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UNITED STATES INTERNATIONAL DEVELOPMENT COOPERATION AGENCY

AGENCY FOR INTERNATIONAL DEVELOPMENT
WASHINGTON. D C 20523

PROJECT AUTHORIZATION

Name of Country/Entity: Republic of Kenya

Name of Project: Rural Private Enterprise
Number of Project: 615-0220

Number of Loan: 615-T-020

Number of Grant: 615-0220

1. Pursuant to Section 103 >f the Foreign Assistance Act of
1961, as amended, 1 hereby authorize the Rural Private
Enterprise Project for the Republic of Kenya (the "Cooperating
Country") involving planned obligations of wot to exceed
$24,000,000 in loan funds and $12,000,000 in grant funds over &
two year period from the date of authorization subject to the
aveilability of funds in accordance with the A.I.D.
OyB/allotment process, to help in financing foreign exchange
and local currency costs for the project. The planned life of

the project is 5 years and 8 months frém the date of initial
obligation. '

2. ®he project provides: loan funds to intermediate credit
institutions for lending to rural private enterprises; grant
funds for technical and management assistance and training to
rural entrepreneurs; grant funds to private voluntary
organizations for. financial management, technical and training
assistance to small scale enterprises and enterprise groups;
grant funds for project monitoring and evaluation.

3. The Project Agreement, which may be negotiated and executed
by the officer to whom such authority is delegated in
accordance with A.I.D. regulations and Delegations of
Authority, shall be subject to the following essential terms
and covenants anc major conditions, together with such other
terms and conditions as A.I.D. may deem appropriate,
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4. (a) Interest Rate and Terms of Repayment:

The Cooperating Country shall repay the loan to A.I.D. in U.S.
Dollars within forty (40) years from the date of first
disbursement of the loan, including a gracg period of not to
exceed ten (10) years. The Cooperating Country shall pay to
A.I.D. in U.S. Dollars interest from the date of first
disbursement of the loan at the rate of (a) two percent (2%)
per annum during the first ten (10) years, and (b) three
percent (3%) per annum thereafter, on the outstanding disbursed

balance of the loan and on any due on unpaid interest accrued
thereon.

(b) Source and Origin of Commodities, Nationality of
Services:

Commodities financed under thke lvan shall have tneir s>urce and
origin in Kenya or in countries included in A.I.D. Geographic
Code 941 except as A.I.D. may otherwise agree in writing.
Commodities financed under the grant shall bave their source
and origin in Kenya or the United States except as A.I.D. may
otherwise agree ip writing. Except for ocean shipping, the’-
suppliers c! loan-financed commodities or services shall have
Kenya or ccuntries included in A.I.D. Geographic Code 941 as
their place of nationality, except as A.I.D. may otherwise
agree in writing. Except for ocean shipping, suppliers of
grant-financed conmodities or services shall have Kenya or the
United States as their place of nationality except as A.I.D.
may othervwise agree in writing.

Ocean shipping financed by A.I.D. under the project shall,
except as a.I.D. may otherwise agree in writing, be financed
only on flag vessels of the United States for grant-financed
commodities or of Kenya or countries included in A.I1.D.
Geographic Code 941 for loan-financed commodities.

(c) Conditions Precedent to Disbursement:

Prior to any disbursement, or the issuance of any commitment
documents under the Project Agreement, the Cooperating Country
shall, except as A.I.D. may agree otherwise in writing:

1. Establish a Special Account at the Central Bank
of Kenya into which bank repayments will be made;

2. Identify the officer in the Central Bank of Kenya
who will be resnonsible for administering the
Special account,
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(d) cCondition Precedent to Additional Disbursement:

Prior to any disbursement or the issuance of documents under
the Project Agreement to finance any subloans to banks, the
Cooperating Country shall furnish in form and substance
satisfactory to A.I.D. a copy of the subloan agreement with

said bank, together with all supporting documentation leading
to selection and financing of said banks.

(e) Covenants

The Cooperating Country shall covenant in substance; that it
will:

1. Process expeditiously all project-related import
and foreign exchange approvals;

2. Provide all necessary personnel to ensure the

effective management of the Special Account at
the Central Bank of Kenya, —~

3. Include in subloan agreements to banks, a
covenant which requires such banks to ensure
compliance with Cooperating Country Environmental

rules with respect to any projects financed by
such bank, -

4, Require all repayments made to it by the
recipient banks, less the payments necessary to
service the A,I.D. loan, be relent to banks for
additional subloans for the same project purposes,

(f) Waivers:
The following waivers to A.I.D. regulations are hereby approved:

1. A waiver of A.I.D. source and origin requirements
for up to $12 million of loan-financed
commodities and commodity-related services from
A.I.b. Geographic Code 941 and the Cooperating

Country to A.I.D. Geographic Code 935 and the
Cooperating Country.

I hereby certify that exclusion of procurement
from free world countries other than the
cooperating country and countries included in
Code 941 would seriously impede attainment of

U.S. foreign policy objectives ané objectives of
the foreign assistance program.
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2, A waiver to expand the flag eligibility
requirements to allow financing of transportation
costs of vessels under Code 935 flag registry for
procurements made from Code 935 countries other
than the vu.s. 1 hereby cereify that the
interests of the United States are best served by
permitting financing of transportation services
on ocean vessels under flag registry of free
world countries other than the Cooperating
Country and countries included in Code 941,

W)

M. Peter MﬁPher§ong%\

_ g\w\\\\‘) agA -

Dat

DARA/AFR: GPatterson b
M/SER/COM: PHagan (Dxaft)_,

A/BA/PPC: RDerham \I [5)
A/hh: RRLove {4 7




I. SUMMARY :

The purpouse of the 5-year $36 million Rural Private Enterprise
Project (61%-0220) 1s to establish and expand rural private
enterprises_/ In Kenya. Achievement of this purpose will
directly contribute to fulfillment of the Government of Kenya
and USAID top goal of increased rural production, employment and
lncome. Project objectives will be attained through the
provigion of credit and technical assistance to commercial
banks2/ active in Kenya who will in turn make lnans and

provide business advice to entrcpreneurs. The project will also
provide grants to PVO's who will provide business management
advice and extend loans to small-scale entrepreneurs.

Per capita avallability of good agricultural land in Kenya 1is
currently estimated to be 0.6 hectares. In heavily populated
areas it 1s less than 0.4 hectares. Kenya falls somewhere
between lndia and China in terms of cropped land per capilta.
Given the relatively constrained agricultural land base, small
holders curreutly earn more than 407 of their income from
off-farm activities. With a population growth rate of
approximately 4% and a labor force which is projected to
increase from 7.3 to 15.7 million by the eud of the century, it
is jmperative that Kenya expand off-farm employment and
Income-generating opportunities dramatically over the next 20
years. It is the strategy of this project to help expand those
opportunities through accelerated development of private
enterprises located in rural areas and other businesses with
strong hackward and forward linkages to agriculture.

The proposal for the Rural Private Enterprises project results
from tlie convergence of several complementary trends. First, a
pgroving and accelerating awareness on the part of the Kenya
Goverament and USAID that the private sector 1s the best means
to attaln many development objectives has led to an increasing
cemphesis on the need to use private sector entities as
development agents. Second, AID's private sector policy
inftiative has brought increased attention and expertise to bear
on the potential ways and means to use the private sector to
attain development objective. 1In the case of Kenya the local

T/~ Detined Tor purposes of thls project as buslnesses with
strong backward or forward linkages to agriculture, wherever
located, and other business located outside Nalrobi and Mombasa.

2/ or finance companies which are part of a commercial bank
group.












3. Other Donor Activities:

The Government of Kenya with the assistance of other donors has
established a network of institutions to promote industrial
development and employment. Each of the major institutions
concentrates on special market segments. Two institutions, the
Industrial Development Bank (IDB) and the Industrial and
Commercial Development Corporation (ICDC), deal almost
exclusively with larger scale enterprises. Average loan sizes
in 1981 were 700,000 U.S. dollars or more. The Development
Finance Corporation of Kenya (DFCK) which often deals with
somewhat: smaller firms, had an average 1981 loan size of 250,000
U.S. dollars. The programs of Kenya Industrial Estates (KIE)
have focused on the smallest entrepreneurs and have provided the
highest level of technical assistance as well as a significant
level of operating subsidies. Although KIE's programs have
focused on the smallest entrepreneurs as a matter of highest
priority, KIE's average loan size was more than 55,000 U.S.
doliars in 1981, and more than 115,000 U.S. dollars in 1980.
The USAID strategy of expanding the capability and outreach of
the commerclal banking system to assist rural enterprises has
beeon previously erploited only by the International Finance
Corporation under two agreements with the Kenya Commercial Bank
(KCR). A successful pilot project between the IFC and KCB
during 1977/78 totalirg 2 million U.S. dollars led to a
follow-on project signed in 1981 totaling &€ million U.S.
doilars. This second project is now also under successful
faplementation.

Az of December 31, 1981, thirteen other major bilateral and
multilateral donors had commitments outstanding of 132 million
U.5. dollars for 24 on-going projects to assist industrial
devclopment 1n Kenya (See Table II.A.1). Four donors were
providing assistance of nearly 70 miliion dollars under five
projects with the Industrial Development Bank (mostly for
cn-lending to medium and large scale industries). There was one
on-jolng project for 2 million U.S. dollars between the
Nerherlands and the DFCK to enable the latter to operate a
tow-interest credit scheme for small scale entreprencurs. Also
rit. the small end of the scale, five donors had outstanding
commitments of 44 million dollars to Kenya Industrial Estates
under seven on-golng projects, some dating from the Mid-1960's.
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TABLE II.A.1

KENYA: OTHER DONOR COMMITMENTS FOR INDUSTRTAL

DEVELOPMENT OUTSTANDING, ECENCER 31, T981
Country Number of Commitment Outstanding
Projects (1000 U.S. Dollars)
Bilateral:
Austria 1 918
Germany 4 27,667
Netherlands 2 3,423
India 1 13,559
Norway 2 3,774
Sweden 1 4,650
Multilateral:
ADB 1 5,800
EEC 1 885
IBRD 3 60,000
OPEC 1 5,300
UNDP 5 6,133
UNIDO 2 65
TOTAL 24 132,194

Source: UNDP, Compendium on Development Assistance to Kenya
as at 31 December, 1981.

Alth ugh large scale projects 1n Kenya can in all probability
absorb significant additional resources, project identification
and project economic analysis must be improved significantly 1f
such resources are to provide an adequate return and expand
employment opportunities. Donor resources avallablc to assist
the smallest scale entrepreneurs through government-run
programs appear to exceed present absorptive capability as
indicated by the poor results achiecved. The amount of donor
assistance flowing through KIE, for example already exceeds
KIE's ability to absorb resources. Ag of August 31, 1982, 65
percent of KIE loans were in arrears and arrearages were
equivalent to more than one-fifth of the value of loans
outstanding. The ievel of donor assistance already flowing
toward the smallest scale entrepreneurs, and the degrec of
success achieved so far, suggest the need for the introduction
of innovative approaches and new mechanisms to increase
outreach to small and medium scale entrepreneurs especlali, in
rural areas.



The United States is a relatively late comer to the field of
rural private enterprise development in Kenya as compared to
some other donors. Design of U.S. programs can profit from
evaluation of the efforts of others and avoidance of
duplication. One lesson learned is that government loans in
Kenya are often perceived as gifts. Another is that continuing
government. subsidies can become a crutch to thoge who will
never in fact be successful entrepreneurs, but will continue to
draiu resources away from those who have real potential. A
third lesson is that the entrepreneur must have substantial
personal and financial commitment to the success of his
enterprise. Finally, there must be an apolitical, on-the-spot
institution capable of assessing such commitment and
deizermining overall risk. Each of these lessons has been
applied iu the design of the Rural Private Enterprise project.

4, Relation to the CDSS:

The USAID/Kenya Country Development Strategy Statement for the
perlod 1983/87 is structured around three development
objectives: (1) increased rural production, employment and
income; (2) reduced population growth; (3) efficient delivery
of basic social services. USAID emphasis on increased rural
production (farm and off-farm) is based both on equity
considerations and on the realization that full employment of
Keaya's rapidly growing labor force, and intensive utilization
i Kenya's timited amocunt of good agricultural land, call for
an iuntegrated program of iavestment in a wide variety of
arvicultural, forestry, proceesing, menu’acturing, and service
cciivities in rural areas. The proposed Rural Private
Enterprise project is designed to contribute to the goal of
Increased rural production by providing rural entrpreneurs of
various sizes with a package of medium and short-term credit,
business adviscvy services, and technical assistance provided
by benking insiitutions with exten.'ve rural branch networks
and by PVO's.

Feoye's estimated 1981 population of 17.5 million is growing at
an annual rate of more than 4 percent. The country's labor
force is expected to rise from 6.1 million persons in 1978 to
15.7 million by the end of this century. Only 18 percent of
Kenyi's land 1s classified as having high or medium potential
for agriculture while more than four-fifths of the country's
lard 1s classified as arid and semi-arid. Availability of high
and medium potential land per capita has fallen from .9
heetares in 1969 to .6 hectares in 1979, and will fall to .4
nactares by 1989. Given such an analysis, the current CDSS
focuses specifically on assisting small farmers with low
incomes and on the rural landless.
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The small farm is the dominant mode of agricultural production
1n Kenya accounting for 49 percent of recorded farmland, 52
percent of marketed production, 70 percent of value-added in
agriculture, and 80 percent of agricultural employment. A
major portion of planned USAID development expenditure ig
directed at providiug the smallholder with access to the
inputs, technology and marketing opportunities that are
necessary for economic viability. Nevertheless an lncreasing
number of rural residents, although nominally classified as
small farmers, already receive a significant proportion of
their total income from off-farm sources. Off-farm income on
average accounted for 43 percent of small farm incomes recorded
in the 1974/75 Integrated Rural Survey. Subsequent studies
have shown that a significant connection exlsts between the
availability of cash income (important for access to credit and
for purchases of inputs) and increases In agricultural
1nnovation and productivity among smallholders. Cash sales to
rural markets, co-operatives, and processors, together with
off-farm emplovment, have thus become integral aspects of
'progressive' smallholder production in Kenya. Such trends
will become increasingly important as the per capita
availability of 0od agricultural land continues its rapid
decline. Moreover, Integrated Rural Survey data for 1976/77
indicate that some 14 percent of households surveyed did not
own land within the areas in which they were enumerated.
Although some of these familles might have had landholdings in
other areas, it 1is likely that the majority were landless. The
landless poor reprecsent a particularly difficult sub-group to
reach without a general increase in economic activity and
employment 1in rural areas of the type which the proposed Rural
Private Enterprise Project 1is designed to produce.

5. Relevant Experience with Similar Projects:

(a) Private Enterprise Bureau (PRE) Project:

In January, 1983, AID and the Kenya Commercial Bank/Kenya
Commercial Finance Company signed a $2,500,000 loan and
$250,000 grant agreement to finance the development of rural
private enterprises. Conditionsg precedent to first
disbursement were met in April 1983 and the first four loans
were approved in June. PRE is now establishing a Letter of
Commitment of U.S.bank to permit disbursement of the first
tranche of funds for those four loans. The approved loans are:



Applicant Location Project KSh
Arkay Industries Ltd Eldoret Edible 011 1,500,000
Manufacturers
Ima Haullers Ltd Kisumu Sugar Cane 1,000,000
Transporters
Macithi Trout Farm Ltd  Nyeri Trout Farming 1,735,000
Kenby Cables, Ltd. Kisumu Cable Manufacturers 1,500,000

5,735,000

Several points may be noted concerning those first loans.
First, although the maximum loan slze permitted under the
project is KSh 6,500,000, the largest approved loan 1s less
than one~third that amount. Second, three of the four loans
are in the poorer, Western reglons of Kenya aud none are in
Nairobi or Mombasa, even though agribusiness investment is
allowed in those clties under the terms of the agreement.
Although those four projects cannot be taken as a true sample
of what may occur under the proposed Rural Private Enteprise
Project, they do dem~nstrate that commercial bank lending does
not necessarily take place at the maximum leading limit in the
metropciitan centers.

(b) Private Voluntary Organization Assistance to
Small-Scale Enterprises:

USAID'e principal previous experience 1n the rural private
enterprice sector 1ls grant assistance to PVOs 1n Kenya
providing management assistance and loans to small-scale
entreprencurs. This asslstance consists of the following
elementc:

(1) The Self-Help Enterprise Development (Project
615-0208) 1is &« $500,000 activity desfgned to
create and strengthen enterprises - malnly among
group ranches, cooperatlve savings groups and
private voluntary organizations, through
provision of technical and managerial asslstance.

(2) Maseno South Enterprlse Development (Project
615-0226) 1s a $500,000 church-based grant which
1s designed to provide management assistance,
training and credit for self-sustaining small
group development activities 1in Nyanza Province,
Western Kenya.
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(3) Partnership for Productivity (PFP) has received
USAID assistance in the past to develop a Rural
Enterprise Extension Service (REES) for small-scale
entrepreneurs 1in Western Kenya. Currently PFP ig
broadening the scope of its Rural Enterprise
Extension Program and has two small grants from AID:
$125,000 for a Women in Development activity
(Project 698.0388.15) and $150,000 for a Law in
Development activity (Project 615-0209). Both of
these grants are being used by PFP to improve the
legal basis for both individual and group
entrepreneural activity, particularly among women.

(4) The Small-Scale interprise grant (Project
698-0410.32), of $275,000 supports the National
Christian Council of Kenya which 1is primarily an
urban-baged activity. The purpose of the sraut is
to strengthen and expand the capability of the NCCK
to provide technical assistance and credit
facilities to selected Incipient (Small Scale)
business persgons through 1its urban community
improvement program in the secondary cities.

(5) A number of centrally funded activitiesg promote
business activity among small groups and small scale
entrepreneurs in Kenya. The Institute for
International Development for example is providing
technical assistance and credit funds to a
predominantly church-based business service in
Central Kenya (with an office in Nakuru) and World
Education Incorporated 1ig providing assistance to
income-generating women's groups in the Kenya Coast
area.

In general, USAID has been pleased with the progress made in
developing the capabilities of small-scale entrepreneurs
through the above-described actlvities. Two concerns arise,
however. First, although the PV0Os as a group seem able to
provide needed technical assistance at unit costs well below
those of large scale government programs, the costs per loan
are still high in percentage terms. The second concern is that
the PVOs are approaching their management limits. To channel
dramatically increased funding through these organizations at
this time could overtax their administrative capacity at the
expense of the quality of their work. USAID's conclusion is,
however, that this group of PVOs could be supported at somewhat
higher levels since they have dcemonstrated the ability to reach
entrepreneurs in which AID 1ig partlcularly interested, but that
program expansion should be gradual. An evaluation of PVOQ
performance under the grants degeribed above was undertaken
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during project development to gain a better understanding of the
costs of delivering assistance through the PVO mechanism and of
their respective absorptive capacities. The principal
couclusions of this evaluation were as follows:

- the PVOs studied were rated vey highly from a
social perspective. They reach and assist the
self-employed poor who lack access to conventional
support mechanisms. They are especially effective
in reaching women. At the same time, these
programs seek to integrate social and economic
inputs (e.g. through group formation) so that
income-generation is based on local participation
and organizational development;

- the outreach of these organizations through
decentralized service delivery structures was
found to be impressive from a cost standpoint.
Roughly 6,000 clients are served by the four
indigenous programs examined at a cost per client
of approximately $58 per year. In additionm,
Technoserve indirectly reaches a great number of
clients through the upgrading of larger-scale
organizations. Grouping of clients is the key to
this relative cost efficiency;

- the PVOs were found to be delivering primarily
non-financisl assistance, with an emphasis on
bookkeeping, management, marketing, and advocacy.
Little hard data is available on either the
intensity of inputs or of impact. That which does
exlst, however, indicates increased incomes and
enterprige stabilization;

- PVO lending was found to be severely limited in
scope. Only two programs have institutionalized
lending programs and lesa than 200 loans have been
made. Repeyment problems exist in both programs,
with greater problems in the program dealing with
wealthier clients. Repayment problems appeared to
be related to problems in loan administration and
follow-up -- not to the level of poverty among the
clients;

- the team recommended PVO upgrading in the
following areas:

(1) administration and management -- especilally
of loan programs;
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(i1) delivery of managerial assistance to clients;
(111) analysis of client credit needs;

(iv) inter-organizational communication and
coordination;

(v) streamlining of relationships with donors.
A further description of the findings of this evaluation can be
found in Supplementary Annex D, "PVO Evaluation and Social
Soundness Analysis', available from AFR/PD/EAP.

B. Objectives:

The project goal, USAID'sg top development priority, is to
increase rural production, employment and income. The strategy
chosen tov achieve this goal is to establish and expand rural
private enterprises in Kenya (project purpose). By promoting
rural private enterprises the project will directly contribute
to attaioment of the project goail through both profits and
increased employment. USAID has selected this strategy because
it: (1) is private sector oriented and therefore nct directly
constrained by lack of government administrtative and financial
capacity; and (2) provides a means of generating rural
employment off the farm where a significant portion of *he
needed 8 million vew jobs by the end of the century must be
found. The strategy will alsoc indirectly contribute to the goal
through increased prov'gion of agricultural input supply and
marketing services.

In order to meet objectives, the United States will provide
inputs of credit funds and technical assistance to both
financial intermediaries and businesses. These inputs will be
supplemented by locally generated credit funds and business
advisory personnel provided by financisl intermediaries.
Anticipated project outputs are increased capital flows to rural
private enterprises, increased capacity and interest of
financial intermediaries to make loans to rural private
enterprises, and utilization of business advisory services by

borrowers.

Successful project implementation will lead to the following
conditionsg:

(1) 7,000 new jobs directly and 12,000 jobs indirectly
created in project-assisted and project-related
enterprises;

(2) 1increased value added in project-assisted and
project-related busilnesses.



Attainment of these objectives will be measured in the first
instance by review of the regular reports of financial
intermediaries, secondly through examination of the books and
records of financial intermediaries, through regular monitoring
of project loans and finally via an in-depth evaluation of
assisted businesses in the third year of the project.

A logical framework is included as Annex B.

II. C. Description:

The princilpal project activity will be the provision of credit
funds and business management asgsistance to rural private
ererprises. Formal sector enterprises will be assisted through
a commercial bank lending program linked to a management and
technical assistance contract. Informal sector enterprises and
very small-scale formal sector firms will receive assilstance
through a variety of private voluntary organization (PVO)
programs supported by an independent intermediary which will
provide financlal, managerial and technical support to PVOs and
their clients. The use of two such intermediary mechanisms was
selected because i1t is expected that together they can reach a
range of businesses from micro enterprises to medium and large
scale firms and because among the alternative inrtitutions
available 11 Kenya they have been shown to be the most
administratively and financially sound. A summary of the
analyses which led to their choice is included in Section VI.C.
"Administr-tive Analysis'.

1. Cemrmercial Bank Lending:

The princlipal project intervention will be the sub-loan
“ransact.ions between banks and private enterpreneurs. The
Project will provide $24 million (to be matched by banks) for
this purpose. To the maximum extent possible the procedures and
criteria for reviewing and approving these sub-loans will be
those already 1in use by the banks, within the parameters to be
set by the loan agreement. To graft substantialily difterent
procedures onto routine bank systems would be not only costly
and inciflclent, but also non-sustalnable fcllowing the end of
projoect assistance. However, 1in order to ensure achlevement of
projoect objectives and contribute to achlevement of the goal of
Jacreased rural production, employment and income, certain basic
criteria will be established for approval of project funding for
sub-loans. These criteria are summarised below:



- 14 -

(a) Type of Enterprise: To be eligible for project
financing the assisted enterprise must be at least 50% owned by
Kenyan citizens or by a firm which 1s an Integral part of the
Kenyar economyl/ and management control must be in private
hands. All project-assisted enterpriges (including
cooperatives, must be for profit. There will be no limit for
total fixed assets of the enterprise since the level of fixed
assets 1s not necessarily related to achlevement of project
objectives. The eaterr.'ise must be located in a rural or
non-metropolitan urban area (i.e. outside of Nairobil and
Mombasa, except for agribusinesses in these two cicies which may
be financed after AID review to ensure very strong links to
rural areas), and nmust not be involved 1n commodity trading,
real estate development , finance, insurance, or speculation.
On-farm production activities are aleo excluded unless they are
part of a vertically integrated processing or manufacturing
enterprise.

