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INTRODUCTION: SHELTER FINANCE FOR THE POOR

From shacks in the shantytowns of Lima, Peru, to tin-roofed mud huts in the slums of Gujarat,
India, insecurity of tenure and uneven income streams force the poor to build their homes
tentatively, one wall at a time.

Yet the poor lack access to financial institutions and financial products tailored to the way they
build. This, despite the fact that in so many developing cities around the world a majority of the
population lives in slums—60 percent of Nairobi’s population, 82 percent of Lima’s population—and
that most housing is built informally and progressively.

The Cities Alliance launched the Shelter Finance for the Poor Initiative to focus on the still nascent
practice of financial institutions providing housing loans to poor clients on commercially viable
terms. These loans are distinct from mortgages in that they are typically not for the purchase or
construction of new units, but rather for home improvement and progressive building. They are
being offered as a new product line by a generation of financial institutions that built their success
on providing working capital loans to the urban poor, and are now looking to expand and diversify
their products. To date, few of these experiences had been viewed through the prism of scale,
outreach and sustainability. This is the framework applied to the five case studies examined under
this initiative. The cases include Mibanco in Peru, SEWA in India, FUNHAVI in Mexico; a wholesale
fund facility in Ecuador, and the policy, legal, and regulatory environments in Kenya. A synthesis
paper identifies emerging policy recommendations on taking housing finance for the poor to scale.
All are accessible on www.citiesalliance.org.

This research initiative is a lateral learning partnership with five networks of finance and housing
institutions: ACCION International,CHF International, Frontier Finance, Plan International, and the
Mennonite Economic Development Agency. Additionally, the initiative has six development agency
partners: Inter-American Development Bank, U.S. Agency for International Development (USAID),
The World Bank, the International Finance Corporation (IFC), the Urban Management Programme
(UMP), and the Consultative Group to Assist the Poorest (CGAP). The Shelter Finance for the
Poor initiative is funded by Cities Alliance, CGAP, IFC, and USAID.

The intention is that these findings will advance best practices, inspire replication and adaptation,
and increase the availability and affordability of shelter finance for poor households.

The following case study examines the enabling environment for housing microfinance in Kenya,
particularly urban areas, showing how various aspects are constraining its development.



1 THE HOUSING CONTEXT IN KENYA

This report describes the elements of the enabling environment for housing microfinance, using the
example of theurban areas of Kenya, particularly Nairobi, as a case study. This example permits
an understanding of how the various elements of the enabling environment can promote or, in the
case of Kenya, constrain the development of housing microfinance.. Policy debates regarding the
enabling environment for microenterprise finance tend to center on national financial services
legislation and regulation. Issues such as acceptable ownership structures, institutional soundness
and sustainability, depositor protection, minimum capital requirements, degrees of permitted
intermediation, and usury laws are seen as the primary policy levers available to governments to
influence and control the development of the sector (Hannig and Katimbo-Mugwanya, 2000).

The enabling environment for housing microfinance encompasses additional issues, however,
including those that affect poor households’ ability to acquire land, obtain legal rights to that land,
and build a home upon it. These various issues can be grouped into the following three broad
categories:

= Housing and Property Issues: The set of laws, regulations, processes and institutions that
define whether and how poor households can acquire land and build a home upon it.

= Household Issues: The income levels of poor households relative to the cost of housing
and households’ ability to finance the necessary steps in acquiring land and building a
home.

= Financial Service Provider Issues: The laws and regulations that define the activities of
financial service providers, the number of providers that serve the poor and the
appropriateness of the housing finance products relative to the needs and means of the
poor.

Chart 1. Enabling Environment Issues for Housing Microfinance
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As described in Chart 1, a positive enabling environment for housing microfinance not only requires
a good regulatory context for housing and property issues, but poor households must also have
access to land, and be able to afford to build on it. Moreover, if financial services providers are
constrained—by their sources of funding, restrictions in their charters, or by the government—they
may be unable to develop appropriate housing microfinance products for poor households.

1.1 Kenya: Demographic and Economic Context

Since independence from Britain in 1963, Kenya has enjoyed a series of relatively stable
governments. Its economy is one of the largest in the region in terms of GDP.. As of the 1991
census, Kenya’s population was estimated at 31 million.1 Despite these strengths, Kenya faces
several challenges. Its annual population growth rate is 3.2 to 3.3 percent, one of the highest
growth rates in the world. It also has a relatively young population. As of the 1991 census, 44
percent of its population was under 15 years of age.?

Kenya's economy has suffered an extended period of slow growth and contraction. The economy
grew only 1.4 percent from 1996 to 2000 and experienced negative 3 percent growth in 2000. The
country’s GDP per capita of US$ 1,4003 has been falling in real terms since 1996. Inflation has
been high over the last half decade—as much as 36 percent—but has been held in check in recent
years. It was 3.5 percent in 2000. The informal economy has grown with the decline of the formal
economy and concomitant population increase, particularly in urban areas. According to the UN,
the informal sector employs nearly one -third of the urban population and has been growing at
about 6.5 percent per annum.4

The economic downturn has made poverty more widespread. According to the OECD, 52 percent
of the population lives below the poverty line of $1 per day,> of which women and children make up
the majority. Based on the United Nations Development Program’s (UNDP) Human Development
Report 2001, Kenya is among the poorest of nations with a Human Development Index (HDI) rank
of 123 out of the 162 countries. The country is also struggling with HIV/AIDS. Over 1 million
Kenyans have died from AIDS-related diseases to date, and another 2 million are estimated to be
living with the disease. As a direct consequence of the AIDS epidemic, average life expectancy is
falling and is now below 50 years of age.

Although it is still largely rural, Kenya has experienced rapid urban population growth—as much as
5 percent a year by some estimates—Ilargely a result of rural-urban migration. As of the 2000
census, 30 percent of the population lives in urban areas. By comparison, in 1948, when Kenya
conducted its first national census, only 5 percent of the total population lived in urban areas. Such

! United Nations State of the World Population Report 2001. This number excludes over 200,000 estimated refugees from
Somalia and Sudan.
2 October 2002, OECD report on Kenya (http://www.oecd.org/pdf/M00025000/M00025424.pdf).
% Ibid. Henceforth, all dollars are US dollars, unless otherwise indicated.
* Nairobi Situation Analyses: Consultative Report, June 2001, p. 39.
Z October 2002, OECD report on Kenya (http://www.oecd.org/pdf/M00025000/M00025424.pdf).
Ibid.



rapid urbanization has put an enormous strain on an already stretched urban infrastructure,
housing stock and services, and has resulted in the proliferation of informal housing settlements.

Nairobi, Kenya'’s capital and largest city, comprises a quarter of the country’s urban population.
The population density in Nairobi is 3,079 persons per sq km compared to 49 persons per sq km
for the country as a whole. The official statistics do not paint the full picture of Nairobi's density,
however. More than half of Nairobi’s population lives in informal settlements. These informal
settlements comprise less than 5 percent of the total municipal area.” Kibera, Nairobi’s largest
informal settlement, has approximately 500,000 inhabitants and is one of the most densely
populated places in Sub-Saharan Africa.8 The high density is largely due to high occupancy rates.
The average number of people per room in Kenya is two,® but in the informal settlements the
number is four or more, with entire families living in single 10-foot by 10-foot rooms.

1.2 Overview of Affordable Housing Finance Sector in Kenya

Where poor urban Kenyans already face a limited housing supply, rapid urban population growth is
only making matters worse. The annual urban housing requirement is estimated at as high as
255,500 units per yearl®. Moreover, many existing structures are in dire need of repair.
Government of Kenya (GOK) reports on the housing situation indicate that more than half of urban
homes (53 percent) are substandard, failing to meet basic building codes.!!

The GOK has traditionally played a limited role in housing development . Its two main institutionsfor
housing investments:

- National Housing Corporation (NHC), which is the primary government housing agency
through which public funds are channeled to local authorities for the development of lower-
and middle -income housing; and
Housing Finance Company of Kenya (HFCK), a mortgage bank developed to serve
middle- and low-income households of which the GOK had majority ownership share until
2000. In 2002, the government further reduced its investment in HFCK (now called
Housing Finance) to 7 percent as part of a privatization process.

