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ABSTRACT

The UN-Habitat (2011) noted that real estate dgraknt in most emerging economies
in Africa face a dilemma following the inability tadequately finance urban shelter,
amidst a dire need and ever-increasing demand dasihg. Mortgage loans and real
estate financing is very important in housing irtireent as in most cases it is the key for
making a transaction feasible and profitable. Adoay to Marcum, & Goddard (2012),
the real estate sector experienced a great expamstbe years 2002 to 2007 due to low
cost of mortgage finance worldwide, which encoudabeme ownership. According to
UN-Habitat (2009), home ownership has become afgignt measurement of economic
health in USA and Australia with almost 63% and 488fome owners acquiring their
homes through mortgages respectively. The situatidwairobi is no different from that
of African emerging economies. Little informatios available concerning the role of
mortgage in housing development in Nairobi, whaisthe same time the availability and
access to mortgage finance is limited. It is agathss background that this study
undertakes to determine the effect of mortgagentiraon development of the real estate
sector in Nairobi County. The interest of this esh is to establish opportunities for
growth in housing in Nairobi through the availatyiland access to mortgage finance.

The study was conducted as a descriptive surveg.taitget population consisted of 33
licensed mortgage lenders in Kenya. However, datlable was for 25 mortgage

lenders which were sampled through the CBK whemregate values of mortgage were
obtained for the period 2008 to 2012. Collectiondata was done by way of in-depth
document analysis guide. The researcher editeccanied the data into the SPSS. Both
descriptive and inferential statistics were usedatwlyze the data. In descriptive
statistics, the researcher used mean and standaiatidn; while in inferential statistics

multivariate regression analysis was used to deterihe relationship between variables.

The study found that the average of house unitsh®25 sampled mortgage companies
as extracted from the financial and annual statésnedicated an upward increase over
the 5 year period, with the highest being 3,2202012. In addition, the standard
deviation depicts a variation in number of housdésubuild annually. The study also
found that, the averages for annual housing lolosaded by the 25 sampled mortgage
lending companies rose from 5.70 to 5.97. It i® agident that the sampled mortgage
lending companies extended almost the same amdurdnoual housing loans as the
standard deviation is so small (less than 1) dewgianinimal variability. The study also
found that, from the annual averages of the 25 gaget lending companies, it is evident
that annual number of house units built increased imcrease in the amount of annual
housing loans allocated. The key finding of thedgtwas that, there is a positive
relationship between annual number of house uriitd kand annual housing loans
allocated. In conclusion therefore, the move by ni@tgage lending firms to allocate
more housing loans to real estate developers ggnify influences the number of
housing units developed in Nairobi County.



CHAPTER ONE: INTRODUCTION
1.1 Background of the Study

According to UN-Habitat (2011), the real estate elegment in most emerging

economies in Africa is faced by a dilemma resultirgnm the inability to adequately

finance urban shelter, amidst a dire need and iecezasing demand for housing. As
such, there has been a rise in poverty in thescrainly in developing countries in a
process referred to as urbanization of povertys Tiais led to influx of cities in search for
better lifestyles causing growth of slum areas. d¥heless, the cost of housing has
accelerated in the past few years; a situation iaathad considerable implications for
the desire of home ownership, and has consequantigrmined development of the

housing sector.

The issue of mortgage loans and real estate fingnis very important in housing
investment as in most cases it is the key for ngakitransaction feasible and profitable.
African economies are waking up to the fact thattgemes are becoming an attainable
reality for transformational potential home ownapsiHowever still, in many of these
economies, housing finance remains underdevelopsyite its recognized economic and
social importance. The low levels of lending refléde small numbers who can access

mortgages because of affordability and availabdsystated by Noppen, (2012).

In a distinct comparison, mortgage lending in degetl countries is at an all-time high,
to encourage increased home ownership. Continuffogseare being made to extend
mortgage opportunities to the ordinary people. Adicwy to UN-Habitat (2009), home

ownership has become a significant measure of ecmnbealth in USA and Australia



with almost 63% and 45% of home owners acquirirgjrthomes through mortgages
respectively. This is adequate attestation of tigeificance housing finance plays in

developing the real estate sector to be a prodeictwmtributor to the national income.

The situation in Nairobi is no different from that African emerging economies. Its
economic development has been on a slow but steselySuch development has been
observed in the growth of the Banking sector witl increase in the number of banks
across the county with agent banking in almosteathtes. The city suffers a desolate
housing situation amidst an increase in demandhfrsing occasioned by economic
development. Such demand is further stimulatechbysteady growth of the middle class
owing to the advancement in trade, education amdibg. There is also an additional
anticipated increase in demand for housing prombpyetihe integration of the East Africa

Community, and the awaited completion of the onga@anstruction of highways.

Regrettably still, little information is availableoncerning the role of mortgage in
housing development in Nairobi, whilst at the same the availability and access to
mortgage finance is limited. It is against this kround that this study undertakes to
determine the effect of mortgage finance on theslbggment of the real estate sector in
Nairobi. The interest of this research is to esshbthe opportunities for growth in

housing real estate in Nairobi through the avdilgtand access to mortgage finance.

1.1.1 Mortgage Financing
The concept of mortgage financing entails the medey which a person or an entity
buys either a home or a marketable property dewdignaking the full payment in

advance. However, it requires one to put forwanthes@quity, while the funding entity



finances a fraction of the intended project. Theams that one will need to save up some
money for the requisite deposit, forming equityafiging. Depending on the amount of
loan funded, one will be required to make montlefyayments to the financing institution

for the mortgage so granted (Kuria, Gachari, Od&nslyvuria, 2013).

The term mortgage refers to a loan secured by lbassats or property through the use of
a mortgage note which acts as a proof for the eéxcst of the loan and the encumbrance
of the real estate through the granting of a mgegahich acts as a collateral for the
loan. The mortgagor is entitled to pay the mortglga with an interest in addition to

the principle amount. The two common types of magtgloans are fixed rate mortgage
loan and adjustable rate mortgage loan. A flat otiaterest is applied for the fixed rate

mortgage loan while for the ARMs loan, adjustmesmts made to the interest rate at

given intervals. (Harris & Friedman, 2006).

