
the investees’ business processes as opposed to issues that
would be fundamental to the deal process with the risk fund
manager.

Local risk fund managers will apply to the Ministry of Trade and
Industry to be considered as beneficiaries of the TA Fund on
behalf of their investee companies.
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Appendix A

LIST OF STUDY PARTICIPANTS/RESPONDENTS

Institution ‘ Contact Person
1| Bridgeworks Africa M A”Tho”y (ibe
Operations Manager
) ) . Mr. Tom Adlam
2 | African Agricultural Capital Managing Diector
) ) Ms. Sally Gitonga
3 | Business Partners International Chief Investment Officer
Mr. Fred Kiteng'e — Country Manager
4| Grofin Guido Boysen — Regional Dircetor
Mr. Kenneth Onyando — Investment Manager
s | Acumen Fund Ms. Nthenya Mule
Country Manager
Mr. James Kabuga
6 | PTABank Project Finance Officer
(Credit Facilities & Business Development)
71 Aureos Fund Mr. Kiriga Kunyiha
Associate, East Africa
s | o8 Mr. Amos Aketch
Manager, Strategy & Business Development
, Jared Aimba
9| FinaBank Head of Business Banking
Fred Ogana - Country Director
10| Technoserve Moses Kimani Business Advisor
Josfynne Miingi - Consultant (Prg Manager)
! Ms. Mary Wamae
1] Equity Bank Company Secretary/ Investment Manager
) . Ms. Catherine Gitonga
12| Bidges Capiel Operations Manager
Baisama D. Awori
13| Rentwaorks A
Business Development Manager
James Mworia — Senior Investment Officer
14| Trans Century :
Elenor Kibet — Investment Analyst
15| Gilde Investment Management Mr. Toon den Heijer
16| TBL Mirror Fund Nis. Eline B\aquboer
Investment Director
. Mr. Dan Awendo
7] Investeq Capital 1d Chief Executive Officer
18| Africa Venture Capital Association M. Ba(bara lJames
Managing Director
) Brian Longwe
19] - Enabli Implementation Manager, Eastern Africa
Mr. Ben Muchina
20| Standard Chartered Head of SME Banking
51l 1o Mr. Peter Mwangi
Investment Manager
22| Soko Investments Mr. James Kabuga, Director.
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Appendix B

STUDY QUESTIONNAIRE

Invesite@®
CAPITAL

Trade Finance « Asset Finance
Venture Capital

Introduction

INVESTEQ has been contracted by FSD Kenya to carry out a study on The Capacity
Constraints Facing Risk Fund Managers in Kenya.

We invite you to take part in this study to help us gather relevant data as pertains to the
risk and SME financing environment in Kenya. This information will be useful in helping
FSD design possible interventions relevant to any identified constraints from the study
as well as provide a basis for a proposed Technical Assistance programme targeted at
fund managers by the MSME Competitiveness Project.

We do appreciate you taking the time to fill out this questionnaire. If you have any
questions, please feel free to contact us on 2730980/81 or send an email to
mnyambura@investegcapital.com and info@investegcapital.com.

Name of your organization

Name and position of interviewee

1. Fund Profile - Please fill in as applicable

Fund size - committed (USD)
Fund size - Invested (USD)

Legal structure of the fund

Core investors in the fund

What were the main considerations
of your investors to invest in your
fund? i.e.

- experience of the team

- proven returns in the past

- yourinvestment model

- other

Fund term (years)
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Fund Focus & Investment Strategy

1.Deal size (range/ USD)

2.Sector/ Industry focus

3. Geographical focus

4.Typical financing instruments:
= Straight Equity

= Quasi Equity

= Senior, long term Debt

= Working capital

= Subordinated debt

= Convertible loans

w

. Stage of investment:
» Seed

n Start-up/First stage
= Early growth

» Expansion

= Other, being:

6. What are your investment considerations/
criteria for investing in portfolio companies?

7.Target lifetime of the investments

8.Number of companies in portfolio

9.Names and type of portfolio companies (stage,
industry, geography, investment instrument
used, size of investment)

10.Target return of the fund

11.Management fee (% of committed capital)

12.Does the management team receive carried interest?

