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PREFACE

In Decembar 1983, AID authorized a $20 million Housing Guaranty (HG)
Program in Kenya to finance housing constructed by private aevelopers with the
long term mortgage financing to be provided through the housing finance
institutions. The project was intended to expand the private sector's
capacity to design, construct, finance and service low cost housing.

At the time of initial project design in June 1983, the AID Regional
Housing and Urban Development Office for East and Southern Africa (RHUDO)
which is located in Nairobi, Kenya, tock the first steps to foster the idea of
a secondary mortgage market in Kenya. A seminar was conducted in Nairobi to
introduce the concept to a representative group of Kenyan business and
government officials connected with housing. At this time also in Kenya there
was a growing movement to create naw specialized housing finance institutions
which, up until 1960, had numbered just three; one government-owned, one 50%
government-owned and a private mutually-owned building society.

The HG project has been slow to get off the ground, not because the need
was not there or the develcpers and housing finance institutions were not
prepared to participate, but due to procedural problems in working out the
mechanisms of the loan. In the meantime the number of specialized housing
finance institutions has grown rapidly along with other banking institutioas
and as of the time of the field work of this study "totalled four limited
liabkility institutioms and 32 registered building societies although most of
the latter were not yet operational,

The RHUDO has also moved ahead with its assistance to the housing finance
sector. It spoasored a six week training trip for mid-level managers from
housing finance institutions, insurance companigs and the Central Bank to the

U.S. in June 1985. The training was coaducted and coordinated. by the



"Institute of Financial Education and USL International, affiliates of the US
League of Savings Institutions. This was followed by a three week trip by
senior executives in November 1985, 1In both cases emphasis was given to the
role of a secondary mortgage market within a housing finance system. 1In
December 1985 the RHUDO and the USAID Mission in Kenya sponsored a workshop on
the possibility of a secondary mortgage market in Kenya.

It was also decided to carry out an overall review of the housing finance
sector in Kenya. This report represents that effort. The scope of work is
included as Annex A and, amony other things, calls for a raview of secondary
mortgage market possibilities. One aspect of the scope, the rol= of the
informal sector, was eliminated and was to be done as a separate study.

The report is based on field work which took place during the period March
11-28, 1986. The study was carried out by a joint team from USL International
and the Urban Institute. Team members were Donald Gardner, Samuel Peck and‘
Thomas Malev of USL International and Robert Buckley and Harold Katsura of the
Urban Institute. Assisting the team as a special member was Isaac Mugambi,
Senior Lending Officer at the Housing Finance Company of Kenya.

A Steering Committee provided gquidance to the team through periodic
meetings during the course of the study. Members of the Steering Committee
were: Gibson Maina, Chairman, from the Ministry of Works, Housing and
Physical Planning; Kihara Waithaka, Chief Finance Manager of the Housing
Finance Company of Kenya; Ms. Mou Charles, Ministry of Planning and National
Development; Joseph Njuguma, Financial Controller of the National Housing
Corporation and Steven Giddings of the AID Regional Housing and Urban
Development Office.

The report contains six chapters in addition to the Executive Summary.

Chapter One places the h.using sector in Kenya within a macroeconomic

context. It shows the declining share of GDP and fixed capital stock in



-residential housing and contrasts these figures with the opposite trends that
would more normally be associated with the changes in urbanization, population
and income that occurred. It suggests that financial policy has been
constraiaing the supply of credit to this sector. It concludes with an
estimate of housing needs.

Chapter Two provides a brief overview of government programs in housing
and how they are fi;anced. Chapter Three then describes the overall financial
sector as a framework for housing finance and outlines the dramatic changes in
financial inpovation in Kenya, identifies some of the problems with this
evolution, and indicates the important beneficial reforms and trends that are
now taking place. It concludes with a review of government financial policy
throughout the economy and its impact on housing finance.

The Fourth Chapter focusses on the institutional participants in the
housing finance sector. It details their growth, their regulatory problems,
their resource mobilization and their lending activities and their liquidity
needs .

Chapter Five considers how the elements of the previous chapters - housing
needs, financial policy generally, and the current housing finance system -
interact to affect resource mobilization. It also discusses some of the
broader macroeconomic problems with the current system.

Chapter Six concludes with recommendations.

It should be noted that the report contains two major elements which,
however, are interwoven. One is the macroeconomic context for housing in
Kenya and the overall financial trends and policies that are part of this,

The other is the housing finance system, where it fits into the financial
Structure, how it is requlated, and the institutions which make it up.
Both elements provide the underlying rationale for the recommendations of

the report particularly with regard to mobilizing resources for housing at
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‘market rates of interest. However, the¢ treatment of the macroeconomic issues

is, almost by definition, more academic in nature and some readers may wish to

rely on the Executive Summary for these aspects and concentrate on the housing

finance system and institutions in the body of the report.



EXECUTIVE ARY

This study describes and evaluates the structure of th2 Kenyan housing
finance system to determina the idequacy of this system to provide for the
mortgage credit needs of cne of the world's most rapidly urbanizing
economies. When this urbarization trend is combined with the extraordinarily
high rate of population growth that has occurred in Kenya over the past 15
yvars, it is clear that the demand for housing and, consequently, mortgage
credit, will be very high for at least the rest of this century.

Since 1980, the number of institutions comprising Kenya's financial sector
has increased dramatically. Most of this increase has occurred in non-bank
financial institutions (NBFIs), deposit-taking limited liability institutions
which can charge higher interest rates than commercial banks and engage in
some types of lending that banks cannot do, and building sociéties,
mutually-owned institutions that also take deposits aud make mortgage loans.

There are now almost 50 MNBFI3 and 52 registered building societies, not
all of them operating as yet, along with 24 commercial banks. In addition to
the building societies, four of the NBFIS are specialized housing finance
institutions empowered to make long term mortgage loans. One is a subsidiary
of a government-owned commercial bank and another is 50% owned by goverament.
Insurance companises complete the picture of financial institutions that lend
for housing, the two largest being govermment-owned.

Because of the proliferation of institutions and some questionable
practices (one NBFI failed in 1984) the Central Bank is stepping up its
supervision activities and a new Banking Act Amendment has been passed which
includes, among other things, provision for deposit insurance, heretofore
lacking in Kenya. Regulation and supervision of the building societies which

is carried out primarily by the Registrar of Building Societies has been

N



"'minimal up until recently. The Central Bank has been given new
responsibilities in this area, however.

Mortgage lending by finaucial institutions, government and non-government,
has tended to concentrate in the larger cities and reach higher income
families. As a consequence, government has stepped in with programs for lower
income families through the National dousing Corporation and local
authorities, both rental housing and tenant purchase schemes. The programs
range from completed housing to core units to sites and services., These
institutions, thus, also play a role in housing finance. Significant
subsidies are involved, both explicit through below-market interest rates and
implicitly through poor cost recovery. The financing for these programs has
come from the World Bank, AID's Housing Guaranty Program and government
allocation. The repayment requirements of the external loans, coupled with
poor cost recovery, makes the programs' selfsustainability appear questionable
as now structured.

Therefore, while the social issues posed by rapidly growing housing needs
are undoubtedly important, we think that an even more important question is
the development of a financial system that can equitably and efficiently
mobilize domestic resources. In our view, development of an effectively-
functioning housing finance system can play an even more important role by
contributing to the development of the overall financial system than it does
in the fulfillment of social housirg needs. Moreover, we believe that it is
only through the developmert of a vigorous, competitive housing finance system
that Kenya's eaormous hﬁusing needs can be addressed.

Non-replicable subsidies for this sector cannot be expected to begin to
satisfy the needs in this area. A viable and flexible cost-recovery system is
essential to any improvemant in Kenya's housing situation. Previous World

Bank and USAID-assisted projects have demonstrated the physical possibilities
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'of building low-income housing. The logical next step is to demonstrate the

financial self-sufficiency that must underlie the provision of this durabie

fixed capital asset.

Our perspective is that housing, even for low and moderate income

households, should be viewed as an important part of the fixed capital stock

rather thar as just a social need. This view suggests that improving the

efficiency with which households finance one of the most desired forms of

wealth-heolding has potentially important effects on the economy:

It is probably the most direct means of increasing the share of
savings in financial assets. Despite the proliferation of
sophisticated financial intermsdiaries in Kenya, a recent World Bank
study indicates that the share of savings in financial assets was
virtually unchanged from 1970-82. Providing mortgage credit at
market rates would be an important way to pay depositors in housing
finance institutions a safe, positive return on their financial
assets. Thus, housing finance would serve as an important aexus
between the informal and formal financial sectors.

By allowing households access to credit at market rates of interest
for housing, the system could increase savings by bidding resources
away from a sector of the economy that is dissaving, i.e. the
Government, and allowing that credit to be used to purchase an asset
that will maintain its real value. Recent research suggests that
this alsc would have a substantial positive effect on the supply of
savings. |

It could help eliminate the regressive effects of the current
financial system. In 1984, inflation-adjusted interest rates in
Kenya became positive for the first time in many years. However,

many long term savers, such as National Social Security Fund



participants, still receive a zero or negative rate of return., A
repressed financial system that sets low interest rates implicity
taxes the savings of the poor who do not have collateral and
subsidizes borrowers. Financing housing at market interest rates
could be an important way to provide long-term savers positive
returns on their savings. Importantly, this return would be subject
to very little business risk and would thereby help diversify the
portfolios of long term institutional investors.

It could help lengthen the maturity of risk-taking of the financial
system. One of the most important rationales for the current
administered interest rate system in Kenya s the vulnerability of a
small open economy to international financicl events. Unfortunately,
this system does not eliminate the risk, it just eliminates the
financial system's willingness to bear it. The result is less long
term credit with adverse consequences for investment and capital
formation. Appropriately-structured adjustable rate mortgages could
help broaden the supply of long-~term credit, particularly to those
households who are also the important entrepreneurs of the informal
sector.

It could complement the development of the equity market. The March
1986 GOK Sessional paper indicates that a joint IFC-Central Bank of
Kenya study will call for tax and regulatory improvements to
encourage the development of Kenya's dormant equity markets.
However, the discussion overlooks a central impediment to this
development: to the extent that businesses do not have to compete
with households (who are ratiomed out of the market) for credit,
their borrowing costs of debt are lower. Why in such circumstances

should firms issue equity when debt is implicitly su®bsidized?



-- Finally, the World Bank research suggests that current housing
conditions in Kenya, rather than the low income of families, are the
cause of disease and health problems. Irnproving these conditions,
therefore, provides broader benefits to the entire society.

" In summary, in our view, simple improvements in Kenya's housing finance
system, such as through the creation of a liquidity facility and providing
greater household access to market rate debt, could be expected to generate
much larger benefits to the Kenyan economy as well as help address a pressing
social need. We also believe that the timing for these kinds of changes is
particularly opportune. The government's presence in the credit markets is
contracting, the macroeconomic constraint is improving, and the goveranment has
already enacted significant policy changes - positive real interest rates and
deficit reductions - and is considering others which a secondary mortgage
market-1lik- facility could complement.

A summary of the report's specific recommendations are as follows:

Recommendation No, 1 The Government of Kenya should create a
strengthened requlatory/supervisory framework for specialized housing finance
institutions (SHFIs), includiang both the limited liability companies and the
building sccieties, to deal with the rapid increase in the number of such
institutions since 1980 and to requlats their lending activities which are
taking on more speculative tones. For the industry to expand and to operate
effectively it must, among other things, engender a strong measure of
confidence which should be enhanced by stronger requlation/supervision. The
location and scope of this function should be the subject of a separate study.

Recommendation No, 2 Concomitant with the above, the GOK should take
steps to create a liquidity facility for SHFIs. 1In order to carry out their
function, SHFIs must lend for long term mortgages. Since all of their

resources are raised through deposits or very short term (3 year maximum)



"'housing bonds and since there is as yet no type of secondary mortgage market
functioning, the SHFIs are always facing a potential liquidity crisis. For
the more conservative this means keeping a high (in some cases 50%) percentage
of assets in a very liquid form. For the not so conservative the risks are
greater. To permit these institutions to have a higher parcentage of assets
in mortgage loans the Central Bank should establish a facility to enabls SHFIs
to borrow to tide them over short term emergencies.

Recommendation No, 3 The development of a trade association for the
SHFIs should be euncouraged. In addition to representing a growing and
complicated industry, it can foster the exchange of information, set up
training for its members, sponsor research and advertising and promote
activities such as the development of a secondary mortgage market that will
benefit the industry. The beginning steps to formuiate such a trade
association have already been taken.

Recommendation No, 4 Goverament along with the private sector should
take the inicial steps to develop secondary financing facilities for housing.
An initial step should be the placing of long term deposits at market rates by
the NSSF and the Post Office Savings Bauk, perhaps supplemented by Kenya
Reinsurance and Kenya National Assurance (ail of them government institutions)
in approved (by government) SHFIs. This could provide a measure of long term
stability and indicate the confidence of government in these institutions.

A second step would be to encourage, utilizing the trade association
contacts suggested above, the sale or trading of mortgages to or among
institutions looking for long tarm investmznts and those wishing to generate
more resources. That is, through iuformal contacts, a housing finance
institution could arrange to sell a small block or mortgages to, say, an
insurance company with the understanding that if any mortgage defaulted the

originating institution would buy it back. This kind of activity could help

S



"to develop trust and publicize the market. If such informal selling and
trading worked well, it could then wrovide tha impetus to issue more formal
securities. The process could evolve slowly of its own initiative but could
be accelerated through the informal contacts among the emerging trade
association members.

As part of this process the industry needs to look at cther factors which
will enhance the sale of mortgages or mortgage-bacl:ied sacurities such as
establishing the legality of the sale of mortgages, standardizing mortgage
documents and ascertaining the desirability of mortgage default insurance.

Recommendation No, 5 There is a need for the government to identify and
clarify the appropriate financial relationship between public and private
housing finance. While this study focussed primarily on the financial
institutions that proyide housing finance, the National Housing Corporation
and local authcrities also carry out lending operations in connection with
their programs, usually at some level of subsidy, and, in some cases, programs
which the private sector should be able to carry out. Nor do these programs
appear to be self-sustaining in terms of generating local resources to carry
them out. This entire relacionship and the appropriate role for government

programs and institutions needs tc be examined.
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I, HOUSING AND THE ECONOMY
A. Introduction

In the first section of this chapter we briefly consider the recent
macroecopomic context that affects aund is affected by the housinc sector in
Kenya. We put particular emphasis on Placing possible changes in the housiug
finance sector within the context of the broader chaages in the financial
system that the GOK has either recently enacted or is now considering,

In the second section we consider the declining role of housing in
the economy, focusing on its recent histarical share of GDP, and in fixed
capital formation. These declining trends are contrasted with the trends that
would be implied by fulfillment of the non-financial aspects of the demand for
housing associated with the reduction in per capita ipncome and the increasiug
rates of urbanization and populaticn growth. We zonclude that an effectively
functioning financial system (which was not under a significant amount of
"stress" felatad to international economic events) would have allocated a much
larger share ¢of resources to the housing sector than has been allocated in the
recent years.

Furthermoze, a2s we discuss in a later chapter, it is clear that the
financial policies that most affected the housing sector are inconsistent with
the Government of XKenya's {GOK'sS) announced cbjectives to mobilize resources
for equitable developmant.1 In other words, while the financial policies
that rationed the supply of funds away from the household seztor were

understandable in the context of the financial structure that characterized

l. See the Introductioa to Ihe Developmeat Plan 1984-1988, Republic of

Kenya, Government Printer, Nairobi, 1983.
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. Kenya in the early 1980s and the macroeconomic constraints on the economy at
that time, this is no longer the case. The structure of the financial system
and GOK policy have evolved significantly since that time. No longer does the
financial system serve as a device that regressively subsidizes borrowers, and
no longer is the GOK such a dominant borrower of funds.1 Improving
househulds' unsubsidized access to the financial system -- as through the
mortgage market -- can be expected to have significant beneficial effects on
koth macroeconomic performance and urban development.

In the third section we demonstrate the conformity of the GOK's
macroeconomic goals and social goals with respect to improving the housing
situation of one of the world's most rapidly growing and urbanizing
economies. To do this we first discuss the "housing needs" estimates that
would be implied by fulfilling Kenya's needs in both an unconstrained and a
constrained context. The unconstrained estimate is not meant to be a
realistic forecast or target. It is presented only to give a sense of the
dimension to the problem. It presents estimates of the amount of housing
production and the share of GDP that would be needed to: (1) upgrade
substandard units, (2) replace completely deficient units, (3) provide a new
2-room core unit for each additional net household, and (4) eliminate
over-crowding. Such am objective could be achieved only by allocating
enormous amounts of resources to housing, perhaps more than double the share

of GDP that would be so allocated in the absence of such a goal, and we are

1. This is not true, however, of direct government housing programs, as
we point out later, which continue to provide a high level of subsidy which is
not focussed on low income families.
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- not prescribing such a goal as being desirable in any way.l As we said
earlier, these estimates are intended to suggest the dimension of the housing
problem that is posed by such rapid demographic changes. These numbers are
stark and the estimates of the needs model used in the Nathan study provide
vivid summary utatistics.

The constrained estimate, on the other hand, indicates the share of
GDP that would be allocated to the housing sector if the financial system did
not constraiﬂ resource flows. In other words, it presents an approximation of
the extent to which increasing the flow of resources to the housing sector is
consistent with Kenya's macroeconomic goals of mobilizing resources more
efficiently and equitably. It indicates that a significant increase in the
share of resources going to housing, on the order of 30 tc 40 percent, is
consistent with and, in fact, helpful to the fulfillment of Kenya's larger
macroeconomic goals. However, given the scale of housing needs in Kenya, even
this large increase in resource flows is unlikely to improve housing
conditions significantly., Indeed, most of the increase is necessary simply to
avert further deterioration in housing conditions.

B. mi n
In recent years Kenya has experienced a decline in real per capita

income growth. It has gone from being one of Africa's, and indeed one of the

l. For example, in the Robert R. Nathan and Associates (Rourk and Roscoe)
study of Kerya housing needs (1984) it was estimated that fulfilling needs
would require an allocation of approximately 11.9 percent of GDP to housing by
the year 1988. This fiqure is three times larger than the average share
achieved over the past ten years. Our updated estimate continues to place the
required share of GDP at 10 to 11 percent through the remainder of the century.

-3«



developing world's, highest growth rate economies to negative per carm‘ta rates
in most recent years, and generally deteriorating economic performances

in most years since the 1974-1975 0il crisis. Like most other relatively
small. open-economies, it has also experienced a sharp increase in the level
and volatility of inflation, reaching a peak of 22 percent in 1982, a
continuation and even an acceleration of the world's highest population growth
rate, 3.9 percent, and one of the world's highest urbanization rates, 7.9
percent.

Government macroeconomic policy and regulation have also changed
drastically in recent years. In response to the unstable conditions affecting
Kenya's major export goods (coffee, tea, and tourism), and a sharp decline in
the exchange rate (going from KShs. 7.97 to US $1.00 in 1977 to KShs. 15.9 to
US $1.00 in March 1986) government presence and control of economic activity
increased in the early 1980s. It has receded somewhai more recently as
external economic conditioas have improved. However, the GOK's role in the
credit markets and its expenditures as a share of GDP are still significantly
higher than they were ten years ago.2

This shifting economic environment creates further difficulties for
an economy that has a low (about US $420) per capita income and is
overwhelmingly rural (83%) and agriculturally-based (1/3 of GDP and over 80

percent of the employment). It is also a system that appears to have one of

1. This is over ths intercensal period 1969-1979.

2. Ecomomic Surveys of 198) and 1985, Central Bureau of Statistics,

Nairobi, Kenya.
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-the least egalitarian distributions of income in the world1 and one that has
not increased its participation in the world economy nor diversified its
pattern of trade.2 finally, it is an economy that appears to be strongly
affected by non-pecuniary economic transactions. As a number of our
interviewees suggested, a monetary economy is relatively new to many Kenyans.
The housing sector can play an important role in the overall
development of the economy. For example, housing purchases may be motivated
by the demand for housing services, as is traditionally assumed to be the
case. However, they may also be motivated by, among other things, a demand

for:

1. A stable source of rental incoma. Hence housing demand can be an
implicit demand for a stazble source of income or something like
unemployment insurance.3 This kind of demand can be expected to be
important in an economy with such a high unemployment rate.

2. A source of inflation-hedged wealth to draw down in old age. Iu this
respect Lts demand is affected by the real return to rension funds
and long-term savings vehicles.

3, A means to provide urban housing services to, say, rural kin in
return for the kin's future or preseant sservices. One recent study
suggested that as much as 21 percent of urban wages may be remitted
to rural areas.? 1In this sense, the demand for housing is
implicitly like the demand for a personal services contract or
perhaps medical or "0ld age" care insurance.

1. World Development Report, The World Bank, 1984,

Table 28, p. 228. The figures are for 1976.

2. Its exports as a share of GDP in 1978-80 was the same as the level
achieved in 1950-52, Reynolds, Economic Growth in the Third World 1950-1980,
Yale University Press, 1965, p. 410; also its three major exports accounted
for a larger share in the latter period.

3. Households in Kenya, World Bank, Michael Bamberger, Director, 1983.

4. Renya Economic Dovelopment apd Urbanization World Bank 1983,



4. A demand for an asset that can serve as collateral for borrowing for
other purposes. For exampie, a significant share of corporate debt
is issued against the immovable assets of the directors’ personal
property rather than the corporation. Similarly, as long as land has
a structure on it, farmers or small businessmen can take out a
mortgage against the property with a building society for other
investment purposes. Without such an asset they are often unable to
borrow. Hence, ownership of housing can provide one of the few means
for small businesses to access formal financial markets.

While these obssrvations may be obvious to an observer of the Kenyan
economy, they navertheless suggest that, when the good in question is as
durable as residential housing can be, the structure of the general financial
environment may be an important housing policy. 1In fact, in recent years we
believe that it is only a slight exaggeration to say that the most important
single housing policy has been financial policy.

Houeing is clearly important vo the savings dacisioas of households
in aa econony in which informal transactions pPlay an important part of
economic activity. However, in an economy in which interest rates and credit
allocations are certrally-controlled by the governmsnt it is even more
important. When negative real interest rates characterize the return on most
forms of financial assets, as was the case for most financial assets in Kenya

1 . . .
throughout 1978-1983", the ownership of real physical assets determines
whether a household's financial position improves or deteriorates. In effect,
in such financial systems savers either subsidize borrowers (such as
governments with big deficits and wealthy borrowers who already have

collateral aand, hence, access to credit) or they withdraw from the formal

financial sector. 1In such a case it is not surprising to see the domastic

1, Various Economic Surveys, Chapter on Money and Interest rates.
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"savings rate fall.l Nor would it be surprising if the informal savings
sector boomed. The formal financing system, in such a context, becomes part
of the tax system. Borrowers are subsidized and accordingly access to
borrowing is limited.

In its fifth five-vear plan the GOK recognized the undesirable
effects of using Kenya's relatively well-developed financial system as a means
to subsidize GOK bo:rowingz. The theme of the plan is "mobilization of
domestic reserves for equitable development." Concrete examples of policies
that have been or are being implemented that are consistent with this theme
are:

- the establishment 2ad maintenance of positive real interest rates
since 1984;

- the significant reductic: in the GOK's presence in the credit markets;

- the development of a new regulatory structure for depecsitory
institutions that will, vhen finalized, include both a deposit
insurance program to increase confidence, and increased attention to
the fiduciary responsibility of formal financial intermediaries:

l. Measures from various issues of Economjc Surveys, Table 2.6 suggest
this occurred. It fell by 11 percent from 25.1 percent between 1977-1680 to

22.4 percent between 1981-1984, It is measured as the complement of total
consumpt.on divided by total resources available for Domestic Investment and
Consumption. With the establishment of positive real interest rates in 1984,
savings increased. We are not suggesting a clear cause and effect relation-
ship here or for that matter even thac a particular trend occurred. Savings
data are notoriously difficult to sort out. We are simply suggesting that if
finrancial intermediation can be done with positive real returns it would not
be surprising if it increased sigaificantly.

2. It is important that a distinction be drawn between government efforts
to monetize the deficit, which is almost certainly one of the most efficient
tax mechanisms available in an ecomomy with a significant amount of informal
and/or non-monetized economic activity and selective credit policies that the
government pursues (e.g. requiring Wational Social Security Fund and Post
Office Savings Bank investwent largely in government securities at low rates)
to reduce the cost of such deficit monstization. Such nolicies are not nearly
as efficient a revenue source. Furthermo e. as we discuss below, they can
have significant adverse effects on the a.ficiency of the financial system.
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- the establishment of a Commissioner of Insurance and new regulations
to govern the insurance business;

-~ the preparation of a policy paper to govern the investment strategy
of the National Social Security Fund (NSSF) that will, when approved,
result in an amendment to the NSSF Act.

- a joint uytudy by the Central Bank oZ Kenya and the IFC that will be
released by the GOX as a discussion paper on the desirability of:

1) increasing the efficiency of GOK debt-management policy by
moving to a less administratively-set interest rate environment;
and

2) improving the functioning of Kenya's dormant equity markets.

These changes suggest that the GOK is moving fairly aggressively to
begin to establish a financial system that attempts to intermediate between
borrowers and savers so that resources and risks are allocated efficiently.
However, it is important to stress that the movement to positive real rates,
greater fiduciary responsibility, and less government presemce in the credit
markets is just a beginuning. 1In fact, at present there is not a true primary
market for any debt instruments in Kenya, much less a secondary market for
particular typas of debt. Rates may now be positive, but the GOK still
controls them. In addition, much needs to be done to curb business reliance
on debt rather than equity to finance investment projects before the financial
and capital markets price business risks anywhere near effectively.1

Finally, a great deal of managerial skill and/or good luck on international

1. There has only been one new equity issue in the past ten years
although during our visit it was announced that Barclays Bank would offer a
new equity issue of KShs. S50 million. The “much" that needs to be done
includes: improving the investment climate, e.g. price controls, tax changes,
and promulgating SEC-type requlaticns for the stock exchange.



reconoimic events will be needed in order for the deposit insurance program to
become financially sound rather than another subsidy to borrowing.

Although Kenya has a fairly sophisticated process of financial
intermediation for its level of development, it has not used this system to
price and allocate risks. With the stable interest and inflation rate
environment of its first ten years of independence, the cost of this lack of
pricing policy was small, and interest rates were changed only one time in the
1967-77 period. As in many other countries, however, the fifth five-year
development plan recognizes that these costs are no longer insignificant. The
frequency with which both the levels and differentials for interest rates has
been adjusted since 1980 has created both a very different financial system
than the one that operated in the early 19805,2 as well as the perceived
need to change the rules by which interest rates are set. A clear choice has
been made to move towards market rates that are set by institutions that are
fiducially sound. However, to emphasize again, while the choice has been
made, the pplicies to implement this choice are only now being put into place.

In our view, the establishment of a secondary mortgage market-like

facility in Kenya should be seen as an important part of this evolution

1. At present there are 32 building societies registered to operate.
This is 31 more than the number that served Kenya between 1972-1982, and only
5 less than the total of domestically-controlled firms on the Nairobi Stock
Exchange. It is likely that this number will decline sharply, and at least
some of the devositors will be eligible for deposit insurance protection. In
addition, a number of large non-bank financial institutions that will be
eligible for insurance coverage are currently technically insolvent. It will
require close supervision and enforcement in order to make the insurance fund
truly an insurer that can rely upon fees charged to institutions to cover
payments made to depositors rather than a subsidizer of risks.

2. The share of liabilitijas held by non-bank financial insitutions grew
from 22 percent of the share held at commercial banks in 1977 to almost 51

percent in 1984. Source Economic Survey, 1984, Annex 1, Table 5.5.
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-‘towards an efficient and equitable financial system. While we are not

advocating in the short run a secondary mortgage market in the true

definitional sense of the term, we believe a secondary market-like facility

can accomplish many of the same ends provided by a true secondary market (see

Section V E). It is not only an instrument that will help Kenya fulfill its

housing needs, but, more importantly, it is a device that will allow credit to

be allocated more efficiently and the financial system to serve the needs of

both the relatively poor and the informal sector more efficiently. Moreover,

not tv focus on how such a facility wouid complement other GOK policies

designed to improve the equity and eificiency of domestic resource

mobilization is to unmecessarily cast the argument into a provincial as well

as a misleading "housing priorities”" versus more pressing structural

adjustment priorities. Not only are fulfillment of these priorities pnot

mutually exclusive, they can be mutually re-enforcing. In our view, this kind

of misleading perspective was taken in a recent World Bank study, where it was

argued:

There have been various proposals to increase the supply of housing
finance by long term investments -hrough the National Social Security
Fund (NSSF) or by additional tax advantages for savings depositors.
These proposals largely icuore the opportunity cost of reallocating
capital funds in Reunya's tightly controlled domestic finance market.
Given the current economic comstraints in the country and the
priority needs of industries -- there is little prospect of a
reallocation of caEital funds to the housing market. (p. 14
Executive Summary)

An implicit premise of this view is that any such supplying of credit

to housing by NSSF or other institutions serving long term savers would lower

Kenya Economjc Development ang Urbanization Policy, World Bank East

Africa Project Dept. 1983.
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-the returns to the savers to benefit housing, which has a lower rate of return
than industry.

However, participants in the National Social Security scheme have in
recent years received a negative return on their savings in order to lower the
cost of GOK borrowing. At present they receive a zero effective rate of
retutn.l Hence, NSSF policy has encouraged government dissaving (by making
its expenditures cheaper), and discouraging formal financial intermediation
(by yielding a negative return to savings, and rationing households from
credit for which they would pay market rates). A policy that permitted
middle-income households to bid for funds with the GOK and businesses to
purchase an asset (housing) that should appreciate in real terms, that is
generally uncorrelated with business risk, and for which there ig enormous
demographic demand, would improve the efficiency and equitability of resource
allocation. It could also provide a safe, positive, real rate of return to a
social security system that. unless current policies are changed, will provide
less effactive purchasing power to participants than was contributed.

In the next section we attempt to demonstrate why we believe the
financial sector has been a binding constraint not only on housing
expenditures but on resource allocation generally. What we show is that
non-financial factors., i.e. income change, population, etc., could not have
explained the sacular decline in the share of GDP going to residential

capital. The elimination of the above factors points to financial policy as

1. Beneficiaries of NSSF receive an 8 percent nominal return on their
accumulated savings.
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~-the reason and, as we show in a later chapter, we believe that the
circumstantial evidence is compelling.

The theme of our argument is not that housing is a socially
meritorious good of which more is needed, (although in the Kenyan
circumstances a reasonable person might make this argument) but rather that
the current financial system results in less resources allocated to housing
than would a freely operating system. This misallocation in turn produces:
greater fragmentation and higher transactions EOsts for financial
intermediation, greater.reliance of the business sector on debt rather than
equity financing, lower overall economic growth due to the deadweight losses
of regulatory "taxes" on saving, less incentive for government to reduce
spending since its borrowing rate is subsidized, and greater pressure to
increase relatively inefficient government spending to offset the regressive
distributional effects of financial regulatory structure,

In addition, the creation of a secondary market-like facility would
also be an efficient means to improve housing conditions. The importance of
this contripution is difficult to overlook. Although Kenya's current and
prospective populaticn and urbanization rates are among the highest in the
world, GOK explicit expenditures on housing are among the lowest. Unless
current housing trends are reversed, it would appcar virtually certain that
Kenya's future housing needs will outstrip new housing production by a wide
and increasing margin.

For example, the racent GOK Sessional Paper indicates that 100,000

urban housing units will be needed annually for the rest of the century.

l. GOK Sessional Paper, Economic Management For Renewed Growth (released

March 1986).
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"'This is about fourteen times the annual rate of production by the formal
sector over the past eight years.1 Moreover, given the scale of the
potential shortfall in housing production, further decline in the state of
current housing conditions is likely, (which according to the GOK are
deplorable: 35 percent of urban dwellers live in slums or squatter
developments and only six percent of rural dwelling units are permanent (P.38
ES 1984). Such a deterioration in housing conditions could serve to seriously
constrain economic growth and social development.2

C. Resource Allocation

In order to assess policies with respect to the housing sector we
first review recent trends in fixed capital formation in dwellings as it
reclates to Gross Domestic Product (GDP) and fixed capital formation
generally. The trends indicate a steady secular decline in housing's share of
both GDP and gross fixed capital information.

This trend is then compared with the kind of trend that would be
predicted by the behavior of truditional real, as opposed to financial,
factors that should affect resource allocation to housing. All the relevant
factors: the iucrease in the urbanization rate, the increase in the
Population rate, the possible contracting problems and competitive weaknesses
of the mortgage market, and even the trends in real per capita income, imply
that, if markets had functioned efficiently, little or no decline or even an

increase should have occurred.

1. See Economic Survey 1985 Table 3.8.
2. The World Bank Report, Kenya Economic Development and Urbanization

Policy, presents evidence that current housing conditions, rather than income
levels, produce disease and higher infant mortality.
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The following table presents a number of growth rates that give some

insight into housing's place in the Kenya economy between 1979-1984.

ANNUAL GROWTH RATES OVER 1979-1984

1, Per Capita GD? Income in Real Prices 0.0
2, Inflation : 12.0
3. Population 3.9
4. Urban Population 7.9
5. Totzi Fixed Capital Formaticn in Current Prices 9.0
6. Fixed Capital Formation in Housing in Current
Prices ' 6.0
7. Urban Housing Fixed Capital Formation in
Current Prices -1.5

Data are from Various Zconomijc Surveys.

The first line indicates “hat real, inflation-adjusted income growth
has been close to nil over the time period. This kind of income constancy
produces a greater reliance on the existing housing stock because housing is a
durable good and, by postponing its const:ruction, onme is, in effect, foregoing
mostly future consumption rather than cirrent consumption. When income is not
rising, it is often desirable to seek ways to reduce current consumption as
little as possible and reducing housing construction is one way to do this.
This type of effect should lead to housing making up less of GNP.

On the other hand, however, this greater reliance on the existing
stock may bid up rents sc that more is spent on housing. If this is 3o more
of current income will o tu tke housing sector, increasing the shars of GDP
allocated to housing production.

Statistical studies could be used to estimate how much changes in per
capita income should change resource allocation to housing. While the
quantitative estimates from these partial equilibrium perspectives should be

taken with some caution, the gualitative relationship is clear: minimal
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-change in real income should have a minima. effect on the share of resources
going to housing.

Heuce, before taking demographic and urbanization figures into
account one would expect a housing chare of GNP that is comparable to that
observed in 1979 and somewhat larger than the average of the last two years
for which we have data (1983 and 1984). Instead, we witnossod a decline of
1.3 percent of GLP, almost four times as large.

Urbanization

Comparisons of lines (5) and (6) with line (1), i.e. Gross Fixed
Capital Formation as a share of GDP, aand Fixed Capital Formation in Housing as
a share of GDP, indicates that capital formation in general suffered as a
result of the lack of growth in real per capita income.1 It also indicates
that housing capital -- including both the modern and traditional sectors --
formation declined even more snarply. And, although there is no disaggregated
data, our interviews gave th- strong impression that the drop in resources
qoing to lower to moderate-income households was even sharper than the overall
t'end. The conjecture was that low real-interest rate mortgages and rapidly
appreciating property values made housing an increasingly attractive
investment to the limited number who had the collateral to obtain access to
credit.

As a share of GDP, housing went from 4.7 percent in 1979 to 3.4

percent in both 1983 ard 1984. The downward trend was never reversed. As a

1. This, of course, is an extremely short trend and as such should be
reqarded with caution.
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""share of gross fixed capital stock, it went from 17.2% in 1979 to 15.0% in
1984, with 1982 representing the only year that housing's share increased over
the previous year.

Comparisons of lines (4), Urban Population Growth, and (7) Urban
Housing Fixed Capital Foimation in Nominal Prices, also preseuts an
interesting insight into resource allocation to housing. The 7.9 percent
growth in urban population in 1979 translated into approximately 29,000
additional urban households; in 1984, it implied more than 37,000 new
households.l Each of these new households induced additions to the urban
hoﬁsinq stock, of about K.Shs. 1830 in 1979, about K.Shs. 1310 in 1984.2
Hownver, remember that prices had approximately doubled during this time
period, so that the inflation-adjusted value of the latter fiqure is halved.
Consequently, in inflation-adjusted terms each new urban household in 1984
spent or received about one-third of the amount that a similar household had
spent on additions and improvements to the existing housing stock six years
earlier.

Even if only one half of these additional urban households is housed
in the very conservatively priced KShs. 30,000 unit that the new Sessional
Paper aims at as an appropriacely-priced unit for lower income families, then

the housing share of GDP must increase by .25 of GDP.3 In short, it is

l. See tables 3.1 and 3.3 of the 12ﬂ§_Eggggmig_§g;ggz, Kenya.
2. These figures are derived by dividing the share of the amount of urban
housing fixed capital formation by the number of new urban households.