There was a high demand in housing in the 2003sggtmi the 2000s resulting from low

rates of mortgage finance. As such, people with Ineome could afford to obtain

mortgage to build houses and others could affordoudd expensive homes since
mortgage loans was easily accessible (Sirota, 20083 continued to 2007 when there
was a financial crisis that affected the mortgagtstry when they handled nearly half
of all loan originations each year. This resultedhte merging of the mortgage financing
industry and the increasingly fundamental role@mhmercial banks as housing mortgage
originators currently. As a result, commercial baukiginated 51 percent of mortgage
loans by the end of 2009. In addition, mortgagekérs exist in the market acting as

agents for the large mortgage lenders (Baker & \&hegl, 2012).



1.1.2 Real Estate Development

According to MBAA (2002), Commercial real estatsets are continually bought, sold,
developed and redeveloped. This makes real esta¢stment one of the nation’s most
active and important business activities. Individuare waking up to the need to own
homes around Nairobi with others buying homes atearly age as a worthwhile
investment. However, the challenge of home ownprebs been occasioned by shortage
of land with people being issued with fake titleeds, and government interference that

has seen demolition of people’s homes.

Merrill et al, (2006), in a report prepared for @Photed a number of positive
developments in the housing market over the pastyiears in Kenya. Despite the fact
that the housing market for upper-and-upper-midiieome earners in Kenya is
becoming more dynamic, there is huge and mountapg gpproximated at 150000 units
per year- between existing supply and the totalireqment for housing in Kenya. A
survey of real estates in Meru Municipality by Mas$2011) on factors influencing real
estate property prices designated that real eatateunts for a big percentage of wealth
and it is multifaceted. Prices are determined leyftinces of demand and supply. Though,
for some other reason it may be determined by dibrees. The real estate market is

distinguished by more or less predictable cycldsanfms and busts.

1.1.3 The Relation between Mortgage Financing anddyelopment of Real Estate
According to Marcum and Goddard (2012), the re&htessector experienced a great
expansion in the years 2002 to 2007 due to low obshortgage finance worldwide,

which encouraged home ownership. The central bamkgted lending through low rates



of interest and commercial banks were enthusiadimut giving loans. Unfortunately,
this went down during the 2007 and 2008 globalrfomal crisis which affected the world
economy. There was a crash in the real estate rsastanvestors were left holding
property with no one to purchase as the mortgatgeast rates had gone high and people

could not afford the loans as before.

Okonkwo (1997) affirms that finance is one of thssemtial inputs into housing
production. Therefore, the level of financing isedily related to the level of real estate
development. Looking at Nairobi, the housing se@aat a critical precipice, given that
there is an ever increasing demand for housing straigrim housing situation. Mortgage
finance is key in resolving this situation, in &/aivhose economic conditions are looking
up. The research will aid in precipitating the rofemortgage finance in the development
of the housing sector, as well as in the developnoérthe Housing Finance Policy

Framework for Nairobi.

Mortgage finance has been the number one reasqiepare able to afford homes. The
challenge has however been high mortgage rateslaukd of information to many
individuals occasioned by ignorance. The mortgageket in Kenya currently has
Thirty-three mortgage lending institutions withdivenders dominating the market, that
is, Housing Finance, Kenya Commercial Bank, CFQl8ta Standard Chartered Bank,
Barclarys Bank which lend Sh25.8 billion, Sh18.1lidm, Sh8.8 billion, Sh7.7 billion,

and Sh4.4 billion respectively, in 2011 (The Skday 30, 2012).



1.1.4 Real Estate Industry in Nairobi County

Scholars have divided the real estate sector iatmdl and informal with its market
presenting a peculiar complexity with three autonambut associated markets connected
to the economy. These markets include the spaset asd development markets which
solely portray market arenas where trading takeepknd prices are determined through
the interplay of demand and supply. The space mhak&ils the interaction of the
demand by residential property users with currémtksof space which is made available
by landlords. This predicts the patterns of remis the level of occupancy with vacancy
clearing the market (Geltner, 2007; Keogh, 2006gHuL997; Ubale, Martin & Wee,

2013).

Nairobi has been one of the cities in Africa fufl activity with real estate forming a
bigger part of investment. However, there has heerease in slum population where
people are not able to finance their houses andatafford better lifestyle. Land issues
have also led to increase in conflicts with sonmeees of land going un-developed due to
land disputes. Building of real estate in Nairolsishbeen majorly by individuals or
groups with the commercial sector lagging behiné tlu uncertainties and challenges
including speculation, in-availability of funds, tedals bias, volatile economic

environment and delays (Noppen, 2012).

Noppen, (2012) asserts that the price for housingairobi has drastically increased due
to the increased demand for housing with limitepppdyr He further states that,
apartments in Nairobi are currently priced at KEE58M (USD 136,000), being an

increase from 5.2M (USD 61,000) in December 200@hHliemand has seen the rise in



property prices and with KES 2M (USD 23,000), omamrot afford a house which the
low income earners cannot even afford. The impmwurirastructure in Nairobi with the
construction of Nairobi-Thika super highway and éimgoing Eastern by-pass, is creating
more demand for real estate’s hence creating memeadd for mortgage finance. There
are several office blocks up coming in Nairobi mo$twhich are financed through

mortgage loans, hence enlarging the mortgage marRédirobi.

1.2 Research Problem

Research b¥reire, Ferguson, Lima, Cira and Kessides (200ghllghted that legal land

development for low-income households has driedmig in the process of drying up in
many developing country cities. For example, in igeAires, the formal submarket for
sales of individual lots in monthly installmentsltov-income households was important
from 1950 to 2000 (World Bank, 2006), but has deged since then. The mounting
pressure on urban land has accelerated the ris$®using prices, and made housing

markets mostly dysfunctional in many major metrapal areas of developing countries.