13.0ther fees and possible grants/loans (please specify)

Capacity Scope

Below is a list of work components that are essential for a risk fund manager to either perform in -house
or outsource to specialists. Based on your experience as a risk fund manager working in Kenya, please
place a relative value on each item with regard to constraints faced by your organisation (column A) and
those you consider as cutting across the industry (column B) . Please use a scale of 1 -10 with 10 being

the most challenging area. Furthermore indicate if you perform these functions in -house or outsource
them. A column has also been provided for you to expound on the specific nature of how these
components of your work are preformed and what the capacity constraints are faced by your organisation
regarding this specif ic component.
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A
In-house or
outsourced?

B
Rating
(1-10)

Firm Specific

C
Rating
(1-10)

Crosscutting

D
Remarks

Deal sourcing

Marketing of the fund and
networking

Market sector studies

Pre-investment analysis

Legal structuring, negotiation &
documentation

(vi)

Due diligence, market,
management, legal

(vii)

Post investment monitoring and
synergy creation

(viii)

Advisory - Business Development
Services

(ix)

Exit management

Fundraising, approaching new and
existing investors to expand existing
fund or start a new fund

Investor relation management

Other areas
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b) Systems & Infrastructure

= Which systems are used?

= What challenges, if any, with regard to systems and infrastructur e is your firm
currently facing?

c¢) Key Management & Staff/ Advisory Team
Kindly provide a summary profile of your key management team below.

Position/ Role Age Nationality Years with Years in Key Qualifications
theteam | fund mgt/ & Experience
MSME
financing

VA wINI=

What kind of training have your management received: in house training, training by
previous employer, training provided by external parties? If not, what king of training would
you like to receive as management?

d) Investment Process & Decision Making

Describe the investment
process: the steps needed to be
taken before investing.

Who takes the investment
decision and what is the basis?

Please describe your portfolio
valuation procedure

Do you follow any valuation
guidelines?

Who does the valuation & who
reviews it?

3. Technical Assistance

Do you currently utilize the services of (outside? technical assistance providers? (Yes/ No)
If No:

(i) Why not?

If Yes:

(i) What % of fund size goes to TA?

(ii) How much should that ideally be?
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(iii) What functional services does the TA cater for:
(iv) To whom are the services targeted: the fund or the portfolio companies?

(v) Does your fund pay for these services (yes/no). If not, how are the TA services paid
for?

(vi) Do the portfolio companies pay for the services or are the services donor funded?
(vii) What would be the ideal mix?
4. Proposed Solutions

Do you consider appropriate, a technical assistance programme or fund as one of the solutions
to the constraints faced by fund managers in Kenya?

a) If not, why?

b) Ifso:

What size of funding (USD)
would be most appropriate to
your organisation? Please
justify

What type of TA funding
(instrument) would be most
appropriate?

Which type of risk fund
managers should be targeted?

What specific services would
you most highly value from
such a programme/ fund?

Do you have any suggestions
as to how such a programme/
fund should be structured?
What other solutions may be
considered aside from a TA
programme/fund?

What, if anything, is your
organization doing to take
these solutions forward?

5. Definition of SME

Please provide your definition of “SME":
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Appendix C