(b) Loan Criteria: In addltion to the economic and
administrative feasibility requirements normally applied to loan
applications by banks, the investments to be assisted by the
project must meet onz of the following development impact
criteria to be eligible for financing:

- it 1s labor intcnsivcﬁ/;

= 1t has the potential to increase net foreign
exchange nvallahility;

- it wil) »nrovide increased markets, inputs, or
services Jor agricultural production or other rural
productinu based on locally available Inputs.

& esEHBTI%B@H“?T?E“TE“HE“}ﬁEégrui pert of thke local
economy if it has done business 1in Xenya on a continulng basis
for not less than three years; Lt is incorporated locally; 1ite
principal place of business ls Kenya; most of 1ts operating
equipment and physicel plant are in Kenya; and most of its
senior staflf and operating personnel are resident in Kenya.

2/ A Tabor-"ntensive Investment for purposes of this project
1s one that requires no more rhan $5,900 for creation of each
new job. This s well helow the nverage estimated asset sice
per employec of large firms in Kenya(i.e. those employing 50 or
more persons, Sce 82 Nuirobi 30759). It 1s also below the
estimated $8,000 Investment per new employee found to be
required In o screcned gample of agribusivesses in Kenya in an
Independent study fingned by USAID/Kenya(See Supplementary Annex
B). USAID will retoain the optlon to approve loans which are
more capiltal-intensive Lf they rely on highly labor-intensive
inputs.
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(c) Loan Terms: Loans will be made on commercial
terms. Intereat rates will not exceed the highest allowable by
Kenyan law (currently 16%) or the competitive commercial rate,
whichever is lower. The AID-financed portion of project loans
will be medium-term (at least 3 years). At least a portion of
bank financing may be for working capltal. The entire credit
risk will be borne by the banks.

(d) Loan Size: The maximum AID contribution to
routine loans will be $750,000. Although some potential loans
of this magnitude would be of a capital intensive nature, USAID
has concluded that if a large loan meets the employment
generation, export, or increased rural production target it can
be financed since it will directly contribute to meeting project
nbjectives. USAID will retain the option to approve AlD
financing larger than $750,000 on an exceptional basis if
sufficient development 1impact can be demonstrated. No minimum
loan size has been established since USAID is interested in
reachlng small-scale entrepreneurs and even a very small loan
can contribute to project objectives. To ensure that a
reasonable portion of loans go to small and medium-scale
enterprises, banks will recelve incentive payments for loans
under $75,000.

(e) Loan Uses: Loans financed by the project must be
for new investment, elther business establishment or expansion.
Retinancing of existing debt 1is excluded. Loan funds may only
be used to acquire fixed assets (e.g. land, buildings,
machinery) and related services (e.g. equipment installation).

Ay noted carlier in the description of the problem, rural
private enterprises in Kenya face management and technical as
well as financilal constralnts. To address these constraints the
project will provide management and technical assistance through
pacticipating banks and through an independent contractor.

Ranic sesistance will be modeled on the business advisory service

of rhe Kenya Commerclal Bank which conducts feasibility studies
of proposed loans on a cost-sharing basis with potential
clients. These feasibility studiles include cash-flow analysis
which provides credit managers with en alternative to collateral
ns n means to assess a client's credit worthiness. Kenya

Commercial Bank will continue the business advisory service
under the project. Other commercial banks which participate in
the project will establish an internal capability to provide
such services to potential borrowers with technical assistance
and tralning to be financed by the project.
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of credit programs. As discussed in detaill in the assessment of
PVO programs (Supplementary Annex D), there are numerous reasons
for this record 1including the current harsh economic climate,
intense competition in the informal sector, the very low level
of resources many clients have to draw on, and inadequate
cupervision and follow-up by PVOs.

In spite of these difficulties the project will nevertheless
support credit programs since lack of access to credit was
almost universally cited as a4 major constrailnt to small business
expansion. The following meusures will serve to ensure that
project funded credit programs are well managed:

- technical assistance for implementation of credit
programs will be provided by the intermediary
organlzation as a condition for making credit
funds avallable to a PVO for on-lending;

- assistance to credit programs will be suspended if
default rates on loans exceed specified limits
until acceptable rates are re-established.

The criteria for assilstance to PVO programs in general apply
equally to loans. Credit terms to borrowers will be negotiated
between the PVO and the intermediary organization. Priority in
credit allocaticn will be accorded to PVOs lending on terms
approachling those of commercial banks.

The intermediary entity will have three major purposes:

- to assist PVOs 1in upgrading and expanding their
programs;

- to promote the extension of servicer to
small-scale enterprises, both cooperative and
individually owned;

- to support and undertake innovative efforts to
reach and assist rural populations.

The intermediary will serve as:

an administrative and financial intermediary
between AID and PVOs;

- a communication and coordinating entity among PVOs;

a source for upgrading of PVO capabilities.

a provider of technlcal assistance to both PVOs
and client enterprises;
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a provider of credit capital to PVOs,;
a supervisor of PVO credit progranms;

a monitoring and evaluation organization.

Based on the record of the PVO programs currently belng assisted
by AID, the following statements can be made concerning the
likely beneficiaries of this component of the project:

the programs will reach the poor directly (average
monthly income of PVO clients ranges from
$15-3190, with distribution heavily skewed toward
the lower end);

a large proportion of PVO clients will be women
(857 of current clients are women) ;

a large proportion of the beneficieries will be
group members;

a substantial portion of the assictance received
will be non-financial;

employmeni benefits will primarily redress the
problen of underemployment rather t' sn create new

Jobs;
benefits will be socic”™ as well as economic;

approximatley 1,350 individuals or gr7up clients
will recelve loans averaging $1,200;1

approximately 21,500 individuals will benefit
either directly or through groups from the project.

approximately 1,000 new jobs will result from the
credit programs;

the poorer, western reglon of Kenya is likely to
beneflit proportionately more than other reglons
from this component.

Institutions will also benefit from the project through

technical and

management advice to be provided by the

intermediary organization and through Increased co-ordination
and cooperation with ecach other.

Y/ Annex H for calculations of beneficinry Tevels.
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3. Special Studies:

The project will also finance four special studies to improve
USAID's understanding of options for future private sector
initiatives. Studies will be carried out on the feasibility of
using cooperatives and finance companies as financial
intermediaries, on the potential use of a mechanism to guaranty
direct bank lending, and on the indirect impacts of increased
formal sector production and employment.

III. COST ESTIMATE AND FIN/ZNCIAL PLAN:

A. Budget:

The total project cost 1s estimated at $62 million of which (a)
AID will contribute $24 million in loan funds and ilZ million in
grant funds; (b) commercial banks will contribute $24 million
for loans to businesses and $220,000 for supporting buclness
advisory services; (c) private sector entities will contribute
$606,000 (excluding investment in enterprises assisted with AID
funds) and (d) Private Voluntary Organization will raise not
less than $1,174,000 from sources other than AID. The table
below indicates the estimated project costs:

Table ITI-A-1: SUMMARY PROJECT COST ($ 000)
(L-Loan Funds, G-Grant Funds)
AID Commercial Private PVO T'otal
Banks Sector
1. Loans to subborrowers 24,000(L) 24,000 48,000
2. Business Advisory
Services 400(G) 200 600
3. Management & Technical
Asslstance 2,866(G) 464 3,330
4. PVO Management &
Loan funds 6,468(G) 87 1,085 7,640
5. Monitoring, Evaluation
& Special Studies 1,150(G) 1,150
6. Contingencies (10%) 6
Grant funds only 1,116(G 20 55 89 1,280
Total: : : — 78,000
12,000(G) 220 606 1,174 14,000
Grand Total 36,000 24,220 606 1,174 62,000
58% 407% 1% 17

To arrive at the above costs for all items (except Item No. 1, Loans to
gub-borrowers), annual inflation rates of 7.5 percent for foreign
exchange costs and 15 percent for local currency costs have been included
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The AID contribution is further broken down into foreign exchange and local
currency costs as follows:

Table III-A-2:

(Foreign Exchange and Local Currency Costs)

AID Contribution:

Loans to sub-borrowers (L)

Business Advisory

Services (G)
Management & Technical
Asgsistance (G)
FVO0 Management & Loan
funds (G)
Monitoring, Evaluation

& Special Duties {G)
Contingencies 10% of
Grant funds {G)

Tctal Loan
Grant

Grand Total

X

12,000,000

400,000
2,333,000
1,590,000

400,000

477,000

LC

12,000,000

533,000
4,878,000
750,000

639,000

Total

24,000,000

400,000
2,866,000
6,468,000
1,150,000

1,116,000

12,000,000
5,200,000

12,000,000
6,800,000

24,000,000
12,000,000

17,200,000

48%

18,800,000

52%

36,000,000
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The AID contribution will be disbursed as noted
below, assumlng that the project 1s authorized in late FY 83.

Table IITI-A-3:

Disbursement of AID Funds ($ 000)

FY 84 _TFY 85 FY 86 FY 87 FY 88 FY 89 Total

1. Loans to sub-

borrowers (L) 2,400 4,800 4,800 4,800 4,800 2,400 24,000
2. Business Advisory
services (G) 100 200 100 400
3. Management & Technical
Assistance (G) 300 550 600 600 550 266 2,866
4. PVO Management and
Loan funds (G) 800 1,246 1,316 1,363 1,400 343 6,468
5. Monitoring, Evaluation

& Special Studies(G) 200 200 275 150 150 175 1,150
6. Contingencies (G) 100 304 209 187 200 116 1,116

Total Loan : 7,400 4,800 4,800 4,800 4,800 7,400 74000
Grant: 1,500 2,500 2,500 2,300 2,300 900 12,000
B. Financing Arrangenents:
1. Loans to Enterprises

through Commercial Banks:

AID proposes to provide a loan of $24 million to the Government
of Kenya at AID's most concesslonary terms, that is, principal
repayment In 40 years with a ten-year grace period, with
Interest at two percent per annum during the grace period and
three percent during the repayment perlod. The Government will
lend the funds to commercial banks at an interest rate to be
negotiated (between 10 percent to 13 percent) depending upon
banks' cost for prouvidiug business advisory services and
promoting projects 1n rural areas. The Kenya Government loan
(attributable to AID) to banks will have a grace period of two
years and princlipal repayment in ten years. The banks will lend
funds to private businesses (sub-borrowers) at prevailing
commercial rates or at the maximum interest rate fixed by the
Governmeunt, (currently 16 percent), whichevei 1is less. The
banks will provide funds from their own resources to match AID
funds (aut least one for one) or arrange for such matching
through syndication of third party funds. The total loan to a
business flrm will have a grace perlod of two years and the
principal repayment in not more than elght nor less than three
years {(medium term). It is estimated that not more than 50
percent of AID fundg will be utilized for forelgn exchange costs
of cquipment and spares and the balance for local currency costs
of cuastruction and equipment. Banks will be encouraged to
supply full worklng capital requirements of sub-borrowers.
However, bank working capital financing may not account for more
than 50% of bank matching funding.
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The summary of the AID and bank contributions is as follows:

Table III-B-1l.

($ in Thousands)

AID contribution Bank Contributions
FX LC Total LC
Loans to sub-
borrowers (L) 12,000 12,000 24,000 24,000
Business Advisory
Personnel (G) 400 - 400 200
3. Management and Technical Assistance:

AID proposes to provide $2,866,000 in grant funds for foreign
exchange and local currency costs of a Management Technical

Assistance Contractor. The contract will include funds for the

following:

- (a) One U.S. and one Kenyan professional, a secretary,

office and travel costs;

(b) One-half of the feasibility study costs for one-half of
proposed lending; feasibility study costs not to exceed 2%

of proposed investment;

(c) Six Workshops/seminars per year to upgrade

entrepreneurial skills or specific skills needs within the

enterprise;

(d) Short-term training in the U.S. for bank staff (3

persons/year);

(e) Visits by potential entrepreneurs to the U.S.;

(f) Incentive payments to banks for each loan under $75,000
at the rate of 10 percent of the loan amount or $2,700
whichever 1is 1?88; up to a maximum of 27 of funds provided

to each bank 1
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The contructor will present invoices to USAID for all services
rendered, and AID will disbursge directly to the contractor's
account. The AID and the private sector contributions for the above
services are detailed in the following Table III-B-2. (See Annex G
for details):

Table III-B-2.

Management and Technical Assistance Contractor
($ In thousands)

AID contribution Private Sector
FX LC Total LC
(a) Advisors 967 330 1,297
(b) Feasibility studies 100 140 240 240
(c) Workshops and seminars 441 63 504 149
(d) Bank staff tralning 225 225 50
(e) Visits by entrepreneurs 120 120 25
(£) Incentive payments 480 480
2,333 53. 2,866 464

4. Private Voluntary Organization Management Grantee
(Conperative Agreement) :

AID proposes to provide grant funds amounting to $6,468,000 to
assist Private Voluntary Organizations (PVOS% in promoting the
expansion of small businesses. AID proposes to sign a
cooperative agreement with a U.S. registered PVO to facilitate
lmplementation of this component of the project. The
cooperative agreement will fnclude funds for the following:

(a) Two U.S. advisors each for a five year period
including support costs;

7/ This formula will result In differential Interest
rates to banks on a sliding scale of from approximately 1% (at
$75,000) to about 37 (at $27,000). The basge figure of $2,700
was derived by comparing the present value of administrative
costs to KCB under two loan schemes (small and medium scale).
$2,700 represents oac-half the estimated cost difference. See
Annex G for calculation details.



- 27 -

(b) Six workshops or seminars per vear for training of
small businesses;

(c¢) Four Keryan professional one. ecretary and two
support staff each for five years;

(d) Funds for PVOs to provide technical assistance and
loans to small businesses. Interest charged by
PVOs will average 10 percent. The estimates are
based upon recent data on four PVOs active 31
providing extension services to businesses in
Kenya at present and projections of the demand for
the next five years.

The cooperating PVO will receive advances for estimated
expenditure 1o the following 90 days and will receive subsequent
advances after justifying expenditures made.

Table

L11-B-3 estimates the total cost of this component (See
Arnncix G

or details):

Table I11-B-3.

PVO Management Grantee (Cooperative Agreement):
($ in thousands)

AID contribution PVO/Private

Contribution
FX LC Total LC
(a) Management services 1,369 672 2,041
(b) Workshops/seminars 221 51 272 87
(c) PVO Technical Assistance 3,257 3,257 1,085
(d) PVO Loaus 898 898
Total: 1,590 4,878 6,468 1,172

5. Monitoring, Evaluation, and Special Studies:

AID proposes to provide grant funds in the amount of $750,000 to
moaiinr the project ($150,000 per year average) and $250,000 for
mid~tevm and final evaluations. $25,000 is budgeted for each of

the three studies related to potential mechanisms for future
privets sector programming (cooperatives, finance companies, and
baul: yuarnntiess $/5,000 has been reserved to study the
wndicoci fmpacts of increased formal sector production and

employmont.
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IV. IMPLEMENTATION PLAN:

A. Implementation Arrangements:

Arrangements for implementation of the project are described
below for the Government, financigl apd terhinical asslstance
intermediaries and the participating enterprises. The section
concludes with a description of special procurement and training
arrargements.

1. The Government of Kenya:

USAID/Kenya will sign a } roject agreement with the Government of
Kenya covering all elements of the project and obligating all
funds. The Ministry of Finance will sign the agreement on
behalf of the Government and will serve as USAID'g principal
point of contact for project implementation. Government's
lmplementation role as described below will, however, be highly
circumscribed, which is appropriate given the private sector
orientation of the project and the heavy demands already placed
on the Government by numerous other investment activities. The
Investment Advisory Center, created by President Moi in 1982 to
promote private sector development, was consulted during project
design and will countinue to provide advice, as necessary, during
project implementation. A discussion of the reasons for the
decision to sign the principal agreement with the Government is
provided in Section VI.C. 'Administrative Analysis''.

2. Intermediary Organizations:

Four types cf intermediary organization will be involved in
project implementation: commercial banks, a management and
technical assistance contractor, a project monitoring
contractor, and a PVO intermediary and PVOs themselves. The
role and function of each type of organization was described in
Section II.C. "Project Description'. The arrangements made for
Involving esch of these organizations in project implementation
are described below:

a) Commercial Banks:

Following signature of the overall project agreement the
Ministry of Tinance and USAID/Kenya will prepare terms of
reference and invite proposals for perticipation of commercial
banks in the project. The terms will include: a description of
the project and 1ts objectives; a description of the sub-~loan
(to businesses) criteria; the terms of lending from Government
to banks; reporting requirements; and a description of the
procedural requirements for bank participation. All
established commercial banks in Kenya will be eligible to submit
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proposals. However, the requirements for bank selection will
include demonstration of the bank's financial and administrative
soundness; the ability to lend to rural borrowers (presumably
through a branch network) the ability (or willingness and
capacity to develop the ability) to provide business advisory
services to project sub-loan recipients; and independent (of
Goveroment) management. At present only three commercial banks
(Barclays, Standard and Kenya Commercial Bank) would appear able
to meet these requirements. Bank submissions will include:
responscs to the above requirements; a justification for any
needed technlcal assistance (particularly with regard to
development of a business advisory capacity); and a statement of
funds required for the first two years of the project and an
estimated quarterly disbursement schedule.

The proposals submitted will be evaluated by a committee
conslisting of two Government, one Investment Advisory Center and
three USAID/Kenya representatives. If funds requested by
qualifyiag banks cvxceed funds available, credit allocations will
be made on a prorated basis. After selection of banks, USAID
and Government will prepare and Government will sign a subloan
agreement with each bank selected. Any technical assistance
needed and agreed as part of the loan agreement between
Government and a commerclal bank will be procured directly by
th: bank, with AID guidance on precedures and contract

appreval.  The bank will pay all local costs for any such
tecelhinlcal assistance and will pay all other personnel and
aduintistrative costs assoclated with establishment of a business
advisory capacity. Disbursement procedures will be as described
in Section I(II.B. above, 'Financing Arrangements."

b) Management and Technical Assistance Contractor:

Followiay signature of the overall project agreement with the
Covenment, USAID will prepare a Project Implementation
Ordeor/Technical (PIO/Tg setting forth in detail the scope of
worl: zind respective conditions and responsibilites of the
Coverament, USAID/Kenya and the Management and Technical

Aggistance Contractor. After the Government and USAID have
signed the PIO/T, the REDSO Regional Contracting Officer (RCO)
will be requested to invite proposals from qualified U.S. and
Kenyan firms and non-profit organizations. Criteria for
ge:lection of the firm cr non-profit organization will include

demonstiation of: previous experience providing technical and
manapement assistance to small and medium-sized firms; knowledge
aud experlence with commercial banking practices; established
contacts with potential U.S. providers of specialized technical
and management expertise; and some experilence in Africa,
preferably in Kenya.



Following receipt of proposals from interested organizatiorn, a
committee of USAID, Kenya Government and Investment Advisory
Center personnel will gelect the contractor and request the
Regional Contracting Officer to negotiate and sign a direct AID
contract wilth the organizatior selected.

c) Project Monitoring Contractor:

The procedures planned for selecting and engaging a project
monitoring contractor are the same as those described above for
th» Management and Technical Assistance Contractor. Criteria
for selection of the firm will be different, however, with
emphasis on auditing experience and in-depth knowledge of Kenyan
business being the primary factors for selection. A local
management sand consulting firm is the most likely contractor for
this component. A description of the functions and
responsibilities of the Project Monitoring Contrector is
included 1a Section V. "Monitoring Plan", below.

d) ﬁiéyﬁﬁg*yglpggﬂrX_Orgunizatiop (PvO)
lntermedTarfes™

This section will discuss two levels of PVO lntermediary: 1)
the organization facilitating management and technial assistance
to participating PVOs; and 27 the PVOs themselves.

Following signature of the overal] project saorocmont  1ISATD ..411
prepare a Project Implementation Order/Technical (PI0/T) for
obtaining the services of a PVO intermediary which will manage
asslstance to very small-scale enterprises through registered
PVOs established in Kenya. The PIO/T, signed by the Government
Ministry of Floance will authorize the Reglonal Contracting
Officer (RCO) to invite applications from registered U.3. PVOg
to undertake thie portion of the project. Criteria for
selection of the U.S. PVO will include: experience in assisting
small individual and group enterprises; experience in eredit
management, monitoring and cvaluntion; and experionce in Africa,
preferably in Kenya.

Upon recelpt of applications from eligible organizations, a
committee representing USAID and the Government will select an
ovrganization and authorize the Regional Contracting Officer to
negotiate and enter Into a Cooperative Agrecment with the
organization sclected.

The specific procedures to be followed In making sub-grants to
PVO's invelved in small-geale enterprise promotion will be
developed as part of the Intermediary PVO's submiesion to the
Government and AID.  Those procedures will include provision for
public solicitation of proposals at the beginning of the


http:c:t__a,.es
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4. Special Commodity Procurement Arrangements:

The following commodity procurement provisions have been made in
order to ensure the maximum opportunity for U.S. exporters to
supply project-financed commodities and to ensure compliance
with U.S. procurement regulations:

- A description of the project, the commodities likely
to be imported, and the contact point in Kenya
(Management and Technical Assistance Contractor)
will be pubLlished in the Commerce Business Dailly
early 1in project implementation;

- Sub-loan agreements will include an instruction that
preference be given to U.S. and developing country
(Code 941) procurement, where feasible;

- All sub-loan commodity import requirements will be
referred to the Management and Technlical Assistance
Contractor who will provide assistance in
identifying appropriate U.S. equipment for
sub-borrowers through technical publications,
reference to the REDSO library, and by un:ertaking
inquiries to the KEDSO/ESA Supply Management
officer, SER/COM in Washington, and or U.S.
suppliers, as appropriate.

- Sub-borrowers will certify that no commodity will be
procured under the loan from a country not covered
by Code 935 (Free World);

- Lo al suppliers will submit a form (to be prepared
by USAID and REDSC staff) which identifies the
origin of the commodity procured. Coples of these
forms will be supplied to the Management and
Technical Assistance Contractor who will keep a
running total of locally ~ocured Code 935 and Code
941 orlgin commodities and who will verify that no
non-Code 935 origin items have been procured with
project funds;

- Forelgn suppliers will affix AID handclasp emblems
to project flnanced commoditics and contalners and
will submit form 1450-4 (Invoice and Contract
Abstract) to the bank holdlng the Letter of Credit
for payment. The form 1450-4 will identify the
source and origin of the commodity and the name and
reglatry of the ship transporting the commodity to
Kenya. The bank holding the Letter of Credit will
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submit this form to the bank holding the Letter of
Commitment which will be responsible for keeping a
running total of commodity source/origin and flag of
transporting vessel. These running totals will be
supplied regularly to SER/COM which will be
responsible for monitoring overall compliance with
scurce and origin and maritime reguletions.

Because private sector entities will be procuring project
commodities, it has been assumed that good commercial practice
will be followed concerning competition among potential
suppliers. For reasons outlined in Section VI.C.
"Administrative Analysis', and in Annex F a walver of the
source/origin regulations 1is requested as part of the project
authorization. Turther, since there is no regular U.S. flag
liner service from ports outside the United States to Kenya or
from non-Gulf and East Coast ports, a determination of
non-availability of U.S. carriers from these sources to Kenya 1is
being requested on a blanket basis (See Annex F). To try to
make such a determinations on a case-by-case basls for the two
to three hundred loans expected under the project (each of which
will have several procurement actions) would cause inordinate
delays in project procurement and would serlously jeopardize
USAID's ability to manage the project. Assuming approval of the
blanket determination of non-evallability, the instructions to
the U.S. back holding the Letter of Commitment will include a
provision that Letter of Credit Issued to suppliers require the
following:

- For suppliers shipping from the Gulf and East Coast,
that all goods be shipped on U.S. flag carriers,

except as may be determined in writing from A.I1.D.
(SER/COM) on th2 basis of nor-availabillity of U.S.
carriers;

= For other suppliers, that all goods be shipped on
Code 941 flag carriers, except as may be determined
In writing by A.I.D. (SER/COM), on the basis of
non-avallability of Code 941 {lag carriers.