NHC has not financed the construction of new low-income housing since the early 1990s because
of limited funding. The now largely privatized Housing Finance is an active mortgage lender but not
in the low-income sector. As its own management admits “...our role used to be to serve the
medium and lower-income groups, but we seem to have left behind the lower-income.”

121 Private-Sector Housing Finance

Because of the public sector’s limited role, the private sector has become the main housing
provider in Kenya. In 1998, over 95 percent of the residential structures in Kenya were built and

” Nairobi Situation Analysis: Consultative Report, June 2001.

8 Development Impact Consulting, Kiberia Urban Environmental and Sanitation Project Institutional and Financing
Arrangements Draft Report 2, July 2000, p. 2.

° 1996 Analytical Report Vol. X on Housing, Government of Kenya.

10 Anyango, 2001

™ |bid.



financed through the private sector.12 However, the supply of formal housing-finance institutions is
shrinking and geared toward upper-income households, leaving fewer options for poor urban
dwellers.

Of the 20 to 30 housing finance providers that existed in the 1980s and early 1990s, only five
institutions remain: Housing Finance, Kenya Savings and Loans, Equity Building Society (EBS),
East Africa Building Society and Family Finance Building Society. These institutions primarily offer
long-term mortgage loans with financing almost exclusively for home purchases. Financing for land
and home construction is limited and is usually financed by the developers. Mortgage interest rates
range from 15 to 24 percent with repayment periods between 7 to 15 years and an average
repayment period of 10 years. The high interest rates are the result of limited competition and high
T-Bill rates—until recently T-Bill rates were as high as 18 to 20 percent. The short loan terms are
due in part to the fact that there is no secondary market and limited long term funding available for
housing banks.

The products offered by these providers are generally available only to formal-sector workers or
business owners with audited financial statements. Borrowers are required to pay a down payment
of 20 to 40 percent of the appraised value of the property and pay all related legal and appraisal
fees that typically total 10 percent of the loan value. Borrowers also must have legal title to the
property. Consequently, poor and even middle -income families, especially those in the informal
sector, cannot access these loans.

Although Kenya’s microfinance sector is one of the oldest and most established in Africa — more
than 50 institutions offer some form of microfinance to approximately 100,000 clients, very few
institutions have formally entered into housing microfinance. EBS, the National Cooperative
Housing Union (NACHU) and K-Rep are the notable exceptions. The other prominent microfinance
institutions include Kenya Women Finance Trust (KWFT), WEDCO, PRIDE, FAULU, Small and
Micro Enterprise Program (SMEP) have been experiencing strong growth of their microenterprise
portfolios, but have yet to enter into housing.

1.2.2 Informal Settlements

The steady rural urban migration has led to the rapid growth of informal settlements, particularly in
Nairobi. The settlements are highly irregular, built without planning, infrastructure, or basic
services, including roads, sewers, water, and electricity. The predominant housing construction in
the informal settlements is either mud walls built on a wooden frame and plastered over with
cement with a corrugated iron roof or corrugated iron walls and roof. The preferred, though much
more expensive building material is quarried stone. A one -room!3 stone structure with a corrugated
iron roof currently costs about $900 to $1,100, 24 whereas a mud and wood-frame construction of
the same size costs approximately $350 to $400 to build. Relative to average monthly income of
$65 to $78, these construction costs represent five months total income for the mud construction
and 14 months total income for the stone structure.

2 1bid.
13 Measuring 12-foot by 12-foot.
14 Exchange rate used: 78 Kenya shillings to 1US$.



Most low-income Kenyans rent their houses, and nearly all residents in the informal settlements
rent. According to the 1989 census, approximately 87 percent of houses are renter-occupied in
Nairobi, with only 13 percent owner-occupied.’> More recent studies of Nakuru, 16 the fourth-largest
city in Kenya, as well as Huruma, 7 show that this statistic varies from community to community,
but remains greater than 50 percent in most areas. The rent charged varies based on unit location,
the construction material used, and basic services provided. At the low end, poorly located 10-foot
by 10-foot room built with mud walls, an iron roof and a dirt floor rent for as little as $6.40 per
month. The same room located closer to a major road rents for as much as $13 per month. Adding
access to basic services such as water, electricity, and a pit latrine can increase the rent to almost
$20 per month. Basic stone rooms with cement floors and no services start around the same $20
per month. With services, a single stone room can rent for as high as $64 per month.

Table 1. Approximate Monthly Rents in Nairobi’s Informal Settlements

Basic Room Basic Room with Cement Basic Room with
Floor in a Good Location Services
1 room mud and wood $6.40 - $7.00 $10 - $13 $18 - $20
1 room stone $18 - $20 $26 - $64

The tenants interviewed in the course of the preparation of this report made clear that few renters
have formal rental contracts, “...we discuss and come to an understanding [about the terms of the
rental].” This leaves them at the landlord’s mercy with respect to evictions and rent increases.
Moreover, many rental structures are owned by absentee landlords. In an analysis of settlements
in the Huruma area, absentee landlords owned more than 30 percent of rental structures.

The majority of the structure owners in the informal settlements do not have legal title to the land.
However, most have some form of quasi-legal tenure, typically authorization letters from local
government administrators, which were obtained through paying bribes or in return for political
patronage. In a survey of the Huruma informal settlement, 8 structure owners reported paying an
annual fee of $38 to the local administrators for “occupancy rights.” Cases 1 and 2 in Table 2 show
the most common situations encountered in Nairobi's informal settlements. Because the land was
not purchased legally and/or the structures do not conform to government building codes and by-
laws, the government does not officially recognize the settlements. It is common to find official
maps and plans showing empty blocks of land in places where settlements exist, which makes it
easy for the government to sell land that is home to an informal settlement. This leads to
displacement of its residents.

Table 2. Complicated Ownership Situations in Informal Settlements

Land Owner Structure Owner Resident

Case 1 Government Absentee Structure Owner Poor Family (renting)

!5 The remainder live in housing provided by family or their employer. By comparison, the percentages for Kenya as a
whole are 27 percent renter-occupied and 73 percent owner-occupied.

8 Mwangi (1997) p. 143.

¥ Huruma Informal Settlements (2001).

8 Huruma Informal Settlements, Planning Survey Report (2001), p. 8.



Case 2 Government Low- to Moderate-Income Structure Owner + additional
Family poor families (renting)
Case 3 Single Single Household Single Household + additional
Household poor families (renting)
Case 4 Single Single Household Single Household
Household

1.3 Conclusion

The environment in Kenya seems conducive to the development of housing microfinance. The
expanding urban population and a limited housing stock suggest strong potential demand. Formal
housing providers do not serve the low-income market and the microenterprise finance sector is
established and relatively strong. Although the high percentage of renters limits the number of
families who would qualify for a home improvement loan, the focus groups conducted for this report
make it clear that most renters hope to eventually own their own home. Respondents who are
renters see home ownership as “a permanent investment. You can leave your house to your
children and they won't have to think about getting their own house later on.”

Despite this apparent market potential, housing microfinance in Kenya is nascent. As Section 3
describes, K-Rep Group has been developing a housing microfinance product for almost five years
with limited success. Similarly, the National Cooperative Housing Union (NACHU) has struggled for
more than a decade to expand beyond a few small programs. Why are more MFIs not providing
housing financing for their clients? Why are formal housing finance providers reducing their
disbursements at a time when the need for housing—particularly among low-income households—
is rapidly increasing? Why do so many more poor families end up renting rather than incrementally
building their own home as in many other developing countries? The answers to these questions
can be found at least in part by looking at the enabling environment for housing microfinance in
Kenya, particularly at the issues of land acquisition, land security, building codes, political
involvement and affordability, which is the subject of the next section of this report.