SUMMARY OF INTERVIEW/ QUESTIONNAIRE

RESPONSES
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Appendix E

PROFILE OF VENTURE CAPITAL ASSOCIATIONS

S19qWIBW J0j A)|IGISIA PAseaIdUl J0) SDAIIRNIU| ]
bupjiomiaN n
spodal yoieasas pue suonedlgqng n
swelboad Bujuiel) pue Jeujwas ‘saduala4uod [enuuy n sldquiawW Q| | uoneziuebio spesy (YDAD) uoneinossy
Buikqqgo| aande ybnoiyy sisasiul A11snpul Jo uoneiuasaiday n 001 49A0 JO SIOUIDA0D JO pleog e seH | paseq-iaquiswl i |exde) ainjusp eulyd
15911069182 JN0J JO BUO O1UI [|B) PUR
Ansnput [eded ainjuaa ay3 ur paAjoAul KjaAnde aie syuedi|ddy “Knsnput Aunba jeaud pue [eyided ainjuan sepeue)
S1aquIB| KI0SIAPY (q 40 s19Ae|d £33 8Y1 UO UONBWIOJUI PUE 'SMAU ‘SIUDAD
Ansnpui ‘elep [ed1siiels 10y Bunjoo) sjeuoissajosd Auew
SPRUED BRI P DU BRSPS | doysmosas eunde s qomvoro L s o
uoisinoad ay3 ‘ssauisnq ._ma_ucca w muac_ ﬁm>_ou>c_ ale Wcum.u__am_,\ s9Ua5 JuaWdo[PASQ [eUOISS}0Id " Jo spuawiainbai pue
: : o : &wnEws_ _.E ® Buppiomian u SUOI1DUNJ JUBIBYIP 33SIBA0
1104 d1j9nd u 0] S991IWIWIOD |eIIAS n
*1e9A U0 JO WINWIUIW © J0J SI9CUIDW U] SOA[ISWAY] dARY Yoieasay Aisnpu L} suoneziuebio (VOAD)
oym siaquiaw ||ny omy Aq pasodoud Ajjensn aie pue ‘Alunwiwod piemy Jea\ 3y Jo |e3Q, 9y} pue plemy JaquIBW WOl umelp uonenossy
Jended ysu 2y ul buipuels poob jo aie ‘Ayinba ayeand Jeaj 9y Jo unauaidaiug, spieme [enuue om) saziuebiQ n 21 WOYM JO ||e s1010311] Aunbg a1eAld g
10 / pue [eyided 3INJUSA Ul PaAjoAUl A[9A1Ide Bie syued)ddy 92UaJ9jU0) |enuuy ® | 007l 49A0 0€ puesiadyjo /£ [ jende) a1njuap s,epeued)
s921AI9S ABojouyda | n
Ansnpui pue ssa>oid |eyded a1njuaA ayy
‘Buiisaul 0] JUBAD|2 SINSS] UO UOIIBWIOJUL - SUOLRDI|GN 73 UDIeasay n
Aunba a1eaud jo asodind 3j0s ay) Joj Juswabeuew BuppiomiaN ] ‘suoneziuebio
19pUn UoI[|Iw G$ 1Se3| 18 dARY ISNW WY ISqWBN 9Y]l = s9o11d 9ANNSdWOD 1B SUSWISIAUL JI9Y3 pue sisijelided 1agWiaW Wolj umelp
*SIUSWIISDAUL 21n1udA 129104d 01 paubisap sadIAIRS JuBWSHRURW XS 2Je WOYM JO [|e S1010311Q ‘Ansnpui [ended
Anba a1eald Jo [euded ainjuaa jo asodind ayy PUE SJI9A0D dDURINSU| DAISUSYDIAWIOD JO 91INS B SISCWaW LZ pue s1adu)Q pieog 2INJUdA SN
1oy paiedo||e uaaq sey 1eyy [eyided jo jood pajedipap e S)1 sI9)J0 Weibold adueinsu| Aljiger] Juswabeuey ] G Jo bunsisuod qog seH n ay3 Bunuasaidal
wioJ) 159AUI IsNW pue siseq A1inba-10)-ysed e uo bunsanul Buues] m Gl joyeis uoneposse (VDAN) uoieossy
Ainba a1eAud ur pabebus A|A1I0e 3 ISNW SIS n suolie|a4 o1gnd pue uonejuasaidal Jaquisy n 009 19A0 © UM 1eLIR1D1D9S B SeH n apeny |eade?) ainjuap [euonen
*g|doad gz
130 JO JJe1S 1e1Ie)DIDS
9DOUR]SISSE |DIeasay L] paseq s|assnig e
SWIY JaquUaW JO Sa)e1D0sse ‘2doin3 Jo AWOUOD3 3y Ul 3|04 SIBQUIBW JO Aqg pajpuey si uoneldossy
pue saydueiq ‘Aleipisqns 0} uado - diysiaquiaw 3}IoMIaN n Buipueisiapun bunowoid Aq spiepueis [euoissajoid sasiey n ay1joiuswabeuely  m
ISy ueq JUSWISIAUL ‘sanAe Ad1jod d1ignd ur sisquuisw syuasaidal " spiepuels |euolissajoid
‘SwIY Me| se yons 10129s A1inba a1eAud 03 sadinles sabesane © $3NSSI Yans uo bupjiom
Buipinoid suoneziuebio pue ‘swiy 9dURINSUL pUe Syueq Ansnput jenuue pue Aayenb ‘Oad yum diysiaunied ug saa1IWwwod bunesado
se yans A1inba s1eand ul bunsaaul suoneziuebio ‘adoing ‘63 suonedijgnd pue yoieasal 1591e| s1aquiaw 01 Buljieay n 01 ‘51010311 JO pleog
9pISIN0 sannba a1eAld 03 uado diysiaquiaw 31e1dossy n S||Ys A1yl @dueyua wouy buibuel saipoq
adoin3 u1Ino paued s ssauisnq ujew 0] SI9qWIAW 0} $951N0D pue Bujulel) Juswabeuew sapinoid n Bunesado pue buiuianob s|assnug ul paseg (¥DA3J) uonepossy
asoym |eyided ainjuan pue Ayinbas ayeaud ul bunedidiyied sdoysyiom 5,U011RID0SSY B JO ‘€861 |exde) ainjuap pue
Al2Anoe suoieziuebio0} usdo diysiaquiaw |In4 n pue sadua19ju0d ‘eisodwis ‘sbunasw bupjiomiau Jeinbay n 00649AQ | 1ied au1e siaquuaw JO %S | n ul paysijqeisy Aunb3 s1eA114 ueadoing
N-ELIAEN NEEIAEL NOLLVYIDOSSY
40 SALLIMIGISNOdSIY /dIHSYIGWIW HO4 VI¥ALIMD SYIGWIW OL IDINYIS 40 'ON 3dN1IONYLS JHLLNOaVY NOILVIDOSSY




