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PREFACE
 

In December 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
 

iLstitutions. 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, took 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 new specialized housing finance institutions
 

which, up until 1900, 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 institutitns were not
 

prepared to participate, but due to procedural problems in working out the
 

mechanisma of the loan. 
 In the meantime the number of specialized housing
 

finance institutions has grown rapidly along with other banking institutions
 

and as 
of the time of the field work of this study'totalled four limited
 

liability institutions 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 sponsored a six week training trip for mid-level managers from
 

housing finance institutions, insurance companies and the Central Bank to the
 

U.S. in June 1985. 
 The training was conducted 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. 
 In both cases emphasis was given to the
 

role of a secondary mortgage market within a housing finance system. 
In
 

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, among other things, calls for a review 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 guidance 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, Fi:ancial 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
 

constraiainq 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 financed. Chapter Three then describes the overall financial
 

sector as a framework for housing finance and outlines the dramatic changes in
 

fiuancial innovation 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 i'.to 
the financial
 

structure, how it is regulated, 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
 

Il 



market rates of interest. However, thu 
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 SUMMARY
 

This study describes and evaluates the structure of th3 Kenyan housing
 

finance system to determine the L-dequacy of this system to provide for the
 

mortgage credit needs of one of the world's most rapidly urbanizing
 

economies. VFhen this 
 urbanization trend is combined with the extraordinarily
 

high rate of population growth that has occurred in Kenya over 
the past 15
 

years, 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 societies,
 

mutually-owned institutions that also take deposits idi 
 make mortgage loans.
 

There are now 
3slmost 50 ITBFIs 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 government.
 

Insurance companies complete the picture of financial institutions that lend
 

for housing, the two largest being government-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 supervisiou of the building societies which
 

is carried out primarily by the Registrar of Building Societies has been
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minimal up until recently. The Central Bank has been given new
 

responsibilities in this area, however.
 

Mortgage lending by finaacial 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 Housing 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 housing needs. 
 Moreover, we believe that it is
 

only through the development of a vigorous, competitive housing finance system
 

that Kenya's enormous housing needs 
can be addressed.
 

Non-repl1.cable 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 improvement 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 durable
 

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

efficiency with which households finance one of the most desirwd iorms of
 

wealth-holding 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 intermediaries 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 nexus
 

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 also 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 
 j the vulnerability of a
 

small open economy to international financial 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 rationed 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 subsidized?
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 Finally, the World Bank research suggests that current housing
 

conditions in Kenya, rather than the low income of families, 
 are tha
 

cause of disease and health problems. Imrroving these conditions,
 

therefore, provides broader benefits to the entire society.
 

In summary, in our view, sinple 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 government has
 

already enacted significant policy changes 
- positive real interest rates and
 

deficit reductions - and is considering others which a secondary mortgage
 

market-lik. 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 regulatory/supervisory framework for specialized housing finance
 

institutions (SHFIs), including both the limited liability companies and the
 

building societies, to deal with the rapid increase in the number of such
 

institutions since 1980 and to regulate 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 regulation/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. 
 In 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 p~rcentage of asseis
 

in mortgage loans the Central Bank should establish a facility to enable SHFIs
 

to borrow to tide them over short term emergencies.
 

Recommendation No. 3 The development of a trade association for the
 

SHFIs should be eucouraged. 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 formulate such a trade
 

association have already been taken.
 

Recommendation No. A Government along with the private sector should 

take the initial 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 Bank, perhaps supplemented by Kenya
 

Reinsurance and Kenya National Assurance (all 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 oL mortgages to or among
 

institutions looking for long term investments and those wishing to generate
 

more resources. 
That is, through informal 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
 



to develop trust and publicize the market. 
 If such informal selling and
 

trading worked well, it could then )rovide th, 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 other factors which
 

will enhance the sale of mortgages or mortgage-bac:ed securities 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
 

institutious that provide housing finance, the National Housing Corporation
 

and local authorities 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 relatcionship and the appropriate role for government
 

programs and institutions needs to be examined.
 



..I. HOUSING AND THE ECONOMY
 

A. Introduction
 

In the first section of this chapter we briefly consider the recent
 

macroeconomic context that affects and is affected by the housin' sector in
 

Kenya. We put particular emphasis on placing possible 
changes in the housiig
 

finance sector within the context of the broader changes in the financial
 

system that the GOK has either recently enacted or is now considering.
 

In the second saction 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 incone and the increasiug
 

rates of urbanization and populaticn growth. 
We aonclude that an effectively
 

functioning financial system (which was not under a significant amount of
 

"stress" related 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.
 

Furthermore, as we discuss in a later chapter, it is clear that the
 

financial policiez that most affected the housing sector are 
inconsistent with
 

the Government of Kenya's (GOI's) announced objectives to mobilize resources
 

for equitable development.IIn other words, while the financial policies
 

that rationed the supply of funds away from the household sector were
 

understandable in the context of the financial structure that characterized
 

1. See the Introduction to The Develoymen-PAn iii4-1988, 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 i3 no longer the case. The structure of the financial system
 

and GOK policy nave 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. 
 Improving
 

households' unsubsidized access to the financial system -- as through the 

mortgage market -- can be expected to have significant beneficial effects on
 

both 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 unconstrainfd 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 unit3, 
(3) provide a new
 

2-room core unit for each additional net household, and (4) eliminate
 

over-crowding. Such an 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. 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 .,atistics.
 

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 constrain 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 to 
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 increaso 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. Macroeconomic Context
 

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
 

1. 
For example, in the Robert R. Nathan and Associates (Rourk and Roscoe)

study of Kenya 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 figure is three times larger than the average share
 
achieved over the past ten years. 
 Our u)dated estimate continues to place the

required share of GDP at 10 to 
11 percent through the remainder of the century.
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-developing world's, highest growth rate economies 
to negative per capita rates
 

in most recent years, and generally deteriorating economic performances
 

in most years since the 1974-1975 oil 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
 

1
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 somewhat more recently as
 

external economic conditions 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 the intercensal period 1969-1979.
 
2. 
EconomicSurveys of 1981 and 1985, Central Bureau of Statistics,
 

Nairobi, Kenya.
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the least egalitarian distributions of income in the world 
 and one that has
 

not increased its participation in the world economy nor diversified its
 

pattern of trade. 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 income. Hence housing demand can be an
 
implicit demand for a stable 
source of income or something like

unemployment insurancs.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. In this
 
respect #..ts demand is affected by the real return to pension 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 present services. One recent study

suggested that as much as 
21 percent of urban wages may be remitted
 

4
to rural areas.
 In this sense, the demand for housing is
 
implicitly like the demand for a personal services contract or
 
perhaps medical or "old 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. H hold!_jzqZ9_y, World Bank, Michael Bamberger, Director, 1983.
 
4. Kenya Economic Pq.YJLmetLand Urbanizatigon World Bank 1983.
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4. A demand for 
an asset that can serve as collateral for borrowing for

other purposes. For example, 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 prov'ide 
one of the few means
 
for small businesses to access formal financial markets.
 

While these observations may be obvious 
to an observer of the Kenyan
 

economy, they nevertheless 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. 
In 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.
 

Houring is clearly important to the savings d3cisioas of households
 

in an economy in which informal trarAsactions play an important part of
 

economic activity. However, in an economy in which interest rates and credit
 

allocations are centrally-controlled by the government 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
 

throughout 1978-19831, the 3wnership 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 and, hence, access 
to credit) or they withdraw from the formal
 

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

1. Various Economic Surveys, Chapter on Money and Interest rates.
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savings rate fall. 
 Nor would it be surprising if the informal savings
 

sector boomed. The formal financi.ng 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-year plan the GOK recognized the undesirable
 

effects of using Kenya's relatively well-developed financial system as 
a means
 

to subsidize GOK bozrowing2.
 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 establiskvent Pad maintenance of positive real interest rates
 

since 1984; 

- the significant reducticr in the GOK's presence in the credit markets; 

- the development of a new regulatory structure for depository

institutions that will, when finalized, 
 include both a deposit

insurance program to increase confidence, and increased attention to
 
the fiduciary responsibility of formal financial intermediaries:
 

1. 
Measures from various issues of Economic Surveys, Table 2.6 suggest

this occurred. 
 It fell by 11 percent from 25.1 percent between 1977-1980 to
22.4 percent between 1981-1984. It is measured as the complement of total
 
consumption 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 that a particular trend occurred. Savings

data are notoriously difficult to sort out. 
We are simply suggesting that if
 
financial intermediation can be done with positive real returns it would not
 
be surprising if it increased significantly.


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 economy with a significant amount of informal
 
and/or non-monetized economic activity and selective credit policies that the
 
government pursues (e.g. requiring Hational Social Security Fund and Post
 
Office Savings Bank investment largely in govc-rnment securities at low rates)

to reduce the cost of 
such deficit monetization. Such policies 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 study by the Central Bank of Kenya and the IFC that will be 
released by the GOK 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 t
 

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 presence in the credit
 

markets is just a beginning. In 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. 50 million. The "much" that needs to be done
 
includes: improving the investment climate, e.g. price controls, tax changes,

and promulgating SEC-type regulations for the stock exchange.
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. economic events will be needed in order for the deposit insurance program to
 

become financially sound rather than another subsidy to borrowing. 1
 

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 1980s, 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 nowi 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 depositors 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 liabilities 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.
 

-9­



.,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 to focus on how such a facility would complement other GOK policies
 

designed to improve the equity and efficiency of domestic resource
 

mobilization is to unnecessarily 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 not
 

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 through the National Social Security

Fund (NSSF) or by additional tax advantages for savings depositors.
 
These proposals largely ignore the opportunity cost of reallocating

capital funds in Kenya's tightly controlled domestic finance market.
 
Given the current economic constraints in the country and the
 
priority needs of industries -- there is little prospect of a
 
reallocation of capital 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
 

1. Kenya Economic Development and UrbanizationPolicy, World Bank East
 
Africa Ptoject 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
 

return. 
 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 is 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 effective 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 secular 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 costs 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 contribution is difficult to overlook. 
Although Kenya's current and
 

prospective population 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 appear virtually certain that
 

Kenya's future housing needs will outstrip new housing production by a wide
 

and increasing margin.
 

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

urban housing units will be needed annua~ly for the rest of the century. 1
 

1. 
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 Allg-Q-ut 

In order to assess policies with respect to the housing sector we
 

first review recent trends in fixed capital formation in dwellings as it
 

relates 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 traditional real, as opposed to financial,
 

factors that should affect resource allocation to housing. All the relevant
 

factors: the increase 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 Suryey 1985 Table 3.8.
 
2. The World Bank Report, Kenya Economic Development andUrbanizaio
 

P-Q11a, 
 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 GDP Income in Real Prices 
 0.0

2. Inflation 


12.0
3. Population 

3.9
4. Urban Population 
 7.9
5. Total 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 Economic 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 construction, one 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 so that more is spent on housing. If this is so more
 

of current income will go to the housing sector, increasing the shard 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 persrectives should be
 

taken with some caution, the qualitative relationship is clear: 
 minimal
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..change 	in real income should have 
a minimal effect on the share of resources
 

going to housing.
 

Hence, before taking demographic and urbanization figures into
 

account one would expect a housing share 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 witnnssod a decline of
 

1.3 percent of GEP, almost four times as large.
 

Urban 	an
 

Comparisons of lines (5) and (6) with line 
(I), i.e. Gross Fixed
 

Capital Formation as a share of GDP, and 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 sharply. 
And, although there is no disaggregated
 

data, our interviews gave th, strong impression that the drop in 
resources
 

going to lower to moderate-income households was even sharper than the overall
 

t~eyid. 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 fromn 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
 
regarded 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 zhare increased over
 

the previous year.
 

Comparisons of lines (4), 
Urban Population Growth, and (7) Urban
 

Housing Fixed Capital Founation 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. 1 
 Each of these new households induced additions to the urban
 

housing stock, of about K.Shs. 1830 in 1979, about K.Shs. 1310 in 1984.2
 

Howrver, remember that prices had approximately doubled during t1his time
 

period, so that the inflation-adjusted value of the latter figure 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 Sessionel
 

Paper aims at as an appropriately-priced unit for lower income families, then
 

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

1. 
See tables 3.1 and 3.9 of the 1985 EconomicSurvgy, 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 JJagm 
nt for Renewed Groi th.
According to the Ministry of Works, Housing and Physical Planning's Kta Low
Infm ounQ.-i qp9, 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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-difficult to imagine how current and recent urbanization and demographic
 
trends could possibly result in less 
resources going to housing capital 

formation. 

-tA " itep
 

It is true that the dependency ratio of the share of population tinder
15 and over 60 relative to the working population between those ages will
 
increase slightly in coming years, and that this should reduce the number of
households for a given increase in population. In addition, the share of the

population in those years that form households most frequently, age 20-29,

will also decline slightly through the 1980s.1 
Nevertheless, Kenya's

demographic die has been cast; 
incre.asing population growth rates (from 3.3 in

1974 to 3.9 in 1978) will call for 
a greater share of GDP allocated to
 
housing, perhaps 
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 period, and similar
 
to the level achieved during 1979-1984. However, it is also a figure that is
 more than 20 percent higher than the results achieved in the last two years,
 

i.e. 1983 and 1984.
 

Ho~nAffordability
 

A final factor that affects the share of GDP allocated to housing is
 
its relative cost or affordability. 
We consider three possible problem
 

1. See the Eooirvey 
 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 be tilted towards the earlier years of the loan even though
 

inflation has no effect on real overall costs. 
 In effect, under high
 

inflation, lenders want to be compensated in the near term for the more rapid
 

erosion of ths real value of future payments caused by the higher inglation.
 

Consequently, 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 1980s. 1
 

Lack of competitive pricing in housing input markets can also make
 

housing less affordable simply because of the higher prices that can be
 

charged for inputs. For example, in Kenya, the current ceiling on mortgage
 

interest rates is 19 percert. Most new building societies and housing finance
 

institutions keep rates at this ceiling. However, with a roughly 9 to 10
 

percent inflation rate this implies a very high real borrowing cost of about
 

10 percent.
 

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

Building Society and Savings and 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 rate of about 16 percezit. 
 This
 

is still a relatively high real rate, but significantly lower than their
 

conpetitors' 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 degree of success of the secondary
 

cities approach that underlies government planning. Success would help to
 

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

declining. 
As the 1985 Economic 5yrvey 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 diffuse urbanization rates.
 

Finally, as 
we discuss in a later chapter, a financially-deeper, more
 

effectively functioning financial systei increasp:, household ability to adjust
 

their portfolios to the vagaries of macroevents, particularly in small open
 

economies such as Kenya. 
Household attempts to insulate themselves from such
 

shocks will result in both more savings, and more of that savings in housing.
 

The issue 1s, "will households be allowed to 
so structure their savings?" At
 

present most of them are not.
 

In sum, we think that a reasonable range of effective housing dema.nd
 

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 figure
 

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. H gNeeds 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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1
 

was updated. Some of the ke! 
results of this update are presented below.
 

Despite the GOK's recent successes in reducing minimum housing
 

standards in urban areas, the financial buzdens 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 adequately house Kenya's burgeoning population.
 

By the end of the century, required housing production in urban areas alone is
 

likely to exceed 100,000 units per year; in rural 
areas a staggering annual
 

production rate of 290,000 units may be required. 
 Even as early as 1988,
 

required annual production of units will reach nearly 60,000 in urban areas
 

and about 220,000 in rural areas.
 

Even with lower standards in effect, the cost of a core unit remains
 

prohibitive for most Kenyan households. 
 Over the planning period, roughly 40
 

percent of metropolitan households, 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 households devote an unusually large 25 percent of their
 

earnings to housing expenses -- the difference between the total investment
 

that households can afford to make and the investment requirement needed to
 

achieve the objtctives of the housing plan reaches nearly 2.6 billion (1983
 

KShs.) in 1988.
 

To 
a large extent, Kenya'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 
Aiodel used in the study, and the results are
 
contained in Annexes C, D, and 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
 

niv nouseholds 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 also 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.
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II. GOVERNMENTAL FRAMEWORK FOR HOUSING
 

A. Introduction 

Housing is financed and supplied through a variety of channels that
 

include three different government organizations: The Ministry of Works,
 

Housing and Physical Planning (MWHPP), the National Housing Corporation (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 primaiily on financial
 

sector activities with a view to increasing the effectiveness 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 of features of the public sector warrant mention in the larger
 

context in which our study must fit. 
 In what follows we briefly discuss some
 

aspects of the public sector 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 Chapter 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 authorities. Brief descriptions of the programs of these
 

institutions follow:
 

B. 	 The National Housing .orration
 

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. 
Its primary role has been 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 ranges 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 comes 
from the Housing Finance Company of
 

Kenya (HFCK).
 

NHC has an informal arrangement with IIFCK to provide the long term
 

financing for its projects. 
This is not required by law or some govelnment
 

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 cities.
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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, a 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 from 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 smaller 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 projects but the project is.composed of
 

compnleted 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 '.ost 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 Local
 

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 ezample, between 1979 and 1983 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.) During 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 pick up to about 4500 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 additional 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 international 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 demonstratiou are considered successful. 
However, the financial and
 

loan recovery aspects were not emphasized as pointed out. While the NHC often
 

served as 
loan dispursal agent, for instance, it did not truly serve as 
a
 

financial intermediary.
 

NHC funds have often become a form of GOK grant to local
 

authorities, with the GOK repaying the international lenders. 
 Our interviews
 

indicated tha.t 
on almost all the projects NHC funded with local authorities
 

the authorities use the project rents for ocher local expenses and do not
 

remit payments to NHC. 
 NHC, in effect, is misperceived as a financial
 

intermediary. 
Although it provides technical assistance 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 las been constructed and planning related technical expertise
 

cntralized 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
 

percent. While it is difficult to say precisely what the market interest rate
 

was, it is reasonable to 
argue that during the early 1980s it exceeded 20
 

percent and at present is 19 percent. These figures imply 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 loans 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. Nai~obi Housing Development Depant nt
 

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 local authorities. It does represent the pattern of local authority
 

housing programs, however, even though smaller authorities may not have
 

separate housing departments. What is interesting is the scope of activities
 

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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S'15,000 families, including NHC-developed housing, in its 20 years of existence.
 

The Nairobi Housing Development Department, which was set up ia 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 now projects are tenant purchase. (Annex F
 

provides more details on Nairobi's housing programs.)
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III. THE FINAVCIAL 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-called non-bank
 

financial institutions (NBFI's) described in more detail below. 
More recently
 

(1985) the CBK has taken on supervisory responsibilities for the building
 

societies.
 

As set forth in the Centr?.l 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 development 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 (RBS) 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 admini3tered by the Registrar of Insurance located in the
 

Attorney-General's Office. Regulation has been minimal and the Act does not
 

specify composition of the 
investment portfolio of insurance co,npanies.
 

A now Insurance Act was gazetted in 1985 which, however, will not
 

go 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 Finance. 
Among other things the Act specifies the composition of
 

insurance company assets within broad categories. The new specification,
 

however, does not differ significantly from the current portfolio structure.
 

B. Tha Ntitutions 

1. Overvie 

Kenya has a broad and well developed array of financial 

institutions. 
 In addition to the Central Bank, there are 24 commercial bnnks
 

and almost 50 non-bank financial institutions (NBFI's), both types of
 

institutions being deposit-taking institutions licensed under 
tia Banking Act,
 

32 (registered) building societies licensed under the Building Societies Act,
 

a Post Office Savings Bank, a Cooperative Bank (ap.-x 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 other private pension and provident funds and one
 

equity finance/venture capital company. 
Kenya also has a stock exchange which
 

has operated for many years although with a very thin market.
 

Several key financial institutions, e.g. two commercial banks,
 

two housing finance institutions, the National Assurance Company, the Kenya
 

Reinsurance Company, the Post Office 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
 

instruments 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 KShs. 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 to 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 depositL in NBFIs with time and
 

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

1. See any recent Economic 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 of such
 

institutions. Moreover, as restrictions on N3FIs 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 grqwth 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 building societies can
 

charge 19%. 
 NBFIs have also been able, until recent changes by the Central
 

Bank, to charge effective rates of interest that exceed the stated
 

maximum. 
 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. 
NEFI 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 thougat to be too drastic or unfair.
 

Because of the diversity of financial services they offer, the N'FIs have not
 

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

to be implementee.
 

Four development banks are currently the primary source 
of
 

long-term debt finance for productive investment. 
Two of them, the Industrial
 

Development Bank and the Development Finance Company of Kenya, specializo 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
 

aljo supplied long-term local currency capital, both equity and debt, but
 

their activities in this 
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 banks 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. NSSF had invested
 

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

1. See Central Bank of Kenya reports.
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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 GOK decisions. In 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, appears to be fairly, if imperfectly, competitive
 

within the rules dictated by the Central Bank and Ministry of Finance.
 

Although goverunent mandates that banks and NBFIs lend to agriculture an
 

amount equivalent to 17% 
of th.ir deposit liabilities, and directs that NBFIs
 

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 countries.
 

We now turn to a more detailed discussion of the intstitutions
 

that make up the finance system.
 

2. 	 Cgmmucial 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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International 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 years. 
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 
caa be in real estate.
 

Presumably this is in the form of construction loans although it's not clear
 

vhuther tisidential mortgage loans to employees 
count in this figure.
 

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. 
It'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, p:.operty, 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. 	 NQn-Bank Financi.l _nst !atons
 

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 companies 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
 

III 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 e:rtent, 
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 purchase and real estate. 
 Interest
 

rate regulations 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 cannot.
 

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 Kenya, another well established
 

institution which is now owned by the Kenya Commercial Bank, 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 (this
 

includes most recently the building societies) and the increased competition
 

for deposits and lending activities began to cause some concern as to the
 

financial viability of some of the institutions. The eventuaY 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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1
 
of 1985. (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 British 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 sharehclders but, in effect, by share account
 

holders and their capitalization is their net worth or excess of assets over
 

liabilities. 
 Any surplus, after taxes, goes to increase the net worth or
 

reserves of the institution. 
Thcre is currently no minimum requirement for
 

maintaining a level of net worth.
 

Building societies 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 limited to a specific number
 

of years such as the commercial banks or NBFI's.
 

From 1972 until 1984 the only licensed building societies were
 

the East African Building Society (started in 1959) and Pioneer Building
 

Society which had been in business since 1982. 
 Over the 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 operat[.:aal, 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. rjn& Companies
 

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 ann'Aal 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 
follows:
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% OF ASSETS TO BE INVESTED
 
LONG TERM SHORT TERM

INSURER INS RERS
 

TYPE OF INVESTMENT 
 (LIFE) (CASUALTY)
 

Government sect.rities, Statutory 
 90% 50%
 
Bodies and Local Authorities
 

Mortgages on property in Kenya;
 
debentures secured by such
 
mortgages; debentures/stock of
 
companies on the Kenya stock
 
exchange*; Loans 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 
 10% 50%
 
insurer sees fit, with the
 
Commissioner of Insurance
 
empowered to veto invest­
ments he considers unsuitable** 
 100% 100%
 

* Limits as to how much can be invested in any one company are specified
 
in the Act.
 

** 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
 

is felt that the Act's specifications as to investment of assets will
 

significantly constrain investment income. 
Thi4 conclusion is based on the
 

Act's requirements that 
a certain percentage of assets be invested 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-owned by the government. 
The principal activity of KRC
 

is the transaction of all classes of the reinsurance business. 
By law KRC
 

must reinsure 25% of the insurance Lasiness 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.
 

Twenty 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 renited 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 no 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 ij 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 life insurance activities of almost KShs. 1
 

billion. 
Of this about KShs. 75 million each was invested in government
 

securities and equity shares , respectively, another KShs. 276 million in
 

commercial property investments, KShs. 176 million in rorlgages 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 A 3 a.
 

In general, insurance companies have been conservative in their
 

investments, reportedly holding perhaps 35 
- 40% ii cash and short term
 

government securities and much of the remainder in real estate. 
One ciompany
 

indicated it also made some business and consumer loans. 
 Again, more details
 

on housing finance are contained in Section IV A 3 a.
 