Research by Monsod (2011) stated that a function&ad estate market is one where
households can translate their hypothetical denfandjuality housing into valuable

demand at market prices, and where the supply o$ihg is reactive to that demand.
Housing, unfortunately, is prone to significant kedrfailures, especially noticeable at
the bottom end of the housing market. On the sugidky, investments are relatively risky
due to the ‘irreversible’ nature of housing, inhr@rancertainties, and the long gestation

periods involved in its production. Without a coetgl set of insurance markets to



intervene these risks, private markets tend to mundeest in new construction,

maintenance, or upgrading giving rise to neighbodhdecline, slums or segregation

There is also the problem of slow adjustment in hloeising system, manifested by
market prices adjusting much more rapidly than ttias, among others. Large
populations in the city live in informal settlemerwhich are congested and lack basic
services such as water and proper sanitationuatsih that has been exacerbated by the
slow growth of housing development in the area. [&/this is the case, real estate sector
development as is dependent on the ability to teanome expansion, can be largely
attributed to the inability to access mortgage rice in addition to the challenges

encountered in availing such finance (Noppen, 20I¥-Habitat, 2011).

The disconnect between demand for real estate giyopead its supply capacity by
investor-developers, with the actual growth levaigshe real estate industry despite the
existence of mortgage is a cause of alarm; a fdgtlwjustified the purpose of this
research. The questions that begged for answensfoine were: What level of financing
through the mortgage market is enough to propdlestate development? What is the
size and growth rate of the mortgage market? Id¢gage finance readily available to the
property buyer? Are there factors that inhibit thecessibility to mortgage? These
guestions represent controlling variables whereupanswered would provide solutions

increasing the level of real estate development.



1.3 Objectives of the Study

The objectives of the study were:
I.  To ascertain the level of growth of mortgage mankédairobi county.

ii.  To determine the effect of mortgage finance on estdte growth

1.4 Value of the Study

The research is of significant importance to maggginancing institutions as it provides
recommendations to the Central Bank, commerciak®amd other mortgage lenders to
explore better ways and means of improving avditgtand access to mortgage finance.

This would best be done by providing mortgage |agreffordable interest rates.

Further, the study aids the Kenyan government ohetstanding the contribution of the
real estate sector in its overall economic growthis foster implementation of policies
that reduce mortgage interest rates in order tmpte funding of the real estate sector as
a fundamental investment project. In addition, $fedy advices that a law be passed
where Kenyans can’t build their own homes unlesy tho through real estate developers
like it is done in the developed countries. Thid vaduce on the risk of nhon-occupancy
where developers have got stuck with houses becauswdinary Kenyan thinks it is

cheaper to build their own house rather than pwelh@mes from property developers.

The study is of benefit to investors as it providelvice to real estate investors on the
importance of mortgage in financing their investtserin addition, the study advices
investors on the demand levels for housing henee @n opportunity for further

investment.



Nevertheless, the research add to the existingalitee and provide background
information to research organizations and scholdrs will need to carry out further
study on real estate financing as a key area dewedat. For instance, a research on
SWOT analysis should be conducted on the housmandie situation in the country,
using lenders (financial institutions) and borrosvsrivate estate developers/companies)
to ascertain how housing finance in the countrgharacterized by problems associated

with risk, information, fund availability and govenent’s policies.

Finally, the research impacts on households’ degssconcerning financing for housing.
It provides more information on the availabilitydaaccessibility of mortgage finance and
the importance of the same in securing a home. sthey further advocates for low
interest rates on mortgage which would encourageomng and in turn promote

housing development.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

This chapter seeks to explore more on the liteeatigsociated with the main areas of
interest in this study. These areas include; the afsmortgage finance to fund real
estates, availability and accessibility of mortgéigance, and availability of information
in the market with regard to mortgage finance. Thapter looks into various theories
that have been studied by earlier researchers @ralass, highlighting their approaches
and findings in the above areas. The first sectbrthis chapter covers a theoretical
review and work of earlier researchers while theosd part of this chapter will show the
empirical evidence showing results of earlier redaas. The final bit will be to bring out

the research gap in this area of study, and hdrme the need for the study.

2.2 Theoretical Review

2.2.1 The Theory of Financial Leverage and OptimaCapital Structure

Financial leverage is the notion of using debtundf an investment. Basically, projects

are financed by the use of debt and equity inclyideal estate projects. The best way to
show financial leverage is by looking at the r@aship between the return in general on
the project and the return on equity. For instamceertain real estate asset providing a
12.5 percent return. Meaning, the annual afterctesh flow is 12.5 percent of the cost of

the asset.

11



Where the asset is financed by all equity, therreta the equity investor is equal to the
overall return on the asset, 12.5 percent. Whetdebd can be taken at a favorable rate,
that is less than 12.5 percent, it can be usedharece the return on the equity. A portion
of an asset that gives up 12.5 percent is finahgeldwer cost debt, the difference going
through to the equity holder. This is to mean thatprable financial leverage will result
in an equity yield greater than 12.5 percent. Uafable financial leverage will occur if
the cost of borrowing exceeds the return on thestment, resulting to a decline in the
return on the equity, resulting in a financial rigiccording to this theory, the investor’s
equity position increases with leverage, hence ithelevance of capital structure.

(Clauretie & Sirmans, 2010).

According to Deng (2009), USD 560 billion of resitial property was sold in China, up
by 80% from the previous year before constitutingeanendous rise in construction,
lending and speculative buying. Nationally housiage by close to 200% in 2009. With
the high prices and clear indication of enthusiaserywhere, developers are scrambling
to build more mansions, villas and high rise apartts. Further, the study indicated that
an investor in Shangai bought 54 apartments inglesday in 2009, a villa sold for USD
30 million in 2008 and in December a consortiundevelopers paid more than USD 3.5
billion for ahuge tract of land in Guangzhou: arportant trading centre as well as a busy

port and the capital city of the province of Guamglo

12



2.2.2 The Theory of Financial Intermediation

Allen and Santomero (1999) argue that, Capital etairkperfections form the basis for

understanding intermediaries; that is, transaatiosts and asymmetric information. The
main reason for the existence of financial interraeés is risk management, liquidity

and credit evaluation. These financial intermedminclude commercial banks, mutual
savings bank, savings and loan associations amdnkurance companies. The financial
intermediaries act as a link between supplierainti§ (the depositors) and borrowers of
mortgage loans. They also help distribute funda imation by transferring funds from

those parts that have surplus to the areas thdttodsorrow (Coles & Boleat, 2012).

