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EXECUTIVE SUMMARY

Access to finance is generally regarded as a major impediment to the development of micro-,
small- and medium-sized enterprises (MSMEs) in the East African region. The problem is perceived
fo be particularly severe in the case of innovative firms. The purpose of this study is fo shed light
on the magnitude and severity of the financing gap faced by innovative MSMEs and to
formulate recommendations for operational measures that could alleviate the constraints
identified. The study covers four countries: Ethiopia, Rwanda, Tanzania and Uganda. It focuses

on innovatfive ventfures active in three lines of business (sectors): (i) informatfion and
communication technologies (ICT), including IT-enabled services such as business process
outsourcing; (ii) climate technology (off-grid power systems, biofuels, etc.); and (i) innovative

agribusiness activities (producers and distributors of agricultural input, agricultural processors,
etc))
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Key Findings

Sources of Financing for Innovative Firms. There are 21 investment funds currently operating (or
about to start operating) in at least one of the four countries. The size of these funds ranges from
as little as $1 million up to $170 million. Investment funds provide risk capital (in the form of equity,
loans and quasi-equity instruments) to firms operating in a variety of sectors. Activities in ICT,
agribusiness and climate technologies aftract a considerable share of investments. However,
the focus is on investments in the growth stage, with a preference for deals worth $500,000 or
above. Only one third of the funds focus on smaller deals (i.e., below $200,000) and even fewer
actively consider early-stage ventures. Commercial banks display a growing interest in working
with MSMEs. Lending levels are sfill limited (especially in Rwanda and Ethiopia), but definitely on
the rise. Lending to MSMEs is increasingly supported by a series of credit guarantee schemes and
by the availability of IFl/donor-funded credit lines. However, problems persist in the financing of
newly established ventures, as very few banks will lend to businesses without any track record.
Commercial sources of finance are complemented by a variety of grant schemes. A number of
East African firms have benefited from grant funding, especially in climate technologies and
agribusiness, where grants are sometimes quite substantial (from $100,000 to $1 million).



However, in many instances grant funding has been provided without much linkage with other
sources of funding, thereby reducing its impact.

Financial Sector Overview
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ERITRE ,Qcy‘ € Son Ethiopia Privaie banks have been
Asmara i CElCK L] expanding overtime, but state-owned
o o banks still account for more than 50%

: of assefs. lending activities are

consirained by restrictive regulations
and in 2011 stood at @ modest 16
percent of GDP. Private equirz activities
are at a very early stage, with only one
investment fund with a stable presence
in the country (but two more are in the
fundraising phase] and there is no
capital market.

: Indian Ocean

Uganda The banking sector is dominated by foreign-owned
banks and only the development bank is still in state hands.
lending increased rapidly during the 2000s, reaching 20 percent

of GDP in 201 1. Capital market activities are very limited (only
14 companies listed, with little trading), but the country is home
to a couple of medium-sized investment funds plus some smaller
funds focusing on seed and start-up financing.

Rwanda The government still
exerfs significant influence in the
banking sector, through de facto
control  of the two leading
commercial banks and ownership
of a very active development bank.

The government also set up several
credit guarantee facilities, but
lending s still limited, ot a paltry
4 13 percent of GDP in 2011.
Capital market activities are
minimal (just four companies listed).

There are only two small investment
funds, but the country is also
aftracting equity investments from
'} regional funds based in Kenya.
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Tanzania The banking sector is largely in private hands,
with foreign-owned or participated banks accounting for
about 50% of assets. lending has been steadily increasing
overtime, reaching 21 percent of GDP in 2011. The first
investment funds were set up in the 1990s and now the
country is the main area of operation for some regional
players. The capital market is very small (less than 1 percent
of the value of frading in Nairobi).

Features of East African Investment Funds

Investment Fund EEral Fund.S.lze Regional Presence and Status
Launch US million

Acumen Fund 2001 69 Global fund. Regional office in Kenya cn'd also active in
Uganda, Rwanda and Tanzania. Operational

African Agricultural Capital Fund 2011 5 Fur)d boseq in Ugondq, but active across the whole East
African region. Operational

African Seed Investment Fund 2009 12 Furjd boseo_l in Ugcmdq, but active across the whole East
African region. Operational

BPI Rwanda SME Fund 2011 8 Fuqd focusing on chndg, managed by South Africa’s
Business Partners. Operational

Damascus Capital Growth Fund 2013 30 Fund focusing on Ugondo. Currently fundraising, expected
to be launched during 2013.
Fund focusing on Ethiopia. Currently fundraising, with

TS T A A0S e closing expected for fourth quarter 2013.

eVentures Africa Fund 2010 Pan African fund, with regional office in Kenya but also

considering deals in other East African countries.