3. GOK Sessional Paper, Economic Manpgement for Renewed Grouth.

According to the Ministry of Works, Housing and Physical Planning's Kenya Low
Income Housing Report, KShs. 30,000 will purchase a unit that includes a

single rental room of 12.8 Sq. meters and shared facilities (House Type R-6).
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trends could Possibly result in less resources going to housing capital
formation.,
Bopujlation

It is true that the dependency ratio of the share of Population under
15 and over 60 relative to the working population between those ages will
increase Sslightly in coming years, and that this shoulq reduce the number of
households for a given increase in population. 1Ip addition, the share of the
pPopulation in those Years that form households most frequently, age 20-29,
will also decline slightly through the 19805.l Nevertheless, Kenya's
demographic die has bean cast; incrsasing population growth rates (from 3.3 in
1974 to 3.9 in 1978) will call for & greater share of GDp allocated to
housing, pPerhaps as much as 25 percent more of GDP,

Adding this figure to our other real factors indicates a housing
share of about 4.1-4.2 percent of GDP, with significant prospective upward
pressure from all three factors. This is a figure that is approximately ten
percent higher than what was achieved over the 1975-1984 periogd, and similar
to the level achisved during 1979-1984. However, it is also a figure that is
Mmore than 20 percent higher than the results achieved in the last two years,
i.e. 1983 and 1934,

Housj Affordabi] it
A final factor that affects the share of GDP allocated to housing is

its relative cost or affordability, we consider three possible problem

l. See the Eggngmig_ﬁg;zgx 1979, Chapter 3.
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‘areas: mortgage contracting problems, lack of competitive pricing in either
the housing finance or housing input markets, and the level of standards set
tor the housing units that are produced.

Mortgage contracting can pose an affordability problem whenever
contract terms are based upon nominal rates that are lower than the inflation
rate, particularly when the inflation rate is relatively high. With either
fixed-rate or variable-rate mortgages, high inflation rates cause real monthly
expenses to bes tilted towards the earlier years of the loan even though
inflation has no effect on real overall costs. 1In effect, undar high
inflation, lenders want to be compensated in the near term for the more rapid
erosion of th® real value of future payments caused by the higher inflation.

Consequentiy, it seems very likely that higher rates of inflation
have made housing less affordable in Kenya. One recent study suggests that
this effect would have significantly reduced housing's allocation due to the
kinds of inflation experienced in Kenya during the early 1980:.1

Lack of competitive pricing in housing input markets car also make
housing less affordabla simply because of the higher prices that can be
charged for inputs. For example, in Kemya, the current ceiling on mortgage
interest rates is 19 percerZ. Most new building societies and housing finance
institutions keep rates at this ceiling. However, with a roughly 9 to 10
perceant inflation rate this implies a very high real borrowing cost of about
10 percent.

In addition, the Housing Finance Company of Kenya, the East African

Building Society and Savings 2nd Loan Kenya, old line institutions, are

1. Robert Buckley and Ranjana Madhusudhan, ' financial Aspects of
Housing's Role in the Economy: An International Analysis" Maxwell School

Working Paper, Syracuse University, 1984.
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-simultaneously charging an effective mortgage ratz of about 16 percent. This

is still a relatively high real rate, but significantly lower than their
competitors' rate. The simultaneous existence of such a large interest rate
differential, 3 percent, suggests that the mortgage market is not very
competitive, and/or households do not sufficiently understand the borrowing
terms offered to them so that they can compare these terms with alternatives
available to them. If this is so, housing is both unnecessarily expensive and
resources are misallocated from households to lenders.

The sessional paper indicates that if population growth can be held
to 3.7 percent per year. average incomes by the year 2000 would be about 14
percent higher than the 1980 figure (p. 7). In other words, income growth
would be slightly more than enough to restore the 20 percent cut in real
income that has occurred since 1978. If we follow our earlier logic, this
should result in an increase in GDP going to housing of about .4 - .5 percent
over the 4.1 percent level that occurred in recent years,

This "optimistic" or hopeful population growth rate would represent a
tempering of demographic demands over those of recent years. However, any
such slowing is unlikely to exert much downward pressure on housing demand.
When combined with the urbanization rates, there should be additional
resources going to housing. The effects of urbanization rates on the demand
for housing depends fundamentally on the degrce of success of the secondary
cities approach that underlies government planring. Success would help to

minimize the pressure for increased resources but it is hard to imagine it

declining. As the 1985 Egonomi¢ Survey described it:

Considering that the total urban housing stock in 1979 accommodated
nearly 550,000 households, the output of new urban dwelling units
required over the next five years represents 55 percent of the entire
housing stock existing in 1979 while the output required between 1990
and 2000 amounts to twice the 1979 total. (p. 29)
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‘We conclude that at least .25 percent more of GDP will go to the housing
Sector even if the program continues to cdiffuse urbanization rates.

Finally, as we discuss in a later chapter, a financially-deeper, more
effectively functioning financial systen increase, household ability to adjust
their portfolios to the vagaries of macroevents, particularly in small open
economies such as Kenya. Household attempts to insulats themselves from such
shocks will result in both more savings, and more of that savings in housing.
The issue 1s, "will households be allowed Lo so struczture their savings?" At
present most of them are not.

In sum, we think that a reasonable range of effective housing demand
is likely to be on the order of 4.3 to 4.7 percent of GDP. This is a figure
that is consistent with the optimistic forecast of the recent Sessional Paper
(p. 49). It is also, however, 30 to 40 percent higher than the fiqure
achieved in the past two years, and less than half the share needed to fulfill
all of Kenya's housing needs. However, before explaining our estimates of
these needs, it is important to emphasize that, while we think that housing's
share of GDP would increase if markets worked effectively, we are neverthe-
less agnostic as to what the appropriate or optimal level should be. Our
point is not that we or anyone else knows what this optimum is. Rather, as we
discuss in Chapter V, our point is that more competitive debt markets should
be permitted to determine this level.

D.  Housing Needs Estimates

In order to get a better sense of the magnitude of Kenya's housing

problems, a housing needs assessment conducted in early 1984 by Phillip Rourk

and Andrew Roscoe of Robert R. Nathan and Associates (Rourk and Roscoe, 1984)
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. was updated.1 Some of the ke results of this update are presented below,

Despite the GOK's recent successes in reducing minimum housing
standards in urbar areas, the financial burdens posed by Kenya's housing needs
are tremendous. Under current standards, annual expenditures roughly
equivalent to 10 to 11 percent of GDP would be required throughout the
remainder of the century to adeguately house Kenya's burgeoning population.

By the end of the century, required housing production in urban areas alone is
likely to excaed 100,000 units per year; in rural areas a staggering anuual
production rate of 290,000 units may be required. Even as early as 1988,
required annual production of units will reach nearly 690,000 in urban areas
and about 220,000 in rural areas.

Even with lower standards in effect, the cust of a core unit remains
prohibitive for most Kenyan households. Over the planning period, roughly 40
percent of metropolitan housaholds, and 80 percent of households residing in
other urban and rural areas will be unable to afford such dwellings without
varying degrees of assistance. Given expected levels of future income ~- even
assuming that most housaholds devote an unusually large 25 percent of their
earnings to housing expenses -- the difference between the tctal investment
that households can afford to make and the investment requirement needed to
achieve the objecctives of the housing plan reaches nearly 2.6 billion (1983
KShs.) in 1988.

To a large extent, Kernya's housing needs are driven by new households

formed out of its growing population. New households account for

1. A summary of the procedures used to update the Rourk and Roscoe
study, an explanation of the model used in the study, and the results are
contained in Annexes C, D, ard E.
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--approximately half of the total housing production requirements over the
Planning period. Even if the rate of population growth were to immediately
decline, there would only be a limited reduction in housing investment
requirements. This occurs because the population that is expected to form the
ni households over the next two decades or so is already living.

The large, unconstrained needs estimates presented above correspond
poorly to the more realistic levels of anticipated housing investment
discussed earlier (4.3 to 4.7 percent of GDP). This, of course, is an
indication of how severe Kenyan's housing problem is. It alse suggests that
continued efforts toward developing a more modest and incremental approach
towards satisfying Kenya's housing needs are necessary merely to avoid

deterioration in the housing situation of Kenya's population.

-22-



TCII. GOVERNMENTAL FRAMEWORK FOR HOUSING
A. Introduction

Housing is financed and supplied through a variety of channels that
include three different govsrnment organizations: The Ministry of Works,
Housing and Physical Planning (MWHPP), the National Housing Corporaticn (NHC)
and local authorities like the city of Nairobi. The MWHPP is charged with
developing and administering government policy and programs in housing. All
government programs include some level of subsidy.

From the financial sector, funds to finance housing include the
partially government-owned Housing Finance Company of Kenya, the government-
owned Savings and Loan Kenya and two government-owned insurance companies.
Indirectly, funds for housing flow from the National Social Security Fund.

In our analysis and interviews we focussed primairily on financial
sector activities with a view to increasing the erffectiveness and level of
financial flows to housing on a market-oriented basis including the
possibility of secondary financing facilities which might eventually lead to a
true market. As a consequence, most of our discussion emphasizes mortgage
lenders and the possible sources of additional financing and we only touch on
the complicated interactions and processes of government programs. Neverthe-
less, a number cf features of the public sector warrant mention in the larger
context in which our study must fit. In what follows wa briefly discuss some
aspects of the public sec:or delivery system and the subsidy it entails. The
GOK's financial policy and its effect on the private sector is discussed at
the conclusion of Chaptér III, The Financial Sector. Finally, the public
sector's housing finance activities are discussed in Chapter IV on Housing
Finance. Our discussion of the public sector is not by any means complete.

We emphasize only those features that seem to be important as they relate to
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--the functioning of the overall housing finance sector and private lenders
within that sector.

As stated above, the Ministry of Works, Housing and Physical
Planning has overall responsibility for government housing policy and
implementation of government program3. It does not, however, directly carry
out the programs. That is done by the National Housing Corporation and the
various local authoricies. Brief descriptions of the programs of these
institutions follow:

B. The Natiopal Housing Corporation

The NHC in its present corporate form was established in 1967.
Although it reports to its board of directors, it is also subject to the
supervision of the MWHPP., 1Its primary role has bcen to develop and finance
housing projects but it now also provides technical assistance to those local
authorities who need it and, in some cases, directly implements local
authority projects.

The NHC's current housing programs fall into what it loosely
defines as “middle class" projects and "low cost" projects. In middle class
projects the cost of the houses rarges from KShs. 250,000 to KShs. 400,000.
NHC finances the construction by borrowing commercially at 14%, The cost of
the construction financing is included in the price of the house. The long
term financing of the mortgages comss from the Housing Finance Company of
Kenya (HFCK).

NEC has an informal arrangement with HFCK to provide the long term
financing for its projects. This is not required by law or some goveinment
decree; it is really a complementary relationship. There is a consultative
committee set up for each project.

Although it is NHC's intent to cover its costs on these projects,

it is not always able to price its projects at cost in secondary cicies.
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"In some cases NHC has had to reduce the prices in order to sell the houses,
Although it might take a loss on a project in a secondary town, NHC hasn't
tried up to now to make up for this by charging more on, say, & Nairobi
project. In other words, NHC has not engaged in cross-subsidizing. NHC is,
however, including a small profit margin on a new Nairobi project.

For its low cost projects the financing comes from several sources;
the government through the MOWPP or through external funding such as the AID
Housing Guaranty Program (HGP) or from World Bank loans.

NHC has three types of low cost projects:

LOW _COST RENTAL - NHC borrows frem the government at 6% for 40

years and on-loans to local authorities for the same term at 6

1/2%. The local authorities handle the rentals. In the big

municipalities with the capability to handle construction it is a

straight loan. For stller towns, NHC will act as developer using

contractors and turn the project over to the local authority.

SITES AND SERVICES - NHC gets money on the same terms as above from

the GOK. It on-lends to the local authority for 20 years at 6

1/2%. The local authority lends to the purchaser for 20 years at

8%. Construction of the sites and related services is on same

basis as above. The beneficiary is responsible for constructing

the housing unit.

TENANT PURCHASE - This type of project is financed on the same

basis as sites and services pronjects but the project is composed of

completed houses. The purchaser does not get title until the house
is paid-off.

Where special funding is involved, i.e. AID HGP or World Bank, the

terms that relate to the financing source are applied. For instance, in the
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" case of a recent HGP which is being utilized for housing in small towns, the
GOK terms to the NHC are 11% for 27 years plus a grace period of 3 years. NHC
lends to the local authorities for 11 1/4% for the same term. [Local
authorities on-lend to purchasers of serviced sites (and/or core houses) at
12%,

The above applies only to the rost of the super-structure and
on-site infrastructure. For off-site infrastructure and community facilities
the HG funding comes through the Ministry of Local Government (The Loral
Government Loans Authority) to the local authority.

The Government's "Development Estimates for 1985-1986" indicate NHC
would get a total of KShs. 8.5 million. It's not clear, however, whether this
is a grant to cover operations or whether this includes the loan fund from the
GOK.

NHC faces very serious defaults on the loans it has made. It was
indicated that over 80% of the local authority obligations to NHC were not
fulfilled and about 60% of individual loans were not repaid.

In the previous chapter we discussed the secular decline in the
share of resources going to the housing sector. While the causes of this
decline are multi-faceted and affected both the private and public sector, the
single biggest source of the reduction comes from the lower activity levels of
the NHC. For example, between 1979 and 1933 formal housing units completed
per year (inclusive of sites and services) declined by slightly more than
5500 units from 9567 to 4024. (See Table II-1.) Durihq the same period NHC's
activity fell by almost 52C0 units from 6474 units in 1979 to 1285 units in
1983. NHC completion of units did pPick up to about 4506 in 1984.

A3 can be seen from Table II-1, NHC accounted for two-thirds of the

formal housing units completed between 1979-84, and the local authorities
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‘accounted for an additioral 10 percent. Hence, it is clear that the public
sector has played a major role in the provision of housing services. As
indicated, a significant portion of this role was funded by the World Bank,
USAID and other irternational agencies. These projects helped cause the
share of GDP going to the housing sector to increase to the relatively high
levels that were observed in early 1980s. A major goal of these projects was
to investigate as well as demonstrate how large sites and service schemes and
core housing could accommodate lower income households. The physical aspects
of this demonstration are considered successful. However, the financial and
loan recovery aspects were not emphasized as pointed out. While the NHC often
served as loan dispursal ageut, for instance, it did not truly serve as a
financial intermediary.

NHC funds have often become a form of GOK g¢rant to local
authorities, with the GOK repaying the international lenders. Our interviews
indicated thi:t on almost all the projects NHC funded with local authorities
the authorities use the project rents for ochsr local expenses and do not
remit payments to NHC. NHC, in effect, is misperceived as a financial
intermediary. Although it provides techaical assistauace on the development of
housing projects, its central role appears to have been to serve as something
of a local revenue sharing device. The result is that while a great deal of
housing lLas been constructed and planning related technical expertise
centralized in NHC, ths institution through which these services have been
provided is de-capitalized. It has not used its domestic borrowing autho.ity
and it receives little in the way of loan repayment.

The level and targeting of housing subsidies appears to be
ineffective. while the housing subsidies used take a number of different
forms, it is not clear that the resources are effectively targeted. For

example, NHC has made 8 1/2 percent homeownership loans available when nominal
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‘-mortgage interest rates have been 19 percent and the inflation rate over 20
pezcent. While it is difficult to say precisely what the market interest rate
was, it is reasonable to argue that duriug the early 1980s it exceeded 20
percent and at present is 19 percent. These figures implv subsidy levels of
60 percent or more. In addition, loan recovery has been poor, increasing the
effective subsidy to 70 percent or more.

Besides the high level of subsidy per loan, many of the loaus have
been absolutely large. Effective targeting to lower priced units, more on the
order of the Nairobi Housing Development Department programs combined with
lower per unit subsidies, say 15 to 20 percent, could increase the target
audience by a multiple. It is not hard to construct a targeting scheme that
would subsidize five to ten times as many units as has been done by NHC in the
past. However, it is important to stress once again that the above discussion
is illustrative. Empirical documentation on who the beneficiaries are and a
better analytical rather than accounting measure of the amount of subsidies
would be a prerequisite exercise to any attempt to improve the targetting of
subsidies.

C. Nairobi Housing Development Department

Neither the time or the scope of the study permitted a detailed look at
local authority housing programs. A brief look at Nairobi's housing programs
was done even though recognizing that Nairobi is at a level far exceeding
other lo;al authorities. It does represent the pattern of local authority
housing programs, however, even though smaller authorities may not have
separate housing deparﬁments. What is interesting is the scope of activitias
of the Nairobi Housing Development Department. Within the past eight years or
so it has financed or has underway over 24,000 low cost units including sites

and services. The HFCK, by comparison, has financed housing for "only" some
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'15,000 families, including NHC-developed housing, in its 20 years of existence,
The Nairobi Housing Development Department, which was set up in the
mid 70's with the help of the World Bank, is responsible for the development
and administration of low cost housing developments in Nairobi. There is a
Department of Social Services and Housing which is responsible for
administering the City's rental housing although at present there is no new
rental housing being built. All naw projects are tenant purchase. (Annex F

provides more details on Nairobi's housing programs.)
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"III. THE FINANCIAL SECTOR
A. The Regulatory and Supervisory Framework

The Central Bank of Kenya (CBK) is the basic regulatory/supervisory
body for banking and other deposit-taking financial institutions in Kenya.

Its activities are governed by the Central Bank of Kenya Act and the Banking
Act. For the most part this means the commercial banks and so-callad non-bank
financial institutions (NBFI's) desc-ibed in more detail below. More recently
(1985) the CBK has taken on supervisory responsibilities for the building
societies.

As set forth in the Centrrl Bank Act, the main responsibilities of
the CBK are "to regulate the issue of notes and coins, to assist in the
development and maintenance of a sound monetary, credit and banking system in
Kenya conducive to the orderly and balanced developmant of the country and to
the external stability of the currency and to serve as banking and financial
advisor to the Government',

To this end the CBK administers a set of policy instruments which
include interest rate guidelines on minimum deposit rates and maximum lending
rates, setting the discount rates, setting reserve requirements, administering
selective credit controls and setting foreign exchange restrictions.

Issuance of actual licenses under the Banking Act ccmes from the
Ministry of Finance with the advice of the CBK. The MOF shares with the CBK
the functions of monitoring the financial sector and in establishing monetary
and economic goals and policies.,

The Registrar of Building Societies (RBES) is under the Attorney
General's Office and is responsible for administering the Building Societies

Act. It operates with a very small staff; a Senior Estate Controller and two

inspectors.
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The insurance companies are governed by an Insurance Companies Act
which is administered by the Registrar of Insurance located in the
Attorney-General's Office. Regulation has been minimal and the Act does not
specify compositicn of the investment portfolio of insurance commpanies.

A new Insurance Act was gazetted in 1985 which, howaver, will not
ge into affect until July 1, 1986 or January 1, 1987 at the latest. It
establishes the position of Commissioner of Insurance who will report to the
Minister of Fianance. Among other things the Act specifies the compositicn of
insurance company assets within broad categories. The new specification,
however, does not differ significantly from the current portfolio structure,

B. The Institutions
1. Querview

Kenya has a broad and well developed array of finaacial
institutions. 1In addition to the Central Bank, there are 24 commercial bmuks
and almost 50 non-bank financial institutions (NBFI's), both types of
institutions being deposit-taking institutions licensed under ths Banking Act,
32 (registered) building societies licensed under the Building Societies Act,
a Post Office Savings Bank, a Cooperative Bank (apsx bank for the cooperative
movement) and a large number of savings and credit societies, some 42
insurance companies, several development finance institutions, the National
Social Security Fund and othar private pension and provident funds and one
equity finance/venturs capital compary. Kenya also has a stock exchange which
has operated for many years although with a very thin market.

Several key financial institutions, €.9g. two commercial banks,
two housing finance institutions, the National Assurance Company, the Kenya

Reinsurance Company, the Post Offica Savings Bank and the National Social
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- -Security Fund are wholly or partly owned by government. However, most

financial institutions represent a vigorous private sector.

The commerical banks are important mobilizers of financial
instrunents although their relative importance has declined in recent years.
As of December 1984 their total assets were KShs. 24.8 billion, compared to
KShs. 12.5 billion in assets of NBFIs. Insurance companies had about XShs. 10
billion in assets at the end of 1985. The commercial banks are also the most
important source of funds for the private sector. As of December 1983, their
total advances outstanding to the private sector were almost KShs. 16 billion,
compared t> a figure approximately half that for NBFIs.

Since commercial banks and NBFIs concentrate on short-term
deposits, the financial system is oriented as a whole towards the provision of
short-term finance. This tendency became more exaggerated in the early 1980s
as the administered interest-rate ceiling increased the riskiness of long-term
lending. Finally, an ancillary consequence of the development and growth of
the NBFIs is that commercial banks' liabilities have become even shorter term
as the NBFIs have placed increased competitive pressure on deposits with
longer maturities, bidding them away from commercial banks.

As the relative share of the commercial banks in the financial
system has declined in recent years, deposit-taking NBFIs have become the
fastest growing section.1 Comparing the deposits in NBFIS with time and

savings deposits in commercial banks, deposits in NBFIs have risen from 42

1. See any recent Ecoromic Survey .for a documentation of this trend.
In particular see page 65 of the 1985 survey for a comparison of rates of

growth,
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.-percent of such deposits in commercial banks at the end of 1976 to 65 percent
at the end of 1984. There has also been rapid growth in the number af such
institutions. Moreover, as restrictions on NBFIs have grown, building
societies increased from the one institution that had served Kenya throughout
most of independence to 32 at the end of 1984 (although only 15 are in
operation}.

The impetus behind this growth was clearly a favorable
differential in interest rates that NBFIs could pay on deposits as well as
lower reserve requirements. The former relates to the fact that commercial
banks are limited to 14% on loans while NBFIs and buildiag societies can
charge 19%. NBFIs have also been able, until recent changes by the Central
Bank, to charge effoctive rates of interest that exceed the stated
maximum.1 The NBFIS and building societies appear to be the next major
source of private-sector finance, principally through mortgages, hire
purchase, secured installment loans and trade credit. NBFI lending is also
mainly short-term, with their hire purchase and installment loans having
average maturities of three years.

Building Societies tend to lend for 15 year mortgages with
variable rates. The discretion to vary the rate appears to be completely the
linders up to the 19% maximum. However, the Registrar of Building Societies
can determine the "reasonableness" of most building society practices and
could probably overrule any changes thougut to be too drastic or unfair.

Because of the diversity of financial services they offer, the NUFIs have not

1. They do this through charging on the original principal rather than
the unamortized segment of their loans.

-33-



-been as well regulated as the commercial banks, and some of them have weak
financial structures. This problem was recently addressed by the new Banking
Act of 1985 which is discussed subsequently. However, its provisions remajin
to be implemented.

Four development banks are currently the primary source of
long-term debt finance for productive investment. Iwo of them, the Industrial
Development Bank and the Development Finance Company of Kenya, specializs in
financing medium and large-scale industry by mobilizing foreign exchange loans
from external sources for onlending to investors. In the past these two banks
also supplied long-term local currency capital, both equity and debt, but
their activities in thi:c area have declined as they have been unable to raise
long-term local currency. The total loan and equity portfolios of these
development finance institutions as of December 1983 was KShs. 2.4 billion,
which was only 10% of the total private-sector loans of commercial Lanks and
NBFIs at that time.

The pension funds are also important mobilizers of financial
savings iu Kenya. At the end of 1984, the total estimated portfolios of such
institutions accounted for about KShs. 15 billion.1 This compares with
approximately KShs. 24.8 billion in assets for the commercial banks and KShs.
12.5 billion for the NBFIs as of the same date. The largest of these
contractual savings institutions is the National Social Security Fund (NSSF),
which held KShs. 8.1 billion (66%) of these investments. NSS5F had invested

KShs. 5.5 billion of this in government stock and is currently investing

l. See Central Bank of Kenya reports.,

-34-



. all of its new collections in GOK paper awaiting the development of a new
portfolio strategy. The private insurance and pension funds had about 40% of
their investments in real estate.

Finally, interest rates, which are controlled by the Central
Bank and currently range from 11% to 16.5% per annum for deposits, became
positive in real terms in 1984, and therefore are no longer a direct
disincentive to the holding of financial assets in the form of deposits.

Their relative levels, however, are still affected by GCK decisions. 1In fact,
some deposits (e.g. with the Post Office Savings Bank) as well as housing
bonds are tax free. On the lending side, as mentioned above, commercial banks
are limited to a maximum of 14% on their loans; other financial institutions
can charge up to 19%.

In sum, the financial system, at least as regards deposit
mobilization and lending, appasars to be fairly, if imperfectly, competitive
within the rules dictated by the Central Bank and Minlstry of Finance.
Although government mandates that banks and NBFIs lend to agriculture an
amount equivalent to 17% of thair deposit liabilities, and directs that NBFIg
hold treasury bills to the extent of 50% of their liquid assets, there is less
government intervention in credit allocation than is the case in many
developing couatries.

We now turn to a more detailed discussion of the intstitutions

that make up the finance system.

2. Commezcial Banks

Of the 24 commercial banks, four dominate the system; the Kenya
Commercial Bank, Barclays Bank of Kenya, Standard Bank and the National Bank
of Kenya. Two of the banks, Kenya Commercial Bank and the National Bank of

Kenya, are owned by the government while a fifth bank, Grindlays Bank
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- Intérnational is 40% owned by the government. Most of the remaining banks in
the system are foreign controlled but. more recently, several banks have
opened which are financed by local investors. In June 1983, the four major
banks held about 65% of the total deposits held by the commercial banks but
this was a declining figure. Barclays Bank alone by the end of 1985, however,
had 30% of the total savings account business of all deposit taking
institutions. In terms of loan volume, the four largest banks had slightly

over 60% in June 1983.

Since the major proportion of commercial bank deposits are short
term (averaging between 3-6 months), loans are also for the most part short
term. Three years is the maximum loan that commercial banks can make but
loans seldom exceed two ysars. The banks have traditionally concentrated on
import-export financing, domestic trade and business loans, provision of
letters of credit and foreign exchange transactions. Only commercial banks
can issue overdraft facilities. There has been almost no equity financing.

No more than 24% of a bank's loans can be in real estate.
Presumably this is in the form of construction loans although it's not clear
whether rosidential mortgage loans to employees count in this figqure.

Some of the banks have trust companies as subsidiaries (or
departments) responsible for investing the assets of private pension and
provident funds and of individuals and/or their estates. Such trust companies
invest in equities, lease hires, real estate, mortgages and more liquid assets
in terms of time deposits, Although no overall figures were available on
trust company assets, Barclay's Trust Company was reported to manage "several
hundred million" in assets.

The old line commercial banks have tended to be very

conservative in their lencing. 1It's not uncommon for a bank to get 200 %
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. collateral for loans, even though they're short term, and this means something
tangible, e.g. cash, property, stocks, bank guaranties etc. What we're
talking about here are personal loans and small business loans so you can see
how difficult it is to get a loan.

3. Non-Bank Financi.l Institutions

The Banking Act defines a financial institution as "a company,
other than a bank, which in Kenya accepts deposits of money from the public
repayable on demand, or after a fixed period or after notice and employs these
deposits in whole or in part by lending or any other means for the account and
at the risk of the person accepting the deposits, and any other company
carrying on financial business which the Minister may by notice in the
Gazette, declare to be a financial institution for the purpose of the Act”.
Such companigs in Kenya are registered under the Companies Act and licensed
under the Banking Act and are known as non-bank financial institutions (NBFIs).

The growth in the number of NBFIs has been remarkable; 16 in
1980, 23 in 1981, 32 at the end of 1982 to something around 40 in 1984 and now
to almost 50. The first such institution was established in 1955. This
growth in the number of NBFIs is reflected in the statistics cited in Section
IIT B 1 above and in Table III 1.

Why the rapid growth? The NBFI's activities have included
financing hire purchase, housing mortgages and, to some ertent, merchant
banking. More recently these activities have expanded to include construction
or bridging loans and bills discounting. The Banking Act has restricted the
activities of commercial banks in hire purchass and real estate. Interest
rate requlations permit NBFIS to charge 19% on loans while restricting
commercial banks to 14%. This, in turn, has enabled the NBFIs to pay higher

deposit rates and the result has been a rapid growth in both numbers of NBFIs
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-and in total deposits. NBFIs can also buy property and develop it on their
own which a commercial bank can't do.

In fact, in June 1983, 12 of the 34 NBFIs in existence at that
time were affiliated with commercial banks although since that time the
percentage has dropped. More recently this tendency has picked up again but
the reverse is also occuring; that is, some NBFIs have started commercial
banks. Commercial banks can open checking accounts and engage in foreign
exchange transactions which NBFIs canrot. .

Of interest to this study are those NBFIs which concentrate
exclusively on housing finance in some form. First, and most important, is
the Housing Finance Company of Kenya (HFCK) owned equally by the government
and the British Commonwealth Development Corporation, which was incorporated
in 1965. HFCK converted to a financial institution under the Bank Act of
1978. The others are Savings and Loan Yenya, another well established
institution which is now owned by the Kenya Commercial Baak, Kenya Savings and
Mortgages owned by the Jimba Credit Group and Home Savings and Mortgages, the
latter two being created since 1982. These institutions rezeive certain
regulatory relief by virtue of investing exclusively in housing finance.
Their activities are discussed in detail in Section IV A 2 on housing finance
institutions,

The rapid growth in the number of financial institutions (thi§
includes most recently the building societies) and the increased competition
for deposits aand lending activities began to cause some concern as to the
financial viability of some of the institutions. The eventual collapse of one
of the NBFIs, Rural-Urban Credit Finance Company, the first and so far only
collapse of a financial institution in Kenya, and the shaky conditions of

several others ultimately led to the passage of the Banking (amendment) Bill
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‘- of 1985.1 (It must still be gazetted before it becomes law and certain
provisions may eventually be changed.)
4. Building Societies

Building Societies operate similarly to the Britisk mutual
societies or mutual savings and loan associations in the US and are registered
under the Building Societies Act by the Registrar of Building Societies.

Thus, they are not owned by sharshclders buc, in effect, by share account
holders and their capitalization is their net worth or excess of assets cver
liabilities. Any surplus, after taxes, goes to increass the net worth or
reserves of the institution. There is currently no minimum requirement for
maintaining a level of net worth.

Building societias collect deposits and make loans for housing
and land, both long term residential mortgages and short term construction
loans or land purchase loans. Loan terms are not limitea to a specific number
of years such as the commercial banks or NBFI's.

From 1972 until 1Y84 the only licensed building sccieties were
the East African Building Society (started in 1959) and Pioneer Building
Society which had been in business since 1982. Over tne years preceeding
1972 there had been a scattering of other building societies created but they
had gone out of business. Restriction of lending activities to housing did

not attract new institutions.

1. Since the field work for this study was completed, several more
institutions have failed.
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The period since 1984 has seen a large number of building
society licenses issued and there are now a total of 32 building societies
which have been licensed. Of these, seven are fully operatizaal, i.e. taking
in deposits and originating loans. Another eight are partly operational, i.e.
they have opened branches and are taking in deposits. The remaining 17 have
not yet begun operations. As part of the trend toward financial
conglomerates, five of the seven fully operational building societies are
controlled by financial institutions governed by the Banking Act.

A detailed treatment of the building societies is contained in
Section IV,
5. Insurance Companias
There are currently forty two insurance companies in Kenya, life and/or
casualty, up from 23 in 1982. The total assets of the insurance business are
about KShs. 10 billion with annnal premiums in the KShs. 2-3 billion range,
The new Insurance Act which includes the establishment of a Commissioner
of Insurance will ccme into effect shortly. It specifies the composition of

insurance company assets as foilows:
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L2

IYPE QF INVESTMENT

Government securities, Statutory
Bodies and Local Authorities

Mortgages on property in Kenya:
debentures secured by such
mortgages; debentures/stock of
companies on the Kenya stock
exchange%; Loanz on life
insurance policies; deposits

'in financial institutions

licensed under the Banking
Act

Of which not less than 25% for
life companies and 20% for
casualty companies should be

in Government securities, statutory

bodies and local authorities

Investments in whatever the
insurer sees fit, with the
Commissioner of Insurance
empowered to veto invest-

ments he considers unsuitable##

Limits as to how much can be invested in an

in the Act.

% OF ASSETS TO BE INVESTED

LONG TERM
INSURERS
(LIFE)

90%

10%

100%

SHORT TERM

INSURERS

(CASUALTY)

50%

50%

100%

Y one company are specified

A further constraint is that the insurer cannot invest its assets in a
private company other than a bank or financial institution licensed under

the Banking Act.
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Insurers are given two years to comply with these investment
specifications. Extensions of time can be granted by the Minister of Finance.

There is some feeling in the industry that the new Act gives too
much regulatory discretion to the Commissioner of Insurance. In addition, it
iz felt that the Act's specifications as to investment of assets will
significantly constrain investment income. This conclusion is based on the
Act's requirements that a certain percentage of assets be investad in
government securities as well as other instruments that. yield less than the
returns generated from current investment portfolios.

The new Act also reconstitutes the Kenya Reinsurance Corporation
(KRC) which is wholly-ownad by the government. The principal activit} of KRC
is the transaction of all classes of the reinsurance business. By law KRC
must reinsure 25% of the insurance Lusiness in Kenya equally from all
companies. KRC began operations in 1970 and started off by taking 5% of the
insurance and gradually worked up to the present 25%,

Fifty percent of the 25% is reinsured again in international
markets and KRC in turn reinsures international business. KRC's total assets
are now about KShs. 1.1 billion and its inflow of premiums is about KShs. 700
million p.a. plus investment income.

Iwenty percent of its investments go into short-term deposits
(30 - 90 days) at an average rate of interest of 15%. Thirty percent of its
investments are in government T-bills and stock. The remaining 50% is
invested in real property, either as commercial property which is rented out,
as residential estates which it is developing and will then sell or as
long-term mortgages on residential property. (See Section IV A 3a for more
details on housing finance). It will thus have ao difficulty complying with

the new Act as to investments.,
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The other big insurers in Kenya are Kenya National Assurance
(government-owned) whose asset structure is similar to KRC; American Life
Insurance (ALICO) which is somewhat smaller but very active:; and Kenindia, an
Indian-owned company.

No recent figures for KNA were made available but at the end of
1984 KNA had total assets of its lifa insurance activities of almost KShs. 1
billion. Of this ahout KShs. 75 million each was invested in government
securities and equity shares , respectively, another KShs. 276 million in
commercial propevrty investments, KShs. 176 million in morigages for
residential properties including KShs. 25 million to local authorities for
rental properties and KShs. 47 million for policy loans. More details of
KNA's investments in residential housing also are contained in Section

IV A3 a,

In general, insurance companies havs been conservacive in their
investments, reportedly holding perhaps 35 - 40% iu cash and short term
government securities and much of the remainder in real estate. One company
indicated it also made some business and consumer loans. Again, more details
on housing finance are contained in Section IV A 3 a.

6. Pengion and Provident Funds
a. The National Social Security Fund

The NSSF jis under the Ministry of Labour. NSSF coverage started in
1966 and currently applies to some 1.4 million wage earners in 35,000
organizations. Private sector employees account for more than half of those
covoered. Employees and employers each pay 5% of wages and NSSF is now
bringing in about KShs. 3-4 million per day. Since its inception it has

collected over KShs. 12 billion.
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Beneficiaries receive a lump sum payment at retirement.
Beneficiary accounts currently receive interest at 8%. This rate was set in
1985 when it was increased from 5% which it had been since 1978. From 1975-78
it was 4% and from 1967-75 it was 2 1/2 per cent.

NSSF does not have any actuaries on its staff at present
nor does it make any projections as to pay-out and there is concern over
eventual prcblems. The World Bank has recent}y seconded an actuary to work
with the Civil Service Retirement System.

NSSF is governed by two committees; a Management Committee
and an Investment Committee. The Investment Committee approves all
irvestments. It was reconstituted in October 1985 and includes the Director,
the Permaanent Sscretary of the Ministry of Finance. the Director of the
Federation of Kenyan Employees and a representative of the Workars®' Union.

Prior to 1980 NSSF followed a conservative investmeat
practice that involved approximately 75% of its funds going to government T
Bills and other stock and 25% going into other investments; about half into
parastatals and about half into financial institution deposits and equities.

During the 1980-85 period, clearly a free-wheeling period
in the financial sector, NSSF roversed its investment policies and put 75% of
its investments into non-bank financial institutions and into equities. The
collapse of a major non-bank financial institution, Rural-Urban Credit Finance
Company in 1984 which had NSSF deposits, and the shakey condition of sevaral
‘other NBFIs, caused a major controversy over the allocation of NSSF funds. It
also caused the reconstitution of the Investment Committee mentioned above and
the appointment of a new Diractor. Reportedly some KShs. 500 millicn was on

deposit in small NBFIs which is being withdrawn gradually.
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Sinca October 1985 all new funds have been placed in
goveroment securities awaiting the development and passage of an amendment to
the NESF Act. It is intended that this amendment will be tabled in Parliament
before July.

The amendment will likely include a plan identifying the
types of investments that NSSF can make. It is also intended to give NSSF
parastatal status and establish a board of trustees to run the organization.
Among other things it is intended that parastatal status will enable NSSF to
increase the number znd quality of its inspectors to insure compliance with
the Act.

It was indicated that the marginal return for new NSSF
investments (currently government T-Bills) was 15% with an average portfolio
return of between 11-12%. NSSF holds a substantial amount of longer term
goverament stock that will yield only 5% through the year 2010. As reported
above, it has called in its deposits from the non-bank financial institutions
but some are having to make incremental payments. 1t still has some deposits
in government-owned institutions such as Housing Finance Company of Kenya and
Savings and Loan Kenya, possibly some on a long term basis.

b.  Qther Pensjon and Provident Pupds

A number of companies have pension funds and there are also
private provident funds. The funds are often managed by the trust departments
of commercisl banks. Little information was obtained during this study. A
subsidiary of the periodical, Fipance, recently published a study of
“Provident Funds in Kenya".