2 HOUSING FINANCE IN KENYA:

OBSTACLES IN THE ENABLING ENVIRONMENT

Using the framework outlined in Chart 1 in the previous section, this segment assesses how the
enabling environment in Kenya supports or constrains the potential demand for and the supply of
housing microfinance. In general, if poor households fear that they will lose their home, there will
be limited demand for housing microfinance. Similarly, if potential suppliers of housing
microfinance are restricted by legal or financial constraints—or simply fail to innovate in their
products and services—the supply of finance fails to materialize.

2.1 Housing and Property Issues

Housing and property issues include how poor households acquire land and build upon it. These
issues include:

Land Availability: the physical availability of land and the process for acquiring it;

Land Security: the level of security households can establish on land they have acquired;
Building Codes: the codes and regulations that affect what and how poor households can
build on their land; and

Political Involvement: the degree to which all of the above processes become politicized.

2.1.1 Land Availability

“Everything begins with the land, because you need somewhere to build the house.”
-- Focus Group Participant

The results from the focus groups make clear that poor Kenyans have a strong desire to own their
own home. However, less than 20 percent of urban poor families have achieved this goal. This
contrasts strongly with the authors’ experiences in many other developing countries, particularly in
Latin America, where often more than 80 percent of the urban poor own their own home, although
they may not have a legal title deed to the property.1® Two possible explanations for this stark
difference are:

= Cultural Factors: Given the strong tribal and rural roots of most Kenyans, residents in
informal settlements may not acquire land in urban areas because of their strong
connections to and/or ownership of land in rural areas. Residents of informal settlements
may be satisfied with renting because they view their stay in the city as temporary.

1% Market research conducted by ACCION in Nicaragua, Apoyo Opinién y Mercado in Peru and FONDOVIP / USAID in
the Dominican Republic.



= Land-Acquisition Constraints: Poor households’ desire to acquire land is frustrated by the
lack of available land, high land costs, and/or a cumbersome and expensive process to
acquire land (whether by squatting or purchase).

The results of the focus groups conducted for this report reject the explanation that the low owner
occupancy rates are due to cultural ties to tribal lands in rural areas. Whereas ties to rural land may
have reduced the desire for home ownership in the past, these ties have weakened as entire
generations have grown up in the informal settlements. All of the tenants interviewed expressed a
strong desire to own their own home in an urban area. The primary reasons driving this preference
are the proximity to their source of income and the possibility of sending their children to better
schools.

In contrast, there is strong evidence that multiple factors combine to make it very difficult for poor
Kenyans to obtain a basic plot of land. There are three basic ways that a household can acquire a
plot of land—through purchase, grant, or squatting. In Kenya, all are difficult or impossible for poor
families.

Challenges in Purchasing a Plot

For land purchase to be viable for poor households, the physical space needs to be available in
plots of a reasonable size at an affordable price, and in a location that allows them to continue to
earn their livelihood.

According to a UN report, 80 percent of residential land in Nairobi is occupied by only 20 percent of
the population,2 indicating that there is limited land available for the poor majority. The land that is
available is relatively expensive. A quarter-acre plot of land within Nairobi city limits sells for $6,300
or more, which is out of reach for most poor households. Sub-division can make the land more
affordable —dividing a quarter acre plot into seven 25-foot by 55-foot lots would reduce the land
cost to $897—but additional factors make the subdivision process complicated and expensive. To
purchase and subdivide a plot of land within the Nairobi city limits, the purchaser has to 1) pay for
the land plus all of the associated fees including stamp duties and legal fees, 2) pay for the land to
be surveyed, marked, and appraised by government agents, and 3) have a development plan
approved by the municipal council. If the land is un-serviced, the owner also has to install all
services to code and get approval from various government agencies and offices because the
government is not able to cover the cost of installing services. The total cost of these additional
fees and investments can easily double or triple the cost of the original plot, leaving the sub-divided
lots with a cost of nearly $3,000, or 42 times typical monthly earnings for a low-income family.. The
high cost of buying and subdividing land in Nairobi has led would-be developers to look outside the
city limits where a similar plot can be found for less than a quarter of the price. To further reduce
costs, several organizations have also developed innovative legal structures, such as land-buying
companies or cooperatives and Community Land Trusts, to avoid the time and expense involved in
sub-division (see Box 1).

% Nairobi Situation Analyses, UN Habitat, June 2001, p. 28.



Box 1. LAND-BUYING COMPANIES, COOPERATIVES, AND COMMUNITY LAND TRUSTS

Land-buying companies, cooperatives, and Community Land Trusts are different institutions
developed for the same purpose: they allow individuals to pool their resources to purchase
land—typically a large plot that is then subdivided into smaller parcels for their members or
shareholders. In the case of land-buying companies and cooperatives, individual members
receive title to their parcel once they have paid their shares and the subdivision process is
completed. In the case of Community Land Trusts, the land title remains in the hands of the
Trust; that is to say, there is only one title. The Trust leases the “subplots” to its shareholders or
members. The shareholders own the structures and any improvements to the subplot. The
residents evidence their right to their plot by their share holdings in the trust and lease.
Although not having an individual title is difficult for some to accept, the Community Land Trust
model reduces both the cost of subdividing and the total rent paid to the government for the
leasehold by the community. The German Technical Cooperation Agency (GTZ), local
government agencies, NGOs, and the residents of Tanzania-Bondeni Village implemented the
Community Land Trust model in Kenya (Tanzania-Bondeni Village is an informal settlement in
Voi, a small town outside of Nairobi).

For each of these three models, the institution is responsible for collecting payments or shares,
identifying the land to be purchased, negotiating the price and, often, subdividing the plot and
securing titles for the subplots. The institution may dissolve once the land is purchased or
continue to exist, managing the land and common spaces.

Challenges with Land Grants

One way to overcome the land availability and costissues would be for the government to grant
plots of land to poor households. In the 1970s, the GOK, with World Bank support, implemented
several “sites and services” schemes?! that were to provide subsidized, serviced land to poor
households. However, most of these schemes were plagued with implementation difficulties, cost
overruns, and corruption. In many cases the land went to wealthier families and not the intended
beneficiaries. Given the financial situation of the GOK, and the negative history of this program, it
seems unlikely that similar programs will be forthcoming in Kenya.

Challenges with Squatting

In most developing countries, poor households’ final recourse for acquiring land is squatting.
Where land is available and government enforcement is lax (and there is a reasonable prospect
that the government will recognize the right of possession), squatting often is an effective means
for poor households to acquire land. In Kenya, however, even squatting is a challenge. Most
unoccupied land in urban areas is either the property of the GOK or managed in trust for the
national government. By law, only the Commissioner of Lands and the President can allocate

2 Non-Conventional Approaches to Financing Low -Cost Housing Schemes in Kenya (1988)
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public land use.22 However, in many cases, the local Chiefs, who act as representatives of the
Commissioner of Lands, illegally allocate land-usage rights. In exchange for these “rights,” the
Chiefs receive bribes or favors . Thus, would-be squatters in Nairobi must pay for the right to squat
and even then, these rights are available only to those who have political connections to the Chief.
Given the substantial income generated by these “usage fees”, the Chiefs have a strong incentive
to continue this practice and limit squatting to those who can pay.

For poor Kenyans seeking to acquire a basic plot of land in urban areas, the prospects are limited.
As detailed above, this is a result of three forces: the high cost of available land, the delays and
costs of sub-dividing land, and strong informal controls on squatting. These factors combine to
limit the potential demand for housing microfinance. If the growing number of poor households
moving to the cities each year are unable to acquire land—even through squatting—access to
progressive-build housing microfinance will be of little use. Even if these households are able to
access financing, high land prices and the high cost of installing basic services make most
potential plots unaffordable.

2.1.2 Land Security

A key issue underlying housing microfinance is land security — the degree of confidence one has in
their rights of ownership over a piece of property and their ability to enforce those rights.
Households that have land security are more likely to take on debt to improve the value of their
property. Land security also affects the supply of credit. Credit institutions need to be confident that
a borrower has formal, recognized rights to a property and will not be evicted, abandon the
property or default on the loan.