6. Pension and Provn uns
 

a. 2 National Social Security Fxnd
 

The NSSF Js 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
 

covored. Employees and employers each pay 5% of wages and NSSF is 
now
 

bringing in about XShs. 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 problems. The World Bank has recently seconded an actuary to work
 

with the Civil Service Retirement System.
 

NSSF is governed by two committees; a Management Committee
 

and an Inveztment Committee. The Investment Committee approves all
 

investments. It was reconstituted in October 1985 and includes the Director,
 

the Permanent Secretary 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 investment
 

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 reversed 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 several
 

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 Director. Reportedly some KShs. 500 million was on
 

deposit in small NBFIs which is being withdrawn gradually.
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*Since 
 October 1985 all 
new funds have been placed in
 

government securities awaiting the development and passage of amendment to
an 


the NSSF 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 and 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
 

government 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. 
 It 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. Other P .-ads
 

A number of companies have pension funds and there are also
 

private provident funds. 
 The funds are often managed by the trust departments
 

of comercial banks. Little information was obtained during this study. 
A
 

subsidiary of the periodical, _nA , recently published a study of
 

"Provident Funds in Kenya".
 

The POSB comes under the Ministry of Posts and
 

Telecommixnications 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 MOr. The chairman
 

is from outside government.
 

The POSB takes in savings and invests in govenacn paper and in
 

short term deposits at commercial banks and non-bank finaucial institutions.
 

The POSB has a head office in Nairobi but savings are collected and
 

withdrawals handled by the Government Post Office at its branches 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 place 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-as-you-earn contractual savings plan and bearer bonds 
(premium bonds)
 

guaranteed by the government.
 

Ordinary savings accounts are passbook accounts. They pay 11%
 

which is the minimum set by government. The minimum amount to open an account
 

is "Shs. 20 but no interest is paid 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 minimu 
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
 

outstanding. 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 i3sues 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
 

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

8. Cooperatives and Credit Unions
 

a. The Cooperative Bank of Kenya
 

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 carriea 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 in 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 about 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
 

14% 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 Societies Act. 
However, 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. C 

Some of the larger cooperatives, e.g. marketing
 

cooperatives, producer cooperatives, also conduct a financial operation.
 

There are thirteen 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 ,eceive "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. 	 Governmental Financial Polici, and the Housing Sectr
 

Financial policy in Kenya has b-en 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. 1 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 of 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, NBFIs have been allowed to charge higher intorost 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
 

.- a 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 (Amendment) 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 large 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. 
.0million 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 Jebts before projects 
are
 

declared bad; (3) restricted trading in the share capital of financial
 

institutions by prohibiting, for 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. 
Oil prices have fallen and all Kenya's choice export
 

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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9.3 

.-monetization, and there is every evidence that advantage is being taken of
 

these fortuitous circumstances. For example, the deficit was reduced to 


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 cuz:ently undertaking an
 

analysis of the appropriate investment strategy for the National Social
 

Security System (NSSF). Appropriate zhange 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 could suggest that interest rates should be
 

determined by the assurance 
that participants will necessarily receive a
 

positive rate of return on their NSSF contributions.
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'. 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-Cantral Bank of Kenya paper will discuss the need to revive
 

Kenya's dormant equity market. The paper suggests a number of tax and
 

regulatory 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, perhaps
 

equally important to the development of a functioning equity market is the
 

competitiveness of the credit markets. 
As long as credc.a 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 anyone 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.'
 

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 also be an effective means 
to
 

save 
in a way that is relatively insulated from changes in macroeconomic
 

circumstances. 
 In an 	open, volatile economy such as 
Kenya the demand for this
 

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.
 

D. 	 Summary of the Development of Financi l Intermediatia
 

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 available
 

throughout the economy. 
The Post Office Savings Bank and the National
 

Social Security Fund extend the system of financial intermediation throughout
 

the economy so that the overwhelming majority of Kenyan households now have
 

access to formal financial intermediation if they choose to participate. 
In
 

this respect, Kenyan financial policy is to be commended. As a r~icent World
 

Bank 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 subject to less business
risk 	t i most 	other forms of specific fixed capital), it has a relatively
high 	tuinsaction cost because of the size of the debt relative 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 Inteet R Policies in Selc.._
 
Developing Cgm 
 World Bank Working Paper #753, 1985.
 

By many standards of traditional development finance policy it is
 

also to be comended: 
 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. The GOK 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 retrospect are the costs of pursuit of this approach becoming manifest:
 

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

2. 
 The equity markets are dormant and corporate lending is heavily

collateralized with the result that risk capital goes 
to those
 
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;
 

3. 
 Despite the growth of financial intermediaries, the share of ravings

in financial assets is virtually unchanged between 1970 and 1982,1
 
and while anecdotal, the impression is that the informal financial
 
sector has grown, increasing the fragmei.tation of financial
 
iatermadiation. 
Hence, while the scale of financial intermediation
 
has increased, it is not clear that the depth has;
 

4. 
 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
 
constrained; and
 

5. 
 The developing system of financial intermediation has not developed a
 
means of providing long-term financing for investment. In fact, it
 
seems likely that the financial changes and evolutions of recent
 
years have resulted in a shorter overall maturity of financial
 
assets. 
 In other words, the financial system has shed rather than
 
helped share and allocate the most important risk that the economy
 
now faces: interest rate risk.
 

1. 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 class" housing projects are sold directly to individuals
 

with the long term financing provided by the Housing Finance Company of Kenya.
 

The other big municipalities 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-land to purchaserL.
 

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 than 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
 

elsment is increased. If and as GOK resources are reduced, the impact will be
 

significant.
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NHC's programs to local authorities would be 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 finance perspective, government programs
 

at both the central government level (NHC) avd the local level 
(municipalitie!
 

and local authorities) rely almost entirely on GOK funds, 
are generally
 

subsidized and have poor cost recovery records. 
To put these programs on some
 

sort of self-sustaining financial basis, the programs need to target their
 

beneficiaries better (NHC): improve their collections and look for long term
 

sources of money that can be loaned at rates closer to market.
 

2. Specialized Housing Fianc 
,ntitution
 

a. Introduction
 

Specialized housing finance institutions fall into two
 

categories: 
 those which 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: th-


Housing Finance Company of Kenya (HFCK), 50% owned by the GOK and 50% by the
 

Commonwealth Development Corporation (CDC), 
a British Government 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 asset; of around KShs. 
250
 

million and KShs. 100 million, respectively. Of five active building
 

societies that were interviewed assets ranged from KShs. 10 million to KShs.
 

50 million or so (with no published reports). 
 These figures can be contrasted
 

with the commercial banks which had KShs. 21.1 billion in total bills, 
loans
 

and advances as of the end 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.
 

Despito 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 described in the following sections are
 

fairly indicative. 
Details on the limited liability companies can be found in
 

Annex J and on building societies in Annexes N, 0 and P.
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b. Summary of Activities
 

1. Resource Mobilization
 

Both types of housing finance institutions raise
 

their resources primarily through deposits. 
 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 composid 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 these deposits
 

are negotiable and depending on the size of the deposit and its terms the rate
 

can be as high as 15%.
 

Finally, the housing finance institutions are raising
 

resources through the issuance of housing bonds, the interest on which is tax
 

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

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

1. As we uLderstand 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 HFCK 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 advertisements 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. "preferential investor," 
that pay 12 3/4%. Others are
 

offering "save-as-you-earn" accounts where 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, however, 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 
SSF available to HFCK, the housing finance institutions get their
 

money for three years or less. 
 Nor do they have access to borrowing
 

facilities to tide them over a liquidity crunch or a market to sell mortgages,
 

participations in mortgages or securities backed by mortgages.
 

2. Investment and Len~j~gAjy~ tie
 

The shnrt term nature of the resources utilized by the
 

housing finance institutions, described above, has significantly affected
 

their lending activities. 
First, because they have no source of liquidity or
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 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 lending 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 eases, tied-in to
 

the eventual provision of long term mortgage financing. The most prominent of
 

these is development. 
 In fact, there is some evidence that some of the
 

building societies see this as their main vehicle of profit and the long term
 

mortgage 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 generous of the terms offered (see below), payments by the
 

borrower could run in the neighborhood of KShs. 5,000 per month, very high
 

according to income figures 
 Yet this is the range that most people in the
 

business continue 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 inconie 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 houses 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
 

equipment, 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 standarO 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 building societies and housing finance
 

institutions are currently charging 19% 
for residential mortgage loans, the
 

maximum permitted by the Central Bank. 
The old line institutions, however,
 

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 the 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 portfilio to adjust, HFCK has delayed its
 

implementation along with one other building society. 
By continuing to quote
 

a rate uf 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 are
 

"adjustable rate mortgages" (ARMs). 
 The rate can 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 requirement. 
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 borrowers to a greater degree.
 

Generally, mortgage loans will not be approved for
 

anyone over 55 years of age or who does not have regular employ-ent. 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
 

wore obtained as to premiums and exact coverage but this initiative is clearly
 

of considerable importance.
 

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

representative group of housing institutions.
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TABLE IV- I
 

"
 ........ :,-- S
T "-3Y A . ,L .: :F N:;ST:7..-:.3;s --':T : ' ..
 

iousing* East Savings* Pioneer Kenya*Einance Alrican and Buil -..
Home* Equi:y

g Savings Savings 3ujLdj:
Copany Building Loan Sociecy and and 
 Sociecy
of Kenya Society Kenya 
 Vort-'
Parciculars 	 Mort-
Limiced 
 gages gages
 

LOAN (Ksh)
XIUM 600,000 750,000 
 Not fixed 750,000 800,000 500,000 
 750,000
 

mini~mm
 
22,000 150,000 
 Not fixed 100,000 50,000 Not fixed 
 25,000
 

As Z of
 
value 
 90Z 702 
 902 p0-90% 802 802 80% 

Race 13.5% 15%-16% 162 152 192 192 
 192
 
Period 
 10-25 15-20 
 25 10-25 15-20 15 15Years Years 
 Years Years Years 
 Years Years
 
Calculated 
on reducing Annual AnalJ onthly Ainual Monthly Monthly Monthly

ba la-ce
 

AppLication 410 
 1,000 
 I,000 Nil Nil 
 Nil
per Ksh 
 Con. Fees Nil

100,000 (Ksh) 
 for Survey
 

INSURANCE 
Coverage
 
Res ricted
 
or
From 
 Free Rs. 
 Free Ras. 
 Ras. Ras. Ras. 

Lease 30 yrs 
 45 yrs ­ 30 yrs
Balance 20 yrs 45 yrs 	 Being
 
considered


Xorcgage Yes Yes Yes Yes No 
 Yes No

Second
 
Raerins Yes Yes 
 Yes Yes 
 Yes Yes Yes
 

APPROVAL TLE
Xin 4 weeks 2 weeks 2 weeks I week
%Uz 3-4 wks 3-4 weeks 	 I week6 weeks 8 weeks 
 6 weeks 4 weeks 6 weeks wetks6 3 weeks 

• Limited liability companies licensed under the Banking Act
 
The remainder are building societies
 
Source: local newspaper article
 



C. Building Societies
 

1. Scope of the Business
 

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 detail.
 

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
 

- Licensed 32 

- Licensed and fully operational 
(taking in deposits, originating loans) 7 

- Licensed and partly operational 
(opening branches, taking in deposits) 8 

- Licensed but not operational 17 

The underlying reasons for this expansion in the
 

number of licensed 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 operated under the same management. By 1984 the
 

number of financial institutions of this type had reached almost 50. 
 At this
 

-66­



..
point the Central Bank found that there was a sufficient volume and variety of
 

financial institutions and, therefore, 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 a building
 

society.
 

In our range of iuterviews other reasons were advanced
 

for the proliferation of building societies in the past four years. 
One was
 

that rural areas, particularly those where there are cash crops, 
wore
 

underserved by financial institutions, particularly the larger institutions
 

specializing in housing finance such as 
HFCK, SLK and EABS. Further, that
 

individuals in these areas have higher savings rates, are more stable 
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. Regulation and Supervisi£(
 

The building societies are governed 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 but licensed by the MOF. The RBS supervises the building societies
 

according 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 licoense application/renewal requirements, the RBS is
 

given wide discretionary powers Ps to specific requirements.
 

Triggered by the collapse oi une of the UBFI's in
 

1984, building societies have also been subject to the regulatory 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 registered 'Jy the RBS without consulting with the
 

Central Bank and the MOF. 
As a result, no new building sociaties have been
 

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 as long as they get land and real
 

property as security. The other interpretation is that building societies 
are
 

sup to lend for housing 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 license to open a nsw building society or
 

a building society proposes to open a branch, when a license is renewed which
 

is required annually and when a building bociety proposes to originate a loan
 

that exceeds.KShs. 750,000. A stunmary of procedures with regard to Lae ibove
 

is contained in 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 specific operazing standards or levels of financial performance
 

becaume it considers most of these institutions to be young, inexperienced,
 

and on a steep learning curve. Nevertheless, RES feels that the management of
 

many building societies frequently shows inadequate experience and skills or
 

lack of proper training with the result, for instance, 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 trouble. 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 societies.
 

In some respects this policy of being fleuible or
 

lenient toward building society operations makes some sense. The building
 

societies 
are mutual self help organizations that, in the case of many of
 

their borrowers, may be the first indebtedness that they incur. However, on
 

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

new 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 set
 

liquidity requirements for the building societies of 20%, split evenly between
 

cash and current account balances at banks and in money market and government
 

securities.
 

RBS' policies of discouraging large loans as well as
 

not charging annual branch license fees for branches operating outside
 

Nairobi, Mombasa, Nakurix and Kisumu, are aimed at Gncouraging building
 

societies to open branches and to originate more small loans in the rural
 

areas.
 

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 earlier, 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. 
 In addition, while the Central
 

Bank sets an interest rate cap that building societies can charge, there is no
 

control as to term.
 

Consequently, some building societies are originating
 

more short term loans for business or farming pu;:poses (for which real estate
 

functions as the security for the loan) than long term loans for housing.
 

Sevezia 
 recent newspaper articles that reported extensive building society
 

lending for non-housing related purpobes,
 

The Act also does not specify what percent of deposits
 

should be set aside for lending to depositors and for reserves. 
As a result,
 

most building societies have formed subsidiary property development companies
 

in which they invest their resources. 
 It is unlikely that the depositors
 

understand that this limits their access 
to long term financing.
 

A number of building society managements apparently
 

feel that long term mortgage lending is not as profitable as property
 

development ventures. 
The reason that they engage in retail housing finance
 

at all is because being licensed under the Building Societies Act means that
 

'etail mortgage origination is supposed to be their main line of business. In
 

addition, the desire to obtain a mortgage loan 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 largest building society. (A summary of EABS is
 

contained in Annex 0.) The other institutions have been in business for only
 

a very short period of time, or were 
just getting 3tarted. However, they are
 

considered to be representative of the new institutions and their problems.
 

4) NEw3 Institutions
 

The recently formed building societies are all
 

headquartered in Nairobi, have their head office there and often have several
 

branches elsewhere, sometimes in rural 
areas. 
 Offices of those institutions
 

interviewed wore often very modert with perhaps 3-5 employees serving the
 

public.
 

Despite this modest appearance, hiany low to middle
 

income depositors have been op1ning accounts at these institutions at a rapid
 

pace because they seem to believe a building society represents their only
 

access to long 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, 
in turn, spreading
 

their savings around among many institutions.
 

Some financial institutions also deposit short term
 

money in building societies, not only for the same spreading of risk reasons
 

but also because the management of these financial institutions knows the
 

management of a particular building society and is, therefo-e, interested in
 

supporting it. Some parastatal institutions such as Kenya National Assurance
 

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 profocma 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 often living in
 

rural areas and earning KShs. 2000 ­ 4000 per month (i.e. low to middle
 

income) are the targets of some of these new building aocieties. 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
 

ongolnq retail market development campaigns in areas where they have branches
 

in operation that are aggressive and expensive. 
They involve distributing
 

leaflets translated into the local languages, making presontations at "barsas"
 

(the equivalent of a town meeting), door-to-door canvassing and conducting
 

seminars in the evening. 
The new building societies have tried to adopt
 

special fnatures and methods which they feel will give them a competitive edge
 

with depositors including such things as 
faster loan processing, savings
 

incentive schemes, mortgage repayments which are responsive to needs, e.g. a
 

farmer whose income may vary throughout the year. A more detailed treatment
 

of these efforts is contained in Anne G.
 

The new building societies are just completing their
 

first full year of operation (March 1985) and have not yet prodaced 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 resulting from the opening of branches and
 

training of personnel, major property development costs and a small depositor
 

base supportiLg these expansion activities were among the primary causes for
 

the lossts 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 government policy in the form
 

of parastatal3 such as Kenya Iational Assurance
 

Company placing greater amounts of funds into
 

fixed deposit type accounts of these building
 

societies.
 

d. 	 Summary 2 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 into six categoriest financing;
 

affordability; scope of activities; management and operations; public trust
 

and regulation/supervision.
 

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. 
I~e latter is dealt with in the section 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 ayjA 
 for lending taking into account what these
 

institutions feel they must maintain in the way of liquidity (see earlier
 

sections which indicated that some institutions keep as high as 50% of their
 

funds in casl or short term instruments).
 

For instance, a building society or other housing finance
 

institution less than two years old would probably have an average weighted
 

maturity .)f deposits of 180 days. 
 Savings (share) accounts would probably
 

account for less than 20% of its lirbilities. These, however, are the stable
 

deposits. 
 If 80% of th6 deposits are only 6 months on average, it is
 

difficult for the institution 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 keep a high liquidity. 
At
 

the moment there is no where to turn to borrow to meet liquidity needs aor 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 opened. 
To open a branch
 

requirOs KShs. 3 - 5 million of additional deposits.
 

If Kenya's housing needs are to be met an adequate level of
 

financing needs to be available for the housing finance institutions outside
 

of direct government funded programs.
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As has been pointed out in an earlier section, and noted
 

above, effective 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 feel they can get 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 same high levels.
 

The problem 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 

financo would probably dramatically incre.,zc as demonstrated in the up-date 

of housing needs. 

Hosng Fin g11,__.tinp 

Non-MrtgAgP Activities 

The housing finance institutions appear to be turning 

increasingly to the development of housing projects as the way to profits.
 

With minimal regulation in eftact, 
a number of these ventures present some
 

risk to the institutions. If the projects do not go as planned, the
 

institutions run the risk of financial failure. 
With no deposit insurance yet
 

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

business 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 are two fold:
 

(1) the risk associated with the development projects; and (2) the use of
 

resources 
for other than long term mortgages by definition reduces 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 been the strategy used to build a depositor base.
 

Lagement and Oe _J
 

It would appear that there is an inadequate supply of
 

trained personnel and experienced 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 slowing
 

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.g. 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 effort: 
as door-to-door solicitation of
 

both individuals and employers who might be interested in promoting
 

save-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.
 

Eublic Trus
 

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, 
some indecision and confusion
 

among potential depositors as well as borrowers has been Zouvd. 
 In addition,
 

the collapse of Rural Urban Credit Finance Company in 1984 reduced public
 

confidence in financial institutions - this event occurring in a country
 

without deposit insurance. There is some concern that the public is
 

withholding substantial assets from financial institutions, even in towns in
 

which br&nches have opened.
 

glation and Suve.visia
 

Overlying all of the above is the lack of a strong
 

rcgulatory and supervisory framework to govern an area of the financial sector
 

that is rapidly expanding and whose strength and health are essential if
 

Kenya's housing problems are to be adequately addressed. In addition any
 

inadequacies among the housing finance institutions would clearly impact on
 

the overall financial sector.
 

The Registrar oZ Building Societies appears to be
 

inadequately staffed to handle the regulation/supervision of the growing
 

number of building societies and does not even deal with the NBFI's operating
 

as 
specialized housing finance institutions. The Central Bank at the moment
 

is preoccupied with implementing 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, are 
doing in response to the problems which they
 

face are to:
 

-
 Move as quickly as possible, through the property
 

development tubsidiary 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,
 

they operate autonomously although they have considerable communication with
 

one another on an informal basis. They realized that they can be more
 

influential and effective 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. 	 Others
 

a. 	 Insurance Companie
 

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 tarm mortgage financing, often 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:~er 
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. 
 KRC 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 units will sell for about 1[Shs. 300,000. The project also includes
 

schools, shops, etc. which will be rented out.
 

For the residential units the terms of the
 

long-term financing are 13% for owner-occupied units and 14"1 for investor­

owned units, 20 years to repay. Loan tepayments are computed on a monthly
 

declining balance basis. 
The borrower also has to buy life and fire insurance
 

from KRC.
 

Interestingly, an official of KRC said XRC would
 

like for some investor to take over 
(buy) its mortgaga loans so that KRC would
 

not have its money 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 to 
staff at a 5% interest rate of which
 

K.Shs. 10 million is outstanding.
 

The Kenya National Assurance Company makes
 

mortgage loans to its policy holders. Mortgages are only granted to first
 

time house buyers and the house purchased must be occupied by the owner.
 

Non-policy holders are 
requireo to purchase a life insurance policy wi.th KNA
 

as a conditiun 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 hovsehold plus 2/3 of his wife's income.
 

KNA also ma:es construction loans for housing
 

rental projects at 15%, 3 years to repay. 
About 75% of its housing finance is
 

for individual mortgage loans and 25% 
is for loans to developers building
 

rental units.
 

Although not a 3tated policy, KNA tries to avoid
 

originating individual 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 charges. 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
 

outstanding. Included in these fifty mortgages :re general purpose loans in
 

which the property is used as collateral. These mortgages are originated
 

exclusively for insurance clients as 
a mechanism to promote insurance
 

underwriting. Tho terms are 17% 
for investor-owned houses and 14% 
for
 

owner-occupied houses; 
7 years to repay; a maximum LTVR of 7014 and KShs. 5
 

million per borrower; a committme'nt 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 repaymnent period. 
However,
 

it is not interested in originating mortgages at the rates vhese other
 

institutions offer (except 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 mortgages with regular housing finance
 

institutioni, 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 government­

owned companies, will often take out 
a life insurance policy just to become
 

eligible for a mortgage loan.
 

b. 1_nA 

As stated in the earlier section, the Cooperative Bank with some KShs. 1.2
 

billion in deposits and loans from international aid agencies, is precluded by
 

legislation from engaging in long term lending. 
Thus, although there are now
 

more than 100 housing cooperatives in Kenya, they are only able 
to borrow
 

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 credit and
 

savings societies and 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 is generally

true in most countries. 
 These societies do not 
lend, however, for long term
 
mortgages as 
far 
as is known.
 

C. CaMM!Lrci.,21 3,ank
Commercial banks 
are not 
involved directly in long term mortgage financing


because they are precluded 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 
a financial group of

companies which involves 
a housing finance institution. 
 For instance, the
Kenya Commercial Bank owns Kenya Savings and Loan Ienya, desc: ibed above, tre

Pan African group of companies of which the Pan African Bank is the keystone
also include:3 a building society and the newly established Trade BLnk has also
 
set up the Nairobi Building Society.
 

Second, all of the banks extend mortgage loans
their employees. to

One of the larger banks makes mortgage financing available
 

to all of its employees at 6% with 25 years to 
repay. 
 Witb 340 employees this
 
can be a substantial amount. 
 Some of the banks charge as low as 
3-3 1/2% and

all make this beneiit available to stay competitive in the employee market.
 

Third, a number of the big banks have trust
company subsidiaries as 
described in Section 1II B 2 above. 
 Mortgage lending

is one of the categories in which these companies invest but, although no
 
extensive survey was 
done, the impressior is that the investments are in
 
commercial properties. 
 In one case the collateral required was twice that of
 
the loan which is consistent with other commercial bank londing policies.