The POSB comes under the Ministry of Posts and

Telocommunications and is supervised by the Ministry of Finance. It has a
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""seven person board of directors of which two are from the MOF. The chairman
is from outside government.

The POSB takes in savings and invests in gover.uient paper and in
short term deposits at commercial banks and non-bank financial institutions.
The POSB has a head office in Nairobi but savings are collected and
withdrawzls handled by the Govermment Post Office at its b?anches throughout
Kenya. Thus, the POSB blankets Kenya in a way that no other financial
institution does (other than the National Social Security Fund):; it has 1.3
million savings accounts and almost everybody has saved there at one time or
another. It is the only placs that people in many rural areas can save.

The POSB has generated plans to open its own branches and to
make short term loans, i.e. to operate like a comme:.cial bark. It has no date
set for doing this, however, and our understanding is that the Central Bank
has discouraged the idea. The plans do not, at this point, include the
possibility of long term lending such as mortgage lending.

Most of the POSB's deposits come from ordinary savings accounts; about
KShs. 700 million out of total deposits of about KShs. 850 million. %The
remaining KShs. 150 million is split about evenly between fixed deposits, a
Save-ajg-you-earn contractual savings plan and bearer bords (premium bonds)
guaranteed by the goverament,

Ordinary savings accounts are passbook accounts. They pay 11%
which is the minimum set by government. The minimum amount to open an account
iz XShs. 20 but no interest is p2id unless one has an account of at least
KShs. 100. As mentioned, there are 1.3 million savings accounts handled by
the post office at its branches and and POSB pays a fee for these services.

Fixed deposits are from a minimum of KShs. 10,000 to a maximum
of KShs. 500,000. The interest rate ranges from 11.5% for 3 month deposits to

13% for 24 month deposits and is tax-exempt.
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The Save-As-You-Earn Contractual Savings Scheme is for a 24
month period. Payments are set at a minimum of KShs. 60 per month. The
interest rate is 8.25% p.a. with a 10% bonus at the completion of the period
bringing the effective rate to 9.075%. The interest is tax free and there is
a penalty for early withdrawal,

The premium bonds are really lottery bonds that have no
expiration date with drawings and prizes every month. The bonds are sold in
units of KShs. 10 and KShs. 20 and the principal amount is guaranteed by the
government. Currently there is about KShs. 50 million in premium bonds
outstandiag. Brochures for the scheme indicate KShs. 120,000 in prizes each
month with the top prize being KShs. 50,000. With this amount of prizes and
KShs. 50 million outstanding, it would indicate the POSB is paying an
equivilent interest rate of only about 2.9% p.a., obviously a good deal for
the POSB.

As stated, the POSB invests in both government T-bills and stock
and in short term deposits at commercial banks and NBFI's. It is earning 14%
on current investments but it still has about KShs. 300 million of old
government iszsues paying as low as 6%. The POSB has also invested in a new
building costing about KShs. 90 million which will be its headquarters. It
will rent out about 2/3 of the building. However, it would have to get

govermment approval to invest more of its funds in commercial real estate.

8. Cooperatives and Credit Unions
a. Ihe Cooparative Bank of Renya

The Coop Bank is owned by some 1200 credit and savings
societies and cooperatives that maintain accounts at the Bank. Its activities
are governed by the Cooperative Societies Act and supervision is carried out
by the Central Bank and the Ministry of Finance in conjunction with the

Ministry of Cooperatives.
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At the end of 1985 it had approximately KShs. 800 million
on deposit, mostly short term, from the cooperatives and savings societies
that make up its ownership and another KShs. 410 million ian loan resources
from international donor/aid agencies. The Coop Bank also began to accept
savings, investment and fixed account deposits from individual savers in 1982
and such accounts now total ahout KShs. 20 million despite the fact such
savers cannot borrow.

Savings accounts pay between 11-12% and fixed deposit
accounts pay up to 12 1/2% for periods up to one year.

Loans are made only to member credit and savings societies
and cooperatives. The terms on loans utilizing its own deposits are made at
147 for periods of 12 to 36 months. With funds from international agencies
the terms are based on individual agreements between the Ministry of Finance
and the agency.

The Coop Bank is not allowed to engage in long term lending
by the Cooperative Societius Act. Howaver, the Coop Bank recently established
a subsidiary that has applied for a non-bank financial institution license
under the Banking Act that would provide long term lending to credit societies
and cooperatives.

b.  Cooperatives

Soma of the larger cooperatives, e.g. marketing
cooperatives, producer cooperatives, also conduct a financial operation.

There are thirteesn of them which are called “banking sections" and they are
actually part of the cooperative.

They are exempt from the Banking Act but conduct banking
business, i.e. take in deposits and make loans, under the Cooperative

Societies Act. The Central Bank has no control except through its
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‘'supervision of the Cooperative Bank. One of these banking sections was closed
recently because of some irregularities.

No data was obtained on the scope of these banking
sections' activities.

c. Savings and Credit Societies

There are a number of savings and credit societies in
Kenya, many of them employee based, but little in the way of overall
statistics. There is a Kenya Union of Savings Cooperatives (KUSCO).
Typically individuals open share accounts and ceceive "dividends". Loans are
often made at 6% and share account dividends pay 4%. As explained by one
advocate: One joins to get low cost loans and your "deposits" are risk free,
there are no defaults or delinquencies. Members are eligible to get a loan
six months after joining of up to three times their share capital.

Obviously this won't work if that is the reason everyone
joins and some sort of lottery system would have to apply. However, this
appears to be the appeal.

One savings and credit society which released its figures
in the newspapers showed total share capital and deposits of KShs. 57.6
million with 9,478 members, thus indicating KShs. 6075 per member in deposits.

c. Covernmental Financial Policy and the Housing Sector

Financial policy in Kenya has bLuaen characterized by significant
changes in the number of financial intermediaries, the allocation of financial
liabilities among types of institutions, the scale of the GOK's presence in
the credit markets and in the confidence and efficiency of the system in
allocating resources among alternative investments.l The series of
innovations and regulatory changes is a complex story. However, it is only a
slight exaggeration to say that the catalyst for change was the increasing

volatility of international capital markets.
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When this increase in the volatility of international interest rates
and economic growth of developed economies is combined with the inherent
volatility in Kenya's export earnings sources it is clear that a financial
system that (1) relies almost exclusively on primary placement debt markets to
finance investment, and (2) has an interest rate structure that is
administratively set; and (3) is used as one of the government's chief means
of financing government expenditures, will undergo significant stress and
change.

Changes in the prices of coffee, tea and oil as well as real interest
rates have had significant effects on overall economy activity inducing
similar changes in the level of government borrowings and expenditures in an
effort to stabilize the economy.

Between 1979-80 and 1981-82 the deficit increased from 5.6 percent of
GDP to 12.9 percent. Government borrowing to finance these increased
expenditures similarly increased, going from 2.5 percent ¢f GDP to 6.8 percent.

With this pressure to tap the credit markets, the GOK increased the
reserve requirements on commercial banks (CBs), thereby forcing them to hold
more GOK paper, and reducing the profitability of banking. It also provided
an incentive for CBs to move into the non-bank financial institution (NBFIs)
financial structure. In Kenya's administratively-set interest rate
environment, NBFIsS have been allowed to charge higher intorest rates in return
for a prohibition on their participation in foreign exchange transactions and

checking account market. }BFIS also had lower government reserve requirements.

1. We have attached several tables as Annex I on the relative size,
investment and support for GOK borrowings.
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In short, the fundamental changes in the financial structure in Kenya
wuve been rooted in the changed international economic environment which
called for an increased GOK role to stabilize the economy. The GOK did this
through increased pressure on the commercial banking system to support GOK
borrowings which induced the banks to shift the form of the financial
intermediation to a less pressured ownership form, i.e. to NBFIs. The climax
to this change has not yet occurred. However, to this point it has culminated
in a Banking (;mendment) Bill of 1985 which attempts to (1) level the playing
field between CBs and NBFIs; and (2) restore confidence in the financial
system after the demise of the la;ge Rural-Urban Credit Finance Company in
1984.

Basically the amendment calls for: (1) an increase in the minimum
paid-up capital for banks from KShs. 10 million to KShs. 15 million and a
similar 50% increase for locally incorporated NBFIs for paid-up capital to
KShs. 7.5 million; (2) adequate provision for bad lebts before projects are
declared bad; (3) restricted trading in the share capital of financial
institutions by prohibiting, tor example, an NBFI from owning shares in a
commercial bank; (4) limiting loan to value ratios on fixed capital to no more
than 25% of an institutions's liabilities; (5) prohibiting financial
institutions from acquiring immovable property; and (6) introducing a Deposit
Protection Fund in which each bank or NBFI will be required to contribute
KShs. 100,000 and not more than 0.4% of its average deposit liabilities over
the year before the notice to pay is issued.

In addition to the Banking Amendment, however, are more fundamentally
optimistic financial factors. First of all, the macroeconomic environment has
improved substantially. 0il prices have fallen and all Kenya's choice zxport
earning industries have improved prospects. This reduces the need for the GOK

to place the financial system under pressure through subsidized deficit
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-'monetization, and there is every evidence that advantage is being taken of
these fortuitous circumstances. For example, the deficit was reduced to 9.3
percent in 1984 from 12.9 percent only 2 years earlier. Government borrowing
fell by 2.2 percent of GDP to 4.6 percent. In addition, real interest rates
became positive on most financial assets for the first time in six years,
suggesting that the GOK is relying less on the financial system to subsidize
its borrowings.

Finally, three inter-related policy proposals are currently being
developed by the GOK that may substantially rationalize the government's
ability to stabilize the economy. The studies are:

1. Tax Reform - Our interviews as well as newspaper accounts
indicate that the GOK is currently undertaking a study of how to reform the
tax system so that government revenues respond more elastically to changes in
income.

2. Debt Market Reform - The Sessional Paper indicates that an
IFC-Central Bank paper on moving to a market for risk-
free government securities will be released for disscussion. If action
follows this discussion, it represents a fundamental change in the structure
of financial policy. In addition, the GOK is cur.-ently undertaking an
analysis of the appropriate investment strategy for the National Social
Security System (NSSF). Appropriate change in this policy also represents the
acceptance of a different principle of financial intermediation. Instead of
administratively setting an interest rate that the GOK believes borrowers can
afford, policy change here gould suggest that interest rates should be
determined by the assurance that participants will hecessarily receive a

positive rate of return on their NSSF contributions.

-52-



NSSF beneficiaries now receive a zero real rate of return on
their contributions after having received a negative rate for many years,

At present Kenya's young population has accepted this form of taxation.
However, as the population ages, it is unlikely that the current system will
satisfy. Moreover, the only way it can be truly adjusted is to move to market
rate financial instruments for investments.

3. Equity Market Reform - The Sessional Paper also indicates that
the joint IFC-Central Bank of Kenya paper will discuss the need to‘revive
Kenya's dormant equity market. The paper suggests a number of tax and
regqulatory changes that can help foster the development of this market. Such
changes would of course be conducive to the development of this essential
means of allocating business risk throughout the economy. However, paerhaps
equally important to the development of a functioning equity market is the
competitiveness of the credit markets. As long as crec;: is relatively cheap,
why would a firm issue equity?

In most developed financial systems, government, households and
businesses bid against each other in borrowing. In Kenya, household access to
credit has been limited until very recently by the fact that the interest rate
was such that aayone who could issue debt was subsidized. Obviously,

households with relatively high transaction cost collateral are at a

1. The accumulations in the Fund receive an 8% nominal interest rate
payment.,
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.disadvantage with respect to corporations in such a competition.1

Clearly one does not want to subsidize larger housing units for
already well-housed households at the expense of plant and equipment.
However, neither does one want to subsidize corporate debt issuance so that no
equity capital is demanded by firms as is the¢ current situation in Kenya.
Moreover, it is important to remember that housing not only provides
consumption services to households, but it can alsc be an effective means to
save in a way that is relatively insulated frem changes in macroeconcmic
circumstances. In an open, volatile economy such as Kenya the demand for tihis
kind of asset as a savings vehicle should be large.

In the next chapter we discuss the current means of supplying

funds for this source of finance.

The preceding review of financial institutions in Kenya indicates
that the breadth of this important sector of the economy has made enormous
gains, particularly in making the possibility of financial assets.availablo
throughout the economy. The Post Office Savings Bank and the National
Social Security Fund extend the system of financial intermediation throughout
the econcmy so that the overwhelming majority of Kenyan households now have
access to formal financial intormediation if they choose to participate. In
this respact, Kenyan financial Policy is to be commended. As a racent World

Baak study noted:

1. Although housing is one of the most efficient forms of collateral from
a credit risk point of view (it is fixed in place and subjsct to less business
risk t° 2 most othar forms of spacific fixed capital), it has a relatively
high transaction cost because of the size of the debt reletive to the
underwriting and processing costs per loan.
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Institutionally, the financial sector cortains a number of financial
institutions of various types, with some of the more advanced forms,
such as insurance companies having an importance not usually
associated with countries at Kenya's income level. Annex 3, p. 99.
James Hanson and Craig Neal Ipterest Rate Policies in Selected
Reveloping Countries 1970-82 World Bank Working Paper 4753, 1985.

By many standards of traditional development finance policy it is

also to be commendad: it has moved the surplus, and supposedly inelastically

supplied, savings of households at low cost to borrowers who are presumed to

be lead sectors of the economy. Tha GOX has established development finance

institutions and parastatals to target these funds to strategic sectors.

Unfortunately for Kenya, however, the strategy itself is severely flawed and

only in ratrospect are the costs of pursuit of this approach kecoming manifest:

1.

Many parastatals and the development finance institutinns are in
significant financial distress if not technically insolvent;

The equity markets are dormant and corporate lending is heavily
collateralized with the result that risk capital goes to thaise
projects that have been successful in the past (and hence have some
value) rather than to those that may have ex ante value as well as
riskiness;

Despita the growth of financial intermediaries, the share of cgavings
in financial assets is virtually unchanged between 1970 and 1982,1
and vhile anecdotal, the impression is that the informal financial
sector has grown, increasing the fragmeitation of financial
iutermediation. Hence, while the scale of financial intermediation
has increased, it is not clear that the depth has;

The lack of a true secondary market for debt instruments seriously
impedes the ability of the GOK to withdraw from its support for
parastatals. Hence, its ability to move towards privatization is
conatrained; and

The developing system of financial intarmediation has not developed a
mesns of providing long-term financing for investment. In fact, it
seams likely that the financial changes and evolutions of recent
years have resulted in a shorter overall maturity of financial
assets. In other words, the finmancial system has shed rather than
helped share and allocate :he most important risk that the economy
now faces: interest rate risk.

l.

It went from 29 percent in 1970 to less than 33 percent in 1982. See

Hanson and Neal Table 2, Annex 3, p. 104.
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In Section V we discuss the macroeconomic costs of these
imperfections in the current financial system. We also discuss the government
policies that are the main causes of these costs,

and how a secondary mortgage

market-like facility would help reduce these costs.
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“IV. HOUSING FINANCE

A. Institutions
1. Government

Both the National Housing Corporation and the City of Nairobi
carry out the functions of a financial institution in implementing their
programs described earlier in Chapter II. That is, they provide long term
loans to finance the housing units {or in some cases, serviced sites) that
they develop. In the case of the NHC most of its financing is in the form of
loans to local authorities who in turn on-lend or rent. Also, in the case of
the NHC, its "middle clazs" housing projects are sold directly to individuals
with the long term financing provided by the Housing Finance Company of Keuya.

The other big municipalitias such as Mombasa and Kisumu have
programs similar to Nairobi with variations as the local government units get
smaller. However, all of the local government units apparently have programs
of both rental projects and projects where they on-lend to purchaserc.

As we understand it, long-term financing for most of these
programs comes from the GOK, in some cases utilizing external funds. There
are two exceptions. One is the "middle class" housing of NHC mentioned
above. The other is the\city of Nairobi which borrowed directly from US
lenders under the AID HGP with the guaranty of the GOK.

None of the governmeat entities however, raise their resources
from other thar GOK, or GOK guaranteed, sources. As discussed in the earlier
section, the lending terms of most of the government programs (the Nairobi
City Council projects At Umoja are exceptions) are considerably below market
with a significant subsidy element. When poor collections are also taken into
account, both individual loans and NHC loans to local authorities, the subsidy

eloment is increased. If and as GOK resources are raduced, the impact will be

significant.
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NHC's programs to local authorities would ba reduced although
it's "middle class" program could continue. As the City of Nairobi's current
projects are completed, it does not have a financing source for new programs.
The Nairobi Housing Development Department has plans to create a Housing
Development Fund but has not yet ascertained where the funds will come from.

Thus, from a housing finaace perspective, government programs
at both the central government level (NHC) ard the local level (municipalitie:
and local authorities) rely almost entirely on GOK funds, are generally
subsidized and have poor cost recovery records. To put thesa programs oa some
sort of self-sustaining finaacial basis, the programs need to target their
beneficiaries better (NHMC). improve their collections and look for long term
sources of money that can be loaned at rates closer to market,

a. Introduction

Specialized housing finance institutions fall into two
categories: those vhich are limited liability companies registered under the
Companies Act and licensed under the Banking Act and mutually-owned building
societies which are registered under the Building Societies Act. The former
come under the direct supervision of the Central Bank and the latter under the
Registrar of Building Societies although the Central Bank recently has been
given some supervisory authority over the building societies as well.

The limited liability companies come under the definition
of a non-bank financial institution and include four -institutions: tha
Housing Finance Company of Kenya (HFCK), 50% owned by the GOK and 50% by the
Commonwealth Development Corporation (CDC), a British Goveranment agency:
Savings and Loan Kenya, wholly-owned by the Commercial Bank of Kenya, a

GOK-owned commercial bank: and two privately-owned institutions. There are
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currently (March 86) 32 licensed building societies of which 15 are
operational to some degree.

Of these institutions, three have been in business for
more than twenty years; HFCK, Savings and Loan Kenya and East African Building
Society and they dominate the business. HFCK has assets of close to KShs., 1.5
billion, Savings and Loan KShs. 840 million and EABS about K.Shs. one billion.

The rest of the institutions have come into being since
1980 and, of these, the other two limited liability companies, Home Savings
and Mortgages and Kenya Savings and Mortgages have assats of around KShs. 250
million and KShs. 100 million, respectively. Of five active building
societies that were interviewed assats ranged from KShs. 10 million to KShs.
50 million or so (with no published reports). These figures cau be contrasted
with the commercial banks which had KShs. 21.1 billion in total billa, loans
and advances as of the oend of 1984 and the total loans and advances of all
NBFI's which were at KShs. 8.4 billion as of the end of December 1984,

Thus, it can be seen that the old line institutions still
dominate the housing finance business but, as described in following sections,
the new institutions are bringing some aggressive competition to bear.

Despite the competition, however, it appears that formal housing finance
institutions are not reaching much below middle income families with their
financing, Although no statistics were available., the types of projects that
are being financed and which are describsd in the following sactions are
fairly indicative. Dotails on the limited liability companies can be found in

Annex J and on building4societies in Annexes N, 0 and P.
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b. m Activiti
1. e rce Mobilization

Both types of housing finance institutions raise
their resources primarily through depcsits. Although there are variations,
these deposits fall into roughly the following categories.

The first are share (in the case of building
societies) or savings accounts. These include the small accounts and the
money can be drawn on demand. Interest rates on such accounts are currently
around 12%.

The second category is composed of investment shares
or accounts. These usually have some minimum, say, units of KShs. 500 and
require some notice of withdrawal such as one month. Such accounts pay a
slightly higher rate of interest, now around 13\.

The third type of deposit is for some fixed term,
usually up to a year. Investors are more typically institutions. Here again
the interest rate is slightly higher in response to the fixed term and
currently might be typically around 14%. However, the rates on thesa deposits
are negotiable and depending on the size of the deposit and its terms the rate
can be as high as 15\.l

Finally, the housing finance institutions are raising
resources through the issuance of housing bonds, the interast on which is tax

frea. These bonds are really like certificates of deposit and their tax free

status makeés the interest rates slightly lower. Currently, interest rates

l. As wve urderstand it, the National Social Security Fund can place
deposits with the Housing Finance Company of Kenya for long term periods at a
rate 2% below the HECK lending rate.
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range from 11% for six month maturities up to 12% for 24 and 36 month
maturities.

Since the primary purpose of the housing finance
institutions is to lend for long term residential mortgages, it is in their
interest to obtain funds on as long a term basis as they can. Consequently,
there are a number of advertisemants for savings appearing in local papers,
particularly for the housing bonds which are for the longest period and at a

slightly advantageous interest rate to the institutions.

Some of the newer building societies are aggressively
marketing variations on the above schemes or offering slightly more favorable
rates. One is paying 12 1/2% on regular savings and, in addition, has special
types of accounts, e.g. "proferential investor," that pay 12 3/4%. Others are
offering "save-as-you-earn” accounts whaere employers are authorized to
deposit a specific amount each month from an employee's pay. Still others
offer special savings accounts for children. Clearly the competition is
spawning a variety of savings schemes.

What does not exist, howaver, is any access by the
housing finance institutions to the long term funds that would more adequately
support their long term lending. With the exception of the long term deposits
of the NSSF avai'able to HFCX, the housirng finance institutions get their
money for three years or less. Hor do they have access to borrowing
facilities to tide them over a liquidity crunch or a market to sell mortgages,
participaticns in mortgages or securities backed by mortgages.

2. Inpvestment and Lending Activities

The short term nature of the resources utilized by the

housing finance institutions, described sbove, has significantly affected

their lending activities. First, because they have no source of liquidity or

-61~



--a market in which to sell mortgages or mortgage-backed securities, there is a
tendency on the part of the more conservative institutions to keep a larger
percentage of their funds in short term, liquid investments than they might
otherwise do.

Second, they are iending or investing in activities
other than long term residential mortgages which they feel to be more
profitable and of a shorter term nature although, in some cases, tied-in to
the eventual provision of long term mortgage financing. The most prominent of
these is development. In fact, there is some evideace that some of the
building societies see this as their main vehicle of profit and the long term
mortgaga financing provides one means to enhance the sale of new houses.

Several institutions have set up subsidiaries or
engage in this activity as part of their operations. In some cases th .
building society is one part of a group of financial/development companies
designed to raise deposits and to provide the mortgage financing. Typically,
the development of a housing project is financed through deposit resources and
this is converted to long term mortgages when the project is sold. The risk,
of course, is that costs will overrun estimates or that inadquate market
analysis has been done and the project won't sell,

A number of projects underway have houses in the KShs.
350,000 - 400,000 range. Even at 16% and 20 years to repay and 10% down which
are the most gensrous of the terms offered (see below), payments by the
borrower could run in the neighborhocd of KShs. 5,000 per month, very high
according to income figures. Yet this is the range that most people in the
business continve to talk about.

The following is an example of how housing prices are

outstripping the ability of “middle income" families to afford the houses they
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-want. For example, if middle income is defined as falling in the range of
KShs. 3000 - 7000 per month, a family at the upper end of this range would
make KShs. 84,000 per year. A typical lender might lend up to three times a
borrower's income or, in the example cited, KShs. 252,000.

Even assuming a down payment greater than 10%, say,
KShs. 48,000, you are talking about a house costing "only" KShs. 300,000,
According to knowledgeable people, middle income families earning KShs. 7000
per month feel that a KShs. 300,000 house is not acceptable. Developers,
including those associated with housing finance lenders, thus are tending to
build more expensive housing. Many of the potential borrowers who apply do
not, therefore, qualify for the type of housaes they want to buy. |

As a result of their development activities, some of
the housing finance institutions are not originating any mortgages due to the
requirements to finance the property development. Depositors are being told
that mortgages will be available in about a year and that they will be given
first priority on the residential properties being developed. The outcome of
this stragegy is yet to be determined since some depositors will clearly not
be able to afford the houses being developed and others may not prefer that
location. The result could be a withdrawal of funds.

One building society has purchased land which it is
subdividing and selling off in individual plots. It is requiring 1/3 down
payment with the balance to be paid over a period of twelve months. Other
housing finance institutions are making short term loans, e.g. agriculture
equipmaent, with land and real property as collateral.

Qualifications for residential mortgages and the loan
terms vary to a considerable extent among the different institutions. There

is no standard application form nor mortgage document in the industry as far
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-as could be determined. Down payments range from 10% to as much as 30% with
the maximum loan for building societies being KShs. 750,000 unless approval is
obtained from the Registrar of Building Societies.

Most of the buildiag societies and housing finance
institutions are currently charging 19% for residential mortgage loans, the
maximum permitted by the Central Bank. The old line institutions, howaver,
are considerably under this figure. Savings and Loan Kenya, quotes a figure
of 16% as does the East African Building Society. In the case of the latter,
because of the method of calculating payments, the effective rate is 16.8%.

HFCK quotes a lending rate of 13 1/2%. However, it
calculates monthly payments on an annual declining balance basis as opposed to
a monthly declining balance basis so that thae effective rate is actually
around 16%. As mentioned above the Central Bank controls the interest rate
chargeable on loans. It also sets the basis on which payments are calculated.

Toward the end of 1985 it decreed that all mortgage
loan payments should be calculated on the monthly declining balance basis. As
the lender with the largest portfnolio to adjust, HFCK has delayed its
implementation along with one other building society. By continuing to quote
a rate of 13 1/2% this is clearly misleading to borrowers. There were also
indications picked up informally that some mortgage loans are discounted in
certain cases by some institutions to yield more than the 19% maximum.

There is one additional very important point relative
to interest rates on mortgages in Kenya. That is, all mortgages in Kenya ara
“adjustable rate mortgages" (ARMs). The rate car be adjusted upward (or
downward) by the lender subject to the maximum set by the Central Bank. Such

an adjustment would presumably be related to the lender's cost of funds. When
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"an adjustment is made, the whole portfolio moves. Thus, all mortgages in a
lender's portfolio are returning the same rate at a given point in time.

Repayment periods range from 10 to 25 years with 15
years being the most usual. Fees and settlement costs include valuation
costs, legal costs such as a title search and stamp duty of 1/2% on the loan.
In the case of East African Building Society, for example, these costs amount
to KShs. 4,000 for the first KShs. 100,000 of the loan and go up to KShs,
12,412 for a KShs. 750,000 loan. In addition, the borrower must pay 3% stamp
duty on the sales price of the house (the seller pays amother 3%), casualty
insurance costs and must pay his own legal costs. Mortgage life insurance is
also often a requiremant. Thus, it can be seen that settlement costs are
quite substantial and represent a very high cost, percentage wise, for smaller
loans which could impact lower income borrowars to a greater degree.

Generally, mortgage loans will not be approved for
anyone over 55 years of age or who does not have regular employrznt. Many of
the institutions also require that the borrower be a saver at the institution
for some prescribed period of time and/or to have some minimum amount on
deposit,

Up until recently there has been no type of mortgage
default insurance available in Xenya. However, Home Savings and Mortgages has
worked out a plan with the Kenya Commercial Insurance Company to underwrite
private mortgage default insurance. This could prove to be a key factor in
establishing any type of secondary mortgage financing facility. No details
were obtained as to premiums and exact coverage but this initiative is clearly

of considerable importance.

Table IV-1 is a summary of the terms offered by a

representative group of housing institutions.
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TABLE [V-

l

MCATIACT TITMS tTTo 3y A SAMDOLT CF TNSTLTUTTONS THAT CRIITNATT YIATILTTS
Jousing* CEZast Savings* Pioneer Kenya* Homae* Squizy
Tinance African  and Bullc...3 Savings Saviags Building
Cozpany 3uildiag Loan Society and and Sociecy
of Xenya Society Kenya Yort=" Morte
Parciculars Liniced gages gagas
LOAN (Ksh)
Maximum 600,000 750,000 Not fixad 750,000 800,000 500,000 750,000
Minaimum : )
22,000 150,000 Not fixsd 100,000 50,000 Not fixed 25,000
As I of
valus 902 702 902 §0-902 802 80% 80%
ZINTEREST
Racs 13.52 15Z=16Z 162 152 192 19% 192
Pariod 10=-25 15=20 23 10=28 15=20 15 15
Yeaars Yeacs Years Years Years Years Years
Calculacad
on reducing Annual Anaual Mouthly Annual Meuchly Moamchly Monthly
balanca
EE8S _
Applicazion 410 1,000 1,000 Nil Nil Nil
per Ksh Con. Fees Nil
100,000 (Ksh) for Survey
INSURANCE
Covarage
Rescricrad
or .
Free Frae Ras, Free Ras. Ras. Ras. Ras,
b ot 0¢ r\:
Laase 30 yrs 45 yrs - 30 yrs 20 yrs 45 yrs Being
Balance considered
Moregage Yes Yas Yeas Yas No Yas No
Sacond
Rencing Yas Yas Yeos Yas Yes Yas Yes
APPROVAL TIME
Min 4 veeks 2 waeks 2 weeks | weak J=4 wkas 3I=4 weeks | wveek
Max 6 weeks B8 weeks 6 wvesks 4 vacks 6 woaks 6 weaks J weeks

*

Limited liability companies licensed

The remainder are building societies

Source:

local newspaper article

6 <A

under the Banking Act



Because of the rapid proliferation of building
societies since 1984 and their potential major impact in housing finance, even
though only one is of significant size at the time of this report, the
following section describes their activities in some de:ail.

Prior to 1984, there was were only two operational
societies, East African Building Society (started in 1959) and Pioneer
Building Society (started in 1980). Starting in late 1983, an upsurge in

licensed building societies took place. The present count is summarized below:

NUMBER OF BUILDING
SQCIETIES

~ Licensed 32
~ Licensed and fully operational

(taking in deposits, origirating loans) 7
~ Licensed ard partly operational

(opening branches, taking in deposits) 8
- Licensed but not operational 17

The underlying reasons for this expansion in the
number of licensad building societies go back to the 1977-78 coffee boom when
many new financial organizations were formed, both commercial banks and
particularly non-bank financial institutions. Because of rapid growth in both
deposits and lending, financial institutions licensed under the Banking Act
began to diversify their activities and services and groups of related
companies were formed and operatad under the same management. By 1984 the

number of financial institutions of this type had reached almost 50. At this
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.-point the Central Bank found that there was a sufficient volume and variety of
financial institutions and, therefare, stopped issuing licenses. However, as
part of this diversification, several financial institutions formed building
societies which applied for and received their licenses to operate as building
societies through the Registrar of Building Societies, by definition, not the
Central Bank.

This, then, led to the other major factor accounting
for the building society upsurge. That is, with no further licenses being
granted under the Banking Act, the only option for groups interested in
starting financial institutions was to obtain a license to operate & building
society.

In our range of iuterviews other reasons were advanced
for the proliferation of building sociaties in the past four years. One was
that rural arsas, particularly those where there are cash crops, were
underserved by financial institutions, particularly the larger institutions
specializing in housing finance such as HFCK, SLK and EABS. Further, that
individuals in these zreas have higher savirgs rates, are more stabla savers
and respond to personalized services. While it is true that some of the new
building societies appear to have made a real move to establish rural
branches, it is often due to the fact that the directors of these institutioas
have ties to the areas.

In our view, the primary reasons for the rapid
creation of building societies in the early 1980s was the ease with which
licenses could be obtained relative to licenses for commercial banks and
NBFI'S, i.e. qualifying for and receiving a license, up to recently, has been
a quick, fairly automatic and inexpensive process, the minimal supervision by

the RBS, the ability to charge the same high rates of interest that NBFIs can
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-charge and the potential of generating deposits that could be used for
development activities.
2. Requlation and Supervisica

The building societies are gcverned by the Building
Societies Act. The Act is administered by the Registrar of Building Societies
(RBS) who comes under the Attorney General. (A summary of the Act is
contained as Annex I.) Building societies are registered under the Act by the
RBS Lut Jicensed by the MOF. The RBS supervises the building sncieties
accordiag to specifications set by the Act which is very general in
requirements that must be met. Except for what building societies can and
cannot do and setting the license application/renewal requirements, the RBS is
given wide discretionary powers as to specific requirements.

Triggered by the collapse or ¢ne of the NBFI'S in
1984, building societies have also been subject to the reqgulatory and
supervisory powers of the Central Bank since 1985. In addition, by informal
agreement between the Attorney General, the Central Bank and the MOF, no new
building societies are to be registeres 9y the RBS without consulting with the
Central Bank and the MOF. As a result, no new building sociaties huve baen
approved for about a year.

Several interpretations were put forward as to lending
restrictions applied to building societies. One interpretation is that
building societies can lend for any purpose a3 long as they get land and real
property as security. The other interpretation is that building societies are
supposed to lend for hohsinq but that this is not enforced. From what
interviews disclosed it appears that some building societies are definitely

lending for purposes other than housing, either long term or for construction.
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The only other allowable activity is r-sidential
property development and this is supposed to be done through a development
subsidiary. As with NBFI's, building societies are not allowed to offer
checking accounts or to engage in foreign exchange transactions.

The RBS conducts reviews of building societies when an
organization or group applies for a licensa to open a ne#w building society or
a building society proposes to open a branch, when a license is renewed which
is required annually and when a building society proposes to originate a loan
that exceeds. KShs. 750,000. A summary of precedures with reqgard to tae ibive
is contained ia Annex M.

RBS's approach to the supervision of building
societies is not to be forceful with its far-reaching authorities as far as
pushing for specilic opera:ing standards or levels of financial performance
because it considers most of these institutions to be young, inexperienced,
and on a steep learning curve. Nevertheless, RBS feels that the management of
many bnilding societies frequently shows inadequate experience and skills or
lack of proper training with the result, for imstance, that there is also a
lack of good long term Planning or adequate cash flow projections, items that
could quickly get a building society in troubls. However, with a small staff
and the large number of new building societies it does not appear that more
review will be done in the immediate future unless the Central Bank increases
its activities relative to building socisties.

In some respects this policy of being flexible or
lenieat toward building society operations makes some sense. The building
societies are mutual self help organizatious that, in the case of many of
their bovrrowers, may be the first indebtedness that they incur. However, on

the other hand, the building societies are left entirely to themselves to

-69-



develop and improve their operations. No technical guidance is provided by
RBS. RBS recognizes some of the building societies' shortcomings but
approaches them with the idea that more experience and time alone, with
minimal supervisory intervention, will lead to higher quality operations and
financial condition.

In addition, given the nature of the evolviag
financial markets, new building societies are not necessarily financially
naive mutual societies. In fact, in recent years it is far more likely that
oew building societies are being formed to avoid the kinds of regulatory
oversight that applies to the rest of the financial system,

Up until recently the building societies have had no
liquidity reserve requirements. However, the Central Bank has now sat
liquidity requirements for the building societies of 204, split evenly between
cash and current account balances at banks and in money market and government

securities.

R3S' policies of discouraging large loans as well as
not charging 2rnual branch license fees for branches operating outside
Nairobi, Mombasa, Nakuru and Kisumu, are aimed at tmcouraging building
societies to open branches and to originate more smail loans in the rural
arsas.

The building societies, for the most part, have
avoided originating loans over KShs. 750,000. East Africa Building Society,
the only building society that has done so to date, has never been vetoed as a

result of this review.

In summary, the regulatory presence of RBS to date is
one that building societies can for the most part ignore. In effect, there is

little or no supervision.
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3)  Building Society Activities

As mentioned ecarlier, there is at least some
ambiguity in the Building Societies Act as to what building societies should
be making loans for. One interpretation is that as long as real estate is
provided as collateral or security for a loan, the loan proceeds can be used
for whatever purpose the borrower desires. 1In addition, whils the Central
Bank ssts an interest rate cap that building societiaes can charge, thare is no
control as to term.

Consequently, some building societies are originating
more short term loans for business or farming pucposes (for which real estate
functions as the sacurity for the loan) than long term louans for housing.
Several recent newspaper articles that reported axtensive building society
lendiny for non-housing related purposes.

The Act also does not specify what percent of deposits
should bs set aside for lending to depositors and for reservas. As a result,
most building societies have formed subsidiary property devalopment companies
in which they invest their resources. It is unlikely that the depositors
understand that this limits their accesz to long term financing.

A number of building scciety ranagements apparently
feel that long term mortgage lending is not as profitable as property
development ventures. The raason that they engage in retail housing finance
at all is because being licenssd under the Building Sociaties Act means that
retail mortgage origination is supposed to be their main line of business. 1In
addition, the desire to obtain a mortgage lcan is often the basis for people
saving at a particular building society or a building society as opposed to

some other financial institution.
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During the field work, the team conducted interviews
with eight building societies or individuals associated with building
societies, including East African Building Society, already identified as the
oldest and by far the lzrgest building society. (A summary of EABS is
contained in Annex 0.) The other institutions have besen in business for only
a very short period of time, or were just gatting started. However, they are
considered to be representative of the new institutions and their problems.

4) HNaw Iastitutions

The recently formed building socisties are all
headquartered in Nairobi, have their head office there and often have several
branches elsswhere, some#imes in rural areas. Offices of thuse insztitutions
interviewad wore often vary modest with perhaps 3-5 employnes serving the
public,

Daspite this modest appaarance, many low to middle
income depcsitors have baen ocp»ning accounts at these institutions at a rapid
pace bscause they seem o helieve a building society represents their only
access to lorng term housing loans with an institution whose personalized
service they can relate to. Furthermore, many savers, in recognizing that
deposit insurance does not exist, spread their risk by, 1in turn, spreading
their savings around among masy institutions.