Fanisi Venture Capital Fund
Fusion African Access
Grassroots Business Fund
GroFin Africa Fund
Innovation Catalyst Fund
InReturn East Africa Fund

LGT Venture Philanthropy
Mango Fund

Persistent Energy Partners

Prometheus

Rift Valley SME Fund 1

Savannah Fund

Schulze Global Ethiopia Growth
and Transformation Fund

TBL Mirror Fund 2

Stage of Financing and Typical Deal Size

BPI Rwanda,
Grofin, ICF
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Operational

East African regional fund, with office in Kenya but also
active in Uganda, Rwanda and Tanzania. Operational
East African regional fund, with office in Kenya but also
active in Uganda, Rwanda and Tanzania. Operational
Global fund, with office in Kenya but also active in
Tanzania. Operational

Pan African fund, managed by South Africa’s GroFin.
Offices in Rwanda, Uganda and Tanzania. Operational
Fund focusing on Ethiopia. Currently in the process of
being set up, with launch expected during 2013

East African regional fund, with offices in Kenya and
Tanzania and also active in Uganda. Operational
Global fund, with office in Uganda and also active in
Tanzania and Ethiopia. Operational

Impact fund, focusing on Uganda. Operational

Pan African fund, with office in Tanzania and active in
Uganda. Operational

Pan African fund, but with strong focus on Uganda,
Tanzania, Rwanda and Kenya. Currently fundraising, with
first closing expected in early 2013

East African regional fund, with focus on Ethiopia and
Uganda. Currently fundraising, with first closing expected
in March 2013

Pan African fund, but with strong focus on East Africa
(Kenya and Tanzania). Already operational but sfill in the
process of raising funds

Fund focusing on Ethiopia, managed by Singapore-based
Schulze Global. Already operational but still raising funds
East African regional fund, with office in Kenya. Currently
fundraising, with first closing expected in September 2013

AACF, inReturn, Schulze,
4 Empact, Rift Valley

$1,000K $2,000K



Features of East African Banks

" Total Assets  Loan Portfolio

Bank (Country) (US million) (US$ million) Nature and Ownership
Commercial Bank of Ethiopia (Ethiopia) 6,536 4,323 Commercial bank, fully state-owned
Dashen Bank (Ethiopia) 840 455 Commercml bank, owned by national private
investors
Zemen Bank (Ethiopia) 89 37 Qommeraol bank, owned by national private
investors
Bank of Kigali (Rwanda) 472 201 Commercial bank, majority owned by the

state and social security fund
Development bank, majority owned by the

ez e e b G REvE e 142 108 state and social security fund, with DF

(Rwanda) S
participation

FINA Bank (Rwanda) 20 12 Qommercml bank, controlled by foreign
interests (Kenya)

. Microfinance bank, controlled by foreign

s e e el e I interests (Germany), with IFI/DFl participation

CRDB Bank (Tanzania) 1,682 903 Commercml.bcmk: owned by DFI, pension
funds and private investors

Tanzanian Investment Bank (Tanzania) 193 115 Development bank, fully state-owned

Centenary Bank (Uganda) 378 209 Mlcroflnopce bank, owned by catholic
organizations

DFCU Bank (Uganda) 381 197 Commercial bank, majority owned by DFI

Uganda Development Bank (Uganda) 51 .. Development bank, fully state-owned

FINA Bank (Rwanda) 20 12 F:ommercml bank, controlled by foreign
interests (Kenya)

. Microfinance bank, controlled by foreign

(S LS VL)) = & interests (Germany), with IFI/DFl participation

CRDB Bank (Tanzania) 1,682 903 Commermol'bonkt owned by DFI, pension
funds and private investors

Tanzanian Investment Bank (Tanzania) 193 115 Development bank, fully state-owned

Centenary Bank (Uganda) 378 209 M|crof|nopce bank, owned by catholic
organizations

DFCU Bank (Uganda) 381 197 Commercial bank, majority owned by DFl

Uganda Development Bank (Uganda) 51 . Development bank, fully state-owned



Recently Approved IFl/Donor Initiatives in Support of MSME Lending

Regional Schemes (also covering other East African counfries)

e European Investment Bank: US$ 33 million credit line to East African Development Bank for leasing operations
* Netherlands: US$ 50 million credit line to PTA Bank for the financing of medium sized private projects

e |FC: US$ 100 million credit line to Equity Bank Group

e [FC: US$ 105 million credit line to Kenya Commercial Bank (but mostly for housing)