Residential mortgage lending by this particular trust was considered 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 pzoduce a
 

commitment for the lonj term financing from a substantial and reputable
 

institution. This could be interpreted as 
one of the big three, i.e. HFCK,
 

Savings 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 ne4 housing finance
 

institutions to provide their own up-front project financing in connection
 

with development 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 advances 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 lending would appear to be quite 3mall in the total picture.
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V. RESOURCE MOBILIZATION FOR HOUSING FINANCE
 

A. Jn-11t 

In eaclier chapters we indicated that in our view the housing sector
 

received less financing than would be the case 
if markets functioned fairly
 

effectively. We have 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 larger costs to 
the jconomic system of
 

the continued pursuit of such a macroeconomic strategy. In our concluding
 

section on recommendations we 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 currant financial regulatory policy, as well 
as
 

improve housing conditions.
 

B. ~~~ne 
 ~ rdi.i 

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 seriously in interpreting data
 

for Kenya. Consistent integration and measurement of traditional and informal
 

sectors of the economy as well 
as a volatile macroeconomic environment that
 

causes outcomes 
to vary from plans compound the usual problems.
 

In the earlier period available resources increased at 5 percent per
 

year annual rate, a rate that implies a 1.1 percent per anntm increase in per
 

capita income. The t[pical Kenyan household, however, did not use this
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T. 3 ..- I-. , 

RESOURCE USAGE
 

197-1978 
 1978-84
 

*Annual Rate of Change
 
in Resources Available
 
in Real Terms 
 +5.0 
 +1.0
 

Percentage Change in
 
Investment as o Share
of GDP Over the Period +1.9 
 -4.1
 

Percentage Changc in 
Consumption over Period 
Public +4.7 +.7
Private 
 -6.6 
 +3.4
 

Percentage Change in Gross 
Domestic Saving Rate 
Over Period -5.4 
 +1.2
 

TABLE V.3 

1978 1979 1980 1981 1982 1983 1984 
Ave. 

Period 

Avail. Rescijrces
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 18.8 26,0 21.6 20.8 21.3 21.9 

Consumption/GDP
Public 
Private 

17.8 
56.8 

19.0 
61.5 

19.4 
61.8 

17.5 
56.5 

18.2 
60.2 

18.9 
60.3 

18.5 
60.2 

18.4 
59.0 

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

OlThis 
measure takes GDP at market prices and adjusts for foreignexchange effects. It is presented in Table 2.6 of various issues of the 
Economic Survey.
 



..
increase in purchasing power for consumption. Over the period 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 government consumption (about 70 percent of it), 
and for increases
 

in investment. 
However, after the change in investment in stocks 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 period, the typical Kenyan household
 

was 
able to maintain a constant level of real consumption expenditures.
 

Increases in earnings over 
the poriod were allocated to increases in
 

government consumption, largely to 
a defense build...up and education
 

expenditures, and to changes in inventories, probably to export commodities.
 

In addition, and perhaps more importantly, over this time period the role of
 

parastatals in affecting investment decisions increased by more 
that 500
 

percent and governnment 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 constraint was more severe. 
 Instead of being able to hold
 

household consumption levalm at a constant level, population growth far
 

outstripped the growth in resources available.
 

1. 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
 

reduction 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 took the form of reduced Livestment. 
In
 

addition, the reduced level of government expenditures on economic services,
 

rather than transfers, i.e., 
towards government involvement in resource
 

allocation rather than distribution.
 

Table V.4 shows that this steadily increasing government presence in
 

th.e economy took a sharp jump in fiscal year 1980-81. In that year total
 

government expenditures as a share of GDP increased from .1.5 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 1980s and particularly
 

capital expenditures. The level of governmcnt borrowing and the amount of
 

domestic credit available also expanded sharply with a deficit that increased
 

1. 
However, it should be noted that the World Bank Report K9y&igrowth
 
and Strucqra~il__9~ha 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 avoidod on the grounds that a major tax reform
 
initiative was under discussion within GOK.
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TABLE V. 4 

CENTRAL GOVERI*Ia FINANCMS
 

71/72 78/79 79/80 
 80/81 81/82 82/83 83/84 Ave.
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

(3) Surplus 27.6
 

-0.5 
 1.5 
 2.7 
 0.7 -2.4 
 -4.8 
 -2.3 
 -1.8 
 -.9
External Grants 
 0.8 
 0.6 0.8 0.8 0.8 0.8 0.3
(4) Avallable for Investment 0.3 2.6 1.9
2.3 
 1.5
Capital Expenditures 3.5 -1.6 -4.0 -2.03.8 0.8
10.2 0.1
9.0 12.8 
 11.3 
 7.3 10.4
Development 
7.6 9.8


Equity and Loans (2.3) (6.8)
(1.5) (7.0) (9.2)
(3.5) (2.0) (8.3) (6.3)
(3.6) (6.4) (9.4)
-(3.0) (1.3) (0.9) 
 (1.0)
(5) Deficit as 
a Share of GDP 
 3.5 
 6.3 
 5.6 11.3 12.9 
 11.6 
 9.3 
 9.6 
 9.7
 
(6) Total Govt. Expend.
ae a Share of GDP 
 19.5 
 32.1 
 31.5 
 43.4 
 43.3 
 40.6
(7) Domest 32.2 36.4Credit 

as a Share of GDP 

30.4 
 29.6 
 32.0 
 37.1 
 32.4
(8) Govt. Hsng. Dev. 

32.3 32.0
 

Expense as 
Z of GDP 
.03 
 .32 
 .42 
 .33 
 .21 
 .08 
 .16
 

Sources: 
 The first three years are 

1983. The other data are 

from World Bank Report, KenyaGrowthandStructural Change Vol.
from various EconomicSurveys. 1,

It should e noted that the earlydata from the World Bank Report do not 
exactly coincide with later Economic Survey Reports.


We were unable to correct The Bank Report

Surveys. due to the unavallabillty of sufficient Economic
Consequently, the magnitudes of the changes should be examined with some caution.
 



-- 

..
by more than 7 percent 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
 

percent, 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 financial markets. 
 Every year during the period more
 

than 2.0 percent of GDP was invested by the government in loans and equity
 

pdrticipations. Unfortunately, the weakened financial status of these
 

development bankers --
The Ineustrial and 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, ind 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
 

reguletions and interventions can have on credit Zlows. 
 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 increases 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
 

1. 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 \. 5 

CREDIT AND FIMD CAPITAL FORMATION AS 
A SHARE OF TOTAL PILVATE ,END IRG AND 

CAPITAL FORMAT IO
 

Share of 
Fixed Capital


Agriculture 
 Investment 

1978 
 15.7 

1979 
 16.5 

1980 
 18.8 

1981 
 09.2 

1982 
 9.6 

1983 
 7.8 

1984 
 8.6 


Manufacturing
 

1178 
 13.0 

1979 
 12.4 

1980 
 13.0 

1981 
 11.9 

1982 
 12.2 

1983 
 12.6 

1984 
 12.9 


2ousing
 

1978 
 14.0 

1979 
 17.6 

1980 
 17.1 

1981 
 16.7 

1982 
 19.0 

1983 
 16.0 

1984 
 15.4 


Fixed Capital
 
Totals
 

1978 
 10280 

1979 
 10800 

1980 
 11120 

1981 
 14500 

1982 
 13360 

1983 14420 
1984 
 16720 


Source: Various 

Share of 

Private Credit 

4.9 

4.5 

3.9 

5.9 


11.6 

12.7 

11.3 


16.3 

16.5 

15.1 

12. 

9.9 


15.4 

11.8 


30.0 

28.2 

34.2 

32.8 

30.7 

29.2 

25.2 


2405 

2935 

4136 

5209 

6710 

7978 
10324 


Implied 
Loan-to-Value 

Ratio 2/1 

.073 .31 

.077 .28 

.078 .21 

.232 .64 

.609 1.21 

.904 1.62 

.816 1.31 

.186 1.25 

.205 1.33 

.321 1.16 

.352 1.02 

.623 .81 

.454 1.22 

.671 .91 

.50 2.14 

.43 1.60 

.74 2.0 

.70 1.96 

.81 1.62 
1.01 1.83 
1.01 1.63 

.234 

.272 

.372 

.359 

.502 
.553 
.617 

versions of the Economic Survey and the Central BankReport. Again the data shottld be interpreted with some cautionbecause of the limited number of observutiong. In addition, itis not all inclusive. For example, it does not appear thar
building society or paraseatal loans are counted in the creditfigures which are for private financial institutions,
 



62 percent. 1 he 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 preceding one. 
 The
 
1984 figure is almost 25 percent lower than the 1976 level. 
 In 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
 
towards satisfying its 
own borrowing needs.
 

C. ReoulcatonsGovrninCreditFlwn
 

The GOK affects credit flows in three central ways: 
 captive lenders,
 
primarily the NSSF and the POSB; directed credit allocations, e.g.
 

1. 

Particularly in Kenya, existing capital assets are used to
adjustments as well finance invantory
 

The use of loan to value ratio is, of course, an exaggeration.
 

as capital expenditures. 
 In addition, as we noted, the
debt could have been issued 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.
residential housing represents the largest single form of tangible wealth in
an economy. 

It is often the case that
 

As 
a result, the incre~se 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 depositsi 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 slightly less than half its KShs. 12.5 billion portfolio in GOK
 

stock and Treasury bills, the latter held its entire KShs. 700 million (latest
 

data 1982) in GOK paper. 
As of May 1984 the NSSF held 28 percent of the
 

outstanding nominal value of government securities and 43 perceat of
 

outstanding government stock. 
 Between the two institutions in 1984, they also
 

held 20 percent of outstanding Treasury bills. 1
 

The problem is not so much that the "captives" hold government debt,
 

it is the rate they pay for it. While these institutions represent the major
 

captives, other public bodies, including the Central Han%, also hold
 

goverz.ient debt at sometirmes subsidized rates. 
 These subsidized rates in turn
 

result in regulatory taxes being placed or 
the beneficiazies of the
 

investors. 
 For example, the rate at which NSSF participants accumulated
 

interest has been negative in every year until most raceitly when their return
 

was increased to 8 percent, just matching the 
rate of inflation.
 

The IISSF was one of the chief vehicles used to 
fund the increase in
 

public 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 greatly ezceed payments and it has used this excess 
to fund
 

government operations.
 

1. Tiese data are from Central Bank if Kenya Economics and Financial
 
Reviews.
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Commercial banks have traditionally had both liquid asset reserve
 

reqt.irements and minimum statutory requirements that have been varied as 
a
 
1 

means to control. monetary policy. The REFIs and the BSs are now also
 

subject to liquidity requirements. 
 In the former case the legal requirement
 

is 24 percent, at least 50 percent of which must be in government securities,
 

and 	in the latter case the requirement is 20 percent, again with 50 percent of
 

this reserve taking the form of gr>iernment securities.
 

Finally, commercial banks and NBFIs are directed to 
invest a certain
 

proportion of their deposits in the agricultural sector, 17 percent in the
 

case 	of CBs, and 10 percent in the case of HBFIs. Our interviews suggest that
 

these allocations have very little to do with encouraging agricultural
 

investment. They tend to serve to collateralize the rural assets that many
 

.enyans 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. 	 2LJt_roecoomicCosts of Financial Regulation-


We consider three costs associated with the current financial
 

regulatory structure. These costs can be termed collateral or ancillary costs
 

that are associated'with the side effects of the policies. 
 The costs are:
 

excess burden costs associated 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 intermediaries; 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 a greater reliance
 

on debt rather than equity.
 

.EssBurden Cgsts
 

in order for regulatory reductions in the return to saving to produce
 

deadweight losses for the economy, 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 empirical or
 

theoretical matter. The measurement problems 
are enormous 
and theory provides
 

little to no restrictions that can help infer even the direction of savers'
 

response. However, rece-Ut work by Summers 
 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 the level 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 approximately 4-S percent that
 

obtained in the early 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 households who do not own real assets and transfers them to
 

those who do.
 

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

to the government of Kenya which was dissaving. If one follow3 Summers'
 

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

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, these losses are likely to be very large. 
 One could
 

take illustrative estimates of the size of this loss for various assumptions
 

about the elasticity of supply of savings. However, for any nonzero
 

elasticity the losses that correspond to the roughly 300 percent tax rate on
 

the 17 percent of GDP saved must be 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 government securities; rather simply that 

they should not hold them at below-market interest rates. 

b. Po 12LqZat~LrJ~t IAp1a'Ia Y~ 

A small open economy like Kenya wi±l always be subject to the 

vagaries of movements in international interest rates. The risks associated
 

with such interest rate movement,s ar::e in fact probably one of the reasons that
 

the government has been reluctant to move 
to a market determined rate of
 

interest. Sudden, sharp increases in interest rate 
can create financial havoc.
 

The kinds of problems 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 mortgages,' 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 govermnent, he
 

argues, avoided tightening monetary policy because the required increases in
 

interest rates would have raised mortg~qo rates by too much too quickly for
 

political tastes. 
 The result was 
increased inflation.
 

Financial regulations that induce 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 avoided 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. 
E;actly in what ways
 

and by how much is a very complex issue that is well beyond the scope ok this
 

paper. What we would like to 
focus on 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
 

1. A capped adjustable rate mortgage is one 
that permits a limited
adjustment per time period. 
In the US, foz 
example, the most frequently used
cap permits increases of up to 200 basis points per year and 500 basis points
over the loan life. This notion is much liko 
a deductible insurance contract,
the household takes an appreciable part of the risk, but in digestible lites,
and the institution takes 
on catastrophic risk. 
 The institution earns a
return on 
its portion of the risk and also on making the household risk burden

digestible. Laidler's work is in the
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would be shifted to the investor. 
 If, however, the rates could increase

gradually over the life of the loan, and 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 held by the NSSF. 
 Its financing of such capped mortgages would
reduce household exposure to sudden macro shocks, but still give a long term,
 
rate mortgage rate of return to 
investors.
 

The data on income growth Presented in Chapter I indicated 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 have 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 -by higher risk firms encourages these firms to 
rely to a
greater extent on equity financing rather than debt financing. 
In fact, in
the US the average firm has a 1:2 debt to equity ratio, and for those firms
considered higher risk the ratio is lower. 
 In Kenya, on the other hand, the
equity markets are virtually unused, the implied loan to value ratio for gross
fixed capital 
formation is very high and the development finance parastatals
 

are technically insolvent.
 

The misallocation of risks and investment resources in this kind
of financial regime have to be large. 
 Indeed, a central focus of the
rFC-Central Bank 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 components of a thriving equity
 

market. Equally important, however, well as
as seemingly overlooked 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 only are 
their portfolios imbalanced, but so too are
 

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 the credit markets as the
 

macroeconomic constraint improves. 
 An important next step is identifying not
 

who it is who should take its place, but how can bidders for these funda be
 

provided the most efficient, equitable playing field on which to bid for these
 

funds.
 

In a small, open, newly monetizing economy 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 macroeconomic
 

adjustments. It is also one of the most efficient means by which they can
 

collateralize the future earnings of the human 
capital that the GOK has
 

invested so much in. The macroeconomic gains from improvizng household access
 

to a comnpetitve credit market are difficult to exaggerate.
 

E. Ajirm ad r age~ 

The definition of a secondary financial market is 
a market on
 

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

markets are operative, the liquidity costs of holding various fi.nan-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 funds 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
 

thac 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 increase in the geographical area and the costs of moving
 

funds from one part of that area to another.
 

Inasmuch as Kenya does not have a true secondary mortgage market
 

for risk-free government securities; the fundamental secondary market, the
 

stock market, is dormant; and the country i% 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 costs, although that would be an important beneficial by-product. An
 

affirmative answer can be based on the reed t3 increase the return to 
savers
 

with the objective of increasing the shart of savings in financial assets. In
 

Kenya's urbanizing and already financially-deep, open-economy, appropriately
 

structured mortgage contracts (that adjust for the high core rate of
 

inflation) can bd expected to be safe investments that are relatively
 

uncorrelated with business risk, and afford a positive return on savings. 
 To
 

the extent 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 increase,. 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 Lle lack of true secondary markets in any debt
 

instrtunents. 
 However, the principal achievemont of a secondary market,
 

increased asset liquidity, is still possible. 
 If long term investors provided
 

investments in mortgage lending institutions of comparable duration as 
the
 

loans financed, much of the uncertaiaties that create the demand for liquidity
 

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
 

If 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, 
facilities that permit households to bid
 

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

1. 
For example, the share of POSB in formal financial savings declined
 
between 197U and 1982. 
 Craig and Hanson.
 

2. 
The ex:ample of financial intermediaries investing, i.e. depositing

funds for a longer term in other finanzia! intermediaries is a simple process
that accomplishes much tha same 
tnds as purchasing mortgages. It is exactly
this kind of transformation of zmall-denominated mortgage debt into larger

security like debt that the Federal National Mortgage Association (FNMA) cf
the U.S. engaged in as 
its first secondary market activity. Over the longer

term it has also packaged mortgages directly.
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..
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
 

most undesirable political impediments to moving to freely floating interest
 

rates (wide sudden swings). Finally, such an instrument may be able to
 

incrase overall savings, and can almost certainly help to increase the supply
 

of s'vizgs in financial assets.
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-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 be noted 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 authorities, we had indicated earlier
 

that our 
treatment oC this in this paper was not comprehensive. Nevertheless,
 

one of our recomnendations does take the financing of government housing
 

programs into account.
 

A recently released IFC-Central Bank study recommends a new
 

capital market group to encourage, regulate and publicize the benefits of 
an
 

equity market in Xenya. 
We believe a comparable
 

regulatory/supervising/coordination body is essential for the credible
 

development of a viable, strong housing finance system.
 

Prior to 1980 there were three specialized housing finance
 

institutions in Kenya, two falling into the category of non-bank financial
 

institutions and one a building society. 
Today there are four NBfIs
 

specializing in housing finance and 32 building societies registered, most in
 

the last couple of years.
 

It has already been poiuted out that the Registrar of building
 

Societies, by nature of staff limitations if for nc other reason, exercises
 

minimal regulation/supervision of the building societies. 
 The Central Bank,
 

while recently being empowered to play a morn 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 industry and would certainly impact badly on the new deposit insurance
 

fund.
 

The development and location of the appropriate regulatory
 

structure is a major initiative that should be carefully thought out and
 

integrated into the broader financial 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, however, that 3ome separate agency be created to
 

carry out this function.
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B. 	 Recommendation No. 2
 

Crete a LiauidLty Facility for Specialized Housing Finance
 

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 years.
 

Given the competition for savings and some current uneasiness in
 

financial circles (there is no deposit insurance in place yet) the resource
 

base of the housing finance institutions can be unstable (not so 
true 	of the
 

three old 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 the 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 (.E 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 liquidity is that tho NSSF pulled back some subitantial 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 below, the
 

specialized housing finance institutions should have access 
to some sort of
 

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

recommended above.
 

C. Recommendation No. 3
 

Encouragr 
 the D v lo ment of a Trade Association
 

The development of the trade association should be sncouraged
 

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 is to continue to push the idea of a secondary mortgage
 

market in which its potential members have played the lead role so far. 
 But
 

it can go further than that in this regard. It can actually promote the
 

trading of mortgages among its members on a trial basis as 
suggested below.
 

It can foster the development of standardized mortgage instruments, perhaps in
 

conjunction with the regulatory body recommended above, that would be
 

necessary to the functioning of any market.
 

It can 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 information that grows out of frequent contact, sponsoring
 

advertising campaigns 
to instill public confidence, etc. The point here is
 

that the trade association can play an important role at this time in i!he
 

development of Kenya's rapidly developing housing finance industry.
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. D. 	 Recommn.ation No. 4
 

Dev o Secondar, Mort-age Financing Facijltie
 

1. _.QflSTrm 	 Qpo Sits
 

The National Social Security Fund (NSSF) and the Post
 

3ffice Savings Bank (POSB) should break out of their captive market position
 

as supporters of GOK debt instrumenti. They could make long-term deposits in
 

approved mortgage lenders identified by the Central Bank-Ministry of 

Finance 
at rates at a minimum of slightly above the rate on comparable
 

macurity Treasury securities.
 

As discussed in the 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 tl'e current return on the NSSF portfolio is low.
 

These funds should be on-lent for mortgages at a specific mark-up (effective
 

yield rather than contract 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 Treasuries. Consideration should be given to limiting
 

the size of these loans 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 needs to
 

evaluate the usefulness of mortgage investments within a broader, diversified
 

1. 
This function would presumably eventually be carried out by the
regulatory supervisory body recommended above. 
 HFCK, Savings and Lear Kenya

and East African Building Society, for instance, would appear to meet any

criteria that would be set up.
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..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 reference to 
a real
 

positive 
return to the NSSF portfolio, rather than an affordable rate for
 

borrowers.
 

2. Enco1rage t_!nital Develop_mqn _§ ryMortgagr
 

The first issue that must be dealt with is return. The
 

largest mortgage lenders aro now lending in the 16% 
range and only the
 

smaller, neuer institutions are lending at the 19% maximum. 
Asstuning that the
 

buyer of mortgages would not want to do the servicing, you would have to allow
 

something for servicing. 
What that would be in Kenya now i3n't Rnown although
 

HFCK, Savings and Loan Kenya and EABS could undoubtedly come up with a figure.
 

Say that you allow I point to service. That could mean
 

mortgages for the big lenders selling to yield around 15%, the smaller lenders
 

at 18%. If, 
as was pointed out by one observer, you can currently get as high
 

as 15 1/2% -- 16% in two year term deposits, why buy a mortgage with its
 

potential prohlems? 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.
 

However, it should be noted that Kenya Roinsurance and
 

Kenya National Assurance Company, both government-owned, are currently lending
 

for mortgages at 13%. Such institutions vould appear to be likely candidates
 

at some point 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.
 

-107­



The approach that would appear 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 branch
 

offic.es 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 initiative but could be accelerated through the informal contacts among
 

the emerging trade association members. 
 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 betweea 
the
 

different institutions 
as well as publicize the market. 
If such informal
 

selling and trading worked well, it could then provide the impetus to issue
 

more formal securities. 
 As the process developed, 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 strength of the industry as a whole.
 

This is where the regulatory/supervisory function recommended above 
comes in.
 

3. t Instruments
 

Our interviews along with the affordability
 

and risk distribution issues discussed earlier indicate that mortgage
 

instrument design is 
a major issue. 
 Market rate but affordable instruments,
 

(e.g. graduated payment mortgages combined with variable rate mortgages with
 

interest rat caps) 
can 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 -withhousing 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 government as 
a necessary
 

ingredient for the sale or trading of mortgages. However, as pointed out in
 

the body of the report, Home Savings and Mortgages has worked out a type of
 

private mortgage default insurance with one of the insurance companies. It
 

would be worthwhile to look at the mechanics and experience of this endeavor
 

and attempt to explore with possible secondary mortgage investors whether such
 

a factor significantly increases the attractiveness of the mortgage as an
 

investment.
 

E. 11_S.Q n Iion No. 5 

ere is tooaieIdentify an a r pr 

FiiA~J2,al1el1i3nhiP-Bety flblicI and Priv~jp~iii, 

The National Housing Corporation's (NHC) relations with Local 

Authority (LA) Governments need clarification. We have been told that at 

present the remittances on NHC projects that are collected by LAs are usually 

not repaid to NRC. Instead they are used as a source of funding for LA 

expenses. The GOK has to use its own revenue to repay the loann to the World
 

Bank and AID, while LAs use the proceeds of the investments to fund what must
 

frequently be recurrent expenses rather than investments. Central government
 

may want to provide grant assistance to local authoritier. However, to use
 

what is nominally a financial transaction to do so obscures the nature of
 

interaovernmental relations. This is obviously a complex topic that goes well
 

beyond the scope of this project. 
However, to the extent that it effectively
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. decapitali2es a major participant in the housinq market it is worth the
 

attentioA of the housing sector.
 

J~cnia .sues
 

1. A study of the financial conditions and relationships oi
 

housing intermediaries and transfers 
to this sector and urban sectors would
 

help make subsidy levels and their effects moro explicit. When the public
 

sector accounts for such a large and declining share of housing production,
 

its relationship with poteoni-l private intermediaries should be clarified. 