(=3
n
v
=4
w
O
<
=
<
=
(=]
=
>
w
x
=]
-4
O
=
1%
<
[T
wv
[
=
<
[+
=
0
=
o
v
>
E
%)
<
a.
<
(%)

"By UISYINOS

ur A1inba a1eand pue [ended ainjuan jo Juswdolaasap sy
2ouanyui ued Jeyy dnoib 1sa191ul [edads e bunuasaidal
saluedwod pue suosiad 031 uadQ - diysiaquia|y 21e1d0ssy

'S1S9AUL Y1 Yd1ym ul saluedwiod ayy dojpasp
pue pjing 03 buid|ay ui 3]0 9A11DE U 3K e) pue
!SJUBWISIAUI Bulyew Aj9A1De 37 pue edLY UIayInos
Ul JUSWI1SAUL SUO 15B3) 18 dpew bulaey Juswabeuew
Japun spuny Alnba a1eAud pue |elided ainjuan aney .
uawisanul A1inba a1eaud pue [eyded ainjuaa
ul dwn-[|nj pabebua saANdAXD padusLadxd dARY =
‘uteb [eyded wia) Huoj 03 winipaw ybnoayy Ajuiew
suJnlaJ s)1 ew pue sajudewod pajonbun 03 adueuy.
Aunba jo uoisinoid ay ‘ssauisng jedpund si se ‘aney .
*Aisnpui ay3 ul buipues poob jo aq .
JuawisaAul Aiinba
21eA1Id J0 [e1IdeD DINJUDA Ul POAJOAUI A|ADR D] =

‘sajepipued Juswioldwsa pue
s19%29s |eyded [enjualod Woly YIAYS WOy SdUaIy O
$95IN0D
Buiuje) pauondues YIAYS UO Sa1el [ennualdydld O
‘fonng Ainb3 a1eAnd/ended
2INUSA YDAYS/ONY [ENUUY dY) Ul uonedidied O
‘SI9qUIBW YIAYS
ay1 Jo £oMng Aiejes jenuue ue u ayedpiued oyuondg o
:dpnppul siaquidaw ||n4 Ag pakofua sabajiaud [edads .
siIaquiawi s1i Joj Bbuuren aziuebiy =
Ansnpul DA 3y Jojjeyaq uo buikqqo .
uonenbaiyds jowold =
uolssajoud ay) ul spiepuels [euolssajoid pue [edlyla ulejuely =
edLY WIBYINoS ul A1nba a1eaud
pue [eided 21NJUSA 10J JUSWUOIIAUS [e63] pue [edsy ‘S1eiodiod ay)
ur uswanoidw 1oy sjesodoid Ylum S31ILIOYINE JUBAS|DI DY) 9PINOI] =
S93]1S9AUI PUE SIO0ISIAU YO JUSWIAO|IAIP ||[eIBAQ =
diysiaquiaw 3Y3 UIYIIM S1DORIUOD UleUleW pUR 31R|NWNS =
Jlqnd ayy
BuIpN|dUl PIOM SPISING 3] PUE SISCWAW 0] UOIIEWLOJU] 91R[NdID) =