Ethiopia

|Uganda o~ WA e IFAD: US$ 29 million credit
* European Investment Bank: US$ 50 == lline for rural enterprises,

million ‘private enterprise facility’ with
five banks

e Kuwait Development Fund: US$ 10
million credit line with UDB

® World Bank: US$ 7 million facility for
the financing of renewable energy in
rural areas

® |FC: US$ 5 million SME credit line to

channelled through MFI

® World Bank: US$ 42 million
credit line with DBE for women
entrepreneurs and US$ 40
million facility for the financing

| of private sector renewal energy

& energy efficiency projects

- Bank of Africa

| Rwanda

e European Investment Bank: two
private sector financing faciliies with
4 RDB and Bank of Kigali, for a tofal of
about US$ 17 million

® [FAD: US$ 3 million credit line for the
financing of rural MSME

o AfDB: US$ 8 million credit line
Competitiveness and Enterprise
Development Project

® France: US$ 20 million SME credit
line with Bank of Kigali

| Tanzania

__{ * ADB: US$ 22 million Small Entrepreneurs Loan Facility
8l » DANIDA: US$ 1.2 million subordinated loan to CRDB

Bank

® World Bank: US$ 23 million rural/renewable energy
credit line

o [FC: US$ 5 million credit line for the development of
leasing and US$ 4.5 million SME credit line to Bank of




Funding Available through Grant Schemes

= - — e —
Regional Schemes (also covering other East Africa countries)

o Africa Enterprise Challenge (¢ US African Development| ¢ USAID Development
Fund: US$ 250,000 - 1.5 million | Foundation: granfs typically in the US$ | Innovation Ventures: grants
grants and soft loans to innovative [ 100 — 200,000 range for small scale | typically in the US$ 100 - 200,000
agribusinesses, with special window | rural businesses (mostly for coops, but also | range for innovative projects in
for climate adaptation. Active in |for private agro-processors, dealers and | climate change, agribusiness, efc.
Rwanda, Uganda  and |service providers). Active in Rwanda, | Active in Ethiopia, Tanzania and
Tanzania (dedicated window) Uganda aond Tanzania Uganda

4 p
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Ethiopia
* Ethiopia Competitiveness
Project (World Bank): US$
15,000 grants (plus access fo
lending] to promoters of innovative
ventures/recently established firms
* Matching Grant Fund
(Nethorlcngs): us$ 20,000
grants for innovative business
models in agribusiness

| * Business Uganda Development
/IScheme (DFID): grants up to US$
350,000 to agro-processing and other
A rural businesses in Northern regions

¢ Energy for Rural Transformation

| Project (multi donor): grants to solar
| distributors for expanding outreach to rural

{lareas (variable amount)

Tanzania

e TANZICT (Finland): US$ 5 - 10,000 grants to
ICT ventures graduating from business incubators

¢ Lighting Rural Tanzania (World Bank):
grants worth up fo US$ 100,000 fo innovative off-grid
lighting ventures with potential for scale-up

e Energy and Environment Partnership
(Finland/Austria): grants in the US$ 100 —
200,000 range for climate technology innovations

HfRwanda

e ESME Trust Fund (World
Bank/Russia): grants up to
US$ 100,000 to distributors of
off-grid lighting devices

¢ Technological Innovation
Support Fund (IFAD): grants
up fo US$ 15000 for
innovations in agribusiness




Sources of Funding - Pre and Post Revenue Financing

Pre-revenue Post-revenue



Financing Needs Voiced by Innovative Ventures. The scale of financing needs voiced by
innovative firms varies considerably. The amounts sought by ICT ventures are comparatively low:
At the seed stage, new software/web development ventures usually do not need more than
$10,000. Funding requirements obviously increase as ICT ventures move beyond the initial
development stage, but nonetheless the amounts sought rarely exceed $150,000. In agribusiness
and climate technology, typical financing needs tend to be in the $100,000-$300,000 range, but
more complex agricultural processing operations, biogas plants and pico/mini-hydro power
plants require higher investments, from $500,000 upwards. The nature of financing needs also
varies. In the case of software/web development ventures and of certain support activities in
agribusiness (e.g., certification bodies), funding is mostly required for intangible investments
(oroduct development, hiring of expertise, etc.) Funding for working capital is important for the
distributors and installers of home energy devices (solar lamps and lanterns, solar home systems,
etc.), while in agricultural processing, financing for the production of biofuels and mini-grid
schemes is mostly for investment in fixed assets.