Two factors tend to influence a landowner’s level of land security, the legal rights the household
has over the land, and how these rights are commonly enforced. In Kenya, as in other developing
countries, land security is determined by the legal documentation that a land-owner possesses.
There are multiple levels of documentation, each providing differing levels of land security. The
least secure is a sales agreement and the most secure is a freehold title, followed by a leasehold
title. However, the level of security provided by these different rights varies from city to city and on
rural/urban lines. In rural areas, where there have been fewer evictions and demolitions, lower
levels of documentation seem to provide sufficient security. In these areas, sales agreements are
an acceptable form of land security. In urban areas however, resid ents with stronger forms of legal
documentation, such as letters of allotment, are still reluctant to invest in their properties due to real
fears of demolition or eviction. Table 3 lists the different levels, the process of acquiring that
security, and the legal security it provides.

Table 3. Levels of Land Security in Kenya

22 By law, the Land Commissioner is supposed to auction off land to the highest bidder. However, according to various
sources studying land allocation in Kenya is more often done behind the scenes and not at public auction.
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Description Application Process Legal Security
Freehold Title The title-holder has absolute Increasingly difficult to obtain. This is the highest level of
ownership of the property. Only available on grants of security. Legally only in cases
government land outside of city | of free hold and lease holds
limits. where there are title deeds may
permanent structures be
erected.
Leasehold Title The user is subject to paying Application to the City Council The leaseholder has absolute

rent and rates (taxes) on the
land to the government.

or County Council for allocation
and then title issued by
Commissioner of Lands.
Second method is purchase
from existing title owners.

rights to the property for
predetermined number of years
(99 for urban land and 999 for
rural) and subject to the
conditions on development and
usage set forth in the lease.

Letter of Allotment

Viewed as a preliminary step
to acquiring a leasehold or
freehold title.

The application process can
take approximately one year if
the applicant has contacts. The
process involves securing
letters from City Council and
Land Commissioner, having
the property valued by the
government appraiser, and
paying up front rents and title
fee.

Gives the right to start any
development as an
intermediate step to title
ownership.

Temporary
Occupancy License
(TOL)

License to occupy government
land on a temporary basis.
The length of the term can be
as long as 30 years. TOLs are
mainly used for small
businesses. However, many
TOL holders develop
structures that house their
business and their family.

The Land Commission grants
or in the case of Nairobi, the
Nairobi City Council (the chief
valuer in the directorate of City
Planning) grants. Does not
require formal surveyors or
evaluators. Several
government officials must sign
off on document.

TOLs allow the holder to use
the property for a
predetermined amount of time
(typically one year) and for
predetermined purpose.
Agreement may be terminated
with a one-month notice.

Letter from Chief

A letter or other form of
documentation (it can even be
verbal permission) provided by
administrative government
officials that gives an individual
the right to a plot of land.

None other than appealing to
the local chief and often paying
some fee.

No legal security, however it
does provide some protection
from eviction as long as the
user remains in the favor of the
authorizing government official

Sales Agreement

A written sales contract
between the buyer and seller.

None

No legal security if the land
does not have a title deed.

The most secure land tenure for the homeowners interviewed for this report was the title deed,
followed by letters of allotment. Those with letters of allotment were less comfortable with their
tenure status even though they have lived on their property for many years.23 These households
generally put up semi-permanent houses because of the potential risk of losing their investment

(see Box 2).

Homeowners without a title deed have not elevated their land security because the land-titling
process is costly, confusing, and lengthy—not because they feel they have relatively secure

% Between 5 and 10 years, some even longer than 10 years.
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tenure. Moreover, it is not uncommon for multiple people to have claims to the same property. As
one focus group respondent described, “Following up on the title deed is the greatest headache.
You go to the Lands Office, you go to the City Council. The City Council has the worst problems. If
someone there hears you have a plot, they think it's the whole world and they want to make things
as difficult for you as possible. It can take years to get that deed.”

BOX 2. LAND-TENURE CHALLENGES FOR MZEE OSMAN KUR

Mzee Osman Kur, a successful microentrepreneur, has lived all 68 years of his life in the Kibera
informal settlement. His family was granted the land he currently lives on by the British colonial
government, but they were never given formal title, despite government promises since 1964.

Some of the land on which his family settled has been awarded by the local chief to other residents over time,
leaving Mzee and his family with approximately half of the original land. The Mzee's plot is well developed, with
several one-room units on the front of the plot rented to businesses and a separate structure where Mzee,
three generations of his family, and several renters live. Despite the length of time Mzee and his family have
occupied the land and his relative success as a microentrepreneur, all of the buildings on the plot are semi-
permanent, built out of mud and stick walls plastered with cement. Although he could afford to invest in more
permanent stone structures, Mzee explains that, 1 am not willing to invest too much in putting up stone
structures because | can be evicted from here any time. | still do not have title to my land.” Mzee and his family
continue to make attempts to acquire their title, but there is no clear process to be followed and the local chief
has expressed little interest in responding to Mzee’s requests.

There are existing laws to help regularize land security in Kenya. Theoretically, squatters should be
able to secure property rights through adverse possession. According to the law, if a squatter lives
continuously for 12 or more years on a piece of land without paying rent or having contact with the
landlord, he or she acquires the rights to the land. In reality, however, no squatter has yet obtained
property rights through adverse position. The first attempt to apply this law to is currently before the
courts with no certainty of resolution.24

Housing-finance institutions in Kenya, including those that reach poorer households such as EBS,
require borrowers to have full title. In theory, this is to reduce the borrower’s incentive to default
and provide a tangible asset for the lending institution to recover losses. The experience in Kenya
suggests, however, that mortgage guarantees do not provide either of these benefits. With
mortgage interest rates at around 20 percent and even higher rates on overdue balances,
borrowers who fall behind on their loans face debts beyond the value of their home and beyond
their capacity to pay. In these cases, defaulting and giving up one’s home can be preferred to
making high monthly payments on a growing debt. In addition, the length of time and cost
associated with placing a lien on a title and, in the case of default, foreclosing may exceed the
invested capital, particularly on smaller loans. The growing number of foreclosures—coupled with
the economic slow-down—nhas also led to rapidly declining market values. In the end, a mortgage
guarantee can cost a lender more to foreclose than it would receive from the sale of the property.

24 Shelter Forum Shelter Kit No. 1.
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In sum, land security is critical to the enabling environment for housing microfinance, and affects
both demand and supply. Particularly important are available forms of tenure and how these are
enforced and accepted by financial services providers. In Kenya, few poor households have
sufficient land security to give them adequate confidence to borrow and invest in building a
permanent home. The potential market is further limited by unwillingness of lenders to consider
accepting anything less than formal title as a guarantee, despite evidence suggesting that slow
foreclosure processes and slumping resale markets for foreclosed homes limit the true value of a
mortgage in terms of recovering capital in the event of a default.

2.1.3 Building Codes

Issues relating to land availability and land security can limit poor households’ demand for and
access to housing finance. However, even if these issues are resolved, building codes and
standards may provide additional obstacles to accessing housing finance.

A myriad of acts, by-laws, and codes?> combine to regulate the quality and construction of homes
in Kenya. The articles of these legal documents set out the minimum standards for all urban
structures. Whereas they are intended to protect people from dangerous constructions, these
minimum standards effectively make illegal the most common form of home construction in Kenya
and throughout most of the developing world—progressive building.

Kenya’s building code is based on the historical English system, which does not consider the local
reality, relying predominantly on expensive and/or imported materials and European-design
standards (including roofs that can withstand minimum “snow loads”). To achieve the minimum
housing standard, a house must be built out of stone and consist of at least two bedrooms, each
measuring at a minimum 7 sq meters with a separate cooking area, including flue ventilation. Thus,
the minimum acceptable house according to the “code” is well beyond the means of poor and,
even many middle-income families. cAlthough some households do achieve the ideal construction
described in the building codes over time, they have to do so by building illegally over the course of
many years.