*. A study oE 
the targeting of existing subsidies'could
 

probably improve expenditure efficiency. HHC, for example, lends at 8 1/2%
 

and, for projects with external fineacing, e.g. Housing Guaranty loans,
 

slightly above the rate on the international loans, e,g. 11 1/2%, regardless
 

of what the domestic market rate of interest 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 closer to buying a unit. 
 In addition, NHC's loans
 

range from KShs. 250,000 to KShs. 400,000. It would seem that 
 C sho.,'.id
 

serve a lower incume group. By providing smaller subsidies to less expensive
 

units the number of units induced could be a multiple of current levels.
 

3. A comparison of interest subsidies with loan restructuring
 

could show the costs of the former (as well as current approach) used to solve
 

affordability problems. 
A good deal of GOK concern with housing affordability
 

was reflected in the perceived need to lower mortgage interest rates relative
 

to the rates 
on 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 a2so 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 not reqaire subsidization is to use graduated-payment-mortgages.
 

Those loans call for an increase of a certain percent of the loan amount for a
 

specified number of years, after which payments level out again. 
For example,
 

at 
a 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 thereafter levels off, would produce a 20-25% reduction in initial
 

monthly mortgage payments. 
 In other words, it would make the initial payment
 

on a 19% 
loan like the payment on a 14.5-15% loan, and do so without subsidy.
 

As long 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. 
 In the first part of this study we attempted to L"entify the
 

strengths and, importantly, the weaknesses of the housing needs model. 
When
 

decision-makers focus strictly on the nimbers produced by needs studies, there
 

is always the danger that they will adopt policies which will be oriented
 

towards production and subsidies. 
 This kind of thinking can have adverse
 

consequences. 
The analyst who proclaims the "need" to diract 11 percent of
 

GDP to housing is likely to be met with a great deal of skepticism from those
 

who would argue (correctly) that such a policy would be bad for the economy.
 

Such proclamations can shift attention away from housing finance and building
 

standard reforms to debatis about the size of the government's housing Ludget.
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It is a point worth repeating: the needs estimates do not
 

dictate what share of GDP should go to Miousing or how much housing should be
 

produced. The housing needs assessment methodology can yield figures which
 

give an indication of the magnitude of Kenya's housing problems, and can
 

provide a sound basis for comparing alternativa housing straregies. 
 Of 

particular interest is the fact that the methodology is currently boing 

revisad such that analysts will soon be ablo to eramine the impact of 

graduated payment mortgages on affordability. The methodology remains 
a
 

useful device that forces planners and policymakers to think about the
 

relationships between their policies and a variety of key economic and social
 

indicators.
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Anex A 

KENYA HOUSING FINANCE STUDY
 

Scope of Work
 

SgERVICES TO. D,". PO, I-.,o, 

A. 	 Purose of Stu.y 

The 	 purpose ok this study is tL, ci eto analyze the recert 	 , ,trnu 

in Kenya and to 

, th hosing . .systemnassess the a"meeting the housing 	 of i tr; cn ir,needs, both mortg
Kenyans, with 	

ard rn a of all
tfoaeon t, i$ail.j Oft low andmoderate i 'The study will :o les, theposaibijj_,, gorz'I.obiiizigg an .flowdoestically sane-d 	 oL' 

the 	 to Lh, shaltar sctor andvzeans by which thi'. may tatsle Th anwill also pjw 	
o 

rezer. Govvnanthey 	 kloiiez%anhe flow of un
view t~; rLco mengir,, ch. nges 
te
 

56d 	 Innogvatlons in ardermake the catalytic role 	 toof Gmobili~~ing..n. 	 eth';x i .1housing. ch nn ,!I,n() Li-l.anciai and Other, .The 	 pos&,ibilitiec,, for the, o se:ou,'Cez$ t'Qs~bihe,.a
secondfarymrgav 
 J.t wwl be elaborafted urpon and i£fthe 	 findin, indicaLe th -enortgage 	 o fa,-e.on, market in the ear future, specificdelineated which 	 steis i,,ll belead d ir'-ctly io its astabll,-hi ,,. 

The 	 study will bu u.5ed toget:ie, with ' recentlycompleted in 
&ibebwo as 
themethodology for future financi 
basis for establishing a


L studies on 
Che 	housing
situation in devel.ping countries.
 

D. ~~Sorof Wo rk 

The 	consultant teinj 
will: 
Review all maze:iais
1. 	

cantly co.5eed (e.g. within
the past five yecrs) d-ali~n with..mcrtage and rental
housing n-edz in '.cnya, focusing cn theand moderate 	 ne i, of lowincome housowlds. Available information
and/or recent studies on Kenya's capital markets willalso be reviewed. 

2. 
Update evtimates oc effective housing demand with
special emphasis on costlow hou3ing (i.e. below KShs.120,000 per unit), 
and 	a:timate required levels ofhousing prouctien and fi.-ca to -eet 
the 	derand for
the 	nc::t 20 . 
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3. 
 BrieJ'y describe the current s'rutur, of th.
financi'! .:ccto,: ij , i :tifying each t"- off i-al- i incn' t i t i t i n b f- ,r t i o n and .. r e la t i vesIzO of each a %ezC'cU :y iz pzrc':.taqe of total
financiz ' as zets in tho cZuntrV°v 'nstituion- to bedeC benta-'!al 4nof -, ..
n 

;ut no C-1 im-ni teCd t o, theS 
ntral of,,..y., NLuioni.zr.ktheco mc ,- al Social Security Fund,the- b . , fir-. -. .c " .. , merchant bar.:F,the bjilding sncieti: s, p3:1~'z 
 inzUr-nce andprcvident funds, co-oper=tive zz.-vi.gs and c-cd,tsocieties, and othe;: coozorntjive .2nJ agricultu-,, 

4. 
 Discuss trends in the national government's 3orrowing
requirements and epectad -' for bcrrowing innear term fl;'ure. Commennt or, the
the effect government
borrowin g is cxpec ' have.: to on the financial system(e.g. on interest rates, liquiuity, reserves). 

5. Briefly discuss current trcnds in 
.- e financial
sector, evaluating the strength of the syctim as awhole and identifying recent changes in the relative
strength of each type of institution. Discusionshall :clude a eee.eri-ti.rn o, the liquidity positionof the varioun types of i.titutio.. 

6. A.nalyze the effnct of g:v'-rrnmental actiors andpoli:ies in ao far a.s e'fecive op.-.ration o! asch typeof institution - concerned (e.g. on .t-crct rats,rczorvo rcquircoa ttz, ete). Diccus-. tho role ofMinistries of Finance and Planning 
the 

and VationalDeve' "pment in estaOli-hin- ecor-nic planning polinyand the role of the Central Bank "- regulating the
financial sector.
 

7. ZirCdss in great r "" :I the p:'i.;.Ay .houing financemarket, aoscribing the ro!e of the (a) baildingsocicties and other private sector housinq finance
insi-tutions and (h) govcrnmental and local authorityhousing finance and production activities. Discussionshall included the type ot. housing finance and thetauget group sacred by particular types of
institutions and the 
 -icunts of T'uch housing financed.
 
8. Describe the vital roi n.f the in.cr.al cetorrro';iding :ielto: f -n.-: 

in both 
.-- . inI .- u.inn , . .Alt.ough the s~u.> .:Ii n ':-ni:l sctorfina.ce housirgand orc uction, it asri':. roCa = theof hc ini:or!nl zcctor :nj 
 c. arCIaZinvestigation. for fUr...A Z.p,.'ciol se=tion of the stui, wilSr"-a:r .-.A22 
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9. 
 Assess the activities and Structure of 
the housing
finance sector vis-a-.. s local c-:piLal markets.
Discuss the mobilization of primaL'y resou:ces for
housing finance, inclu:ding domretic zavinT,
generation, government c-tlayz, external and other
sources u. funds. Describe constraints which
currently lirrit 
the flow of additional fund:
sector and implicit and _D theexplicit policieswhich have and factorsthe eFfnct of directing the flowreourccs oftoward cortai:, types of institutions
building societies, commercial banks a.16 
other
invest ents. 
 This will include an analysis of the
'rfects of tax policias and structure onr."bilization of thesavings by building soCiet',commercial banks =ad other key financial
institution.,. 
 A special review of the effectiveness
of the operation 
for channellir 

of tho housing bond as an investment
funds to the housing sector will be
made.
 
10. 
 Review previously prcpared studiez on tha 
 possible
creation of a secondary mortgage zarket in Kenya and
evaluate the current climate for 
the establishment of
such a mIacket. 
 This will include a discussion of the
role and trends in tho securities market in Kenya.
Should it be reaffirm.c that a secondary mortgagemarket is feasible, the consultant will prepare in an
annex a step-by-step zzanario of actions, both
legislative and regulatory 
which must be taken to
establish such a market and an estimated realistic
timetable for each reqjired action. 
 (A critical path
analysis is suggested).
 

12. Prepare specific reco ;mndaticn.- for improvinq thefunctioning of the hcu-inj Zinanc: -yct-.att:acting additicral and Cor re=-surc to the System. 
C. %La .,L---on t nsul tin 
 T th yt 

The Consulting Team shall consist of the following:
 
1. One housing finance and banking sPecialist (Team

Leader).
 

2. One experienced mac:o-concmist. 

3. One n s;)i.:J;,*
genrali.: :vl~ ex: ~cri cndc h:uzing fn e inccn it t ,: .­ a'.. . ­

4. One housirg econow;izt. 
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5. 
 One experi enced practitin-er in h:oui-j.q fi.,ance w =
 ng of scoi - .
 

markets.
 
an in-d pth understandi y m.ort age
 

In addition iZite Consulting Ta-m wil 
 be assisted by two
experienc d loc,:i practiuioner3 familiar with housingfinar-e. in ![enya-
 Thcy will ba separetcly contracte.
Theig qualieications w'l bQ 4,P:oved by the Steering

crrni'ttt 
 f rd o below. 

E. T,2 :,tf Per&f, mance
 

V.f.
'q'h i9oticn of t:h; assignment shall begin on
 
-,3, w jJa' &efield assignment will commence on
January 20 and terminalte on February 14, 1986. The first
draft i:epozt ,Aiall be completed by March 7, 1986. 

F. Coo0-"ination, Relat:ionshiEG and Re sponsibilities 

Tho otudy will b guided by a Steocing Commtte comprising

thethe Chair'),
Ministry of Works, Nousing and Physical Planning (in
the Ke=nya National Housing Corp9oration, the
 
Ministry of Planning ;ini National Devlopmnt, tha Ministry
of Finance, aid USAID. 
The team leader 'l report at
least every two days on proges's to the Chair and USAID andthe entire consultant team wirl #eport pericicallf ull Steering Commit--, while in ' to the 

G. Reiports
 

A final briefing session will be held with the Storing
Commi-t.- prizr to C""rt
th tzi c. at
a :.cnywhich tirm an 
outline of the wri.tten 't-tud; hightighting . 
main reccmendat ions will be pesesnt.,f. A ,: ',twill be senr to 

*. 

Kenya for cou'wrt within three wecks afterthe roeturn of the teamri to United Sas,. tithin oneweek Zroiv ,ho ropceipt of comments fora ofthe GovernmentKenya and 
RIJUDO on the draft report, the final revision
sha!l be coaapleted. Fifty copie:; of the final report shall
 
be reprocuc.,d.
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Annex 3
 

Background Materials
 
Reviewed for Study
 

Republic of Kenya 
- Sessionl Paper No. 1 of 1986
on "Economic Management for Renewed Growth"
 
Republic of Kenya 
- Economlc Survey 198S, Central Bureau of
Statistics, Ministry of Finance and Planning
 
Republic of Kenya, Housing Department of Ministry of Works,
Housing and Physical Planning; Central Bureau o 
Statistics;
Ministry of Planning and National Developmenrt
"Urban Housing Survey 1983 Repoct'', draft, ne date
 
Republic of Kenya, Ministry 
of Works, Housing andPlanning, "Kenya Low Income Housing Report" 

Physical
 

Kenya -
Staff Report for the 198S Article IV Consultation and
Review Under Staud-By Arrangeuet, MeworandunSecretary to Members of 
from the

the Executive Board 
Annual Report, Central Bank of Nenya, Various Yeara 1981-8S
 
"Planning For Progress: 
 Our Fourth Developmoent Plan 1979-83",
A Short Version of the Development Plan, GPO, Nairobi, Kenya
 
Central Bank of Kenya - International"Development Uinance Corporation,of the Money and Capital Markets in Kenya",October 1984 
(but only released in March .986) 
World Bank, Kenya Country Economic iQuoranduo, October S, 1983
 
World Bank, Kenya Population and Deve:opont, July l980 
World Bank, "Poverty and Growth in KUnya", Staff Warkiag Paper
No. 389, May 1980
 
World Bank, "Kenya: 
 Growth and Structural Change", Volumes I
and I, 1983
 

World bank, "Kenya: 
 Economic Development and Urbanization
Policy", East Africa Projects Department, 1983
 
USAID Office of Housing, "Kenya Shelter Sector Study and AID's
Experience", August 1979
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AID Project Paper, "Small Towns Shelter and Community
 

Development", 1983
 

AID Project Identification Document: 
 Kenya 615-HG-007, 1983
 
AID Project Paper: 
 "Kenya Private Sector Housing" 615-HG-007,

1983
 

AID Country Development Strategy Statement For Kenya FY 1986,
Unclassified
 

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
 
International Resources Group, Ltd. and Price Waterhouse For
USAID, "Kenya Equity Finance Study", 19g5
 
Deloitte, Haskins and Sells, "Credit Prefeasibility Study of
Private Sector Rural Enterprises" for USAID, December 1982
 
Deloitte, Haskins and Sells, "Oport on Non-Bank Financial
Institutions for USAID", December 1984
 
Rourke, Phillip and Roscoe, Andrew, Robert R. Nathan and
Associates, "An Assessment 
of National Housing Needs 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, 
 OK, SYptember 1980
 
Fair, Denis, "Kenya, Pressure on the Land", African Insight,
Vol. 15, No. 
1, 1985 pages 22o25, 47
 
Fair, T.J.D., 
"Urban Growth in Kenya", African Insight, Vol.
13, No. 3, 1983, pp. 183-189
 
Aiis, Philip, "Squatters and Tenants:
Unauthorized Housing In 

The Commercialization ofNairobi", World Development, Vol. 12,
No. 1, pp. 87-96, 19841 
African Business, periodical, various articles 
Finance, Kenyan periodical, various articles, 1985-86 
World Development Report 1985, many basic tables 
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UN, US Census Bureau, World Bank, various Kenya population
 

est mates
 

Miscellaneous Kenya ne ;spaper articles
 

Miscellan~eous 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 NationalI inn Need Assessment
 
by RoTert A7-E
Win-Eates, 
 Inc.
and the Urban Institute. Office of
Housing and Urban Programs, Agency
for International Development,
 

March 1984
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Preparing a National Housing Nteds Assessment
 

CHAPTER II OVER IE OF T14E METHODOLOGY 

The housing needs zssmnent wthdoloy 
presented In this report addresseV two funduental 
issues: 

o 	 Physial housi g needs In terms of 
numbers of dwelling units 

o 	The Uestment neesr to provido thQ 
required iWb@A of units and its 
financing.
 

Any hoLu5Ing Ned aessnt w~St 4eila with 
an analysis cf mumi hoso needs and then 
project futur housing3 needs taking Into acount 
demographic, social, md NeaiIc chne 11k@ly to 
mcur over the course of Ue planning perod, In 

this ce tmnty yetri. A simpliflod views 
therefore., Identifleg tUo toqotents a~ need: (1) 
current tieed,. for ho s1ng vp~zrairgp, veplocemcri, 
or -construction based w~ the econdition of the 
Wxsting housing stock wit tioajeeo of 
providing a 61UM oceptat' e o of Nolsng to 
all 	 the nation people; ar (2) future needs
 
reflecting population qrmh, household fo~rat1on, 
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urbanization trends, and the rate of decay of the
 
existIng stock.
 

In this Wthodolog, the physteal needs are 
projected in the for of units per Mcf)a. group and 
location over a twenty-year period 4!, ffvt-year
Ocrents. The projections include separate
estimates fir thc nomber of new dwelling units 
required to cet population growth, the nw~er of 
upgradable utnfs, the nurbar of substandard units 
that are not upgrnadble and theroforo require
replacement, and the number of additional duelling
units requirml to alleviate overcrowding. The 
1ncromental fnrvestment requirements of a housing 
progra dsnie to met thse nitds Is then 
co puted. Thk investment requirmrit is further 
examined in tart of th@ portion of investamnt that
will be recovera'le th' ough -affordable payments by
householelso and the subsidy required to bring all 
households up to a aOiwta standerd houFig level 
determined by the pal icraker. 

To provide for the Im)Tfeontation of th 
housing irieeds asssnt methodology, a relttivuly
siopla tnthiatcal m~del and a n=~ uter to 
solva th.t model have been p1rI f Pw cw(putar
praqg~ij has been written in WAIC Ta Oraft its
easy Adaptior. to as~t any 0cr'r.Mute 2yr."ON

meeting the Riodast storage raqur.%nts describid
in the accomanying usarr: mnuah. In facts, the 
model his alrealy beer; Itpldit~ntd @,I two 
microcomputeru, the Hewlett-Packard and Vang
Personal Computes. It is & flexible program that 
allows use of dtailedo disaggregated projections
when these are ava lhable or (enerates som 
tndicative results on the basis of less couplee
data and stplifying assumptions, Similarly, Vic 
mthrmtlcal and other calculatlons that make up
the midol can be complex i the values of a large
number of the variables Included in it change over 
time, region, or income ctegoryl but these can 
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also be reduced to fairly simple form and solved by 
hand If a nuMer of simplifying assumptions are 
made. 

Discussion of the houtIng needs aoss~mnt
 
methodology vlt7 be preented with N n to th@
renc 

&sicrocom-~puter Podal and for the simpl@St e,6,e thlt 
can ba used to illustrate the belc pinc ip es of 
Its opera~tion. Rteview of' the useris V,8pUal will 
enable the reader to apprqcite vor fu)lly the 
computer model's extended capab l tio 

*A. Smar othe Clclaions 

The i1crocaqputer prograrn that has been 
developed is oriented primarily tiard prov'iding
estlaites of housing needs and invatmits, thu2 
-perittlng @valutlon of altern&tjV hCuSing
strategies ~nd Idntification of affrdsblje 
optionsl, A mal of household forMtion and 
housi~ng exptndftures providoz the logical f1trwork 
for tile calculatW3n prfarmed by the 
microcom~puter. Lika ail mod,21s -this one Is based 
on certain asuptions that should M clearly 
understood both in structurln the sanarios to be 
an lyzed with the thodolor, and lat, Inttoproting
the resultm it provides. 

The mst liprtn aspect of t aohodo logy
to be L-'2pt in wind is %list all calculatlons are 
based on thea asaueption that the tao40 housingj
needs projeted for each t1me perfeW 011l bo fully
mat with housing that tatisfies winfa staodardso 
In 'clculatIng Investriant, tho uadel asswus that 
no futur'e icrinnts to the substandard housing
stock will take place 4t any tli following the 
bas ymar chosen for the analysis. 

meotlo WIf the y tre oriented primarily
toward forac€stiaj and predictions Its 
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yplicability would be limited In some countries 
are future tcrements to the ubitandard 

stock--the continuing proliferation of suatter 
settlements--may be Inevitable. However, Oince the 
model I: In fact structured to facilaitio the 
comparttive evaluation of alternative approaches­
toward the 'Atisfactton of!proje:ted housing needs, 
the stipulation that all housing programs (trlyzed
mtet slaimm heiltmr needs, and thorefore provide a 
convin stan ard r stratogy evalution, is entirely 
appropr ati. 

Th@ model Is designed to accept up to three 
regional dis¢ggregattons lor the projection of 
housing needs and;i the configuratlon of appropriate
housing progr&,as. In K nya, the r*2t f(portant
dIsagragatIons wers ( theo ncludIng
two largest citie, H'alrobi ind Mba.t), "other 
urban" (Includini all other totns hav0mg at loast
2l,000 in population as of tho 1Utest ce'suO. and 

ousehold forrton tron(ds 

"rural." In Sri Lanka, a more appro~pplte 
disaggragation utes deffned by the cg t rles 
Ourbana "rural, gnd gostate.0 

H~ousing needs 
projected for each 

for' thms 
fivo-year 

three 
perI@N 

&at#s aro 
within a 

twenty-year
pqulation 

plannIng 
growth, 

parlod an ths 
int~rregIonal 

asIa of 
golgatIong 

and a program diiftned 
by the user to upgrade or raplac, subatilard 
emponents of the basa-ycar housing stack zt & rate 
which the usa¢r distemines. 

The total cost of nim housing units anti
upgrados of existing housing units required to seet 
total projectei hausng Aeoeds are calculata4 on the 
basis of unit casts provided by the user In 
accordanco w1th the design standards speclfied for 
each strateg., To deteinr e what level of pmblic
zubsidy, if any. w+ould be required to Impletmnt the 
program that hfs been specified, the planner 
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coapares these costs with the maximum housing
 
values that households In 
inconm distribution are $
afford. 

each 
sMte

quintile 
dto be 

of 
able 

the 
to 

Key factors afftctin the totai cost of 
housing programs de!ned in thfs mtnnar vinclde 
growth in total h usei)C01 numers, greAh In rate 
of urbanization,' ra,&, of, ecalation In 
constructiOki costs Ands especially, ho minum 
desi n standards and correspoodinq uni t costs 
specified for the housing progr:=r.
 

Housing afor a lty Increases (and subsidy 
roquirements decr*@Se) as household income 
Increases, shares of' 1Icom devotim to housing

IW trmsincreaise, fIane,lei lf ngfl beco" wore 
favorable, and housing costs fail.
 

Of thas@ var1ab1ez, minimum husIng ei Istandards and costs lend themselves most diractif 
to public policy intervantlon. The Interplay of 
housing daslgn standards, program costso and 
housing afvlordability through stcesva Iterations 
of the modal can help housing jpinners and policy 
analysts structure a realistle :pproach that will 
satisfy bosic neds though the adfton of 
standards wlhich. whila offorifg real iprovea~nt 
over infortial sector 1bring Codtiongs are also 
affordable by eost livd-inCOM4 households. 

.Figure I Identifies the min cmonents of the 
mode1 in somewhat groater detail. 
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Figure 1. Main Compo.ents of the Housing

Needs Assessment Model
 

AI,,aui 'rams 

sat rnlTmtwben&J, 

hin 2Cht mtta i~ft t@t@. O
LOPnactia. l ~ur 1 he , a!ae

uts 
Axl.ltshn 

ad ro jectinsre, develoed t,ourlh mr+u+og I and 

2 of the ode1. Toqgthear these leter ne the 

C-7
 



scale of the housing program to be analyzed through 
subsequent calculations.
 

The affordability of alternatlvg housIng

package; Is daterain4ad by current 6n p)rojected
incomes of the various sectors of the population 
requiring housing, and by the cot$ of these 
alternat1ivs. These elements af a housing needs 
assessmant are Considerad In modules 3 v 4 5 and 6 
of the model In the followiing manner: 

0 N4odule 3 proja(As household 2Inc for
subsectors of thePopulatiorn by Incom, 
distribution subgroupings.
 

o M~odule 4 calculates iousina &ffordbility
for subsectors of the popu(fstloui osan 
houvieho d Incomtso housin vx*Rftuf 
patterns, and terms of housing finavice,
 

o 	 Module $ spectilles the currant and futur 
costs of alternative shelt r iolutions 
defined on thQ basis of the dwallng 
standards establish"e ,plaa ra.
 

P.ll
o Module 6 cls ss~fi households
 
according Va the housing san.dx that 
they 	can fford
 

On the basis of total shellter needs and the 
housing standards that are affordablc, br,al$ 
segm@nts of the populatlon, xdule: 7 and S are 
then used to-­

404 	 botermIrwn national housing ivestmot 
requiremnts; 

Identify those segmants of the population
Whicho on the basis of their Inability to 
afford currently availablee minim=
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standard, formal sector housing, make up

the target group for housing programs; and
 

Estimate thi level of direct subsidy, If 
any, tnat would be required to bring all 
housIng to the chosen standard. 