A qualitative research done by Ibem (2010) on ttsessment of the role of government
agencies in public-private partnerships in housietjvery in Nigeria revealed formal
partnerships between government agencies and canaingrivate housing developers to
be the prevailing type of PPP housing provisionbligeria. However, this exists also in
other countries and relies on negotiations, MOU Bhés between the partners and is
centered on dealing with the needs of the middk leigh income instead of the low
income earners. Data used in this research wadnebdtdrom oral interviews and
secondary sources and was presented and contdysiarzand descriptive statistics were
applied respectively in the data analysis. Pergastand tables were used in describing

and presenting the data.

According to this theory, mortgage finance can ohb obtained through financial
intermediaries due to the risk involved in direotrowing. This is because; the financial

intermediaries can assess the viability of projaotde invested in as well as their

13



location and advice investors accordingly. They dtok at the credit position of the
borrower before advancing the credit to minimizeesaof default in payment. Therefore,
financial intermediaries have established sometsinieasures for borrowers to ensure

that depositors’ money is put into most useful @ctg that yield a reasonable return.

2.2.3 Portfolio Theory

This theory states that, “when assets are comhlméatm a portfolio, the expected return
on the portfolio will be equal to an average of theected returns on the individual
assets, weighted by the relative amount of eacktdssluded in the portfolio.” A
portfolio of several assets has expected return exmected risk (as measured by the
variance in returns). A portfolio helps in redudtiof risk that is present in an individual

asset, without a sacrifice in expected returns.

There is a greater benefit in diversifying througrtfolio construction of real estate
assets. Properties of different types (hotels, h@uses, office building, and farmland)
and/or different geographical regions are combiftgdnaximum benefit. The greatest
reduction in risk is through geographical diversifion, where regions are defined in
terms of their economy (Clauretie & Sirmans, 201®owever, this theory to a large
extend favors large investors and not individudike life insurance companies and

pension funds as a lot of capital outlay is reqlire

Messah (2011) employed a descriptive survey ainte@raviding a picture of the
relationship between the income of the real estateers, demand of real estates, and the

location of real estate properties, and the extnithe realtors contribution on the real

14



estate prices. The research targeted real estaterswowning commercial houses.
Questionnaires were used in data collection whala dvas analyzed by use of SPSS to
obtain descriptive statistics. The results of thelg revealed a correlation between real
estate prices and income of investors. On the agntthere was no association found
between the location of the real estate and itsepiHowever, price was found to be

related to demand of the real property.

2.2.4. Efficient Market Theory

This is the conception that an assets trades inaegkeh where its value reflects all
available information about that asset. As such, dbset is priced “efficiently” in the

sense that no one individual is able to trade enbidsis of information available to all
other market participants and in the process makess returns. The concept of an
efficient market prevents an investor from takindgvantage of information that is

generally available to all investors to make abrarmeturns. However, market

imperfections, asymmetric information and the hiigled cost of small scale lending do
exist leading to market failures which are a priynegason for poverty and financial

market failures (Stiglitz, 2006).

Ebrahim (2009) in his research, sought to estabéisframework to increase the
affordability of formal housing. His motivation wéssed on ad-hoc practice of clans in
Oman to fund the purchase of houses for their poethren by use of interest free loans.
He remarked that, an informal financial system #mth on funding homes through
mitigating adverse selection, moral hazard, adrratise costs and transaction costs is

likely to promote development by providing acces$inancial services to many who are
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shunned by the formal system. This is in agreemaht Emmons and Mueller (1997),
Buijs (1998), Hart & Moore (1998) and Smets (2000allier (2003) also affirmed that
informal finance systems prevails for the reasat thresolves fundamental problems

that are not handled accordingly by most finansyatems in developing countries.

2.2.5. Agency Theory

Also known as principle-agent theory involves tise of game theory to the analysis of a
particular class of social interactions. In thisesaone individual (the agent) acts on
behalf of another (the principal) and is requirecgtlvance goals of the principal. In this
sense, the agent is entitled to negotiate on belhalfprincipal or bring the principal into
a contractual relation with a third party. Howevtttese relations results in to agency

conflicts due to conflicting objectives of the iadiual parties.

The theory of the firm explains how the conflictialgjectives are brought to equilibrium
in order to yield profit maximization. Neverthelesgiency theory has its shortcoming in
that, the relationship maybe used as an excusarfethical conduct, as agents seek to
avoid responsibility claiming to be following ordeor serving the client (Boatright,
2010). This therefore brings out a challenge inugatg mortgage finance as it is likely
to result in to higher transaction costs. It alesgs the question of the effectiveness of

mortgage brokers.

Mortgage is the most prevalent method of borrowimgthe purchase of real estate the
world over, a fact that makes critical the accabibto and availability of mortgage

finance to the development of housing and reakesfaresearch by Fang and Jie (2008)
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showed that the Chinese real estate market has asideificant progress since 2008, as
a result of economic reforms that lead to home etaliberalization. This has seen
expansion of home mortgages loan which has bectmmeitimary financing tool for

Chinese citizens.

According to the People’s Bank of China, the batan€ home mortgage enlarged by
more than 20 times, from 126.0 billion yuan in 198929.83 trillion yuan in 2008.
However, the challenge highlighted was increasiogsk prices due to development of
home mortgage service, whereas the income of ttizems remained constant. A
Research Publication by Thomas (2009) suggests that advancement of
industrialization, trade and international trademarted by cheaper transportation in the
19th century led to the emergence of large urbapoulations, in Europe and North
America. It highlights the case of the USA whiclegents the best example of a country
whose enlarging economy was rapidly fueling demfandhousing through the escalation

of immigrants, growth of industrial employment aslias rapid urbanization.