As noted above, SER/COM will be responsible for monitoring
compliance with these conditions through its computerized
monitoring systen.

5. Training:

Most training that will take place under the project will come
about through PVOs working with thelr business clients, the PVO
Intermediary working with PVOs, bank technical assistance
personnel working with bank staff, and management. consultancles
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arranged by the Management and Technical Assistance Contractor.
Some more formal training will also be provided for bank,
business and PVO personnel. Iden:ification of specific training
needs will come from all participants in the project: banks,
PVOs, business people, and the Management and Technical
Assistance Contractor. All such training needs will be referred
to the Management and Technical Assistance Contractor who will
arcange for: formal couses (primarily for bank personnel);
visits to appropriate institutions in Kenya, other Code 941
countries or the United States; and workshops/seminars in areas
of frequent need such as financial management, bookkeeping,
marketing amd exports. Such workshops/seminars will be
initiated once a critical mass of project participants has been
identified. They will also be open on a limited basis (no more
than 257) to non-project related personnel. Typically the
Management and Technical Assistance Contractor will finance
resource people and participants will pay for other costs.

6. Special Studies and Evaluation:

Special studies of alternative kinds of financial intermediaries
(coopertives and finance companies) and mechanisms (e.g.
guaranty program) as well as of the indirect impacts of
increased formal sector production and emplovment and the
project evaluations will be contracted directly by USAID/Kenya.

B. Implementation Schedule:

Signature of the Project Agreement with the Government is
curreutly planned for July, 1983. All initial loan agreements
with commercial banks, the contract with the Management and
Technclal Assistance Contractors, and the Cooperative Agreement
with the PVC Intermediary are planned to be completed by the end
of calendar year 1983. Contracts with the Monitoring and
Fuviluation Contractors will be executed early in CY 1984.
Cowpliance with this schedule would allow start-up activities by
tiin various intermediary organizations during the first quarter
of calendar year 1984, with the first sub-grants and loans being
made 1n the second quarter of calendar year 1984. Project
monitoring will begin concurrently with sub-loan and sub-grant
activities. A mid-term evaluation is scheduled for mid-1986
tfter two full years of sub-loan and sub-grant activity. A
detailed implementation schedule 1s included as Annex J.

v. MONITORING PLAN:

For both the rommercial bank and PVO components of the project,
close monitoring of project progress, and modification as
necessary, will be critical to project success.
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Monitoring of individual PVO programs will be one of the
responsibilities of the PVO intermediary entity. The first step
in effectively monitoring PVO programs and their impact will be
to help PVOs set up and utilize monitoring systems. The PVO
assessment carried out as part of project development
demonstrated how little is currently known regarding what
specific inputs, in what order, range and intensity have the
greatest positive impact on informal sector enterprises. The
first function of monitoring systems set up under the project
would then be to feed back to PVOs themselves information as to
which interventions are effective and which ere not. The second
function of the monitoring systems would be to provide the
intermediary and AID with information on program eflfectiveness
and impact, and on PVO financial and administrative

performance. The PVO internal monitoring will be checked
periodically by the project's Monitoring Contractor.

The first step in monitoring the commercial bank lending
programs will be to obtain, in timely fashion, reports from
participating banks concerning their lending activities. Banks
will provide detailed information on sub-borrowers, total credit
provided to sub-borrowers, aud the financlal status of the
overall program on a quarterly basis. Annual reports will
suamarize progress to date and provide an overall statistical
review of each bank's lending activities under the project.
Specific reporting requirments are provided 1n Annex E.

An independent local consulting firm will be engaged to monitor
and analyze the commercial bank loan program. The principal
functions of the monitoring contractor will be as follows:

- to verify that loans reported by banks have
actually been made;

- to verify that loans made have been used for the
intended purposes;

= to report problem projects to the appropriate
commercial bank and the Management and Technlical
Assistance Contractor as they surface to allow
early remedial action to be taken;

- to verify bank and sub-client compliance with
procurement procedures and requirements;

- to analyze the loanr portfolio of each bank to
verify compllance with loan criteria (size,
location, type of business, development
1ndicators);
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‘= to analyze the resulting composite portfolio,
compare it with USAID Project Paper projections,
and recommend changes, as necessary, in order to
maintain lending in line with Project Paper
objectives or to modify those objectives, as
appropriate;

- to analyze loan drawdowns vis a vis disbursements
by banks;

- to spot check monitoring results of PVO monitoring
prograus ;

- to report to USAID quarterly on the above.

Completion of the above tasks by a contractor will serve to
extend the ability of the AID project manager to monitor these
elements of project implementation. The AID project manager
will then spot check the contractor's results and focus on
problem areas and solutions.

VI. A. Economic Analysis

1. Macroeconomic Overview:

Despite a long record of growth that is above average among
sub-Saharan African countries, the Kenyan economy has performed
poorly throughout most of the period covered by the current
Five-Year Development Plan (1978/79 - 1982/83). Delay in
implementing key policy changes and adverse external
circumstances have combined to slow many of the structural
adjustments of the Kenyan economy which were correctly
jdentified as beilng necessary 1n Plan documents. Per capita GDP
at market prices stood at $396 in 1981. Per capita GDP 1in 1982
stood at $354, 1in part due to recent strength of the U.S. dollar
and to the 17.6 percent devaluation of the shilling in December
1981.

It is now apparent that Kenya will be unable to meet the
original economic targe%s of the five-year Plan. According to
recent Government estimates, growth rates (which were to have
averaged 6.3 percent per year over the five-year period) have
Leen revised downward to an average 3.9 percent. Moreover, even
1f the country's terms of trade halt thelr recent decline, the
prowth rate of real resources over the period will average only
2.0 percent annually, well below the 4 percent rate of
population increase. On average, people will be less well off
In Renya in 1983 than in 1978. (See Table VI-A-1). Under a
consistently applied progvam of structural adjustment, however,
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the growth record is expected to improve, averaging 4.2 percent
during 1981-86, and accelerating to 5.2 percent annually during
1966-91. Demand for loans financed by the project is expected
to increase, and the profitability of sub-loans to benefit,
substantially from the improved macroeconomic environment
projected through the end of the decade.

Table VI-A-1:

KENYA: ANNUAL RATES OF GROWTH OF GDP
(at Factor Cost) 1979-83

1979 1980 1981 1982 1983 1979-83

Average
Development Plan 4.5 7.0 6.5 6.7 6.9 6.3
Sessional Paper
No. 4 of 1981 3.5 5.8 5.9 5.9 6.0 5.4
Recent GOK 4.2 3.3 5.5 3.3 3.0 3.9

Estimates
Per Capita GDP

Growth 0.2 -0.7 1.5 -0.7 -1.0 -0.1
(Adjusted for

Terms of Trade) (-2.4) (-3.2) (-1.8) (~1.6) (-1.0) (-2.0)

2. The Manufacturing Sector:

The manufacturing sector in Kenya has performed conaistently
better than the economy as a whole, growing at an average rate
of 8.4 percent per year in the first decade of independence and
at a slower but still impressive rate of 5.9 percent since
1974. However, despite its rapid growth the manufacturing
sector remains relatively small in Kenya, accounting for 12
percent of wage employment and 13.3 percent of GDP in 1982.
Under the structural adjustment program, the growth of
manufacturing would average 4.6 percent annually during the
period 198]1-86 (as consolidations and restructuring occur in
some industries) with more rapid expansion occurring in newer

industries more closely attuned to market prices. Beyond 1986,
a restructured manufacturing sector is expected to grow at 6

percent per ycar. Durlng the early stages of the restructuring
process, the Rural Private Enterprise Project will act in part

to offset remaining distortions in some exlsting price signals
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by assuring the availability of credit to rural industries which
are 1abor-in7ensive, export-oriented, or strongly linked to
agriculturel .

In the past, the growth of the manufacturing sector has been
fostered primarily by means of a policy of import substitution
based on quantitative trade controls and foreign exchange
restrictions. Relatively capital-intensive manufucturing has
been encouraged and protected. Industry operates with heavy
dependence on imported inputs and is therefore vulnerable to
limitations on availability of foreign exchange. Most of the
casy investments of the import-substitution variety have already
been made. High levels of protection have in the past resulted
in an antil-export bias reducing the availability of foreign
exchange. At the same time, the net contribution to foreign
exchange savings of many past investments is open to question.
The capital-inteunsive nature of many import-substitution
industries has contributed to the relatively slow growth of
industrial employment while the poor quality and high prices of
many manufactured goods represent an implicit tax on the
agricultural sector.

7/ For an In-depth analysIs of the appropriateness of these
criteria in the Kenyan context, see Spplementary Annex E: Small
Scale Industry in Kenya by Peter Kilby, Working Paper No.2T,
Michigan State Development Series, 1982. (Office of Rural
Devclopment and Development Administration, Development Support
Burcau, AID/ta-CA2). Kilby emphasizes the growing importance of
gein traditional small industry in Kenya with firme employing
10100 employees. Labor intcnsive production is found to be
coucneutrated in wood and cork products, transport equipment,
sveoqr and confectionaries, textiles, furniture and fixtures,
ctorhing industry, plastic products, meat and dairy products,
no electrical machinery, leather products sad footwear, and
Lelery products. Kilby demonstrates that these labor intensive
industries exhibit a higher incidences of domestic-based raw
materinls, e.g. timber, sugar, cotton, wheat, hides, etc; thus
providing a strong analytical basis for a strategy emphazing
rural-based production.
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An overvalued exchange rate nas been at the heart of the system
of industrial protection. The dialogue between donors and the
Government has been continuois on this key issue. Significant
progress has been made. The Lenya Shilling was devalued against
the SDR in February and September of 1981, and again in December
1982 for a cumulative adjustment ol 46 percent (a devaluation of
65 percent against the U.S. dollar during the same 22 month
period). Of equal significance is the commitment of the

Governe nt, emerging from negotiations with the IMF, that Kenya
will ad, ust the exchange rate periodically, taking into account
movement in relative prices in Kenya and in its major trading
partoers. Such an approach would have lmportant implications
for implementation of other policy reforms already agreed to
including reduced quantitative restrictions on trade, improved
import licensing, and introduction of s more liberal and uniform
tariff system. Continuing overall movemen:t of this type could
have substantial positive impl{ -~tions for the proposed Rural
Private Enterprise project, assi.ting the project to meet its
goals of increasing available financing for labor intensive,
rural resource-based, and export-criented production.

3. The Agricultural Sector:

The reduction in the overall growth of GDP since the early
1970's has been reflected in the agricultural sector as well ag
in manufacturing. The growth of agricultural output has
declined from an average annual rate of 4.7 percent during
1964/73 to 3.9 perceunt during 1974/82. Depsite e rate of growth
since independence below that of the general economy, the
agricultural sector still provides Kenya with 34 percent of
inputs into manufacturing, 70 nercent of non-petroleum exports
and approximately 65 percent of total employment. Under the
current structural adjustmenc program, the growth of
agricultural production is expected to remaln at 4 percent or
more despite a rapidly growlng labor force and the limited
availability of hlgh and medium potential land.

Problems in Kenya's key agricultural sector were outlined in
Kenya's National Fas2 Polley Paver published early in 1981.
Producer prices in the past have heen inadequate (maize, beef
and milk prices 1in particular), credit servicesg Inefficient
(late disbursements, unsatisfactory collection programs), and
provision of input supplies inadequate and untimely. Marketing
services have been poor with parastatal bodies and cooperatlives
taking a significant share of sale proceeds at the expense of
the producer.
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Achievement of the rural production goals of the Rural! Private
Enterprise project will be substantially enhanced by continuing
and extending the policy reforms already begun under the
agricultural portion of Kenya's structural adjustment process.
As Sessional Paper No. 4 of 1982 points out "the prices farmers
receive are the principle incentive to which farmers respond in
producing for market''. Kenya has now Institutionalized a
mechanism to adjust agricultural prices under its Annual Price
Review. The Reviews in December 1981 and December 1982
recommended large increases in producer prices. The cumulative
increases between December 1981 and February 1983 have been
substantial for a number of baslc egricultural crops including
maize (66 percent), vheat (40 percent), rice (81-115 percent),
and milk (30 percent). The prices for rice now approximate
world levels, and tue prices for maize and wheat exceed world
levels. Probably as a result, the overall food supply situation
has changed from deficit to surplus.

The Annual Frice Review is itself an inflexible mechanism,
although it represents a quantum leap forward in the
thoroughness with which Government considers the impact of its
decisions on the farmer. A complete review of grain marketing
with a view to Introduce a more flexible pricing system is
required, and was agreed as part of the current $135 million
World Bank Structural Adjustment Program. However, progress in
getting the study underway has been disappointingly slow. With
regard to pricing, it shculd also be kept in mind that the
devaluation process described above has had a substantial impact
on the incomes of producers of coffee and tea, two of Kenya's
most important exports, more than half of which are produced Ly
smallholders.

The overall increases in agricultuial output and income
resulting from measures already begun will have a substantial
positive impact on the proposed Rural Private Enterprise project
Loth from the point of view of providing an expanded rural
demand, and by increasing the potential supply of outputs to be
processed. Sessional Paper No. 4 also suggests an increased
commitment by Covernment to a number of reforms and approaches
that will support achievement of project goals, and which
indicate a continuing convergence of USAID and the Kenya
Government viewpoints on a number of issues. To quote Sessional
Paper (Para 53):

" The institutiona! changes which form part of the
agricultural structural adjustment programme include
renewed emphasis on small farm production, the
development of gateway towns which are the conduits for
inputs and outputs golng to and from rural hinterland
and pastoral areas, the rejuvenation and improved
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.

efficiency of cooperatives, a greater role for the
private sector, a sharper focus of marketing boards on
their public functions of strategic storage and price
stabilization, and improvements in credit extension and
collection".

Although no one pretends that all of the above changes will be
adopted immediately or without cost, the Rural Private
Enterprise project has been designed as part of an immediate
overall U.S. responses to help implement policy decisions which
now favor increased rural production (farm and non-farm) with
considerable emphasis on an expanded role for the private sector.

4. Credit Situation:

The credit situation in Kenya over the past few years has been
seriously affected both by the balance of payments crisis (with
resultant negative effects on foreign reserves), and by sharp
fluctuations in Government's requirements for credit to finance
the budget deficit. (See Table VI-A-2).

Table VI-A-2

MONETARY INDICATORS, 1978-83
(Million Kenyan Pounds)¥*

As At Net Foreign Domestic Credit Money Commercial

End Of Assests PubTic®™ " Private Total  Supply*** Bank Liquidity
Ratio In 7

Dec. 1678 106.4 168.6 445.0 613.6 705.9 23

Dec. 197> 179.4 203.0 488.7 691.7 819.8 18

Dec. 1980 113.2 192.0 587.9 779.9 810.4 21

June 1981 68.0 244.8 601.3 846.1 823.9 20

Dec. 1981 15.0 317.6 651.3 968.9 918.2 21

June 1982 -40.4 377.0 697.3 1074.3 916.2 18

Dec. 1982 -101.0 534.5 717.8 1252.4 1066.2 25

Jan. 1983 -112.0 co . oo 1277.0 1063.6 28

Feb. 1983 -126.0 1263.0 1045.9 28

Source: CBS Monthly Statistical Bulletin, July 1982; Economic Survey

1983.

Motes: * One Kenya Pound equals approximately 1.54 U.S. Dollars
following the devaluations of December 1982.
*% Includes parastatal.
**%  Money and Quasi-Money.
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Total domestic credit, which had grown by 12.8 percent in 1980,
and by 24.2 percent in 1981, expanded by .9.3 percent in 1982.
Public sector borrowing during 1982 Increased by 68.2 percent,
and private sector credit expanded by only 10.2 percent.

Kenya's total money supply increased by 150 million Kenyan
Pounds during 1982. Had it not been for an increase in domestic
credit to the public sector of 212 million Kenyan Pounds, the
overall money supply would have decreased substantially since
net foreign assets also declined by 116 million Pounds (and were
substantially negative at year's end). Declining foreign assets
partially offset the growth of domestic credit so that expansion
in the money supply was held to 16 percent in 1982, a decline of
6 percent in real terms.

Total commercial bank credit in 1982 rose by some 15 percent.
More than a third of this increase was accounted for by
additional lending to Government in the form of Treasury bill
purchages. The liquid assets of the commercial banking system
increased by 55 percent in 1982. Just over half of this
{ncrease, however was due to increased holdings of Treasury
bills. The liquidity ratio of the commercial banks began to
rise in August during a period of large scale Government
borrowings from the banking system. By February 1983, the
llquidity ratio was as high as 28 percent. This was well above
the new legal minimum of 20 perceut set the same month (but
artificially inflated by Treasury bill holdings).

The Government of Kenya has now committed itself to reversing
this recent pattern, and to increasing the availability of
credit to the private sector. Government's ietter of intent in
connection with the March 1983 IMF Stand-By, includes a ceiling
on the expansion of total domestic credit during FY 1982/83 of
15 percent, with no more than 25 percent of the total in credit
expansion to be avallable to Government. Government has
successfully met the target for total domestic credit set for
March 1983. It now appears that the ceiling established for
June will be met as well. The ceiling on domestic bank credit
to Government was also successfully met in March. The final
outcome for June 1s less certain given severe reveneue
shortfalls in the last six months of CY 1982.

USAID and the IMF are 1n basic agreement on the need for
continuing this approacn. USAID expects to take advantage of
the 1ikely overall increase in commercial bank credit to the
private sector by employing a matching funds approach under the
Rural Private Enterprise project to leverage a substantially
increaged flow of resources toward rural private enterprises.



In addition to sources of project financing available from the
commercial banking system, and from donor-supported development
institutions discussed above, Kenya's credit marketg have been
characterized in recent years by a rapid expansion in non-bank
financial institutions. Between 1978 and 1982, domestic credit
of the commercial banking system more than doubled, while in the
same period non-bank institutions tripled their lending. As a
result the overall rate of credit expanslon has been
significartly faster than recorded by normal banking

statistics. By the end of 1982, non-bank credit is estimatecd to
have made up nearly one-third of total credit of the financial
system. Non-bank institutions are still not as effectively
under the supervision of the Central Bank as commercial banks.
Their expansion represents a substantial increase in the level
and nature of competition in the financial sector. The lesger
degree of Central Bank control over these institutions has
enabled them to offer substun.ally higher returns, and to
ctarge substantially higher rates, than more closely scrutinized
Institutions.

Current Govarument policy is to use interest rates more flexibly
Lo encourage dorestic savings and capital formation. Bank
deposit rates were raised in several stages from 5 percent to 10
percent between June 1980 and September 1981, and lending rates
from 10 perceat to 14 percent. Nevertheless, due to higher
rates of inflation, real Interest rates remained negative for
savers during most of thig period (depending on the exact type
of price deZlator applied), while borrowers normally paid only
small positive rates of interests 1f any. (See Table VI-A-3).
On December 10, 1982, the Government of Kenya acain adjusted
deposit and lending ranreg upward by 2.5 and 2 percentage polnts
respectively indicating a continuing commitment to the
adjustement process. In its letter of intent to the IMF under
the current Stand-By Arrangement Government indicated that 1t
Intends to %eep Interesr rates under continuing review to ensure
that time depesit ratey ore kept positive in real terms.

Success In ~educing the budget deficle, and restralnt in growth
of the monev supoly, will contribute directly to reduced
inlfation anc assist in achlevement of this objective. To Judge
from the ceatinued buoyant demand for loans from non-bank
financlal institutions which charge substantially higher rates
than banks, interest rateg in Kenya have not yet reached a level
where they serlously threaten to curtail investment.
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Table VI-A-3.
KENYA: TRENDS IN SELECTED INTEREST RATES, 1978-1983
Nominal Nairobi Gp Real Real
Year - Interest QOonsumer Deflator Interest Interest
Price (CPI (GDP
Index A Deflator) Deflator)

1. Commercial bank

Savings deposit 1978 5.0 12.6 3.3 -7.6 1.7
1974 5.0 8.4 6.3 ~-3.4 -1.3
1980 6.0 12.8 10.9 -0.8 -4.9
1941 10.0 12.6 9.7 -2.6 0.3
1982 12.5 22.3 14.4 -9.8 -1.9
Mar .82-83 12.5 16.2 cee ~-3.7 cea
2. Ommmercial bank loans
and advances (max) 1978 10.0 12.6 3.3 -2.6 6.7
1979 10.0 8.4 6.3 1.6 3.7
1980 11.0 12.8 10.9 -1.8 0.1
1981 14.0 12.6 9.7 1.4 4.3
1982 16.0 22.3 14.4 -6.3 1.6
Mar .82-83 16.0 16.2 ces -0.2 .
3. Post Office
savings deposits 1976 5.0 12.6 3.3 -7.6 1.7
1979 5.0 8.4 6.3 -3.4 -1.3
1980 6.0 12.8 10.9 -6.8 -4.9
1981 10.0 12.6 9.7 -2.6 0.3
1982 10.0 22.3 14.4 ~-12.3 -1.9
Mar .82-83 10.0 16.2 cee -6.2 con
4, Fuilding society
loans (max) 1974 12.0 12.6 3.3 -0.06 8.7
1979 12.0 8.4 ¢.3 3.6 5.7
1980 14.0 12.4 10.9 -1.2 3.1
19081 14.0 12,6 9.7 1.4 4.3
1982 16.0 22.3 14.4 -6.3 l.6
Mar .82-83 16.0 16.2 vee -0.2 ene

tource:  Feconomic Survey, 1983,
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Barclay's has some 43 branches, 17 representative agencies, and
various mobile units covering a further 12 towns. Standard Bank
has 38 offices in Kenya. Only three other banks (National Bank,
Co-operative Bank, and Bank of Credit and Commerce) have any
branches in rural areas, but these branches total less than a
dozen.

The three principal commercial banks in Kenya are financially
sound despite the current depressed state of the economy and
temporary adverse liquidity developments resulting from
Government budgetary problems during the past year. At December
31, 1982, Barclay's had equity and retained reserves of 10.6
million Kenyan pounds ($16.3 million), Jjust above the level of
10.5 million Kenyan pounds recorded in 1981. Deposits and
cureent account balances amounted to 137 million Kenyan pounds
($211 million), up Q& percent over 1981. Pre-tax profits did fall
from 4 million Kenyan prunds in 1981 to 3.2 million in 1982 ($4.9
million), but these prori“s gave a very satisfactory rate of
return on shareholders' funds of 39 percent in 1981 and 30
percent 1in 1982.

Despite the current recession, the Kenya Commercial Bank, and ite
Finance Company, reported generally improved positions for 1982.
KCB's equity and retained reserves increased slightly from 12.9
million Kenyan pounds in 1981, to 13 million in 1982 ($19.9
2111ion). KCFC equity and reserves have risen from 2.1 million
{enyan pounds in 1981 to 3.1 million in 1982 ($4.7 million).
Profits before taxes at KCFC rose from 482 thousand pounds to 685
thousand pounds ($1.1 million), representing a 22 percent return
on shareholders' capital. Audited accounts for the KCB Group as
a whole during 1982 were prepared at the end of May 1983 and
printed copies should be available in July. Separate audited
accounts of the Kenyan operations of Standard Chartered Bank PLC
cannot be reported on. Profits before tax of the parent company
fell from 260 million British pounds in 1981 to 242 million in
1982 ($389.6 million). Share capital and reserves rose from 1.02
billion British pounds in 1981 to 1.14 billion pounds in 1982
($1.84 billion). Risk to the U.S. Government would be minimal in
lending directly or indirectly to any of the three major
commercial banks currently operating in Kenya. A more in-depth
review of commercial banks operating in Kenya is contained in the
Credit Feasibility Study: Supplementary Annex A to this paper
(available from AFR/PD/EAP). Audited financial accounts of KCB,
KCFC, Bacrclay's and Standard Bank will be available from the same
source as Supplementary Annex F.
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3. Financial Soundness:

The project proposes to establish a standard two step loan
arrangement with funds being lent by AID to the Government of
Kenya, and by the Government of Kenya to selected commercial
banks for on-lending to rural private enterprises. The
financial feacibility of the project 1s established by the large
available spread between standard A.I.D. concesslonal rates and
commerclal lending rates anticipated in Kenya during the project
and subsequent payback period. The project divides the
avallable spread between commercial banks (to cover normal
profits, costs of necessary advisory services, and the higher
costs of medium-term lending to smaller scale, rural
enterprises) and Government (to cover foreign exchange risk, to
repay the original AID loan, and vo establish a permanent fund
in the Central Bank as a source of ternm capital for on-lending
by commercial banks to selected rural enterprises).