The Information provided through these last 
two modules enables planners to evaluate the 
iplications of alternative housing programs in
 

relation to mcro-level projections of investment
 
and savings , public sector vxpendlture , formal
 
sector loan volume, and other indicators.
 

3. L'niltions Of the H(odel 

Although the =odel ha been dewnrstrated to 
provida genuine nsight o5 a veriity of housing
policy issues, several distinct lt10tations of the 
methodology oust also be clearly kept inmind. 

One limittiono alr@&dy mentioned, Is that the 
calculationg do not permit future additions to the 
substandard stocfo That It,the motel assumes that 
thera wi1l be no lg In devaloping tho capacity
required 4,V build anough units that conform to the 
minlmu standards to satisfy incremental housing 
negdo nIreality, it ouay tako sowe tipn to brin( 
foral -etor bulldIng tipacity up to the level 
requirz to ret 100 percant of nedsq and 
additions to the su ndard stock may be Gxpected 
to wke up the shortftll in the interim. Although
this feature of the wthodolegy my appear to be a 
limfituto for forocasting purposes, it has no 
relevance to the coqarati',o evaluation of 
alternatIve hong strategies. And, as the user's 
manual eplains, more realfttic forecasts can be 
made by mnually zdjustiti the cwmosltion of the 
total projected housing stock and Orestarting• the 
model -t some future year when it Is estimated that 
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building Capacity can realistically be brought up

to the required 100 percent level.
 

Second, the logic behind the capitalfzatior)3 
of housing pend'fturos Should be clearly

understood. Although the analogy 
 to Wrtgage
finznefn, is us d throughout the discusslon of the
methodologye so hou~olds~ my n~t find the
ffnanclng ncary to anab~e them to lwidlatoly
acquire housIng ts up to the full aount they 
can afford. Somfe hou al"ds will ScueF mortgage
financinq Mt thoes lo(wfarl while othe ,'s my
gradually builcl up thoair housfing assets through 
nvestments pxpnded over 6 long period. Sy


capitalizing these investoent expenditures, we can 
estimate the preset v~lua of thc azsets these 
households will eventually coinnnn. AA already
noted, howeverv the fact that the n(ow of thase 
households will support tVilr uvc.4oi acquiitlo
of h!Uoins of a certain value doe not notoswily
imply that the financlng to make thia housing
irdiately available will bt nectssarily
forthomin Fln~ncing to support 
the housing

prograz fomulatd with the assi~taned of the

needs assessment methodolqy must he dealt with
 
separately.
 

Third, becauso oly five ineoe groups per

sector are represented in th o,?, it is
 
difficult to SimulitO PA11ei.% th4t affect 
 169s 
than very 1ard parts of the population. The
viewpoint of tht Wthodelogy is,distinctly macro 
and cannot substituto for wre dta1lod project and 
subsector !ovel smtudias. 

Finally, iM calculatIng oatlrtted subsidy
requir-snts to 'plwent thi or~ous hosing 
programs that my be analyzdo t4 rthodology

bssuma that all government rsours go(uin tohouseholds in-'lt deficit groups, in QeXaCtly the
required amounts, and that there is
no substitutlan 
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of 9overnment Oxpenditures for expenditures that

ould, IR thM absenca of subsidiast have been


underta,12n &nyray 6by 
 recipient households. In
Offet, th model presumes perfect targeting

afficiancy In the estimation of 
 subsidy

requirenet , and therefore 
 understates the
 
reources needed to mpTiwnt a real-world program

where 
some leake gv and asts are inevitableo The
thodology 12 neutral in this respect between
 
alternative housing strategles, but it $tillprovides 1trportt evaluative guidance In a
coparative sCnse. Also, the degree of

underst~ tAment of subsidlos la likely to be small,
particularly ule the estted number ofhou )ols n ding subsidy undar thM housing 

;oqra 1Hqusion is mall. In general, OR~
'Igor a sIdy proqrou .th larger the fraction 

of tot"l Subsilos tit aflds up going to th)ose who
don't neod the. TherfoG, the degree of' subsidy
undrestimtion ir the wdsl becauseof neglectIng
targeting inef14Cfancies Is likely to 
increaso wit
the size of tha astiated subsidy progroa. 
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ANNEX D
 

This annex describes how the housing needs assessment originally 

conducted by Phillip W. Rourk and Andrew D. Roscoe was updated for this 

study, and presents the results of thi5i update. The firat section
 

describes in detail the ravisions made to 
the model'a date inputs and
 

how these chzngen are likely to affect needs estimate&. The next
 

section prezents ravLned estimates of key need indicators and contrasts
 

these with the Rourk and Roscoe (R&R) findings. The final section
 

umarizes raulte , 2akes recommendarions, hnd discusses factors to 

conolder in conducting futura needs aOsai nt. A eccond mnnex follows 

this one , t preseuti an excerpt from uldelnee for hePrEgaon 

a oan edsAjca-n (Robert It. Nathen Asoaite, Inc. -and The
 
Urban Institute, 1934) uhich coutgins an ov,.rvie 
 of se Uathodoiogy
 

employed In the 
R&R tudy and this updare To fgt the wt out vf this 

annex, one mtiould already be famiiar with the RUM houni needs
 

asaeas&~n.. For practical purposes, thlis annex dooe, 
 sot attempt to 

explain all of the Inputs and underlying amouui ons that vent into the
 

original study. Instead, It 
 focuses on tha chanas lmplcz, nted and 

their effect on the ravlood needa eati.ates. 

Thiz update utlize sources of dta which were not available at 

the tirks of the original R&R atudy Including a variety of survey 

results, government houoin -policy reporta, and revsed CBS ieetee. 

These da eources were carefully reviewed and datanow was incorporated 

into the revision of the bbae caze wherever ptict4l. Since every
 

1. All monetary amounts, unless otherwise noted, are in 1953 K h. 
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possible change could 
not be implemented given the 
time and resource
 

constrainta we were working under, we 
tried to focus on 
those itemz that
 

have a relatively large impact on the needs estimates. 
 These items
 

include: the condition of the existing housing atock; costa 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 abo.t'ut the size and condition of Kenya'a housing
 

stock at 
the time of the R&R study. 
Rourk and Roscoe relied heavily on
 

a study by Lloyd W. Morris (1983) 
for guidance on estimating housing
 

stock figures.-
 For this updaLe, two previouGly utvailable surveys 
The 1983 Urban Housing Survey (UHS) and the 1976 Second Integrated Rural 

Survey (IRS-2) - yielded data which could 'Ik-uedto clzisify dwelling 

units into permanent, upgradable, and non-upgradable categorle@ albeit 

in a crude fashion.2 

Table D-1, 
which is based on UHS data, Qategorizes urban dwelling
 

units into three categories depending on the type of housiug. 
According
 

to the authors of 
the UHS, permanent units include houses, maisonettes,
 

and flats; semi-peraanent units include thoce in swahili-type
 

structures; and inadequate units include shanties and other temporary
 

structures. Furthermore,
 

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

1. 
Lloyd W. Morris, A Caputer-Based Model of Basic HousingNeeds
in Ken ., USAID Office of Housing and Urban Programs, September 1983.

2. 
The UHS also contained estimates of the total urban housing
stock in the base year, 1983, but sampling and definitional problems
prevented us 
from using these figures. The UElS covered 89% of the 1979
 

urban population.
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UABLE D-1 

TOTAL URA DWU,,INGI UNITS, ST 
TTPE OF CONSTRUC ION1 AND AR, 

(percent) 

Permanent Eemi-Permanent Inadequate Total
 

Metropolitan2 
 54.3 28.0 17.7 100.0
 

Other Urban3 52.8 
 8.5 38.7 100.0
 

1. "Permanent" includes houses, maisonettes, flats; "sea-permanent"

includes swahili-type unito; "inadequate" includes shanties and %ther
 
temporery atructures. It Is generally believed that many houcc.holds described 
their units as "houses" evtn though they occupied other typJc of 2tructures.
 

2. Includes Nairobi and Mombasa.
 
3. Includes all other towns with 2000 or core 
persona.
 

Source: Urban Bousing Survey, 1983 (CBS and MoP&ND, 1986), Table 2.4, p. 51.
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infrastructura! services ai 
 sewage, electricity and

roads. The status of these units can be upgraded
with the provision of the naiid -acilitiea and

services .... fT~ha type of ho..ng units which
lack the above facilities uov. are shanties. Only
a very limited number of hcos.: , m- .on(ttea, flats
and ,wahlli type houses lack theo-a facIlities. 
(CBS and HoP&ND, 1986, p., 54) 

Table D-2 shows what thare of unita did not have either a private or 
communally owned source of uater. Avsuming that nearly all of these are 
shanties, and that there i= a high correlation bereen not owning a
 

source of water and haeing inadzeuate aanit.t.. facilities, then 

roughly a third of the netropolitan tnits ', :d half the other urban units 
which are labeled "Inadequate" in table C-1 could be characterized as 

beajg non-upgradable.1 The remaining "Inadequate" units could be
 
considered upgrc,,dablc. The permanent and ceal-perimanct units ( 7uld be 

placed together into & oingle permanent category. 

For rural areri., we can use data fr.m IRS-2 to categorize dwelling 

units.2 
Table 0-3 displayu various characteristics of rural dwelling 

units in 1976. While a good deal of variation exists across provinces
 

it im clear that for the country so a whole rural housing In largely
 

constructed of non-durable naterials. 
Nearly 70 percent of all "in
 

dwelling unit had thatched roofs, about 88 percert had mud or wood
 
walls, and over 90 percent hsd earth floors. 
Since replacing all such
 

1. The metropolitan area includes Nairobi 
and Hombasa. 
The other
urban area includes all other town3 with 2000 or mc¢re persons. 
About 18
percent of all urban units had toilet facilftla 
other than a private
flush, pit, or communal flush (CBS and HoP&,DM, 1986, p. 113).2. Although IRS-2 wau 
-nitliated in 1976, the proportions of
households and dwelling units falling Into various categories were
assumed to apply to the 
1983 base year housing stock.
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TA.BLZ D-2 

PURCiFrAxC OF TOTAL UUN DELLING UNITS 
WITH NO PAIVATE OR CMyUNALLy OIMXD

SOURCE OF MATER, IT ARFA 

Metropolitant 

Other Urban 2 

Country 

Percent 

5.5 

17.5 

10.8 

I. Includes Nairobi and Hombasa.

2. Includes all other towns with 2000 or v.re person.
 

Source: 
 Urban Houving Survey,1983 (CBS and MoP&ND, 1986), Table
 
3.6(6j, p'. ILO.
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TABLE D-3
 

PUCSNTACE DISTRIBUTION OF MAIN DIIELLING MITS3
DY TYPE OF ONSThUCTION AND PROVINCE
 

Rift 
 Nationa
 
Coast Eau tern 
 Central vall nza 
 We tern Total
 

Type of Roof
 

Thatched 
 91.7 63.3 32.4 
 75.8 81.4 85.3
Tin Can/debe 0.0 68.8
1.0 8.3 
 1.2 0.3 0.0
Corrugated iron 2.1
3.4 35.2 56.6 
 18.1 18.3 14.1
Other 27.1
4.9 0.5 2.7 4.9 0.0 0.6 2.0
 

Total - 100% 
 100.0
 

Type of Walla
 

Mud 
 84.9 73.6 71.4 
 79.3 89.2 93.1
Wood 81.3
0.0 5.4 14.7 13.1 
 1.9 1.0 
 7.0
 
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 a 100Z
 

Type of Floors
 

Earth 
 92.3 89.4 
 87.0 89.5 92.8 
 93.5
Concrete 90.5
7.7 10.5 11.9 
 9.5 7.2 
 6.2 9.1
Other 
 0.0 0.1 1.0 0.7 
 0.0 0.3 0.4
 

Total a 100%
 

Source:. CBS and HEP&D (1982), Table 7.13.
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units is unthinkable, we again examine water accessibility and
 

sanitation facilities as principal Indicators of housing quality.
 

Table D-4 reveals that 38 percent of all rural households versus
 

about 3 percent of urban households have no uuitation facility.
 

Virtually all of the remaining rural householde rely on pit latrines.
 

Thus, at a minimum, we can say that 38 percent of the rural housing
 

stock could be upgraded or replaced. However, accessibility to water is
 

also a problem in some rural areas and this should be taken into
 

accouni-. Thblel-.. shows the distseces households nuot travel to reach
 

a water source during the dry seaman. Nearly three-quarters have a 

water source within one kilometer, About a aith of the remaining 

households (3.8 rercent at the national total) hava to travel over 4
 

kilometers for vater. If we treat all dwelling units where householdo
 

have to travel more than 1 kilometer to obtain water an raquiring 

upgzadiag or replacecent, and add these to the 38 percent of the rural
 

housing stock that we already conaider to need upgrading or replacement 

because of a lack of sanitation factlitica, we can establish an upper
 

bound of about 64 percent for upgradable and totally deficient units.
 

Since some of these problems are l1holy to overlap we arbitrarily
 

decided that 502 of the rural housing etock needed at least an
 

upSrading; those units where householdo have to travel greater than 4
 

kiloaetors uere considered con-upgradable.
 

Table P-6 suarizes the results of these extrapolations from the
 

UHS and IRS-2 data. It shows what share of units fall into permanent,
 

upgradable, and non-upgradable categories for metropolitan, other urban,
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TABLaD14
 
PERCENTAGE DISTRIBUTIR OF iOOUSHOLDS,
 

By TTPE OF SEWAGE DISPOSAL AND
 
FRLOV3]2m
 

Rift 
 National Total
Coast Eastern Central Valley Nynza 
 Western Rural Urban
 
Main Sewer 1.8 0.0 0.0 0.8 0.0 0.2 0.4Septic Tank 0.7 0.4 39.5

1.8 1.1 0.9 
 0.6
Pit Latrine 1.0 23.0
22.5 56.4 89.0 
 32.5 71.5 65.9 
 60.3 34.6
Bucket Latrine 0.0 0.0 
 0.2 1.0 0.1 0.0 0.3
No Sanitation 0.3
75.0 43.2 
 9.0 64.6 27.5 
 33.3 38.0 
 2.6
 

Total 
- 100% 100.0 

Source: 
 CBS and MEP&D (1982) Table 7.19.
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TABLE 0-5 

PERCE iTAGE DISTIZrBUTIopi O MUSIMOLDS,
 
IY DISTA M( TO MAUR SOURCE IN
 

DRY S.ASON AkID FRa12mCa
 

On Holding 

0-1 Km 

1-2 Km 

2-4 Kai 

4-8 Km 

8+ KM 

Coas t 

28.4 

12.8 

29.7 

16.2 

8.3 

4,6 

Eastern 

27.3 

37.7 

15.2 

11.9 

6.9 

1.0 

Centrtl 

67.5 

20.7 

10.3 

1.5 

0.0 

0.0 

VN 

62.1 

15.1 

9.6 

7.9 

4.3 

1.0 

Za 

41.3 

26.8 

19.9 

10.3 

1.7 

0.0 

Western 

65.5 

22.9 

9.1 

1,1 

0.8 

0.0 

Nat iona 
Total 

50.7 

23.8 

14.2 

7.5 

3.1 

0.7 

Total - 100% 100.0 

Average Distance 
of Water 
Source fren 
Holding (LKa) 2.7 1.8 0.9 2.1 1.4 1.0 

-

1.7 

Source: CBS and MEP&D (1982), Table 7.15. 

D-9
 



TAKE~ D-4
 

PERCUTAGE OF DjUJ DyELLIII UITS 
?AAT AMR PRA~EN U AD&PjLE, AND 

.... L BY AM 

Permanent UM;tadable Noc Total 

Metropolitan 
 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: 
 Authorao calculations based on Tables A-I through A-5.
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and rural areas. In comparison, R&R estimated that for both
 

metropolten 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 acceptable, 70 percent to be 

upgradable, and 10 percent to be n-upgradable. The biggest difference 

between the R&R ond the revioewd housi r aoch entinaten lies with the 

rural fiurea where R&R considered only 20 Lrceot of the mtock to be 

permaneut versus the 50 percent preented as the revised otimate. This 

has strong implications for needa estteo when you consider the fact 

that the aize of the rural housing atock ls four-and-a-half times that 

of the cetropolitan and other urban areas combined in the bace year 

1983. Rourk and Roocoe also zaaufed that about 16 percent of dwelling 

units in metropolitan areas were overcro'ded, about ii percent In other 

urban areas, and only around 5 percent in rtrsl areas. Themr 

overcrowding estimates were retained for thl 
 update.
 

The prograra for improving or replacing the subatandard atock is 

once again assued o take place at a constant rate over the entire 

20-year plannin, period, such that all of 4he non-upgrsdable stock is 

replaced , rhe upgradable stock ic upgraved, -nd overcrowding i relieved
 

at a rate of 5 percenzt per year.
 

Rourk and ogcoa aooumed that permanent duelling units in each area 

would decay at the rate of 2 percent per year. In the revised base case 

this figure wois raioed to Z percent for rural areas to reflect the fact 

that a iarge chare of the permanent dwelling stock is Clade of non­

durable waterials compared to urban areas. The 2 percent rate for
 

oetropolitan and other urban areas was retained in the update.
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Another key part of any housing needs assessment is the cost 
of a
 

minimum standard core dwelling unit. 
 Table k-7 presents a breakdown of
 

the cost of a 21 
square meter, two-room unit for urban areas. 
 The
 

design features concrete foundation and floors, concrete block or
 

dressed stone walls, asbestos sheet roofs, and waterborne sewage
 

connected 
to septic tanks; the unit is extendable up to five rooms. The
 

desi, n is 
one of many described in the government's recent low-income
 

housing report, which Is a product staming from the government's review
 

of the low-income housing by-laws.1 
 As a simplification, the 
same cost
 

estimate ua 
 applied to both metropolitan and other urban areas.
 

Although lInd cents ere appreciably higher In metropolitan areas,
 

especially Nairobi, this Is offset to some degree by higher building
 

material tranoprtation costs In other urban areao. For the update, all
 

construction coots for rural areas and the coat of upgrdin3 units in
 

urban areas remalned unchanged from the R&R base case.
 

The model also requires as an input the coat of a 
 wiaim=ua tandard
 

unit that is available from the private sector (nometimea referred to 
as 

the formal sector). This input ia required for each area In order to 

esteblish the target group. The target group Includes all householda 

who cannot obtain a unit from private ouppliers even if they could
 

afford a unit meeting minimum standarda from the public sector. 
 In
 

Kenya, private financial inmtitutions are generally unwilling to lend
 

money for homes costing leat 
than Ksh 120,000 regardleas of area chiefly 

1. 
See Housing Department MoWHPP (1985a) and MoWIH&P? (1985).
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TABLE 0-7
 

COMPONENTS OF COME DUSINC UNIT COST FOR 
METROPOLITAN M OTHER UUAN ARS 

Cost 

Component Ksh Percent 

Land (8.33m x 16.00m plot size) 8045 15 

Infrastructure 
Site Inventigation; survey; placing 

beacons 1838 
Sewerage; seeuag dlsposal 6825 
Surface water drains 805 
Roads; footpathg 438 
Water supply 2345 
Misc. professional fees, contingencies

construction finance interest 3338 

Total 15,589 29 

SuperItructure 
21m at Ksh 1120/m2 23,520 
Hisco professional fees, contingencies, 
construction finance Interest 648i 

Total 30,001 56 

Total Unit Cost 53,635 100 

Source: Infrastructure and superstructure costs were derived from
 
prototype house TI described in MoWH&PP (1985). 
 Cost figures were
 
deflated using a factor of .875 which was based on the assumption that
 
average residential construction costa rose 6.9 percent per year between 
1083 and 1983 (see Table %-8). L~nd was aseumed to be 15 percent of 
total unit cost based on land's share of coot In the preliminary cost 
estimates for the USAID UmoJa II project (aee USAW, n.d.).
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TABlLE 1-8 

ANNUAL PMCE1TAGE INCRlkSE IN SUILDInG 
AND Q3NSTUCTiOU COIST flIDUczS*P 

1982-1984 

Materials 
 Labour 
 Total Cost
1982 1983 1984 
 1982 1983*6 1984 
 1982 1983 19e
 

Residential

Buildings 
 12.7 8.2 0.8 
 22,,3 - 43.5 14.1 6.9 6.1
Non-residential
 
Buildings 
 11.7 5.1 0.7 
 22.3 - 43.5 13.7All Buildings 4.1 8-S
12.2 6.7 0.8 
 22.3 - 43.5 13.9 5.6 7.1"Other" Construction 
 17.0 6.8 11.6 22.3 
 - 43.5 18.7 4.7 21.
 

Total Coat Index 
 14.6 6.8 
 4.2 22.3 - 43.5 15.6 5.2 12.
 

'rom December to December
**No change between December, 1982 and December, 1983.
 

Source: Economic Survey 1985 (CBS and MoFP, 1985), Table 12.2.
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because smaller loans are considered unprofitable.1 This figure is used
 

in this update for all areas. 
R&R used lower amounts of Ksh 90,000 and
 

Koh 50,000 for other urbon and rural areas, respectively. This change
 

should have the effect of enlargiag the target group in the revised
 

needs estimates; however, the subsidy required to 
bring all unitu up to
 

the minimum standard should reriln unchanged, all other things equal. 

Table A-9 su~marizem the datacost used in the update.
 

Mortgage terms for the base csoe
revined diffpr slightly from the 

original base case. The doupoyment share remains 10 percent and the 

Interest rate continues to be 16 percent for all areas, but the loan 

term has been mdjuated dow-award from 25 years to 20 years in
 

metropolitan and 
 other urban areas to more closely resemble current 

lending practces. 
Data frow the UHS reveals that the average term of
 

mortgageo held by owzer& in 1983 was &bout 15 
 years for those loans
 

originated with UFCK, and 23 years 
 for those originated with NHCo
 

Averages for co~ercial banks and "other" 
 institutions were about 7 and
 

13 year.9 respectively. (CBS ,nd HoP&ND, 1986, Table 4.5, p. 135). For
 

rural azeaa the loan tcz-w remains unchanged at 20 years. The primary
 

effect of nhorter 
 terme, other things equal, is to reduce affordability 

levels, and thtreby Increase subsidy requirements.
 

The final mvjor area of refinement deals with gros domestic 

product (GDP) cnd levels of housing invetacant in the basa year. Table 

10 dirplaym GDP and gros fixed capital formation (GFCF) in houcing 

1. In practice, home loans 
are almost non-existent in rural
 
areas. 
 The type of housing currently not offered by the GOK or theprivate sector is in the 55 to 120 thousand Kal range. These figures

are applicable to 1983 as well.
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TABLE D-9 

SUMARY OF BOOS [KG =T IMPUT
FOR THE REVISED BASS CASE 

(1983 Ksh) 

New etropolitan Other Urban Rural 

Upgrade 15,500 10 ,otO 4,500 

Core House 53,635 53,635 26,000 

Formal Sector 
House 120,000 120,000 120,000 

Source: 
 Core house and upgrade costa are based on Table D-7 and Rourk
and Roscoe (1984); 
the cost of a formal sector house was based
 on conversations with the Housing Division of the MoWH&Pp.,
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TABLE D-i0 

GROSS DOMESTIC PRODCC? AND GROSS 7IXKD CAPITAL 
VORK&TION IN BOUSING AT CURRERrn PRI(ZSD

1979-.1984 

(KjL millions) 

Gross domestic product (GD0) 

Total gross fixed capital
formation (GFZF) 

As percentage of GDP 

Tota]. gross fixed capital
formation in dwellings 

As percentage of GDP 

Traditional 

Modern 

As percentage of GDP 

1979 

1,977 

540 

27.3 

93 

4.7 

40 

53 

2.7 

1980 

2,232 

622 

27.9 

106 

4.7 

44 

62 

2.8 

1981 

2,582 

7-5 

28.1 

120 

4.6 

51 

69 

2.7 

1982 

2,9i1 

668 

22.9 

125 

4.3 

54 

71 

2.4 

1983 

3,327 

721 

21.7 

113 

3.4 

66 

47 

1.4 

1984 

3,701 

836 

22.6 

127 

3.4 

78 

49 

1.,3 

*Provisional 

Source: Economic Survey 1985 (CBS and MoFP, 1985), Table 3.9. 