Some financial institutions also deposit short term
morey in building societies, not only for the same spreading of risk rsasons
but also because the managemeat of these financiazl institutions knows the
management of a particular building society and is, therefo.e, interested in
supporting it. Some parastatal institutions such as Kenya National Assurarnce
Company Ltd. place large deposits in building societies as part of

government's policy to foster their development.
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Based on the building societies interviewed, we have
developed a profcema picture of the typical new society that has emerged as to
size and scope of operations. This proforma is contained in Annex E.

As far as deposits and retail mortgage origination,
people such as teachers, small business owners and farmers oftea living in
rural areas and earning KShs. 2000 - 4000 per month (i.e. low to middle
income) are the targets of some of these nav building societies. They are
found to be reliable, steady savers and punctual at making mortgage payments -
not one foreclosure was reported by the building societies interviewed,

Most of the new building societies are in the midst of
ongoing retail market development campaigns in areas where they have branches
in oparation that are aggressive and expensive. They involve distributing
leaflots translated into the local languages, making presontations at "barsas"
(the a2quivalent of a town meeting), door~to-door canvassiang and conducting
seminars in the evening. Tho new building societies have tried to adopt
spacisl fmatures and methods which they feel will give them a competitive edge
with depositors including szuch things as faster loan processing, savings
incentive schemes, mortgage repayments whkich are responsive to needs, e.g. a
farmer whose income may vary throughout the year. A more Jdetailed treatment
of these efforts is contained in Anner G.

The new building societies are just completing their
first full year of operation (March 1985) and have not yet produced official
financial statements. From estimates made by their managements in the
interviews we conducted, none earned a profit in their first year. High
administration and marketing costs rasulting from the opening of branches and
training of personnel, major property development costs and a small depositor
base supporting these expansion activities were among the primary causes for

the losy:s that were estimated.
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There is a feeling, however, among the building
societies that they can become profitable this year and they cite the
following developments which they expect to occur:

- Major depositor base expansion (as much as double
last year) as a result of the extensive marketing
activities and continued branch network growth;

- The completion of the first generation of
property development projects, i.e. sale of
housing units, including the provision of
financing.

- A more supportive governmenat policy in the form
of parastatals such as Reanya Mational Assurance
Company placing greater amounts of funds jinto
fixed deposit type accounts of these building
societies.

d.  Summary of Problems and Conclusions

The primary problems facing specialized housing finance
institutions are similar for both building societies and limited liability
companies although problems vary in degree according to the newness of the
institution. The problems fall generally intn 3ix categories: financing;
affordability; scope of activitias; management and operations; pubiic trust
and regqulation/supervision.

Einancing

Financing problems in the housing finance industry can be
looked at from two standpoiuts: that of the institutions which relate to the
availability of funds to meet demand and that of the potential borrower from
an affordability standpoint. 1ue latter is dealt with in the secticn below

but it impacts on availability of funds.
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That is, as we understand it, HFCK, for example, is in a
fairly liquid state because many loan applicants cannot afford the houses they
want or that are on the market. Nor was it reported that Savings and Loan
Kenya or East African Building Society were short of funds to meet their
demand. This would presumably not be so if more affordable houses came on the
market.,

But the same situation apparently does not obtain at the
newer housing finance institutions where loan demand reportedly exceeds the
amount of funds available for lending taking into account what these
institutions feel they must maintain in the wvay of liquidity (see earlier
sections which indicated that some institutions keep as high as 50% of their
funds in casi or short term instruments).

For instanmce, a building society or other housing finance
institution less than two ysars old would probsbly have an average weighted
maturity >f deposits of 180 days. Savings (share) accounts would probably
account for less than 20% of its liabiliities. These, however, are the stable
deposits. If 80% of the deposits are only 6 months on average, it is
difficult for the ‘nstituiion to prudently lend long unless it has access to a
re-financing facility or can sell its mortgages. This is why building
societies and housing finance institutions tend to keap a high ligquidity. At
the moment there is no where to turn to borrow to msst liquidity needs uor any
institution currently in the market to buy mortgages.

Availability of funds has also constrained the pace at
which new markets are developed and branches opansd. To opem a branch
requires KShs. 3 - 5 million of additiomal deposits.

If Kenya's housing needs are to be met an adequate level of
financing needs to be available for the housing finance institutions ocutside

of direct government funded programs.
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Affordabili

As has been pointed out in an earlier section, and noted
above, effaective demand for housing appears to be constrained both in the
price of houses being developed by builders for the market and in the types of
houses that "middle income" people would like relative to their incomes. This
has apparently resulted in the example cited with the HFCK where
non-eligibility of applicants has been a problem.

Although partly a result of high land costs and building
standards, part of the problem is due to the higher profit margin that
developers foel they can gat on more expensive houses. But this market is
drying-up. Housing finance institutions, through their development
subsidiaries, could actually get at this problem but seem to be building to
the samo high lavels.

The prcblem is beyond the scope of this study. However, if
developers re-examine their market possibilities and if middle income people
adjust their desires to more realistic levels, then the demand for housing
finance would probably dramatically increu:: as demonstrated in the up-date
of housing needs.

Housing Finance Institutions'

Nop-Mortgage Activities

The housing finance institutions appear to be turning
incroasingly to the devalopment of housing projects as the way to profits.
With minimal regulation in ertuct, z number of these ventures present some
risk to the institutiohs. If the projects do not go as planned, the
institutions run the risk of financial failure. With no deposit insurance yet

in place, dspositors could lose their money with all the ramifications for the

busineas that this implies.
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In addition, because of the lack of long term liabilities
mentioned above, some of the new institutions are engaging in short term
lending, with real estate as collateral, for purposes other than housing.

The problems arising out of these activities ars two fold:
(1) the risk associated with the development projects; and (2) the use of
resources for other than long term mortgages by definition reducass the
availability of funds for mortgages. This is particularly troublesome if one
assumes that many of the depositors in housing finance institutions are
expecting to be able to borrow for a house. In effect, the availability of
mortgage finance has bsen the strategy used to build a depositor base.

Maragement and Qperations

It would appear that there is an inadequate supply of
trained personnel and expaerianced management to staff the new institutions
being created, the expansion in branches and the increase in numbers of
savings accounts and lending activities underway. This has caused a slqwing
down in the development of the institutions since training is both time
consuming and expensive. There has also been some transferring of staff to
new institutions bidding for employees. The result at best can be ineffectual
operations, e.q. Slow processing of loan applications, delays in withdrawals
etc., but at worst can be bad management decisions involving such things as
investments in badly conceived development ventures,

Operating costs are high, particularly the start-up costs
of new institutions. For instance, many of the new institutions have started
expensive marketing efforts aimed at increasing their depositor base which
have involved such labor intensive efforts as door-to-door solicitation of
both individuals and employers who might be interested in promoting

3ave-as-you-earn accounts to their employees. Too many accounts with balances

-77-



-+of, say, KShs. 100-400, however, can be expensive to service so marketing
efforts also need to be directed at larger accounts.

Bublic Trust

With an increasing number of building societies conducting
such full-scale marketing campaigns and opening branches in competition with
commercial banks and the large number of NBFIs, soms indecision and confusion
among potential depositors as woll as borrowers has been foupd. In addition,
the collapse of Rural Urban Credit Finance Company in 1984 reduced public
confidence in financial institutions - this evant occurring in a country
without deposit insurance. There is some concern that the public is
withholding substantial assets from financial ingtitutions, even in towns in
which branches have opened.

Requlation and Supervision

Overlying all of the above is the lack of a strong
regulatory and supervisory framework to govern an area of the financial sector
that is rapidly expanding and whose strength and health aro essential if
Kenya's housing problems are to be adequately addressed. In addition any -
inadequacies among the housing finance instjtutions would clearly impact on
the overall financial sector.

The Registrar o¢ Building Societies appears to be
inadequately staffed to handle the regulation/supervision of the growing
number of building societies and does nnt evon deal with the NBFI's operating
as specializad housing finance institutions., The Caatral Bank at the moment
is preoccupied with 1mpiomenting the new banking legislation, setting up a
deposit insurance fund (which will include the building societies) and the
regulation/supervision of commercial banks and the almost 50 NBFIs. Although

it now has the authority to play a role in supervision of the building
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'societies, it is not yet equipped either staffing-wise or experience to
actually play this role.

In summary, what the housing finance institutions,
particularly the new ones, ara doing in response to the problems which they
face are to:

- Move as quickly as possible, through the property
development subsidiary required by law, into the
entire cycle of property development with the
objective of improving profits.

- Continue the expensive, wide-scale marketing efforts
in progress for at least another Year or two. The
objective is to expand the depositor base and size of
depositor accounts as well as to open branches as
quickly as the size of trained personnel and
management will permit.

- Solicit support from the government's National Social
Security Fund, parastatals such as Kenya National
Assurance Company Ltd., and other financial
institutions in the form of deposits,

Another strategy that the housing finance institutions are
pursuing is to become a more cohesive, organized trade group. At present,
th«y operata autonomously although they have considerable communication with
one another on an informal basis. They realized that they can be more
influential and effectivé as a group than as separate institutions pursuing
individual goals. Thus, they have taken the first steps to form a trade

association.
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Our recommendations concerning the housing finance
institutions are contained in Chapter VI,
3. Qthers
a. Insurance Companies

Insurance Companies provide housing finance in
several ways although time limitations precluded much examination of
individual companies and industry statistics were not available. Examples
described below are based on the two big government companies and one private
company.

Essentially, insurance company financing of
residential housing takes the form of long term mortgage financing, oftenm with
a preference given to policyholders and, with some companies, probably
restricted to this category, construction financing of residential
developments and staff loans. As with some of the building societies, some
loans to individuals are made for purposes ot.sr than housing but a mortgage
is obtained as collateral.

Kenya Reinsurance Corporation (KRC) with about
KShs. 1.1 billion in assets and a premium flow of about KShs. 700 million
annually has something on the order of 50% of its assets in real estate,
either as commercial property which is leased, as residential estates which it
is developing and will then sell or in long term mortgages on residential
property some of which arise out of its development activities. About 60% of
the real estate investment is in commercial property and 40% in residential
housing.

KRC's major development scheme now underway is of

some interest since it represents KRC's current approach to housing

investments.
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The housing development is an estate of 700 units
just outside of Nairobi. XRC will also provide the long term financing to the
buyers. Total cost of the project will be on the order of KShs. 4C0 million
and the unics will sell for about KShs. 300,000. The project also includes
schools, shops, ete, which will be rented out.

For the residential units the terms of the
long-term financing are 13% for owner-occupied units and 14% for investor-
owned units, 20 years to repay. Loan repayments are computed on a monthly
declining balance basis. The borrower also has to buy life and fire insurance

from XRC.

Interestingly, an official of KRC said XRC would
like for some investor to take over (buy) its mortgag: loans so that KRC would
not have its momey tied up and could, in turn, develop more projects. This
appears somewhat inappropriate for an insurance company which by definition
has long term funds to invest. It appears KRC wants to become a developer in
a big way, not an investor, and it has some additional housing programs in the
works with tenant purchase schemes planned for four secondary cities.

Finally, XRC makes mortgage loans :o staff at a 5% interest rate of which
K.Shs. 10 million is outstanding.

The Kenya National Assurance Company makes
mortgage liecans to its policy holders. Mortgages are only granted to first
time house buyers and the house purchased must be occupied by ths owner.
Non-policy holders are requires to purchase a life insurance policy with KNA
as a condition for receiving the mortgage.

KNA has about 450 mortgages outstanding at an
average of KShs. 500,000/mortgage. The maximum loan is KShs. 1,000,000.

Terms for individual borrowers are 13% for 15 years with a 10% down payment if
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‘it is a new house and 20% if an existing house. KNA will lend up to 3 times
gross income of the male in the houvsetold plus 2/3 of his wife's income.

KNA also makes construction loans for housing
rental projects at 15%, 3 years to repay. About 75% of its housing finance is
for individual mortgage lcans and 25% is for loans to developers building
rental units.

Although not a stated policy, KNA tries to avoid
originating individunl mortgages in rural areas because of difficulties in the
event of a foreclosure due to the Rural Land Act.

Finally, KNA makes loans to local governments @
12 1/2% and 20 years to repay for housing estate development. The local
authorities build houses for rental or sale with on-lending terms the same as
KNA chargesf From a trustee perspective, local government is seen to be less
likely to default than an individual, particularly with the added
complications of the Rural Land Act.

One private insurer writing both life and
casualty with its headquarters in Nairobi, branches in Mombasa and Kisumu and
an agent network throughout the country was interviewed. (10th largest in
terms of premium income.) This company only has about fifty mortgages
cutstanding. Included in these fifty mortgages zre general purpose loans in
which the property is used as collateral. These mortgages are originated
exclusively for insurance clients as a mechanism to promote insuiance
underwriting. The terms are 17% for investor-owned housesg and 14% for
owner-occupied houses; 7 years to repay; a maximum LTVR of 70% and KShs. 5
million per horrower; a committment fee of 1% and a requirement that the

borrower purchase life and property insurance.
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The company acknowledged that these terms are
inferior to what the government-owned insurance companies are offering and to
housing finance institutions in terms of the short repayment period. However,
it is not interested in originating mortgages at the rates chese other
institutions offer (escept for insurance promotion purposes) when 15 1/2%, six
month term deposits, involving far less risk, are available.

Thus, many borrowers who apply for such mortgages
are those who do not qualify for mortyages with regular housing finance
institution3, such as, non-citizens, investors in commerical or residential
properties (non-owner occupied), and properties in which there is title for
the entire property but not for the individual units.

One other thing appears clear. People interested
in ubtaining mortgage finance, particularly at terms offered by the goverament-
owned companies, will often take out a life insurance policy just to become
eligible for a mortgage loan.

b. Cooperatives _and Credit Uniong

As stated in the earlier section, the Cooperative Bank with some KShs., 1.2
billion in deposits and loans from intcrnaticnal aid agencies, is precluded by
legislation from engaging in long tarm lending., 7hus, although thers are now
more than 100 housing cooperatives in Kenya, they are only able to bhorrow
short term from the Cooperative Bank. The Cooperative Bank has applied for a
license to operate an NBFI which could extend long term loans to cradit and
savings societies arnd to coops including housing coops. It is not clear what
the current status of this new NBFI application is.

There are a large number of credit societies but
little in the way of statistics and what percentage of portfolios are for

different types of loans. It is assumed that a high percentage of loans made
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by the credit societies are used for home improvement purposes as ig generally
true in most Countries. These societies do not lend, however, for long term

mortgages as far as is known,

c. Commercial Banks

Commercial banks are not involved directly in long term mertgage financing
because they are preciuded from making loans for longer thar three years.
They are indirectly involved, however in several ways.

First, as the parent company or key member of 2 financial group of
companies which iavolves a housing finance institution., For instance, the
Kenya Commercial Bank owns Kenya Savings and Loan Xenys, desc: ibed abave, the
Pan African group of companies of which the Pan African Bank is the keystone
also includes a Suilding Society and tha newly establisheg Trade Bank has also
set up the Nairobi Building Society.

Second, all of the banks extend mortygage loans to
their employees. oOne of the larger banks makes mortgage financing available
to all of itg employees at 6% with 2§ yéars to repay. With 340 employeas thig
can be a substantjal amourt. Soma of the banks charge as low as 3-3 1/2% and
all make this benarit available to Stay competitive in the employee market,

Third, a number of the big banks have trust
company subsidiaries ag described in Section IIT B 2 above. Mortgage lending
is one of the categeries in which these companies invest but, although no
extensive survey was done, the impression is that the investments are in
commercial properties. In one case the collatearal required was twice that of
the loan which is coasistent with other commercial bank lending policies.
Residantial mortgage lending by‘this particular trust was consicdered too risky.

Finally, the commercial banks do some

construction financing of residential housing developments with the long term
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‘financing provided by one of the housing finance institutions but this is
mixed. One large bank said that it just doesn’'t get involved in construction
lending any more after several bad experiences. Foreclosing is such a problem
in Kenya and residential development so risky that i: has eliminated such
loans from its lending activity.

For those firms that do get involved in
construction lending for residential development, the developer must produce a
commitment for the lony term financing from a substantial and reputable
institution. This could be interpreted as one of the big three, i.e. HFCK,
Savingz and Loan Kenya, EABS. The lender will also look at the financial
capacity of the developer and the feasibility of the project as well as
require a performance bond.

Since commercial banks have been the principal
source of construction finance in the past, their apparent reluctance to play
a larger role or even to actually cut back on this type of lending has
undoubtedly been one of the factors that have led new housing finance
institutions to provide their own up-front project financing in connection
with dovelopment subsidiaries. Or, to put it another way, that investors with
development interests have sought to create building societies for the
purposes of financing development.

In total, as of 6-30-85, out of KShs. 20.3
billion in bills, loans and advancas outstanding by the commercial banks only
slightly over KShs. 1 billion or about 5% was in loans for building and
construction. Since this includes commercial property lending as well,

residential londing would appear to ha quite small in the total picture.
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V. RESOURCE MOBILIZATION FOR HOUSING FINANCE

A. Introdnstion
In earlier chapters we indicated that in our view the housing sector

received less financing than would be the case if markets functioned fairly
effectively. We havé argued that the household sector has largely been
rationed out of the credit market to the advantage of government and other
borrowers. In this section we present evidence that this has occurred. We
then identify the "imperfections" in the financial system that cause such
behavior. Finally, we point out the largsr costs to the uconomic system of
the continued pursuit of such a macroeconsomic strategy. Ia our concluding
jection on recommendations wa discuss how a policy to improve household access
to credit -- importantly at market rates of interest -- could both reduce the
costs to the economy of currsat financial requlatory policy, as well as
improve housing conditions.

B. Savings, Investment. and Credi* Flows

Table V.2 presents data on investment, consumption and savings over
two time periods 1972-1978 and 1978-1984. For the first period only the
changes over the entire period are presented; for the second period Table V.3
presents year-by-year changes. The unusual caveats that apply to the
intrepretation of data that is subject to cyclical variations and difficult
measurement problems should be taken even more seériously in isterpreting data
for Kenya. Consistent integration and measurement of traditional and informal
sectors of the ecogomy as well as a volatile macroeconomic environmment that
tauses outceomes to vary from p}ans compound the usual problems.

In the earlier period available resources increased at § percent per
year ananual rate, a rate that implies a 1.1 percent per annum increage in per

capita income. The tvpical Keayan household, however, did not use this
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TA3LZ v, 2

RESOURCE USAGE

1972-1978 1978-84

*Annual Rate of Change

in Resources Available

in Real Terms +5.0 C+1.0
Percentage Chanye in

Irvestment as a Share

of GDP Over the Puriod +1,9 -4,1
Percentage Chaage in

Consunption cvar Period

Public +4,7 +.7

Private -6.6 +3.4
Percentage Change in Gross

Dowestic Saving Rate

Over Period =5.4 +1.2

TABLE V.3

' Ave,
1978 179 1980 1981 1982 1983 1984 Peried

Avail. Resg:rces

1982=100 99.3 93.2 100.8 103.1 100 95.5 100.3 98.9
Investment as a

Share of GDP 25.4 19.5 i8.8 26,0 21.6 20.8 21.3 21.9
Consumption/GDP

Public 17.8 19.0 19.4 17.5% 18.2 18.9 18.5 18.4
Private 56.8 61.5 6l1.8 56.53 60,2 60.3 60.2 59.0

Gross Donestic

Saving as a
Share of GDP 15.3  13.1 10.4 16.7 13.5 16.9 16.5 14.6

*This measure takes GDP at market prices and adjusts for foreign
exchange effects. It is Presented in Table 2.6 of various issues of the

Economic Survey.
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-increase in purchasing power for consumption. Over the periocd the share of
private consumption declined by almost exactly as much as the accumulated
increase in purchasing power. The increase was used largely to finance an
increase in govermment consumption (about 70 percent of it), and for increases
in investment, However, after the change in investment in s%tocks is accounted
for, related perhaps to the coffee boom, even the share of investment in fixed
capital declined. The sharp decline in gross domestic saving seems to be more
related to cyclical trends than indicative of a reduction in the savings rate.

In short, over the 1972-78 time pericd, the typical Kenyan household
was able to maintain a constant level of real consumption expenditures,
Increases in earnings over the period wers allocated to increases in
goverament consuvmption, largely tuv a dsfense build-up and education
expenditures, and to changes in inventories, probably to axport commoditcies.
In addition, and perhaps more importantly, over this time pariod the‘role of
parastatals in affecting investment decisions increased by more that 500
percentl and governmmert grew at a rate that exceeded wage employment growth
by 50 percent.

In the more recent period, the growth of government presence in
economic activity increased further. However, in the same period the
macroeconomic coastraint was more severe. Instead of being able to hold
household congumption levels at a constant level, population growth far

outstripped the growth in resources available.

l. Kenya Growth and Structural Change, World Bank, p. 43. This figure is
with respect to the volume of net outflows from central government to
parastatals between 1972 and 1978,
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All of this reduction in income growth was not accounted for by a
raduction in consumption. The increasing share of private consumption, and as
we will show later, debt issued, permitted households to offset some of the
reduced growth in income by drawing down on both their accumulated wealth and
deferring future investments. A larger share of the reduction in purchasing
power was reflected in reductions in private consumption. Unfortunately, most
of the non-consumption cut-back tock the form of reduced iavestment. In
addition, the reduced level of government expenditures on economic services,
rather than transfers, i.e., towards government involvemernt in resource
allocation rather than distribution.

Table V.4 shows tbat this steadily increasing government presence in
ti:e economy took a sharp jump in fiscal year 1980-8l. In that year total
government expenditures as a share of GDP increased from 21.5 percent to 43.4
percent. And while the government presence has declined since then, back to
the levels achieved in 1978-1980 in the next fiscal year, due to increased
development expenditures, the government share increased once again going from
32.2 percent to 36.4 percent.

The table also indicates that although Kenyan tax rates and other
revenue sources produce a relatively high and expanding level of income, that
expenditures expanded even more rapidly in the early 19803 and particularly
capital expenditures.l The level of governmcnt borrowing and the amount of

domestic credit available alsov axpanded sharply with a deficit that increased

l. However, it should be noted that the World Bank Report Kenya Growth
and Structura) Chapnge was very critical of the inelasticity of Kenya's tax

structure. In addition, all our discussions of tax issues with government
officials in Kenya were avoidud on the grounds that a major tax reform
initiative was under discussion within GOK.
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7 §8

TABLE V 4

CERTRAL GOVERNHENT FINANCES

Ave.
71772 78/79 79/80 80/381 81/82 82/83 83/84 84/85 78-85
(1) Current Revenue 15.2 23.6 25.1 31.3 29.1 28.1 26.0 24.0 26.7
(2) Current Expenditure 15.7 21.9 22.5 30.6 31.5 32.9 28.3 25.8 27.6
(3) Surplus -0.5 1.5 2.7 c.7 -2.4 -G, -2.2 -1.8 .9
External Grartsg 0.8 0.6 0.3 0.8 0.8 0.8 0.3 2.6 1.9
(4) Available for Investzent 0.3 2.3 3.5 1.5 -1.8 -4.0 -2.0 0.8 0.1
Capital Expenditures 3.8 1.2 2.0 12.8  1i.3 7.6 7.3 10.4 9.8
Bevelopmant (2.3 (56.8) {7.0) {8.2) {8.3) {6.3) (6.4) (9.4)
Equity and Loans (1.5) {(3.5) {2.3) (3.8 -(3.0) {(1.3) (8.9 (1.0)
(5) Deficit as a Share of GDP 3.5 6.3 5.8 11.3 12.9 ii1.6 9.3 9.6 9.7
(6) Total Govt:. Expend.
as a2 Share of GpP 19.5 32.1 3.5 £3.4 43.3 40.6 32.2 36.4
(7) Domestic Credit
as a Share of GDP 30.4 29.6 32.9 37.1 32.4 32.3 32.0
(8) Govt. Hsng. Dev.
Expense as Z of GDP .03 .32 b2 .33 .21 .08 .16

Sources:
o LEs

data from the Wor
We were unablie to

Surveys.

Cons

13 Bank Report do not exac
correc” The Bank Report due o
equently, the magnitudes of the changes s

id Bank Report, Ke
1982, The other data are from various Economic Surv

Bya Growth and Structeral Change Vol. 1

eys.

tly cofncide w
the une

L should be noted that the early
ith later Eccnomic Survey Reports.,
vailability of sufffictlent Economic

hould be examined with some caution.



by more than 7 parcent of GDP within two years even though government revenues
also grew by 4 percent of GDP.

Since fiscal year 1982-83 the pattern of government involvement in
the economy has been reversed. Current expenditures and taxes have been cut,
both by 17 percent from their peaks. The deficit has contracted by 25
perceat, and government capital expenditures fell by more than 40 percent
before increasing again in 1984.. Overall government expenditures as a share
of GDP fell by more than 26 percent, or 11 percent of GDP before rising again
slightly in the last fiscal year. This represents very significant cutbacks
in GOK economic activity,

The data point out the declining share of government expenditures on
housing capital as a share of GDP. These expenditures were never large,
peaking at slightly less than half a percent of GDP in fiscal 1980-81, and
have generally followed the secular decline in housing's overall share of
GDP. However, the relative smallness of this figure indicates that the
activity of the National Housing Corporation even
though heavily subsidized was not included in the government's budget. Even
if the funds came from international donors, any subsidy involved with their
usage should have been reflected in government expenditures.

Finally, the data indicate the significant role the government plays
in the nation's private finaacial markets. Every year during the period more
than 2.0 percent of GDP was invested by the government in loans and equity
participations. Unfortunately, the weakened financial status of these
development bankers -- The Incustrial znd Commercial Development Corporation,
The Industrial Development Bank, and The Development Finance Company of Kenya
-~ suggests that the investments of these intermediaries have not been

profitable. While there may be justification for the government to
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" -undertake unprofitable investments, treating them simply as expenditures can

obscure the subsidy involved. The effects of these subsidies on resource
allocation, 3nd the extent to which they are not, in fact, a form of financial
intermediation are impcrtant issues that can easily be obscured in a capital
budget.,

In Table V.5 we show the effect that government credit market
regulations and interventions can have on credit flows. A quick review
suggests that these flows have a limited effect on investment decisions.,
Examining the relationship between increases in credit to a sector and
increases in the share of investment by the sector shows that in 12 out of the
18 observations incresases in the share of credit to a sector resulted in a
decrease in the share of fixed capital formation in that sector. 1 This
inverse rather than positive relationship became more pronounced after 1981 in
the agricultural sector.

The data also shows the increased use of debt financing throughout
the economy. The average loan-to-value ratio for a shilling invested in fixed

capital almost tripled between 1978 and 1984 going from 23 percent to almost

l. For example, between 1978 and 1979, the share of fixed capital in
agriculture increased from 15.7 to 16.5 but agriculture's share of credit fell
from 4.9 to 4.5 percent. This represents one observation.
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TABLE V' 3

CREDIT AND FPIZED CAPITAL PORMATION AS
A SBARE OF TOTAL PRIVATE LENDING AND
CAPITAL FORMATIOE

Share of Implied
Fixed Cspitsal Share of Loan-to=-Value
Agriculture Investmant Private Credit Ratio 311
1978 15.7 4.9 .073 31
1979 16.5 4.5 .077 .28
1980 18.8 3.9 .078 W21
1981 09.2 5.9 232 .64
1982 2.6 11.6 «609 1.21
1983 7.8 12.7 +904 1.62
1984 8.6 11.3 .816 1.31
Hanufacturig&
1978 13.0 16.3 + 186 1.25
1979 12.4 16.5 «205 1.33
1980 13.0 . 15.1 «321 1.16
1981 11.9 12. «352 1.02
1982 12.2 9.5 «623 v W81
1983 12.6 15.4 «4 54 1.22
1984 12.9 11.8 .671 921
Housing
1978 14.0 ' 30.0 «50 2.14
1979 17.6 28,2 .43 1.60
1980 17.1 34.2 74 2.0
1981 16.7 32.8 .70 1.96
1982 19.0 30.7 +81 1.62
1983 16.0 29.2 1.01 1.83
1984 i5.4 25.2 1.01 1.63
Fixed Capital
Totals
1978 : 10280 2405 + 234
1979 10800 2935 272
1980 11120 4136 0372
1981 14500 5209 «359
1982 13360 6710 +502
1983 14420 7978 «553
1984 16720 10324 617

Source: Various versions of the Economic Survey and the Central Bank
Report. Again the data ghould be interpreted with gome caution
because of the limited number of observations. In addition, it
is not all {inclusive. For example, it does not appear that
building society or parastatal loans are counted in the credit
figures which are for private financial institutions.
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62 percent.l The agriculture sector in particular benefited with its
relative share increasing more that four-fold and its average loan to value
ratio increasing by a factor of eleven, Despite this increase in financial
intermediation, however, as we noted earlier, the total level of real fixed
capital investment declined over this time period.

The debt/capital relationship for the manufacturing sector appears to
oscillate cyclically around a constant level of slichtly more than 1.0.2
The housing sector level of intermediation also oscillates. However, it
appears that the subsequent peaks are each lower than the pPreceding one, The
1984 figure is almost 25 percent lower than the 197¢ level. 1In the next
section we discuss the mechanisms that the government has used to channel
credit towards the agricul ure sector, awey from the housing sector and
tcwa;ds satisfying its own borrowing needs.

c. Requlations Coverning Credit Flowsg

The GOK affects credit flows in three central ways: captive lenders,

Primarily the NSSF and the POSB; directed credit allocations, e.q,

l. The use of loan to value ratio is, of course, an exaggeration.
Particularly in Renya, existing capital assets are used to finance invantory
adjustments as well as capital expenditures. In addition, as we noted, the
debt could have been issuad to draw down on savings to maintain consumption in
the face of declining income. This is particularly true for the housing
sector which has the highest debt to capital ratio. It is often the case that
residential housing represents tho largest single form of tangible wealth in
an economy. As a raosult, the increase in housing in any Year relative to the
existing stock is relatively small, tending to increase the indebtedness that
is collateralized by this asset. Finally, as indicated in the table the
figures refer only to private financial institutions,

2. While this ratio is clearly an exaggeration, it is nevertheless worth
remembering that there has been only one new equity issua during the entire
time period,
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‘agricultural loans must equal 17 percent of deposits: and through the
manipulation of the level and composition of reserve requirements for CBs and
NBFIs.

The chief so-called captive lenders are the NSSF and the POSB. The
former held slichtly less than half its KShs. 12.5 billion portfolio in GOK
stock and Treasury bills, the latter held its entire KSis. 700 million (latestc
data 1982) in GOK paper. As of May 1984 the NSSF held 28 percent of the
outstanding nominal value of govermment securities and 43 perceant of
outstanding goverament stock. Between the two institutions in 1984, they also
held 20 percent of outstanding Treasury bills.l

The problem is not so much that tha "captives' hold government debt,
it is the rate they pay for it. While these institutions represent the majoyr
captives, othar public bhodies, including the Central Bank, also hold
governuent debt at sometimes subsidized ratas. These subsidized rates in turn
result in requlatory taxes being placed or the benaficiaries of the
investors. For example, the rate at which NSSF participan%s accumulated
intearest has been negative in every yvear until most rzceatly when their return
was increased to 8 percent, just matching the rate of inflation.

The NSSF was one of the chief vehicles used to fund the increase in
publié debt in the early 1980s. Basically it is usable only because of its
relatively nascent state and the age profile of its participants. At present
its annual inflows groatly exceed payments and it has used this excess to furd

government operationsg.

1. Tahese data are from Central Bank 72f Kenya Economics and Financial
Reviews,
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Commercial banks have traditionally had both liquid asse“ reserve
requirements and minimum statutory requirements that have been varied as a
means to control monztary policy.1 The NBFIs and the BSs are now also
subject to liquidity requirements. In the former case the legal reguirement
is 24 percent, at least 50 percent of which must Le in government securities,
and in the latter case the requirement is 20 percent, again with 50 percent of
this reserve taking the form of grvernment securities.

Finally, commercial banks and NBFIs are directed to invest a certain
propoction of their deposits in the agricultural sector, 17 percent in the
case of CBs, and 10 percent in the case of NBFIs. Our interviews suggest that
these allocations have very little to de with encouraging agricultural
investment. They tend to serve to collateralize the rural assets that many
Wenyans hold. The data in Table 5.3 support this view. The increase in
credit to the sector has not been correlated with an increase in fixed capital
formation in the sector.

D. @,@ggmm_qf_rmmmm;

We consider three costs associated with the current financial
regulatory structure. These costs can bs termed collateral or ancillary costs
that are associatued' with the side effects of the policies. The costs are:
excess burden costs asscciated with the regulatory taxes on both the return

and indeed the savings of households; the costs of portfolio maturity

imbalance associated with the structure of financial irtermediaries; and the

1. A table in the appendix lists both the commercial Bank liquidity
ratios and interest rates over the 1979-83 period. .
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-costs of the misallocation of business risk associated with a8 greacer reliance

on debt rather than equity.

Excess Burden Costs

in order for requlatory reductions in the return to saving to produce
deadweight losses for the aconomy, the supply of savings cannot be perfectly
ir .erest rate inelastic. If it is, there is no excess burden. Determining
whether savings does respond to changes in return is not an easy 2mpirical or
theoretical matter. The measurement prcblems are enormous and theery provides
little to no restrictions that can help infer even the direction of savers'
response. However, recsut work by Summers1 shows that taxes that transfer
capital income from those economic agents that save at higher rates to those
who save at lower rates will unambiguously reduce ths laevel of saving, and by
potentially large amounts.

This is precisely what has occurred in Kenya throughout most of the
1980s. Not only did the negative real interest rates reduce the return to
saving, it also taxed the saving itself. If we suppose that the real return
was just 2 percent, the negative return of approximatoly 4-% percent that
obtained in the carly 1980s was equivalent to a tax of 300 percent on the
return to saving. This is a very large tax that regressively appropriates the
savings of those househclds who do not own real assets and transfers them to
those who do.

It is also a tax that transfers savings from high saving househoids

to the government of Kenya which was dissaving. If one follows Summers'’

1. Lawrence Summers, "Tax Policy and Saving", National Bureau of Economic
Research Working Paper, 1982.

~-04-



work, it is clear that this kind of policy should have reduced savings
channeled through the formal financial system if not the overall supply of
savings. Even the former type of reduction increases the transaction costs of
resource mobilizaticn.

In addition, it would have created excess burden or deadweight losses
for the economy that represent a loss to society of income. The empirical
difficulties involved with measuring the size of this loss made the
measurement of this kind of loss to the economy subject to enormous
measurement error. Nevertheless, it is important to remember that even under
conservative assumptions, thesa losses are iikely to be very large. One could
take illustrative estimates of the size of this loss for various assumptions
abeut the elasticity of supply of savings. However, for any nonzero
elasticity the losses that correspond to the roughily 300 percent tax rate on
the 17 percent of GDP saved must ba very large.

The most direct way of reducing these losses to the economy would
come from freeing the captive investors in government securities. This is not
to suggest that they should not hold goverument securities; rather simply that
they should not hold them at below-market iaterest rates.

b. Portfolio Maturity Imbalance Cosnts

A small open economy like Kanya wiil always be subject to the
vagaries of movements in international interest rates. The risks associated
with such interest rate wovements are in fact probably one of the reasons that
the governmasnt has been reluctant to move to a market determined rate of
interest. Sudden, shafp increasss in interest race can create financial havoe.

The kinds of proslems that can be caused by large unanticipated
interest rate movements can present particular problems for households. For

example, a noted British macroeconomist, David Laidler (1972), has suggested
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.that the use of uncapped adjustable rate mort:qages,l the sort that are
identical to those used in Kenya, were a primary cause of Britain's inability
in the 1960s and early 1970s to deal with inflation. The government, he
argues, avoided tightening monetary policy because the required increases in
interest rates would have raised mortgage rates by too much too quickly for
political tastes. The result was increased inflation.

Financial regulations that jirduce a shortening of the maturities
of financial assets, as has occurred in Kenya, and a mismatching of the
maturities of the assets and liabilities of financial institutions create
risks that can be avojdec by more flexible and diversified investment
strategies that permit better hedging.

It is clear that the revolution in the financial services
industry has increased in this kind of risk in Kenya. Ezactly in what ways
and by how much is a very complex issue that is well beyond the scope of this
paper. What we would like to focus oa is one way in which a secondary
market-like instrument can improve the allocation of this risk by shifting it
to those with a comparative advantage in such risk-bearing,

If households were given access to variable rate mortgages that

had caps on how much interest rates could increase within a year, this risk

l. A capped adjustabls rate mortgage is one that permits a limited
adjustment per time period. In the US, for example, the sost frequently used
cap permits increases of up to 200 basis points per year and 500 basis points
over the loan life. This notiocn is much liks a deductible insurance contrace,
the household takes an appreciabie part of the risk, but in digestible lites,
and the institutioa takes on catastrophic risk. ‘he institution earns a
return on its portion of the risk and alss ou making the household risk burden
digestible. Laidler's work is in the Amorican Economic Review.
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‘would be shifted to the investor. 1f, hewever, the rates could increase
gradually over the life of the loan, ard the investor could charge a slightly
higher initial rate, the investor would be accommodated as long as the
investor's liabilities were longer term. This is exactly the kind of
liability helq by the NSSF. 1Its financing of such capped mortgages would
reduce household exposure to sudden Mmacro shocks, but stil] give & long term,
rate mortgage rate of return to investors.