Regional Overview of Target Sectors

| o : -
< Ethiopia
® |CT: more than 400 firms, including many small and
very small IT services and software developers, but also
some large operations set up by Diaspora investors.
Some examples of local assembling. Communications
and connectivity services still controlled by the state.
o Agribusiness: some 800 formal agro-processing
Y firms, plus an unspecified number of micro, informal
"4 operations. More than a dozen private seed producers

\/2\’ and fewer initiafives in other support

S industries and services.
ETHIOP

—
Uganda
® ICT: 1,300 firms, of which some 450 in compu-
fer programming, consultancy and related acfivities.
Over 50 BPO, also thanks to Government support
(@ BPO incubation center recently set up).

e Agribusiness: about 6,000 agro-processors,
but more than half operating informally and four fifth
are of micro size. Some 1,000 agro-input dealers,
but only a dozen involved in production and/or
|| processing.

e Climate Technology: beside hundreds micro
| producers using rudimentary equipment, there are a
couple of large cook stove producers and a dozen
of operations manufacturing up to 200 tons of clean
fuel briquettes per year. The number of solar compa-
nies is on the rise (currently, over 30 firms).

o Climate Technology: some 15
firms active in solar systems, plus an
unspecified number of biogas
producers and a large number (above
600) of small scale,
home-based cook stoves
producers (some larger
operations are there, but
represent the exception).

1~

p <
Rwanda

. ICT:possibly up to 200 firms, mostly -

X Veg/ sm(ﬂlvopercﬁonls. O?ive % IT-‘S;EMFC% | | Ia;z'zTcmc:s'H over 1,000 firms, usually ver
and sortware applications, with few : ! Y, / Iins, s

examples of BPO,p f:)urrenﬂy éromoted by | small ogerotioﬁs involved in web desi;ningY

the Government. [T-related training, development of applications.

* Agribusiness: some 50 formally A few examples of sizeable BPO operations, also

~ Jestablished, mostly small- and medium- ( g \_- active in other countries.
| | sized, agro-processors. A handful of input 5 - e Agribusiness: some 8,000 agro-processors,
producers, likely fo increase soon thanks ' ' mostly very small, traditional operations. Around

20 agro-input producers and an unspecified but
small number of firms in support activities.
e Climate technologies: around 20 solar

L /to the impending privatization of the
fertilizer market, and of firms in support 'ANZANIA
services. .

)

e Climate Technology: some 40 — 50 companies (including some Kenyan subsidiaries),
firms, includin developers  of &) supported by numerous importers, dealers and
/)

installation technicians. A handful commercial,
recently established enterprises using briquette
technology, biogas pilot plants, and private
developers of mini-grid schemes.

pico/mini-hydro schemes, importers and
producers of stand-alone systems (e.g. &
solar) and some initiatives in bio-fuels. f




Typical Financing Needs in ICT sector

10,000k o " US$

1,000K

Financing needs to kick-start
operations (staff recruitment

100K

10K ;

Higher amounts for the setup of brand-new,
medium-sized initiatives, up to US$1 million.
Smaller amounts requested for the expansion of
small-scale operations (US$ 100,000 - 200,000)

Software / web Software / web BPO Hardware
development development fi (manufacturing /
(new ventures) (start-up / development) operations assembly)
Typical Financing Needs in Innovative Agribusiness Sector
__ inUS$ .
10,000K 7 Financing requirements to expand production / Growih financing needs of industrial operations
processing capacity and/or distribution network (processing / export of fruits and vegetables)
typically between US$500,000 and 1 million in the US$500,000 -1 million range

1,000K

10K

Agro-inputs
production/processing

Agribusiness
supporting services

Agro-processing



Typical Financing Needs in Climate Technology Sector

in US$
10,000K ~
Funds sought to sfe' up pi!cg
bi lant us
Sizable amounts (US$1 million) needed 788?80%?2 fegvomﬁﬁgn:

to expand operations af regional scale

1,000K

100K +

10K

Off-grid, household- level energy Biomass Biogas
access systems / devices briquetting plant

Mini-grid

Extent and Severity of the Financing Gap. Evidence suggests the existence of a financing gap for
transactions worth up to $500,000, with more severe problems for ventures seeking up to
$100,000. Problems in accessing finance are much less severe for transactions exceeding the
$500,000 benchmark. Financing needs above this level are typically voiced by enterprises that
have already been in operation for some time, and there are several sources of funding that
can be tapped. Obviously a positive reply is not guaranteed, but the problems experienced are
due more fo the specific nature of the deals (some initiatives may not be worth financing) than
to structural constraints. The financing gap is more severe in the ICT sector, as the amounts
sought by innovative ICT firms are typically too small to constitute an attractive proposition for
investment funds and most banks regard new ventures as too risky. The problem is less acute in
the case of agribusiness and climate technologies, where the volume of potentially accessible
resources is much greater (with several sizeable IFl/donor-funded credit lines and grant
schemes) and offers are more aligned with needs. Still, access to funding is far from guaranteed,
especially in some emerging lines of business (e.g., biogas plants).