D-17
 



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. 1 The overall GDP annual growth rate projection remains
 

the same at 4.9 percent through 1988 and 6 percent thereafter. We
 

assumed that agricultural GDP growth would average 4 percent annually 

over the planuing period.2 The final base year GDP estimate was about
 

six percent lower than that used by R&R, and this should negatively
 

affect affordability levels in the needs estimates especially in the
 

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

The Revised Houoing Needs letimtes 

The previous section documented the modifications made to the
 

original R&R base came; this section highlights some of the key
 

estimates of the revised base case. To facilitate comparisons with the
 

R&R bape case, a complete set of tables describing the revised needs
 

estimates is included in Annex I. Some of these tablea are referred to
 

in this section.
 

The revised base cso continued to use the population estimates
 

generated by R&R. For the country as a whole, the base year annual
 

population grotth rate is about 3.9 percent. This rate is expected to
 

decline to around 3.5 percent by the end of the century.3 R&R atsumed a 

continuation of intercensal trends in annual growth rates of 

1. GP wa Keh 66,540 eillion In 1983; GFCF In dwellings was
 
Koh 2,260.rillion. Total public capital eipenditures wora Koh 380
 
milliun. One Kenya pound aquala twenty Kenya shillings.
 

2. R&R had a@oumed a 4.4 percent annual growth rate for 
agricultural GDP during the first 5-year planning period. 

3. R&R used the CBS declining fertility/mortality scenario
 
contained in Population Proection& for Ken a 1980-2000, CBS and
 
Ministry of Economic P ning and Development, Harch 1983.
 

D-18
 



metropolitan areas (about 5 percent) and other urban areas (about 7.4
 

percent). They projected the annual rural growth rate to declfne 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 R&R base case,
 

since projected average hooehold sizes are the same. By 1938, we
 

expect roughly 140 thousand new householdo to be formed annually of
 

which 27 percent will occupy urban areas. 
 Because ok rapid population
 

growth and urbanization, over 100 thousand new houveholda are expected
 

to be formed annually by 2003 in urban areas alone. This would
 

represent nearly half of all new households formed in Kenya. Table E-1
 

summarizes population and household formation estimates for the planning 

period.
 

Affordability was affected by the decrease in the cost of new urban
 

unita, the shortening of mortgage terms in urban areas, and a slight
 

reduction in projected incomes due to the GDP revisions. The income
 

reduction over the planning period was so small as 
to have a negligible
 

effect on affordable dwelling costs. Similarly, the shortening of
 

lending terms in urban areas had little effect on affordability.
 

1. See The World Bank (1985) Tables 19 and 22. 
 The World Bank
 
estimates an average annual population growth of 3.9 percent during the
 
period 1980 to 2000. 
 Between 1983 and 2000 it axpects the population to
 
rise from.around 19 million to about 36 million. It calculated the
 
average annual growth rate of the urban populatlon to l about 7.3
 
percent for the period 1965 to 1973 and 8.0 percent for the period 1973
 
to 1983. Table 2.2 of the IfHS (CBS and HoP&ND, 1986) suggesto that an
 
almost constant share of population will reside In urban areas (around

14 to 15 percent) through the year 2000, assuming the population reaches
 
36 million by then. This seems implausible given the observed and
 
anticipated trends in urbanization.
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However, as can 
be 
seen in Table E-7 the new lower standards in
 
metropolitan areas nake it po3Uible for houoeholds in the third Income
 
quintile to afford new core unite (affordable level 2) half way Into the
 
planning period. 1 Previously, these households could only afford the
 
cost of an upgrade (affordable level 1).
 

On the other hand, because the cost of a minjeum standard unit
 
available from the private sector (affordable level 3) increased for
 
other urban and rural areas 
to Kah 120,000, householda in the highest
 
income quartiles which previously could afford level 3 units can now
 
only afford level 2 units. 
 While these households do not require
 
subsidies to afford standard houming, they become a part of the target
 
group. 
That is, they art aong those who cannot afford a standard unit
 
provided by the private wector.
 

While the overall ele of the 
target groups in the revIsed case are
 
roughly the same 
 size as 
thoce in the R&R study, the subsidy required to
 
bring those within the target groups up 
to the minimur standard has
 
dropped about 20 
to 30 percent over 
the planning period. 
MoGt of this
 
drop iw attributable to the new lower standards in urban areas. 
 Tables
 
E-9 and E-10 2 
summarize the mubsidy requirements and total housIng
 
expenditures of the target group. 
 Subsidy levels, that Is, 
the gap
 
between the awount households can afford to pay and the cost of a
 
minimum standard unit, are still high in spite of the lower standards.
 
For example, nearly Koh 2600 million would be required annually by 1988
 

1. 
This table can be compared to TablA 10, p. 77 In Rourk and
Roscoe (1984).
2. 
This table can be compared to Table 14, 
p. 54 in Rourk and

Roscoe (1984).
 

D-20
 



to satisfy needs. 
 The amount of subsidy expressed as a percent of
 

public capital expenditures remains virtually the came as 
in the R&R
 

base case (26 to 37 
percent) since total public capital expenditures
 

were revisdd downwards.
 

Total housing expenditure levels In the revised base case differ
 

little from the original R&R study, when all of the changee are
 

combined. 
The effect of lower standards In urban areas was largely
 

offset by an increase in required production levels. A comparison of
 

Table 
 -4 with Table 2 in Rourk and Roscoe (1984) reveals that while new
 

construction remaina at 
about the 
same level for metropolitan and other
 

urban areas, it increases about 16 yercent In rural areas 
over the
 

entire planning period. As was mentioned earlier, the biggest change In
 

the composition of Kenya's housing stock involved the number of units of
 

acceptable construction in rural 
areas. The relatively large increase
 

in the number of acceptable rural units in the base year, in conjunction
 

with the increase in the rural housing decay rate from 2 to 3 percent,
 

resulted in a large increase in the number of 
new units required for
 

annual planned replaceiment. 
 Thie Iucrease in aaw construction over the
 

planning priod in chiefly responaible for offsattin8 
the gains achieved
 

by lowering urban houaing standards. 
Ag a ravult, housing investment as
 

a share of GDP remains at about 10 to Ii percent over the 20-year
 

period.
 

Conclualo" 
and 1tacouaezdatiOUS
 

The revisions made to the original R&R base 
 case provided us with
 

new estimates of housing demand and required production levels for the 

period 1983-2003. In the revioed base case, gains produced by lower 
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standards in urban areas were largely offuet by greater new construction
 

requirement in rural areas. 
 Overall Investment levels remained about
 

the same even though subsidy requirements fell.
 

A sharp increase in the prices of unite available from the private
 

sector enlarged the aize of the target group zonewhat. Financial
 

Institutions are aiply not willing to finance "middle-income" units in 

the Ksh 55,000 to Koh 120,000 range, because they view auch losns as
 

unprofitable. This middle-income Sroup, which alo is 
 not served by
 

government programs, poses several difficulties for the COK. 
 It Is 

these houaeholde that moastare likely to buy out partlclpant3 in low­

income housing vcheme8. The government 
 has little chance of succeeding 

in any low-inco-e homeownership project until this middle-income groups 

housing demand ij satisfied. Furthermore, this seguent of the target 

group, which comprises about a quarter to a third of the urban target 

group over the course of the planning period, places a burden on the
 
government that be
could rei.eved If the private sector could be Induced 

to build and finance unite in the Koh 55,000 to Koh 120,000 range. 
The
 

problem described here is 
 largely an urban phenomenon; it is less of an
 

issue In rural areas 
where housing demand Is supported mainly through 

Informal measures. 

The asmeament of rural housing needs remalns a problem with any
 

housing needs assessent performed for Kenya. 
Data on rural areas Is 

extremely poor especially with respect to income and egpandltures.
 

Although the recently Initiated rural housing survey and recently
 

completed (through 
 1till
unavailable) nationwide budget survey will shed
 

D-22
 



greater light 
on rural housing needc, other problems will remain.' One
 

area 
that deserves special attention is the development of more
 

affordable rural housing designs. 
 Trying to achieve anything
 

approaching urban atandards in rural areas 
Is an unrealistic goal given 

the low income levels of the rural population and the overwhelming 

presence of non-durable mpterial 
 that characterizes most of the 

existing rural housing stock. 2
 

All needs estimateS for Kenya 
 are extremely sensitive to changes in 

rural data. This, of course, is a reflection of the rural character of 

Kenya. The Importance of this sensitivity cannot te overstated. For 

example, if the cost of a rural dwellLng unit could be cut to Ksh 10,000 

as wam suggested by R&R In one of their acenarios, oubaidy "tvals could 

be cut by more than half for much of the planning period and the 

resulting share of GDP going to housing would drop to between 9 and 10 

percent over this period.
 

While further refinements theto base case are possible now and in 

the future, they are not likely to alter the overall picture of Kenyaos 

housing aituation. Kenya's future housing needs are enormous no matter 

how they are viewed, in large part because they are demogra;: :tcally 

driven. 
Well over half of all new construction during the course of the
 

planning period is needed just to accommodate new households being
 

1. Not the leact of which will be reporting probleme such as 
those

encountered duri f the execution of the 1983 Urban Housiigf 3urvey.

2. It is anticipated that the Rural Housing improvement Programme
currently being developed by the Housing Department of the NoW&PP willcontain new low-cost designs. Sie Housing Department, HoWli&P (1985).

3. 
The rural character of Kenya Is often overlooked and housing

needs studies often focus on urban areas. 
 See, for example, Ibanda
 
(1978) and CBS and MoP&ND (1986).
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formed out of the groving population. 
Thus, it is no surprise that
 

while various components of needa changed, 
 the overall picture preriented 

in the revised base case differs little from the original R&R base 

case. As a result, the main conclusions of the R&R report remain valid 

V,&:ty. 

On the other hand, further updates of certain parts of the needs
 

model could be useful for future policy analyses. In particular, as new 

data becomea ava:tlable, rtfiuemnt ruralof needs estimates could
 

complement recently initiated 
iovernment efforts in rural areas such as 

the Rural Housing Improvmnent Programme. Another area denerving greaster 

attention Involves the defnition of a household. The census based
 

definitioa which in used in this and other needs sudi'es to project
 

unite re-quir:d by newly-forned hozoelildi, 
 does not require singla " 

househoid to occupy & vingle dw:lling unit. Thtt Is, a household can
 

share a unit uith other households (..g., lodgert,) or it cart occupy uore
 

than one dwelling unit. As 
 more detailed analyals In performed on the
 

UXS (and on the rural housing survey once it becoats available), it may 

become posijible to develop an aorlawto of the averate number of 

occupants per delling unit. Such a number would form a better b&sis 

for needs estimates.1 Other data that should be available from the ULS, 
but which ic currently not includestabulated, information on 

overcrowding and the size of the housing stock. 
The latter could be 

generated If existing estinates were adjustd for changes in 

1. This "dwelling group" concept was applied in a housing ieeds
 
assessment performed for Zimbabwe by Hanson and Xatsura (1985).
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administrative boundaries. 
 Currently, population projections for urban
 

areas do not refer to the same areas covered by the UHS.
 

The USAID housing needs asseszment methodology remains a useful
 

device that forces planners and policymakere to think about the
 

relationahips between their policies and a variety of key economic and
 

sociv. indicators. 
 It is particularly useful for inveotigating the 

impact of alternative policies especially with reapect to building 

standards. It is also a technique thlnt can provide inni~ht into how 

Kenya's housing sector might be affected by eventz ouch as 
shiffte in
 

rural-to-urban migration patterno and c-uin3 
 in the economy. In 

addition, the process of iTple nting .hin n;e thodology hao contributed 

and can continue to contribute to a ,aundcr1.anding of Kenya's 

housing situation. We hope thet enyan pl:rlaaerx C pand .olymkkrs 

continue to make use of thir, nethodologV In developing ot ratelev to 

address Kenya's housing problems. 
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11.17 

15. 

C'. 26 
.22 

1" 

7.84 

0J.14 
11.0('9 

15.68 

(. 28 
.9 1. 

1998 

7.81 

0.14 
11. 04 

15.62 

C:."8 
91 

.... 

7.87 

Q. 14 
11. 07 

15.66 

'1.-8 

NE :-rM AnraI Income 
- -.1be for HoLlsing 

". d-df .r Recurr. E!p. 
Mcnthv Income for Mortg. 
Af-ordabl e Dwel I ng Cost 

OUirntile 4 

25.6 
25.0' 

5.OC, 
0.45 
5.4a4 

24.19 

.4 
. 1 

Z4.1.2 

('.43 
--.97 

2-3. 1298 

0.42 
.­,..8C 

C'*4 
.45 

in;r,-Aul -Income 8.47% AVe1ilblec for HouQsing 5. 
Neeced for, Recurr. Exp. 15.00

':,nthlv .rncome for Mortg. 0..
;A+iordable Dw.elling Cost 54.40 
O'U i nt i 1 e 5 
M'lezi n An r& .,l I nc ome B: .:.F34 

%Available for Ho-,slnq 20.(0
"Needed for F.eCUrr'. E,.p. 05'0irnthl'y Jr,coiiie f r Morro. I 1II.1A*4 foru=,da'.11c I.'-jr-]11 i ri,-p .L -C4.E5 =,' 

76.970 

.80. 5 
51.90 

7 1? .98 

90. 49-

6 .44 

.5 
51.53 

7 c). 4 (:Q9 

TI. 
Ec'-.84 

376.28 

0.64 
51.3) 

, 

2c;,. 45 

36.3 

. 64 
51.45 

7 9 

.1 
a,;..-I,-:­



,..oral Arecas 

Ir,terest Rate ( 
L.oar. Term, (wears) 
Dowr14.Fi.rrent RFqL, . r.d (,. 

ThDL, srndE: o4 Curr-rcv Lin jts 

C'I int :Ie 1 
Near, AnnrI.'41lIn :omet 

a]AI able for Housinr-g 

% N&e ded for Recrr. Exp.Mont h lv Income ior lor tg.
Affordabe. DweII ing Cost 

Meain Annual Income 
Avai I ab 1e for- HOusing 
Needed for Recur-. E,: p.Monthly Income +(or Mortg.


AffordEble Dwelling 
 Cost 

C'ua rit i I e 7 

Me.r, Anrnual Income 

% Ai I-able -For- HOuSing 

% Needed for Recurr. E!:p.
Monthl\. Income- for lort. 

Affordc-bIe Dwellina 
 Cost 

Oux nt i I e 4 

Mean Annual Income 

A A..aiIab] e for Housing
% Needed for Recur'r-. E,:p.Month v Income for Mortg. 
Affordable Dwelling Cost 

Cuintile 5 

Mean AnnLIl Ircome 

% AvIailIble for HLousing 
Needed for r'ecurr. Exp,nthl , Income for Mortg. 

A'f4ordblie Dwellrg Cost 

16.,i 
2 c.00 
10. COO 

1 8. 


4. 02 

20.0 

1t.)00
'0. 06 
4.82 

8.05 

20. C0' 
1'. 00' 

(. 12 
9.64 

12.08 

20. 00 
10.00 
0. 1FS 

14.47 

17.71 

20.00 
10.(:0 
0.27 


21.22 


38.64 

2Q.0:1 
V.). (10
().56 
46.29 


1E88 


4. 14 

0. 06 
4. 96 

8.28 

0. 12 
9.91 

I.41 


0. 19 
14.87 

16.2,1 

0.27 

21.82 


.7 3 

i.) 
47.59 


19Z 


4.14.54 

. 06 
5,16 

e.61 

0.13 
1: '. 

12.92 

0:. 19 
15.48 

8.P5 

'0.28 
22.70 


41.34 

0.62 
49.53 


I9' 


07.c7 
5.43 

9.07 

0. 14 
10.87 

13.61 

0.2: 
16.30 

19.96 

0. 70 
1).91 


43.54 

0.65 


52.16 

2 ',
 

4.85 

'. 07 
5.8C 

9.69 

:'.15 
11.61 

14.54 

0. 22­
17.41 

I .2 

, -: 
25.5
 

4t. 5
 

,;. 7,1
 
.
 



* E E %. 1- :,.E CASE 

t ThOLI -R , d C.- C utr-r-e: n ,- LIl. = 

Metrcpc i tr Arri.
 

A rdbleCcsts.{c b,. O'vntile
 

4 
5 

Other Lrban ;reas
 

A{fordtbhle 
 Costs by Owiintile 

1 

4 
5 

Rura! Are-As
 

Af"ordzrbIe- Costs t, Ctintile 

1 

3 
4 

5 


1963 


13.98 
24.74 
45.89 
74.57 

159.47 

11.71 
4.42 

735.-8 67. 
54. 40 
94.85 

4.82 
9.64 
14.47 

21.22 


46.29 


|1 -8 


:4.73 
26.05 
48. -7.1, 
78.54 

167.96 

11.17 
. 

5.9-
90.49 

4.96 

9.91 
14.87 

21.81 


47.59 


1997 


16.64 
29. 44 
54.61 
86.74 

189.77 

11.0c 
. .1I 

97' 
51.53 
89.84 

5.16 

10.32 
15.48 

22.70 
49.5 


Table E-6 

1 7
 

18.1 
:-4 4 1 

5?.99 67. 
97.48 

209. 46 220. 

11.04 .l ' 
22.09 22.1 
33.­
51 ,) 51. 4F 
89.45 85.7'. 

5.43 5.e: 
10.87 1 . ?-: 
16.37 17.4. 
291 25.5­
52.16 a-,52 I 575 .. -
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':'I E i v AS=r2,T0 SE Table 15-7 