ey
uJdynos uj uoissajoud

Aisnpul 3d pue J 243 Ul S3Y21e9531 SNOLIRA ‘sIaqIRW
euald dIysIaqUBIN | 36 £11e5 pue sisquisw Eo_wvﬁ.cmmn_%mv:mub c“\_nE .co_”_mELovE_ IO = quuommm “SWLY Jaquiaw Aunbs areaud
‘WY JaquIaW a3 Joy AuB33ul pue wsieuolssajoid | ediyy UIayINos InoyBnolyy ssuswiasaaul A1inba s1eaud pue jeyded Sz J9n0 WO} UMBID 33110 pue [eydes ainjuaa (YIAVS)
4O [9A3] Y61y e S310UBp puUE A1ISNPUl 3Y) WOy 2INJUaA [RUOI}IBSURI] PUE [eUOISs3j0id Bjejnwins pue dojeAsd = | pue siaquisw aAINdaXa Jaquidw | oy ajowoid 03 dn3as uonepossy sisijended
JUSWISIOPUS JO [3A3] YBIY & sapiaoid - diysiaquia|y [|n4 |9A3] [PUOIIRUIBIUI PUB [UOIRU B3 B UOISS3joid Y1 s1uasaiday = | [Ny 0S 49A0 -LLuesisixo 19yl | Auedwod 1yoid-uou y 3INJUSA UBDLYY 4INOS
SY3aWInW EEINEN NOILVIDOSSY
40 SALMIFISNOISIY /dIHSHISWIW HO4 VIYILIKD SYIEWIW OL IDINYIS 40°ON FWNLONYLS 3HL Lno8Y NOILLYIDOSSY




51 « CAPACITY CONSTRAINTS FACING RISK FUND MANAGERS

Annexe: Workshop Report

1. Introduction

This report encapsulates the stakeholders workshop held in Nairobi at the Lenana House
Conference Centre on 13 November 2007.

The aim of the workshop was to have the stakeholders validate the findings of the study,
Capacity Constraints Facing Risk Fund Managers in Kenya, as presented in the consultant’s draft report.

Study Objectives

The objectives of the completed research are highlighted below.

i. Identify capacity constraints faced by risk fund managers in effectively serving the MSME
market.

ii. Identify how fund managers have built their current capacity and steps they intend to
take to build it further.

iii.  Identify global best practices of risk fund management.

iv.  Identify interventions to overcome the constraints.

V. Recommendations on how the proposed TA fund could be structured.

The rest of the report is divided into the following sections:

Workshop Facilitation

Participants

Workshop Program

Participants Proposals & Recommendations
Next Steps & Follow -up Actions

ounkhwnN

2. Workshop Facilitation

The workshop was facilitated by the Ministry of Trade and Industry, GrowthFin (FSD Kenya) and
InvesteQ Capital Ltd. The presentation of the findings was done by InvesteQ Capital Ltd.




3. Workshop Participants
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The workshop had 27 participants, all stakeholders in the SME finance industry in the
country. The participating individuals and their respective organisations are listed below.

‘ Participant ‘ Organization

1. James Kashangaki GrowthFin (FSD Kenya)

2. Milton Lore Bridgeworks

3. Edi Theiler Bridgeworks

4, Josiah Mwangi Apex Communications Ltd

5. Cecilia Mwende Apex Communications Ltd

6. Diana Onguso Apex Co mmunications Ltd

7. Sally Gitonga Business Partners International Kenya Ltd

8. Fred Kiteng'e GroFin Kenya

9. Tom Adlam African Agricultural Capital

10. | Anthony N. Gichini IFC SME Solutions Centre  -Kenya

11. | Dan Awendo InvesteQ CAPITAL Ltd

12. | Melissa Nyambura Inves teQ CAPITAL Ltd

13. | Eline Blaauboer TBL Mirror Fund

14. | Tom Okumu | & M Bank Ltd

15. | Patrick N. Kariuki Genesis Kenya Investment Management Limited
16. | Kiriga Kunyiha Aureos Kenya Managers Limited

17. Patrick Kariuki Kenya Association of Investment Groups

18. | George Odo Entrepreneurs Unite

19. | Sam Odhiambo Equity Bank Limited

20. | Michael Mithika J.M. Mantle & Co. Ltd

21. | Peter Kegode Technoserve Kenya

22. | Salma Mazrui Trans Union

23. | Lydia Olesi Ojiambo Ministry of Trade and Industry

24. | Stephen Odua Ministry of Trade and Indu ~ stry

25. | Robert A.Ng'onga Q/rlfdl\/llrlidigtr:\yp))etitiveness Project  (Ministry of Trade
26. | Sammy Muvelah Zimele Asset Management Company Limited
27. | John Kashangaki Strategic Business Advisor

c CAPITAL
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4. Workshop Program

The main items for discussion comprised:

= Remarks FSD, IFC and MoTl representatives

= Presentation of research findings from the study

= Feedback & comments on the presentation by the participants

= Final proposals & recommendations with input from the Ministry of Trade and Industry,
the IFC’'s SME Solutions Centre and GrowthFin.