The AID loan to Government will be at an 1interest rate of 2
percent per annum during a grace period of 10 years, and at 3
percent per annum thereafter during a period of 30 years, with
61 approximately equal seml-annual puayments of principal and
Interest. A pro forma amortization schedule has beepr prepared
based on a principal sum of $24 million dollars to be drawn c¢own
over a perlod of five years in 20 equal quarterly installments
of $1.2 million each (See Table 3, Annex G). The pro forma
drawdown schedule is {1lustrative only and may turn out to be
somewhat coaservative particularly if macroeconomic conditions
improve 1in Xenya as a regult of structural adjustment measures,
and if major commercial banks 1in Kenya elect to participate
fully from the initial vear of project operation. Given the
ten-year grace pericd ot low Interest essociated with the AID
loan to Government, & more rapld drawdown of funds by commercial
banks would scrve to Ilmprove overall financial returns at every
level of the project. It is recognized that the opposite also
holds true, that the ten year gruace perlod provides a
significant opportunity for accumulating reserves in the
permanent Cent:al Bank fund, and that every cffert should be
made to maintain prolect momentum once an initial drawdown has
been made.

The flow of funds out of rhe permanent Central Bank fund to
repay the AID loan {Table 3, Annex G) may be compared with
related flows Into the fund arising from payments of interest

and repayments of principal by commercial banks to Government
(Table 4, Annex G). A iro forma amortization schedule
consolidating total bank payments and repayments has been
prepared, based on oo Interest rate from Government to banks of
1O percent per annum, a prace perfod of two years, and an
overall loan period of 10 years applicable to each
disbursement. A grace perlod of two years has been selected to
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be equivalent to that deemed suitable by banks on subloans to
ultimate borrowers. A loan period to banks of ten years has
been selected as consistent with sub-loans to ultimate borrowers
ranging from 3 to 8 years (medium-term). Under these
arrangements there 1s ample time for loan processing and
possible extensions, and some revolving of AID-supplied funds
can also be achieved. Loans of up to eight yeers can still be
approved in the final year of the proposed five year drawdown
period. A ten year loan period has also been selected as being
near the upper limit to which commercial banks may be willing to
commit themselves at a fixed rate of interest. The simplicity
of fixed interest rates and fixed payments has been preferred in
the Kenyan context to more flexible but more complex solutions.

Financial flows from Table 3 and 4 which were discussed above,
are compared in Table 5, Annex G in order to demonstrate the
financlal viahility of the proposed project. Table 5 suggests
that under a broad range of conditions, there will be ample
reserves 1ln the permanent Central Bank fund to make all
repayments of principal and interest, and to accumulate
substantial resources to be further on-lent to commercial

banks. A foreign exchange guaranty from the Government of Kenya
will be required to protect the value of the permanent fund
agalnst possible depreclation of the Kenyan shilling in terms of
the U.S. dollar during the perlod of pay back of the loan to the
U.S. Government. Such a guaranty is appropriate since Kenya
wlll benefit from substantial initial inflows of foreign
exchange 1n excess of project requirements for imports. Such
inflows immedlately reduce the need for borrowing abroad or
permit repayment of existing obligations. Moreover Government
has substantially within its power the ability to protect the
value of the shilling through appropriate filscal and monetary
policies. When such policles cannot be implemented, the value
nf any permanent fund is unavoldably reduced through an
inflation "tax.'" An additional such '"tax" operating through
depreclatior of the exchange rate would substantially undermine
the viability of any continulng fund. As Table 5, Annex G
indicates, substantial reserves are accumulated in years 1
through 10 (quarters 2-39) due to the shorter grace period and
higher interest rates assoclated with commercial bank loans
(compared to the AID loan to Government). Payments received
from banks accelerate reaching a plateau of just over $ 1
million (equivalent) per quarter by period 26 (six and a
half-year after the project begins). Beyond the 10th year
payments by banks decline as earlier loans are pald off in full.
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The fund experiences its first negative cash flow in period 42
when the second repayment of both principal and interoest by
Government is made at the same time that the fund 1s facing a
decline in payments received from banks. Beyond 15 years, of
course, there are no inflows from banks at all, while

Ge - rnment's payments continue through period 160 (40 years).

It can be estimated howevsr, that the total value of the fund at
the end of the 59th quarter will be a minimum of $26,201,800
(equivalent). This exceeds by some $10.5 million the present
value of all future required payments to the U.S. during periods
60-160 (assuming a discount rate of say 13 percent). This
minimum estimate of fund size is based on an accumulation of net
Inflows deposited at zero interest. The project envisages
relending available capital to a broad range of rural
enterprises, however, as such funds become avallable. The
pattern of such lending cannot be exactly predictad at this
time. To give some idea of the effect of compounding on the
total fund size, Table 5, Annex G assumes immediate relending of
funds each quarter as they become avallable, at say 13 percent
per annum (3 percent higher than lending under the original more
restrictive AID program, but approximately 1.5 percentage polnts
below the existing Treasury rate). Under such a regime, an
average casa flow of nearly $2 million per quarter 1s generated
by the time the last repayment on the original loan is received
by Government from the banks. Although the exact present value
of svch a flow will be highly dependent on inflation rates
during the intervening periods, the objective of
institutionalizing a relending facility for term capital in the
Central Bank can be successfully achieved in addition to the
Income, production and employment goals aclileved directly.

C. Administrative Analysis:

A number of studies conducted both before and during project
development have contributed to the summary administrative
analysis presented below. Principal awong these were the
"Credit Feasibility Study", "Investment Opportunlty
Study',"Agribusiness Pollicy Study' and "PVO Evaluation/Social
Soundness Analysis' which are available from AFR/PD/EAP as
Supplementary Anrexes A-D. Other inputs into che analysis and
its conclusions were two visits by PRE/I staff and a PRE-
provided management and training consultancy.

1. Government of Kenva:

An early decislon required during project development was to
determine what role should be played by the Government in the
project and specifically whether the project agreement should be
signed with the Government or directly with the wvarious
intermediary entities.
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considered 1in the choice of an obligating

mechanism included:

the desirability for the Kenya Government to
assume the foreign exchange risk;

the fact that any direct U.S. loans made to
private sector banks would have to be guarantied;

the need for any loans made directly to private
sector banks to be exempted from payment of income
taxes on interest payments and the need for
duty-free status of any project-financed personnel;

the need for Government to issue foreign exchange
and import licenses for most project-financed
commodities;

the already heavy burden on the Government of
managing donor-assisted projects and possible
project implementation delays which could result
from overtaxing the Government;

the desirability of establishing a means to
recirculate bank repayments through the commercial
banking system;

the desirability cof achleving some
institution-building with commercial banks through
a direct relationshlip between USAID and the banks;

a possible negative reception from banks having to
deal with the Government on project implementation;

a possible negative attitude toward repayment by
sub-borrowers 1f the project is viewed as a
Government project.

USAID concluded from the above that the Government must be
involved in thc project in a number of critical ways (as it is
now with the PRE/KCB project), particularly with regard to
forelgn exchange risk, allocation of foreign exchange, import
licensing, loen guaranties, and tax exemption. Discussions with
banks indicated that they were not overly concernced with a
formal loan relationship with the Government provided that
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operationally the program would be Independent. In light of the
above, USAID/Kenya has opted for a formal agreemenc with the
Government to ensure 1its participation in the areas where it 1isg
required, but with important operational procedures (loan
approval, disbursement, and procurement, together with the
provision of technical assistance) handled directly by AID.

This arrangement will also allow development of a long-term fund
to support commercial bank medium-term iending while minimally
taxing Government administrative capacities.

The Government's role in the project will consist of the
following: 1) Signature of the overall agreement with USAID; 2)
participation in the preparation and issuance of requests for
proposals (applications) and selection of banks, contractors and
the PVO intermediary grantee; 3) issuance of import licenses for
sub-borrowers wishing to import equipment and raw materilals; 4)
collection of loan repayments from banks and re-lending the
same; and 5) repayment to AID. 'The Government will have no role
ln sub-loan or sub-grant decis’ons and lmplementation, nor will
1t be involved in the initial disbursement of funds. With the
exception of the issuance of foreign exchange and 1mport
licenses, all ol the above will be performed by the Ministry of
Finance which are capable of undertaking the tasks described. A
covenant will be included in the project agreement concernlng
the issuance of import licenses.

2. Intermediary Organizations:

(a) Selectiou: Given the broad project objective to
establish and expand rural private enterprises, a wide range of
intermediary mechanisms suggest themselves as potential vehicles
for delivering project assistance. Alternatives congidered
during projeoct development include: commercial banks,
development banks, cooperatives, finance companies, and private
voluntary organizacions (PVOs). USAID has concluded that more
than one intermediary entity would be necessary, coensidering
that coterprlses of both formal and fnformal nature would be

assisted.

The only orpandzations with a proven track record in asslsting
informal sector enrcrnvisces nro “he PYOs.  Given the strong
record of PV0s in this ares in reaching very small (0-5
employees) enterprises and very noor clients, the decision was
made to utilize thesoe organizations to the maximum of their
capacitizs and to expand those capacitiecs, where possible.
There are some questlc 5 remaining concerning thelr
administrative capeclty and the cconomic feasibllity of such
assistance. The economic feasibility question stems from the



lack of solid data councerning the economic impact of the PVO
programs. The PVO Evaluaticn/Social Soundness Analysis was able
to fix a cost per beneficliaryof approximately $58. However very
little quantitative information was available on the production
and employment impacts of the PVO programs, making a meaningful
cost comparison with alternative assistance mechanisms
impossible. The PV0O Evaluation/Social Soundness Analysis did
estimate the capital cost per job among PVO-assisted enterprises
to be $2,000 vs. $5,000-$8,000 (Investment Opportunity Study)
among commercial bank clients. Against this difference must be
weighed the facts that: 1) there is no matching of loan capital
in the PVO programs; 2) the indirect impacts of informal sector
investments are likely to be lower (retail vs. manufacturing,
lower wages); 3) PVO administrative costs are proportionately
much higher (167% for the one pure loan program Daraja vs. 2-4%
for commercial banks); and 4) PVO credit funds are less likely
to be pald back and re-lent. However, the fact remains that
they are the only organizations effectively reaching this
important portion of the small business community, and USAID
plans to continue supporting them for both equity and economic
reasons. Provisions have been made in the project (through
technical assistance and establishment strict lending
performance criteria) to redress the administrative problems.

At the next level (5-20 employces) in the rural private
enterprise comaunity, there is a clear gap in the availability
of intermediary insititutions. Suggestions were made to utilize
the cooperative enterprise sector (PVO Evaluation/Social
Soundness Analysis), finance companies (Investment Opportunity
Study), and a guaranty program (PVO Evaluation/Social Soundness
Analysis) to try to reach this segment of the business
community. However, insufficient information exists at present
~oncerning the management and financial soundness of cooperative
eaterprises and finance companies to allow a definitive judgment
in this area. USAID's initial reaction 1s that in general
nelther the flrance institutions nor the cooperatives are
sufficiently strong to serve as Intermediate credit institutions
uader the project at this time. The target market of the
{inance companies appears to be too urban oriented to meet
project needs. Cooperative enterprises are of course eligible
to apply for ioans at the commercial banks on the same terms as
other rural private enterprises, and USAID anticipates that one
’VO 1ikely to participate in the program (Technoserve) will
devote considerable effort to asslsting cooperative enterprises
both 1n managlng thelr enterprises and in obtainlng loans from
commerclal banks. A guaranty program to direct more commerclal
bank lending to thig segment of the business community would be
very attractive, 1f it were allowable under the Forelgn
Assistance Act, which it currently 1s not. Funds have been
reserved 1n the project to explore each of these ideas further.
Should project monitoring and evaluation Indicate the need to
re-design some project elements, the necded information will be

availlable,
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At the 1-2vel of formal sector enterprises of 20 or more
employees, two alternatives are available: the commercial banks
and development banks. The Credit Feasibility Study reviewed
the orientations and capacities of both groups with the
following conclusions:

(a) Management capacity: Commercial banks were
found by a wide margin to be better and more
independently run and to have substantially greater
capacity for expansion. This is largely due to
their larger pool of managerial talent.

(b) Target groups: Commercial banks tend to lend
to larger, more experienced businesses. Development
banks place much greater empharis on lending to
smaller and less experienced entrepreneurs.

(c) Financial performance: As would be expected
from the differences in both management capacity and
target groups, the financial performance of
commerclal banks greatly exceeds that of the
development banks. The development banks generally
have large arrcars and have lost money 1in recent
years.

(d) Outreach and business advisory capacity:
Development banks provide much more assistence to
businceses in conducting feasibillity and engineering
studies. The commercial banks, which are leunding to
experienced businesses, do not need to provide such
assistance and therefore have legs experilence in
this area. The exception to this statement 1is the
Kenya Ceommercial Bank which has an active businesg
advisory service. Branch networks are more bighly
developed among the commercial banks.

(e) Capital availabllity and needs: Development
banks have generally been successful 1in attracting
donor financing for their activities and
demonstrated lirtle additional need for financing.
Commercial banks have been successful in generating
local capital on a short-term boasis. The extreme
scarcity of medlum-term capital has resulted in a
concentration on working capital financing and has
contributed to a lack of experience in medium-term
lending.

Based on these findings, USAID has opted for commercial banks as
implementing agents.  Xenya Commercial Bank, Barclays Bank and
Standard Chartered PLC appear to bHe in the hest position to

compete for the financial intermediary role because of their
slze, experience and Jarge branch networks. With some
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assistance, they wlll be able to implement the project
efficiently. Thelr strong financial and management performance
makes them the best choice for efficlent project execution and
profitable selection of sub-loan recipients, but the project
will be open to responsive proposals from other banks as well.
Further information and analysis of the financial and
administrative capacities of Kenya Commercial Bank, Barclays
Bank and Standard Chartered PLC can be found in Supplementary
Annexes A and F.

In summary the project will utilize the proven, reliable
intermedaries (commercial baunks and FVOsg available to reach
rural private enterprises with proiect assistance. The choice
of intermediary requires that some special attention be given
to enterprises, of 5-20 emplcyees which the project will address
by providing incentives to banks to lend at this level, by
providing grant funding for required management and technical
assistance to sub-borrowers, and by providing funding to PVOs
which may assist some enterprises to obtain bank loans. To the
extent that these intermediaries need upgrading or re-direction
to achieve project objectives better, assistance will be
provided to that end.

(b) Upgrading/Redirection:

Insofar as commercial banks are concerned, their administrative
and financial capacities are well documented in the Credit
Feasibility Study. The principal need as concerns commercial
banks 1s to induce them to be more willing and able to lend to
smaller-scale enterprises. To 7jome extent some such lending
will be encouraged by the requirements that the loans be rural
and that they meet at least one of the project's development
criteria. In addi’'ion, the project includes several provisions
designed to make lending to smaller scale enteprises more
attractive to commercial banks. These are as follows:

- the forelgn exchange costs of technical assistance
to the banks to establish a business advisory
capacity similar to that existing now at the Kenya
Commercial Bankl/ will be financed by the
project;

2/ The Buslness Advisory Service (BAS) of the Kenya
Commercial Bank was established under the inlitial IFC loan to
KCB for the Small and Medium-Scale Eaterprise Program. The BAS
conducts feasibility studies on potential loans (on a
cost-sharing basls with entreprenecurs) which allows Credit
Managers to make lending decislons on a cash-flow as well as
collateral baslis. Such studles can also alert potential
lnvestors to problems in thelr proposed Ilnvestments. The BAS
also provides procurement assistance to potentlal borrowers and

follows-up on loans made. Although the BAS has limitations 1n
the asslytance It can provide to smaller borrowers, 1t has
provided an important focal point for such lending to small and
medium-scale enterprises.



- the interest spread will be sufficient to cover a
portion of the local costs associated with
establishment of a business advisory capacity;

- training will be provided to business advisory
personnel;

- the Management and Technial Assistance Contractor
will help improve the quality of the investment
proposals made by smaller scale entrepreneurs;

- incentive payments will be made to banks making
loans smaller than $75,000 to offget some of the
proportionately grcater administrative costs of
making smaller loans.

Concerning the Private Voluntary Organizations likely to be
1nvolved 1in the project, the PVO Evaluation/Social Soundness
Analysis concluded that all five organizations reviewed were
essentially sound in their management, effective in achieving
their objectives, and able to manage sonewhat larger programs.
The study also identified severail areas in geneval need of
improvement. The principal needs identified were to:

- upgrade management and administrative systems;
- upgrade or establish credit delivery systems;

- to improve coordination and sharing of information
with other PVOs and with donors ;

= to Improve access to technical asslstance and
trafiing for both PVOs and their clients in areas
gsuch as marketing and evterprise management;

= to establish or improve monitoring and evaluetion
of PVO programs.

The principal project mechanism ro address these needs will be
to provide sub-grant and technical asclstance through a PVO
intermediary. PVOs and PVO clients will also have access to
services and training made available under the Management and
Technical Assistance Contractor where those are not available
directly from the PVO Intermediary organization.

(e) Sustatoabilfty:
Commercial banks have a long eand successful history in Kenya and
will of course continue to operate following project
completion. The follewing factors will encourage banks to
continue to make medium-term loans: 1) banks will have developed
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business advisory services able to provide credit managers with
cash flow (vs. collateral) criteria for loan approval; 2) banks
will have had 5 years of experience making medium-term loans to
rural private enterprises; 3) banks will have a continuing
source of medium-term capital (the special account, and perhaps
a syndicated insurance fund); and 4) econcmic incentives in the
economy as a whole are expected (after structural adjustment) to
favor more rural, local resource-based, export-oriented
ilnvestments. There would therefore seem to be a reasonable
prospect that lending similar to that financed by the project
will continue following the project's completion.

The permanency of PVO lending and assistance programs 1is more
open to question. By the very nature of PVO clients 1t cannot
reasonably be expected that the PVO programs will become
self-financing operations. However, the individual and group
enterprises assisted by the PVOs will continue to function and
to be an lmportant scurce of earnings to project beneficlaries.
Further, the PVOs assisted by the project will after the project
be more effective delivery systems for donor (and possibly Kenya
Government) assistance to small-scale informal sector
enterprises.

3. Rural Private Enterprises:

The various studies dealing with the project's administrative
feasibility from the polnt of view of rural private enterprises
(Credit Feasibility Study, Investment Opportunlity Study, the
Agribusiness Policy Study) and discussions with commercial banks
ind the Investment Advisory Center all concluded that there are
a sufficlient number of viable enterprises and investments
nvailable which meet project criteria to justify a program at
the proposed level. Those cfforts were equally in agreement
concerning the need to provide management and technical
assistance to improve the quality of the portioiio and its
distributlon among various enterprise categorles. Project
clements which will respond to this need for assistance lnclude
technical assistance to banks for business advisory services,
the Management and Technlcal Assistance Contract, and the bulk
of PVO asslstance efforts.

Another admialstrative factor which emerged from the studies and
discussions with probable project particlipants was the
potentianlly fatal impact of strict application of U.S.
procurcment regulations on the ability and willingness of rural
private enterprises (particutarly the smaller ones) to
Purticipnte tn the project. As described In Sectlon TV.A,
"Implementation Arrangements', provislon has been made In
project design concerning most procurment requirements and to
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4. A.1.D:

The project is designed in such a way as to reduce to the extent
possible AID support requirements. By using financial
intermediaries to sollcit, appralse, approve and manage
project-funded loans, AID can effectively remove itself from
many of the day-to-day project implementation requirements. The
bulk of AID's project support workload will be in the first two
quarters of project implementation. Financial intermediaries,
principal contractors and grantees must be selected and
agreements negotiated during that perlod and Letters of
Commitment nust be established. Once these initial project
implementation actions have been completed, however, the AID
support workload will counslst primarily of reviewing financial
intermediary, contractor and PVO reports and making spot visits
to loan reciplents. Currently planned USAID personnel levels,
which 1include one U.S. Direct Hire employee to manage the
oproject as his/her principal responsibility, are adequate for
these tasks. The Management and Technical Assistance Contractor
will request Private Enterprise Bureau assistance in conducting
feasibility studies and arranging training and REDSO/Supply
Management and SER/COM assistance in promoting procurement of
U.S. commodities by project sub-borrowers.

VI. D. Business Analyslis:

During project deslign four studies were undertaken to determine
the nature of rural enterprise likely to be assisted, the
probable level of demand for medium term credit, the type of
investments and the likely development impacts. These reviews
contaln an analysis of constraints and a sample of investment
propusals.

The rural enterprlse sector contalns some [,500 general
enterprises in manufacturing and services along with some 500
agribusiness firms and perhaps 200,000 informal sector
businesses.

The majoe constraints to expansion of the sector have been
{dentified as:

- the lack of medium-term credit resulcing from the
short-term nature oi the deposit base and the lack
of liquidity. Demand for this term lending is
estimated at between $100-150 milifon;

- price controls and regulation on llcenslng,
lmports and exports;

- the lack of diversity In Investment proposals;
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The projected portfollio of loans 1s expected to number 270 and
range between 57,500 and $750,000 U.S. contribution not
including the micro enterprise loans. The actual loans are
expected to deviate from the sample by a) including a large
percentage of expanslons and b) having more non agriculture or
input/services firms.

The reviews and experience tc date confirm that there is
adequate demand for medium-term credit for rural enterprise. It
also confirms that the loans can have high development impact
and provide services and markets for rural families.

A more detailed Business Analysis 1s included as Annex I.

VI. E. Soclal Soundness Analysis:

The Social Soundness Analysis carried out during project design
was prepared in two parts. Analysis of the PVO component was
included in the appraisal of each PVO program considered. A
separate analysis was carriled out for the commercial lending
component of the project. Both are included in the '"PVO
Evaluation and Social Soundness Analysis' available from
AFR/PD/EAP as Supplementary Annex D. The results of both
Investigations are summarised below.

l. PVO Programs:

In general the PVO programs reviewed were rated very highly from
a soclal perspective. They reach and assist the self-employed
poor who lack access to conventional support mechanisms. These
are speclally effective in reaching women (more than 85% of
their clients are women). At the same time the PVO programs
seek to integrate social and economic inputs through group
formation so that income generation is based on local
participation and organizational development. Outreach was
found to be good through decentralized service delivery
structures, and the programs were consldered to be cost
effective per client. In summary, in terms of beneficilaries,
participation, feasibility, and goclal impact the programs werec
found to be socially sound. Given the anticipated strong
positive soclal impact of this component of the project the
project design has included funding for the PVO component up to
the estimated maximum absorptive capacity of PVOs doing
project-related work.

2. Commercial Bank Lending:

The conclusions of the Soclal Soundness Analysils regarding the
commercilal bank lending program differed charply from those
concerning PVO programs. The princlipal conclusions of the
analysis were that, given the criteria established in the PID,



most loan capital would: flow to large, capital intensive firms
located in Nairobi and Mombasa; create few Jobs per dollar
invested; and not be accessible to the majority of rural
Kenyans. Such a lending pattern would not, the analysis argued,
respond to the objectives of the project nor to the current
soclo-economic needs of Kenya. USAID agrees entirely that such
a lending pattern would not be consistent with program or
project objectlves and would be undesiruable. However, USAID's
own analysis does not support the conclusion that project
lending criteria would lead to a loan portfolio of the type
described by the Social Soundness Aralysis.