Kenya's current building code obstructs the development of housing microfinance in two ways.
First, it creates the risk that households will lose their home unless they build to code, thereby
reducing their willingness to invest in more permanent structures—and ultimately, reducing the
demand for housing finance. Second, by not allowing families to build progressively towards the
desired standards, it reduces the types of constructions that potential housing lenders can finance.
For example, a poor household that wants to replace its one-room, mud and stick house with a
stone one would be unable to obtain a building permit because the resulting room would not meet
the minimum standards, despite the positive impact on the household's quality of life and improved
quality of construction. With access to housing microfinance, this household might achieve a
minimum-standard home after three or four loans. However, if inappropriate building codes are
strictly enforced, potential housing microfinance lenders will be unwilling to lend. While the

% The Building Code (1968), the Public Health Act (1972), the Local Government Act (1977), the Revised Building By-
Laws (1995), and the Physical Planning Act (1996).
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government has not uniformly enforced the building code laws, there are cases of houses being
demolished for not being built to code. This threat further magnifies the obstacle created by
inappropriate building codes. On the other hand, if potential borrowers and lenders were convinced
that the building codes were unlikely to be enforced, then they might be more willing to borrow and
lend.

The Intermediate Technology Development Group (ITDG) (see Section 3 for a discussion on ITDG)
has led an effort in Kenya to modify the building codes to reflect local building practices while
encouraging safe and secure building practices. Code 95, which was passed by Parliament in
1995, permits building practices commonly used by poor households, including the use of
alternative building technologies, outdoor cooking areas, and pit latrines. Despite this, Code 95 has
not been widely adopted. It has to be approved by each city or town council before it takes effect.
To date, only Nakuru Council has implemented Code 95, and even then, only in limited areas.

2.1.4 Political Involvement

A country’s various laws, regulations, and building codes may be highly inappropriate for poor
households, however, favorable interpretation or non-enforcement of these rules by local
governments can help overcome the obstacles—at least in the short-term. In the medium-term,
governments have the capacity to make these rules more favorable. Conversely, a well-designed
and appropriate set of laws and regulations changes nothing if government officials do not
implement and enforce them. In Kenya, cases of strict government enforcement of regulations
leading to evictions and slum demolitions are well documented. The following two examples
illustrate how the national and city govemment’s involvement in housing and property issues has
constrained the development of a housing finance market for the poor.

Slum Demolitions in Nairobi

Nairobi has a long history of slum evictions and demolitions to enforce land laws and building
codes. As Gitau (1999) describes, “[e]victions and demolitions have existed in Nairobi since
independence (1963). For example in the 1970s, nearly 39,000 people were evicted from the
Eastleigh area when 6,733 dwellings were demolished by the City Council (Obudho, 1990). In
1990, Muoroto and Kibagare settlements were also demolished where an estimated 30,000 people
were displaced (Alder, 1995). In 1994, approximately 6,000 residents were evicted from Mukuru
settlement and their property destroyed. ...The Mukuru settlement is still under pressure of
demolition (Daily Nation, January, 1999).” In interviews with slum dwellers in Nairobi and seven
other urban communities, 50 percent of the population had experienced eviction or demolition
(Yahya 1997).

In recent years, dialogue between advocacy groups, UN Habitat, and the Nairobi City Council
through the Nairobi Informal Settlement Coordinating Committee has succeeded in convincing the
Council to issue a moratorium on slum demolitions and there have been no major demoitions of
informal settlements on government land since 1994. However enforcement of this moratorium has
not been complete and demolitions have continued.
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These evictions and demolitions were conducted in part to discourage people from breaking
existing land laws and building codes. Yet,because the existing environment offers few
alternatives, these actions have done little to discourage adverse possession and not building to
code. Evicted households establish new slums elsewhere. There, with even more diminished
resources, they are less willing to invest in high-quality, permanent structures that local authorities
would presumably prefer. Although it would seem that both poor households and local authorities
are interested in the elimination of slum housing, demolition without alternative solutions eliminates
any chance that poor households will work their way out of the conditions described in the first
section.

The effect of these demolitions on the potential for housing microfinance is threefold.

= Reduced Capacity for Housing Investment Among Evictees: Slum demolitions reduce poor
households’ asset base and their means of generating income for future housing investments,
since their home -based businesses are also destroyed. As a result, these househols are less
likely to qualify for housing microfinance because they now require a larger loan to achieve a
basic standard of living and have more limited income from which to either save or make loan
repayments.

= Reduced Willingness to Invest in “Permanent” Upgrades: Slum evictions and demolitions also
indirectly reduce demand for housing finance for the poor by creating the fear that previously
unaffected households will be “next in line.” As in the case of Mzee Osman Kur, even when
poor households have the financial capacity to improve the quality of their home, they are
reluctant to do so, for fear of losing the investment.

= Reduced Willingness to Finance Slum Upgrades: The insecurity created by slum evictions and
demolitions increases the perceived risk faced by potential housing microfinance providers,
which discourages them from lending unless both land and building plans are properly
registered and up to code.

It is clear that strict enforcement of land and building laws often serves only to make the problem
worse, unless households have a viable alternative.

Slum Rental Housing as an Income Source

Many of the absentee landlords of rental units in the informal sector mentioned in Section 1 are
Members of Parliament and other influential Kenyans. As a UN report on the housing situation in
Nairobi describes “... [many of the] investors [that is, non-resident structure owners] in popular
settlements are often [sic] prominent public officials/personalities.” These influential non-resident
landlords earn significant incomes on these rental units. Estimates suggest that annual returns on
investments in mud and wattle rental housing built on public lands in the slums can be as high as
150 percent depending on the location (Syagga, Miulla, and Karira-Gitau, 2002). Every year this
situation results in a net transfer of wealth from poor households to non-resident structure owners
of at least $10 million in Nairobi alone.26 Thus, the political elite have little incentive to change the

% Calculated based on estimates of the number of informal structures in Nairobi, the share that are rentals by non-
resident landlords and average rents. Assumes a stock of approximately 75,000 non-resident landlord rental units and
monthly rents of 900 Ksh.
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status quo, since any improvements in poor households’ ability to access land, acquire land tenure,
and put up structures of their own reduces their rental income. This strong disincentive for change
may be a factor in the slow implementation of Code 95 and other initiatives being ad vanced by civil
society.

2.15 Summary of Housing and Property Issues

Although it is clear that land availability, land security, building codes, and political involvement are
collectively constraining the ability of poor people to obtain and maintain a home of their own, it is
also equally clear that these issues are not new, and not unique to Kenya. In the case of building
codes, for example, a review study in 1980 recommended modifying building standards. The 1979
National Government Development Plan stated the following: “all municipalities are to review their
housing standards in order to make them appropriate for the settings to which they were to be
applied and to reduce them to a minimum, consistent within the provision of low cost housing
needs at reasonable cost.” This was followed by similar recommendations by an Inter-Ministerial
Committee in 1984 and the Cabinet in 1985.27 Despite all of this attention, Code 95 has only been
implemented in seven districts of one municipality.

Kenya is not alone among developing countries in having land-tenure systems that prevent poor
households from acquiring land and title, and building codes that are completely inappropriate for
how poor people build. However, stricter enforcement of these laws and codes in Kenya has
reduced land security and, as a result, has reduced the prospects for housing microfinance.
Perhaps the way forward for policymakers is not to modify or soften existing “preventative”
legislation, but to take the advice of one US congressman who in the 1800’s suggested that in
dealing with an ever-increasing problem of squatters on public and private land, Congress “instead
of legislating for them, we are to legislate after them” creating laws to match the realities
encountered on the ground?28,

2.2 Household Issues

The preceding components of the enabling environment restricted poor households in the process
of acquiring land and/or building a structure. However, even if land is available, a clear process for
achieving land security is in place, building codes are modified to allow for alternative
constructions, and political interference is minimized, a market for housing microfinance will fail to
emerge if households cannot afford the land and buildings they want to acquire or build. This issue
forms the core of the “household” issues relating to the enabling environment.