= Proposed Next Steps —immediate steps to be taken as a follow-up to the workshop and
the study.

The detailed workshop agenda is attached in appendix A.

5. Remarks GrowthFin, IFC and MoTI representatives

The representatives of GrowthFin, IFC and the Ministry of Trade and Industry (MoTl)
provided introductory remarks, giving some more background on the purposes of the study.

In 2004 the World Bank provided a 5 year credit line of US$ 22 million to the Kenyan government
to be used towards the MSME competitiveness project. The Ministry of Trade and Industry (MoTI)
oversees the project, which has the following aims:

i. Increase access to finance for MSMEs:

a. GrowthFin through FSD looks into sustainable interventions that increase
financing to MSME s, e.g., longer term capital and possibilities of “downscaling” by
existing finance providers like banks.

b. Support to SME risk capital funds for both local fund managers and the new
established BPI which adopted a successful model from South Africa.

ii. Capacity building :
a. USS$ 2.5 million TA fund towards investees of BPI
b. USS 4 million general TA fund (see below), managed by IFC's SSC

iii. Encourage linkages
iv. Improve entrepreneurial environment.

Before disbursing the US$ 4 million TA fund, IFC, MoTl and GrowthFin wanted to determine
through a study, the capacity constraints facing local risk fund managers in effectively
Financing MSME. MoTl had also advertised in the local dailies for expressions of interest

in the US$4 million TA fund, but received very low response. This workshop would also
serve to address this issue and underst and better how to deal with the various challenges
faced by local risk fund managers.

cCAI'I'I'AI.
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6. Participants Proposals and Recommendations

The following proposals and recommendations were gathered from the feedback and
comments on the presentation by the different groups during the breakout session.

6.1 Comments on Characteristics of Good Risk Fund Management identified from the Desk Study

Characteristics/Benchmarks Partici pants’ Comments
Fund structure — structures that align =  Fund structure must be aligned with  the funds’
the interest of manager and investors to investment strateg ies and respective deal types.

address the following:

= Sufficient management fees.

= (Carried interest.

= Fund/ Investment horizon in the
range of 8-10 years

Returns - IRRs (gross average) above =  When comparing with bench marks from more

25%. developed markets, t here is need to take into
account that one first needs to understand the
specific local SME environment.

= Inthe case of required benchmark returns at an
average IRR of 25% , there is need to caution the
investors coming in to this market that the
higher perceived risk is not necessarily offset
against higher return.

6.2 Comments on MSME Definition

= The MSME definition adopted by the risk funds should be flexible enough to allow for
instance, a company with few employees but with significantly high turnover . Thus
absolute definitions restrict potential players.

= The difficulty to define the MSME sector is also reflected by the fact that local risk fund
managers themselves do not understand the MSME industry. There is need for capacity
building specifically to MSME finance as it relates to risk funds, just like the required
capacity in microfinanc e provi sion has been built over the last 20 years, through grants
and soft loans . Thus local risk funds could look into funding and the necessary support
from organizations such as USAid and the Ford Foundation

= There is a need, for the study purposes, to define the type of MSME finance that should be
targeted with the anticipated TA funding. |t was agreed that this is longer term, risk
finance, through a mix of equity and debt .

= There is also the need to define “TA”, which should be targeted at mitigating the above
mentioned risk (long term nature of the finance).
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6.3 Proposed Solutions to Capacity Issues Identified from the Field Work

Capacity Issue

Participants' Comments/ Proposed Solutions

Limited experience
and skills of the fund
and the respective
fund managers.

Overall, it was agreed that setting up a Venture Capital Association
(“WCA") is a very good idea in providing support towards risk fund
managers in many ways, e.g., building capacity through training.

The capacity building to be provided should be really focused on
training risk fund managers on understanding MSMEs and MSME
finance.

Need for interventions that will provide TA to support experienced fund
manager s to work with a risk fund lacking in experience.