The Social Soundness Analysis drew its conclusions by applying
IFC and KCFC term lending patterns to the rroject. However,
nelther of these portiolios required that sub-loans be
labor-intensive, export-oriented or gstrongly linked to
agriculture, as does the projact. Nor do tney r-quire that
lending be rural, as does the project (except for
agribusinesses). More generally, term lending by the KCFC isg
the excention to their normal lending and is only done under the
"safest" conditions (glven the short-term deposit base and
possibility of precipitous withdrawals). Loan capital provided
under the project will be more secure (from the banks' polnt of
view) than their normal sources of capital, which should affect
their lending behavior. The Soclal Soundness Analysis
calculation also makes at least one arithmetic error with
far-reaching implic.tions. It concludes (p.18) that utilization
of project credit resources according to the KCFC pattern (in
which 137% of lean value 1s applied to loans of less than Ksh 1
mlillion) would resuit In only 17 loans of less than KSh 1
million. In fact, 137 percent of the value of loans under the
project would total KSh 80 million. At the current average loan
slze of approximately KSh 240,000 for loans under KSh 1 million
more than 300 such loans would result, not 17 as projected by
the Social Soundness Analyels.

In spite of the above problems with the analysis (most of which
arise because of time and data constraints) the concern to
ensure that funds will bhe directed towards smaller scale rural
evnterprises s valid., As discussed {n the Business Analysis,
USAID comm!ssioned on Investment Opportunity Study to develop a
portfolio o. likely lovestwents using project criteria. That
portfolio showed 85" of the loans in rural areas at a Cost/job
of about $8,000. Tt also showed an average loan size of nearly
KSh 11 million - too large. USAID therefore lowered the maximum
loan size.  The new maximum, when applied to the same portfolio
yelded an average loan afze of about KSh 3.5 million, at a cost
per Job ot Tess thau $6,000.  Additional nctions taken to
Increase pacticipation of amaller, more rural enterprises are:
1) reatriction of lending In Nalrobi and Mombasa through a
requirement that USAID approve any such loans and that such
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approval will only be given 1f very strong links to rural
production and employment are demonstrated; and 2) introduction
of an incentive scheme to make lending to smaller entrepreneurs

more attractive.

The Social Soundness Analysis also discusses at considerable
length the dichotomy between formal and informal sector
enterprises, and concludes that promof.on of informal sector
enterprises has a greater ilmpact on t'ie rural poor. The issue
is of course a debatable one and one “or which insufficient data
is avallable in Kenya to resolve. Thoere are certainly, for
example, s%;ong backward and forward linkages in formal sector
production®/ which are largely undocumented. However,

whatever the outcome of such a discussion, it seems clear that
both the formal and informal sectors are necessary and
interdependent participants in a developing economy. The
project provides assistance to both (1in the case of the informal
sector up to the estimated limits of the capaclities of the
delivery mechanisms - PVOs), and it will study the possibilites
of other potential delivery mechanisms (cooperatives, finance
companies, guaranty schemes with commercial banks), to try to
develop alternative means of asslsting the intermediate group
which falls between the formal and informal sectors.

¥. Environment:

The Initial Environmental Examination (IEE) approved at the time
of PID review concluded that since AID will not have prior
knowledge or control over specific sub-loans to be financed by
the project, a categorical exclusion to further environmental
analysis was appropriate. However, the subloan approval
guidelines will include a requirement that each proposed
activity comply with the Government environmental regulations.

VIT. CONDITIONS, COVENANTS AND NEGOTIATING STATUS :

At the time of PP preparation the project had been discussed
with the Investment Advisory Center, the Ministry of Planning
and Economic Development, and the Ministry of Finance.
Discussions had also been carried out with the Kenya Commercilel
Bank, Barclays and Standard. More limited discussions had becn
carried cut with Citibank and Commercial Bank of Africa (Bank of
America). In gencral the project has received favorable
reactions from all organizations approached, although all are of
course awalting specific procedural, financial and reporting
{nformation before making any commitments. A letter of request
for the entire project 1s expected shortly. USAID expects that

I/ "The project will conduct a study In this area to try to
bring mo.ce information to bear on the discussion.
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negotiations with Government can be completed in time for a July
obligation if the AID/W review and approval process 1is
expeditious. In addition to standard conditiong precedent and
covenants USAID plans to include conditions and covenants in the
agreement with the Kenya Government as follows:

A. Prior to first disbursement by A.I.D. or to the
1ssuance of documentation pursuant to which disbursement will be
made, unless A.I.D. otherwise agrees in writing, the Government
of Kenya will:

1. Establish a Special Account at the Central Bank
of Kenya into which bank repayments will be made;

2, Identify the officer in the Central Bank of
Kenya who will be respounsible for administering
the Special Account.

B. Prior to disbursement under any project sub-loan
agreement with commercial banks, the Government of Kenya will
furnish to A.I.D., in form and substance satisfactory to A.I.D.,
a copy of such sub-loan agreement.

C. The Government of Konya agrees to:

1. process expeditiously all project-related import
and foreign exchange approvals;

2. provide all necessary personnel to ensure the
effective managemert of the Special Account at
the Central Bank of Kenya.

VIII. EVALUATION PLAN:

A. Evaluation Arrangements:

Monitoring, evaluation and special studies are of particular
importance in thls project, and provision has been made for
close coordination of these elements. The Government of Kenya
In its Sesslonal Paper No. 4 of 1982, and in 1its draft Five Year
Plan for the period 1983/84-1987/88, 1is placing increased
emphasis on the role of the private gector. Moreover, the Rural
Private Enterprise Project is the largest single element in
USAID/Kenya's strategy of utilizing private sector institutionsg
and mobilizing private sector resources for development
purposes. FEvaluation results will have Implications not only
for USAID/Kenya, but for AID programs in general. A total of
$1,150,000), therefore, has been budgeted for monitoring,
evaluation and studles of this project (3.2 percent of total AID
funds In the project).
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Evaluation expenditures of $250,000, and related studies
totaling $150,000 are not excessive in light of programmatic
considerations. Economies in direct evaluation expenditures
have been made possible as a result of special reportin
procedures required of participating banks (See Annex E), and
close monitoring arrangements for bank and PVO operations
(discussed in Section III B.5 above). Baseline data, and
progress indicators, will be collected as the project proceeds
and should be available to the evaluation contractor in readily
useable form. A single contractor will be engaged early in the
project cycle to perform all required studies, and eventually to
carry out both thz mid-term and final project evaluations. It
is expected that these special studies will require the periodic
presence 1n Kenya of contractor representatives. In addition,
it will be the responsibility of the evaluation contractor to
establish whatever local representation is required to ensure
that baseline and other data necessary for successful evaluation
of the project are collected on a continuing basis. Time
pressures or lack of acceptable data should be considerably
reduced as negative factors in completing mid-term and final
evaluations by adopting this approach.

Early in project implementation, USAID will prepare a Project
Implementation Order/Technical (PIO/T) providing a detailed
scope of work, and defining the respective conditions and
responsibilities of USAID/Kenya and the Evaluation and Studies
Contractor. After Government and USAID have signed the PIO/T,
the REDSO Regional Contracting Officer will be requested to
iavite proposals from qualified U.S. and Kenyan firms and
universities. Criteria for selection of the organizations will
{nclude demonstration of: previous experience providing design
and evaluation of intermediate credit programs in developing
countries (preferably in Africa); knowledge and experience of
commercial banking practices; previous experience with
co-operative and other small scale lending and management
assistance programs; knowledge and experience of inter-industry,
social accounting, urban/rural and formal/informal sector
relationships in dzveloping countries (preferabiy in Africa,
preferably in Kenya).

Following receipt of proposals from interested firms and
universities, USAID will select the contractor and request the
Reglonal Contracting Officer to negotiate and sign a direct AID
contract with the organization selected. Immediately after
signing of the contract, work should begin on two studies
budgeted at $25,000 each: a) to review a posaible expanded use
by AID of the co-operative system to assist development of rural
private enterprises in Kenya; and h) to investigate the
legality, commercial acceptability, desireability and procedures
asgoclated with establishing a guaranty mechanism to assist
rural private enterprises in the country.
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Following completion of the proposed IFC study of financial
markets in Kenya, and of the possible Private Enterprise Bureatu
(PRE) study of capital markets, but in no case less than six
months before the mid-term evaluation, work should begin on a
study budgeted at $25,000 to review pogsible expanded use by AID
of the growing network of finance companies to assist
development of rural private en“erprises in Kenya. Final
analysis and recommendations should be completed before the
mid-term evaluation begins in order to permit prompt
lmplementation of any recommendation by the evaluation team to
expand project coverage through use of non-bank financial
Intermediaries.

Two years after the initial drawdown of funds by commercisal
banks under the project, work should commence on the project's
mid-term evaluation with special emphasgis on achievement of
project 1inputs, and recommendations on any additional necessary
mechanisms or implementation steps required to better achieve
project outouts and the project purpose. Following completion
of the mid-i:rm evaluation, but in no case less than one year
prior to the final evaluation, work should begin on a study
budgeted at $75,000 to determine the indirect impacts of
increased formal sector production on: formal or informal sector
suppliers of iaputs or purchasers of outputs; and employees and
their families (eicher through direct flows of income or through
remittances). Special attention should be peid to
methodologicul approaches, and to national and reglonal baseline
data and analyses, completed ¢ planned by the Central Bureau of
Statistlcs (CBS), the World Bank, and others. An in-depth
project evaluation will be initiaced five years after obligation
of project funds has occurred, utilizing the loglcal framework
(Annex B) as the evaluatlon guide. A supplemental discussion of
performance characteristics and related cvaluation
conslderatioas {s included in the sections below.

B. Baseline:
1. Soclo-Economic Baseline:

Kenya is fortunate in having a number of completed or planned
surveys and studies which the Studies and Evaluation Contractor
must consulz 1in order to establish a satisfactory baseline of
econcmic and soclal data, and to develop a satisfactory insight
Into the Kenyan socio-cconomic framework. Data from the 12§§
Census of Industrisl Production, carried out by the Central
Bureau of Statisticu, should be ready in time for the mid-term
evaluation. In any case, the data must be reviewed. The
Industrial Census will contain a detailed baseline of urban and
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rural production, factor payments, and employment, by firm
size. These data will be supplemented by related CBS data
contained in publications such as: The Survey of Industrial
Production; Employment and Earnings In the Modern Sector; the
Economic Survey; and the Statistical Abstract. At the household
Tevel, the Central Bucreau of Statistics is carrying out a
comprehensive National Sample Survey and Evaluation Programme.
Urban aiad rural household budget data, together with related
health, nutrition and other social irdicators will be collected
during 1982/83. It is expected that analysis of the household
budget data will form an essential baseline for the final
project evalustion. The Studies and Evaluation Contractor will
be responsible for closely reviewing progress on the analysis of
this data, and arranging for access to analysis 1in progress, if
necessary, to establish an adequate baseline for the mid-term
and final eviluations. A research proposal entitled Support
Networl:s and Survival Strategles of the Urban Poor has Eeen
prepared by Mr. Michael Bamberger of the Urban and Regicnal
Economics Division of the World Bank. The Studies and
Evaluation Contractor can profit from methodological and
analytical work completed and projected with regard to
formal/informal and rural/urban relationships in Kenya by
reviewing the research proposal, following up regarding its
status, and consulting or perhaps collaborating with its
originators.

2. Project Specific Basellne:

It is not anticipated that a project of this magnitude will have
cffects on the natlonal economy that are statistically
distinguishable from other causes of growth during the period of
project implementation. What will be required of the Studies
ané fvaluation Contractor 1s a comparison of project specific
data and national data to put project achievements in a national
perspective. The requirement 1s for an assessment of the
relatlons between credit, production, employment, incomes, and
welfare 1n the project agalnst similar relations in the economy
as a whole for which adequate data should be avallable. The
contracting organlzation will review the project-specific
baseline data contalned in the initial proposals of banks and
PVOs, and 1iu the reports of the banks and the monitoring
contractor, and propose such additional baseline data to be
collected as Iin the organization's opinion may be necessary to
evaluate achievement of the project purpose.



C. Targets:
1. Inputs:

AID inputs into the project are primarily technical, managerial
and financial. In general, timely provision of inputs of these
types poses relatively little difficulty. In this project in
particular, AID will be responding ‘o incremental private sector
requests for disbursement of funds and provision of technical
asslstance. Once initial contracts are signed with banks,
contractors and PVOs, as proposed in the implementation plan,
and defined 1n the evaluation arrangements, the measure of
project success at the input level will be the project's
response time to requests for funds and specific technical
assistance requirements. These requests, from a varlety of PVOs
and banks, cannot realistically be forecast with great accuracy
In advance, and given the private sector orientation of the
project, a strict schedule should not be imposed. It should be
noted that the pro-forma drawdown and amortization schedule
contained i1 the project s financial analysis sections are
Illuscrative of the simplest drawdown and repayment
possibilitics. It is not expected that economlc conditions will
necessarily lead to this pattern of disbursement, nor that equal
quarterly drawdowns are more desireable than some other pattern
which banks may request. The Loan Agreement, reports from
financial lotermediaries, contract and other project
implementation documents, should be used by the Studiec and
Evaluation Coutractor to verify AID's ability to respond
flexibly and in a timely fashion in providing required inputs to
meet changling private sector requirements.

2. Outputs:

The project will lend $50 million to rural private enterprises
by the end of 5 years of project operations, as will be
indicated by reports of financial intermediaries and PVOs. Of
this total, 2 millicn will be lent by PVOs themselves, and the
rest by banic:.  Some 1600 loans will be made in total, the great
majority by the PVOs. It ig estimated that perhaps 250 loans
will be made by commerclal banks, totalling $48 million

dollars. The nuaber of loans is not particularly relevant to
achlevement of the project purpose Lf all the funds are fully
lent to meet cuployment, Loncome, and production goals. As an
indicator of successtul lending, the project sceks to hold bad
debt Tosses o a five-year average of two percent of the value
of Toaus ontstanding by commercial banks. It ig recognlzed that
macroccononic conddt tons may aftect performance In any one

year. No similar gonl has been snet for the $2 million of
lending by 2VOs, piven the poor existing data base on which to
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form an estimate. The PVO Management Grantee will, however, be
required to show improvement in this area compared to the prior
experience of individual PVOs' participating in the project.
Principal and interest in arrears more than six months should be
held to 10 percent or less of total lending by banks. PVOs
ghould demonstrate improvement in performance in these areas to
levels above those which they experienced before joining the

project.

Provision of business advisory services by banks, and of
technical assistance by the contractor, 1s not seen as an end 1in
itself. A primary measuive of the success of such services will
be the ability of sub-borrowers toc repay thelr loans in a cimely
fashlion and in full so that the project successfully meets its
pad debt and arrearage targets. Beyond such indicators, the
rates of expansion of investment, employment, production and
sales will be important verifiable indicators of successful
business and technical advisory services. It may be possible
for the Studies and Evaluation Contractor to compare relative
guccess in these areas between asslsted and unassisted
sub-borrowers, although 1t is realized that the least viable
sub-loans ought to recelve the bulk of referrals to the
avallable services. Given the relatively lower level of
record-keeping to be expected from PVO providers of management
and technical advice, and by their clients, a case study and
survey approach will be preferable for evaluating the extent of
usage, and the extent of success, of business advice channeled
through these sources.

3. Project Purpose Targets:

Financial reports from banks will be utilized to verify that a
minimum 6,000 jobs have been directly created in
project-assisted enterp-ises. It has been estimated that at
least one additlonal Job in the formal sector and one in the
informal sector will be assoclated with each job created
directly. Inter-industry relationsips in the economy as a whole
will be investigated by the Studles and Evaluation Contractor to
establish a correct order of magnitude for such ratios. Gilven
an estimated average capital/output ratio of four to one, which
is plausible for Kenya, 1t may be hypothesized that when $48

million has been lent, a minimum annual increase in cutput of
$17 nillion ought to occur In proJect-assisted busincuses. On
the basls of financlal tntermediary reports, this conclusion 1s
to be verltied or medififed by the Studies and Fvaluation
Contractor. Since reported estimates of production are likely

to be wmlnlmums, demonstration ot an output/capital ratio of four
to one would be substantial evidence of project



gsuccess. It 1s recognized, however, that the reverse is not
necessarily indicative of failure to meet the project's
production goal. Production targets have not been established
for the PVO components, given the likelihood that records will
not be able to adequately reflect true production increases. A
survey or case study approach will provide verifi-ation of the
success or failure of the PVO approach to providing business and
technical advice.

4, Goal Achievement:

The Studies and Evaluation Contractor will compare project
purpose targets, described in the previous section, with
soclo-economic data described in the section on baseline data.
The contractor will determine the lmpact of project iacome,
production, and employment achievements on total
non-agricultural income, production and employment in rural
areas. The purpcse of such a comparison is to provide
perspective. There 1s no assumption that project effects can be
statistically segregated from national trends in the economy.
Socin-economic baseline data described earlier should provide
required input into this estimation process. Case studies,
surveys, or both, should be utilized to verify such
relationships in representative project-assisted enterprisges.
Monitoring of records of PVO activitieg will demonstrate whether
the target has been achieved with regard to the estimated 1,000
jobs to be directly created through PVO lending activity. It is
recognized that the major contribution of PVO business advice
may be in the reduction of underemployment, rather than in the
creation of casily identifiable naw Jobs per se.

Increases in valuc-added as a result of project lending
activities may be difficult to measure 8lven predictable desire
on the part of some entrepreneurs to understate production data
for sales-tax ur income-tax purpogses. The Studies and
Evaluation Contractor will, however, compare growth rates in
relevant scoctors of the natlonal economy with project assisted
growth rutes by comparable sector to determine relative success
of project assisted activities.

D. Project Assumptions:

The project assumes continuation of the process of structural
adjustment, begun in Kenya before project start-up, as a

pre-condition to achievement of projecte outputs, purpose and
goal, and possibly of some project inputs (loan fund
drawdowns). The detalls of structural ad Justment in Kenya aie
complex. The Studics and Evaluation Contractor will review

relevant IMF, World Bank, and USAID documents during the
mid-term and final evaluations to
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determine whether macroeconomic actions or inactions on the part
of Government have substantially enhanced or inhibited project
achievements. Government's intentions regarding continuation of
the structural adjustment are contained in its letters of intent
to the IMF, IBRD and USAID. 1Its long-term intentions are set
forth in Sessional Paper No. & of 1982 on Development Prospects
and Policies and in the 1983/84-1987/88 Five Year Plan, which
the contractor wiil also review. Although many potential
disruptions at the macroeconomic level are of concern (the
logical framework contained at Annex B lists six), the design
team 1s particularly concerned that project assisted businesses
should have continued and reliable access to foreign exchange
for import of equipment and inputs; and that there be no abrupt
changes 1in interest rate policies. The overall avallability of
foreign exchange is being dealt with by the IMF, TBRD and USAID
In the context of program assistunce activities wh'ch will
directly complement this project. USAID will in eddition
negotiate a covenant with Government concerning prompt
processing of forelgn exchange and import licenses for
project-assisted imports. USAID will also continue to discuss
with Government the importance of maintaining positive real
rates of interest to savers to ensure availability of an
adequate deposit base in commercial banks which will be required
to provide necessary matching funds. USAID will leave open the
possibility of renegotiating project interest rates to banks and
to borrowers, reducing the spread to Goverument 1f necessary, to
maintain project viability 1f official rates of interest are
permitted to fall below expected levels.
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ANNEX B

KURAL PRIVATE ENTERPFISE

LOGICAL FRAMEWORK

NARFATIVE SUMMARY

OnJECTTVELY VERIFIEAHE INDICATIQNS

VEANS OF VERIFICATION

IMPORTANT ASSUMPTION

Measures cr Goal
Achilevement:

Ircreased rwral
rocucticn, erployment
and 1ncome

1. Increasea value cr cutput ot
rural private enterprises

2. Jobs cirectly ard indirect created

3. Increasecu income of owners
ana enplcyees of rural private
enterprises

Census of Industrial

Production; Survey ct

Industrial Production:

Erployment ana Earnings

in the Modern Sectcr:

Cther National
statistics

Assunptions of achieving
goal targets:

Government will pursue
fiscal, monetary, pricing,
marketing, industrialization,
and export policies in
accordance with Sessional
Paper No. 4 and the Report
of the Working Party on
Government Expenditure

Project Purpose:

1C establish and
expand rural private
enterprises 1n Kenya

Conditions that will ircicate
purpose has teen achieved: End-of-
Prcject status:

1. Increased value aaded in
project—assistec and prcject-related
businesses.

2. A rmitamum of 7,000 jobs directly
created and 12,000 jobs irdirectly
Createa

.. Financial inter-
mediary reports

2. In-depth evaluaticn

3. Loan application
cata and enterprise
balance sheets

Assumptions for Achieving
purpose:

1. Relevant GOK ministries
will provide and maintain
needed infrastructural
support services such as
water, access to lang,
electricity, road and rail
access.

2. Adequately functioning
import and expcrt licensing
system



NARRATIVE SUMMARY

CBIECTIVELY VERIFIARLE INDICATICNS

FEANS CF VERIFICATION

IMPOKIANT ASSUMPTIWN

R

<. L.Ircased capacity
zrs interest ct financial
interreclaries tC Taxe

ural rrivate

z. Ccrsultarion anc
alvisCIy services belrg
utillzed LY ZCrrcwers

dagrituae of Cutputs

1. A ninimwum of $50 million
curllative tctal value of loans

2. A minimum ot 1¢0( loans made
to rural private enterprises ana
agribusir.esses

3. Average alnual baa debt losses
less than 2z percent of loans
outstardirg. Average value of
principal ancd interest in arrears
more tran © mouths less than

1C percent

4. Project borrowers using
advisory services as necessary to
assure sufficient profitability to

l. Financial inter-
Liedlary reports

2. Monitorirg reports

reray loan prircipal ard interest within

bad debt ard arrears targets set.

Assurpticns rcr achieving
outputs:

1. Realistic price structure
for lator, capital, raw
materials ard imported inputs

2. Realistic price structure
for business outputs

Prosect lnputs:

1. U&AILD credit funds

<. Locally generated
crecit fiurcs

3. Minacement and
Tecrnical Assistance tc
firarlal intermediaries
arc Li'sinesses

Irplementatian Target

(1ype & Quantity)

l. Credit funds distursed on
sc..edule

2. Matching credit funas disbursed
on schedule

3. Feasibility studies conductea
and management assistance providea

1. Loan Agreement

2. Financial inter-
mediary reports

3. Implementation
documents

Assumptions for Providirg
Inputs:

1. Competent and approp-
riately structured financial
intermeqiaries will want to
participate in project

2. GOK will assume foreign
exchange risk &
3. Sufficient liquidity i
availakle tc intermediaries
to match credit funds

4. sufficient interest spead
available to bLariks to make
lending matching of funds
profitakble




A.

B.

STATUTORY CHECKLIST

GENERAL CRITERIA FOK COUNTRY

ELIGIBILITY: The responses

contalined in the Structural
Adjustment Program Grant
(615-0213) Program Arsistance

App

roval Document approved on

June 24, 1983, remain valid.

GENERAL CRITERIA FOR PROJECT

1.

FY 19€2 Appropriation Act

Sec. 523; FAA Sec. 634A,

Sec. 653(b); Second CR FY 83,

Sec. 101(b)(1).

(a) Describe how authorizing
and appropriations committees
of Senate and House have been
or will be notified concerning
the project;

(b) 1s assistance within
(Operational Year Budget)
country or international
organization allocation
reported to Congress (or

not more than $1 million

over that amount)?

(¢) If the proposed

assistance is a new country
program or will exceed or cause
the total asslstance level for
the country to exceed
assirtance amounts provided

to nsuch country in FY 82, has
a notification been provided
to Congress?

ANNEX C

(a) This project was
included in the FY 84
Congressional Presen-
tation, pages 171 and
173. A Congressional
Notification was sent
to Congress on7/15/83
The 15-day walting

expired on7/29/83 without
Congressional objection.
(b) Yes

(¢) FY 83 assistance 1is
above FY 1982 levels.