2.2.1 Affordability

Affordability of housing for low-income families is a function of the relationship between poor
households’ available income and the cost to acquire land, build a house, and install basic

services. Assuming that households acquire land through legal means—purchasing it from a
private party or the government, and pay the fees required to register the property—Table 4

27 Nairobi Situation Analysis (2001).
*% De Soto 2000
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provides examples of what it might cost a poor family around Nairobi for an average-sized plot

without access to services for some sample types of constructions.

Table 4. Examples of Land and Housing Costs in Nairobi and Surrounding Area

Type of Construction Land Construction | Additional Total
Purchase Cost Expenses
Price
IN NAIROBI
25' x 55' plot of land with 1 mud and wattle $897 $385 $118 $1,400
room and no services
25' x 55’ plot of land with 1 stone room and $897 $1,090 $163 $2,150
no services
25" x 55' plot of land with stone basic unit $897 $2,564 $339 $3,800
with 2 rooms and service connections
OUTSIDE OF NAIROBI
25' x 55' plot of land with 1 mud and wattle $256 $385 $89 $730
room and no services
25' x 55’ plot of land with 1 stone room and $256 $1,090 $134 $1,480
no services
25' x 55’ plot of land with stone basic unit $256 $2,564 $310 $3,129
with 2 rooms and service connections

The additional expenses column approximates the costs relating to the registration of the property
(4 percent stamp duty, 1 percent surveyors costs, and legal fees) and construction-materials
transport. Whereas the totals presented in Table 4 will vary from location to location, they provide a
useful benchmark for assessing affordability, especially when compared with household income.

In terms of household incomes, a survey of households in the Huruma slum (Planning Survey
Report 2001) on the outskirts of Nairobi calculates average income levels and monthly household
expenditures as indicated in Table 5.

By calculating how long it would take the average household outlined in Table 5 to pay for the land
and housing costs in Table 4, one can determine affordability. Assuming that a household
continues to rent and has on average $8 available each month for saving or loan repayment, it
becomes clear that even for a one-room mud and wattle construction outside of Nairobi, the family
would have to save for seven years before accumulating sufficient funds to complete this basic
purchase and construction. In terms of borrowing, a poor family with only $8 a month available for
repayment could not qualify for any loan at commercial interest rates (> 14 percent per annum) to
finance the complete construction of any of the housing options described above. This household
could only afford to borrow for a complete housing solution if loans with a 24-year term were
available at heavily subsidized interest rates (see Table 6).
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Table 5. Estimated Household Income and Expenditure in Huruma

Income / Expense Category

Monthly Income /

Monthly Income /

Expense in Ksh Expense in $
Household Income 5,000 — 6,000 $65 - $78
Food Expenditure 2,500 $32
Rent 700 $9
Transport 1,000 $13
Public Toilet Fees 200 $3
Water 250 $4
Total Expenditure 4,650 $61
Net Income 350 - 1,350 $4 - $17
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Table 6. Time Required to Save or Repay for a Complete Housing Solution

Construction Total Years Years Required to | Years Required
Cost Required Repay at to Repay at 4 %
to Save?® | Commercial Rates Interest
IN NAIROBI
25' x 55' plot of land with 1 mud and | $1,400 | 14 years Not Possible 22 years
wattle room and no services
25’ x 55’ plot of land with 1 stone $2,150 20 years Not Possible 57 years
room and no services
25’ x 55’ plot of land with stone $3,800 34 years Not Possible Not possible
basic unit with 2 rooms and service
connections

OUTSIDE OF NAIROBI

25' X 55' plot of land with 1 mud and | $730 7 years Not Possible 9 years
wattle room and no services

25’ x 55’ plot of land with 1 stone $1,480 14 years Not Possible 24 years
room and no services

25’ x 55’ plot of land with stone $3,129 28 years Not Possible Not Possible
basic unit with 2 rooms and service
connections

At first glance, Table 6 seems to indicate that an average poor household cannot afford to acquire
the land and build a one -room mud structure and, therefore, that the key obstacle in the enabling
environment for housing finance for the poor is not land, building codes or provider issues, but
affordability. This initial analysis seems to suggest that housing loans for a complete unit (land and
basic structure), offered on a commercial basis (>10 percent interest) are not viable for poor
households. This logic is often used to justify creating grant programs or subsidized-housing
programs for the poor. One should recognize that the analysis in Table 6 does not take into
account three factors that can affect affordability:

= Progressive Build vs. Complete Construction: All of the calculations in Table 6 assume
initial construction of a complete home.3% Poor households, however, typically build their
homes progressively. Although a family has insufficient income to qualify for a long -term
loan, they often can, as illustrated in the analysis below, qualify for short-term loans for
partial constructions.

29 Assumes annual real interest rate of 1 percent.
%0 |n fact, the constructions described in Table 4, with the exception of the two-room stone basic unit fall short of what is
generally accepted as the “minimum” unit of construction.
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= Replacing Rental Expense with Rental Income: Table 6 also assumes that poor
households require a completed structure before they can move to their property. In reality,
poor households often leave their rental unit to free up that monthly expense to investment
in their own housing asset, even if it means living in a temporary shelter on their own
property (see the NACHU discussion in Section 3 for an example of this). In addition, poor
households will continue to live in a temporary structure and build more permanent rental
structures for income. As outlined below, these common behaviors help to increase
households’ capacity to save or repay, making housing solutions more affordable.

= Reducing Land and Construction Costs: In addition to progressive building and eliminating
rental expenses, every $8 reduction in the cost of the housing solutions above reduces by
a month the time required for a household to save. Low-cost building technologies, such
as those developed by ITDG and discussed in Section 3, can lower construction costs.
Similarly, if land could be acquired and sub-divided more easily with fewer fees and
delays, the land component of the total cost might be reduced significantly.

The following paragraphs briefly illustrate how two of these factors can significantly change the
affordability equation for poor households and create possibilities for a housing finance market.

2.2.2 Achieving Affordability Through Progressive Building and Rentals

As illustrated in Table 6, financing a complete construction is beyond the reach of most poor
households. However, most households build their home progressively. Instead of several
thousand dollars, a family may only need several hundred dollars to get started. For example the
one-room stone construction outside of Nairobi highlighted in Table 4 costs $1,480 to build. With a
net income of $8, an average household would not qualify for a commercial loan and would have to
save steadily for 14 years to accumulate this amount. However, if the construction is divided into
parts, it becomes affordable. Through savings, poor households can reduce the time required to
finance land acquisition and construction of a basic stone room from 14 years to 9.5 years, if they
are willing to live in provisional housing on the purchased plot while they save for the
construction.3! Borrowing can further reduce the time required to achieve a basic, permanent
structure.. Borrowing $300 at 25 percent annual interest to purchase the plot allows a household to
move out of their rental housing immediately and use the reduced expense to repay the loan in
less than two years (23 months). The same household could then borrow $500 at 44 months to
partially construct a single stone room in which to live. At the end of the 44 months, a subsequent
loan for $680 at 58 months would allow them to finish the construction in just over five years. The
total time from initial construction to final loan repayment would be 10 years, four years earlier than
if they would have saved to purchase land and construct the same home. If the household rents
out the structure they can finish repaying the loan in less than eight years using the rental income
to repay the loan. Chart 2 shows these different options.

31 |f the household were to use alternative construction materials, the cost—and therefore the amount of time to save or
loan amount and term—would be less.
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Chart 2. Impact of Progressive Build and Rentals on Time to Acquire a Basic Dwelling
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These options may sound unrealistic at first, particularly the idea that a family would build a
structure and rent it out rather than inhabit it, even when they are living in provisional
accommodations. However, the authors witnessed many households pursuing these different
strategies during the field visit. Chart 2 demonstrates the economic rationale for doing so—a
rationale that becomes even stronger when households are forced to finance the construction
costs without access to formal financial services. Those who were able to overcome land and
property obstacles built progressively and developed rental units. A description of NACHU's
experiences in financing progressive land acquisition and construction in its Bellevue Resettlement
Project is provided in Section 3.