Corporate Financing Poljicy and_ Financjal

Requlations

The data on income growth presernted ip Chapter I indicates that
Kenya's income growth is one of the world's most volatile. In order to
undertake an investment in such an ezonomy an investor would havy to be
assured of a higher than normal rate of return to compensate for the higher
risk exposure.

-In the US. the higher interest rates associated with debt
instruments used Dy higher risk firms encourages these firms to rely to a
greater extent on eq&ity financing rather than debt financing. 1Ip fact, in
the US the avera&é firm has a 1:2 debt to equity ratio, ang for those firms
considered higher risk the ratio is lower. In Xenya, on the other hand, the
equity markets are virtually unused, the implijed loan to value ratio for gross
fixed capital formation is very high and the development finance parastatals
are technically insogvent.

The misallocation of risks and investment resources in this king
of financial regime have to he large. 1Indeed, a central focus of the
[FC-Central Banj study, discussed in the most recent Sessional Paper, is how
to stimulate the development of the equity market in Kenya. The discussion in

the Sessional Paper suggests that both tax and the regulatory environment of
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--the Nairobi Stock Exchange are important companeats of a thriving equity
market. Equally important, however, as well as seemingly overleooked by the
IFC-CB study, is the opportunity cost of debt. As long as households are
denied access to bid for debt at a market rate of interest -- as through a
mortgage market -- not cnly are their portfolios imbalanced, but so too ars
businesses encouraged to use debt rather than equity to finance investments,
An efficient, competitive housing finance system could help "push" businesses
towards the equity market that the IFC-CB study suggests they should be
"pulled” towards by tax and regulatory measures.

To sum up, the GOK is withdrawing from tie credit markets as the
macroeconomic comstraint improves. An important next step is identirying not
who it is who should take its place, but how can biddars for these fundz be
provided the most efficisnt, equitable playing field on which toc bid for these
funds.

In a small, open, newly monetizing eccnomy that is urbanizing
and growing at incredible rates, housing is much more than just a consumption
good with a very high capital output ratio. It is perhaps the central means
by which households can insulate their savings from macroaconomic
adjustments. It is also one of the most efficient means by which they can
collateralize the future earnings of the human capital that the GO has
invested so much in. The macroeccnomic gains from improving household access

to a competitve credit market are difficult to exaggerate.
E. A Secopdary Mortoage Market's Role in Financial
Policy

The definition of a secondary financial market is a market on

which financial assets nan be sold from one investor to another one. If such

markets are operative, the liquidity costs of holding various finan~ial assets
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declines. As a result, lenders and particularly deposit-based ones need to
hold less of their portfolio in liquid assets to meet unanticipated demands or
changes in credit flows. However, perhaps the most important secondary market
is the stock market. In this market investors can, with very low transaction
costs, move furnds to those sectors of the economy that are thought to be the
most productive. They can also divide their funds into risk classes that
afford much greater diversification possibilities. Finally, the existence of
this market allows funds to move geographically to those areas of the country
that most need them. For example, from a capital-rich area like Nairobi to
secondary towns that have less capital. This type of function increases in
importance with the increasze in the gecgraphical area and the costs of moving
funds from one part of that ares to another.

Inasmuch as RKenya does not have a trus sgcondary mortgage market
for risk-free govermment securities; the fuadamental secondary marksat, the
stock market, is deormant; and the country is relatively-small geographically,
an obvious question arises: Are there any advantages of creating a secondary
mortgage market-like facility in Kenya?

An affirmative answer does not come from the "need” to lower
mortgage costsz, although that would be an impertant beneficial by-product. An
affirmative answer can be based on the reed to increase the return to savers
with the objective of increasing the share of savings in financial assets. In
Keaya's urbanizing and already financially-deep, open-economy, appropriately
structured mortgage contracts (that adjust for the high core rate of
inflation) can be expectad to be safe investments that are relatively
uncorrelated with business ris;, and afford a positive returm on savings. To
the exztent that already existing components of the formal financial sector,

e.g. building societies, and the POSB, can rely upon such safe assets with
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.which to pay higher returns to savers, the outreach of the formal financial
sector will increaseﬁl To the extent that NSSF pays a positive return to
Savers, the taxation of the return to savings declines and transfer of these
savings to consumption (i.e. government expenditure) is reduced.

The development of a secondary mortgage market, in the sense of
one intermediary selling a financial asset, a mortgage, to another
intermediary is complicated by ihe lack of true secondary markets in any debt
instruments. However, the principal achievement of a secondary market,
increased asset liquidity, is still possible. If long term investors provided
investments in mortgage iending institutions of comparable duration as the
loans financed, much of the uncertaiuties that create the demand for ligquidity
by deposit-taking institutions would be eliminated. Alternatively, if a
refinancing facility were available at market rates, liquidity needs could
also be more easily satisfied. These instruments could be an important means
by which the formal financial sector could attract household savings.2

1f the GOK is to accept the basic principle in the forthcoming
Central Bank-IFC Report, that market forces rather than administrative
dictates should set interest rates, facilitiss that permit households to bid

for credit shoulid be an essential component of this strategy. A correctly-

l. For example, the share of POSB in formal fipancial savings declined
between 1970 and 1982. Craig and Hanson.

2. The example of financial intermodiaries investing, i.e. depositing
funds for a longer term in other financial intermediaries is a simple process
that accomplishes much the same snds as purchasing mortgages. t is exactly
this kind of transformation of smali-denominated mortgage debt into larger
security like debt that the Federal National Mortgage Association (FNMA) c¢f
the U.S. engaged in as its first secondary market activity. Over the longer
term it has also packaged mortgages directly.

-100-



.Structured secondary mortgage-like facility can not only help empower these
demands (and thus help determine rates), it can also help avoid some of the
Mmost undesirable political impediments to moving to freely floating interest
rates (wide sudden swings). Finally, such an instrument may bs able to
increase overall savings, and can almost certainly help to increase the supply

of s&vings in financial assets.
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T.vI, RECOMMENDATIONS

Our recommendations fall into two categories: those in which some
actions can be taken immediately and those in which at least some of the
actions will take some time to implement. It should also bes nated that the
thrust of our recommendations is aimed at the financial sector. Although
government agencies do get involved in the housing finance function, i.e. the
National Housing Corporation and local authoritiss, we had indicated earlier
that our treacment of this in this Paper was nct comprehensive. Nevertheless,
one of our recommendations does take the financing of government housing
programs into accouat.

A. Recommendagion Mo, 1

Croate a Strengthened Requlatorv/Supervisory Framework for

Spvagializad Housing Fipance Lostitutions

A recently released IFC-Central Bank study recommends a new
capital market group to encourage, regulate and publicize the benefits of an
equity markst in Kenya. We beliasve a comparable
regulatory/supervising/coordination body ieg essential for the credible
development of a viable, strong housing finance system.

Prior to 1980 thero were threao specializeé housing finance
institutions in Kenya, two falling into the category of non-bank financial
institutions and one a building society. Today thers are four NBFIs
specializing in housing finapca and 32 building societies registered, most in
the last couple of years.

It has already been poiuted out that the Registrar of Kuilding
Societies, by nature of staff limitations if for nc other reason, exercises
minimal requlation/supervision of the building sociotiea., The Central Bank,

while recently being empowersd to play a more active role in building society
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-Supervision, is currently preoccupied with implementation of the new Banking
Act amendment and creation of a deposit insurance fund (which will also cover
building societies).

At the same time, along with the creation of many new
institutions and the problems that alone entails, you have minimal standards
for the business with many of the institutions involved with risky development
projects. For instance, the risks associated with financing housing
development projects as opposed to mortgage financing are significantly
larger. Failures by housing finance institutions on the development projects
they are so actively pursuing, even if the new deposit insurance protected
depositors, could de-stabilize the further development of a long term housing
finance irdustry and would certainly impact badly on the new deposit insurance
fund.

The development and location of the appropriate reqgulatory
Structure is a major imitiative that should be carefully thought out and
integrated into the broader finapcial policy being developed by the Ministry
of Finance and the Central Bank. For instance, should the Registrar of
Building Societies be expanded and strengthened in its present form or should
it be pulled out and the function expanded to include the housing finance
institutions other than building societies and perhaps located in the Central
Bank?

Such an issue is beyond the scope of this study although it
would appear that having all housing finance institutions supervised and
regulated by one body or department should be considered. We do not consider
it feasible at this stage, howéver, that zome separate agency be created to

carry out this function,
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B. Recommendation No. 2

Create a Liguidity Facility for Specialized Housing Finance

Institutions

As pointed out in the study, long term housing finance lenders
that raise a large part of their resources through deposits are faced with the
inevitable problem arising out of such activities of “lending long while
borrowing short", In Kenya, at present, the housing finance institutions
raise their money either through individual deposits or some form of term
deposits or housing bonds, mostly by other institutions, with a maximwn term
of three vears.

Given the competition for savings and some current uneasiness in
financial circles (thare is no deposit insurance in place yet) the resource
base of the housing finance institutions can be unstable (not so true of the
three o0ld line institutions but certainly of the others). The result is that
the more prudent institutions keep a high liquidity, much more than the
recently instituted 20%, but thes less prudent operate with a thinner margin,
In the former case the ability of the institution to make mortgage loans is
obviously curtailed; in the latter the risk of problems can be great.

At the moment there is no place for these institutions to turn
if they have any type (€ liquidity crunch resulting from a major loss of
deposits. In fact, one of the reasons that some of the institutions now keep
such a high liguidity is that the NSSF pulled back some substantial deposits
two years ago when the NBFI, Rural Urban Credit, failed.

We believe that, pending the establishment of some sort of
secondary financing facility or secondary mortgage market discussed balow, the
specialized housing finance institutions should have access to soma scort of

liquidity facility to see them through emergencies. Such a facility could be
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" - considered in conjunction with the strengthened regqulatory framework

recommended above.

C.  Recommendation No, 3

Encourage the Development of a Trade Association

The development of the trade association should be encouraged
and strengthened. The focus of many trade groups is to represent the views of
its members before government on matters of interest to the group. While we
wouldn't deny the need for such representation, we feel that there are other
important aspects of the housing finance industry in which the trade
association can play an important role.

One i3 to continue to push the idea of a secondary mortgage
market in which its potential members have plaved the lead role so far. But
it can go further than that in this regard. It caa actually promote the
trading of mortgages among its members on a trial basis as suggested below.

It can foster the development of standardized morigage instruments, perhaps in
conjunction with the regulatory body recommended above, that would be
necessary to the functioning of any market.

It rcan take the lead in creating common training facilities for
employees of its members. And finally, it can commission studies or research
into matters of interest to the industry. There are, of course, other things
in which the trade association can get involved, not the least of which is the
sharing of informztion that grows out of frequent contact, sporsoring
advertising campaigas to instill public confidence, etc. The point hers is
that the trade association can play an important role at this time in whe

development of Kenya's rapidly developing housing finance industry,
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D. Recommencation No. 4

Develop Secgondary Mortgage Financing Facilities

1. Long Term Deposits

The National Social Security Fund (NSSF) and the Post
Office Savings Bank (POSB) should break cut of their captive market position
ac supporters of GOX debt instruments. They could make loag-term deposits in
approved mortgage lenders identified by the Central Bank-inistry of
Financa1 at rates at a minimum of slightly above the rate on comparable
macurity Treasury securities.

As discussed in tho body of the report, this type of
mechanism apparently already exists but is not currently in use. It would be
desirable to determine why it has not been used since the demand for mortgage
credit should be high and tle current return on the NSSF portfolic is low,
These funds should he on-lent for mortgages at a specific mark-up (effective
yield rather than coatract rate). If the demand for credit exceeds the supply
from NSSF and POSB, approved lenders should be allowed to bid up the interest
rate differential over Treasurie:. Consideration should be given to limiting
the size of these lozns to, say KShs. 250,000 in order to provide maximum
access to families on the lower side of the income scale or setting some
percentage of the total that must be used for loans not exceeding a given
level.

The portfolio strategy now being developed for NSSF neecds to

evaluate the usefulness of mortgage investments within a broader, diversified

1. This function would presumably eventually be carried out by the
regulatery supervisory body recommended above. HFCK, Savings and Loar Kenya
and East African Building Society, for instance, would appear to meet any
criteria that would be set up.

-106-



.long-term investment strategy. Input into the current study is important,
The premise, however, should not be that housing finance per se is desirable,
but rather than interest rates should be determined by relerence to a real
positive return to the NSSF portfolio, rather than an affordable rate for
borrowers.

2. Encourage the Injtial Development of a sSecondary Mortgage

Market:

The first issue that must be dealt with is return. The
largest mortgage lenders are now lending in the 16% range and only the
smaller, newer institutions are lending at the 19% mazimum. Assuming that the
buyer of mortgages would not want to do thsa servicirq, you would have to allow
something for servicing. What that would ba in Kenya now isn't known although
HFCX, Savings and Loan Kenya and EABS could uadoubtedly come up with a figure.

Say that you allew 1l point to service. That could mean
mortgages for the big lenders selling to yield around 15%, the smaller lenders
at. 18%. If, as was pointad out by one observer, you can currently get as high
4s 13 1/2% -- 16% in two year term deposits, why buy a mortgage with its
potential proklems? Thus, for the immediate present, the interest rate level
has eliminated the mortgages of the large lenders and the smaller lenders
would undoubtedly be perceived as the most risky.

Howeaver, i% should be nsted that Kenya Roinsurance and
Kenya National Assurance Company, both goverament-owned, are currently lending
for mortgages at 13%. Such institutjons would appear to be likely candidates
at some poiat for the purchase of mortgages, particularly in the case of Kenya
Re which is also engaged in the housing development process, a risky venture

for an insurance company which should be looking for long term investments.
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The approach that would ippear to make most sense as an
initial approach would be to foster secondary market trading of mortgages
among existing approved mortgage lenders, particularly between smaller braach
offices of building societies in capital-short secondary cities and larger
lenders in the capiral-rich major cities as well as with insurance companies,
trust companies and provident funds. This process could evolve slowly of its
own inmitiative but could be accelerated through the informal contacts among
the emerging trade association membars. That is, through informal contacts a
housing finance institution could arrange to sell a small block of mortgages
to, say, an insurance company with the understanding that if any mortgage
defaulted the originating institution would buy it back. This kind of
activity could help to develop trust and technical assistance betweeu the
different institutions as well ag publicize the market. If such informal
selling and trading worked well, it could then provide the impetus to iszue
more formal securities. As the process daveloped, any impediments to the
formal trading of mortgages or mortgage-backed securities could be worked out,

At some point these securities could eventually be traded
on the developing capital market. The test would be the quality of the
mortgages involved, the reputation of the institutions originating tae
mortgages and the perceived and actual streagth of the industry as a whole.
This is where the regulatory/supervisory function recommended above comes in,

3. Mortgage Instruments

Qur interviews along with the affordability
and risk distributinn issues discussed earlier indicate that mortgage
instrument design is a major issue. Market rate but affordable instruments,
(e.g. graduated payment mortgages combinad with variable rate mortgages with

interest rate caps) caa be designed with success strongly dependent upon the
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" - appropriateness of the instrument. Sophisticated financial instruments cannot
solve all the affordability and risk problems associated with housing finance,
but sophisticated concepts can be used in relatively simple forms to improve
things considerably.

With regard to mortgage default insurance, we are not
advocating the institution of such insurance by govermnment as a necessary
ingredient for the sale or trading of murtgages. However, as pointed out in
the body of the report, Home Savings and Mortgayes has worked out a type of
private mortgage default insurance with one of tha insurance companies., It
would be worthwhile to look at the mechanics and experience of this endeavor
and attempt to explore with pesasible secondary mortgage investors whether such
a factor significantly increases the attractiveness of the mortgage as an

P»
invastment.

E. Recommendation No, §
Ihere is a Need to Identify and Clarify the Appropriate
Finaagial Relationgship Between Public and Privats Housing Finance

The Nationzl Housing Corporation's (NHC) relatiens with Local

Authority (LA) Governments need clarificatiou. We have been told that at
present the ramittances on NHC projects that are collected by LAs are usually
not repaid to NAC. Instead they are used as a source of funding for LA
expenses. The GOK has to use its own revenue to repay the loars to the World
Bank and AID, while LAs use the proceeds of the investments to fund what must
frequently be recurrent axpenses rather thar investments. Central government
may want to provide grant assistance to local authoritier. However, to use
what is rominally a finaacial transaction to do so obscures the nature of
intergovernmental relations. This is obviously a complex topic that goes well

beyond the scope of thisz project. However, to the extent that it effectively
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- . decapitalizes a major participant in the housing market it is worth the
attention of the housing sector.

Zechnical [ssues

1. A study of the financial conditions and relationships of
housing intermediaries and transfers to this sector and urban sectors would
help make subsidy lavels and their effects moro explicit. When the public
sector accounts for such a large and declining share of housing production,
its relationship with potential private intermediaries should be clarified.

&, A stvdy of the targeting of existing subsidies could
probably improve empenditure efficiency. ©NHC, for example, lends at 8 1/2%
and, for projacts with external fineacing, e.q. Housing Guaranty loans,
slightly above the rate on the international loans, e.g. 11 1/2%, regardless
of what the domestic market ratae of irterest is. Currently, the former rate
represents a subsidy of 10 1/2/19 = 55%. And, since loans recovery is poor,
this can easily increase to a 75% cost reduction. It would be much more
effective if smaller subsidies, say 20%, were allocated to those households
who were thought to be cleoser to buying a unit. In addition, NHC's loans
range from KShs. 250,000 to KShs. 400,000. It would seem that WHC sho:ld
serve a lower incume group. By providing smaller subsidies to less expensive
units the number of units induced could he a multiple of current levels.

3. A comparison of intsrost subsidies with loan restructuring
could show the costz of the former (as well as current approach) used to solve
affordability problems. A gcod deal of GOR concern with housing affordability
wag reflected in the perceived need to lower mortgage interest rates relative
to the rates om other financial transactions. Unfortuantely, the implicit
subsidies associated with the more affordable, but lower return, mortgages

requires lower returns to savers or increased government expenditure or both.
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- It also typically means that the supply of such low cost loans has to be
severely rationed so that few households have access to any credit,

An alternative means of lowering initial mortgage expenses
that does rcot require subsidization is to use graduated-payment-mortgages.
Those loans cali for an incrsase of a cartain percent of the loan amount for a
specified number of years, after which payments lavsl out agair. For example,
at 2 19% mortgage rate a loan that increased by 6%, (i.e. about half the
inflation rate of the past seven years) for the first five years of the loan
life and thereaftaf levels off, would produce a 20-25% reduction in initial
monthly mortgage payments. In other werds, it would make the initial payment
on a 19% loan like the paymsnt onm a 14.5-i5% loan, and do so without subsidy.

A3 loung as the rate of graduation selected was
significantly smaller than the inflation rate, even if wages did not keep pace
with inflation, the increased payments would nevertheless require a small
share of monthly income.

4. Integration of Housing Needs Model Estimates with Housing
Reforms. 1In the first part of this study we attempted to iuentify the
strengths and, importantly, the weakneszes of the housing needs model. When
decision-makers focus strictly on the numbers produced by needs studies, there
is always the danger that they will adopt policies which will be oriented
towards production and subsidises. This kind of thinking can have adverse
condequencas. The analyst who proclaims the "need" to dirsct 11 percent of
GDP to housing is likely to be met with a great deal cf skepticism from those
who would argue (correctly) that such a policy wouid be bad for the economy,
Such préclamations can shift attention away from housing finance and building

standard reforms to debates about the size of the government's housing Ludget.
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It is a point worth repeating: the needs sstimates do not
dictate what share of GDP should go to aousing or how much housing should be
produced. The housing nseds assessment methodology can yield figures which
give am indication of the magnjitude of Kenya's housing problems, and can
provide & sound basis for comparing altarnativas housing ztrategiss., OF
particular interest ig the fact that tha methodology is currently being
revissd such that analystz will soon be able tc examine the impact of
gracuated payment mortgages om affordadility. The nethodoiogy remains a
useful device that forces plamners and policymshers te think about the
relationships between their policies and a variety of ey economic and social

indicators.
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Annex A

KENYA HOUSING FINANCE STUDY

Scope of Work

SERVICES TG or PRIVIDED

Purosose of Study

The purpose of this gtudy is to <dazcrise Che Boiuviure ama
Lo analyze the rocent trends of tha nousing firnancs system
in Kenya anG to assess the aceguacy of the shriaciuee in
neeting the houging needs, both rorvaage and venwal, of all
Kenyans, with i hasis on thorce families af low and
moderate income. {he Study will alse addrese the

ossibilizies for nokilizing an Intressing flow of
domestically generated Fesousees be the sheltap Zgctor and
the weans by wvhich this Ray b2 azzomnlished. The seudy
will alsoe roview present Governmint golicios angd actiong ag
they &ffert the flow of funds = the housing sector with a
view to recommending chengos sng macvationz in order e
make the catslytie gols of Lthe Sovernmens more ¢ifective in
mobilizing and channeliing financial and other vezources oo
housing., The pogsibilities fer the cotablishment o8 a
Secondary mortgage markaeb will be elaborated upon and if
the findings indicate the foxgibilizy of o ceaondary
mortgage market in the aeop future, specific gkaps will be
delineated which lead directly bo its astablishmeny.

The study will be used together with thas recensly
completed in Zimbzbwe as the basis for eitablishing a
methedology for future financial studies on the housing
situation in develeping countrios,

Scapn of Work

The concultant geam will:

l. Review all matecialis zecently completed (e.g. within
the past five vazrs) d2aling wiek Terigace and rental
housing nseds in fenya, focusing en the noeds 0l low
and moderate income houzehelds., Available informacion
and/or receat studies on Kenya's capital markets will
alse bz reviewvad.

2. Update estimates oF effoctive housing demand wih
special emphasis on low cost rousing (i.e. below KShs.
120,000 per unit), and 2stimate reguired levels of
housing producticn and finzncz 2o meet the cemand for

the next 22 yoars,

A-l


http:fa,-e.on

5.

Briel'y describz the currens structure of the
financis) scctoc in Kenva, il ‘tifying each tv=a o=
finarcial inctiturjion DY function and :zhe relative
size of coch as meazured <Y 12 poreeontage of total
Einancial aszeots in tha country. Instituticnz to be
described :hall ingicda, bLue not o limitod to, tre
Contral Donk of Renra, Netions. Social Security rune,
the comme~rial bankz, £ip 22 Ledsns, merchant bants,
the building Saclieting, pansion

3

ans ¢ lNZdrance and
prevident fundg, Co-operative cavings and credit
socletios, and other coozerative and agricultural

crecit instizutiors.

Discuss trends in the naticnal governmeat'c Jorrowing
requirements and eipected ¢em--4 for berrowing in the
near term fusure. Commant or the effect governman:
borrowing is cxpec* ! %o have on the financial ecystem
(e.g. on interest fraces, liguidity, reserves).

Briefly discuss current tronds in lhe finaneia)
sectcr, evaluating the girength of the syziam as a
whole ang identifying fecent ‘chasnges in the relative
strength of each tvra of institution, Discusgion
shall ‘=clude a degerizntion of the liguidity positimn
of the wvariousg Eypes of iaztitutior~,:

Lnalvze the cffect of goveramental actionrs and
Polizies in s£o far as c.feciive eparation of esch tvpe
of institution ‘= concerned (e.9. on intcrest rateg,
rezerve requicecnents, cte). Discuss the role of the
Ministries of Finance and Planrning and Natinnal

Ceve® “zrent in estazliching eecr~mic planning policy
and the role of the Central Bank ‘n regulating the
financiael sector.

i
i
"
k

Ciscuss in greater dotesiy Prisary housing fincace
market, describing the ral the (a) building
scricsies end cthoer Private sactor housing finance
institutions and (h) gevernmental and lozal auvthorivy
housing firance and Precduction astivities, Diccussion
shall included the tvpe of housing finznce and the
target group served oy particular tynes of
institutions and the "tunts of such housing financed.

the
e Gf

Describe the vital rolc of the infermzl sector in both
rroviding chclter fin-rcs a2md i zreducing “sucing.
Altrough the study w1t f=mus en c2rnzl eactor housirg
finzace and preduction, it w.oil G326 ascris: the roio

£ the infozmal zector - cluciduta sreas Sor furthar
lnvestigetion. A spocial sestisn of the stuidv will
cever the linincing of r:-2) fousing productisn 23d
Lssraaing.
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lo.

12.

Assess the activities and stzucture of thre housing
finance scctor visz-a-.is local c2pital markess.
Discuss the mobilization el mrimary resources for
housing financa, including domestic gavinsg-
qeneration; government ctlays, external and other
Sources of funds., pescribe constraints whieh
cuarrently limit the flow of additional funds .5 the
sector and implicit and explicit policies and factors
which have tre effece aof divecting the flow of
fecourees toward certain t7pes of institutions
building socizties, commercial banks asd other
investments. This vwill inelude an analysis of the
~ffects of tax policias and structure o0 the
rbilization of savings by building seciating,
commercial banks cad other key financial
instituzion;, A special review of the effectiveness
of the operation of the housing bond a3 an investment
for channellire funds to the housiang sector will be

Rade,

Review previously promared studies on tha fFossidble
creation of a secondary mortgage market in Renya and
evaluate the current =lipate for the establishment of
such a market. This will include a discussion of the
ecle and trends in tha Securities macket in Kenva.
Should it boa reaffirmad thae & Secondary mortgage
market is feasible, the consultant will prepare in an
annex a step-by-stap sz2nario of acticns, both
legislative ard requlatozy, which must be taken to
establish such a market and an estimated realistiec
timetable for cach rejaired action. (A critical path

analyzis is cuggested).

Prepace specific recomaendaticns for improving the
funztioning of the hzacing lineres cyctan and fe-
attracting additicral reezureas to the systan.

Qualifications of the Ceasulting Tean.

The Consulting Tean shalil consist of the following:

1.

Cne housing finance and nanking specialist (Team
Leader),

One housing cconomist.
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5. One experienced wractitinzer in kousing finance wi=n
an in-depth understanding of secondary mortgage
markets.

In zddition ghe Consulting Tsam will be agsiseed by two
experienced local practivioners familiar with houszing
firance in Nenya. They will be geparately contraceasd,
Theiec qualifications wi'l bea apnzoved by tha Steering

Commiztee veforred o below.

Twot 0f Performance

partien of the assignment shall begin on
154, whe field assignment will commence on
and terminace on February 14, 1965. The first
L shall be compleied by March 7, 1986.

el

Pt g

3 £i
Jarnwagy L3,
January 20
draft repor

Coordination, Relatioaships and Responsibilitics

The study will be guided by a Steezing Committes comprising
the Ministry of Works, nousing and Physical Planning (in

the chaict), the Kenya National Houzing Corporatien, the .
Ministry of Planning and Matianal Develesment, tha Ministry
of Finance, and USAID. The teem leader will repcr: at '
least every two days on progress e the Chair ard USAID and
the entire consultant team will Feport periclically to the
£ull Steering Commitiae while ina £Iaya.

Reports

A £inal briefing sessicn will b2 held with the Steering
Committza prise o dazartiura of the tzan frem wenya as

which time an cutiine of the written ctudy highlighting tle
main reccamendations will be pregental. Ao UL ranacy
will be sent te Kenyas for comment wiehin three weeks after
the return of the team to tho United States. Within one
veek from whe receipt of comments £rom the Goveenment of
Kenva and RHUDC on the draft remort, the final revigion
shall be coapletad. Fifty copies of the final teport shall
be reproauced.
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Annex 3

Background Materials
Reviewed for Study

Republic of Kanya - Sessionsal Paper No. 1 of 1986
on "Economic Management for Renewed Growth"

Republic of Kenya - Economic Survey 1885, Central Bureau of
Statistics, Ministry of Finance and Planning

Republic of Kenya, Housing Department of Ministry of works,
Housing and Physical Planning; Central Bureau of Statistics;
Ministry of Planning and Natlongi Development,

"Urban Housing Survey 1983 Report®, draft, nc date

Republic of Kenys, Ministry of Works, HMousing and Physical
Planning, "Kenya Low Income Housiag Report"

Renya - Sgaff Report for the 19088 Article IV Consuvitation and
Review Under Stand-By Arvangenent, Mewcrandum from the
Secretary to Members of the Executive Boarpd

Annual Report, Central Bank of Kenya, Various Years 1981-88

"Planning For Progress: Our Fourth Development Plan 1579-83",
A Short Version of the Development Flan, GPO, Nairobi, Kenya

Central Bank of Kenya -« Internationa
"Developrent of the Money and Canit
October 1984 (hut only released in

Filnance Corporation,
Markets in Kenya",

1
1
arech 1936)

;
World Bank, Kenya Country Economic Hemorandun, October 5, 1983
World Bank, Kenya Population and Developuent, July 1980

World Banlk, "Poverty and Growth in Kenya®, Stafs Wertking Paper
No. 389, May 1980

World Bank, "Kenya: Growth and Structural Change", Volumes I
and II, 1983 '

World Bank, "Kenya: Economic Development and Urbanization
Policy", East Africa Projects Departuwent, 1983

USAID Office of Housing, "Xenva Shelcer Sector Study and AI)'s
Experience”, August 1979

B-1



AID Project Paper, "Small Towns Shelter and Cosimunity
Development', 19853

AID Project Ydentification Document: Kenya 615-HG-007, 1983

AID Project Faper: "Xenya Private Sector Housing" 615-HG-007,
1983

AID Country Development Strategy Statement For XKenya FY 1986,
Unciassified

Reilly, Terrence For USAID, "Preliminary Observations on the
Kenya Capital Market', 1983

McCulloch, Koczela and Lowe For USAID, "Opportunities For
Mortgage Financing in Kenya', 1983

Internationai Resources Group, Ltd. and Price Waterhouse For
USAID, ''Kenya Equity Finance Study", 1985

Deloitte, Haskins and Seils, "Credit Prefeesibility Study of
Private Sector Hural Enterprises” fop USAID, December 1932

Deloitte, Haskins and Sells, "Report on Non-Bank Financial
Instictutions for USAID", December 1984

Rourke, Phillip and Roscoe, Andrew, Robery R, Nathan and
Assaciates, "An Assessment of National Housing Neceds and
Affordability in Kenya 1983-2003" for AID Office of Housing,

March 1984

Coopers and Lybrand, "Study of the Operations of the National
Housing Corporation", for the Ministry of Urban Development and
Housing, GOK, September 1980

Fair, Denis, "Keniya, Pressure on the Land", African Insight,
Yol. 15, No. 1, 198% pages 22-25, 47

Fair, T.J.D., "Urban Growth in Kenya", African Insight, Vol.
13, No. 3, 1983, pp. 183-18¢

Amis, Philip, "Squatters zng Tenants: The Commercialization of
Unauthorized Housing in Nairobi”, World Development, Vol. 12,
No. L, pp. 87-96, 1934

African Business, periodical, various articles

Finance, Xenyan periodical, various articles, 1985-86

‘World Development Report 1985, many basic tables



UN, US Census Bureau, World Bank, various Kenya population
estimates

Miscellaneous Kenya newspaper articles

Miscellaneous Annual Reports, Financial Statements and
Brochures From Kenya Financial Institutions
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ANNEX C

Chapter II
Overview of the Methodology

Reproduced from Preparing a National
Housing Needs Assessment

by Robert A. Nathan Kssoc1ates, Inc.

and the Urban Institute. Office of

Housing and Urban Programs, Agency

for International Development,
March 1984

c-1



Preparing & National Housing Needs Assessment

CHAPTER 11 GVERYIEW OF THE HETHODOLOGY *

The housing needs assessment wmethodoiony
presented {n this report addressel <wo Yundamental

{ssues:

o Physicel housing mneeds in terms of
numbers of dweliing units

0 The f{nvestment necassory %0 provide the
roquired niusber ef wnits end {is
financing.

Any housing meeds azsesswent sust begln with
an analysis of current heusing Reeds and then
project future housing meeds foking fnte account
demographic, suelel, wnd accnsenie changes iikely te
cceur over the eourse ¢f the planning sericd, in
this ¢ese twsnty yerrs. A giaplified view,
therelore, ddentifics two components of mesd: (1)
current neads for housiag upgrading, replocement,
or -congtruction Dased oa the condition of the
existing housing stack with ¢he zhlective of
providing 8 miaimm occeplable lave? ef heusing ¢o
all the natien®s people; end (8) Future noeds
reflocting population grewth, household formstion,



urdanization trends, and the rate of decay of the
existing stock.

In this wethodolegy, the physica? needs ara
projected 1n the form of units per {acume group and
Tocation over & twenty-year perfod ad fivg-year
facrements.  The projections 1include separate
estinates for the number of new dwelling units
required to oeet population growth, the number of
uggradable units, the numdar of substandard units
that are not upgredable and <Cherefore require
replacement, and the number of addizfonal Cusiling
units requirad o alleviite overcrowding. The
incremental {nvestment requirements of & housing
prograd dasigued to maet these needs s  them
computed. TRy uvestment requirement 18 further
axanined in terus of the portfen of investment that
will be recoverabio through .afferdebla payments by
households, and the subsidy reauired to dring all
houssholds up o a minimum standurd Reusing level
detarmined by the policymaker,

To provide for the {ewTomontation of tho
housing naeds assessment methodslogy, & relatfwyly
siople nsthematical wodel and a computer progeim te
solve ¢hat model have besn prepared. The couwputar
progrea has been written in BASIC %o perait s
easy adaption €0 aimost seny micrecrepuler sy3lewn
meeting the wodust storage requiremants described
in the accompanying user's manual. In fect, the.
Bodel has  alres bear  implemented en twe
elcrecomputers, the MNewlett-Packard end  Wang
Personsi Computers. It 13 & flaxidle pregrsa that
ailows wse of dutailed, diseggregated prejections
wien these are availebla or generatss scme
fndicativa rasuits on the basis of less completa
data and sicplifying assumptions. Similarly, the
mathenstical end other calculations that make up
the model can be complex 17 the values of & large
aumder of tha varlabies fncluded 1n 18 charge ovar
time, ragion, oF {1ncoms category; but thesa can
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al1sc be reduced to fairly simple form and solved by
hand {f a number of simplifying assumptions are

made.

Discussten of the heusing needs sssossment
methodology wili be prasentad with raeference ¢3 the
wicrocomputer model and Yor the simplast ease that
cen be used to {llustrate the basic pviﬂcipges of
its operation. [Review of the user's mamyal’ will
enabls the reader to appraciuie wore fully the
computer modei's extended erpobiiities.,

A, Sumary of the Calculations

The wmicrocomputer program  thet haz been
devalopad 13 oriented primarily towerd providing
estiustes of housing needs and {investasnts, thus
permitting evaluation of - ol¢arnative housing
strategies and  f{dentification of affordable
options., A codel of household foruatisa and
housiny expendityres providas the logical {ramowork
for the  caleulationg erformed by  the
microcompuiter, Like all sodels, this ene 18 based
on certain assumptionz thet should be c¢learly
understood both fa structuring Lhe gsecenarfos to be
anslyzed with the nsthodelogy and 1n Interpreting
the results 1t srovides.

The most {uportant espect of the =athodolegy
to be kept o wind s Chet all calculatiens are
based on %the assumption that the 2e¢al housing
needs projected Cor dseh time perded will De fully
mzt with housimg that satisfies minimum standords,
In celoulating investment. the aodel assumes that
na future f{ncrements %0 tha substenderd housing
stock will take piace ot amy time follewing ¢he
bage yaar chosen Tor the snalysis.

If the wmethedalogy were coriented primarily
toward forecasting gnd prediction, its
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:gplicability would be limited In some countrigs
ere future {ncrements to the substandard
stock--the continuing proliferation of squatter
settiements--may be {inevitable. Hswever, since the
modei 13 1in fact structured te fFacilitates the
comparative aevaluation of alternative approaches:
toward tha satisfection of projected housing needs,
the stipulation that 8!l housing programs anzlyzed
meet minfmam sheltar needs, and thorefore provide e
commen stenderd for jtratagy evalution, 13 gntirely
appropriste,

The model is designed o accept up to three
regional disaggregetions Tor the projectien sof
housing needs and tha configuratien of apgrugriate
housing programs. Ia Kanys, the mest fluportant
disaggragations wers “metropoliitan® (ineluding the
two !ar?ést citios, ialfrebi znd Membase), “othepr
urban® (fncluding all other towns haviag at lsast
2,000 in population as of tho Tatast coasuz}, and
‘rural.” In  Sri lLanks, a wmore appropriste
disaggregation we2s defined by the cstegories
®urban,® “rurel,® and ®astate.”

Housing nesds for these three arsns are
projacted for wack five-ysar perfed within g
twenty-year planning pariod on ths Oasly ef

vpulation  grouth, interregional aigrat fon,

ousghold formation trends, and & program dofimed
by ¢he wuser to wupgrade or rveplece substundard
components of the bass-year housing stock ot & rate
which the user determings.

The total cost of new housing wunits and
upgrades of existing housing units required to meq:
total prejosted housing naeds are caleulatad on the
dbesis of unit costy ?rovidad by the wuser Ia
sccordanco with the design standards specificed for
each strategy. To detarmine what level of publie
3ubsidy, {f any, would be required %o fmpiement the
program that has been speciffed, the plamner
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compares these costs with the maximum housing
values that households 1n gach quintile of the
fncome distributfon ar¢ estimsted to be abis teo .

afford.