Congress has been noti-
fied as stated above.
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(d) If the proposed assistance
is from the $85 million in ESF
funds transferred to Al1D under
the Second CR for FY 83 for
"economic development
assistance projects", has the
notification required by

Sec. 101(b)(1) of the Second
CR for FY B3 been made?

FAA Sec. 611(a)(l). Prior

to obligation in excess of
$100,000, will there be

(a) engineering, financial
or other plauns necessary to
carry out the assistance and
(b) a rcasonably tirm
estinate of the cost to the
U.S. of the assistance?

FAA Sec. ©6ll(a)(2). 1If further

legislative action is required

within recipient country, what
is basis for reasonable
expectation that such action
will be completed in time to
permit orderly accomplishment
ol purpose ot the assistance?

FAA Sec. 611(b); FY 1982

Appropriation Act Sec. 501.

1f{ for water or water-related
land resource construction,
has project met the

standarus and criteria as set
forth in the Principles and
Standards tour FPlanning Water
and Related Land Resources,
dated October 25, 19737

FAA Scce. ollle). 1f project is
capital assistance (e.g.,
construction), and all U.S.
assistance for it will exceed

$! miltion, has Mission Director
certiticed and kegional Assistant

Administrator taken into
consideration the country's

N/A
(a) Yes.
(b) VYes.

No further legislation
is required.

N/A

N/A
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capability effectively to
maintain and utilize the
project?

FAA Sec. 209. 1s project

susceptible to execution

as part of regional or
multilateral project?

I1f so, why is project

not so executed? lnformation
and conclusion whether
assistance will encourage
regional development
programs.

FAA Sec. 60l(a). 1Information
and conclusions whether project
will encourage efforts of the
country to: (a) increase the

flow of international trade;

(b) foster private initiative

and competition; anu

(c) encourage development and

use of cooperatives, and credit
unions, ana savings and loan
associations; (d) discourage
monopolistic practices; (e) improve
tectinical efficiency of industry,
agriculture and commerce; and

(f) strengthen free labor unicns.

FAA Sec. 601(b). Information and

conclusions on how project will
encourage U.S. private trade and

encourage private U.S. participation

in foreign assistance prograns
(including use of private trade
channels and the services of
U.S. private enterprise).

No. It is a country-
specific activity.

The project is specifi-
cally designed to
increase the flow of
internatiocnal trade,

to foster private
initiative and competi-
ticn, tc diccouradge
monopolistic practices
and to improve the
technical efficiency

of industry agriculture
and commerce. Some
project resources will
encourage development
and use ol cooper: (ves
and credit unions. The
project's impact on
labor unions is unclear
but no ncyative . pact
is anticipated.

Grant-f{'nucd technical
and management assis-
tance will draw on U.S.
private scctor
expertise.  Loan funds
will permit Increased
U.S. exports of capital
equipment and machinery.
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e. FAA Sec. .10(b). Will grant

capital assistance be disbursed
for project over more than

3 years? 1f so, has
justification satistactory to
Congress been made, and efforts
for other financing, or 1s the
recipient country "relatively
least developed"?

f. FAA Sec. 122(L). Doves
the activit: give reasonable
promisc of contributing to
the development of economic
resource., or to the increase
of product ve capaclties and
seli-susrtcining economic
growth?

g. PFAA Secc. 28l(Db).
Describe extent to which
Proyrdil Lecoynlass Lhe
particular necas, desires,
and copacities ot the project
people of the country:
utilizes the country's
intellectual resources to
encouraqge institutional
development; and

supports civil

education and training

in skills required

for effective
participation in
goverument processes
essential to self-
government .

2.bevelopnent Assistance Project

Criteria (Loans_only)

a.  FAA bee. 122(0).
Information and condlusion
on capacity ot the country
to repay the loan, at a

reasonable rate of 1nterest.

N/A

Yes. The project is
specifically targeted
toward the development
of economic resources
and increased
productive capacity.

The principal interme-
diaiy organizations
involved in the
project are Kenyan

and the vast majority
of project-ansisted
investments will bo by
Kenyans. Local traln-
ing and technical
asslstance organlza-
tions will be utilized
to the maximum extent
practicable,

The project financial
analyesis concluded
that the Government
of Kenya could repay
the loan.
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fullest extent
bracticable? If the
facilities of other
Federal agencies will be
utilized, are they
particularly suitable
not competitive with
private enterprise, and
made available without
undue interference with
domestic programs?

International Air
Transpert. Fair

Competitive Practices

Act, 1974. 1f air

transportation of persous
Oor property is financed

on grant Lasis, will U. S.
carriers be used to the
exXtent such service is
avallable?

FY 1982 Appropriation Act

Sec. 504; If the U.S.

Government is a party to
a contract for
procurement, does the
contract contain a
provision authorizing
termination of such
contract tor the
convenience of the United
States?

E. Construction

1.

FAA Sec. 601(d). 1f

capital (e.g., construction)
project, will U.S. engineering

and professional services
to be used?

FAA Sec. 611(c). 1If

contracts for
construction are to be
financed, will they be
let on a competitive
basis to maximum extent
practicable?

N/A

Yes.

Yes.

N/A

Yes.
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FAA Sec. 620(k). If for
construction of

productive enterprise,
will aggregate value of
assistance to be

furnished by the U.S5. not
exceed $100 million
(except for productive
enterprises in Egypt that
were described in the CP)?

‘Other Restrictions

l.

FAA Sec. 122(b). If
development loan, is
interest rate at least 2%
per annum during grace
period and at least 3%
per annum thereafter?

FAA Sec. 301(d). I1f fund
is established solely by
U.S. contributions and
administered by an
international
organization, does
Comptroller General have
audit rights?

FAA Sec. 620(b). Do
arrangements exist to
insure that United States
foreign aid is not used
in a manner which,
contrary to the best
interests of the Uniced
States, prfomotes Or
assists the foreign aid
projects or activities of
the communist-bloc
countries?

Will arrangements preclude
use of financing:

N/A

Yes.

N/A

Yes.
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a. FAA Sec. 104(f); FY
1982 Appropriation Act
Sec. 525: (1) To pay for
performance of abortions
as a method of family
planning or to motivate
Oor coerce persons to
practive abortions; (2)
to pay for performance of
involuntary sterilization
as method of family
planning, or to coerce or

provide financial incentive

to any person

to undergo sterilization;
(3) to pay for any
biomedical research which
relates, in whole or
part, to methods or the
performance of abortions
or involuntary
sterilizations as a means
of family planning; (4)
to lobby tor abortion?

b. FAA Sec. 620(g). To
compensate owners for
expropriated né¢tionalized
property?

c. FAA Sec. 060. To
provide training or
advice or provide any
financial support for
police, prisons, or other
law entorcement forces,
except for narcotics
programs?

d. FAA Sec. 662. For
ClA activities?

e. FAA Sec. 636(i). For
purchase, sale, long-term
lease, exchange or
guaranty of the sale ot
motor vehicles
manufactured outside
U.S., unless a waiver is
obtained?

(1)

(2)

(3)

(4)

Yes.

Yes.

Yes.

Yes.

Yes.

Yes.

Yes,

Yes.
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f£. FY 1982 Appropriation
Act, Sec. 503. 7To pay
pensions, annuities,
retirement pay, Or
adjusted service
compensation for military
personnel?

g. FY 1982 Appropriation
Act, Sec. 505. To pay
U.N. assessments,
arrearages for dues?

h. FY 1982 Appropriation
Act, Sec. 506. To carry
out provisions ot FAA
section 209(d) (Transfer
of kAA funds to
multilateral
organizations for
lending)?

i. FY 1982 Appropriation
Act, Sec. 510. To
finance the export of
nuclear equipment, fuel,
or technology or to train
foreign nationals in
nuclear fields?

j. FY 19.% Appropriation

Act, Sec. 511. For the purpcose
f aiding the efforts ot the
government of such country

to represss the

legitimate rights of the
population ot such

country contrary to the
Universal Declaration of

Human Rights?

k. FY 1982 Appropriation
Act, Sec. 515. 7o be
used for publicity or
propaganda purposes
within U.S. not
authorized by Congress?

Yes.

Yes.

Yes.

Yes.

Yes.

Yes.



' ANNEX D
REPUBLIC OF KEMYA

MINISTRY OF FINANCE

Telegrophic Address: \ ./ THE TREASURY

FINANCE-NAIROBI AN P.O. Box 390C7

Teleghone: 338111 ?z\’_\m)’;?r’ NAIROEL

When replying please quote A '*""\&p © KENYA

Ref. No. EA/aEﬁ*..&/.Qﬁ.. LA LWlst Julyo . 19..83
and date .

Mrs. Allison B. Herrick,
Director,

USAID Mission to Kenya,
P.0. Box 30261,

NATIROBI.

AdL s o

Dear_ﬁggy,ﬂerriCK,

RE: RURAL PRIVATE ENTERPRISE PROJECT

As you are aware one of the major thrusts of Govern-
ment policies and this year's budget is to reduce
government expenditure in order to make more liqui-
dity available for development through the private
sector. As part of the overall program to utilize
the private sector to achieve development objectives,
the Government of Kenya requests the assistance of
the United States in firancing and implementing a’
program of lending to rural private enterprises
through the commercial banking system.

The Government of Kanya also requests assistance °
in financing a program of grants to private volun-
tary organizations which are providing financial,
management and technical assistance to very small-
scale enterprises. A combination of $24 million in
concessional loan funds and 312 million in grant
funds is requested to help carry out these programs.

Yours sincerely,

é{&h4lchzfac/£,£l

W. P. MAYAKA
. wior: PERMANENT SECRETARY
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Annex E

Reporting Requirements for
Commercial Banks

Banks will provide AID with reports on

Subborrowers, a cumulative statistical review of the
Project's progress, and financial statements of the bank
within 45 days of the end of each quarter. Reports on
Subborrowers will contain the following information:

(1)

(2)

(3)

(a)

(b)

(c)

New Subborrowers: A brief description of each new
Subborrower including the nature and location of
business; the purpose and the developmental
objectives of the Subloan and anticipated
employment to be directly generated; total assets
pefore and after financing and projected increased
value added; term loans, overdraft and other
facilities provided by the banks; and the
component ot term loans provided by AID. Details
of funds committed but not disbursed and of funds
disbursed will also be included. A calculation ot
incentive payments due.

Statistical Review: Separate cumulative totals of
funds and other facilities provided by AID and the
bank. An analysis of total funds outstanding,
size of firms and location will be provided. The
review will also include a summary of funds
outstanding, classified by size of Subbnrrower,
separately showing term loans provided by the
bank, AlD, and overdraft and other facilities
provided by the bank on a cumulative basis.

Rating of Existing Subborrowers: A quarterly
rating of al'l individual Subborrowers according to
creditworthiness and compliance with debt service
obligations.

the amount disbursed und~r the Loan, and the amount
sublent by the bank under the Project, both in toto and
for the quarter, and for both the A.I.D.-financed
portion and bank-financed portion of tne Project;

an estimate of the amount of the Loan to be diswursed
in the subsequent quarter;



(4)

(5)
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the amount of principal, interest, standby fees, and
prepayment penalties paid to AID, both in toto and for
the quarter.

the number of clients using business advisory services
durinc the quarter and the number and value of loans
made to such clients.

B. Annuallx

(1)

Statistical Review and Other Reports: The bank will,
within 120 days of their financial year end, provide
AID with a brief summary of each Subborrower's
financial condition, and with a cumulative statistical
review providing information as specified in Paragraph
A(2) above and an explanation of how the developmental
criteria of the Subloan agreement have been met.

Audited Financial Statement: The bank will, within
120 days of their financial year end, provide AID with
its annual reports and audited financial statements
and with any managument letters to the bank prepared
by auditors.




ANNEX F.1

SOURCE/ORIGIN WAIVER REQUEST

PROBLEM: Your approval is requested for a waiver of U.S
source/origin requirements from A.I.D. Geographic Code 941 to
A.1.D. Geographic Code 935 for the procurement of approximately
$12,000,000 of capital equipment and spare parts by intermediate
credit institution sub-borrowers under the Rural Private Enterprise
Project (615-0220).

(a) Cooperating Country : Republic of Kenya
(b) Nature of Funding : Loan

Capital equipment and
spare parts for
agribusiness and other
rural private
enterprises

(c) Description of Goods

(d) Approximate Value : Less than $12,000,000

A.I.D. Geographic Code
935.

(e) Origin

(f) Probable Sources Kenya, Europe, Japan

BACKGROUND: The purpose of the Rural Private Enterprises Project
is to establish and expand rural private enterprises in Kenya.
Achievement of this purpose will directly contribute to fultillment
of the Government of Kenya and USAID top goal ot increased rural
production, employment and income. Project okjectives will be
attained through the provision of credit and technical assistance
to commercial banks active in Kenya who will in turn make loans and
provide business advice to rural entrepreneurs. The project will
also provide grants to PVO's who will proviue business management
advice and extend loans to small-scale entrepreneurs. $24 million
of medium-term loan funds will be provided by A.I.D. through the
Kenya Government to commercial banks for on-lending to rural
private enterprises at market interest rates. Local resource-based
processing and manufacturing, and agriculture service enterprises
are most likely to borrow under the project.

Since the project will be implementeua through an intermeuiate
credit institution and loan decisicns will not be made prior to
project authorization, no specific list of required commodities can
be established. However, studies carried out during project design
do allow broad estimates of the procurement requirenents.



USAID estimates that some 270 sub-borrowers will wish to procure
approximately $12 million of capital equipment and spare parts of
Code 935 but non-Code 941 origin. 7This procurement will be poth
off-the-shelf and off-shore. Likely procurement requirements are
for items such as foou processing machinery, wooa and clay~-based
manufacturing equipment, hides processing equipment and machinery
and equipment related to agriculture service industries such as
metalworking and bagging. The project sub-borrowers will be rural
based and widely aispersed with little access to procurement
information on commodities other than thosc normally availakle in
the vicinity ot the tnterprise. Likewise, maintance and repair
services arc available only for equipment normally in use in the
area. A large portion of U.s. exports to kenya (See Attachment I)
are items tinancea in whole or in part by the U.S. Government
(PL4BO, military salcs, Commodity lImport Program fertilizer,
project-financed ecquipment). Kenyan imports from he U.S.,
including items f{inanced by military and aid programs, account for
less than 6 percent of tobtal Kenyan imports. Other major U.S.
exports to Kenya are raw materials for industry, agricultural
inputs, and road bullding equipment. Thus few, if any, of the
commodities licly to be lmported by sub-borrowers under the
project arec currently imported by Kenya from the United States.
Visits to ruval arcas by USAID personnel confirm the gcneral
non-availability ot U.S. equipnient, machinery, and spare parts in
these areas.

DISCUSSION: Given the likely procurement needs of project
sub-borrowers, application of U.S. source and origin requirements
to sub-borrowers' procurcement would have negative project
implementation inplications for sub-borrowers, intermediate credit
institutions, and A.l.D., with little tangible benetit to U.S.
exporters.  Application ol normal source ang origin requirements
are likely to reduce significantly the participation of
sub-borrowers in the project for the following reasons:

- Neecded goods of U.S. and acveloping country (Code 941)
Source and origin arce not normally available to the rural
sub-borrowers cither off-the-shell or trom locally known
and acccepled commercial suppliers. To the extent tnat
appropriate commosities coula be mage available,
substantial additional Uime and cost would be required to
Obtain these commeditics.  Sub-boriowers payling market
interest rates arc unlikely to bLe willing to incur these
adaitional costs.

- Maintenance and repair of Code 9] comnoalties, if not
already available and generally used locally, will bLe
ditficult, it not impoussible, and certainly more costly



to the sub-borrower. Even if the sub-vorrower is willing
to incur additional maintenance and repair costs, the
risk of having to shut down operations for an indefinite
period of time because of the lack of spare parts may
well incline the potential sub-borrower ~way from the
project.

From the point of view of the intermediate credit institutions
(commercial banks) application of Code 941 source and origin
requirements, and more importantly the administrative burden that
such requirements would place on the banks, would make banks far
less willing to participate in the project. The administrative
cost and burden U.S. procurement requirements place on the
implementation agent are usually acceptable to governments who are
borrowing at highly concessional rates. 1In the case of private
sector commercial banks which will be borrowing at near commercial
rates under the project, however, the additional administretrive
time and effort which would be required for up to 200 branch
managers in rurel areas to master and implement A.I.D. source and
origin requirements would be a substantial deterrent to their
participation.

The following considerations make a Code 941 procurement
requirement undesirable from A.I1.D's point of view as well:

- Because of the difficulty small, rural borrowers would
have in procuring and maintaining Code 941 commodities, a
Code 941 requirement would significantly bias the
project's lending toward larger, urban-based
sub-borrowers, which weculd be undesirable from both
soclal and economic perspectives.

- Because of the difficulty in repairing and maintaining
equipment not routinely available in the vicinity of the
investment, project-assisted investments would be less
gsustalnable than would otherwise be the case, thus
weakening the potentilal long-term impact of the project.

- Given the nature of U.S. exports to Kenya, most
commodities required by the project would need a walver
in any case. Granting such walvers on a case by case
basis would place an enormous and unnecessary burden on
sub-borrowers, the intermediate credit instition and AID,
without significantly altering the composition of the
total import list.



- As was demonstrated by the Impact Evaluation of the
Entente Fund African Enterprises Projectl » a Code 941
procurement requirement for lending to rural private
enterprises through a number of credit intermediaries is
difficult or impossible to monitor and impler nt in the
African context. The referenced project was unable to
meet even a 157 Code 941 requirement. The impact
evaluation concluded that the Code 941 requirement was an
lmpractical and unworkable condition of the Ertente Fund
loan and strongly urged that the remaining Coce 941
requirements be waived.

The conclusion of the PID review committee (See State 103847) and
of the AID project design committee following further analysis was
that application of a Code 941 source/origin requirement to the
Rural Private Enterprises project would make the project
unfeasible. It would discourage sub-borrowers from borrowing, it
would reduce the long-term impact of the sub-loans, it would
dissuade many if not all potential financial intermediaries from
participating in the project, it would be difficult or impossible
for A.I.D. to monltor in full accordance with its responsibilities,
and it would have little positive impact on U.S. exports to Kenya
in any case.

USAID does nevertheless recognize tlie legitimate interests and
concerns of U.S. private enterprises which the source and origin
requirements were designed to protect. Consequently the following
provisions have been included in the project design to permit full
and fair U.S. participation in the supply of project-financed
commodities where appropriate:

- Early in project implementation, a notice will be
published in the Commerce Business Daily describing the
project, identifying the kinds of procurement likely to
be required under the project, and providing the contact
point for project procurement (Management and Technical
Assistance Contractor).

Early in the loan approval process any import
requirements of project sub-borrowers will be referred to
the Management and Technical Assistance contractor who
will assist potentlal s_lL-borrowers in the identification
and procurement of U.S commodities.

1. "Assisting Small Business in Francophore Africa'. The Entente
Fund African Enterprises Program, ALD Project Import
Evaluation NO.40, December, 1982.



- Sub-loan agreements with sub-borrowers will include a
stipulation that preference be given to the procurement
of commodities from the United States and other Code 941
countries, in that order, where appropriate.

USAID believes that the above measures will yleld a commodity
procurement origin mix which closely resembles that which could be
expected under more restrictive conditions, without unduly damaging
project implementation.

PRIMARY JUSTIFICATION: The criterla relied upon to support the
walver, per Handbook 1, Supplement B, Chapter 5, Section 5B4a, are
as follows:

(2) The commodities are not availlable from the authorized
source: Given the extreme difficulty which would be
encountered by proiect sub-borrowers in maintaining and
repairing a large proportion of Code 941 origin machinery
and spare parts 1n rural areas of Kenya, such commodities
have been considered to be unavaillable.

(6) Procurement in Kenya would best promote the objectives of
the Foreilgn Assistance Act: Procurement in Kenya wlll
greatly speed and facilitate the project procurement
process for sub-borrowers, rendering the project more
feasible from the financial intermediaries' point of view.

(7) Such other circumstances as are determined to be critical
to the success of the project: Gilven the determination
that the project would not be feasible from the point of
view of sub-borrowers, financlal intermediaries or AID if
Code 941 source and origin requirements were applied,
walving of such requirements has been considered in the
best interests of the project.

RECOMMENDATION: Based on the above justification it is recommended
that you determine that exclusion of procurement of goods
originating from free world countries other than the cooperating
country and the friendly less developed countries included in AILD
Geographic Code 941 will seriously lmpede the attainment of U.S.
foreign policy objectives and the objectives of the foreign
agssistance program in Kenya.
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ANNEX F.2

DETERMINATION OF NON-AVAILABILITY
OF U.S. FLAG CARRIER

PROBLEM: Your approval is requested to determine that U.S. flag
carriers are not available for shipments from non-U.S. sources to
Kenya under the Rural Private Enterprises Project.

DISCUSSION: The purpose of the Rural Private Enterprises Project 1is
to establish and expand rural private enterprises in Kenya.
Achievement of this purpose will directly contribute to fulfillment
of the Government of Kenya and USAID top goal of increased rural
production, employment and income. Project objectives will be
attained through the provision of credit and technical assistance
to commercial banks active in Kenya who will in turn make loans and
provide business advice to rural entrepreneurs. The project will
also provide grants to PVO's who will provide business management
advice and extend loans to small-scale entrepreneurs. $24 million
of medium-term loan funds will be provided by A.I.D. through the
Kenya Government to commercial banks for on-lending to rural
private enterprises at market interest rates. Local resource-based
processing and manufacturing, and agriculture service enterprises
are mort likely to borrow under the project.

Since the project will be implemented through an intermediate
credit institution and loan decisions will not be made prior to
project authorization, no specific list of required coanmodities can
be established. However, studies carried out during ;troject design
do allow broad estimates of the procurement requirements. USAID
estimates that some 270 sub-borrowers will wish to procure
approximately $12 million of cepital equipment and spare parts for
agribusinesses and other rural private enterprises of Code 935 but
non-Code 941 origin. This procurement will be both off-the-shelt
and off-shore. However, there 1s no regular U.S. flag liner
service from non-U.7. sources to Kenya. Further, there is no
reqular U.S. liner service to Kenya from other tuan Gulf and East
Coast Sources. (See Attachment 1). Therefore you are requested to
determine, per Chapter 7, Section 7D5b(3) of Handbook 15 aznd per
Chapter 10, Section 10A4 of Supplement B, Handbook 1, that U.S.
flag vecsels are not avallable for intended procurement from
non-U.S. Gulf and East Coast Sources, thereby relieving project
sub-borrowers of the obligation to ship at least 50 percent of
commodities from these sources financed by the project on U.S. flag
carriers.
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This request is being made on a blanket, rather than a case by case
basis because of the large number ot individual transactions which
will take place under the project. To try to make the determination
On a case-by-case basis would impose undue delays in the procurement
process which would be unacceptable to private sector sub~-borrowers
and banks. It would also impose an enormous USAID project management
burden.

RLCOMMENDATION: That you determine that U.S. flag shipping is not
available for the intended procurement from non-U.S. Gulf and East
Coast Sources in accordance with your authorities under the cited
provision of Chapter 10, Supplement E, Yandbook 1.

Attachment: a/s



DATE:

ErLY TO

ATTN OF:

SUBJECT:

TO:

UNITED STATES GOVERNMENT

sty 1, 1983 memorandum

N
Dovid Cowles - RSO

U.S. Flag Liner Service to Mombasa

Gordon Bertolin

Oon June 30, 1983, I had a discussion with Mr. Howard Clarke
of Mitchell Cotts Kenya Ltd., regarding the availability

of U.S. flag shipping to Mombasa. Mitchell Cotts acts as
local agant for both Lykes Lines and United States Lines.
Mr. Clarke advised that there is liner service available
from U.S. east coast and gulf ports to Mombasa. U.S.

flag liner vessels do not provide service to Mombasa from
other than these points of origin. Therefore, it appears
that SER/COM/TS could grant a certificate of non availability
of U.S. flag service, in accordance with justification set
forth in Section 7D5b(3) of HB 15, for shipments originating
at other than U.S. east coast and gulf ports.