1986 1988 1993 1998 

rletriOpolitar, Area 

C'u nti I
A44-Fordable Costs 
Affordable Level 

- ~~~~~~0 

13.98 
0.0' 
•" " 

14.7. 
0. 0000' 
'.0 

16.64 
0. 'c 

18.:" 
0. 

00~ 
,.,': 

cO, rti leAffordable2Costs 
A+fordablrz Level 

Desir,Cost 

24.74 
I.( 

15.50 

26. 05 
.C 

15.5, 

29.44 
.() 

15.50 

7..4 
.010 

15.50 

74.18 

15.15: 

A4fordable Costs 
A f or-d b1e Lev 
Design Cost 

Cul r,t2 ljI 
Affordable Costs 
Af . dable LevelCos 
De5i7qr Cost 

45.89 
1. 00 

15. 50 

74.57 
2 .0
"eiq)I) 

5..64 

48.: 
I .00 

15.50 

78.54 
2 0 

-

57.o4 

54.61 
.00 

s-64 

F8.74 
2.10C' 
--

5.64 

59.99 
2.00 

5".64 

97.48 
2.4032. 
2. 0('0 

53.64 

63.40 
2 .0 

64 

iZ.0
0 
0 Q 

Affordcble Costs 
Affordable Level 
Des glf-ICost 

159.47 
-, (''W. 

12,', 00 

167.96 
3. '. 

120. 

189.77 
'0 

i'."00 

208)tl.46 
Z. 00 : oc, 

1 0 0 



EI E. 

O th e r ,l , 

0 ui rLt ,C -

r A e a 

id.t.e 

L'E : CI-, C:s. 

Co t 
A4 o dELe.e!0 e 

11.7: 
.,2:,0

' * ': 
11.17 

:' 
*.0 

11.0' 
.( 
. cO0 

11.,q 
.. 0

'. O0 
I.07
0. (:IC,
"'c. 0,:. 

C'iLi le 
A -,for.c.,*e 

•---D i ordi-. .1De s 1ir, Ccos t 
Cost 
Le e- Z -.2

1c.,.,10c. , 
22..4•1, ooz1.00' 

2.:122 e." 1 .010.0O0 
" 

I .O103. O0 
2-'-.oC15 
1 .01 C. :': 

oir daifordae t 

ves,qrn CCSt 

Cost7_Cost -. 86 

CIO. 

34.21 

I-CIO 1cc ..100 1~. ~:CI 

71979.182 

I . CIO 

CVLi r, t iIe -1Af for dat i e Cos.t 
Af forda e- Lpve] 
r.c 1 .r, Cost 

CIL, i n t 1 1e 

A-ford,.De .osit 
efo,-dm:]e L2.,r][:e €,r, C:.t 

5A.4C) 
2.00). 

5.. b4 

r4.85 
2.6.057.6 4 

51.90 
1.00 
1. Cc0. 

90. 49 
2.00,7. 64 

51.53 
O5 

ICIO 

89.84 
2..O5,. 64 

51.05 
1. 0. 

I . 00 

69.45 
2. 053. 64 

5 
1 . CO 

Sq.71 
2.c:,57.6 



F% EIS E-
C'.INTILE 

E', BAE CASE 

PESIGN COSTS L ,.ArI- I. O C 

1-2 

C.r:T .. 

,,Lraj. Areas 
OUirti les 

Ouintile
A+ffordable 1 Costs 
A+ 1or, dab Ie L evel 
Des ign Cost 

OL nt ileAOffor dabIe Costs 
A1 fordable Level 
Desi gn Cost 

4.82 
0. O0 
C.0: 

9.64 
1.00 
4.50' 

4.96 
. 00 
. 

9.91 
1.0!.0,, 
4.50 

5.16 
00 

. O 

1(1. 3.2 
OC' 

4. 50 

5.4. 
Q. .,.00CI 
O. , 

10.87 
I.00 
4.50 

5.8 

1.. 
4.5!: 

Ouintile
A4fordable Costs 
ffo-d ab I e L -..e I 

Desiqn Cost 

Cluintile 4'{fordable Costs 
-fordable L.ee ] 

De=icrn Cost 

14.47 
I . 0' 

4. 50 

'1.22 
4.:10 

4. 5) 

14.87 
1. 
4.50 

21.91 

4. 51) 

15.48 
00 

4.50 

22.70 
?) 

4. 5C 

16.3C) 
1. 00 
4.50 

23.91 
9.o'1.O0 

4. 50 

17.41 
1 . 

4. 5C. 

25.54 
1 .5 

4. 5. 

Ctlintile 
Af4ordable5 Costs 
AifordzbIe L er-
Desigon Cost 

46.29 
2 00 

26.00 

47.59 

2.0( 
26 6. 

49.53 
2. 00 

00 

52.16 
2.00 

.26.0 )(:2 

55.72 
2. '.-, 

26.0 
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T.able LF-8 

Thc., I' -,._s of Hcu seh cd i. 

S98:. 1988 199: 199. 

. . 

A 4rd.Ie LevlE.57 
4 "{or'd~e Le.e1 

~Afcrdsble Le..e]
%ubt :,tcK . T rgt 

Afiordcal.]e Le,.,e] 

:C. 
I 
2 
GroLup 

,-7-

o.0( 
C.cc, 
. . 

5..z.e 
I Q. 77 

.:e5. 
21. 54 

4. 17., 

6. 57 
1.1 4 
26.27 

5..31 

8.58 
e.-

17.15 
,4.*1 

. 

11.6K. 
11.8, 
".,, 
47.! 

Toti, I.1o.C 
25.67 1. 59? 41. 631 57.75 

Other- '-ban Afzreas 

c',rd&&-i Lt ,e1 0 
Acd~ te Loer.ei 

a Leel 2 
btota:. Target troup 

+ c.ordat l e Level 2 

0.0 
c'.C: 
0.00 
).C0 

C'.:' 

6. 6"? 
19.89 
6.6 

:-,,. 14 

0.00' 

9.61 
28.82 
9.61 

48. 0-. 

0. c 

12.96 
38.87 
12.96 
64.79 

0. (0 

17.,20 
51. 1 
17.20 
86.02 

-. ,C)-

Tot (. ') 1..4 48.03 64.79 86.02 

-i f-rc.a t Le.el 
t + r4'7,6r-z:1 e-LC]C'c-. 

: d ,: e Le.,el 
SLtbtcjit.! Tarqet 

Afiford.z:;le Le.el 

0c'. 

2 
Group 

3 

, 

.,',." 
0.0,. 

47.40 
,.2' 

4 .-40 
17.01 

C.IO0.00 

50. ,58 
151.74 
5k.58 

25°I 

0. 

57.78 
I7. 4 
57.7B 

288.91 

0. 00C. 

64.49 
5:.40 
64.41­

-22.A" 

OK 

c~t 1 '0O1700 252. 90 288.90 22.4: 



FE*'1SEL- E!JvATA:c3ET Etf3FOU. rN'J,'C.'3T' ,Etr
: ";r S/B T -,r'. 'II C E , Table L-9 

198 1988 1997 1998 

Cour,tr"y
 

Trcjt Househouscl'iolds 
 :0)
Not eqL'Irlng Subsid,, 4).00 95.27 112.7:Requiring Subsidy 127..:' 44.'.07 0.00 176.41 214.48 261-. 71. 5,.A 70 4".1 
().0 271.68 
 -7-.21 (488.O0C
475.6
 

Target Gro0Ip Cot 
(Millions)
Subsi-dy Portion 0.00 258...91Supported by Target Group 
187.64 3829.82 44 95. 5 .0.00 4459.49 
 5841.87
Tot0. 7465.3.6 9501.6­.00 704., 40 9t:)29.51 11295. 18 1997.:::
 

Metropol i tan A-r e
 

Target HOLIseholds 
(I 0)OsNot Requiring Subsidv 
 0. Q(: 
 1:.59 
 17. 60
FCqui ring Subsidy 
6.28 

24.05
0. 00 15.25 12.69
Tota 16.70 2.15 .t'IO(r 21.54 26.27 
 4.31 
 47.21
 

-rget Group Cost 
(Mllions)
.b.id.v Portion 
 ':.'' 757.74 
 777.0-.
S5upported by Target GrICLp 462.76
To 61a I8 (7.S.77 77 63.0 l 3 9. 16. 967..0 . 1IS 51Total~ .45
064 0.(J'43 7 24 6 . 73,. 71.52 


Other- Urban Areas
 

7 arqet HOLIseholds (",C,Os)Not Requiring SLIbSidv 'h') 8.44
F:eqwi r ing Subsi dc' 
11.42 14.77 1 .02
 . O' 24.70 
 6.61
ot a 

O.00 
50.02 67.c)'C 

..'..14 48. 03 64.79 
 86. O'Zt 

Target Group Cost 
(Millions)
,Ubsidy FPortion o. 00 574.09SuI~ported by Target Group 
864.63 1191.94 1595. 1:0.00 1071.72 
 1579.90 
 2151.20
Total 2686.5:
C'. O0 1645.81 
 2444.5. 
 3343.14 4481.c)6
 

R'jral Areas
 

Target Households 1OO's)Not Requiring Subsid) 0.0: 
 87.73
Requiring SubE!-f-, 
8055 94.97 101.670.00 
 136.46 165.18
Total 193.98 
 220.8:,.0' 217. t'1 252.91 288.91 
 2Z. 47 

.rqet Group Cost 
(Mil2ions)
Subsidy Fortion 
Supported by TaraF-t Group 

'. 0 1652.08 1945.98 2175.52 286.5 
Total 

0.00 2659. 04 3298.57 4()05.0 476Z. 7"0.00 431 . 12 5244.55 6180.5 7:. 24 

http:9t:)29.51
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Thbe CAH t'. .' N ?-'T I .'E T. , t J R ENJ 'r T O 	 aF l '-. 

19 1988 1997 199' 
m----
 -


rlj lior- oif F,,re t LI'i~t!)	 

- ­

L~ourt 	 ts; 
O.UI- t I-

Totad Hc.uirz E .pFn-rd. 124.02 16879..55 -m j 	 21762. 6:-- 76404F!st.-"4,)4C-11 - ct Jr 16.11 4 

rL:,,-t.rcetG,-,, ., Inest 1 
00 6973.76 100B. 48 1526. 7-. 3 4S., 'rt: -L~p, ir .estAment 0.00 6416. 07 8284.69 105,2. 1(3482.SUbsidv FeqUlred 	 .! c,0.'00 258. 91 -187.64Tot&l HOL'Sirq Investment 	 ..... 8.- 4495 -70). 6 693. 7. 1248C). 81 15929.16 20o1. 7: 

Mertropol itor, Arezi 

Totil HOL'Sing E.:pend. :7.285. 03 4256.52 5927.96 8215.51133.6.90 

Non-tar.i GroupTarget GrCuLp 
Lit Inve:'st. 	 0.00 697.76 1008. 4- 1526. 7: 224-.
0r.'etnrt 89(. 05
.0 
 12.31.49S..,bsi dv Reqv u red 	 177,19 2582.95 

'.00 757.74 377.03 462..36 611.8'tE4 HoLusing Investment )(.-1 1941.55 2616.99 $761.27 551G.9 

Other Urb~r, A,-e .: 

1otl H.KDL._.irc E. p.'nc;. 2t:lss.69 270o. 38 $769.11 5223.5u. 72, ;.. 2 

4, rct Group In .est,hert 0. 6J 13'77.71 1983.69 2676.SLIt.1 d'.' P'-qLired 	 17 7s. ,c;
Ic-taI 	 (:).0C 574.09 864.6.Hlc.,..ir, g tnke t 	 1191.94 5.595.1.0 195!. at): 285. 52" Z866. 	11tnwe 	 516..'.2 

ct)] HCusL'ig E':pend. 815030 9916.74 12065.56 14677. 17859.06t: 

Nor,-t arge-t G!-CoUp Inv e t. 0. 00. 0100 Q. 00Titraet GroLp in.'eEtent 	 .0W ,::. 0c00. 00 4148. : 56064.) Z;2 6124. 2U:. ReqLired 	 7331. 04C'.CI.O 1652.08 1945.9B 2175.52 2288 52c~t-1 Ho-inq 1nvps~tent C).01:) 5B0 ".9 7C)10. 30 6299.78 9619 5 

in the tear. 	 00',e22260. 

'ubs-d; -- c- Fercert 
 ofFLUb-3c E. per,ditUre 0.00 7.12 $4.22 71.. 7.Z1;t6.1. Hot.,s rq I r vetnmer tii-- . PF rcein. o4 GDP .40, 11. 47 11,.03-7.= 

http:17859.06
http:12065.56
http:13'77.71
http:2t:lss.69
http:12.31.49
http:8215.51133.6.90
http:15929.16


F..viSE7. rEN,-, WASE CASE Table E-11 
OIF ONFE OF TAF.3ET Gc;OLF HOLIE1Nc-_J CCIs' 

196:" 1988 1997 1998 200: 

(MIli1c,._E Of Currenc Units) 

Countr 

Cos7t oi Llpgr adring
E'.isting .Onits 

c:f which: 
'. m) K6.69 7.76.69 -76. 69 3'6.6q 

I, i t ~rL,-ture component 
Ccnstr':Zt1L-n componert 

0.) 0 
0.00 

727..02 
9.67 

727. '2 
9.67 

:727.02 
9.&7 

327. (:,Z 
9.67 

Cost r) New 
o w'h. ch: 

Housing Unit 0. 00 6706.71 8692.82 10958.49 1 .6. 0. 54 

Land coqor, ert 
InfrastruCture comporent 

.0, 
0.00 

687. 40 
2106.25 

906.65 
2719.56 

1171.62 
"414.04 

1507. 19 
42-2.5 

Cor trLICt cr, component .00 7 91 7. (06 5('66. 62 6372. 83. 7920. 85 

Tarqet GrOL,.p HoUSj ng Cost C). (':' 704.. 40 9029.51 11295.18 13997 .: 

Metropol itan Area 

Cost of Upgrading 
.istAnc Units (.00 27.89 27.99 27.89 2 .89 

Inir-,strjctur 
CEDStuLICt 1 on 

component 
comporent 

0.0 
(0J. z 

24.27 
.63 

24.27, 
. 60C.6... 

24. 27.-74 
3.6 

24.2 
.. 

- Nie- Housarng Unit C.(:0 1059.58 1712. 57 1743.67 24.15 .3 
of L-Jich: 

Land co.r, anert 
In~raEtrU0tLre componcent 

4'1.00 
0. 00 

158.79 
306.99 

196.88 
:80.63 

261.54 
505.65 

365..-e 
7c06.28 

ConstrUction coarponent .2z 592.60 735. u2 976.4:. 1367. E14 

Target :'OLP, Housing Cost 0.00 1086.47 1340'.43 1771.52 2463._-,7 



r!-. :.-. : (r T-:. -,:-" 5. ' . . r. C.CFPL.F 

h, r Urban Areas 
Lro-.:t ofi U~pgrading 

E.. 
C) 

1 r'. Ui-
which-,:",-.'•­

ts 21 ." ''..0,. 'J0.3,.21 - . 
lr,~ or(r.c p.lL(zuon r-r--nt (1() 2.('4. 17 24. 17 -24. 17 : .l 

C('-r ' ict c r, C iT;r, er t 0.6. 6 . 4 6. (4 6.04 6 . 
C 
of 

=. of 
t.,h i r 

N vi 
,"" 

Hou l n q lJe t '.0' 1615.60 2414,12 3 1271 4451 . 4t 
Land co-Tp;-,n.rt 
Ir fr'A-Ht-L,rtLtr e coipcnf.rit 
CCjliStrLCtl cr coMTI.rEil-t 

I. (0 
0.00 
0.00 

242. 34 
466.52 
904.74 

362. 15 
700. 15 

1:52.02 

496.94 
96'.75 

1855.4 

66-.:z 
]::. :. 
-. , . . 

T ar qet Grcit p HOUIli q Cost c'.00 1645.81 2444. 5:- Z7.43. 14 44E:l. 

C ost of Upgradirnq
E;:isti.t;,o Units 

oA whiLh:
3nirastrlC-tutr'. coniporiert 
C orsstrLICt on coponpnt 

0.00 

.00 
C). 00 

278.59 

278.59 
C0. O('0 

278.59 

278. 59 
0. (')0 

278,59 

278. 59 
0. 00 

27ES.5; 

Z7. 59 
0.0 

-.oat c4 Ni..j H:, r,'} Unit '.'C 407'12.5' 4965. 97 5901. 9 6777..66 
a nd c -r0:,lE-rt. 

"r+raFtrL,-tLire ccimponErt 
c-ristrLtCtior. cofrp: nent 

0( 
0.0 
0.0' 

282.28 
1330. 74 
2419.52 

47. 62 
1638.77 
2979.56 

41 .14 
1947.64 
:541.16 

474.16 

40o4. 1. 
T-, cit G-oup Houe1r,gq Cost '.00 411.12 5244.55 6180.51 70152.24 



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 1-3000 units completed and occupied 

AID-HG - Umoja 11-4306 units 

EEC - Huruma-890 units 

The HDD has several divisions which are respon­
sible for technical design, supervision of infrastructure ccnstruction,

assistance to beneficiaries in self-help construction and extending butlding

material loans, allocation and settlement of plots and administration and
 
collection of all loans.
 

All of the projects listed above are externally financed. In the case
 
of the World Bank the terms are set by the Bank. For the Dandora project

listed above the World Bank loan is made at 8 1/2% to the government. The
 
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 Wor1. 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 those earning between KShs. 280 -. 
450 the repayment period is
 
30 years, for those between 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+ z $1.
 
The interest rate was 8.7%. Because the XShs. 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. 15C,000.
 

Plots for HDD projects are leasehold from the City for 99 years. They
 
are sub-leased to beneficiaries for the same term less 3 days. 
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 Lot 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 difficult to
 
evict. 
With a concerted program it is felt that PDD could get arrearages down
 
to 10-15%. 
When HDD took over the Umoja I project delinquencies were 50% but
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:,E;' 3ANK LEGISLATION
 

PATr I - PR7-.,,:NA:Y 

Section 2 is a-rcnded to provida a d c..i. c n of a -' .'a. 
office". 

PART II - LICRNSING 

Section 4 am'cmdo- to broaden the pow,-s of "- "..,, -,n 
licenses.
 
Section 5" (1)arrmded 
 to provide that rpplicai:cn -.- ccs­
are routed to the Mn.,3ter through the Central 2a. 
Section 5 (1) (a). an addfti6n to the Act remui-,-r&n,-a* a ,:cc.se 
be activated within one year of approval. 
Section 5 (A) rcplaces.Section 5 (3)and ;uts licnsng recs under 

a "schedule" authorized by the Act. 
Section 6 (b)amcrded to broaden the poers of the M-,-t-c :evc:­
a license.
 
Section 7 (a.) 
 amended to increase from 5to 7 155the mtio rcqui.rcm 
between capital/reserves and deposits. 
Also amended to increase nrnirum= capital for a bank f:- -, ,
to Kshs.15 million. Section 7 (1) (b) 	 airnndQd inc:eascto cap'tal
requiremcnt of foreign'banks to Kshs.I50 ML"ia.iarA 4,.: tih a miniru , 
of !shs.30 mIllion assigned to Kenyan branch. 
Section 7 (2) (a) Amended to require hBFl's to ha "e capitM. of 
Kshs.7.5 million and requires that capital/reserves ,.,s, e;zl , . 
of 	deposits.
 
Section 7 (2) (b) foreign controlled N1FI's rnmgt have minir-.... c..­
of Ksh.750 dllin with minimmn Kshs.15 million ass!,nc. to X(eya. 
Section 7 A (1)new: aIows authorities to prescr-be raUios to be 
rmintrined between capital and loans.
 
Section 7A (2) new: failure to corp.:. with 7 A (1) 
 a 
up 	to Kshs.50,O00/.• 
Section 7 B (1) new., thQimrpositiCn of an 	ad/Lio,al rcae.,e f.und 
computed as: 
(a) 	 1217 of net profit as long as the rcse,-ve .und is s , . 

capital. 
(b) 	 c7 when te r.serve fund is equal to or thr '... • 
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Scct c. 7 D (2) ncw: rcsc.;c n d .­
sccuri t i cs. 
Scction C '.:8 to inc C- ;'r' -'- -, . 
the siting .baks. 

PART III - PMZHIBITED BUSI?,SS 

Section 10 (1) (d) rew: oxplains the lan::e ccnc:.i~; !c :s :o 
directors.
 
Section 10 (2) new: deals with 
 Icxn restr.ct.ons r , . 
or groups capable of influ.',cinq credit decisiorfs. 
'SectLon 10 (4) new: "holds directors JoIntly l*.ilc for unsccu.'c / 
partially secured .loa,'." rn'de 'to directors. 
Section 10 (5)30ts po:u =t al K6hs.ICp0000 'finofor vic-azicns o, 
Section 10. .
 
Section.11 (a)new:: xnd, language en restrlcti of inves.s 
in other cacnnis by banks and NBFI1's. Provides.thl', . ts my be 
cxccded for *atisfy1n, debt taking .C'ity in corporations , 
established tor deveopnmnt IvIrposes.
 
A!So restricts purc iae of' imovable preerty 
to that -Whch, 
necessary for the openitin of the financial inst tutIcn. If yu ­
in violation Ohen this Act beccmes Law you .=t advizs CV within £Z 
days and rmst corn into c' lianci'within 12 nnths. 
Section 11 (b) new: a financial institutic-. nty not o-,n sh-.arcs or 
a bank.
 
Section 12 is ammad& to Includej.inncia inz:* tiecs in the 
existing restrictions concerning the limitaticn on ral estate lcains.
 

imsxm 2% of' deposits. 

PART IV - DIVIDEDS &A=UNS 

Section 14 expuds language on bad debts - ,mist be done !:afore 
declaring profit. Wtzktbe"an.adqm-e (?) provislc.. Also deri.es 
bonus shares ai being the sanr as the payum-t of a .-
Section 15 anmded to give CBK further -cwders re;:-.:n rcortn 
requi rn e-n t s. 
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PART VI I - ALD r 

section 21 ( expande-d to hold audtcrs :or c-,:an:-­
with C3K regulations.
 

PART VII A: 

This is a new Section dealing with the es-bllshe., ol a Deacsit 
Protection Fund ad.,nminstered by a Board cha~red by t.c Ccntr .Governor. The Minister, s:: the lcvel of the ,6c B"oard 
determines the an,.al contrlbuticn unich shall not be '.Lss than
Kshs.100,CCC nor more that .47e of the aver~.- dcposits cr"a.nr :...
The contribution rr..st be paid withli 21 days fe.ilur, to eo so 
attracts a pemalty of 1%per day. I. an Jni:tutc.-n bc.'&av'.n
in a detren:'al fashion the Board .my Incrcase it's I.ndividual 
contribution beyond the raxlrMm set or my terminate the protecticn 
coverage. 
The Minister determines and'gaiettes e ,atcnt of coverage per
customer. Any payments nmde give the Fund a prier 'en ever other 
creditors in a liquidation. The Board is enpowered to rescue nn
insolve.nt bank. i.e. it lend,-can place deposits, -,rantce, or 
purchase assets. 

PART VII DU i: 

Expands the powers in controlling. foreign owned representative 
offices.
 
Section 27 new: eCennirl Bank is.piowered to restrict the 
activities of a person %ho is an officer of nwre t-i cne ba.'k. 

. .n.e/ " cls :aion h.s as it's objective the establim.n of 
:y C,.
I
 .. cor.roll:d bank.ng environment 
in an a:Icmpt to
'th . ,rket upheaves occassioned by th. . -c ­ & .U.-n Credit Finance Company in Dece.ber 19. . 
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he M;.. 
 sr~y .of Finance is the licensing approval age2ncy while 
lhe
Cc:!:- ...
z.k p!:ys a monitoring role. "Here:ofore; 

* -.-. 

the Cent ral:cu'd audit, obs'ecve and comrent 
on any given bank's behaviour
 - has h-
 no rea! power to enforce compliance with A,,
 

..c ncw le..:'slation sets 6ut. to 
:::'ect
by firstly including Centi-al this anomoly. It does so
Bank of Kenya in 'licensing'approval­

proCedure. 1: 
also allows for'thelimposition, of 
fines for certain
-asic viola:ions. But, the broadest powers are vested in a new
-.;d, to'be knewn as 
the Deposit Protection Fund Board. 
 It will be
chl cd by :he Governor of the'Cen:ral Bank-and any institution
sce.", to bu 0,aratin'g 
in a r!ner detr!mental to the depositors 
can
lind 
i:s,'f subject to ingervention'by the fund.
 

O.hcr aspe:ts of this legislation are de ignea to address. recognized
weaknesses known to exist 
in the present system. Na=mely they are;-


I. To correct 
excessive leverage, the capital and unimpaired

reserves must 
equal at least 71% 
of the.total deposit 
liabilit:es
Since the greatest percentage of-the financial 
institutions
prob-:y ~-xceed hi s ratio they have two , - of action.
 
Cne is an additional 
 --ection of 'cap.tal,'the other is to
reduce the 
level of deposits. 
One will probably 
see a
combination of these ac.tonswlt 
'th6 injection of capital
=andatory in 
some cases becaude the 
law also raises theminimum cpital requirement from .Xsho.5million,to Kshs.7,5m'llionin repsect of NBFIs. 
 Banks mus increase'capital

from Kshs10 million 
to Kshs.15 million,
 

One wou:d expect this to 
impact on 
the market in 
two ways.
Firs:ly, many financial institutions will 
reduce the level
of new:"oan applications so 
that loan repayments exceed new
l.-ans in -n amount sufficient to reduce deposits levels..
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".'L €n; to produce a crc,' ' scLueeze of unknown..-.. :udc, an 
r a y s trong enough to impirge on" '. an-,' decvc.o!'...n:,o.- the 

he private sector. 

7.., c s: dec,. ne should rake s .. e of the heat out of th:.CIL , lower intere'st rates.on deposits being the 

6
T6e lagisIlc--in also imposes an*addLtional"Rescrve Fund.Thcse ,nnies will be domiciled -in the"capita'l account thereby,ontribu:n to the! 7.% capi'ta o.deposit ratio. But. theyCa.n.-"oz be w thdrau zas par!.of.thediv'idend stream ard' theymust be 
invested in "anproVed . uriti.es roba,,..T.aEiE:s). 
 Chese a.ccounts.w l .be 
allowed.to
.;utld
by an up over time
a.nual extraction from' .profitof 
 profit until
 
the ,eserve Fund equals the. capi tal' and .10% 
,
c..annualprofit
 
.hresfter. This in essenc s designed to create an additional
'dden reserve as a buffer'against exceSsive
4f 
 thes loan losses.
f-ds can be applied 'againsi the'existing 24% reserve 
rL"quirement tiere will 
:.-anc:a-

Ie no impact on the earnings of thei.nstitutions. 
 If not,.then the difference between
 
::ie in',reSt on the "approved'securities" 
and'tat which could
accrue f ornritpenue 1ending the-money, wtil become aireductton. ints Shrre-irvnue. 
B.t, .z:.tpeet .shreholers f.om removing
lividends disproportionate 
to the earnings, thereby impinging

cn the n':ural growth of the capitils "C.ou... 

3. A new sectionnhas been,created ccncerning "Prohibited Business".

This add'essestl.% issue 'of.shreho:de-. 'making loans to
 
themselves ala Rural & Urban. ,Itcarries t he.con'cept ven.
fur~her by restrict ing 
borr wn bjpeope.who rzShareholders/Directors ,~ nc't be

but ho,.are-zeen to be.capable
irnfiuencing credit decisions. •' Tmo'st' 'ea n'i 

of 
e .m ful 'aspet ofngpect o


this section however, -Section 
 1(0).i.:- all directors canbe he!d personaliy.1iab.le for any unsecured.:or'partially
 
sec:ed 
 loans m:ade to any theof d!rec,'3rs. 
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. Part IV Of th /.ct dcals with the devidends and the accoun::.ng
p:occIs. u ad zn4 doubtful loans mus: b provisior.,d &' 

If-- .ts areccclared. Bonus Shaers are defIned as ar o. divjcn'd. Of interest to the auditing firms is the

f:c: :ha: *they are now to be held accountable to ensure. 
CO:iP::.CC with the C3K regulations. 

5.he ,aforementicned Depo sitProtecti on Fund'is fou-d in Part VII of the 

Act. it establishes an administrative board and they determine
the level of dontributionfrom each financial institution 
wi:hin a range from-kshs. 1OOOOO/c.toan' amount not to exceed

.4% o! the averags, deposts. This' replicates the Federal
Deposit :nsurance Corporation scheme !n the U.S. ,The localbeard is empo-reread to call for additional contributions whenan In.s:tiu:ion is aeen to be misbeh'aving or canthey teart iniate
the converage. 
 If the Fund does step I. to pay .depos.tors
they automatically have a prior overlien o'ther creditors in a liquidation. 
The board is also empowered to 
rescue a
rinanclal institution with lituidity problems by lendLng to it,
plac.ng deposil.s with it, 
or y guaranteeing loans 
from other

entities. 
 The board can even purchase the assets. 
Broad
 powers indeed by verya stabilizing aspects of great importance
in a mt..e, as small as that of Kenya.
 

Cc,, legits. .aionIn the long run with enough powers vested in GOKto .ake. compliance must.a Abuse of.such power.cannot be ruledo..:. However, the post independence track" record of the GOK would 
suggest that 
::.!s 
is only a very remote possibility.
 

Those Institutions that 
cannot come 
into compliance and still
 
fu-sa .n profitbility may well be absorbed by strong institutio,:s 

,cdo s!ts rates should soften increasing gross yielis, a moru nealt-%ySci-a":-on :an having large placers of money dictating rates'. 
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.,'~:., 
 w1A. ccn:ract 
 o-- the ncar term to 
the detriment of :h
 
.c.-, U :: c"i aiac use of Treasury Bills as an 
-.vcstren­

.' .-".:ud act posit'vely on the GOK's requi.rerents.
 

.'.; ;,r ..2, l. -e are some opportunities in this type of scenario.
 
7r:ex.. , :he 
establishment of.
a secondary money market could
 
bc .c: ar:raraive. 
But thegreatest benefit by far for Kenya
 

be
'-ud to ze: :he Rural Priva*.. Enterprise Project activated.
 
To .h-. ta.ks the proceeds = loan funds,,not deposit 
fuzda. This
 

minzi,,:cs any conern for maintaining a 71% capital 
to deposit

ra:"o. Thesc funds would also b.e 
employed*at'a time when 
.hc
 
f,...c.al 
inst tutions are 
not. capable of.'acquiring deposits as a
 
£e:cc cf loan expansion.
 

?RTVATE SECTCR ADVISOR
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Annex H 

PRINCIPAL MTREST RATTS 1979-1934
 

Usot Deegibev 

1079 096° 

Di:cetr.t .' e f'srir.,qsrv ILiZa 
Advaces agaiuc Treasury 8iLL# 
Bills and Moca under Crop FLmaeeeSthw:Discouncs 

4.60 
7.50 

7.00 

6.03 
8.00 

8.50 

13.03 
4.J0 

14.60 
AdvancesOther Dilla ai 

Dlacounca 
Kc hs 

0.00 

7.50 
8.00 

8.50 
15.00 

14.30 
7.50 8.00 15.00 

WITA MMU 2WYJ 
•irsjm 30 dave (7 days nocice)
1L wwachs (IMWhs,OO00-1.000,co0)
Sc iD(Iob Dm O 
Loam. and Adwancs (favticm) 1 

8.13 
3.875 

.0 
MO.O0 

(b) 
6.50 
6.00 

11000 

(b) 
8.87$ 
8.00 (b) 

14.00 

OTI(!R FD1UIALL INISlr=1?I.SKenya Posc Office Savings lank Oeesic 
ASicultcuwL Finance Corporation. Laws(a) Land Purchase 
'() SeasoneL Crop Loam 
(c) Other 

lire-Furcbaga Cananis and Netrb. saDnk.:Dposics (ti:) 

5.00 
9.00 
-

9.094 

5.00- 6.00 

6.00 
9.00 
9.02 

11.0 
10,00 

0.00-11.00 

11.00 
12.00 
14.00 
14.00 
13.00 

14.00-16.5c 
uildin 
Depotaft 
Loam& 

/ 10.00-12.00 