Financing Gap by Sector
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Financing Gap by Country
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Possible Measures to Alleviate the Financing Gap

The diversified nafure of financing requirements voiced by innovative firms suggests the
adoption of a differenfiated approach. In the case of financing needs characterized by a
stfrong intfangible investment component, risk capital interventions are the most appropriate
solution. Financing needs associated with working capital requirements and/or investments in
fixed assetfs are in principle better served by debt financing insfruments. In the case of very small
financing requirements, i.e., up to about $20,000, recourse to grant funding appears to be the
most advisable solution, although some synergies with other financial instruments can be
envisaged. Based on the above, four options for interventions are possible: two in the area of risk
capital, one targeted at facilitating bank lending, and one squarely addressing the financing
needs of ventures at the seed stage.

The first option for increasing the volume of risk capital would involve setting up a dedicated
early stage investment fund. The fund would focus primarily on deals in the $50,000-$200,000
range, with the possibility of larger investments (up to $500,000). The fund could be structured at
the regional level, but would require a local presence in all the countries, either directly or
indirectly. Given capital of about $10 million to be invested over a period of five years, the fund
could handle a total of some 50 investments, with an average size of about $150,000 per
investment. The inevitable complexity of making multiple small investments and the need to
ensure a strong presence on the ground would entail significant administrative costs, estimated
at some $2 million.

As an alternative to a dedicated new fund, it may be possible to cooperate with other
investment funds in order to re-orient their activities towards smaller investments. One possibility
would be to invest in some funds that are atf the fundraising stage, with a view to influencing the
definition of their investment policy. A second possibility would be fo set up a technical
assistance facility that could cover the higher costs incurred by investment funds in the case of
non-mainstream deals (i.e., deals below the usual thresholds). The scale of this opfion varies
depending upon a variety of factors. In general, in order fo have reasonable influence on the
operations of an investment fund, an equity contribution of at least $2 million should be
considered, while a technical assistance facility assisting five investment funds would require
about $1.5 million.

Facilitation of bank lending could be achieved through the establishment of a credit guarantee
mechanism aimed at encouraging banks to consider financial transactions beyond their usual
comfort zone. This could involve the creation of dedicated “innovation windows” within existing
credit guarantee schemes or the establishment of guarantee faciliies hosted by business
incubators and specifically targeted at supporting incubatees upon graduation. Credit
guarantee schemes are typically highly cost effective, and even modest allocations could
achieve a significant impact (e.g., a $3 million facility could easily support lending worth up to
$18 million, assisting 90 firms to borrow an average of $200,000 each).

Finally, the financing needs voiced by innovative ventures at the seed stage could be
addressed through a grant scheme that would provide grants in the $10,000 to $20,000 range. Its
management could be entrusted to business incubators and similar support structures. Unlike
most existing grant schemes, which operate in isolation, the seed-grant scheme would involve
collaboration with banks or other financial intermediaries, so that grant money could be used to
leverage additional financing. Based on the experience of a recent World Bank initiafive in



Ethiopia, grant facility of $2 million (fo be distributed among half a dozen incubators) could help
raise an additional $4 million, which would benefit some 130 new ventures.

Features of Proposed Options

{ Gap Resources MSME

Options Leverage Risks/Challenges

Addressed Needed Assisted

= High administrative costs (at least 20% of total
#1 - New early stage  US$ 50 - Us$ 10 2 times 50 budget, maybe more)
fund 200K million = Long process for establishment

= Difficult to involve insfitutional investors

= Small pool of funds potentially interested in

#2A - Investing in US$ 150 — Us$ 2 3_5times  15-20 collaborating
existing funds 500K million = Long negotfiations to influence investment policy &
operations
i Ir.\fluencmg' . US$ 100- US$ 1.5 . = Possible resistance from funds' general partners
operations of existing o 5 times 30 T
funds 300K million (principal — agent problem)
#3A - Cooperation US$ 50 - Us$ 3 6 times 90 = Risk of limited utilization due to difficulties in
with existing CGS 400K million ‘objectively’ defining innovative firms
#3B - Guarantee US$ 2 » Incubator capacity of managing the facility
facilities with US$ 100K< o 2 times 80 = Possibly, long negotiations with banks to agree on
million "
Incubators ferms (depends upon local conditions)
= Possibly, long negotiations with banks to agree on
#4 - Grant scheme Us$ 2 . "
linked to bank lending US$ 20K< million 2 times 130 terms (depends upon local conditions)