The U.S. flag liner service which is available involves
transfer of the cargo in a South African port. It is

unclear if this is a "transshipment" which would provide
grounds for granting a certificate of non availability, in
cases where direct foreign flag service is available, or if
this would be considered a "relay," in which case a certificate
of non availability could not be justified. I will request
that SER/COM research this issue and will pass on their

finding when received.

Buy U.S. Savings Bonds Regularly on the Payroll Savings Plan

OPTIONAL FORM NO. 10
(REV, 7-76}

GSA FPMR (41 CFR) 101-11.8
5010-112



FINANCIAL ANALYSIS ANNEX G

A. DETAILED BUDGET ESTIMATES

Note: Inflation Factor - Foreign Exchange Costs 7.5% per
annum; Local currency costs - 15% per annum.

1. Management and Technical Assistance Contract: A.1.D. Costs
(3000)

A. One long term U.S. technician
(5 person-years) at Nairobi
and office expenses.

(a) Salary 223.6
(b) Payroll overhead 307 of a) 67.1
(c) General and Administration
overhead 907 of a) 201.2
(d) Defence Base Act Insurance 11.2
5% of a)

(e) International travel
(Family consisting of 2
adults and 2 children):

(1) 3.°% tickets x 2 RT

(including home leave) 29.1
(1i1) Excess baggage people 1.8
(iii) International per diem 2.4
(iv) Mobilization (medical) 1.4
(v) Airfreight (700 1bs) 17.9
(vi) Surface freight
(including car) 24.4
(vii) Storage 8.0
(f) Educational allowance 52.0
(g) Temporary quarters and Kenya 3.8

per diem



(h)

(v)
(w)

(x)

(y)

Guard services (Ksh 1950/month)

Housing (Ksh 13000/month)

Appliances and furnishings

Kenya travel (one trip/month to

Kisumu or Mombasa @ Sh 1000/trip)

Kenyan per diem (5 days/month)
Vehicle (1)

Vehicle operation/maintenance
@ Sh. 30000/year

Office equipment

Office rental (400 sq ft @ Sh.
per sq. ft.)

Phone, telex, utilities,
maintenance (Sh. 4500/month)

Office supplies

Home Office visits, one/year

Kenvan administrative assistant

(including payroll t2axes)
Sh. 180000/year

Secretary (including payroll taxes)

@ Sh. 70000 per year

135

Messenger/driver @ Sh. 15000/year

Per diem for Kenyan statt
(5 days/month

U.S. short term T.A.
(12 person-months)

Micro~-computer and software
Total

Total

1.00

= Sh. 13.00

G~-2

($000) (KSh 000)
157.8
1,051.8
11.0
80.9
15.0
10.0
202.3
30.0 70.0
364.0
364.0
10.0 20.0
26.6
1,213.5
471.9
101.1
195.0
200.0
20.0
966.5 4,292.31/
330.0 ($330.0)
1,296.5



Subcontracts for feasibility
studies of investment projects
at one percent of total
investment ($48 million) to

be shared equally by A.I1.D.

and the entrepreneur. A.I.D. Private
($000) (KSh 000) Enterprise

(KSh 000)

100 1,820 3,120

($140) ($240)

Workshops and seminars in
Kenya. Cost per year. 6
workshops/seminars per year,
each of average cf one week's
duration. Total 6 weeks:

(a) 2 U.S. Resource persons/
course 12 weeks @ $20,000/ 60
month

(b) Kenyan lecturers. 3 per

course @ Sh. 4,000 72
(c) Travel (U.S. staff 2 trips) 14
(d) Training materials 2
(e) Facilities 50

(f} 20 participants/course,

per diem @ Sh. 400 48
(g) Participants salaries

@ Sh. 2000/participant/course 24

Subtotal for one year 76 122 288

Total for five years 441 822 1,941

$ Equivalent ($63) ($149)



F.

(ol oW o sl

el e}

Short term training for Commercial
Eanks staff
3 persons per year @ $15,000/course
(AID)

Banks' share (salaries plus
one way airfare)

Visits by potential entrepreneurs
to the U.S. and other code 941
countries to study processing methods

4 visits each of ten days
per year @ $6000/trip (A1D)

Entrepreneurs contribution (salary
$30000/year)

Incentive payments to banks for
loans under $75,000. Ceiling of
2% of funds borrowed from AID.

225

SUMMARY OF 1 ($ In Thousands)

A 1D

EX

U.S. advisor 967.0

Feasibility studies 100.0

Workshops/seminars 441.0
Short term training for

commercial bank staff 225.,0

Visits by entrepreneurs 120.0

Incentive payments 480.0

Total 2,333.0

Project
($ 000)

50

25

480

Private Enterprise

330.0
140.0
63.0

_533.0

Total AID contribution = $2,866.0

LC

——

240.0
149.0

50.0
25.0

464.0



2. PVO Management Grantee:

A. PVO Management Team consisting
of one credit advisor and one
management advisor.

(a) Salary average $40,000 per
person/year

(b) Payroll overhead 30% of a)

(c) General and Administration
overhead 50% of a)

(d) Defence Base Act Insurance
5% of a)

(e) International travel
(2 Families each consisting of
2 adults & 2 children):

(i)

(ii)
(iii)
(iv)
(v)

vi)

(vii)

3.5 tickets/family, 2
families x 2 R1 (including
home leave)

Excess baggage people
International per diem
Mobilization (medical)

Airfreight (700 lbs)

Surface freight
(including) car

Storage

(f) Educational allowance

(g) Temporary quarters and Kenya
per diem

$000 KShs 000

58.2

3.4

2.8

35.8

48.7
17.5
130.0

7.6



(p)

(q)
(r)
(s)

Guard services (Ksh 1950/
month/family)

Housing (Ksh 13000/month/family)
Appliances and furnishings

Kenya travel and vehicle maintenance
Kenyan per diem (20 days/month)
Vehicles (2)

Office equipment

Office rental (600 sq.ft. @ Sh. 135
per sq. {t.)

Phone, telex, utilities,
maintenance (Sh. 4500/month)

Office supplies
Home Office visits, one/year

Kenyan professional (4 @
Sh. 1000UO/year)

Secretary @ Sh. 70000/year

Messenyer/drivers (two @
Sh. 15000/year

Per diem for Kenya
protessional (30 days/month @ $50)

Per diem for driver/messengers

Micro-computer and software
Total

Approximate $ Total:

G-6

$000 KSh 000
315.6
2,103.6
22.0
161.8
60.0
25.0
36.9 92.5
546.0
364.0
10.0 20.0
26.6
2,697.0
471.9
202.2
1,170.0
585.0
20.0
1,308.8 8,729.6
671.5 ($671.5)

2,049,000



B'

Workshops and seminars in Kenya,
6 per year each of average of

one week.

(a) One U.S. resource person

8 weeks @ $15,000/month

(b) Travel of U.S. person

(c) Training materials
(d) Facilities

(e) Kenyan lecturers
2 per course @ Sh.

(f) 20 participants/course travel

and per diem

4,000

(g) Participants salaries

@ Sh. 1,000/participants/course

Subtotal for one year

Total for five years
$ Equivalent

Approximate AID $ total:

SUMMARY OF 2 ($ Irn Thousands)

A. PVO Management

B. Workshops/seminars

Total

A. I. D. Private
($000) (KSh.000) Enterprise
30
7
1
50
48
48
120
38 298 168
221 661 1,132
($ 51) ($ 87)
272
A.1.D. Private
Enterprise
FX LC LC
1,369 672
221.0 51.0 87.0
1,590.0 723.0 87.0




3. Private Voluntary Organizations:

Five PVOs in Kenya who are assisting small businesss were evaluated
in May 1983 by Mr. Fred O'Regan in the report titled "PVO
Evaluation/Social Soundness Analysis - Rural Private Enterprise
Project" Supplementary Annex D. The amounts of loans processed and
the total cost toc PVOs to process loans and to provide technical
assistance in 198Z were as follows:

Table G-1:

PV Os L OANS TECHNICAL ASSISTANCE
Amount No.of Expenditure No. of
clients clients
$ $
baraja 76,000 13 12,000 260
NCCK 20,000 83 45,000 1,507
Partnership for

Productivity (PfP) 5,000 19 140,000 3,965
Tototo Home Industries 0 0 65,000 1,070
Technoserve (Lasic) 0 0 35,000 N/A
Total: 102,000 115 297,000 6,568

All the above PVOUs are receiving some assistance from AID. It is
very likely that these PVOs and others providing similar extension
services to small businesses will apply to AlD for assistance in
the very ncar future. The data developed in the O'Regan report for
the absorptive capacity of each PVO is used to project the demand
tor funds for PVOs. 1n projecting the demand, the following
assumptions are made:

-- AID will supply no more than 75% of grant-financed technical
assistance to small enterprise clients;

- Sound new program applications equal to 50% of the current
AlID program assistance will be received beginning in the
second year of the program;



- 10% growth for all programs;

-- Interest payments will, on average, offset defaults;

- Repayments will, on average, be completed within two years;
-- NCCK can immediately double its loan program;

-- PfP can immediately quadruple its loan progranm.

The restlting demand for funds by PVOs is projected below:

Table G-2

($ in Thousands)

Total
Activity Y e a r Total A.1.D.
1 2 3 4 5 Contrib.
Technical Assistance 327 698 869 11,088 (1,359 4,341 3,257
Loans (136) (255) (320)f (398)] (500)| (1,609)
Less repayment (136) (255) (320) ( 711)
Net Loans 136 255 1864 143 180 898 89K
Total: 463 953 1,053 ]11,231 1,539 5,239
A.1.D. Contribution| 382 779 836 959 11,199 4,155

Detailed calculations leading to the above demand estimates are
provided in Annex H.



B. FINANCIAL TAHLES:

lable G.3.

Rural Frivate Enterrrise Project: Pro-Forma
Amortizaticn Scliedule {or AID ican to GCK
(Thousand U.S. Collars)

Quarter 1 2 3 _a S5 6 7 _8 9 10 11
Distursepents: 1200 1200 1200 1200 1200 1200 1200 1200 1200 1200 1200
Quarter 12 13 14 15 16 17 18 19 20 21 P |
Distursements: 1200 12C0 1200 1200 1200 1200 1200 1200 1200 1200 cee -
Interest at 1.0099505% per semester (1.023% annually)
Quarter 1 2 3 4 _5 6 7 8 kL]
1lst Disbursepent - 11.9 - (11.9 - 11.9 - 11.9 esa 11.9
2nd Disbursement - - 11.9 oa 11.9 - 11.9 cee coe 11.9
3rd Disbursement - . - - 11.9 - 11.9 - .os oo 11.9
cee cee .ee .ee cee cee .ee .oe e 11.9
Qarter 1 2 3 4 S 6 7 8 ] 10 11
20th Dis- 11.9 11.9 23.8 23.8 35.8 35.8 47.8 47.8 59.7 59.7 -
bursecment
12 13 14 15 16 by 18 19 20 2 e 39
71.6 71.6 83.6 83.6 95.5 95.5 107.4 107 .4 119.4 119.4 eae 119.4

Interest at 1.0148591% per semester (1.03% annually)

40 41 .- 160
Debt Service 972.0 972.0 ces 972.0
(Principal

plus Interest)

0T=-5



Table G—4.

Rural Private Entervrises Project:
Pro-Forma Anortization Schedule For
Consolidated Loans to Comnercial banks by AID/GOK
(Tiousancs of U.S. Dollars)

Quarter 1 2 3 4 5 6 7 8 9 10

Disbursements: 1200 1200 1200 1200 1200 1200 1200 1200 1200 1200

Quarter 11 12 13 i4q 15 16 17 18 _]_.2 20

Distursements: 1200 1200 1200 1260 1200 1200 1200 1200 1200 1200

Debt Scrvice on

Fach Distursement:

Interest at 4.88088% per semester (10.0% amnually)

Quarter 2 4 6 ! 10 12 14 16 18 20
Total 58.6 58.6 56.6 105.5 105.5 105.5 105.5 105.5 105.5 105.5
Principal - - - 40.9 49.2 51.7 54.1 56.8 59.5 62.5
Interest 58.6 58.6 58.6 56.6 56.3 53.8 51.4 48.7 46.0 43.0

Quarter 22 24 20 8 30 32 34 36 38 40
Total 105.5 105.5 105.5 165.5 105.5 105.5 105.5 105.5 105.5 105.5
Principal 65.5 686.7 72.0 75.0 79.3 83.1 87.2 9] .4 95.9 100.6
Interest 490.0 36.8 33.5 29.9 26.2 22.4 18.3 14.1 9.6 4.9

Corsolidatea Debt Service On

Qutstanding Disbursements:

Quarter 1 2 3 4 5 6 7 8 9 10 11

Ancunt - 58.6 58.6 117.1 117.1 175.7 175.7 251.2 281.5 366.7 386.7

Quarter 13 14 15 le 17 18 19 20 2 22 23

Aaxurnit 492.2 597.7 597.7 703.2 78a3.2 808.7 808.7 G14.2 914.2 S6l1.1 961.1

Quarter 25 20 27 26 29 36 3 32 33 34 35

Anount 10C8.0 1054.9 1054.9 1054 .9 1054 .9 1054.9 1054.5 1054.9 1054.9 1054.9 1054.9

Quarter 37 38 39 40 a1 a2 43 44 45 46 41

1054 .9 1054,9 1054.9 1054.9 1054.9 949.4 949 .4 644.0 844.Q 738.5 738.5

Quarter 49 Y S 22 23 54 55 56 57 56 55

Anont 633.0 527.5 527.5 422.0 422.0 316.5 316.5 211.0 211.0 105.5 105.5

11-5



Rural Private Enterprise Froject:

Table G.5.

Grewth of GOK Loan Fund

(Thousards of U.S. Dollars)

recelved Paid Cirulative Cumniziative recelved Paid Cumlative Cumnlative
Fram To Total Total From To Total Teota]
Banks U.S. Total (Mo—Fe— {Fe-lending Fanks U.S. Total {(No—Fe— (Fo-lemding
Quarter Lending) at 13%) (uarter Lencira) at 13%)

1 - - - - - 31 1,054.9 119.4 ©35.5 16,831.2 23,12¢.3
2 58.6 11.9 4.7 46.7 406.7 32 1,054.9 119.4 935.5 17.7€6.7 24,779.3
3 58.6 11.9 46.7 93.4 a4.8 33 1,054.9 119.4 935.5 18,702.2 26,453.0
4 117.1 23.8 33,3 180.7 191.1 34 1,054.9 119.4 4935.5 13,€37.7 £8,240.8
S 117.1 23.8 93.3 <80.0 290.3 35 1,054.9 119.4 g35.5 20,573.2 30,052.5
6 175.7 35.84 139.¢9 41%.9 433.2 36 1,054.9 119.4 935.5 21,3087 31,920.4
7 175.7 35.8 139.9 559.8 592.6 37 1,054.9 1i9.4 935.5 22.444.2 33,462
8 281.2 47.8 233.4 793.2 844.5 38 1,05%.9 1i¢.4 935.5 23,379.7 35,631 .9
9 281.2 47.8 233.4 1,026.0 1,104.1 39 1,054.9 119.4 a35.5 24,315.2 37,879.1
10 3.7 59.7 327.0 1,355.0 1,465.4 40 1,054.9 972.0 £4.9 24,400.1 39,1392
11 3&0.7 5¢.7 327.0 1,€80.6 1,637.9 41 1,054.9 - 1,054.9 25,455.0 41,4u8 .4
12 492.2 71.6 420.6 2.101.2 2,515.5 42 949.4 972.0 - 22.¢€ 25,432.4 42,670.6
13 492.2 71.6 420.6 2,521.8 2,807.9 43 949.4 - $49.4 Z¢,3F1.8 44,243.9
- 597.7 33.0 514.1 3,035.9 3,4309.2 44 6544.0 972.0 126.0 2¢,253.8 4€,210.3
15 £97.7 83.6 514.1 3,550.0 4 29.0 45 844.0 - 844.0 Z7,0<7.86 486,4%R8.0
16 703.2 5§5.5 607.7 %,157.7 4,7el.7 46 733.5 972.0 - 233.5 2, E64.3 49, 75&.9
17 703.2 95.5 c07.7 4,765.4 5,517.2 47 738.5 - 738.5 <7,802.86 52,041.2
18 &6CB.7 1G7.4 701.3 5.406.7 6, 389.6 48 633.0 972.0 - 33%8.0 27,263.8 53,21¢.9
19 808.7 107 .4 7C1.3 €,168.0 7 9.2 49 633.0 - 633.0 27.,52¢.8 S58,F04.1
2 914.2 119.4 794.6 6,%02.8 1.1 50 527.5 972.0 - 444.5 27,452.3 56,884.8
21 914.2 119.4 794 .8 7,757.6 CLoL200 51 527.5 - 527.5 z7.,%72.8 50,177.2
22 g6l.1 119.4 641.7 65,599.3 10,495.0 52 422.0 972.0 550.0 27,429.8 60,463.2
23 S6l.1 119.4 641.7 $,441.0 11,662.3 53 422.0 - 422.0 27,651.8 62,761.1
24 1,085.0 1i9.45 olG.6 16,32%.0 12,912.7 54 316.5 972.0 - ©55.5 27,126.3 64,052.8
25 1,406.0 1:5.4 8&5.6 11,218.2 i4,2C01.9 55 3l6.5 - 2lc.5 27,512.8 66.356.6
26 2,054.9 11S.4 8355.5 12,153.7 15,576.1 56 211.0 972.0 - 761.0 2c¢,751.8 67,651.4
27 1,054.9 119.4 935.5 13,065.2 16,996.9 57 211.0 - 211.GC <6,9%2.8 69,9 4.5
28 1,054.9 119. 935.5 14,024.7 18,459.7 58 105.5 972.0 - §66.5 2¢,096.3 71,2€8.7
29 1,054.9 119.4 935.5 14,960.2 19,96 .~ 59 105.5 - 105.5 2€,201.8 73,485.4
30 1,054.9 115.4 935.5 15,895.7 21,523." 60-148 - 972.0 - 972.0 - 15,0679.7 + 1,310.06
61-159 - - - 10,522.1 + 2,323.8

160 - 972.0 - 972.0 {NPV at + 1,423.8

t59) + 2,440.0

+

¢T-9



Table G.6.

Rural Private Enterprises Project: Pro-Forma Anortizations Schedule
For Corsolidated loans to Sub-lorrawers by Commercial Eanks
(Thousands of U.S. Dollars)

Quarter 1 2 3 4 ) _6 1 _8 9 10
Disbursements: 1200 1200 1200 . 1200 1200 1200 1200 1200 1200 1200
Quarter 11 12 13 14 15 16 17 18 19 20
Disbursements: 1200 1200 1200 1200 1200 1200 1200 1200 1200 1200

Debt Service On

Each Disbursement: Interest at 7.7032% per semester (16% annually)

Quarter 2 4 6 8 10 12 14 16 18 20 22 28
Total 92.4 92.4 92.4 89.7 163.8 163.8 163.8 163.8 163.86 163.8 163.8 163.86
Principal - - - 97.3 78.8 86.9 95.7 105.0 115.1 125.9 137.6 150.3
Interest 92.4 92.4 92.4 92.4 85.0 76.9 68.1 58.8 48.7 37.9 26.2 13.5

Omsolidated Debt Service Gn

Outstanding Disbursements:

Quarter 1 2 _3 a4 5 7 8 9 10 1
Total - 92.4 92.4 1B4.8 164.8 277.3 277.3 467.1 467.1 656 .8 656.86

Quarter 12 13 14 15 . 16 17 18 19 20 2 22
Total 846.5 946.5 1036.2 1G36.2 1225.9 1225.9 1415.7 1415.7 1605.4 1605.4 1702.7

Quarter 23 24 25 26 27 28 29 30 31 32 33
Totai 1702.7 1800.0 1806G.0 1707.6 1707.6 1517.9 1517.9 1328.1 1328.1 1138.4 1138.4

Quarter 34 35 36 37 38 39 40 41 42 43 4
Tctal 948.7 948.7 758.9 75€.9 569.2 569.2 379.5 379.5 189.7 185.7 -

€ET-D



Table G-7

SUMMARY OF TEAM LENDING PATTERNS

Less than
KSh. 200,000 206,000-500,006 500, 000-1,00C, GO0 AbLove 1,000,000 Tctal
¥ Value # Value % Valce S Value - Value
KSh 0G0 KSh 000 KSh 000 Ksh 000 Ksh 000
Pr_c_;gram
Investment Cppor—
tunity study (IOS) 3 474 5 1,770 3 2, 26C 11 64,300 22 65, 804
KCFC 206 15,637 S5 30,094 58 41,364 113 582,988 473 67C,263
1FC - - 1 436 1 &0C 18 48,868 2C 5C, 104
KCE Pipeline 4 300 16 6,535 17 13,€76 ___45 253,955 §2 274,466
213 16,611 117 36,835 8C 5§,10C 187 950,111 597 1,063,657
10sY/ 13.6% 0.7%  22.7% 2.6% 13.6% 3.3% 50.0% 93.5%
KCFC 43.6%  2.4%  20.0% 4.5% 12.5% €.2% 22.9% 87.0%
1rcl/ - - 5.0% 0.8% 5.0% 1.5% 90.0% 97.5%
KCE Pipeline 4.0% GC.1% 19.5% 2.4% 20.7% 5.0% 54.8% 92.5%
Corposite 35.7%  1.6% 1S.6% 2.8% 13.4% 5.5% 31.3% 89.3%

1/ Adjusted to apply a maximum U.S. contribution of $750,000.

2/ Adjusted to account for devaluations since loans made.

vl



Table G-8

Incremental Commercial Eank Costs for Small Loans

IFC Model:Averace Initial Cost
loan size of Ead Debt
KSh. 3,000,000 Supervision

Subtotal

Ciscounted

CPEC Mcdel :Average Initial Cost

locan size of Ead Debt
KSh 500,000 Supervisian
Subtotal
Discounted 204,600

11082/ 100%

90.9% 82.6% 75.1% 65.3% 62.1%
Year -1 Year O Year 1 Year 2 Year 3 Year 4 Year 5 Total
81,840
15,000 15,C00 15,000 15,C0C 15,000 15,000
40,500 40,500 40,500 40, 500 40,500 40,500
81,640 55,500 55,500 55,500 55,500 55,500 55,500
90,024 55,500 50,454 45,868 41,698 37,907 34,461 355,912
186,000
45,000 45,000 45,000 45,000 45,000 45,000
75,000 75,000 75,000 75,000 75,000 75,000
186,C00 12G,006 120,000 120,000 120,00C 120,000 120,000
120,000 109,091 99,174 90, 158 81,962 74,511 779,496
423,5843/

1/ Scurce: 1982 KCE proposal to USAID (See Supplementary Annex F)

2/ Discount rate: 103

3/ Additicnal costs for smaller loans valued
at KSh 3,000,000 is KSh. 423,584 or Ksh 70,600 ($5,430)

for each loan cf KSh 500,000:

S1-9



Beneficiary Calculations

Proposed PVO Program Levels and
Beneficiary Calculations:
Technical Assistance

Proposed PVO Program Levels and
Beneficiary Calculations:
Loans

Employment Generation

ANNEX H



Proposed PVO Program Levels

Technical Assistance

1982 $

Proposed Levels

Organization 1982 # 1 2 3 4 =) Total 75% C xments
Daraja 12,000 26 15,000 19,000 23,000 29,000 37,00G 123,000 Assumes AILD
NOCK 45,000 1,507 56,000 70,000 88,000 110,000 137,000 461,000 pPays no more
PFP 140, 000 3,965 175,000 213,000 273,600 342,000 427,006 1,436,000 than 75% of
Tototo 65,000 1,070 61,000 102,600 127,000 159,000 198,000 667,000 total; 10%
TNS(EASIC) 35,000 ? - 55,000 68, 000 85,000 107,000 315, 000 growth, 15%
inflation
annually
297,000 6,568+2 327,000 465,000 579,000 725,000 906,000 3,002,000 Assumes 503
increase begi~
>ther programs 233,000  2¢0,000 363,000 453,000 1,339,000 nning in
second vear
Total 327,000 698,000 8€9.000 1,088,000 1,359,000 4,341,000 3,256,000
Eeneficiary 1982 programs (297,000)= 7,425 x 2 = 14,850C BEased on $40/
impact 40 beneficiary
New programs (458x297) = 3,312 x 2 = 6,624 which is
40 current averag
of 4 programs,
Total 21,474 one turnover

during LCP




PVWOs Furding Estimates:

Proposed PVO Program Levels

ILoans

Proposed Annual Lending Amounts ($)
Organization 1982 $ 1982 # 1 2 3 4 5 Total Comments
Daraja 76,000 13 76,000 95,000 119,000 148,000 186,000 624,000 Assumes 10%
NCCK 20,000 83 40,000 50,000 63,000 78,000 98,000 329.000 growth +15%
PFP 5,000 19 20,000 25,000 31,000 3S,000 49,000 164,000 intlation
annually
Sub-total 101,000 115 136,000 170,000 213,000 265,000 333,000 1,117,000
New programs - - - 85,000 107,000 133,000 167,000 492,000 Assuming 50%
(Totcto, women's, more for new
world Eank, Maseno programs
South, etc) beginning in
second year
Sub-total 136,000 255,000 320,000 398,000 500,000 1,609,000 Assuming re—
(136,000) (255,000) (320,000) (711,000) payments
camplete in
2 years,
interest
offsets
defaults
Net loan furnd 136,000 255,000 184,000 143,000 180,000 598,000
requirements
Beneficiary Current programs 155 170 187 206 227 945 Assumes $878/
Impact # loans New programs 85 94 103 114 3% Loan which
is current
average of
3 programs
Total 155 255 281 309 341 1341




ANNEX H

3. BEmployment Generation:

AlD Banks Rollover of Cost/Job  Jobs Directly Jobs Indirectly Total Jobs
Credit Funds Created Created2/
Commercial Eank
Lending 2,400 24,000 - &, 000/ 6,000 12,000 18,000
PVO Lending 900 - 1,100 2,0003/ 4/ 1,000
19,000

2/ From Investment Opportunity Study; Smith and Tippett, May 1983.