Kenyans in Diaspora with the relevant experience and skills could be
approached to act as mentors to local risk funds.

In the long term, see how university curriculum can include private
equity/ venture capital courses.

The individual risk funds should provide a platform (through the
proposed VCA) to share info rmation and skills among themselves up to
the levels that are allowable, i.e. without the risk of losing their
competitive edge.

Local risk funds should share information and skills by co-financing

Limited resources for
efficient operation of
the funds

Set up of a venture capital association (VCA) to promote best practice,
research and set standards to instill confidence in the market, promote
policy building and lobbying for members, e.g. for tax incentives

Limited human and
due diligence
experience

Provide TA at both pre and p ost investment level to cover the expenses
incurred in the due diligence process.

Advisory board - for example the proposed venture capital association
(VCA) could provide a pool of industry experts to act as an advisory
board to the local risk fund managers.

Pool synergies from the different local risk funds.

Have a mentorship program through the VCA to encourage
professionals in this market to work with risk funds.

Consolidation of small funds to enhance th eir capabilities

Have a mentorship program through the VCA, e.g. retired professionals.

Inadequate and
unreliable market
sector studies .

The studies could be provided by the proposed VCA, against a
subsidized fee. The VCA could also influence other organizations like
the Kenya Institute of Manufacturers, Kenya National Central Bureau of
Statistics and the Chamber of Commerce to collect market data and
carry out studies . The information collated in this case should include
relevant business information and data.

It was proposed that the risk fund managers should assist these
organizations in developing the required questionnaires to gather the
relevant information.

In addition, the VCA could carry out studies in certain sectors.

Demanding
shareholders/
Inv estors

The proposed VCA could develop appropriate reporting standards.

The risk funds should provide detailed/ comprehensive reporting to
their respective shareholders where all issues are adequately addressed.
This would include providing different reporting variables as required.

The risk funds should educate their respective investors about what to
expect from this market in terms of return and limitations.

For guidelines on reporting and content, risk funds could refer to the
IFC SME toolkit (www.ssc.co.ke ) or the EMPEA toolkit
(www.emepeatoolkit.org ).
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Capacity Issue Participants’ Comments/ Proposed Solutions

Inadequate/ = Through the VCA, create standards that can be adopted by all the
unreliable players.

management

information systems

Challenge of deal = Each risk fund manager should implement their own marketing strategy

flow sourcing and communicate their investment parameters well towards MSMEs

and towards other fun d managers.

=  Through the proposed VCA, promote networking in the industry such
that specific applications and requests for venture capital funding are
channeled to the appropriate risk fund

= The risk funds should take the initiative to educate the market, the
business community and relevant stakeholders on the working of
private equity and venture capital. This could be done through
conferences or other forums.

= Develop an SME deal depository — the risk fund managers could team
up and approach an independent organization which has the capacity
and interest to provide this kind of service , has an adequate budget for
advertising, does the screening of prospective investees and templating
with respect to the varying investment strategies of the risk funds. Such
an organization would likely be  financed through grants.

Exit management - = “A good exit starts with a good start: ” i.e. it is more likely that good
market investments will always be able to be exited: The risk funds should look
underdeveloped thus into proper exit management strategies before investing and implement
providing few exit the exit strategy well.

options

6.4. Comments & Proposals on the Anticipated Technical Assistance

Structure

There were different thoughts and proposals as to the structure of the fund as highlighted

below:

= One suggestion was that it should be disbursed as a grant, as there will be sufficient
organizations , e.g. the Bill Gates Foundation who would be will ing to support the TA
funding. A good point of reference is the local microfinance industry that has come a long
way but is now well established.

= A mechanism for insurance should be worked into the loan provision to ensure recovery
of the loan.

= The role of fund manager in disbursing the funds to investees creates a conflict of interest
because the fund is also the one evaluating which investee is eligible for TA. This was also
raised as an ethical issue. However, participants resolved that the decision of whether or
not to lend to an investee company should be left to the fund manager.

= Thereis n eed to find out whether there is a precedent where a TA fund is given as a debt
and draw conclusions from such a structure

= A proposal was put forth for the fund manager to “go Dutch”, i.e., share cost s of the TA
with the investee. In addition, the risk of return should be borne by both investees and
risk funds since the TA is beneficial to all parties concerned.
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= |t was mentioned that the reason for payback by the investee is to ensure :
- sustainability of the fund and making sure the SMEs are accountable.
- the funds are used as intended.
- a revolving facility.
- accountability by the SMEs.