These experiences and the calculations presented earlier demonstrate that affordability is a relative
concept, entirely dependent on the types of products offered. If, for example, the only loans
available to poor Kenyans are for complete constructions, affordability becomes a limiting factor as
poor households’ incomes are insufficient to cover the monthly interest charges, let alone repay the
capital. If, however, the products offered are savings or housing microfinance loans, affordability
becomes less of an issue.
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2.2.3 Access to Basic Services

Poor households’ vision of their preferred home (and indeed the vision of international donors and
governments) includes access to these basic services. However, the government-run utility
companies in Kenya have, in recent years, stopped installing basic service connections and
infrastructure. As a result, individual landowners or groups such as land-buying companies must
pay the costs of installing basic infrastructure. For poor households, these costs are prohibitive.
Adding the cost of infrastructure provision to the land purchase and construction costs identified
earlier either makes the amount unaffordable for many households, or adds another significant
step in the progressive-build process (see Box 3).

Box 3. THE PROHIBITIVE COST OF PROVIDING BASIC SERVICES

In NACHU'’s Bellevue Resettlement, more than 140 families combined savings with loans
from NACHU to purchase a five-acre plot of land in an industrial sector outside of Nairobi.
Although the land had limited road access and no services, residents were willing to move out
of their rental units in the urban informal settlements, as one resident described, “...at least
here the land is our own. What we have here today is not much, but little by little we can
improve...and it is ours.” One of the challenges for the community is installing basic services.
The community must pay to have these services installed. The cost to connect the community
to the local water system and install a water storage tank, for example, would be
approximately $60,000 or around $400 per household just for a single spigot on a five-acre
plot. Of course, once installed the local utility will begin to charge the community for their
usage. NACHU has experienced similar issues with other services. Connecting another
NACHU resettlement community to the main road is expected to cost almost $70,000 or $110
for each of the 620 families served.

As outlined above, the obstacle created by the high cost of installing basic services is magnified by
the fact that the government requires a plot of land to have on-site access to basic services before
a title can be issued. Without title, the range of financing options is severely limited.

There is some hope, however, in terms of this issue. Communities with sufficient numbers and
support from advocacy groups have been able to negotiate cost-sharing concessions from the local
council. In addition, if communities have access to financing for the lump sum required to make the
initial infrastructure investment, individual households can use what they previously spent to buy
water from expensive vendors or to pay for use of public toilets to repay the community loan.
Returning to the average household presented earlier, they would have up to $7 a month available
to contribute towards repaying a loan that brought a pit latrine and basic water access to their
community. If these services are available to a community of 150 households, for example,
collectively they could repay as much as $1,050 a month. If the initial loan to connect to the water
system and build the pit latrines was for $30,000 at 20 percent annual interest, the community
could repay the loan in just over two years (27 months).
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2.2.4 Summary of Household Issues

Household-related obstacles in the enabling environment limit households’ ability to access
housing (structure, land, and services) and housing finance (loans and savings). Limited incomes,
particularly relative to the high cost of land, construction, and installation of services are a
significant obstacle to creating a housing finance sector for the poor. The traditional housing
finance approach of providing long-term mortgages for completely built homes cannot overcome
this obstacle. However, the failure of this approach does not mean that affordability is
insurmountable, or that housing finance for the poor can only succeed with large subsidies. Rather,
by responding to how poor households currently overcome these obstacles—by building
progressively and maximizing income generation from the assets that they have as they acquire
them—governments and financial service providers can provide appropriate services.

For governments and donors, these lessons can be applied to the housing and property issues
identified above. For example, could a land-tenure system be designed that allows poor
households to receive title on an undeveloped property provided that, within a reasonable period of
time, the family will upgrade the property to achieve a certain minimum standard? Could building
codes be designed to reflect the building practices that most poor households have underway?

Although the development goals of governments, donors, and others may be to house all poor
households in decent structures on their own land with access to basic services, it is important to
recognize that all of these elements do not necessarily have to be in place at once. In fact, it is
more financially viable for most poor households and their financial service providers to finance
these improvements progressively. Once households have a plot of land of their own, they have an
asset on which to build. Each additional improvement can be used to generate rental income,
create space for a microenterprise, or simply improve the quality of life for the family.

2.3 Financial Service Provider Issues

The third and final category of enabling environment issues for housing microfinance concerns
financial service providers. Assuming there is potential demand for housing finance, the question
then becomes: what providers can supply this demand? In an ideal enabling environment, many
different institutions, including banks, finance companies, or NGOs would provide flexible,
affordable, quality savings and loans products to poor households. Unfortunately, Kenya is a long
way from this ideal. The issues constraining the development of housing-microfinance options for
poor households can be summarized as follows:

= Financial Services Legislation and Regulation: Two legislative acts, the Banking Act and the
Donde Act, have a profound limiting effect on both the ability of institutions to enter the market
and the types of products they can offer.

= Lack of Providers: Only three formal financial institutions currently provide housing finance to
the poor, and in at least two of the cases, their coverage is limited to small projects in a few
geographic areas. The lack of competition reduces the pressure on these institutions to
innovate and improve their products and services. It also allows inefficient institutions to
survive.
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= Inadequacy of Existing Products: The products currently offered are generally inappropriate for
poor households, or unsustainable, or both. Without improvements, an active market for
housing finance for the poor will not exist in Kenya.

2.3.1 Financial Services Legislation and Regulation

In Kenya, there are three acts that regulate financial service providers: the Banking Act, the
Building Societies Act, and more recently the much-disputed Donde Act. The goal of these acts is
to create a framework for a healthy, competitive system with sufficient consumer protection, in
practice, however, the net effect has been to reduce the number of providers and reduce the ability
of those who remain to adapt their products and services to the changing market.

The Banking Act and the Building Societies Act established two categories of institutions that can
provide housing finance: mortgage finance companies and building societies. Currently five
housing-finance institutions exist. Two are mortgage finance companies (Kenya Savings and
Loans—a division of Kenya Commercial Bank—and Housing Finance) and three are building
societies (EBS, Family Finance, and East Africa Building Society). Of these five institutions, only
EBS provides housing finance to poorer households, and even EBS’ housing portfolio is directed to
the upper-poor to middle -income market. The limited involvement of other players is due, in part, to
the restrictions established by the Banking and Building Society Acts. These acts require that
mortgage finance companies and building societies only lend against “real” guarantees, that is,
mortgaged properties. Establishing a mortgage requires the borrower to have clear and legal land
title to a house that is up to code. As previous sections described, obtaining title in Kenya is difficult
or impossible for poor households, and the building codes are inappropriate for the kinds of
structures that poor households can afford to build or finance. Similarly, these acts explicitly
prohibit mortgage finance companies and building societies from financing the purchase of a plot of
land without a structure. These regulations effectively prevent institutions from financing the
progressive home construction that is likely to be undertaken by poor families.

The restrictions contained in these two acts profoundly limit institutions’ ability to serve the housing
finance needs of the poor. As management at both Housing Finance and Kenya Savings and
Loans expressed, “...we would like to expand the range of market that we serve, however by our
Charter we are limited in terms of what changes we can make. We simply can not accept
guarantees other than a house, we are not even allowed to accept a vacant plot of land.” In fact,
EBS, faced with impending bankruptcy in the early 1990s, chose to test the limits of these
restrictions in order to expand its potential market (see Box 4).
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Box 4. THE FALL AND RISE OF EBS

The Equity Building Society (EBS) was established in 1984 as a building society. In the mid-
1990s, EBS and most of the 25 other building societies in Kenya were on the verge of
bankruptcy. Their charters restricted them to lending for mortgages secured by liens on
freehold or leasehold title. Given the difficulties in obtaining title, the potential market for this
product was limited and became even more so as inflation skyrocketed to 156, then 180
percent and Government Treasury bills reached 83 percent. Even those households with title
were not interested in a mortgage at more than 90 percent interest. While virtually all of the
other building societies closed their doors, Equity Building Society chose to flout the laws
governing building societies by offering more traditional microfinance loans for business
development, agriculture, personal/consumer purposes, school fees and medical bills, and
asset development.