2/ Assumes 1 formal anrd 1 informal sectar job far every job directly creadted.
3/ From PW Evaluaticn/Social Soundness Analysis.

4/ Job impact of non~financial PW assistance is unknown.



ANNEX 1

BUSINESS ANALYSIS

I. Introduction

In order to gain a better unuerstanding of the structure,
needs and potential of the rural private enterprise sector four
studies were commissioned during project development. These
were:" Agribusiness Development iii Kenya', Mwaniki &
Associates; "Investment Opportunities", Trade & Development
International Inc.; "Credit Feasibility Study", Deloitte,
Haskins & Sells, and "PVO Evaluation/Social Soundness Analysis"
Development GAP, available as Supplementary Annexes A - D from
AFK/PD/EAP. These studies and two years of steady contact with
about 25 businessmen by USAID staff provide the basis for the

analysis which is presented.

II1. Background and Current Structure

A. Historical Background

At Independence the modern economy was almost purely a
settler crop and plantation economy geared to prcduction for
export. Agribusiness was dominated by farmer organizations
(cooperatives, associations and trading companies) representing
settler interests. In addition, large foreign private
investors were engaged in large scale cash crop production and
ranching. To administer and control these interests numerous
boards (Tea, cotfee, dairy, pig, maize, wheat) were
established. Other rural enterprise consisted almost entirely
of small retail trade. While much of this structure remains
there have been significant changes.

Major trends since Ilndependence include (a) increased
participation and diversification of operations by certain
foreign private firms; (b) greatly increased Government
involvement in production, processing and marketing, (c) steady
increase in small and medium scale rural business locally owned
and managed; (d) mixed performance by the original maior
participant (fair to good - Kenya Farmers Association, Brooke
Bond; poor - Kenya Meat Commission, Uplands Bacon, Mackenzie
Inc.).

The overall rate of growth in the agribusiness sector
as defined by Mwaniki was 23 percent between 1971 and 1981.
Leading growth areas werc canned fruit, vegetable oil and sugar
processing, grain milling, tobacco, textiles, paper, meat,
dairy and wood products. Total value of output increased from
KSh.2,220 million to 16,865 million during this decade.



B. Current Structure

The current rural enterprise/agribusiness sector is
characterized by the bpresence and operations of commodity
marketing boards, country wide and local cooperatives,
parastatals, large private business firms specializing in
agro-based processing and manufacturing, large and smaller
firms in the distribution of agriculture inputs, manufacturers
of small tools, animal teeds and many small service businesses
and retailers.

A wide range of institutions also have an impact on
rural business, including ministries, the central and
commercial banks, boards and departments which are responsible
for licensing investments, local trade, imports and exports.
This has given rise to a counterpart "bureaucracy" in the
commercial sector to deal with Government regulations and
Procedures.

C. Participa.ts

Approximately 500 agribusiness firms are currently
listed in the registry of the Central Bureau of Statistics. 1In
terms of their size and exployment the most important are the
sugar companies, BErooke Bond, Kenya Canners, BAT, tea and
coffee factories, KFA, sisal brocessors and oil and grain
millers and processors. 1In the more generalized rural
enterprise sector which is less well documented in terms of
size, location, number or activity, the major participants are
engaged in 0il and grain milling, soap making, bakeries,
footwear, knitwear, transport and other services and are said
to number some 1,500 registered firms. The informal sector may
consist of as many as 200,000 enterprises. It has been
estimated that roughly 40 percent of rural income comes from
off farm sources indicating the importance of the sector. (See
Mwaniki Report, Supplementary Annex A for a listing of major
agribusinesses) .,

D. Constraints to Rural Enterprise

Constraints are numerous and of varying
importaiuce across types of business and at different times. Of
major importance both historically and at p,esent are the lack
of medium term credit, meénagement and technical capacity,
scarcity of imported materials and spares, price controls and
other forms of requlation and limited entreprenial imagination.

Credit: Because of the structure of banking deposits (they
are predeminantly short-term) and the preference of most
Kenyan banking institutions for over~draftt lendings,

medium-term credit is a serious constraint to business
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expansion, particularly for those businesses requiring
capital equipment. Working capital and equity were also
found to be scarce, particularly for smaller scale
enterprises. AID and bank credit funds will address the
medium term credit constraint, and banks will provide
working capital. PVOs will lend AID funds for both medium
and short-~term credit.

Management and Technical Expertise: Management and
technical skills are a problem particularly for small scale
enterprises. Large enterprises in the private sector are
generally well run and adequate resources are available to
provide solutions to management .nd technical problems.
Smaller businesses are often started with limited equity
and substantial informal and formal credit for both plant
and working capital. Even very small problems can put
these enterprises into deep trouble. For this reason
informal and small scale formal sector businesses will
receive assistance from PVOs and from the management and
technical assistance contractor. Additional assistance
will be made available by strengthening the bank business
advisory services.

Imported Materials and Spares: Foreign exchange shortages
and mismanagement in administration of imports have
resulted in extreme scarcity of imported materials and
spares. In recent months chere have been shortages of key
materials and several enterprises have been temporarily
closed or have worked at reduced capacity. ‘'ne roreign
exchange problem and proposals to improve policy and
administration are being addressed through the negotiations
concerning program assistance. New import schedules which
favor agribusiness and export enterprises are being
prepared fcr implementation in July, 1983. The direct
letter of credit mechanism for foreign exchange procurement
should ease the spare parts constraint for project
borrowers.

Price Control and Regulation: Government regulation
impedes the growth of the private sector as parastatal
monopolies limit opportunities. Business is faced with
price controls on many products, complex licencing
requirements for imports and exports, limits on trade or
processing and handling of certain commodities and a
generally unresponsive administrative structure.
Government has become more aware of problems in this area.
Both the IBRD and AID (ESF) Structural Adjustment Programs
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are designed to have an impact on these issues and to
effect policies to make the private sector more efficient,
While these problems are serious there still exists a high
demand for term credit which implies that business can be
profitable despite these impediments.

Limited Entreprenural Vision: There is a lack of variety
in the proposed investments of rural entrepreneurs. In
larger enterprises investors want to pursue the time tested
Kenya products of coffee, tea, sisal, fruits, nuts and
Other horticulture, wood, etc. The smaller business
investors repeatedly choose soap, bakeries, mills,
shoemaking, small hotels, transport services, furniture
making or retailing outlets. Both groups have reasons for
these choices. 1n the first group they are aware of
Kenya's advantage with these products and usually have
extended experience. In the latter case this is the type
of business they see all around them. The fact that
another may not survive may be ignored. The changing
macrc -economic incentive structure should stimulate more
innovative investments. The mariagement and technical
assistance to be provided by the Contractor and the PVOs
will help address these problems. 1In any case, recent
studies indicate there seem to be many good investments in
the traditional rural endeavors ana some new ideas are
being developed.

III. Anticipated Investment Portfolio

A. The Studx

It 1s impossible to predict precisely the types of
lenuing which will be made unuer the project. Because of the
confidential nature of banking relationships it is not possible
to examine existing lending in detail nor see a representative
sample of new proposals submitted to banks. It is possible to
intluence lending by establishing criteria of eligibility and
by various incentives or rewards. These criteria ana
incentives will bLe¢ discussed separately. 'There is no doubt
however, that the project lending will nzed to be carcfully
monitored to assure rcaching the target group.

In order to find out what kinds of loans were likely to
be made unuer the project it was necessary to collect a sample

of investment proposals and analyze themd/ . This was done by
collecting 50 proposals from USAID files, banks, financial
intermediaries and individuals. Approximately one in five to
ten proposal reviewed by the study team was sclected for

1/ See Smith and Tippett "Investment Opportunities"
Supplemcntary Arnex B for further details.
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screening according to project criteria. While it is expected
that actual loans will deviate somewhat from this sample it is
considered indicative of the types of projects to be financed.
These proposals were then screened on the basis in compliance

with:

- project objectives of increased rural production,
employment and incomes;

- private sector, rural location criteria;

- subloan criteria of (1) labor intensity, (2) potential

to increase net foreign exchange availability, (3)

provision of increased markets, inputs or services for

agriculture production based on local inputs.

- business soundness criteria (cash flow, collateral,

The screening process reduced the portfolio to 28
proposals. These investments have the foliowing
characteristics.

B. The Results:

Characteristics of Portfolio: Summary Analysis

l. Enterprise Size: By Employment & By Loan Size

SMALL (0-20) - 10 U.S.$ 0-50,000 - 8
MEDIUM (21-79) - 7  U.S.$50,000-$500,000 - 10
LARGE (80-uUP) - 11 U.S.$500,000-$3,000,000 - 10
TOTAL 28 28
2. Loan Portfolio by Segment - (U.S.$) - (Based upon
Employment/Firm)
No.Request Aver. Total
Small 10 60.300% 603,000
Medium 7 180,000 1,260,000
Large 11 1,969,090 21,660,000
Total 28 840,107 $ 23,523,000
* - Inflated due to 1 loan - closer figure for average

is $ 36,700
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3. Investment/Direct New Job (U.S.$) by Segments*

Small Medium
Range $1,076 to 1,923 to

25,615 11,000
Median 2,230 7,307
Average 5,584*%* 6,175

* Based upon employment per/firm
** Inflated due to 1 highly capital intensive investment in category.

Large Total Port.
2,538 to 1,076 to
38,461 38,461
10,152 4,807
11,828 8,185

4. Nunber of Direct New Jobs Generated - by Size Segment*
Small Medium Large Total

Present Jobs 13 - 873

Dir .New Jobs

(AID Finan) 148 295 4589 5032

Dir New Jobs

(Other Finan) - - 3895 3895

Total Jobs 161l 295 9344 9800

5032 - Key Figure - Program-Generated direct new jobs

Note high frequency of new enterprises (82%)

Based upon employment/firm

New Enterprises vs. Expansion Existing Enterprises

New - 23 - B2%
Existing - 5 - 18%
Total 28 100%

Location of Portfolio

Project Criteria

86% Interior (24)
14% Nairobi/Mombasa (4)

REGION NO,

Coast _ET
Central 4)
Eastern 6)

Rift Valley 4)
Western 2) 86%)
Mombasa 1

Nairobi 14%

———tne,

3
28 100%
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Sector and Sun-Sector Represented in Portfolio

SECTORS NO. SUB-SECTORS NO.
Agro-Production
Emphasis 2 Fruit/Veg. 9
Agro-Processing 19 Sisal 3
Manufacture (non-ag) 5 Wood Related 3
Infrastructure
Dev. (Irrig) 2 Fish Proc. 2
28 Edible Oils 2
Integrated Export 5 Smallscale Ind 3
(from above) Cattle 1
Coffee/Cotton/
Maize 3
Feed Proc 1
Hide Proc. 1
28

Target Markets of Portfolio

KENYA MARKET NO
Local Market Focus 8
National Market 4
Mixed Nat/Export 1
Total Kenya Market 22
EXPORT
Export/Exclusive 10
Mixed Nat/Export 10
20

Import Kequirements of Portfolio

Procurement Location - Domestic/Foreign¥*
Local 1

Partly Foreign 27

Largely Foreign 22

Foreign thru Local

Dist. 6

10. Portfolio vs. Development Criteria

CRITERIA NO. FIRMS
Increase rural employment 25
Labor intensive - Direct empl.

(all rural based) 15

¥ OF TOTAL FINAN

¥ OF PORT.
89%

54%



3. Agricultural Links 23 82%

4. Export Earnings/lmport Savings,
or New Market Development 21 75%

- All firms in Portfolio meet at least one criteria,
most meet 3 ©of 4 criteria.

C. Analysis:

The portfolio described in the previous section provides a good
basis for determining the kind and level ot lending which is
likely to take place under the project. There are, however,
two biases in the sample which make it somewhat
unrepresentative of likely project lending. These are the
absence of the likely PVO clients and an under representation
of potential enterprise expansions expected when long~-term
customers oif commercial banks learn of the existance of longer
term credit. USAILD expects the PVO component to make some 1300
small loans which will greatly increase the number of loans at
the lower end ot the portfolio. USAID also expects that more
business expansions will be included. This will happen for
several reasons including the relationships between presant
clients and their banks, and the fact that such proposals were
underrepresented in the study due to banks' feelings about
confidentiality. 'The result ot more expansion investments is
expected to be a reduction in the number of largye loans from
that of the study.

Even when the study biases nctedg above ave taken intc
account, the resulting portfclio would not fully meet project
Objectives. This conclusion, together with those of the Social
Soundness Analysis led to program modi:ications to increase
lending at the lower end of the portfolio. The principal
chances (from the PID), were:

- to lower the maximum AID contribution to a sub-loan
from $1.5 million to $750,000;

- to tighten the restrictions on agribusiness loans in
Nairobi and Mombasa where the largest enterprises are
located (by requiving AIL review pricvr to loan
approval);

- to introduce an incentive scheme for lending to small
borrowers.



The following sectlon present USAID's estimates of the
characteristics of the project loan portfolio in light of the
biases of the sample and the modified criteria changes noted
above.

1. Loans: The immediate impact of applying a new maximum
loan size the sample portfolio is to lower the average
loan size from $840,000 to $240,000. The location and
incentive measures are expected to reduce the average
loan size even further. Based on the term lending
pattern described in the Investment Oppprtunities
Study and on three actual cases (See Attachment G), it
appears that commercial banks would normally make
about 90% of thelr loans above the KSh. 1,000,000
level. USAID estimates that the incentlves provided
for loans under KSh. 1 million should at least double
the percentage of loans made in that category. Such a
result would lead to $9.6 million of loans under KSh.
1 million, which, 1f incentive funds were utilized so
as to exhaust all Incentive funds with the fewest
possible loans, would result in 178 loans below KSh. 1
million, at an average loan size of KSh. 700,000.
Different 1ncentive rund utilization would result
either in more monies lent or lower average loan size,
depending on bank responses to the incentive scheme.
Assuming $9.6 million in loans below KSh. 1 million,
the remaining $38.4 million is likely to result in 95
loans at an ave:rage cost of $400,000, which is the
curr~nt average size at loan over KSh. 1 million.

2. Credit Demand: Elimination of projects requiring an
AID contribution of more than $750,000 reduced the
overall level of investment opportunities from nearly
$24 million to a little more than $5 million. This
figure is consistent with AID life of project loan
financing or $24 million since: (a) loan funds will be
disbursed over five years and the loans included in
the sample were for current loan proposals only; (b)
business expansion was probably underestimated given
the nature of the sampling process; and (c) the study
team selected only one investment in the sample for
every 5-10 they reviewed. This sample information,
along with the Credit Feasibility Study estimate of
$180 million annual capital formation in the sector,
and bank indications of the levels at funds they would
like to borrow indicate that 1ife of project loan
funding of $24 million is reasonable.
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Employment: Application of the revised criteria
reduces average cost per job from $8,200 to $5,600.
However, a review of the remaining sample still shows
a wide range of total job creation and cost per job.
USAID has therefore estimated that the direct
employment attributable to the project would be about
7,000 jobs. This figure is calculated at
$8,000/direct job (6,000 jobs) in the formal sector
and $2,000/direct job (1,000 jobs) from loan capital
in the informal sector. Although the Investment
Opportunity Study shows a cost/job of less than $6,000
when revised criteria are considered, the IFC
experience of $13,000/3ch makes an figure of
$8,000/job seem more prudent. $2,000§job of capital
in the informal sector is the figure cautiously
forwarded by the PVO Evaluatin~u/Social Soundness
Analysis. Monitoring direct employment created will
be a priority task of the monitoring contractor to
ensure that project employment objectives are being
met. The indirect employment effects are likely to be
quite low for small enterprises but significant for
the larger projects. An estimate of one modern sector
and one informal sector job for each project job has
been used, resulting 1in total employment generation of
19,000.

Location: The sample contained considerable location
diversity. It may be that land cont is becoming an
important factor that results in making Nairobi and
Mombasa less attractive to investors. It appears that
most of the rural areas are llkely to benefit from
project investments. To ensure rural lending Nairobi
and Mombasa have been excluded except for
exceptionally attractive proposals (very strong links
to agriculture and rural employment) which may be
approved separately by AID.

Sectors: Agro-processing, as expected is the dominate
activity in the sample and this should be true for the
actual loans. Horticulture production, processing,
and export arc perhaps overrepresented in the sample
but this 1s clearly an area of Kenyan cumparative
advantage (high labor use, climatic factors). Sisal
processing 1s making a comeback due to production
declines 1in competing countrles. Wood, hide and
food/grain/oil processing should also make up a
significant part of the ioans.
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Markets: All of the micro projects can be expected to

focus on local markets. Most of the sample of formal

sector projects intended to market both locally and on
the Kenya national market. About a third were for
both local and export markets and another third export
exclusive. These percentages are considered
representative. The export orientation may increase
with inclusion of more expansion investments. Such a
result would also reduce the foreign exchange
component in the loans.

Development Objectives: The sample contained projects
with high impact on program objectives. Nearly all
increased rural employment and incomes, and had strong
agriculture links. Three fourths had positive effects
on the foreign exchange account and the majority are
considered to be labor intensive. Potential investors
appear to understand Kenyan comparative advantage and
relative factor costs. All projects were private
sector and Kenyan owned.

Business Viability: Most of the proposals reviewed
were consiacered to be viable tfrom the stand point ot
cash flow, collateral, markets and management.
Although our review was not as rigorous as that which
will be applied by banks, the percentage of good
projects is encouraging. As noted earlier the actual
loan portfolio will likely include many more expansion
projects and these will have track records which can
be more readily evaiuated.

Loan Terms: lnvestors are seeking loans from 2 to 20
years with the majority in the range of 5-8 years.
Most are willing to pay commercial interest rates but
in the sample a few have sought special terms.

Oon-farm/Off-farm: A problem encountered is the
guestion of what criteria should be used to
distinguish between on and off farm investment for
project loans. Originally the intent was to exclude
on farm investments because it was felt that adequate
funds tfrom other sources were available. While this
basic assumption is still valid a certain amount of
flexibility 1s required. Hence vertically integratea
operations can be financed it the on-farm portion
cannot be secured from existing sources such as the
Agricultural Finance Corporation. Straight farming
enterprises will not be financed from the project.




- 12 -

Another rationale for excluding on-farm loans is that
the commercial banking sector does not currently
achieve the targets established by Government for
agriculture lending. Presumably they are making all
the straight agriculture loans that seem prudent at
the present time.

D. Conclusions:

The studies and investigations contirm that there is
adequate demand for term credit in the rural sector and that
loans can be made which meet the development objectives of this
project. Through the provisions for technical assistance and
upgrading bank auvisory services the smaller enterprises will
be supported. The loan portfolio will need to be monitored
closely to assure that the positive eftects on rural
employment, production and incomes indicated by the studies is
in fact, achieved. '"The major beneticiaries of the project will
be the owners and employees oi those enterprises receiving
project financial loans. 'lhese owners and employees are in
enterprises that range from very small (1-2 employees) to quite
large (up to 5,000 employees). It is estimated that more than
7,000 jobs will be directly created in project-financed
enterprises. Commercial banks will benefit directly from
technical assistance and from an expansion of their market to
include rural, medium term credit. PVO's will benefit from
tinancial, technical and management support in providing
assistance to the poorest and smallest businesses.



IMPLEMENTATION SCHEDULE

ANNEX J

DATE ACTION ACTION AGENTi/
July/1983 - Project Agruvement signed USAID; GOK
Al-,ust/1983 - Conditions Precedent to
1st disbursement met GOK
- PIO/T's and Requests for
Proposals/Applications
prepared for:
(1) Banks USAID; GOK
(2) Management and Technical
. ~sistance Contractor RCO; USAID; GOK
(3) PVO Management Grantee RCO; USAID; GOK
September/ - Requests tor Proposals/
1983 Applications issued for:
(1) Banks USA1ID; GOK
(2) Management and Technical
Assistance Contractor RCO
(3) PVO Management Grantee RCO
October /1983 - PIO/Ts and RFPs prepared for USAID; RCO
monitoring contractor and
evaluation contractor
- Kesponses to initial RFP and
klIA received and evaluated RCO; USAID; GOK
November/1983 - RFPs for monitoring and RCO
evaluation contractors
issued
December /1983 - Bank Agreements, Cooperative RCO; USAID; GOK
Agreement with PVO/MG and
contract with MI'AC negotiated
and signed
1/ Commercial Lanks: CEk

Government of Kenya: GOK

Management and "echbical Assistance Couatractor:
PVO Management Grantee: PVO/MG

Monitoring Contractor: M

Regional Contracting Officer: KCO

Studies and kvaluation Contractor: SEC

MTAC



DATE

January/1984

February/1984

March/1984

April/1984

May/1984

June/1984

November /1984

December /1984

ACTION

MTAC, PVO/MG startup activities

Responses received to
monitoring and evaluation
RFPs

Banks solicit loan pPropasals,
recruit technical assgistance
personnel and request
Letters of Commitmert

Expatriate MIAC, PVO/MG
persinnel arrive in Kenya

Responses evaluated and
contracts signed for
monitoring and evaluation

Cooperative and Guaranty
Studies begin

Initial bank loans approved
MTAC, PVO/MG set up local
offices and commence

operations

PVO Management Grantee
solicits PVO proposals

banks request initial
disbursements

Initial Loans made

PVO submissions evaluated and
submitted to USAID with
disbursement request

USAID approves initial PVO grants

Initial PVO grants disbursed

First quarterly reports due

First quarterly reports
verified ana reviewed

ACTION AGENT

MTAC; PVO/MG

RCO

CkE

MTAC; PVO/MG

RCO; USAID

SEC

CBs

MTAC; PVO/MG

PVO/MG

CEs

CEs

PVO/MG
USAID
PVO/MG
CEs; MTAC;
PVO/MG

USAID; MC
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December/1985 - study on Finance Companies begins SEC

June/1986 - Mig-Term Evaluation SEC; GOK; USAlD
July/1987 — Indirect Impact Study begins SEC

July/1988 - Final Evaluation SEC; GOK; USAID

March/1989 - Project Assistance Completion Date