2.3 Relationship Between Mortgage Financing And RéaEstate

Development

Okonkwo (1997) affirms that finance is an essert@tributor in housing production
and that the main issues are sustainable avafiglafifordability and accessibility. With
increase in urbanization, there is a greater neadcrease housing to accommodate the
rising population. Mortgage finance facilitatesagter growth in housing which caters for
the need of the increasing population. The accesant tapping suitable sources of

funding, by individuals and institutions is centtalrealizing their home ownership and
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investment decisions. Nevertheless, the amortizattd mortgage loan makes it
affordable to many borrowers who buy or constrbetrthomes and repay the loan over a

longer period of time without having to repay imlp sum.

According to Kolbe, Greer & Rudner (2003), an apprated one third of all mortgage
loans are made to fund new housing constructioryThrther state that housing is a
sector in the industry in which value is createts. fole in the overall economic
development cannot be over emphasized. Lorimerg2ated that financial institutions
invested profoundly in urban improvement in Canddas was marked by an increase in
the number of mortgage loans over the years onestate with most of it being urban
real estate. There has also been a rise in conopeby banks and other mortgage lending
institutions in advancing mortgage loans. This magroved accessibility of mortgage

and lead to development in housing as stated byr€tia@ and Sirmans (2010).

Tirtiroglo (1997) asserts that private investore ahort of adequate equity funds to
finance their development and especially real estdtich require a large capital outlay.
They thus turn to mortgage financing for fasterelepment as an investment that would
bring them returns after a certain period of tidavid and Zhu (2004) emphasized the
role of mortgage financing to real estate develapniy funding construction projects,

purchase of land and existing buildings, financamgnpanies t at they may fund real
estate and lending to non-financial firms basedeah estate collateral. Herzog and Early
(2000) further states that mortgage financing reenkoehind the remarkable growth in

the real estate sector in the USA.
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According to UN-Habitat (2009) acquisition of homasUSA is a momentous measure
of economic health. Majority of the homes are agpithrough mortgage finance which
is the most common source of financing real est#eelopment. This is further
supported by Kings (2006) who emphasized housiragsaere of wealth which can allow
owners to develop housing and non-housing actsvitiehe housing stock which is a
valuable asset can thus be used as security for lnans hence promoting development.
Boleat (1982) observed an increasing trend in $eae of mortgage loans over the years
especially in Australia. This resulted to a positidevelopment change not only in the
housing sector, but also in the State economy.viddals and developers obtained

mortgage loans for construction of new houses achase of already built houses.

Kings (2006) stated the role of government in tegufation of the mortgage finance
industry. He further explained that the need foregoment to regulate housing finance is
due to the expensive and valuable nature of housmigiorgetting the limited supply and
high demand. Thus, the government regulates th&eanhanrough interest rates, rent
controls and regulating standards which impose scast property-owners. Despite
government regulation, Kings (2006) concludes bgtirsgy that, housing finance
accomplish an extra specified purpose which isuargntee a housing scheme that offers

guality and access to households.

2.4 Empirical Evidence

The various researches revealed mortgage finand® tthe most prevalent source of
funding for real estate development as indicateérdnyg and Jie (2008). A critical factor

in the housing policy framework is the provision lofv cost housing. However, as
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concerns are raised regarding the availabilityoe¥é cost housing by local developers,
investors as well as households concerns themselitbs availability of finance to

purchase these homes. Increase in industrial emm@ol/raises the demand for dwelling
houses and the mortgage market in North AmericaEamdpe has evolved into an active
mortgage market in the world which many other coasthave tried to replicate to
support the growth of home ownership across thddwespecially after the 1930s great

depression.

Research studies by Tomlison and Mary (2007) shothatl the urbanization that is
taking place in Sub-Saharan Africa of which Kenyaart of provides a context for the
provision of housing. An overview of housing chatles in Sub-Saharan Africa reveals
that all countries, similar to many developing cioi@s, face backlogs. African cities are
experiencing some of the fastest rates of urbanizah the world. The most striking
aspect of these urbanizing cities is the extentindbrmal development, which is
occurring. In many cities, the informal sector loaggrown the formal. Further analysis
conducted by the UN-Habitat (2011) reveals tha ot just the urban poor that live in
informal settlement, but also modest and middlesne households that are unable to
access affordable housing. The UN-Habitat has thexeidentified the concept of

‘housing poverty’

A research by Merrill and Tomlinson (2006) in Taniza indicated that when the public
sector ceased housing construction, household lgérevith little choice but to move
into unplanned settlements and undertake their loguse construction. Nearly 98% of

houses countrywide and 90% of houses in the urbeasare constructed incrementally.
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This situation remains today and is exacerbatedab§% annual growth in urban
population. In Kampala, Uganda findings for theyGtouncil for Kampala revealed that
many people construct their own houses using tweir resources in comparison to those

that access finance to have houses constructeldeor.

A separate feature released by the UN-HABITAT (20@8serted that the predicament
facing housing development in most emerging ecoasnm Africa was a consequence of
the inability to adequately finance urban shelsanjdst a dire need and ever-increasing
demand for housing. According to the report, therage cost of a decent low-income
family house in Ghana for instance is more thartib@s the average annual salary of
most key workers: a situation that has had conaiderimplications for the desire of
home ownership, and has consequently underminedlymf the housing sector.
Macharia (2013) used a descriptive research desitper study on the effects of global
financial crisis on the financial performance ofntuoercial banks offering mortgage
finance in Kenya. In achieving her study objectivebe employed a multivariate
regression model. The conclusion of her resulteal®d a negative relationship between
inflation and global financial crisis and financiperformance of commercial banks

offering mortgage finance in Kenya.

A research by Kings (2006) showed that there isoaitipe relationship between

mortgage finance and real estate development.drstdy, he highlighted that housing
stock is a valuable asset to the owners who caiit @sesecurity and in the development
of housing and non-housing activities. Consequehthyising expansion contribute to the

country’s overall economic growth and development.