Today, EBS is the largest microfinance institution in Kenya in terms of active clients,
outstanding portfolio, and asset base. As of April 30, 2002, EBS had an outstanding portfolio of
$13 million and 20,492 active clients and recently received an “A” rating from the Central Bank
of Kenya. While it is still registered as a building society, it now operates as a regulated,
private, for-profit microfinance institution capitalized by shareholder equity investments and
deposits. If EBS had not chosen to break out from the restrictions established in its charter, it
would not be in operation today. However, EBS’s survival has not significantly increased the
supply of housing finance for the poor. For housing, EBS continues to offer only a traditional
mortgage loan affordable only to middle -income households. Mortgage loans make up just 6
percent of EBS’s portfolio and 6 percent of clients.

The Central Bank Amendment Act, more commonly known as the Donde Act, has introduced
further constraints into the housing finance market. Passed in 2000 as a populist response to the
high interest rates charged by commercial banks, mortgage companies and building societies, the
Donde Act attempts to regulate the terms and conditions under which these institutions can lend.
The act sets the minimum rate to be paid on savings at 70 percent of the government T-Bill rate,
and the maximum interest that can be charged on loans at the T-Bill rate plus 4 percent. In
addition, the total interest paid over the life of a loan cannot exceed the original capital borrowed.
The intent of this legislation is to push lenders to reduce rates, and make loans more affordable for
poorer households, while making savings more attractive as an investment opportunity. The Donde
Act has not yet been implemented because the banks are challenging the act in court. However, its
effect on the market is already being felt as banks and mortgage companies have begun to comply
with the act in case the court challenge fails. Institutions have tightened their lending requirements
focusing on only the most “creditworthy” (read: wealthy) borrowers and have stopped making loans
with terms greater than seven years, since this would result in total interest costs exceeding the
original principal, in violation of the Donde Act (see Chart 3).
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Chart 3. Impact of Donde Act on Loan Terms
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At the same time, these institutions are increasingly choosing to reduce the funds available for
housing. As ore branch manager at Kenya Savings and Loans described: “The Donde Act limits
my spread to 6 to 8%, but currently loan losses due to defaults on my housing portfolio are greater
than this spread. So why would | invest my funds in such a risky, negative return business? | would
rather take the guaranteed spread that | can earn from investing people’s deposits in government
T-Bills.”

While there are clearly problems with inefficiency and poor credit analysis in the Kenyan financial
sector, the Donde Act, if implemented, would not resolve these problems. Rather than reducing
costs or lowering rates to meet Donde Act requirements, most lenders seem committed to reducing
lending, exacerbating the problem that the act was intended to solve in the first place, particularly
for poor households.

2.3.2 Number of Providers

With all but one of the mortgage finance companies and building societies having been legislated
out of providing housing microfinance, and the one remaining, EBS, with only 2 percent of clients
and 6 percent of active portfolio in housing, where can poor Kenyans go for to finance the
progressive development of their homes? The primary alternatives are MFIs and cooperatives.

K-Rep Group, through its development department KDA, is pilot-testing a housing-specific loan
product. At the same time, the NACHU encourages and supports housing development through a
variety of activities including housing construction and improvement loans. (Section 3 provides a
more detailed description of these programs.) However, to date these programs have not
developed sufficient scale. KDA's program has 41 active borrowers, while NACHU has only several
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hundred. Relative to the housing deficit identified earlier, this represents a miniscule share of the
total market.

While the various constraints identified in previous sections play a role in limiting the supply of
housing microfinance, they are only part of the explanation. Most of K-Rep Bank’s existing
microenterprise borrowers probably want access to loans for housing. Yet, after five years, KDA's
pilot project has reached very few of them. While some of this may be attributed to difficulties in
acquiring land, building code issues, problems with affordability, etc., it seems likely that, if K-Rep
faced competition for its microenterprise clients, it would have found ways to overcome these
obstacles and expand its housing -finance offerings. In short, this overall lack of competition leaves
no incentive for the few existing housing finance providers to innovate and expand the accessibility
of their products to the poor.

2.3.3  Adequacy of Existing Products

“We've heard of Housing Finance, East African Building, Equity,
Family Finance, but we've not really followed up seriously on their
terms and conditions. You know you have to have money first before
you start talking to them.”

-- Focus Group Participant

In addition to the dearth of institutions providing housing finance, the terms and conditions of the
available products tend to disqualify poor households. Highminimum-income require ments, strict
guarantee requirements, and additional fees and expenses put traditional housing finance products
beyond the reach of poor households. Under these conditions, a client would have to have an
income of at least $1,000 per month to qualify for a loan (see Table 7). Thus, even for those
households that have overcome housing and property obstacles, there are few housing-finance
options available. The options that do exist are generally unaffordable.
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Table 7. Key Constraints of Existing Mortgage Products

Category Constraining Conditions32

Use of Funds = Loans only available for complete construction of structures
that meet building codes on land with clean title (implies on-site
access to basic services). Estimated minimum value of such a
home = $25,000.

Income Requirements = Will only consider formal employment income or income of a
registered company with audited financial statements.

= High estimates of monthly family expenditures ($512 per family
unit per month for KSL) used in determining income available
for loan repayment.

= Will often only consider income from the primary income earner
in the household.

Loan-to-Value Ratio = Loan can only finance 60 to 70 percent of the total cost of the
home.

= Maximum loan amount should not exceed three times the
borrower’s annual disposable income.

Guarantee Requirements | = Liens on freehold or leasehold title are the only guarantee
option permitted, with the applicant paying all processing fees

Additional Fees and = Property and life insurance on the borrower (not available for
Commissions non-permanent structures): 0.3 percent of loan amount.

= Stamp duty and mobilization fees: 6 percent of the loan amount
(for property registration and bank administration)

= Legal and other fees: $600 - $900

It should be noted that EBS is trying to innovate by going down-market with housing loans. It is
working with a developer on a low-income housing project in Thika, which is a small town northeast
of Nairobi. The developer has identified a 12-acre plot on which it proposes to develop
prefabricated houses for KSH $3,800 to $6,300. EBS would provide the mortgage financing. The
developer is currently seeking construction financing for this project.

Virtually all of the institutions, from Housing Finance to NACHU, 33 claim not to have attempted
further product innovation because of a lack of access to long-term, low-cost funds. If only, they
argue, donors would provide access to this sort of funding, they could provide more accessible
products to poorer households. It is clear that access to medium- and longer-term sources of funds
is a prerequisite for the widespread growth of housing finance. However, lack of access to long -

32 source: Interviews with Housing Finance, Kenya Savings and Loans and EBS, NSA 2001.

% K-Rep is a notable exception here.
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term funds is not the only factor limiting product innovation. Microfinance and housing finance
institutions also need to take more responsibility for developing and demonstrating new
innovations. Perhaps with more clearly successful results from pilot tests, more donors would be
more willing to commit long -term funds to scale-up a new product.

234 Summary of Financial Service Provider Issues

The existing financial services legislation and regulation in Kenya, albeit intended to ensure
financial discipline, impose an unnecessarily strict system, specifying which institutions can provide
which types of products to which types of customers. This is based on a limited view of how
residential housing construction occurs. It assumes two primary means of housing construction: 1)
developers acquire big tracts of land, build houses, and then sell completed houses to individual
buyers; or 2) individuals acquire their own plot of land and build complete homes on that land.
Financial services are designed to support these two kinds of construction. Commercial banks are
permitted to lend to developers over two to three years to allow them to get through the
construction phase. Mortgage companies and building societies are permitted to provide long-term
mortgage loans to individuals to purchase units from developers, or less commonly, to build their
own complete units.

The framework that the laws establish is sorely removed from reality. The reality is that poor
households most often acquire land without title through squatting, inheritance, or subdivision, and
progressively build structures and add services as they acquire sufficient capital. Such variations
and improvisation actually require corresponding innovation in housing -finance products. However,
such changes are only possible with flexible legislation and regulations—that do not rigidly define
who lends to whom on what terms and conditions. The problem with such regulations is that they
have reduced access to financial services, rather than protecting the interests of the publ