= There was a proposal to charge the TA at the same interest as the respective funds’ costs.

= Theissue was raised as to whether the fund manager could also be the BDS provider.
This would also be at the discretion of the fund manager if they are managing the TA
themselves.

Services
= The s cope that the proposed TA could be used for might be limiting thus need for
flexibility by the administrator/ manager to cater for the different and unique SME needs.
= To cater for an immediate need, include a training component for risk fund managers for
specific modules on private equity and venture capital training.

Amount

= The actual figure should be based on a realistic amount based on the different fund sizes .

= The TA fund available to BPI (US$ 2.5 million ) provides TA up to a maximum of 30% of
the investment in a particular SME or investee.

= Participants agreed that the TA fund available (US $ 4M) may not be suffcient for all the
needs and capacity constraints highlighted in the study and during the workshop, but it is
possible to grow the amount.

= One suggestion was for the threshold to be for investments below US $ 50,000.

Other Pertinent Issues

= Participants concurred th at any recommendations proposed on the TA Fund should not
be rushed.

= The participants expressed the need to understand the use and scope of services possible
with the anticipated US $ 4 million TA Fund. The IFC representative explained that the
components to be considered for funding were those that would enhance the investees’
business processes as opposed to issues that would be fundamental to the deal process
with the risk fund manager. Appendix J of the main report provides this information as
detailed in the Request for Applications to the Pool of Fund Managers for TA Fund.

= Risk fund managers were encouraged by the Ministry of Trade and Industry
representatives to apply for the fund when the advertisement comes up again.

6.5. Comments on the Case Study:

= There was a proposal to consider having more than one case study for comparison
purposes.

= Participants greed that there were certain components of the BPI model that are difficult
for other funds to copy, specifically the issue of deal flow where BPI has the advantage of
working with the SSC on this component. There were various proposals to this end:
- That the SSC could work with other fund managers as well to provide deal flow.
- A body should be set up suited to source deals specifically for the risk fund fraternity.
- Work with existing institutions that can do this as part of their business.
- A call to fund managers should be more open to their peers and allow for among other
issues, cross referencing of deals.
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6.6. Other Comments , Proposals and Recommendations

= There is need to i dentify issues that prevent other groups of local investors from investing
in the local risk funds.

= There is need for stakeholders to determine the real constraint , i.e. the weakest link in
understanding the unique nature of the MSME market from both qualitative and
quantitative aspects and provide solutions on this basis. For instance, the risk fund
industry is one where a very specific skill set is required.

= Given the fact that it is difficult to use commercial funding (from the fund profits) to
resolve most of the constraints as identified, grant funding plays an important role in
bridging this gap .

= Risk funds should have a “minimalist” approach, i.e. by cherry picking the right SMEs to
invest in and focus on their venture capital bus iness. Other specialized business
development, organization(s) will provide the much needed BDS services . Again, a point
of reference is the lessons learnt in microfinance industry.

= Qverall, s ignificant public funding is needed to develop and scale the risk fund market in
Kenya and greater effort by the risk funds should go into sourcing for these funds.

= A proposal for tax incentives for risk funds will play a big role in reducing the costs for
risk funds. In this respect, the risk fund managers together need to determine the
threshold that would be applied.

= Risk funds could also work with other specilc f unds to provide venture capital to various
initiatives, e.g., consolidating the interests and strategies of different small funds like,
youth funds and womens' funds.

= Leasing - stakeholders should educate the government on how this can be introduced to
provide the benefit to SMEs.

= The risk fund managers could also act as a voice for the SMEs on various fronts as applicable,
for instance, where various poli cy issues affect the SME players.

7. Next Steps and Follow-up Actions

Participants agreed that the following steps should be taken up immediately:

= A meeting will be organized in early 2008 for all SME risk funds to meet with FSD
Kenya to review the proposal for the establishment of a local venture capital
association and see how this can be instituted.

= The participants that attended the workshop will be invited to take part in another
stakeholders’ workshop following a study on the Local Long Term Fund Availability
that has been commissioned by FSD Kenya. The dates will be communicated to
participants in due course.

= The advertisement by the Ministry of Trade and Industry for Request for Applications
to the Pool of Fund Managers for TA Fund will be re -worked and sent out to fund
managers to invite them to apply for the US $ 4 million TA Fund .
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