21



2.5 Summary of the Literature Review

A critical factor in the literature reviews as piid out by Ebrahim (2009) is the
provision of low cost housing. However, the concbynlocal developers, investors as
well as households is the availability of financifay homes. The research by Ibem
(2010) addressed only the needs of the middle apdruncome rather than low income
earners. As such, attention focuses on the rolenoftgage finance in improving

development in housing.

Financial intermediaries are primary institutiomsmortgage financing. The mortgage
market is highlighted to be affected by risk mamaget and the cost of finance itself
(Allen & Santomero, 1999). Furthermore, efficienankets are found to be the best
trading place for mortgage loans where all infoiorais available. Challenge exists in
portfolio assets which can only be afforded bylilgecompanies hence inhibiting growth
of the real estate sector (Clauretie & Sirmans020This research therefore purposes to
determine whether the slow growth in the consunmpéiod growth of real estate housing
in Nairobi is directly impeded by the unavailalyiliand limited access to mortgage

finance.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This chapter examined the methodology that was tsedrry out the study and collect
data. It discusses the research design that wadopmap the study population and

sample, data collection, data analysis and theyacall model.

3.2 Research Design

The study was conducted as a descriptive survelgeofampled population. The survey
method was relevant because it allowed a greaibflgéyx essential for analysis and the
study of the information collected. It had the auege of generating in-depth

information.

3.3 Population and Sample

The target population consisted of 33 licensed gage lending institutions. All were
sampled through the CBK where aggregate values afgage were obtained for the

period 2008 to 2012.

3.4 Data Collection

Collection of data was done by way of In-depth Dueat Analysis Guide. Data to be
collected entailed trends of mortgage lending, eggre number of housing loans issued
per annum and aggregate number of houses buildafiyno Nairobi County. The data

was sourced from the financial statements.

23



3.5 Data Analysis

Once data from the secondary sources were obtdimedesearcher edited and coded the
data into the SPSS. Both descriptive and inferestetistics were used to analyze the
data. In descriptive statistics, the researched usean and standard deviation; while in
inferential statistics multivariate regression ss was used to determine the
relationship between variables (the dependent addpendent variables). The study
findings were presented by use of tables. In thalyais process, relationships or
differences that hold or differ from the expectethtionship was subjected to tests of
significance to determine with what validity datnde said to indicate any conclusions.
Where there are differences, statistical testsduetp find out whether the differences are

real or as a result of random fluctuations.

3.5.1 Analytical Model

This research adopted a simple regression anahaiel which is stated below:

Y =B0 +B1X + e

Where:

Y=is the dependent variable representing aggregatder of house units build annually
B = vector of regression coefficients

Bo=is a constant term

X= Aggregate number of housing loans annually

e = error term

Y is the response variable which represents agtgeganber of housing units while X is

aggregate loan financdli, i= 1 represent slope coefficient whose sign portitasy
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relationship between dependent variable and indbpsnvariable. E is the error term in
the model which measures the goodness of the namaketaptures the effect of all other
independent variables not captured in the modelks $tudy used ANOVA to test for

significant differences between means.

The study utilized Chi-square test in testing tigmificance of the variables in the study.
Chi-square is a statistical test commonly usedaimpare observed data with data we
would expect to obtain according to a specific higpsis. The chi-square test is always
testing the null hypothesighich states that there is no statistically siguaifit difference

between the expected and observed result.
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CHAPTER FOUR: DATA ANALYSIS AND PRESENTATION OF

FINDINGS

4.1 Introduction

This chapter presents data analysis and interpetafthe objective of the study was to
ascertain the level of growth of mortgage markeNairobi county and to determine the
effect of mortgage finance on real estate growthtaDvas collected from a sample of 25
mortgage financiers. The data sources includeddiaé statements, magazines, journals,
and publications by CBK, research papers and repbst various governmental

committees in the housing sector for a period geérs (2008-2012) as well as internet

sources, and publications.

4.2 Descriptive Statistics

Table 4.1 Number of house units

Year Number of house units

Mean Std. Dev.
2008 2101 1540
2009 2218 1691
2010 2446 1873
2011 2699 2056
2012 3220 2463
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From the findings, averages for the number of hausts for the 25 sampled mortgage
lending companies as extracted from the finanaml annual statements indicates an
upward increase over the 5 year period, with tighdst being 3,220 in 2012. In addition,

the stardard deviation depict a variation in nundfdrouseunits build annually.

Table 4.2 Annual housing loans

Year

Annual housing loans (in billions)

Mean Std. Dev.
2008 5.70 0.60
2009 5.70 0.60
2010 5.80 0.48
2011 5.87 0.35
2012 5.97 0.18

From the findings, it can be noted that the avesdgeannuahousing loans allocated by
the 25 sampled mortgage lending companies rose §aih to 5.97 billion. It is also
evident that the sampled mortgage lending compaiiesated almost the same amount
of annualhousing loans as the stardard deviation is so s(eads than 1) depicting

minimal variability.

From the annual averages of the 25 mortgage lentbngpanies, it is apparent that the
annual number of house units built increased wiitrdase in the amount of annual

housing loans allocated. This shows that there ggeat relationship between annual
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number of house units build and anndmdusing loans allocated by the mortgage

mortgage lending companies.

4.2.1 Correlation Analysis

To quantify the strength of the relationship betwéee variables, the study used Karl
Pearson’s coefficient of correlation. The Pearsmudpct-moment correlation coefficient
(or Pearson correlation coefficient for short) isn@asure of the strength of a linear
association between two variables and is denotedr.bffhe Pearson correlation
coefficient,r, can take a range of values from +1 to -1. A valiu@ indicates that there is
no association between the two variables. A valieatgr than O indicates a positive
association, that is, as the value of one varialileeases so does the value of the other
variable. A value less than 0 indicates a negaissociation, that is, as the value of one

variable increases the value of the other varidbtreases.