Key factors affzcting the ¢otel <cost of
housing programs dafined fn this mannsr include
growth 1n total hguseho!d nursers, grewth in rate
of urbanization, ra.«° of gscalatisn  in
constructicn cos3ts snd, eospeciglly, the minimm
design standerds and corrgsponding unit costs
specified for the housing progranm,

Housing s&fferdability dncreases (and subsidy
requirements  decrease) 28 houscheld  inceme
fncreases, sheres of Income devetgd o housing
fncrease, fimancial Tending terms beseme more
favorahle, and housing costs fall, .

Of thase varfablag, minfuum bhousing design
standards and costs lend themselves most dirﬁctay
to public policy intarvamntion. The interplay of
housing dasfgn stendards, progrem cos5sts, and
housing affordability through succassiva fteraticns
of the wodal can halp housing plisnnerg and policy
analysts structure & realistie avpraach Hhat will
satisfy bosfc nesds through the adepticn of
standsrds which, whiia offering real improvesest
aver finformsl gsector Uiving eonditions, are alse
affordadlis by most lew-inceme househelds.

- Pigure 1 {dentifies the maln compenents of the
madel in scamewhat greater detaili.
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scale of the housing program to be analyzed through
subsequent caleulations.

The efferdebility of alternetive housing
packages s deterainad by current and projected
incomes of th2 wvarieus sector:s of the population
requiring housing, and by ¢he costs of these
siternatives. Vhese elements of a housing mesds
assesseent are considered fa woduies 3, 4, 5, and 6
of the medel in the following manner:

e Heduie 3 projects household {mcomes For
subsectors of the nopulsifer by income
distribuzfon subgroupings.

0  Hedule 4 calculates housing aifordability
for subsactors of the popuiation Lased om
household incomes, housing awmsrdtture
patierng, and terme of housing Vinsncs,

o HModule 5 speciVies the eurrsnt and futurs
costs of glternative shelter soluticns
defined on the beafs of the dwelling
standards established by planners,

- Hedule & classifies all  households
according to the housing stesnderds ¢hat
they can afferd.

On the basis of totsl shelter noeds and the
housing stunderds that are offordable &y varisus
segmants of the populatien, modules 7 and 8§ arg

then used toe-

co  Datermine mationsl lousing fnvestmant
requirensnts;

== Identify thosa sagments of the p@guiatioﬁ

which, on the basis of their inabilfgy o
- afford  currently aveilable, swintmm

Cc-8



. standerd, formel sector housing, meke up
the target group for housing programs; and

-« - Estimate the level of direct subsidy, i{f
any, that would B required to bring all
housing to the chesen standard.

The informalion provided <¢hrough these lase
two modules cenables plannars o avaluate the
implications of aiternitive housing programs in
ralatfon to macro-level projections of {avestment
and savings, public sactor oxpenditures, formal
sector loan volume, and other indicators.

8. Linitations of ths Madel

Although the @odel hos bLeen demenstrated to
provide genuing Insight on a verfsty of housing
policy {ssues, saveral distinct Timitations of the
pethodology must also be clearly kept im mind.

One 1mitation, already mentionad, I3 that the
caleulations do not permit future additions o the
substandard stock. That 15, the model assumes that
there will be no lag In developing the capacity
required <o bulld gnough units that conform to the
minlmum standsrds te satisfy incremental housing
needs. In reality, 18 way take soms tims to drin
formal sector building caspacity up to the IJave
required o ceet 300 percemt oF needs, and
additiens ¢o the substandard stock may be expectod
to maka up the snert?ail in the interim. Although
this fenture of the wothodoleqy wey appear to be &
limfzatden for forocasting purposes, 1t has no
refovencg ¢o the corparative evalvation of
alternative houstng strateglies. And, 8s the user's
manusl ouplaing, more roslistic forecasts ecanm be
made by manually asdjustisy the compesition of the
total projected housing stuck and °restarting® the
- mode? .2t some future yser when {8 {3 estimated that
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building capacity can realistically be brought up
to the required 100 percaent lavel.

Second, the logfc bahind the cepitalizationd
of housing 2xpendfturas  should ba ¢learly
understeod.  Aithough the analogy %o tortgage
financine 13 used throughout the discussion of the
methodoloyy, ¢ome households sy net find the
financing necessary to onsbla them ¢o fanedietaly
acquire heusing assats up %0 the full amount thsy
can afferd. Some househeids will securn morigese
finuncing ot these Tleveis, whilas others ey

radusily build up their housing assets through
nvestments axponded over & long peried. By
capitalizing these investment expenditures, we cun
estimate the present value of the essets these
househoids will eventually cormand. As 8iraedy
noted, hewaver, the fact that the fmeome: of these
households will support thadr gventus) CIATRER AR LT
of houzing of 8 certain walus dees nmot necussard iy
fmply thet the finencing %o moke s housing
frmedfadely  aveliebla  will Beo necassarily
forthcom€n$¢ Fingncing ¢o support the housing
programs formulated with the assistance of the
needs essessnent methodology must ke daait with

separately.

Third, because only five {ncome ?roups per
sector are represantad In  the wmedel, ¢ s
difficult 2o simulste policfes that affect lecs
than very largs parts of the peopulatien. The
viewpoint of the mathodology iz distinctiy maero
and cannet sunstitute for wmore detsiled project and

subszetor lovel studfes.

Finelly, $n caleulating estimsted subs iy
requirsments o mplement the warfoug housing
programs that msy be analysed, ¢h3 emthedology
assumes that all government resourcis go oply to
households in"the defieit groups, in exactly the
required amounts, and that there s ms substitutien
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of government axpenditures for expenditures that
wpuld, 1n the absence of subsidies, have been
undertaken enyway by recipient households. [n
effect, the model presumes perfect targeting
sfficlancy in  tha ostimstion of subsidy
requirements, and  thorefore understates the
resources needed to fmpisment a real-world program
whore some leakage end wasts are {nevitable. The
methodology 93 neutral fn thig respect Ddetween
alternative  housing stretegies, but it st117
provides {mportent evaluativa guidanee 1dn a
comparative  gense. Alse, the degree of
understatoment of subsidies iy 1ikely ¢o ba small,
srtieularly  when the ostimated  number of
ouseholds needing 3ubsidy wundar the heusing
rogras fa quostion s small. In general, tha
arger & subsidy program, the Targer tha ¢ractien
of total subsidies thsl ends up going ta Lhase who
don't necd Sthenm. Therefors, the degrea of subsidy
undarestimation in the eodel becausa of n@g!ec%ﬁng
targeting inefficicncies i3 Vikely to fncrease wit
the size of the astimated subsidy progrem,
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ANNEX D

This annex describes how the housing needs assessment originally
conducted bf Phillfp W. Rourk and Andrew D. Roscoe was updated for cthis
study, and presents the results of this update. The first sectlon
describas in detsil the ravigicus rade to the model“s date inputs and
hovw these changes arc likely to affect neads estinates. The nesxt
section presents vevized estivates of key need indicators and contraste
these with the Rourk and Roscoe (R&R) findings. The final section
sumparizes results, wmakes recoumendations, and digcusses factors to
cousgider in conducting foture needs K¢passurnta. A socond sannex follows

this one; it prasents aa excarpt frox CGuidelinmee for the Preperation of

a Hevaling Neede Awscwvsment (Robert R. Nuzhan Agpociatas, Inc. and The

Urban Institute, 1984} which contains an ovarview of faz wothoedology
euployed in the R&R study and this update. To get the must out of thig
annex, onz ahould already be familiar with the R&R houning needs
assessment. For practical purposes, this snnex doos uot attempt to
explaic all of che inpute usnd underlying assunpcions that went into the
original study. Tnstard, it focusez op the changes iwpleosnted and
their effect on the rasvised weeds estivates.

This update utilizes sources of data which were not aveilsble at
the tina of the originsl R&R study lncludiné & variety of zurvey
results, gevernment housing policy reports, and vevised CBS ¢oclmetos.
These date gources were carafully reviecved and aew dats was incorporated

into the revision of the bsse case whersver practical. Since every

l. All wenetary amounts, unless otherwise noted, are {n 1983 Ksh.



possible change could not be implemented given the time and resource
constraints we were working under, we tried to focus on those itemz chat
have a relatively large impact on the needs estimates. These {tems
include: ghe condicion of the existing housing stock; costs of new core
housing units; national income and capital expenditure estimates; and
the program to reduce overcrowding, replace dilapidated units, and
upgrade substandard units.

Little was known about the size and condition of Kenya“s housing
stock at the time of the R&R study. Rourk and Roscoe relied heavily on
a study by Lloyd W. Morris (1983) for guldance on estimating housing
stock figures.1 For this update, two previously unsvailable SUEVOYE ~-
The 1983 Urban Housiag Survey (UHS) and the 1876 Second Integrated Rural
Survey (IRS-2) =- yielded dats which could Be~waed to.clammify dveiling
units into permanent, upgradable, and non-upgradable categoriep albelt
in a crude fashion.?

Table P-1, which 18 based an UHS data, vategorizes urban dwelling
units into three categorics depending on the type of housing. According
to the authors of the UdS, permanent units include houses, maigonettes,
and flate; ecmi-permanent units include those in svahili-type
Structures; and inadequate units include ghancies and other temporary
structures. Furtheraore,

housing units are considered upgradable when thay
lack basic water and sanitary facilities sad such

l. Lloyd 4. Morris, A Computer-Based Model of Basic Housing Needs
in Kenya, USAID Office of Hoeueing and Urban Programs, September 1983.

2. The UHS also contained estimates of the total urban housing
stock in the base year, 1933, but sawpling and definitionsl problems
preventec us from using these figures. The UHS covered 89% of the 1979
urban population. :
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TABLZ D-1

TOTAL UORRAN DHELLINGIUNITS, BY
TYPE OF CORSTRUCIION" AND AREA

(percent)
Permanent feni-Permanent Inadequate Total
Metropolitan? 54.3 28.0 17.7 100.0
Other Urban3 52.8 8.5 38.7 100.0

1. ~Permanent” includes houses, maisonettes, flatsa; "seul-perzanent”
includes swahili~type unity; "inadequate” includes shantice and vther :
tegporary structures. It is generally believed that many houceholds described
their units as "houses” evewna though they cccupled other types of gtvructures.

2. Includes Nairob! and Mombasa.

3. Includes oll other towns with 2000 or more perzons.

&

Source: Urban Bousing Survey, 1983 (CBS and MoP&ND, 1986), Table 2.4, p. 51.
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infrastructural wervices aa sevwage, elecetricity and

roads. The status of these units can he uppraded

with the provision of the sald facilities and

services .... ;Tlhe type of honsing units which

lack the ebove facilit{es wost are shantiss. Only

a very lmited number of hoeze, malscnuttes, flats

and swahil!{ type houmes lauck theesa facilities.

(CBS and HoP&ND, 1986, p. 543
Table D-2 shows what share of units did not have either a private oy
communally owaed source of water. Amsuming that nearly all of these are
shanties, oud thet there s g high correzlation beeween not ovaing a
source of water and haviag inadaquate sanitatl.. facilities, then
rougnly a third of the netropolitan wnite nud half the other urban units
which are labeled “inadequate” in table (-1 conld be characterized &s
belng non~upgradable.1 The remadning “lsadequate” units could be
considered upgrodable. The peraognent and cemi-persanent units ¢ ould be
placed together into g single permanent cstegory.

For rural aress, we can use data from IR5=2 to categorize dvelling
unita.? Table =3 displsys varicus characteristics of rural dwelling
units in 1976. While & good deal of variation exists across provinces
it is clear that for the countty ae a vhole rural housing is largely
constructed of non-durable naterials. Rearly 70 percent of all wain

dwelling uniie had thatched rocfs, about 88 percent had oud or vood

wvalle, and over 90 percent hsd earth floors. Since replacing &ll1 such

1. The metropolitsn area inecludes Nafrobi and Mombesz. The other
urban area includes all other towns with 2000 or more persons. About 18
percent of all urbdan units had tollet facilisies other than a private
fiush, pit, or communal flugh (CBS and MoP&ND, 1985, p. 113),

2. Although IRS-2 wag Iniciated in 1975, the proportions of
households and dwelling unitp falling inte varicun categories were
assumed to apply to the 1983 bage year housing stock.
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TABLE D-2

PERCENTAGE O7 TOTAL URBAH DWELLING UNITS
WITH MO PRIVATE OR COMMUNALLY OWNEZD
SOURCE OF WATER, BY ARZA

Percent
Hettopolitanl 5.5
Other Urban? - 17.5
Country 10.8

1. 1Includes Nairobi and Mombasa. ,
2. Iaocludes all other towns with 2000 or FOre persons.

Source: Urban Housing Survey, 1983 (CBS and MoP&ND, 1986), Table
3.6(db), p. 110,
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TABLX D-3

PERCENTAGE DISYRIBUTION OF MAIN DWELLING ONITS,
BY TYPE OF CONSTRUCTION AKD PROVINCE

Rife : Nationa
Coast Eastern Central Valley Nyanza Weastern Total

Type of Roof

Thatched 91.7 63.3 32.4 75.8 8l.4 85.3 68.8
Tin Can/debe 0.0 1.0 8.2 1.2 0.3 0.0 2.1
Corrugated iron 3.4 35.2 56.6 18.1 18.3 14.] 27.1
Other 4.9 0.5 2.7 4.9 0.0 0.6 2.0
Total = 1002 100.0

Type of Walls
Mud 84.9 73.6 71.4 79.3 89.2 93.1 81.3
wOOd 000’ 504 1"'7 . 13-1 109 1.0 7¢°
Stone, brick .
concrete 6.8 18.7 11.8 6.9 4.2 4.9 9.0
Other 8.3 2.3 2.1 6.7 4.7 1.0 . 2.7
Total = 100%

Type of Floors
Earth 92.3 89.4 87.0 £9.5 92.8 93.5 90.5
Conctete 7-7 10.5 11.9 9.8 702 602 9.1
Other 0.0 0.1 1.0 0.7 0.0 0.3 0.4

Total = 100%

Source:. (BS and MEP&D (1982), Table 7.13.
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units i3 unthinkable, we again examine wazer accessibility and
sanitation facilities as principal indicators of housing quality.

Toble D-4 reveals that 38 percent of all rural houveholds versus
about 3 percent of urban households have no sauitation facilicy.
Virtuslly all of the rewaining rural households rely on pit latrines.
Thus, &t 8 miniaum, we can say that 38 percent of the rural housing
stock could be upgraded or replaced. However, accesaibility to water is
aleao 8 problem io some rurel arcas and this should be taken into
accoun:. Table D<) ghows the distacces households must travel to reach
8 water gource during the dry seasca. Neaczly threc-guarters have a
vater source within one kilometer. About a 2izth of the rencaining
housceholds (3.8 percent at the national total) have to travel over 4
kilometers for water. If we treat all duwalling uni:m'where houmeholds'
have to travel @ote than 1 kilometer to obtain water as roquiring
upgreding or replacement, and add these to the 38 percent of the rural
housing stock thet we already consider to need upgrading or replacement
because of a lack of sanitetion facilities, we can eszablish an upper
bound of about 64 percent for upgradsble and tetally deficient uaits.
Since some of these problems ars 1ikely to ovarlap we arbitrarily
decided that 502 of the rural housing etock needad at least an
upgrading; those units where households have te travel greater than 4
kilometers were considered con-upgredable.

Table @bé luugatizea the results of these uxtrapolations from the
UHES and IRS-2 dets. It shows what share of units fall into psrmanent,

upgradable, and von-upgradable categories for meiropolitan, other urban,
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TABLE D-4

FERCENTAGE DISTRIBUTION OF BOUSEROLDS,
BY TYPE OF SEHAGE DISPOSAL AND

PROVINCE

. Rife Hational Total

Coast Eastern Central Valley Nyanza Western Rurai Urban

Main Sewer 1.8 0.0 0.0 0.8 0.0 0.2 0.4 39.5

Septic Tank 0.7 0.4 1.8 1.1 0.9 0.6 1.0 23.0

Pit Latrine 22.5 56.4 82.0 32.5 71.5 65.9 6C.3 34.6

Bucket Latrine 0.0 0.0 0.2 1.0 0.1 0.0 0.3 0.3

No Sanitation 75.0 43,2 2.0 64.6 27.5 33.3 38.0 2.6
Total = 100X 100.0

Source: CBS and MEPSD (1982) Table 7.19.
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TABLE ©-3

PERCENTAGE DISTRIBUTION CF BOJSKBOLDS,
BY DISTANCE TO WATER SOURCE IR
DRY SEASON AHD PROVINCE

Natiouna
Cozst Eastern Central Valley Nyanza Wegtern Total

0o Holding 28.4 27.3 67.5 62.1 41.3 65.5 50.7
-1 Kn 12.8 37.7 20.7 15,1 26.8 22.9 23.8 .
1-2 Kan 29.7 15.2 10.3 9.6 19.9 9.1 1.2
2-4 Kn 16.2 11.9 1.5 7.9 10.3 1.7 7.5
48 Ko 8.3 6.9 0.0 4.3 1.7 0.8 3.1
8 Kn 4.6 1.0 0.0 1.0 0.0 0.0 0.7

Total = 1002 100.0
Average Distance
of Vater

Source fronm
Holding (Ka) 2.7 1.8 0.9 2.1 l.4 1.0 1.7

Source: CBS and MEPE&D (1982), Table 7.15.
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TABLE D-6

FERCXKTAGE OF ORBAN DYELLING UMITS
THAT ARE PREBMANEWT, UPGRADABLE, ARD
EOB-UFGRADABLE K? AREA

Pormanent Upgradable Non-Upgradable . Total
detropolitan 82.3 12.2 5.5 100.0
Other Urban 61.3 21.2 17.5 100.0
Rural 50.0 46.2 3.8 100.0

Source: Authore” calculations baged on Tables A-1 through A-5.
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and rural areas. In coawparison, R&R estimated that for §oth
metropolitan and other urban areas 70 of all units were acceptable, 20
percent were upgradable, and 10 percent were non-upgradable. For rural
areas R&R judged only 20 percent to be accaptable, 70 percent to be
upgradable, and 10 percent to be non-upgradavble. The biggest difference
between the RER asnd the revised housing eteck coatinctes lies with the
rural figures, where R&R coansidered only 20 percent of the stock to be
perranent versus the 30 percea: presented as the reviged estimate. This
has strong implications for needs estimstes when you copsider the fact
that the size of the rural housing stock 1s four~and-a~half times that
of the uetropolitan snd other urbsn areas combiped in the base year
1983. Rourk and Boccoe alse sssumed that about 16 poevcent of dwalling
units in metropolitan areas were overcrouded, about 1l percent in other
urben ereas, and only around 5 percent im rursl sreas. These
overcrowding estimates were retained for thig update.

The program for fuwproving or replacing the substandard stock is
once again sasumed to take place at a constant rote over the entire
20-year planning period, such that all of ¢he son-upgradable otock 1is
replaced, the upgradable atoek is upgraded, and overcrowding 1s relieved
at a rate of 5 percent per year.

Rourk and Roscoe ssoused that permznent dvelling units in each srea
wéuld decoy at the vate ef 2 parcent per year. In the revised base case
this figure wee rufoced to 2 percent for rural aress to reflect the fact
that a larger chare of the permaneat dvelling stock is wade of non-
durable materials compared to urban areas. The 2 percent rate for

metroposliten and ether urban ereas was retained in the update.
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Another key part of any housing needs ansessment 1s the cost of a
winiwum standard core dwelling unit. Table Q-7 pPresents a breakdown of
the cost of a 21 square meter, two-room unit for urban areas. The
design features concfete foundation and floore, concrete block or
dressed stone walls, agbestos sgheet roofs, and waterborne sewage
connected to septic tanks; the unit is extendable up to five rooms. The
design i3 one of wany descrihed in the government”s recent low=-inconme
housing report, which is a product stemming from the government“s review
of the low-inceme housing by-laus.l A8 o simplificetion, the same cost
ectimate vee applied to both metropolitan and other urban aress.
Although land ceate zre appreclably higher in metropolitan areas,
especially Nairobi, cthis is offset to some degree by higher bujlding
materizl trangpertation costs inm ocher urban areas. Fér the update, all
coustrvction costs for rural arees and the coat of upgrading units in
urbsn areas remained unchanged from the RER bane cage.

The model slgo requires as an input the cost of o wminimum standaxrd
unit that is available from the private sector (sometimes referred to &8
the formsl sector). This input is requived for each area in order to
establish the target group. The target group includes all households
who cannct obtain a unit from private suppliers even if they could
afford & unit meeting minimun standards from the public gector. In
Kenya, private financial institutions are generally uowilling to lend

woney for homes costing less than Ksh 120,000 regardlecs of area chiefly

l. See Housing Department MoWH&PP (1985a) and MoWH&PP (1985).
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TABLE -7

COMPONENTS OF CORE EQUSIRG UWIT COST POR
HETROPOLITAN AND OTHER URBAN AREAS

. Cost
Component ' Ksh __Percent
Land (8.33m x 16.00m plot size) 8045 15
Infrastructure
Site Invepstigotion; survey; placing
bezcona 1838
Severage; sevage disposal 6825
Surface wateyr drains 805
Roads; footpaths 438
Water supply 2345
Misc. professional fees, contingencies
conatruction finance interest 3338
Total 15,589 29
Supergtructure 2
21w a2t Ksh 1120/m 23,520
Hisc. profesaional fees, contingencies,
construction finance finterest 6481
Total 30,001 56
Total Unit Cost 53,635 100

Source: Infrastructure snd superstructure costs were derived from
prototype house T1 described in MoWH&PP (1985). Cost figures were
daflated using a fector of .875 which was based on the asguuption that
average residential construction costs rcae 6.9 perceant per year between
1983 and 1985 (see Table a-B). Land was assumed to be 15 percent of
total unit cost based on land”s share of cosz in the prelininazy cost
estinates for ths USAID Uuoja Il project (ses UsAil, n.d.).
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tasLs D-g

ANNUAL, PERCENTAGE INCREASE IN BUILDING
AND CONSTRUCTION COST DIDICRS®,

1962-1984
Materials Labour Total Cost
1982 1983 1984 1982 1983%% 1984 1982 1985 192

Residential

Buildings 12.7 8-2 Ous 22“3 —— 43-5 1601 6.9 61.{
Non-residential

Buildiugs 11.7 5-1 0-7 2203 — (03-5 13.7 {501 ¢
All Buildings 12.2 6.7 0.8 22.3 o 43.5 13.9 5.6 7.6
“Other"” Construction 17.0 6.8 11.6 22.3 — £3.5 18.7 4.7 21
Total Coest Index 14.6 6.8 4.2 22.3 o 43.% 15.6 5.2 12,

'rom Dacember to December
*%No change between December, 1982 and Decenber, 1983,

Source: Economic Survey 1985 (CBS and HoFP, 1985), Table 12.2.
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because emaller loans sre considered unprofitable.1 This figure 13 yged
in this update for all areas. R&R used lower amounts of Ksh 90,000 and
Ksh 50,000 for other urban and rural areas, respectively. This charnge
should have the effe&t of ealarging the target group in the reviged
needs estimates; howevor, tha subsidy required to bring all units up to
the minimun etandard should remain unchanged, all other things equal.
Table A~-9 summarizes the cost duts used in the update.

Mortgage terms for the revised baege csse diffey slightly from the
original base cese. The downpsyment share remainsg 10 percent and the
interest rate coatinues ¢o be 16 percent for all areas, but the loan
ters has been adjusted downward from 25 years tce 20 years in
wetropolitan and other urban aress to wore closely resemble current
lending practices. Data frow the UHS reveals that thé average term of
gortgages held by owners {n 1923 was mbout 15 years for those loans
originated wich RFCK, and 23 years for thoge originated wich NHC.
Averages for commercial banks aud "other™ institutions vere about 7 and
13 yeara respectively. (CBS and MoP&HD, 1986, Table 4.5, p. 135). For
rural areas the losn term remaius unchianged et 20 years. The primary
effect of shorter terms, other things equal, iz to reduce affordabiliicy
levels, avd thareby increzse subsidy requirements.

The final major ares of refinement deals with gross domestic
product (CDP) and levele of housing lovestaent in the baszs year. Table

10 diecplays GDP and gross fixed capital formation (GFCF) in housing

l. 1In practice, home loans are almost non-existent in rural
areas. The type of housing currently not offered by the GOK or the
private sector is in the 55 to 120 thousand Ksh range. These figures
are applicable to 1983 23 well. :
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TABLE B 9§

SUMMARY OF BOOSING {DST INPUTS
POR THE RBVISED RASE CASE

(1983 Ksh)

New Metropolitan Other Urban Rural
Upgrade 15,500 10,000 4,500
Core House 53,635 53,635 26,000
Formal Sector
House 120,000 120,000 120,000

Source: Core house and upgrade costo are ba
and Roscoe (1984); the cost of a fo

sed on Table PD~7 &nd Rourk
rmal sector house vas bazed

on conversations with the Housing Division of the MoWH&PP,
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ZABLE D-10
GROSS BOMESTIC PRODUCT AND GROSS ¥IXED .CAPITAL

FORMATION IN EOUSING AT CURRENT PRICES,
1379-1984

(K4 millions)

1979 1980 1981 1982 1983 1984
Gross domestic product (GD¥) 1,977 2,232 2,582 2,911 3,327 3,701
Total gross fixed capital
formation (GFCF) 540 622 728 668 721 836
As percentsge of GDP 27.3  27.9  28.1  22.9  21.7  22.6
Totel gross fixed capital
formation in dwellings 93 106 120 125 113 127
An percentage of GDP 4.7 6.7 5.6 &3 3.4 3.4
Traditional 40 . 44 31 54 66 78
Hodern 53 62 6 - N 47 49
As percentage of GDP 2.7 2.8 2.7 2.4 1.4 1.3
*Provisional

Source: Econouwic Survey 1985 (CBS and HoFP, 1985), Table 3.9.
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for the period 1979 to 1984. The provisional 1983 estimates of GDP and
GFCF in dwellings used by R&R have been replaced by the final estimates
from this table.l The overall GDP annual growth rate projection remains
the same at 4.9 percént through 1988 and 6 percent thereafter. We
assumed that agricultural GDP growth would average &4 percent annually
over the planning period.z The final base year GDP estimate was about
8ix percent lower than that used by RE&R, and this should negatively
affect affordability levels in the needs ecatimates espacially in the

latter years of the planning period since income growth is compounded.

The Bevised Houvsing Heeds Rstimstes

The previous sccilon documented the modifications made to the
original R&R base case; thie section hiéhligh:u sore of the key
estimates of the revised hase case. To facilitate comparisons with the
R&R bace case, a complete set of tables deecribing the revised needs
estimates is included in Annex . Some of these tablea are referred to
in this gection.

The reviged base cese continued to use the population astinmates
generated by R&R. For the country as & whole, the base vear anmual
population grosth rvate is about 3.§ percaent. This rate is expected to
decline to around 3.5 percent by the end of the ccntury.3 R&R ascumed 2

coantinuation of intercensal trends in annual grovth ratas of

l. GDP wao Keh 66,540 nmillion in 1983; GFCY in dwellings was
Ksh 2,280 million. Total public copital exzpenditures were Zoh 380
million. One Kenya pound equals twenty Kenya shillings.

2. R6R had aoouned 2 4.4 percent annuazl growth rate for
agriculiural GDP during the first S-yesr planning period.

3. R&R used the CBS declining fertility/wortality scenario
contained in Population Profections for Kenya 1980-2000, CBS and
Ministry of Economic Planning and Development, March 1983.
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metropolitan areas (about 5 percent) and other urban areas {about 7.4
percent). They projected the annual rural growth rate to decline over
the 20-year period from about 3.4 percent to 2.6 percent. These figures
are broadly- consistent with population projections and urbanization
trends developed by the World Bank.1

Household projections also remained identical to the RAR bage cagse,
since projected average household sizes are the sams. By 1938, we
expect roughly 140 thousand new households to be formed annually of
which 27 percent will occupy urban areas. Because of rapid population
growth and urbanization, over 100 thousand new hougsholds are expected
to be formed annually by 2003 ip urban arcas alone. Thig would
represent nearly half of all new households formed in Kenya. Table E-l
summarizes populstion and household formation estimates for the planning
period.

Affordability was affected by the decrease in the cost of new urban
unitg, the shortening of mortgage terms in urban arcas, and & siight
reduction in projected incomes due to the GDP revisions. The income
reduction over the planning period was sc small as to have & nagligible
effect on affordable dwelling costs. Similarly, the shortening of

iending terms in urban areas had little effect on affordability.

. 1. See The World Bank (1985) Tables 19 and 22. The World Bank
estinates an average annual population growth of 3.9 perceat during the
period 1980 to 2000. Betwaen 1983 and 2000 it axpecis the population to
rise from arcund 19 millica to about 36 million. It calculated the
average annual growth rate of the urban populatior to be sbout 7.3
percent for the period 1965 to 1973 and 8.0 percent for the peried 1973
to 1983. Taeble 2.2 of the UHS (CBS aad MoPG&ND, 1986) supgests that an
almost counstant share of population will reside im urban areas (&round
14 to 15 percent) through the year 2000, assuning the population reaches
36 willion by then. This seems implausible given the cbserved and
anticipsted trends inm urbanization.
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However, as can be seen in Teble €-7 the new lower gtandards in
metropolitan areas make it possible for households in the third incoge
quintile to afford new core unitg (affordeble level Z) helf way into the
planning period.l Pteviously, these households could only afford the
cost of an upgrade (affordable level 1). .

On the other hand, because the cost of & uinimum standard uait
available from the private sector (affordable level 3) incressed for
other urban snd rural eress to Ksh 120,000, households in the highest
income quartiles which previcusly could afford level 3 unite can now
only afford level 2 unics. While theme households do ot require
subsidies to afford standard housing, they become s part of the target
group. That is, they are auong those who cannot afford 2 standard unit
provided by the private wvector. '

While the overall gize of the target groups ia the revised cage are
roughly the same size sg thoce in the R&R study, the subsidy requived to
bring those within the terget groups up to the ninisur standsard hag
dropped about 20 to 30 parcent over the planning period. Most of thig
drop 1¢ attributable to the Rev lowar standards in urbgn araas. Tables
€-9 and E-102 suzmarize the subsidy reguiremants and tetal housing
expenditures of the target group. Subsidy levels, that 1s, the gsp
between the swount houneholds can afford to Pty end the cost of 2
minimun etandard unit, are agill high in apite of the lowsr standards.

For example, nearly Koh 2600 million would bz required annually by 1988

l. This table can be compared to Table 10, P. 77 4in Rourk and

Roscoe (1984).
2. This table can be compared to Table 14, P+ 54 in Rourk and

Roscoe (1984).
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to satisfy needs. The amount of subsidy expressed ag a percent of
public capitsal expenditures remains virtually the sgame as in the R&R
base case (26 to 37 percent) since total public capital expenditures
were reviséd downvards.

Total housing expenditure levels in the revised base case differ
little from the original R&R study, when all of the changes are
combined. The effect of lower standards in urban areas was largely
offect by an increase ina required production levels. A comparison of
Table ' -4 with Table 2 ir Hourk and Rescoe (1984) reveals that vhile new
construction remalns at about the same level for metropoliten and other
urban areas, it increases about 16 percent in rural areas over the
entire planning periocd. As was mentionéd earlier, the biggest change in
the composition of Kenya“s housing stock involved the mumber of units ;f
acceptable construction in rural areas. The velatively large increasge
in the number of scceptable rural unfits in the base year, in conjunztion
vwith the increase in the rural housing decay rate from 2 to 3 percent,
resulted in a large incresmse in the number of new units required for
annual plannsd replacement. Thiw increase in new covsstruczion over the
Planniang period 1o chicfly responsible for offsetting the gaing achieved
by lowering urban housing standaozds. 4e @ repule, housing investment as

a share of GDF remains ot about 10 ¢o 11 percent over the 20-year

period.

Concluaicns and Recomsendetions
The revisions nade to the original RER base case provided us with
nev egtimates of housing demand and required production lavels for the

period 1983-2003. 1In the revised bage case, gaine produced by lower



standards in urban areas were largely offauet by greater new construction
requirement in rural areas. Overall investment levels remained about
the same ®ven though subsidy requirements fell.

A sharp iucreaué in the prices of unite wvailable from the private
sector enlarged the size of the target group gomewhat. Financial
institutions are siwply oot willling to finance "middle-income” unity 1in
the Ksh 55,000 to Ksh 120,000 range, bacause they view guch losns as
unprofitable. This middie-incone group, which s&lso 18 not served by
government programs, poses several difficulties for the COX. It 4s
these households that are most iikely to buy out participants in lou-
income houeing schemes. The government has little chance of gucceeding
in any low-income houeownership project until this middle~-1income group”e
hcusing demand 1z satisfied. Furthermore, this leguené of the target
group, which comprises about a guarter to a third of the urban target
group over the course of the planning period, piacas a burden on the
government that could be relieved if the private esctor could be induced
to build and firance unito in the Ksh 35,000 to Ksh 120,000 range. The
problem described here ia lsrgely sn urban phezosenon; 1t is less of an
igssue in vural areas where housing dewmand is supported mainly through
informal measures.

The ass=ssment of rural housing needs remalus a problen with any
housing needs assessment performed for Kenya. Dats on rural araae ig
extremely poor especially with respect to income aund expeanditures.
Although the vecently initiated rural housing survey and recently

cowpleted (through atill unavailable) nationwide budget survey will ghed
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greater light on rural housing neede, other problems will rezain.l! One
area that deserves epecial attention is the developnent of more
affordable rural housing designe. Trylng to schieve anything
approaching urban evandards in rural areas iz am unrealistic gozl given
the low income levels of the rural population and the overuhelminé
presence of non-duvable materials that characterizes wost of the
existing rurel housing utoak.z

All neede estimaces for Kenya sre extrenely sensitive to changes in
rural data. This, of course, {8 & reflection of the rural chavacter of
Kenya.3 The iaportance of this sensitivity cabnot be overstated. For
example, if the cost of a rural duelling unit could be cut to Keh 10,000
as wap suggested by ReR in one of their ﬁcematiou. subaldy ‘evels could
be cut by wore than half for much of the planning peried and the
resulting share of GD¥ going to housing would drop to between 9 and 10
percent over this period.

While further refinements to the base case are possible now and in
the future, they are not likely to alter the oversll pickure of Kenya’s
housing situation. Kenya’s future housing needs are enormous uo watter
how they are viewed, in large part because they are demograp lcally
driven. Well over holf of all new construction during the course of the

planning period ic needed just to sceoumedate pew householda being

1. HNot the least of which will be reporting problems such as chose
encountered durdr z the execution of the 1953 Urban Housiapy 3urvey.

2. It 15 anticipated that the Rural Houging Improvement Programme
currently being developed by the Housing Department of the MoWH&APF will
contain new low-cost designs. S+e Housing Department, MoWH&PP (1985).

3. The rural character of Kenya is often overlooked and houszing
needs studies often focus on urban areas. See, for axample, Ibanda
(1978) and CBS and MoP&ND (1986).
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formed out of the growing populaticn. Thua, it is no surprise that
while various couponents of nceds changed, the overall pilcture presented
in the vevised base case differs little from the original RER base

cape. £8 a %esult, the ®wain conclusions of the RER Teport remain vaiid
toduy.

On the other hand, further updates of certain parts of the needs
model could bdbe useful for futurn policy analyses. Ia particular, as new
data becomes avalluble, vefivemeat of rural needs estimates could
complement vecently initiated goverament efforts in rural areas such ag
the Rural Housing Improvement Programee. Arother area deserving grester
attention involves the definicion of a hgumehold. The census based
definition, which is used im this and other needs studies to project
units required by newly-foraed hewoeholds, does ot require & single
household to occupy & single dwelling unft. That 1s, a household can
share a unit with other houscholds (2.3., lodgers) or it can occupy mrre
than one dwelling unit. As wore detailed analyols is perforued om the
UHS (end on the rursl housing survey once 1t decoames aveilable), it may
become posaible to develop an astinate of the avarage numbar of
occupants per dwelling unit. Such a oumber would form a better basis
for needs estimatemol Other data that should be available from the UHS,
but which is currently not tebuleated, includes icformaticn on
overcrowding and the size of the touziag stock. The latter could be

generated if existing estinates were adjusted for changes in

l. This "dwelling group” coucept was appliad in a housing needs
assc3scent performed for Zimbabwe by Manson end Kntsura (1983).
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administrative boundaries. Currently, population projections for urban
arcas do not refer to the same areas covered by the UHS,.