0.00- 8.50 
8.00-12.00 

10.00-14.00 

6.00- 9.50 
11.00-14.00 

Up to 20.00 

15.10-13.50 
16.00 

soures CeMcIral lamk of Asne. 

f Loans M 4dw a se for lose ,1.bai ,hnN 74ees.
b subject to ceqociaeLon, 

iSarly 1982, LOX. . Until1903 chargeablo at oflat rue . teegvely demblLmS the mmio~al rate. 

13.35 

13.41 


13.75 


14.00 


L4.30 

15.00 


12.50 

16.00 


11.00 

12.00 
16.00 

16.00 

13.00 


13.25-16.23 


16.00 


15.35 

16.00 


, ­

15.12
 
1.:a
 

13.75
 

1 .0
15.00
 

14.00
 
13.00 

12.50
 
15.00
 

11.00
 

!4.00 
14.00 
13.00
 

14.00-10.50
 

-20.00
 

15.00-15.50
 
16.00
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Annex I (Cont.)
 

Kenya: Commercial Banks' Liquidity, 1979-83
 

(In millions of Knya shillings)
 

1979 
 1980 
 1981 
 1982 
 1983

June Dec. June 
 Dec. June 
 Dec. June 
 Dec. March 
 June Sept. Dec.
 

Deposit liabilities
 

requirements 
 14,463 12,542 
 12,845 12,104 13,440 
 13,723 14,464 16.520 
 16.123 15.884 
 10.883 16.804
Liquid assets 
 2,740 2.938 2,358 
 2,205 2.598 2.760 
 2,498 4,271 
 3.511 3,441 3,866
Of which: cash 3.408
 

and deposits
 
at Central Bank
 
of Kenya 
 (948) (1,184) (888) (1.204) (907) (985) 
 (1.035) (1,832) 
 (851) (941) (1,094) (1.302)
 

(Inpercent)
 
Liquid assets 
 2318 
 s 1 
 19 20 17 
 26 22 2 
 20 20
 

Excess 
 6 7 2 
 2 4 
 5 2 11 2 2 
 3 --
Cash ratio 
 7 9 
 7 10 7 7 7 
 11 
 5 6 6
 

Source: Central Bank of Kenya.
 



1980 
JuGS 

198l 
Jun 

L982 
June 

962 
Dec. 

1983
Juue 

1983 
Ve. 

1984 
.,w 

A. Cowanrt Stock Woldelrst 

?ubtic Wse, 
.S.6.o 

Ccmcral Govr- Pi 
LocaL G0.,rtmenc 
Felt Office Saving" Bank 
Yormer 9.A. 

Comunity odies 
CostraL ik 

ote 

Sub"TotaL 

3,651.05 
533.20 
t1.*43 

350.38 

12.61 
547.16 
1484 

5,518.70 

4,292.19 
699.93 

0.93 
4L3.94 

359.=2 
947.16 
%6.34 

1,822.21 

5.015.S0 
303.31 

L.J2 
321.31 

608.05 
847.16 
55.62 

7.162.42 

5,003.50 
786.43 

L.:4 
302.31 

570.58 
49O.t2 
30.93 

7,196.91 

5,373.42 5,473.42 
3&.J6 41.1S 

L.*- 10.7 
303.31 • 303.31 

570.8 570.55 
,23S.53 5,:32.93 

is.73 MU.72.9 

1.2.367.72 12,510.54 

5,436.18 
93&.72-

10.37 
303.31 

570.38S.2 
$,:.:. 

L2,. al 

:!.4 
4. 
9.L 
L.5 

:7.: 

65.3 

C,0 agCIUaL 2Ja9 639.05 
Imaueante C.iomise 270.16 
Other Comav,,oa 208.62 

Wvam E~iidu~m1.72 

fPlbwaoca ULI--L,2a6 

G257.34 
276.45 
332.72 

.13 

1,2&2.6 

611..77 
:M."i 
329.61 

2.10 

2-94.95 
250.87 
337.40 

2.5 

32.72 

247.&S 
245.97 
337.40 

2."4 

433__:9 
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2.02 

5 

247.43 
::5.57 
356.36 
:.2! 

-. 

L. 
L. 

-M. 

Tecal Sltacksa 

B. Treasuw illS BodLn 

.oca Caeas Sacur~i9W~ 

G,M3.3 08,064.01 

--IA _ 

P.Ms.58 MC.05.L5 

8,884 

V.&13.60 

1J..300.24 

8.022.0 3i,:01.01. L3,324.43 

99.6 .112.30 4,.94.20 

MO?&2.23 17.11i3.31 8~76 

13.369.2-4 

12S.60 

19, i,7.34 

59..-
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€CVrmqNl SC"urrTIESS 

(*MM&mLnS 
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 1rs
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 Dec. Jun. 

Ceatral .ank of Kay
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ParsatacaL a n 

93.0 
977.3 
239.3 

70.0 
1,46.8 

404.3 
-

Imaurance Companies. 
-fttion4I S*Cial SOCU~it7' IFwdKa"S foot Office S&Viho S - -
-

Satioal goapjtnl I,'suo. dco FundLocal Gaverugenc Loris Autority - -

Peaso a, Pgovideat andTOuaess runds 
Oth- r. 

Toal Outataoding Fosacio,

ca Cadat Period 1 3" 2 1 940.3 

Soiumr, c1-2 

A.'(ALYSIS 

values tu 


1911 
0&&. 


3,34.6 
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-
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-
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4
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-
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T03.0 
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Na 


2.000.# 
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J0.U 
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T 
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'. 

21 
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G0Y!L'0 WnN!0RveahC 7t-1!!i3.f!~S~ 

975 ~ 197 7 1978. 1979.12.. 11!. 131 9I21t 

1. 94straL 5UIk LdminDgU VOS m1 ism5 1.336 1.372 2,1U3 4,352 1,008 6,455 

1. Coinereial scig 

37.2 37.4 * 34.f 21.7 34.5 537.1 67.1 73.9 72.3 

Sour~ce: CentraL Bank of Zoomn, 
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Annex J
 

Limited Liability Housing Finance Companies
 

1) Housing Finance Company of Kenyva
 

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 branches in Nakuru and Nyeri. 
 It has financed houses in a number

of other areas in addition to those cities whe'e it has branches.
 

In addition to its long term mort.age financing, HFCK sponsors housing

estate developments as well as provides bridging finance to individuals. 
It
provides assistance in the entire process of housing 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 amounting to KShs. 1,882 million with the largest year being

1982 when mortgages totalling KShs. 275.4 million were approved. 
The mortgago

amount outstanding at the end of 1985 totalled about KShs. 1.4 billion for 

A
 

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 JShs. 600,000. As noted in
the previous section, the compary quotes 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 practice, mortgage loan rates 
are variable and
 
are adjusted to reflect the cost of funds.
 

To raise maoney, HFCK offers the standard 
variety of savings accounts and
 
term deposits as well as 
issuing tax free interest housing bonds. HFCK also

apparently has available a KShs. 300 million "line of credit" from the
National Social Security Fund in the form of deposits on a long term basis

which it must lend at a rate no more than 2% above the rate it pays NSSF.1
 
HFCK has some 40,000
 

1. This may have changed since NSSF is undergoing a review of its
 
portfolio policy.
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depositors and total deposits of KShs. 1.6 billion. 
 Its average cost of funds
 
is 11 1/2%.
 

HFCK itself does not directly undertake the development of housing

projects but 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 leading developer in terms of units financed with which HFCK
 
has worked to date is the government-oned National Housing Coxporation

although the CDC developed and HFCK financed the largest private housing
 
estate, in Kenya during the 1970's on the outskirts of Nairobi.
 

Shortly a:fter 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-owned subsidiary

called Kenya luilding Society (RBS). KiS is now being used by HFCK as 
its
 
development sLubidiary and has been restructured so that its ownership is 50%
 
HFCK and 50% CDC. Among other things KBS will embark soon 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 to date. Because of the 
problems with qualifications of potential borrowers cited in the previous
section, HFCK Is reportedly highly liquid, some KShs. 370 million in short 
term assets at the end of 1984. This liquidity position has supposedly
continued to grow. As a result, HFCK apparontly has not utilized its 
borrowing option from NSSF in over two years.
 

Increasingly, HFCK appears to be looking to its development subsidiary as
 
an outlet for its funds and ultimately long term financing. 
 In this respect

it can certainly control the cost and affordability of housing that will be
 
produced; the result will then be the same As 
 where many of thi other housing
finance institutions appear to be heading (see discussions belowr) i.e. to play
the role of dzvDlopar as well as long t3rm financer. But with the Wher
 
institutioins the motivation may be somewhat different; that is, many 01 these
 
institutions believe development is where the profits are and the institution
 
can be used for generating funds.
 

2) = 

The oldest housing finance institution in Kenya is the Savings and Loan
 
Kenya Ltd., having been in business in one form or another since 1949. 
 It was
 
acquired in 1970 by the Kenya Commercial Bank and is a wholly-owned subsidiary

of that institution, itself owned by the Government of Xenya.
 

SLK currently has come KShs. 840 million in total assets. 
 It has a very

low percentage of its deposits in regular savings accounts: most are in term
 
deposits about KShs. 200 million of which is from the k74tional Social Security

Fund. Regular savings accounts, the individual saver, tend to be more stable
 
and SLK management feels that it needs reliable deposits; as one official put

it, deposits that won't "walk off". Presumably SLK would have access to
 
back-up funds from KCB if the need arose although this point wasn't raeied.
 

You do not have to have an account at SLK to get a loan. SLZ 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
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housing finance institutions. SLK currently charges 16% 
on its mortgage loans

which put 
 it in the same class as HFCK and East African Building Society, the
 
other old line housing finance institations 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
 
institutions.
 

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 FSM management

has tended to maintain this conservative position. 
HSM will go as high as

15.5% to attract 2&rger and longer term deposits. Under the new banking

legislation, if implemented, HSM would have to double its capital. 
 If it
 
wants to continue to grow, it will have to increase its capital even more.
 

HSM's lending qualifications generally follow the industry norms; eligible

for a loan after three months as a depositor, 80% LTV ratio, loan cannot
 
exceed three times income, mortgage life insurance policy, etc. However, HSM

has introduced a new element and one that could prove to be a key in
 
establishing any type of secondary mortgago financing facility. 
That is, HSM

has workod out a plan with the Kenya Commercial Insurance Company to
 
underwrite private mortgLge default insurance. 
 No details were obtained as to
 
premiums and exact coverage but this initiative is clearly of considerable
 
importance.
 

Like so many of the housing finance institutions, HSM is also into 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 appears typical, at least in terms of unit prices, of such projects

being developed by financial institutions. It's at a "cale that, if the
 
project doesn't sell, it could got HSM in trouble. It thus typifies the kind
 
of problem that a number of housing finance institutions could be in.
 

The other non-bank financial institution specializing in housing is Kenya

Savings and Mortgages Ltd. (KSM). KSM is a subsidiary of Jimba Credit
 
Corporation, one of Kenya's largest rner'hant bank operations. 
 It was licensed
 
under the Banking Act in 1983 and started its lending operations in 1984.
 
Besides its headquarters office in Nairobi, it has one branch in a town not
 
far from iairobi.
 

A wide-ranging discussion held with the Chief Manager of KSM provides 
some

insight into the problems facing a new housing financo 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 KShs. 6.1
 
mi~lion. 
 It has 100 mo:tgage loens on its books with an outstanding balance
 
of about KShs. 31 million or KShs. 310,000 per loan. The rembinder of its
 
funds, some KShs. 69 million, is in short term investments, again reflecting

the high liquidity that such institutions feel they must maintAin. 
In fact,
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KSM was 
caught a year Ago when the National Social Security Fund pulled back a
significant amiunt of deposits from different institutions as a result of the

collapse of Rural Urban Credit Finance Company.
 

What KSM has done is to mount a major campaign to attract deposits from
non-financial institution sources and has even established n full-fledged

marketing department to do this. 
 Ths result has been to increase operating

costs to 
some 1.5% of assets whilo at the same time competing with the other
 
institutions looking for the same accounts.
 

KSM has thus seen its average cost of funds go to 15%. Although lending

at 19% for its mortgages, it3 average return on assets has been only 17%
because of its high liquidity. 
When coupled with its operating costs of 1.5%
plus other fees and costs, KSM has not been profitable. In 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 bi. way. 
To this end it has also created a development subsidiary which
will engage in the full complement of activities that relate to developisent

including sales. 
 KSM will provide the financing, both bridging and long
term. The 
 uabsidiary will also look at propvrty management as a source of
income. 
To finance this activity, KSM will continue its aggressive deposit

mobilization efforts 6nd try to lower its cost of funds.
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Annex K
 

Example Of 1using Development proeC~ts
 

by.Housing Finance Institutions
 

Home Savings and Mortg ges 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 unde;zay.

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 and green spaces. 
Ultimately the roads and on-site water and
 sewage facilities will be turned over to the city. 
A real estage agent has
been engaged to market the project at 2% cofaiission. Some 3keptics 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 BuildIng Society
 

Family Finance Building Society purchased a property onl 9 months after
starting operations. 
It is located 0 miles from downtown Nairobi, cost KShs.
12 million plus KShs. 3 million to subdivide it into 1351 lots with road,
electricity and water access. 
 The building society intends to sell each lot
for KShs. 15,000, for a total of KShs. 20 million. The building society will
provide short term financing to purchase the lots/construct houses as well as
long term moz 'gage financing. 
However, to qualify for financing, the borrower
is required tai 
open an account at FFBS and maintain a minimum balance for at
least three months. FFBS's current depositors currently do not have access to
loans, since most of the funds have boon committed to this project. However,

they are given priority to purchase thes2 lots. 
Of the 1351 lots, 200 have
clready been sold although the subdivision work is a few months away from
 
completion.
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Annex L
 

MAIN FEATURES OF THE BUILDING SOCIETIES ORDINANCE AND THE BUILDING
 
SOCIETIES (AMENDMENT) ACT,-1985
 

1. FORMATION AND 
REGISTRATION: 
 Ten or more persona may
Zorm a building society b-applying 
 to the Registrar of
Building Societies 
 in the prescribed form. The
building Society 
must renew its license with
Registrar 
 annually by submitting 
the
 

the appropriate
application. 
 The annual license fees in 
Kenya

Shillings are:
 

- For every building society: 50,000 Sh.
 
- For every branch office in
Nairobi, Mombana, Kisumu, Nakuru: 
20,000 SO.
For every branch office in other
 

areas/towns: 
 n/c
 

The Registrar issues a registration certificate to eachbuilding society approved, stating that it in incompliance 
with the proviniona of tho Ordinance.
 

2. BUILDING SOCIETY 
RULE REQUIRE-MENTS 
THAT MUST BE SET
 
FORTH:
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 to
 

used;
Classes of 
shares to be issued and the conditions
 
of redemption 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 no, is
this borrowing within 
the limits prescribed by

this ordinance;

The limitv of loans 
 to or deposits by any one
 
peroon;

The manner of altering and rescinding the rules of
the society and making additional rules.
 

3. MANAGEMENTM EUIREMENTSt A board of directors of at
least three porsona, of-which the secretary can be one,is required. 
Onz or more auditors that are approved by
the Registrar is required.
 

4. AUTRHORITY: 
 Building societies are entitled to receive
deposi-t 
 or loans at intsrevt from its meibere or other
 
persons. 
 The amount received as deposits and not
repaid cannot exceed 2/3's of the amount secured to the
society by mortgagee from 
its members. 
 At least one
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month's notice is required by the society for repayment
 
or withdrawal.
 

Advances to its 
members out of 
its funds upon the

security of land is allowed, as lonq as 
this land is
 
not already used an security for a mortgage.
 
Investment of 
ita funds(not immediately required for
its primary- purpose) in 
 stock/securitieo that are
authorized 
by law for investment of trust moneys is
allowed. A building society 
can. also keep money on
.current account 
at one or mora banks or with the Post

Office Savings Bank..
 

With the Registrar's permisaion, 
 a building society canborrow money at interest, other than in the form of
deposit, from a bank, act as an insuranco company agentor establish/manage a pension fund for ita emloyees.
 
5. DIVxDENDS: Dividends can 
only be pdid out of profits


earned.
 

6. UEGISTAR POWERS: The' registrar may, at any time,require the building society to produce uch books,
accounts, deeds and other documenta relating to thebusiness of the building society. If non-complianceoccurs.,a fine of up to* 5,000 Shillings can be imposedby the Registrar. The Regiatrar is entitled to appointan accountant, inspector 
or actuary to inspect the
building society's records and 
report its findings to
 
the Rtgistrar.
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Annex M
 

Initial License or Branch Aooato
 

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.
 

AulLic rnirya 

Annual fees are KShs. 50,000 for the head office, KShs. 20,000 for each
branch ltocated in Nairobi, Makuru, Mombasa or Kisumu and nothing for branches

located in other cities. 
This policy is designed to encourage the development

of branch networks in more rural areas.
 

A renewal application, accompanied by the past year's financial
 
statements, is submitted to the RBS. 
Neither the Building Societies Act or
the 1985 Lmendment set forth quantitative operating or, financial criteria that
must be met. 
Review of these critoria is currently left to the judgment of

the RDS. 
To date no license has ever been rescinded and the stiffest penalty
appears to be a six month probationary portod to make a specific correction or
improvement. No follow-up is made to chock on vahether a building society is
 
actually carrying out what vas suggested.
 

7%"1 0cation _fos_. 


When a building society applies to make a loan over KShs. 750,000, the RBS
looks at the number of loans 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.
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Annex N
 

Meetinas Conducted With Following Building

Societies in Kenya During Period March 10 - 28. 1986
 

Family Finance Building Society
 
T. K. Muja, Chairnan
 

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 14bue, Chairwan
 

Cosmopolitan B~ixlding Sociaty
 
Jerry S. Osodo, Managing Director
 

Nairobi Building Society (sponsored by Trade Bank)
 
John Munge, Manager
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CURRENT~ L:'STrNC OF LIC7.NC- 3':.z:SG 3o:E-:­

1. 	Kenya Building Society 

2. 	 riirnt Permannc Duildilg Society 

3. 	 Kezntands 14utual Building Society 

4. 	 East African 3uilding Society 

The 0--i.yamth Verwit building Society 

~.Ceat= u ijlflv Society 

7. 	 Unitad K&5uya 2uid1icgJ Society 

.Catr~a wtIWLN 2"Lsy 

*II* aluar zulldlas 9 cLety 

12. 	 Cobitgy 3i1jj4Am seott 

13. 	 Ck mpalita &. d sciy
 

ri4. Vc~1~i Bul3ding society
 

I~ 	 .~3§~?ICi1$.i1 socity 

20. 	 C~tange SuId1J34,ja sciety 

27. 	TUVICS guilinSociety 

22. 	 funtefa Sauia~Society 

23. 	 3ogiomal Loame SkldIMS Scotec3' 
24. Tb. YaC2k"y XbaOv BRlldG4 NOCLMt 

as." qity adiAM society 

26. 	?r~fT k3inem3 4&ia ocia 

29. 	 Wdha vde~40 MdLa Society 

280. 	 pitiall U 201 a ftcelat 

Twbca u329. 	 M2~i M ftcety 

32. 	 ?etn Aficem Lotrdigg Society 
Note: 
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Annex 0
 

East African 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 which 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 old 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 calculation). 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.
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Annex P
 

Pro Forma Of A Building Society That
 
Began Operations Durinn the Past 2-3 Yers
 

Deposits
 
Amount: 
 KSh',. 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, Childrens **
 

Interest Rate Paid: 11% - 13.5%, except for Fixed
 
Deposit Accounts (13% - 16%)
 

Average Cost of Funds: 
 14% - 15%
 

Mortgages/Loans Outstanding
 
Amount: 
 KShso 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 ,
 

Short-term loans: 
 I - 3 years
 
Mortgages: 15 - 20 years
 
10 - 20% downpayment required
 
Loan up to 80 
- 90% LTVR/ 3-4x
 

annual income
 
Security required: land valued at
 
1.5x the loan amount
 

Loan qualifications: 
 Have an account for at least 3-6
 
months with minimum balance 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
-
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Sotes 

* Most of the building societies while having 2000 - 8000 accounts 
mostly in the KShs. 1,000 to 3,000 range, have L few major

depositors, which make up 60 
- 95% of the deposit amount. These
 
major depositors are financial institutions, parastatals, or pension

funds iwhich fulfill the Banking Act's liquidity requirements by

depositing funds in building societies, mainly in fixed daposit
 
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 each 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 institutions use this amrtization method, some institutions
 
such as Housing Finance Company of Kenya and Pioneer Building

Society continue to use the annual decliniug balance amortization
 
method.
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Annex 0
 

Aypx_.ches Being Taken By New Building
 
Societies to AttLgS _Lt
 

The speed of loan processing - 3 to 5 weeks versus 4 to 9 weeks for some
 
of the larger, more established institutions
 

Savings incentive schemes: For one society, if the saver keeps at least
 
KShs. 1000 in his account for at least 6 months, he receives 13% instead
 
of 12%. If he mn!ntaias over KShs. 5000 for at least 6 months, he
 
receives 13 1/2%.
 

Negotiable mortgage repayment schemes, for instance, to suit the farmer
 
or small business owner who has irregular cash flowx_ -:.g. tied to

harvest seasons - an option offered by one society to farmers with
 
mortgages (at no charge) to pay interest only for the entire year until

their major crops are harvested, at which tire principal for the last 12
 
months is paid.
 

More personalized service (and higher interest rates provided for
 
deposits) than what has heretofore been provided in many of the rural
 
towns by commercial banks. Tho personalized servico provided by some
 
building society branches includes direct, fast access to the branch
 
manager by all depositors and door-to-door marketing campaigns tailored
 
to the interest and needs of the locality. The building societies see

these features as 
being extremely important to depositors. People are

frequently alleged to pay more attention to these features than to the

interest rate or how one's mortgage payment is derived.
 

"Founders'" 
shares are frequently available to depositors. In such
 
shares, a depositor can be a member of the loan review committee and has
 
voting rights at the ar dual meeting.
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