The Pearson’s coefficient was used to verify thesterce or non-existence of linear

correlation between and among the variables. Tirigs are presented as follows;

Table 4.3: Pearson’s Correlation Coefficient Matrix

Annual number of |  Annual housing

house units built loans allocated

Annual number of house units built 1

Annual housing loans allocated .330** 1

** Correlation is significant at the 0.01 leveH@iled).
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4.12.2 Correlation Analysis results

Results from table 4.3 above reveal that there isigaificant positive relationship
between annual number of house units build and anmusing loans allocated (r =
.330**, P-value < 0.01). Further, since the r vaig so small (less than 0.5) there is
consequently no evidence of multicollinearity andnée the following regression

analysis.

4.2.2 Regression Analysis

Regression analysis is the statistical technigatittentifies the relationship between two
or more quantitative variables: a dependent vagialwshose value is to be predicted, and
an independent or explanatory variable (or vargbleabout which knowledge is
available. The technique is used to find the eqoathat represents the relationship
between the variables. Multiple regressions proaequation that predicts one variable

from two or more independent variables.

Regression analysis is used to understand thestgtatidependence of one variable on
other variables. The technique can show what ptigooof variance between variables
is due to the dependent variable, and what prapors due to the independent variables.
The relation between the variables can be illustiatraphically, or more usually using an
equation. The study adopted simple regressioreguiy the following model:

Y = BO+BX1+ e

Where:

Y= is the dependent variable representing aggregatder of house units build annually

B = vector of regression coefficients
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Bo= IS a constant term

X= Aggregate number of housing loans annually

e = error term

Table 4.4: Model Summary

Model Std. Error of the
R R Square |[Adjusted R Squar Estimate
1 .837 .7005 .667 .23655

a. Predictors: Aggregate number of housing loansialhy

In this case, the coefficient of determination (ffe¥centage variation in the dependent
variable being explained by the changes in thepaddent variables) R Square equals

0.7, that is, aggregate number of housing loansuahnexplain 70 percent of the

variance in number of house units built annually.

Table 4.5: ANOVA

Model Sum of Mean
Squares df Square F Sig.
1 Regression 992 3 331 5.911 .003
Residual 1.455 22 .056
Total 2.447 25

a. Predictors: (Constant), aggregate number ofingusans

b. Dependent Variable: number of house units
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In this case, the significance value of the F sftigtis 0.003 indicating the predictor
variable (Aggregate number of housing loans) exphaivariation in number of house
units build annually and that the overall moddignificant.

Table 4.6 Coefficients

Unstandardized Standardized
Model T Sig.
Coefficients Coefficients
Std.
B Beta
Error
(Constant) 1.449] 0.698 2.074| 0.048
Aggregate
1
number of
0.631 0.074 | 0.056 8527 |0
housing
loans (X)

a. Dependent Variable: number of house units

Y=1.449 + 0.631X

Table 4.6 present results of the simple linearesgjon of aggregate number of housing
loans on number of house units built. From theifigd, the coefficients of aggregate
number of housing loans is positive and significantlicating that the move by the

mortgage lending firms to allocate more housingnsodo real estate developers
significantly influences the number of housing ardeveloped. Without mortgage loans,
housing growth would be 1.449 units. On the otrerd) a one unit change in mortgage

loan results in 0.631 change in house units.
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4.3 Significance Testing

Chi-square test was also applied. Chi-square isaatgative measure used to determine
whether a relationship exists between two categbxariables. These tests are always
testing the null hypothesis, which states thateh&mno significant difference between the
expected and observed result. Testing of the nuydbtheses is based on the fact that if
the p value for the calculated Chi-square is p050then the null hypothesis is accepted.
The objective of the study was to investigate #ffect of mortgage finance on
development of the real estate sector in Nairohir®pn

Table 4.3.1: Relationship between number of housenits build annually and
number of housing loans annually

Chi-Square Tests

Value Df Asymp. Sig. (2-sided)
Pearson Chi-Square 38.348 9 .002
N of Valid Case 25

Source: Research, (2013)

Table 4.3.1 shows that the chi-square value is48v@th an associated p of 0.002. Since
p is less tham = 0.05 confidence level (p< 0.@h the null hypothesis is rejected and
therefore there is a significant relationship betwaumber of house units build annually

and number of housing loans annually.
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4.4 Discussions and Interpretation of Findings

This study examined how aggregate number of housiags influences the number of
housing units developed. The study is motivatethiepretical models developed by Kau,
Keenan, Muller, Epperson (2002) that examine tHatiomship between real estate
development and mortgage loans by lending institgti Real estate finance plays a
crucial part in the development process (Milesle2@00). Therefore, mortgage lending
firms play a crucial role in the financing of resdtate through mortgage financing. They
lend for the purchase of land for development oistexg buildings; they finance
construction projects; they lend to non-bank arel/ tfinance companies that they may
finance real estate; and they lend to non-finanitials based on real estate collateral
(David & Zhu, 2004). According to David and Zhu,0(®) in America, residential
construction is peculiarly dependent on mortgagmdofor example almost all one to
four-family housing are being bought with the afdrortgage loans, and this has led to a

tremendous growth in the real estate sector inUSA.

According to Tirtiroglo, (1997), private investasek mortgage financing for real estate
because of lack of sufficient equity funds. Withpmved mortgage facilities, the
performance of the real estate in a particular tquwill rise. These two variables in the
study are positively correlated. An improvemensoie of them will automatically lead to
the improvement in the other. With a poorly develdpeal estate finance market, it
makes it difficult for firms or households to mabd the capital tied up in real estate.
This denies firms the opportunity to use real esta collateral for raising investment

finance.

33



CHAPTER FIVE: SUMMARY OF FINDINGS, CONCLUSION AND

RECOMMENDATIONS

5.1 Introduction

This chapter presents summary of data findingsclosions based on the findings and
recommendations there-to. The chapter also presscasimendations on further studies.
The aim of the study was to examine the effect oftgage finance on the development

of the real estate sector in Nairobi county.

5.2 Summary of findings

From the findings, averages for the number of hausts for the 25 sampled mortgage
lending companies as extracted from the finanaml annual statements indicates an
upward increase over the 5 year period, with tiglédst being 3,220 thousand in 2012. In
addition, the stardard deviation depict a variationnumber of houseunits build

annually.