The USAID housing needs assesament methodology remains a useful
device that éorces planners and policymakers to think about the
relationships between their policies ana a2 variety of key economic and
goclol indicators. It is particularly useful for investigating the
impact of alternative policies especlally with respect to building
standards. It is also & technique that can provide iunsighet into how
Kenya“s housing sector might be affceted by events such as shifts in
rural-to~urban wigration patterns and ewiags in the economy. In
addition, the procesa of laplemanting the pethedology has contributed
and can continue to contrihute to o groater snderstanding of Kenya’s
housing situation. We hope that Renyan plonners and pollcynokers
continue to make use of thig methodology in developing st.rategies to

address Kenya“s housing problems.
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ANNEX E

Revised Needs Estimates
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Q720,00

.77

S.47
012,67

166.73

Table E-1]

1995

019, (o)
4,95
4. 60
656. 30

T
LI B ST

4059, 00
7.2

4, 8%
BZ&.7)
a7, 17

bl e Rnd

SOLFT 00
5.65
4494, 24
120,44

D2471.00
1]
.42

5287.55

194,98

-y

SToE, O
hond -

/7 o o

S

1151.64
6£2.94

-
28925, 00

"
9.6

= q -
wiis.4a-
e e
125,07

SEST.L
Se45
.41

7127.9¢

~ - e
Pty LN Y
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FEVIEED PREN1— boeZf {522 Table E-2
MATTIONAL SND W Crym o [ mnesr

1987 1988 1927 199g Q0T

- . - — - aa . L T p— - — - s em

Hetsome!: Incomne (Constant Unite)

GDF Millione o4 uniten OGO, O BgST . 1E 117107, 00 1517262.70 02557, T
GIF &nrm. Growth Eate ‘. DV, 4,90 & 00 ©. 00 &,
Aaricultural GDF (M 11, JS1482,a0 0 naimo, S4 T117.00 2870347 47094 =
WNorm @agr:. BGDF M3l S8 7 .58 DRISY. 6T B1290.01 1126599.20 155434862, 8
Metrapolitern Ares

Mearn anrual Diepozable lrmcome

A1 Hoozshalds (1000g) Sy T S22 40 60,73 66.28 T, s
ATIINTEY | Gt h Fete of

Mean Hoozehold Inomce - DO T 1.049 2.47 1.90 1.1¢

Ouintile Mean Ircomes (1000g)

2. 8% 10,41 11.76 - 12.92 15,866
17.4% 16,42 20,81 22.87 24.17
S2.45 J44.18 28.61 42.42 : @4.é
S2.77 SE.82 &2.75 6£8.97% 72.85

140, 95 48, 45 167.732 134,25 194,74

Ny

N itt) e

—-

Gthe~ Wrtarn Areaz

Meer anrmual Disposable Trcome ~
=il Fooze! wolds (POOds) S350 22.91 RIBICY =] A oA Sl 6T
“ERLE] Browuth Rate of

Mear, Hoveehold Income 3 LS Ty -, 93 -0, 15 =0, 09 a0

Cuaint:le Msan Incomes (1000e)
1 e.2¢g 7.90 7.84 7.81 T.ET
= 14,56 S, 89 15. 68 15.462 15.¢¢

- <0, 34 24.19 <, 02 “Z.91 25.798
4 S8.47 . 70 - P It wb. 28 26.328

S B8.84 79,93 79,40 75.06 79,28

Fuoral Aress

Miesn Anraal Disposshle Incaome
~l11 Hovzahalds (1oone) leva 10 16,55 17.23 18.14 19.78
el GT'C":J'CI"S Fate of

Ple-r Hoczschald Trcame 0,00 0.5 Q.80 1.04

pury
-8
Li

furiintile Mesn Incomes (1000e)

1 {2,072 4.14 4,731 4,54 4.:8%
o 8,05 8,28 8.61 .07 F.&T
: 12,08 12.41 12.9Z 17,61 14, 54
q 17.71 18.2 18.95 19.%¢ 1.7
S TB. 64 29.73 41,734 47.54 Qe T8



L FENT& RSt CeAEg

rEVD
CETICH STANIGRDS AR CoTTT
1987 19863
Average Irnflsation Fate % Q.00 12,00
Construction Coet Edc. % Q.00 12, 70
Metropolitarn Ares
Frice Minimum Standard Formal
Sector Housing (Level ) 124, Q0 120,00
Desigrn Cost New Housimg Unat
(Level 2) 53.64 52,64
Desigr Cost Uparade E. 1stairmg Unit
ilLevel 1) 15.50 15.50
Value of an Upgredetle Urat
(hdd. to upgrade cozt) 700 7o G
Other Urbarn Arecs
Price Minimum Standerd Formal
Sector Housing (Level 120,00 1200, 00
Pesign Cost New Housing Unit ’
(Level ) SZ.64 52,64
Desigrn Cost Upgrade Evisting Unit
(Level 1) 10,00 10,00
Value of an Upgradable Unit
‘Add. to upgrade cost) S Se )
Rural Areac
Frice Mivimum Standard Formal
Sector Heueing (Level = 120,00 120,00
Design Cost New Housing Urat
(Level 26,00 b T
Dezigr Cost Upqracde £.1st: ng Unit
{cevel i) 3,50 4.5

Veiue of an Upgradetle Unit
(Add. to upgrade coct) 2,50 .50

1997

2 QO
2,00

120,00
o27.64
15.50

7.00

120 ()()

o, 64"

10,00

5. 00

120,00

26,00

Table E-3

1998 T
12,00 .
12,00 12400

120,900

s’ ' b4

7. 00

120, GO

SI.44

S0

120,00

<&. Q0

120, 00
D6, 00
4.5

. wt

- .
2.5

g
. Wt



PEToED VE®Ith Prmbhk [abi

MOUT ING STIZE ANT FEC_ArEWMENT

Metropelitar bres

Mwelling Unate b Constrruction

ARittepteble Comctruction
GAnrruel Flanmnes el L)
Nonm-Upagr adable Lemstract,
tAnftual Flarined Fepl.)

Upgredable Constructyean
(Flarnned Anrn., Uggrading)

Tatal Dwelling Unite

Total Overcrowded Urir te

Flenned Arnues) Cometruction
Felieve Overcrowding

New Houvseholde ‘Year

Cornstructionrn New Units/Yr

Total Construction/Year

Other Urtar Areac

elling Unite by Construction

rcceptable Conetruction
vARMmLE] Fannmed Fepl.)
Nom=-lipgradarie Conztruct.

Cmrhiel F enned FF.L'.'J o)
Upgradatle Construction
(Flanmed fAros. Uparading)
Total Duslling Limite
Toctel O.ercrowzed L te
Flanmed Srmuzl Congtruct . on
Feiliewe Ceercrcwdine
Mew Howzeholds/raar
Cometruction New Jnite-Yr
Tots Cometruction/Year

1987

242,79
Y TN)
16,27
W IWTY
39,99
O 00
285,00
48,08
to
AT
O, 00
02000
Ci, O0)

174,71
O, Ci
4%, 88
O, Qi
67,472
Gy O
285. 00
0,58
to
O YIN)
[ N T
e N
G, 00

Starmdard

Etandard

£4

1968

246.84
4.86
12.17
.81
i6.99
1.80
286.00
36.04

2,40
15.80
2Z.87
25.67

S22.95
.47
37.481
2.49
4%, 352
.02
405,67

oo 9T
—-— VO

1.92
an.b1
0,12

Se.14

1993

470,08
&.94
B.11
0.81

18. 00
1.80
494,19

L4.03%

2.410
19.67
29.79

31,59

S930.8%

6.4¢
24.94
<.49
0.2
Se 02
85,98
1‘-‘ ~ne

oJeo il

1.52
4.5
45.01

48,03

Table E-4

1598

671.24
Q.40
4, Q¢
.81
Q.00
1.8G

644, 15

12,0

o~ -
PEST™ 15
~ ~r,
S

29.82
41.67

UG

BS&. RS
12,62
0.0
0,61
OO
1.80
856,85

O

2,480
40,12
99,9

97.74

11351, &0
16,07
DO NI
2. 4G
R Iy

PRCP R

1181, 80
0L 00
1.57
62.94
&0
E6.02



FEVISET relueem frezip Cads
HOURTNE ST emir B opspecT

Rurel Areas

Puwslling Unite By Construct:
g Conmstructior
Flamnred Fgol,
Mon-Untr adatile Comastroc*,
vAanmusl Flannies Fepl.:
Jparedatbile Construection
(Flanmed Llpor adyng)
Total Dweiling Unite
Total O.ercrowded nits
Flanned &Arnuva Coretructon
Reireve Overcrowding
New Houzeroldes  vear
Corstructicn MNew Units.  p
Totel Constroction tear

oo,

TOTSL CotliTR,

New Cornstruction/Yezr
Tatal Conztructionhear

on Sterclard

24,0z
G 20
Te. oB

v S.09
127816 528,62
SN 61.91
Ze8O, OO

17475 0
g G

1IMn1.8E49

e e

TonE, 0T

120.0% 5.2
to

o CNO 6. 62

e 01 107,419

a0 S0.10

0, 00

17,01

i g 1IN0 209,09

e (1 <75.82

183,24
&, 72
So.RT

S.09
19, 08
&l.61

TEZL. G4

&5.16

S &2
11z.87
191,00
RIS |

LY ey

- -
weven, g
B P R X

4120.24
Ga.565
25,38

YR LY
T8, 54
61,9

43461.24

AP W

6- 1‘5:
120,64

-

ZOT L 00

<BE.91

- s
st 60
TSGR, IT

N
!

e

3

A SN

o~

o~

6l.%
wl1s.,¢

]

1 4-e

WD (f,.;
- e
1235407

200,87

LI
v -~ -
- - -~
. A

257,48

abs. 2y



FEVIZEL rhwre fefs o mop
GEFQIDAT D TariTa ranre

setron tytan drea

Interest Ratag (o
Loan Terin (reare)
Povnpevmart Regurred (%3

thUL‘"CE of Currerncy Unite

Cuintile 1

Mear Grrnval Income

W Availetle tor Housing
W Needed o Recurr. Eu Fo.
Memlhly Income far Mortg.
Atforceatl e Lwelling Cust

P

Ouarmti1le 2

Mear, dnnuwsl Income
Thvaalzable for Houeslng
Nesded for Fecoer, Evp.
Murthly Tncome for Martqg.
rffardahle Duwelling Cost

Duirtile

Mearn Anmusl lncome

W fivellable for Hows1ng
“ Nzeded for Fecurr. E:xp.
Morthlv Incame $or Mortq.
#ffordstle Dwelling Cost

Cuimtarije 4§

Mean Amncal Income

“ Avallable for Mousing
“ Nesded $or FRecurr. Eup.
Monthly Income $or Mortgqg.
Affordaeble Lwelling Cost

Cuintile S

Mear Anruel Income

W Avallable for Housing

" Mesded ‘or Rezwer. E:p.
nithl ey Income for Mortg.

Fifordatle Dwelling Cost

-6

16, G0
DR IWTR

10,00

1887 1788

7.89
2%, 00
15.00

.18 0.18
12.98 14.:u

19,41

17.4%9
2S00
15,00

PR 0,33

24.74

18.42

22,45 =4.18
25,00
15, 0
0. 57 .61
45.8% 4. 73

S2.7%
25,00
15,00

D92
74.57

w
0]
w
4

0.98
7B.54

140,95 148.45
20,00
15,00
Jagrs T 2.1

159.47 1£7.96

26.05

1593

Q.2
16.64

20.81

Q.57

29.44

S8. 61

Q.68
S4.¢41

1.11
88.74

167.72

- =
-

189. L

Ta@le'E;S

135¢

2,092

0,23

i8.2

n-n-. B/

Co 80

oL
=t eln @ ‘.‘4

82,432

0,75
57.9%

&68.9=

Lonion }
[P

G7.48

18 0...-J

2.861
208,44

2T

- '5

1

0,24
19.322

. P
24.17

¢4z
-4.1¢€

44.87

67 .4

~\!

-1

S s WS

e
-’

103,07

194.74

- -
“«e . C
Rae L ae T -y

UK
- one @ e



belitm Feime
TLE AT T,

wther Urbtsn Areas

Interect Fate 00
Lagn Term (vears) .
[-uﬁpe,w—.* Requared 30

Thousands of Currertcy Unite
Cuintale 3

Mean Annus) Income

w hAvalleble for Housing
“ Needed for Fecurr. E.p.
Morthly Income for Moo .q.
At fordab] e Duwelling Cocst

Cuintile =

Mear, Anrcal lrcome
rvallable for Houig1ng
Needasd for Recur-, o,

Morthly Incone for Mor tia.

~ffordstile Dwellimg Cost

Curmtile

Mezm Armcal Irncome
“omeslleble for Howvsing

 Kzeded for Recurr., Eip.
Mermthly lncome for Morta.

fiorgatle Duwelling Cost
Cuintile 4

FMesn Anmual " Income
“hveilatle for Housing
". Nesded for Recurr. Exp.
Ficnthly Income for Mortg.
fHtiordable Dwelling Cost

Cuvirtile 5§

Mear Anrpel Imcome

o Avellable for Housirg
Needed for Fecurs. Exp.
nthly Ircome for Morta.

=ffordatle uelling Cos.

16,00
SV 0

10,00

1987

8.28
e o Tl
1500

D, 15
11,7

i6.54
LIy
15,00

iV, oY

2042

-_J. é
2S00
15,00

(') 4 )
33.84

>8.47
20. 00
15, Q0
0, a8
54,40

87.84
ey W]
15,00

1.1¢%

£3.85

1588

790

.14
11.17

15. 840

-, -’4
- Lo &t

24.19

0.47
4.2

Th. T

0,45
S91.90

19597

7.84

0,143
11.09

=.68

0.2

h‘;l 18

4,02

.47
.97

26,47

51.5%

7?.40

1.12
g2..4

1998
7.81

0.14
11.04

.
O-h 2 ( ’9

23,61

0.42

~Z.82

0.64
S1.30

79.08

1.12
B%.45

7.87

V.14
11.07

.28

22.18

.——'. QE‘

0,47
-'-‘l ql

6.8

Ve 64

a91l.45

79‘. -‘-

[
[ 2]

1.
gs. 70



FE.iZEL rtEwtm EmSE L mof
SEFREDSULE CAFTTAL CN71S

iwiral Areas

Interest Rate (%)
Loarn Term (Yearc)
Downpeawment Reguired (%)

Thougsngs o4 Currency Units

Cuaintsle o

Pear Annual Income

% Avallable for Houeing
% Needed for Recurr. Eup.
tormthly Income foo- Mortg.
nffordable Dwelling Cost

Cuintile [

Mean Annual Income ¢

" Avai1lable for Houeing
Needed for Recurr., Evp.

Morthly Income +4or Mortg.

Atfordzhle Dwelling Cost

Cuxrmtile =

Mean Amnual Income

“ Avarlable for Housing
n Needed for Recurr. Eup.
ronthnly Imcome for Mortg.
Fffordeble Dwelling Cocst

Ouwsntile 4

Mean Annual Income

“» fvailable for Housing
% Needec for Recurr. E:xp.
Monthlv Income for Mortg.
Affordeble Dwelling Cost

fuintile 5§

Mean Arrual Income

% fivailable for Housing
Needed for “ecurr. Exp.
athly Incoame for Mortg.

«ffordsbles Dwelling Cost

16,00
20,00

10,00

17982

4,02
20,00
10,00

0, 06

4.82

8.05
20,00
10,00

D12

%.64

12,08
20,00
10,00

Q.18
14.47

17.71%
20,00
10,00

Q0,2

21.22

38.64
20,00
10,00
.58
46, 2%

1328

V.06
4,9¢&

8‘2

0,12

7.91

0.19
14.87

0,27

21.81

G, &O

47,59

1892

4.1

Q.06
.16

D.13

10,32

12.92

0.19
18.48

0.2

22.70

41.324

V.62

49.53

199z

Gl 07
S5.43

.07

0.14
10.87

12.61

Q.20

16.7Z0

19.9¢4

Q.30

235.91

4>.54

Q.65

~maT

0,15

11.61

14.535

0,22

17.41

4._ L]
- owta
o e
I.n. l|'v
T -



E-9

REVIZEL 4 EShvie Beast CASE Table £-6
AFFIEDARLE CODTE & INCONME CLASE At FEgIre

1987 1+~38 1997 1998 O T

tThousande of Currerc. Uu:tsg

Metrapoliten fres

Atfordsble Coste By CGuintile

—

12.98 14,77 16.64 18.28 1.7
24,74 «6.05 29.44 wee 24 4.
45.89 a4B8. I3 S4.61 9%.99 oL
74.57 78.54 BE.74 97.48 1020

159.47 167.9¢% 189.77 208. 46 S2G. T

CF gt

Other Urbsan Aresc

~ffordstble Costs by uintile

1 11.71 11.17 11,09 11.6G4 1.

b 2542 <2.7% <2.18 22.0%9 ‘h.lr
- 5. 86 o8, 2 25.77 33.82 SL.E

4 34.40 1.9 o1.53 =1.20 ol.47
S 94.8%5 0.4% 87.84 89.4% B5. 7

Fure! Arescs

Afsordable Costs by Cuintile

4-8: 4.96 -J.léi 514: S-E:
9.¢&4 7.91 10,322 10.87 11,¢&:8
14.47 13,87 15.48 16,70 17.4: .

(G NP I

21.22 21.81 22,70 23.91 25,54
46- :9 47-‘5 490\)-' :5:»1‘;‘-’ 55-?:



FEVISELD rEiivm bAls (GSE

TUINTILE DETICN CTTS CoRBLIFICATION

Metropoelitan Area

Cuinmtile )
mffordabhle Costs
Atfordable Leve)
Désyqn Cost

Cuimtile 2
“fforcdable Costs
Attordable Level
Desigrn Coet

g

Cuintile
Atfordable Costs
Aftordatle Level
Dezign Cost

Ouint:li 3
Affordable Costs
Affordaeble Level
Dezigr Cast

Duintile =
~ffordable Coste
ARffordgable Level
Desigrn Cost

1987

1Z.58
Q, O

O, 00

24.74
1.00
15.50

45,87
1.00
15.5%0

74,57
2. 00
S53.64

192.47
e Q0

120,06

E-10

1988

14.72
0.00

U U0

2h. 05
1.0¢
186.%0

48. 33
1.00
15.50

78.548
2.00
57,064

167.96
2. Q0

120, 00

1993

16.64
0, Q0

0, 100

29.44
1.00

15.50

S4.61

e 0

57,64

B3.74
200

9%. 64

189.77
e Q0

120, O

Table E-7

1998

18.23
0,00
Qe €N

e I
-lae ® -'4

1,00
15.50

59.99
2.00
ST, 64

97.48
2.00
53.64

208.44
T 00
120,00

~0inT

19,32
TR
i, 0

e Cul

~4.18
l.o0

15. S0

&I, 40
200
ST. 64

4

105,07
L. 00

S: ° é)4

ey e
Lok L IR )

e O
1200, 0



E-11

FELISED v Efives PMSE (CtioE
PUINTILE DEZIGN CoETS CLAZTIFITAT e AEALENED & 1N ad o B!
Gither Urban areas

Ouint;les
iamtilie g
fifiordatle Coet - 11,7 11.17 11,0 11.04 11,07
Affordestle Le.s) AP (AN 0, 00 Cra 01 Q.00
Desyom Coszt Cra i et e ) QUM TN e
Ctuntite 2
f:l{{c’rf:ﬂ-‘e CO= ::c‘;: ..~o -'4 —.~-IB ::.C’q ..-'ol
mrfourdesle Leval 1.0 1.00 1.00 1.00 l.‘..!'_'
Decrgn Cost ) P I 10, 00 10,00 10,00 16, O
Ouw ttile -
H{{Llrd H‘t‘ CC)‘.:‘L -—1086 :4.2 :3- 97 :3.8: :.:'-91
Affordatle Level 1.00 1.00 1.00 1,00 1.00
Desigrn Cest 10, O 10, 00 10,00 10,00 10,00
Ouintile 4
Affordatie Cost 54, 40 51,90 51,53 51.30 - ©1.4%
nffordatle Level =10 1,00 1.00 1.00 1.00
Meg) ar Coct S55.864 10,00 16,00 10,00 19,00
Ouintile =
H’ ?Ch df‘b’ : © 'aD t q4l 5 q‘:)o 4‘? 890 84 89- 45 BQ. 7‘:‘
mffordatle Leve) 240 2.00 2.00 2,00 2,00

Leziar Cozt ST 64 Y 37,64 5364 ST.04



E-12
Re VISEL t Elvem BASE CASE
CUITILE DESIGN COSTS CLAGSIFICATION (CORTInuEn.

wuiral Areace
Muintiles

Duintile 1

rffordalzle Costs 4.82 4,94 S.16 S.47 .8
Atfordable Level Q. Q) OO0 0,00 0,00 GO
Desian Cost Qa0 e D) e 1) Q. 1 G

Cuintile 2

tffordeble Coste Z.64 .91 10,32 16,87 11,01
Atfordable Level 1.00 1.00 1.00) 1.00 )
Desigrn Cost 4.50 4.50 4.50 4,50 4,5
Owintile 3
Aifordable Costs 14.47 14,87 15.48 16.20 17.31
Affordable Lewel .00 1.00 1.00 1.00 1.0¢
Deziqgn Cost 4,50 4,50 4,50 4.50 4., 5i,
. 2
Cuintile 4 i
"ffordable Costs 21.22 21.931 Q2.7 23.91 25.%4
rtordsble Leve) 1.00 1,006 1.00 1.00 1.0:
Pesiqm Cost 4.5 4,50 q,80 4.50 4.5
Cuinti1le S
fffordabtle Costes 446.2% 47.59 49.5= 5Z2.16 S3.72
Affordable Level 200 2.00 2.00 200 200

Pesian Cost 28,00 26,00 26. 00 26.01) 26,00



REV I oIl v 2t BO%E {4
TRRGET CETT IDENTIFIC

Thouse~de of Hovseholdg

Metropcliten ares
nftord=tie Level
“ifordetle Level
mitordatle Level
Subtotel, Target

Afforceable Level

Total

Other teban freas
vf for dek )
fiffordatle
af fordat ]l o
Tbtotal. Target

ffordatle Level

Tot«l

Furzl fAreac

Hffargetle Le.el
Rttarcetlie Le.vel
Ftéordecle Leval
Subtote!., Target

Afi{ordazle Level

Total

gl
1

-
-

Group

Group

Y]

]

~,
.

Group

ST I0N

1982

- —

0 Q0
Chy QG
0,00
O

Che D)0

O 0

tr, €
Q0,00
0, 00
0,00

Q.00

0.0

e I T
1o I
9 I I
Q4 Q)

Q.00

13

o
.
(o

g-13

.78
10.77
= -
wla ot

21.54

G632
12.89
6.67
23.14

Co Q0

23.14

T g0
STOLZ0

47, 4
<17.01

.00

<17.00

.57
€. 57
12.14
26.27

S.31

9.61

£8.82
?.61
48. 07

Q.00

48, 07

S0.5
i51.74
o0, 58

2902.51

Q. Q0

<32.90

Table €-8

41.67

12.94
38.87
12.96
64.79

Ca 00

64.79

97.7¢€
73.74
S7.78
<88B.91

1

Q.00

288.90

oy o -
ey T

-

L 17520
S51.61
17,20
B&6.02

C) o 1000

8&.02

64.4%
1iG3.4s

64, A%

‘atde A @ '

QL. OV

S -
A > B 4



REVISEL FENYA Eai3e CASE

TARCGET GROUF

Country

Terget HMouseholde

INYVEZTMEN™

{1o0e)

ot Requiring Subsidy

Fequiring Subsidy

Total

Target Group Cocet
Subsidy Fortion

Milliors)

Supported by Target Group

Total

Metropoliten Grec

Target Housekolds

(100080

Not Requiring Subsidy

Fequiring Subksidy
qQ .

Total

Target Group Cocst

Abside

Fortion

(Millione)

Supported by Taraet Group

Total

Other

Target Households

Urban Aresc

(10C0g)

Not Requiring Sutzidy

Fequiring Subsidy

Total

Target Group Cost

Subsidy

Supported by

Toctal

Fortion

Fural fAreas

(Mllions)

Target Group

Target Households (1000s)
Not Reguiring Subsidy

Fequiring Subsady

Total

+rget Group Coet
Subsidy Fortion

L]

(Millions:

Supported by Tarast Group

Total

SUETID Y

1987

0. 00
€, Q0
0,00

0. 00
0, 00
U 00

O, 00
0. 00
Gy OO

0,00
O, 00
D, 00

e QD
QO OO
Q.00

Q.00
Q.00
Qe OO0

0, Q0
Q.00
0.0

2 O
Q.00
Qe 0O

lia"f!.y_

FEDIIFEMENT

- —

95.27

176.41
271,58

2583.91
4459, 49
7043, 40

6. 28

21,54

S07.74
728,77

1086.47

B. 44
24.70
e 14

974,09
1071.72
1645, 81

BO. 55
126.44

217.01

1632, 08
265%, 04
4711.12

o
-

1993

112.72
214,43

Rt "cl

e f @ e

3187.64
5841.87
PU29.91

12.59

12.69 -

<6.27

T77.03
96T, 30
1743, 43

11.42
Sh.61
48.03

864,67
15379.9¢
2444 ,.97

87.73
165.18

202.°1

1945.98
298,57

3244, 55

Table §£-~9

1998

127,30
260,70
S88. 00

>829.82
7465, 76
11295.18

17.690
16.7¢

34.31

462, 76
1209.16

1771.5z

14,77
S0.02

64,.7%

1191.94
«151.20

2342.14

F4.9%
19Z.98
<88.91

[l By d BTN
-~ "-l.d.‘.

S RO0%, OO0
6180, 5]

e
ST

143,74
Tl 95

405, &6

4495, 57
701,465

129%7.27

- .
24,05
-

- ate 15
47.21
. A

&li,gE
1651.4%

S467. 00

19,02
67. G
86.0Z

1595. 1=
28B&.57
4481, &6

101,67
220 8

bl Rl 4.—
S Y -

—— = -
286,52
G e
476772
7OEI. D4
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HOUZ INT

INVES

19687

(M lliorz of Corrency Urnite)

Lourmtr

Total Houzine £ pernd.

MHar-tzaroet

.

Tar get

Group

IRV
ir

Subsidy Regquared

Totel Houveing Investment

Metropolitan Are:

Totel Housimg Eupend.

Non-tarcet

broup Invest.
Target Group lrvestment

Subsi1dy Feqguired

Pttal Housimg Investment

Other Urbern Areas

Toteal Hauvzing E. pend.

Mon~target Group Trvest.
In.estinent

Target Grauvp
Subsrd. Fequired

Tetal Hoozing Investment

Fuarel Arecs

Total Haouveing E:pend.

MHoarn-target Group Inveet.
Taraet Group Irn.ectment
Required
Totel Howsing lnvectment

Subeids

La]l Houzing Yvestment
the baze
& Fercent of

]
subsid, &=
Fublic Eipenditures
Tatel Hoosing Investment
&1 & Fercent of GDF

Cestment

12524, 02

G, QO
. OO
e Q0
Qe OO0

S285. 0%

0,00
0V, OO
0,00
Q.00

SUER. 67
Q.00
3 1Y)
OO0
Qe 1)

8150, 30
0, 00
0,00
G OO0
10, U

22800, 00
000

.40
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IN RELATION TGO GIF

1988

16879, 55

&9E. 78
Gi1&.07
SIBIT.L 91
Q9T 73

£92.76
B70.05
“a7.74
1941.35

—T00.728

Qg O}
1277.7%
574,09
1951.840

?916.74

G, 00
4148, %%
1652.08

ORI, 25

7,12

11.47

1993

21762.67

1008, 48
8284, 49
>187.64

12480.81

5927.96

1008. 46
1221.49
w77.03Z
~616.99

276%.11

0O, 00
198R.89
864,467

~ oo =y
&deod&

12065, 56

0. 00
SO64. 32
1945.98

TO10, 30

- o
e I R

11,03

Table £~

199§

28116.1

1526. 75
10572, &1
SB2R.BT
18592%.1¢

1526.72
1772.1%

462.7¢
S761.27

SZ23.5¢

0o 010
2676.17
1191.94
~BoB. 13

13677, 02

Qo O0
6124, 2¢

2175.52

B299.7

.72

1n, =~

. e

T

T8404, 19
2324, 05
17487 0
3495, 532

20701, 7

11226.90

SIZA.09
2582.95
611.88

2318, 97

—- e e
:nUS-m_

G 00
woEE, 0%

e P v~
w162, 20

1785%.08

0 O
TI31.04

Y- -
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COMFONTHTE OF TARGET GROUS HOUTING COeT

(thllicors of Currercy Unite:

Cour:itry

Cost of Upgrading
Erxi1sting nits

¢f which:
Infrestruzture comporent
Comnstruzticn componert

Cost ©¢ New Housing Unit
Ot whoch:
Largd coroornent
Irfractructure comporient
Corstruction comporent

Target Group Houeing Cost

Ffietiropolitan Area

Coet of Upgradinag
.orsting Unite

of which:
Infrastracture comporent
Conetruction component

Cozt o©f New Housing Unit
0f which:
Land component
Infrascrucliure component
Construction conporent

Targei Group Housing Coest

1967

D OO0

0, 00
000
O, 00
Q) i)
.00

O OO

0,00

Q00

Q. 00
O, 00
Cig OO
O 00
Q.00

Uy 00

Qe 0O

1988

anb. &9

— .-
Rl A Y b

.67
6706.71
687,40
2106.25

2917.06

7047%,.40

27.89

24,27

J.63
1058. 58
158.79
206.99

592,80

1086.47

1992

aib. 67

227.02

Q.67
8492.82
Q06. 65
2719.86

S06b. 62

QUZ9.51

27.39

Y
ad. 27

T.67
1212.85
i96.88
B0, 6=

735,02

15340.4%

Table E~11

1993

cb. 69

S27.02

P67
10958.49
1171.62
414,04

63772.87

11295.18

27.8%9

24,27

:..'- 6:
1743, 6=
261.54

S05. 65

976.47

200D

SlO. 67

2Z7.

5. &7

"
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BT Y
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FEVIoED ' Elite BmcE Cmsol
r

PANGr My =g W e TAr meew
COoMEmNTe QF Tan s

her Urban Areacs
Loxt of Upgrading
E.ietine Unite
G+ which:
Irtresztirue
Construction

ture component
comsonent

Lost of New Housimg Unit
of which:

Lernd comncaonent
Irfreastructure conpeonent
Construct:an Comoonent

Target Groop Houvszimg Cost

Reiral Areas

Cost of Upqgr
Eirtetimg Urats
of which:
IJrfrastructure cComponent
Comstructiorn component

adirig

oot of New Hooweing Uit
cd owhion
Lamd compornent
rtrastrozture componert
Comstruction component.
Tzrrqest Hous

G-oup irng Cost

[ Dy}

Q.00
O, 00
a0
(e OO
(e Th)

0. 00

OO0

0y DO

Q.00
0. 00

T
Q.00
Q.00

1 OO

0. 00

E-

cosv

S0, 2

24,17
6.4

1615, 60
242,34
458,52

04,74

1645.81

278,59
0. 00

JOT2. 57

‘ol 8 o

<82.2
Sn0.74

2419,52

4711.12

(COMNT T

LED)

",--1

24,17
6.04

2414, 23
J62.15
7001 s

1252, 02

<444, 57

278.859

l\ Fi.sq

0. 00
3945, 97
T47.62

1628.77
2979.458

0.2

24.17
6.04

SE12.93
494.94
60,75

1855.24

S243.14

278.59
0.00

S901.97

41=.14
1947,464
2341.16

6:30.51

44%51.4<

667,72
1250, 61
Za52. &1

441, &=

778 50
0, DO

&77T. 68

474,18

‘ﬂ-'-c -
IRt |

465,165
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ANNEX F
NAIROBI HOUSING PROGRAMS

A brief description of HDD-developed and administered projects,
including financing source, are as follows:

IBRD - Dandora ~ 6000 serviced plots with wet cores and associated
. building material loans. Phases 1 & 2 nearing completion and
occupancy.
IBRD - Kayole - 6000 serviced plots now being allocated.
IBRD - Mathare North - 1500 serviced plots which have been

allocated with construc:ion of units through building
material loans underway,

AID-HG - Umoja I-3000 units completed and occupied
AID-HG - Umoja II-4306 units
EEC - Huruma-B890 units

The HDD has several divisions vhich are respon-~
sible for techmical design, supervision of infrastructure censtruction,
assistance to beneficiaries in self-help construction and extending building
material loans, allocation and settlement of plots aad administration and
collection of all loans.

All of the projects listed above are externally financed. 1In the case
¢f the World Bank the terms are set by the Bank. For the Dandora project
listed above the World Bznk loan is made at 8 1/2% to the government. Thre
Bank loan doesn't cover all of the cost of the project and the government
finances the difference through the Ministry of Local Government.

The City gets Worle Bank money at 8% and Ministry of Local Government
money at 6 1/2%. When blended it is about 8%, The HDD lends to beneficiaries
at 8 1/2%. For these earning between KShs. 280 - 450 the repayment period is
30 years, for those betwean KShs. 450 - 600 it is 20 years.

In the case of the AID Housing Guaranty covering Umoja I, the City
borrowed directly from the US lender in 1977 at a time when KShs. 7+ = s1.
The interest rate was 8.7%. Because thn KShs. rate is now 16 = $1, the City
has increased the interest rate to beneficiaries (or those now owning the
houses) to 19%. Houses originally sold in the neighborhood of KShs. 35,000
but it was reported that they would now sell for maybe KShs. 15G,000.

Plots for HDD projects ares leasehold frem the City for 99 years. They
are sub-leased to beneficiaries for the same term less 3 davs. The individual
will take the house as a tenant purchaser.

HDD is planning to start a Housing Development Fund when external
financing runs out. The means to raise funds has not yet been determined.
One possibility includes a surcharge on the house price, say 10% over cost.
The City does not feel that it can borrow commercially; it's too expensive.It
is again trying to be included in the World Bank's Fourth Urban Project which
is aimed at areas outside of Nairobi.
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There are 30% arrearages in Dandora, the first site and service project
to be completed. Since these are low income families it is difficule to
evict. With a concerted program it is felt that BDD could get arrearages down
to 10-15%. When HDD took over the Umoja I project delinquencies were 50% but

el e, .t - -
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NEW 3ANK LEGISLATION SnToN

PART 1 « PRELIMINALY

Section 2 is amended to provide a definitica of a 'represIniziiva

office", -
PART 11 - LICENSING

Section 4 amendeZ to brohden thc powars of ih2 Linlstzr inm greniing

licenses.

Section 5 (1) amended té provtdc:that gopiicatien for licemsing

are routed to the Nn“.ater through the Centrzl Pa-k.

Section 5 (1) (a) an addition to the Act requiring thas a licamse

be activated within cne year of approval.

Section 5 (i) rcplaces SectiOﬂ .5 (3) and puts licensing fees under

"schedule" authorlzed by"Hc Act.

Section 6 (b) amcnded to broaden the pcwn*s of the Minlster to reveio
. a license. ' R .uf.nJ'-',. S . :

Sectien 7 (a) ahmndedAto.increase from 5%.to 7}% the matio requizement

hetween capital/reserves and deposits.

Also amerded to increase miaimum capital for a banx “ran £502,700

to Kshs.i5 million. Section 7 (1) (b) amendid o increzse capital

requirement of !oreign banks to Kshs.150 millicn with a minimem

of Kshs.30 million,assignéd to Kenyan branch.

Section 7 (2) (a) amended to require NSF1's to ha e capitzl of

Kshs.7.5 million and requires that capital /reserves must egual

of deposits.

Section 7 (2) (b) forcign ccntrol ec VBFI': st have minimumm ccp!s

of Ksh3.7% mi]l*cn with minimm Kshs.15 mi1licn assigned to &anu.

Section 7 A (1) new: 2’ lows au.ﬁorities to prescride matios to e

mintained between capital and loans. | .

Secticn 7A(2) new: failure to capl with 7 A (1) atsracis a fire

up to Kshs.50,000/=. . o "v

Section 7 B (1) new:, the;inpositicn of an accitional resesve fund

(4

= ics
-

1
%
H

cowputed as: Lo . , o

(a) 12{% of net profif as 16ng As théiécserve furd {s lase thuin thao
capital., '

(5) iC% when tie raserve fund is eqﬁal to or higher thon the eanisl

G-1



Secticn 7 B (2) new: rescrve fund must i fovesiar SSoTTnravel
sccurities.,

Section 8 (1).amanded to include CBY in tha azpreval prozess fo-
the siting o2 banks.

PART 111 - PROHIBITED DUSINZSS

Section 10 (1) (d) new: cx'p‘tains the language cencoming leans o
directors.

Section 10 (2) new: 'deals witﬁ lc:m restrictions regarding pecnta
or grcups capable of inflv..-...;lnq credit decisions.

‘Section 10 (4) new: ' holds \.srcctohs jointly liable for unsecurcc/
partially secured .loans rnde to digectors.

Sectien 10 (5) ac ts po. ‘tal 1{5‘15 100, CDO fine for viciaticns of
Section 10. ' & i

Section .11 (a) 1 new @ep@ndm langua e cn ‘restiictian of investmonts
in other camanies by banks and NB"I's. Prmidcs that this my be
cxceeded for satisfying debt a3 taking cq.zity in corpomticns
establiched for dev&lcpmmt preposes.,

Also restricts ps.rchme of irmwvable preperty to that which i3 5
necessary for the opemticn of the financlal instituticn. 1if ysa ara
in violation when this Act becames Law yeu must advise C3% withia P
days and mist eame into cawliance within 12 months,

Section 11 (b) new: a financial instituticn rey not own shares of
a bank. L

Section 12 is am'ideﬁ" te include Jinanelal in:iitutiens {n the
existing restrictions cencerning the limitation en real estate Ycuns.
f.e. maxirum 25% of depcmits. ,

PART IV - DIVIDENDS & Amcum'sf |

Section 14 expwuls language on bad debts - must be dene Sefore
declaring profit. M.mt\'be ‘an-adquate (?) provisien. Also cefines
bonus shares as belng the same as the payment of a ¢I- 'l and.
Secticn 15 amended to give oK fusther wcwers regavding reporting
requirerents, '
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PART VI1 - AUDIT

.
.
]

Section 21 (9) expanced to hold auditers azesuniadis “or complicnss
with C3K regulations.

PART VII A:

This is a new Section dealing with the estcblisimen: of a Descsit
Protection Fund acainistered by a Bearc chalred by the Central Zari
Govemor. The Minister. sz's the level of e Tomde The Baad
detemines the anntal c&x‘::‘ibutim which shall not Ye
Kshs.100,0CC nor more that .4% of the aversge deposits per annus.
The contribution must be paid withia 21 days failurz ’.o €d so
attracts a penalty of 1% per cay. I an insiitutien s bchaving

in a detremen:i:al fashion the .Board my {ncraase i:'s ‘ncividual
contribution Leyond the maximum set Or may terminate the protecticn
coverage, ' ' |
The Minister determines and gazettas se cxtent of coverage per
customer. Any payments made glve the Fund a pricr lien cver cther
creditors in a liquidation. The Boqrd is empowered to rescue an
insolvea: bank. 1{.e. {t-can lend, Place deposits, guaranies, o=
purchase assets, ;

PART V11 B NEW:
Expands the poverl tn’ cmtrolltng foreign owned representative
offices. '
Section 27 new°" e Centml Bank 13 erpowered to restrist the
activities of a person who {s an of‘tcer of rore thas cne dank.

“his new leglslacion hos as it's objective the establishment of
end controliled banking eaviroament in an ailempt to

% the markat upheaves occassioned by tha

on Credit Finance Company in Dezember 1952
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“he Ministry of Finance is the licens

ing approval agancy while the
ventral Zirnk plays a monitoring rolc.iﬂﬁgrc:oforc;'thc Central
SnXozould sudit, ohserve and comment on any given bank's behaviour
2ut kas hzd no real power to enforce compliance with aecransaa

‘inznce srocedures.

The new legislation sets out. to ::r:e¢t this anomoly. It does so
oy lirstly including Central Bank of Kenya in'lﬁcensingrapprovar
precedure. I: also allows for' the 'impositioa: of fines for certain
sasic violations. dut, the broades: p@wers &rve vested in & new
-:Cy to'be knewn as the Deposit Protection Fund Board: It will be
naired by the Governor of the' Central Bank and any institution

X3

(4
'

-

e

+0 2v operatiag in 2 ma~qer detrimental to the depositors can

ind 11s2°f subject to incervention by the fund.

-t

cE.

W

Oiher aspects of thts legislation are deéigneh to address. recognized
weaknessas known o extist in the present system. Namely they are:-

1. To corract excessive leverage, the capital and uﬁimpaired
reserves must equal at'least.7§% of the.total deposit liadbilit:es
Since the greatest Percentage of -the financial {nsti{tutions
pradetly axceed this patio they have two « Lu... - of action.
Cne is an additfonal imjection of capital,’ the other is to
reduce the level of deposits. One wvill prokably see a
combination of these acticns witﬁlihéﬂihjéction of capital
mancatory in some cases because the law 8lso raises the
mlnimum cepital requirement from Xshs.5 million- to Kshs.7.5
millionin repsect of NBFIs.ﬁ Baaks mist’ increase ‘capital
from Kshs.10 million to Kshs;ls millfon.

Cne would expect this te impact on the market in tvo ways.
Firsily, many financial institutions will reduce the level
of new Loan appiications so that loan repayments exceed new
i2ans ia z2n amournt sufficient to reduce deposits levels. .
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«-+5 1533003 to produce a cre. ' squeeze of an unknown
“ghatuce, Lut cer:a .lv streng enough to impinge on the
soewin and deve

lonment o. the private sector.

T.Q Cazesiz cecline should ‘ake s.1c of the ‘heat out of the~
TRt marliel, lower interest rates on depostts bcing The

gislatien also i§ mposes an additional Resc've Fund.

menies will be domxciled in the capital account thercby
Buting to the 7% capitan to, deposit ratio.. But, they
ce withdrawn s oar"of thedividend.stream and’ they
aust be irvested in app-oved securtties" g lProbably Treasury
Siils). Thesa accoun 5. wll‘ be allowed to -uild up over time
Sy an arnual axtrastion from profit' 12iw of profit uatil

the Reserve Fund equals the capital and 10% c.“"“rual profit
thereaf: er. This in essence ts designed to crcate an addittonal
hidden reserve as a bu{fer against excessive loan losses.,

if these fu=~ds can be applied aga nst the exxstinu 24% reserve
requirement taere will ke no 1mbact'on the earning* of the
Jirancial .rs.itu*ions.l If not.-then the difference Setween
tae intorest on the "approved’ securitlcs" &nd that which could
cccrue Jrom lending the- noney. will becomc a reduction in
Tevenue. But, mzl:ly it-prevents shareholders from removing
dividands disﬁroportionate to the earningc ?hereby 1mp1nging
©1 the nztural! growth of the. capltal account.. '

L |
—
(5]

A new section: has been creazed ccncerning "Prohiblted Bustness"
This addrecsses ‘t}.a issue of shareho de*‘ mmking loans ‘to
themselves ala Rural & Urban.' It carrics thc concept -even -
further by rcs.rictina borrowing by people who m:ght net te
SHarcko‘dars/Dxrecto“s but uho are- seen ‘to be capable of
infivencing credis: decistons. "The ' most mcantngful aspect of
this.section however, i« Section 10 4) .. e. all directors can
te heold pe.sonalxy l{able !or any unsecured or part‘ally

urad loans made to any of the d‘re":rs.

tn
(£}
(4]
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4. Pact IV of the et deals with the dividonds and the accounting
Frocedures. Rad and doubtiul loans mus: be provisionad fa:
r ts argifcc}arcd. donus Shares are defined as a
orm ol dividand. Of interes: to the auditing firms is the
‘they are now to be held accountablc to ensure-
ompliznce with the C3K regulattons.

[§]]

Act. It establishes an administrative board and they detcrninc
the level of contribution: fron each f{nancial institution -
within a range from kshs.100,090/x to an amount not to exceed
4% ol the averag. depostts., This’ replicates the Federal
Ceposit Insurance Corpora'ion scheme ‘n the U.S. - The local
beard {s empowered to call for additional contrtbutlons when
an i*s‘i;u..oq is 3een to be misbchavtng or they ecan terminate
the converage. 1If the Fund does step ir to pay. deposlitorg

they automatically have a prior lien over ether creditors in

a liguidation. The board is also empowered to rescue a
financial snstitution with liquldtty problems by lendtng to it,
Placing deposi4s with it, or by guaran&eeing loang from other
entities. The board can even purchase the assets. 8road
Jowers indeed by a very stabiliz!ng aspects of great importance
in 2 merke: as small as that of Kenya .

AR T N AR
- ."..'.A .\Y

Cosd legislation in the long run with enough pewera vested in GOK
to make _comuliance a must. Abuse of such. -bover. cannot be ruled
cut. However, the post independence tracs recctd of the COK would
suggest that :l.:s is only a very remote posmibility.

Those institutions ?Hat<¢annot comg'inta cémpiiéhcé and still
suctain p*o’itability may well be absorbed by strong institutions
N . . o ..',;-. )

sits rates should soften tncreasing gross yie!ﬂs. & more necalthy
“aiion then having large Placers of money dictating rates,

G-6
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woLnograwild will censract feor the near term to the detriment of ihe
7o Bul the iazveased use of Treasury Bills as an investmen:

CCR I |
p R S -

> ihould act positively on the COK's requirements.
e

S'

there arc soma opportunltics in this type of scerario,
T ooxomp le. the establishment of a sccondary money market could
bc mcra atiractive. But the ‘greatest benefit by far for Kenya
would 5e to ge: the Rural Pttva.~,hnterprise ptoject activated.

<

To the tanks @ proceeds r *: loan funds. not deposit furds. This
3liminates any conern for maintai1ing a 71" capltal to deposit-
ratio. These funds would also be employed'at'a'time when .ae

flazncial institutions are not. capable of ,acquiring deposits as a

urce of lozn expansion.,

A i

’..\":‘.1 .-t;-' y oy

“.X. wCCD
PRIVATE SEZCTCR ADVISOR




FRINCIPAL INTEREST RATES, 1979-1984

31se Decembder

CENTRAL BANX OF RENTA

dizecunt ®are fap Trevangy B8fills

ddvences sgsinst Tressury Bills

8ills asd Nocas uedor €rcp Ficseco Schaomas
Disecouncs
Advgocoe

Cther Bills azd Xokeo:
Diacounts
Advoneas

ECHYA COMMERCIAL BANRS

Tius Duposices
Yimimu 30 days (7 daye actice)
12 coaths (K5h1250.000°l.000,300)
Savings Cepoaita
Loass aad Advasces (Harizua) =

OTHER FIMANCIAL INSTIXUTIONS
Kenya Posc Office Sevings Baak Demasic
Agricnleural Finance Corporation, Loars
(a) Llsod Purchase
{b) Seasonal Crop Loan
(c) oOther
Bire~Purchara Cowpenies and Havebaug Sankes
Depcaics (cizs)
Losns /d
Buildings Socincian:
Daposics
Loans

Annex H

1979 1980 1951 1552 TEET,

4,60 €.03 13.03 13.38 15.12

7.50 8.00 %.50 13.53 15,53

7.00 5.50 18.60 13.78 13.73

6,00 .00 15.00 14.00 15.00

7.30 8.50 14.36 i4.30 16.00

7.50 8.00 15.00 15.00 15.00

6.13 ) 3

5.878 6.50 2.075 :

$.00 6.00 8.00 (b) 12.50 12.50

15.00 11.00 14,00 16.60 15.00

$.00 6.00 11.00 11.00 11.09

9.00 .00 12.00 12.00 12.00

- $.09 16.60 16.00 i6.00

- . 11.c0 14.00 16.00 15.00

9.00¢. 10.00 13.00 13.00 13.00
3.00- 8.00  0.00-11.00  14.00-16.5C  13.25-16.33  16.0G~1¢.50
10.00~12.00  10.05-14.00  Up to 20.00 16.00 20.60
6.00~ 8.30  6.00- 9.30  1S.10-13.50 19.2  15.00-15.59
8.00-12.00  11.00-14.00 16.00 16.00 16.G0

Source: Cestral Bank of Raaya.

8 loass snd odvasces for logs 2hen three pases.

b Subject eo zegocisties.
Zarly 1982, 102. *

A .
4 OTocdl 1983 chargeadio at "f1ot” pate efloseively doudling che wewminal sate,
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http:14.00-10.50
http:13.25-16.23

Annex (Cont.)

Kenysa: Coamercial Banks' Liquidicy, 1979-83

(In millions of K=nya shillings)

1979 1980 1981 1982 1983
June Dec. June Dec. June Dec. June Dec. March June Sept. Dec.
Deposit liabilitles
subject to
requirements 14,463 12,542 12,848 12,106 12,440 13,723 14,464 16,520 16,123 15,884 10,883 1€,804
Liquid agsets 2,740 2,938 2,358 2,205 2,598 2,760 2,498 4,271 3,517 3,441 3,886 3,408
Of wvhich: cash *
and deposits
at Central Bank :
of Kenya (948) (1,184) (838) (1,204) (907) (985) (1,025) (1,832) (857)  (941) (1,094) (1,302)
. (In_percent)
\¥,
Liquid assets 24 23 18 18 19 20 17 26 22 2" 23 20
Minimum statutery
recuiresent 18 16 16 15 15 135 15 15 20 20 20 20
Excess 6 ? 2 2 4 S 2 il 2 2 3 -
Cash ratio 7 9 7 10 7 7 7 11 5 6 6 3

Source: Centrsl Bank of Kenya.



Ao Covarrment Stock Noldars:

Ebue Sadias
'ls. L] L]
Caztral Covermmeat
Local Cevcreziant
Pest Office Savings Bank
Formar L.A.
Comzunity Bodias
Ceacral 3ack
Other

Sub~Tecal
Privaca Esdies
Coziarc18l 332848
fesuzaese Coaosniee
Ocher Coasanies
Privece lcdividoals
gub~Tocal
Tetal 3Rscks
B. Z<ressury Bills Boldiag

Tocal Covarzaoai Sacuritimo

COTERNVENT SECTRITITS
Nowminal vaiues i adus arli.oans)

1980 198L 1982 1982 1983 1983 1984
Juas Juoe Juns Dae. Juoe Puc. Hyw H
3,651.08 &,292.1% 3,013.50 $,003.50 S5,373.62 3,473,462 5,636.18 2%
$38.20 499.9) 803.21 736.463 b .36 491,63 936,72 4.9
11.43 10.93 1l.26 1lead Lieas Wes? 12.37 9.3
330.38 415.%% hF3 P8} J03.31 Jo3.at . 303.31 363.31 l.5
123.61 3%9.22 408.08 $70.38 $70.38 370.38 ' $70.53 2.3
847.16 847,16 847.18 490.92 $,23%.93 5,222.9) §,338.7) b
196.84 196.834 $3.82 30.93 29,73 ~3.78 27,79 .2
$,618.70 6,822.21 7,462.22 7,196.91 12,67.72 12,310.36 §2,33¢.01 63.J
619.08 827.36 816.77 234.93 267,58 o82.468 247,43 1.3
170.16 2756.43 27344 250.87 2465.97 230.47 225.37 1.
208.62 332.22 32%.81 337..0 337.30 J18.482 336.36 1.3
.72 $.13 2.30 .50 2. b 2.92 2,22 -
1,123.38 1,262.% 1,234,682 823.72 933.2% 313.9¢ 930,43 o
€,542.35 0,064.03 8,886.54 8,912,563 13,201.91 13,3264.43 13.36%2.36 59,
1,842,230 1.960.3¢ _9.s13.80 _2,919.60 4.512.38 &,947.30 §5.3¢,.40 Pt
FLv e
£,9%.98 105.20%.1% 15.300.26 10.962.33 17.713.31 18,271,583 19.°97.3%% el

Sources CIK Lcosomis asd Flosasisl Raviews.
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SOVEIRNVENT SZCURITIES:

Bolders

ANALYSYS‘OP TIZASURY BILLS HOLD INCS
Homioal valuas 1u £Sbs ®ails

L83

Ceotral Bank of Kanye
Commarcial Banks
Fiasncial lastitucions
Parastatsla
Iosuracce Coapenias
Mastionnl Social Securitr Pund
Ranys Foat Office Savisgs Yook
Naeiocoel Hoepital Insu:sace Pusd
Local Gocvarazent Larus Asthoricy
Paasicvns, Providans asd

Trustae Punds
Othegs

Total OCutazanding Posicioe
an at Fericd Cad

1961 1982 1282
Due, Jung Dac.
3,358,8 3,398.4 -
1,642.) 2.0 2,070.0
368.9 1,275.5 717.%
- £41.3 100.0
- ‘3-0 o
- 24.9 13.0
bl 44,0 -
- 23,3 15.0
- 204.0 -
20.0 6.0
3,343.40 3!611.t 1 319.8

—trc.

1,910.0
1,818,7
23%9.1
3.9
é8l,9
203.0
14.0
10.9

38.3

21.0

3,028.9

o
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COVERNMENT 20RROIINC FROM TEE IJANKING $°77=ry

Saad

703EF) F7a=ids]
KShe aniliogs/

197$ 1976 1977 1$78 1979 1980 1981 1982 1993
1. Gontral Bask Landisg 908 711 1,052 1,336 1,272 2,133 4,391 8,000 6,455
2, Cowamereial 2seking
Lerding 877 1,192 263 1,803 2,216 1,336 2.133 2,84 2.7
. r ’1

3. Tetal 1,982 1,903 3,015 6,156 5,588 3,689  6.484 10.%4  3.57%

f"sz—; $7.2 3746 T 349 2.7 8.8 'S7.8 671 5.9 7123
Source: Cencral Bank of Xseaya.
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Annex J
imi Jdabili Housing Finan Companies
1) in jnan mpany_of Ken

HFCK is the largest housing finance institution in Kenya. It was
incorporated in November 1965 as a limited liability company, 60% owned by the
British Government's Commonwealth Development Corporation (CDC) and 40% owned
by the Government of Kenya. In 1970 the government brought its share of
owner .hip up to 50%. HFCK converted to a non-bank financial institution under
the old Bank Act in 1978,

Initially, HFCK's operations were restricted to Nairobi and Mombasa but
it now has bhranches in Nakuru and Nyeri. It has financed houses in a number
of other areas in addition to those cities where it has branches.

In addition to its long term mor~gage financing, HFCK sponsors housing
estate developments as well as provides bridging finance to individuals. It
provides assistance in the entire process of housiny development from planning
right through the construction phase. The major purpose, however, is the long
term financing.

In the twenty years of its existence through the end of 1985, HFCK made
mortgage loans amount.ing to KShs. 1,882 million with the largest year being
1982 when mortoages totalling KShs. 275.4 million were approved. The mecrtgage
amount. outstanding at the end of 1985 totalled about KShs. 1.4 billion for
some 7,000 loans. Total assets were almost KShs. 2 billion. In addition to
mortgage loans HFCK has advanced about KShs. 14.8 million to a number of local
authorities to finance tenant purchase housing schemes. During the most
recent full year, 1985, HFCK approved almost 700 mortgage loans totalling
KShs. 202.3 million. Over the years, some 15,000 families have benefitted
from HFCK financing.

Generally HFCK requires a 10% down Payment with a repayment period of 15
years although it can go 25. The maximum loan is KShs. 600,000. As noted in
the previous section, the company guotes a 13 1//2% interest rate but,
although payments are made monthly, repayment is calculated on an annual
declining balance basis. This gives an effective annual interest rate of
around 16%. As is the general pra=tice, mortyage louan rates are variable and
are adjusted to reflect tho cost of funds.

To raise monny, HFCK offers the standard variety of savings accounts and
term depo3its a3 well as issuing tax free interest housing bends. HFCK also
apparently has available a KShs. 300 million “line of credit” from the
Rational Social Sscurity Fund in the form of deposits on a long term basis
which it must lend at a rate no more thau 2% above the rate it pays NSSF,l
HFCK has some 40,000

1. 7This may have changed since NSSF is undergoing a review of its
portfolio policy.



depositors and total deposits of KShs. 1.6 billion. Its average cost of funds
is 11 1/72n.

HFCK itself does not directly undertake the development of housing
projects hut works closely with developers and provides a commitment of the
long term, or take out, financing on projects it has "approved" or found
acceptable. The ]eading developer in termg of units financed with which HFCK
has worked to date is the govermment-owmed National Housing Corporaticn
although the (DC developed and HFCK financed the largest private housing
estate in Renya during the 1970°'s on the outskirts of Kairobi.

Shortly after it was created HFCK acquired the shares of First Permanent
(EA) Ltd., an East Africa-based building society first incorporated in what
. was then Northern Rhodesia. First Permanent had a wholly-ownad subgsidiary
called Kenya Building Scciety (KBS). KHS ic now being used by HFCK as its
developmeat subsidiary and has been restructured so that jte ownership is 50%
HFCK and 50% CDC. Among other things KBS will embark soow on a 10,000 unit
housing project in Nairobi to be developed over a 6-8 year period.

HFCK's market has essentially been middle income te date. Because of the
preblems with qualifications of potential borrowers cited in the previous
section, HFCK ls reportedly highiy liquid, some KShs. 370 million in short
term ssgets at the end of 1984. This liquidity positior has supposedly
continued to grow. Aas a result, HFCK apparsntly has not utilized its
borrowing option from NSSF in over two years.

Increasingly, HFCK appears to be Jooking to its development. subsidiary as
an outlet for its funds and ultimately long term Einancing. 1In this respect
it can certeinly contrel the cost and affordability of housing that will be
produced; the result will then be the same as whore many of ths cther housing
financo institutions appear to be hesding (zee discussions below) i.e. to play
the role of Joveloper as well a3 long tyrm financer. But with the othar
institutions the motivation may be somewhat different; that is, mzny or these
institutioans believe development is where the profits are and the institution
can be used for generating furds.

2) Qthers

The oldest housing finauce institution in Kenya is the Savings and Loan
Kenya Ltd., having been in business in one form or amother since 1949. It was
acquired in 1970 by ths Kenya Commercial Bank and ig a wholly-owned subsidiary
of that institution, 1tself owned by the Guvernment of Xenya.

SLK currently has gome KShs. 840 millionm in total asszets. It has B very
low percentage of its deposits in regular savings sccounts; most are ia term
deposits about KShs. 200 milliom of which is from the Hational Sncial Security
Fund. Regular savirgs accounts, the individual saver, tend to be more stable
and SLK management feels that it needs roliable deposits; as one official put
it, deposits that won't “walk off". Preswsably SLK woulé have access to
back-up funds from KCB if the need arose although this point wasn't raiges.

' You do not have to have an account at SLK to get a loan. SLI uses the CBK

branches around the country to take applications and to receive collections
which permits it a much broader coverage at considerably lower cost than other

J-2



housing finance institutions. SLK currently charges 16% on its mortgage loans
which puts it in the same class as HFCK and East African Building Society, the
other old line housing finance institutions in Kenya. All of the other
housing finance institutions charge the maximum rate of 19%,

Home Savings and Mortgages (HSM) was created in July 1982 and is owned by
individual investors. It now has total assets of KShs. 250 million with
outstanding mortgage loans of some KShs. 130 million. Its capital is KShs. 10
million with deposits of KShs. 240 million. Most of the remainder of HSM's
assets, after mortgage loans, are in deposits with other financial
institutiouns.

It appears to be a well established institution after almost four years
and to date has been conservatively run which is reflected in its almost 50%
liquidity. Without the capacity to attract long term funds the HSM management
has tended to maintair this conservative position. HSM will go as high as
15.5% to attract larger and longer term deposits, Uander the new banking
legislation, if implemented, HSM would have to double its capital. 1If it
wants to continue to grow, it will have toc increase its capital evea more.

HSM's lending qualifications generally follow the industry norms; eligibile
for a loan after threa months as a depositor, 806% LTV ratio, lozn cannot
exceed three times income, mortgage life imsurance policy, etc. However, HSM
has introduced a new element ans one that could prove to be ‘a key in
establishing any type of secorndary mortgege financing facility. That is, HEM
has worked out 2 plan with Che Kenya Commercial Insurance Company to ‘
underwrite private mortgege default insurance. No details were obtained as to
premiums and exact coverage but this initiative isg clearly of considerable
importance.

Like so many of the housing finance insticutions, HSM is also inte the
development business and this does entail some risk. A description of its
most recent venture is contained in Annex F and is worthwhile examining in
that it appecars typical, at least in terms of unit prices, of such projects
being developed by financial institutions. It's at a scale that, if the
project doesn't sell, it could get HSM in trouble. It thus typifies the kind
of problem that a number of housing finance institutions could bae in,

The other non-bank financial iznstitution specializing in housing is Kenya
Savings and Mortgages Ltd. (KSM). XSM is a subsidicery of Jimba Credit
Corporation, one of Kenya's largest merchant bank operations. It was licensed
under the Banking Act in 1983 and started its lending operations in 108¢.
Besides its headquarters office in Nairobi, it has one branch in a town not.
far from wWairobl.

A wide-ranging discussion held with the Chief Manager of XSM provides some
insight into the problems facing a new housing finance institution in Kenya at
the present time and the directions such an institution is likely to take.

KSM has deposits of KShs. 93 million and paid-in capital of RShs. 6.1
million. It has 100 mo:tgage loans on its books with an outstandiryg balance
of about KShs. 31 million or KShs, 310,000 per loan. The remsiunder of its
funds, some KShs. 69 million, i3 in short term iuvestments, again reflecting
the high liquidity that such institutions feel they must maintnin. In fact,



KSM was caught a year ago when the National Social Security Fund pulled back a
significant am:.unt of deposits from different institutions as a result of the
collapse of Rural Urban Credit Finance Company.

What KSM hes done is to mount a major campaign to attract deposits from
non-financial institution sources and has cven establiched & full-fledged
marketing department to do this., Ths result has been to increase operating
costs to some 1.5% of assets while at the same time cempeting with the other
instituticns looking for the same accounts.

KSM has thus sceen its adverage cost of fuads go to 154, Although lending
at 19% for its mortgages, its average roturn on assets has been only 17%
because of its high liquidity. When coupled with its operating costs of 1.5%
Plus other fees end costs, KSM has not been profitable. 1In addition, the new
banking legislation will require some increase in capital,

The plan at KSM follows the pattern; get into the development business in
a biy way. To this end it has also created a development subsidiary which
will engage in the full complement of activities that relate to developuent
including sales. KSM will provide the financing, both bridgirg and long
term. The subsidiary will also lcok at propsrty management as a source of
income. To finance this activity, KSM will continue itg aggressive deposit
mobilization effaorts and try to lower its cost of fuands,
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Annex K

Example of H ng Dev m Rrojects
by Housjing Finance Institutions

Home Savings and Mortgages Ltd,

HSM purchased a 40 acre site not far from downtown Nairobi for some KShs.
14 million on which it plans to construct 500 three bedroom townhouses to sell
at KShs. 350,000. The first phase of 250 units is well undeivay.
Infrastructure costs of some KShs. 6 million will be included in the sales
price and 10% of the land must be given over to the city for such
infrastructure ard greea spaces. Ultimately the roads and on-site water and
sewage facilities will be turned over tc the city. A real estage agent has
been ¢ngaged to market the project at 2% commission. Soma akeptics believe
that with unit prices this high and a less desirable close-in location for
this price house, the project will be very hard to market.

Family Finance Puilding Soci

Family Finance Building Society purchasad = property only Y months after
starting operations. It is located § miles from downtown Nairobi, cost KShs.
12 million plus KShs. 3 millicn to subdivide it into 1351 lots with road,
electricity and water access. The building society intends vo sell each sot
for KShs. 15,000, for a total of XShs. 20 million. The building socisty will
provide short teram financing to purchase the lots/construct houses as well as
long term mo:r:gage financing. However, to qualify for financing, the borrower
is required to open an account &t FFBS snd maintain a minimum balance for at
least three months. FFBS's current depositors currently do not have access to
loans, since most c¢f the funds have basen committed to this project. However,
they are given priority to purchase thos® lots. Of the 1351 lots, 200 have
£lready been 3014 although the subdivision work is a few months away from
completion,
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MAIN FEATURES OF THE BUILDING SOCIETIES ORDINANCE AND THE BUILDING

SOCTETIES (AMENDMENT) ACT, 19885

1. FORMATION AND REGISTRATION: Ten or more persons may

form a building S0ciety by applying to the Registrar of
Building Societies in the prescribed form. The

building society must renew its license with the
Registrar annually by submitting the appropriate
application. The annual license feos in Kenys
Shilliags are:

- For every building society: 56,0060 Sh.

- For every brunch office in .
Nairobi, Mombasa, Kisumu, Nzkuru: 20,066 Sh.

- For every branch office in other
areas/towns: n/c

The Registrar isgues o ragistration certificate to each
building society 4pproved, stating that it ig in
compliance with the provisions of the Ordinance.

2. BUILDING SOCIETY RULE REQUIREMENTS THAT MUST BE SET
FORTH: T
E.G.,
- Principal objectivec:

The manner in which a person can become a member:

How funds are to be raised and how they ara to be

used;

- Classes of shares to be isguaed and the conditions
of redempt:ion or repayment of shares:

- The condi.ions upon which the society will accept
and repay deposits;

- The conditions upon which advances upon the
security of a mortgage are to be made;

- Whether money will be borrowed, and, if go, is

this borrowing within the limite prescribed by
this ordinance;

- The limits of loans to or deposits by any one
person;
- The maniner of altering and rescinding the rules of

the soclety and meking additional rules.

3. MANAGEMENT REQUIREMENTS: A Dboard of directors of at
least three porsons, of which the recretary cen be one,
ig required. One or mors aulitors that are approved by
the Registrar is required.

4. AUTRHORITY: PBuilding societies are sntitled tC receive
eposits or loans at intaregt from its members or other

persons. The amount received ag deposits and not

repaid cannot exceed 2/3's of the amount securcd to the

society by mortgages from its members. At least one
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5.

month's notice is required by the society for repayment
or withdrawal.

Advances to its members out of ita funds upon the
security of land is allowed, as lony as this land is
not already used ag security for a mortgage.

Investment of its funds(not immedjately required for
its primary- purpose) in stock/securities that are
authorized by law for investment of trust moneys ia
allowed. A building society can- also keep money on

‘current account at one or more banks or with the Post

Cffica Savings Bang.

With the Regisirar's permission, & building society can
borrcw money at interest, other than in the form of
depogit, from a bank, act as an insurance company agent
or establish/managse a pension fund for its emloyees.

DIVIDENDS ¢ Dividends can only be péid out of profits
earned.

>

REGISTRAR POWERS: The registrar may, at any time,
require the building society to produce such books,
accounts, deeds and other Adocuments relating %o the
bugsiness of the building society. 1If non-compliance
occurg, a fine of up to 5,000 Shillings can be imposed
by the Registrar. The Registrar is entitled to appoint
an accountant, inspector or actuary to inspect the
building society's records and report its findings to
the Regigtrar.
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Annex M

Initial Li Branch Applicati

RBS, in conjunction with Treasury and the Central Bank, examines the
background and experience of the proposed boa:d of directors and management
and the proposed operations of the new society or a branch,

Annual fees are KShs. 50,000 for the head office. KShs. 20,000 for each
branch located ia Nairobi, Nakuru, Mombasa or Kisumu and nothing for branches
located in other cities. This poiicy is designed to encourage the development
of branch natworks in more rurml areaz,

A renewal application, accompanied by tho past year's financial
statements, is submitted to the RBS., Neither the Building Societies Act or
the 1985 Jmendment set forth guantitative operating or financial criteria that
must be met, Review of these critoria is currently left to the judgment of
the RBS. To date no license has ever buen rescinded and the stiffest penalty
appears to be a six month probationary pericd to make a specific correction or
improvement. No follow-up is made to chock on whether a building society is
actually carrying out wkat was suggested.

Application for & Loan Qver EShs, 750,000

When a building socisty zpplics to make a loan over KShs. 756.000, the RBS
looks at the number of iocanx originated in the past year; the number of large
loans originated; and the rates of reserves to funds loaned. 25% is the
benchmark used, although not a statutory requirement.



Moot Conducted With Following Buildi
Socjetjes in Kenya Puring Perjod March 10 - 28, 1986

Family Finance Building Society
T. K. Muja, Chairman

The Agrarian Building Society
S. P. Kalenzi, Corporate Secretary

Pan African Building Society
B. C. Mwagiru, Operations Manager

Equity Building Society
Peter Mbue, Operations Director

East African Building Society
Lalit Pandit, Chairman and Managing Director

Alliance Building Society
John Mbue, Chainwan

Cosmupolitan Bwilding Sociaty
Jarry S5. OUsodo, Managing Director

Nairobi Building Society (sponsored by Trade Bank)
John Munge, Manager

Annex N



CURRENT LISTING JF LITENCED 3UILIING SCCIZTIE3

l. Kenya Building Society

2. Fivsc Pemwanznt Buildimg Sociacy
). Kencenda Hutual Building Sociezy
'6. East African Building Sociaty
5. The Commomwealth Permangnt Building Socisty
6. Ceatury Huildir.g Jociety

7. Uniiad Ecaya Buildicg Society

8. Camtral Buildisg Scelecy

9. Riosderc Puliéisy Sseiory

e'!0. Pionoor Bulldinmg doelsey

°ll. Houslesne Lullding Sociecy

12. Couatey Buildisg Seelsty
13. Gzomvpolieen Budidizg Sccioty
14 Zsays Bida Buildiag laciﬁey
13, Equster Duildieg Ssciocy
16. Baeien Hide Rudlding Eacdscy
.l7. Eszate Buildieg Zociety

18. shoiter Uuilding Seziscy

19. .Buﬂgﬁ¥ Building Zocfoty
20; Citanga Eui!dﬂmﬁ Scciecy
2l. Teeplcal Suildimg Scelsey
22. Sunriss Building 8selsty
23. Neglomal Loens Building Scolety
26, The Perdly Skolesr Bulldisg 8oclaty
23, Eqeiey Ruikdiog Soelesy
28, ZFrurs Dulidleg Beciscp
27. Rldlends Gnllddag Tsedaty
4 2B, Penily Pimemcs Buildiang Soziagy
29. Ths Provincial Buildiug Seciety

30. cCleizees Dullding Dectaty

31, Ezacusiwe Foroo Buliddeg Coclety
32. Pez Africsa &niﬁéiag'ﬁseieey
Hocaat
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Annex 0O

East Afrjcan Building Society

The East African Building Society was created in 1959 and now has nearly
KShs. one billion in deposits. It is headquartered in Nairobi with branches
in Mombasa and Kisumu. As a mutual building society its deposit base is in
share accounts of which it has some 35,000. In addition to share accounts
which include both savings shares and "investment" shares vhich are in units
of at least KShs. 500 and pay a slightly higher rate of interest, EABS has
term deposits and issues housing bonds.

Like the other 0ld line housing finance institutions with a relatively
stable deposit base, EABS charges 16% on its mortgage loans (actually a 16.8%
effective rate based on methods of calculatior). It has made between 6000 and
7000 mortgage loans since it started in business. Currently there are about
1650 mortgage loans on the books. EABS lending activities appear to be
similar to other housing finance institutions. Its maximum loan is KShs.
750,000, which is the maximum without going to the Registrar for approval.

Some of the EABS management is also associated with a company known as
Akiba which finances real estate developments. Akiba is actually a non-bank
financial institution which is capitalized at KShs. 10 million to finance its
development activities.



ions Durin he » - \rs

Deposits .
Amount: KShs., 10-60 million

Number of Accounts *: 2,000 - 8,000
Average Balance/Account: Kshs. 1,000 - 3,000

Types of Accounts: Savings, Investment, Fixed Deposit
Save-As-You-Earn, Childreng ww

Interest Rate Paid: 11% - 13.5%, except for Fixed
Deposit Accounts (13% - 16%)

Average Cost of Funds: 140 - 15%

HMortgages/Loans Outstanding
Amount: KShs. 6 - 20 million

Number of Mortgages/Loans: Short term loans: 100 - 700
Mortgages: 25 - 300

Average Mortgage/Loan Size: Loans: KShs. 50,000 - 80,000
Mortgages: K.Sh. 100,000 - 300,000

Terms: 17% - 19%, Monthly declining balance

amortization method waw

Short-term loans: 1 - 3 years

Mortgages: 15 - 20 years

10 - 20% downpayment raquired

Loan up to 80 - 90% LTVR/ 3-4x

annual income
Security required: 1land valued at
1.5x the loan amount

Loan qualifications: Have an account for at least 3-6
months with minimum bzlance of
KShs. 500 - 3,000
Cast/Short-term Investments: KShs. 2 - 15 million
Land, Buildings & Equipment: KShs. 5 - 15 million
Number of employees: 25 - 50

Number of branches: 2 -6

Annex P
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Most of the building societies while having 2000 - 8000 accounts
mostly in the KShs. 1,000 to 3,000 range, have u few major
depositors, which make up 60 - 95% of the deposit amcunt. These
major depositors are financial institutions, parastatals, or pension
funds which fulfill the Banking Act's liguidity requirements by
depositing funds in building socisties, mainly in fixed deposit
accounts paying 14.5% to 15.5%.

Savings accounts allow withdrawals once or twice per week.
Investment accounts pay higher rates, because a higher balance is
requi- ed. Save-As-You-Earn is where the employer sets up an account
with the employee, deducts an agreed upon amount from eath paycheck,
and deposits it in an account in the employee's name. Children's
accounts are savings accounts parents open for their children.

Fixed deposit accounts are term accounts similar to certificates of
deposit, :

Most building societies use the monthly declining balance
amortization method. Despite a directive from the Central Bank that
all iastitutions use this amsrtization method, come institutions ,
such as Housing Finance Company of Kenya ond Pioneer Building
Society continue to use the annual declining balance amortization
method.
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Annex Q

ac} Being Taken By New Build;
Societies to Attract Customers

The speed of loan processing - 3 to 5 waeks versus 4 to 9 weeks for some
of the larger, more established institutions

Savings incentive schemes: For one socisty, if the saver keeps at least
KShs. 1000 in his account for at least 6 months, he receives 13% instead
of 12%. 1If he ma’'ntaias over KShs. 5000 for at least 6 montns, he
receives 13 1/2%.

Negotieble mortgage repayment schemes, for instance, to suit the farmer
or small business owner who has irreqular cash flow: . =.g. tied to
harvest seasons - an option offered by one society to farmers with
mortgages (at no charge) to pay interest only for the antire year until
their major crops are harvested, at which tire principal for the last 12
months is paid. :

More personalized service (and higher intersst rates provided for ..
depozits) than what has herstofcre been provided in many of the rural
towns by commerclial banks. The personalized servics providaed by some
building socioty branches includes direct, fas: access to the branch
manager by all depositors and door-to-door marketing campaigns tailored
to the interest acd neads of the lozality. The building societies see
these features as being extremely important to depositers. People are
frequently alleged to pay more attantion to these features than to the
interest rate or how one's mortgage paymant is derived.

“Founders'" shares are frequently available to depositorz. In such

shares, & depositor caxn be a member of the loan review committee and has
voting rights at the ar ,ual meeting,
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