From the findings, it can be noted that the avesdgeannuahousing loans allocated by
the 25 sampled mortgage lending companies rose 5t@thto 5.97. It is also evident that
the sampled mortgage lending companies allocat@dsilthe same amount of annual
housing loans as the stardard deviation is so sffeds than 1) depicting minimal
variability. In addition from the findings, the amad averages of the 25 mortgage lending
companies, it is evident that annual number of Bawsts built increased with increase in
the amount of annudiousing loans allocated. These finding supportiexrawork that
was done by David and Zhu, (2004) where he empbadsiz role of mortgage financing

to real estate development through financing canston projects, lending for purchase
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of land for development and existing buildings,afiging companies that they may
finance real estate and lending to non-financrah$i based on real estate collateral. This
is further supported by Herzog and Earley, (2000p wrgue that the tremendous growth

in the real estate sector in the USA has been digm¢ion Mortgage Financing.

From the correlation analysis results, there igaifsicant positive relationship between
annual number of house units build and anmmising loans allocated (r = .330**, P-
value < 0.01). Further, since the r value is salk(fess than 0.5) there is consequently
no evidence of multi-collinearity. From simple regsion analysis, the R Square equals
0.7, that is, aggregate number of housing loansuahnexplain 70 percent of the

variance in number of house units built annually.

5.3 Conclusions

The aim of the study was to to examine the effelcthrmrtgage finance on the
development of the real estate sector in Nairobntp The study concluded that there is
a positive relationship between annual number afsbounits build and annuhbusing
loans allocated and that the move by the mortgaggimg firms to allocate more housing
loans to real estate developers significantly erflces the number of housing units
developed in Nairobi county. In conclusion, the mdowy the mortgage lending firms to
allocate more housing loans to real estate devedapgnificantly influences the number

of housing units developed.
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The study concluded that the sampled mortgage ngnchmpanies allocated almost the
same amount of annulbusing loans as the stardard deviation is so gfesl than 1)
depicting minimal variability. Also the study conded that annual number of house

units built increased with increase in the amodrarmualhousing loans allocated.

From the correlation analysis results, the studgchaled that there is a significant
positive relationship between annual number of Bowsits build and annudlousing
loans allocated as r = .330**, P-value < 0.01rtlirer, since the r value is so small (less
than 0.5) the study concluded that there is coresgtyuno evidence of multi-collinearity.
From the Chi-square test analysis results, theystadcluded that the chi-square value is
38.348 with an associated p of 0.002 and sincel@sstham = 0.05 confidence level
(p< 0.0@), the null hypothesis was rejected and therefloeestudy concluded that there
was a significant relationship between number afseounits build annually and number

of housing loans annually.

Finally, the study concluded that mortgage lendimms play a crucial role in the

financing of real estate through mortgage financifigey lend for the purchase of land
for development and existing buildings; they finearonstruction projects; they lend to
non-bank and finance companies that they may fimaeal estate; and they lend to non-

financial firms based on real estate collateral.
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5.4 Limitations of the Study

Officials of some financial institutions in Nairo@iounty trading in housing finance were
reluctant to reveal information. The inaccesswpilibf data materials from these
institutions was a major challenge for this reskeas it led to delay in carrying out the

study.

Another limitation is that the research entirelfie@ on secondary data which is
primarily reported data. Due to the sensitive rataf the data, and the fact that an
institution may want to be recognized as performwvell, they may report information

which is incorrect and this affect the study result

Furthermore, the study was only carried out to stigate effect of mortgage finance in
real estate development in Nairobi County wherbasetare forty seven counties in the
country. It did not consider the country’s overedlal estate development, which is

imperative to economic growth and development.

This study did not seek to investigate the effdanortgage insurance and its effect on
interest rate. The study only sought to assesseffect of mortgage finance on
development of the real estate sector; it did nmsaler the factors affecting the

accessibility and availability of housing finance.

Inadequacy of time and financial constraints wlaeedther complications encountered in
the course of the research. However, none of ttiéseulties were sufficient to over-ride

the significance of this research.
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5.5 Recommendations

5.5.1 Policy Recommendations

From the findings, several recommendations are nfad&, the government through the
Central Bank and mortgage lending firms should eanpnt policies that reduce on the
interest rates that financial institutions chargenwortgages. Currently, Kenya has one of
the highest interest rate for borrowing especialty mortgages compared to the other

developed countries like the USA which charges 5Ptheir mortgages.

A law should be passed where Kenyans can’t bui@r town homes unless they go
through real estate developers like it is dondhendeveloped countries. This will reduce
on the risk of non-occupancy where developers lgmtestuck with houses because an
ordinary Kenyan thinks it cheaper to build theirroWwouse rather than purchase the

expensive homes from property developers.

5.5.2 Suggestions for Further Research

This study examined the effect of mortgage finamcehe development of the real estate
sector in Nairobi County over a period of 5 yedisere is a need for further studies to

carry out similar tests for a longer time period.

A similar study should also be carried out on maggy insurance and how it affects the
mortgage rate. In addition, further studies neele carried out on the effect of attitude

on mortgage financing in Kenya and how it affebis teal estate development.
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This study was silent on housing finance by indialdpeople and long-term housing
finance, which are of equal importance like thosguded in this study, serve as areas of

interest for further studies.

This study made an explorative study on the effectmortgage finance on the
development of the real estate sector in Nairobur®p Therefore it suggests an
explorative study on housing finance be conducbydshowing why many banks and
major lenders do not give housing loans and recamimays to channel funds to

residential development in Nairobi County.

Also the study recommends that, a SWOT analysisobeucted on the housing finance
situation in the country, using lenders (finanamstitutions) and borrowers (private
estate developers/companies) to ascertain how rmmpuBhance in the country is
characterized by problems associated with riskprimétion, fund availability and

government’s policies.
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APPENDICES

Appendix I: Annual Number of House Units

2008 2009 2010 2011 2012

1 2453 2590 2856 3151 3759
2 2337 2467 2721 3002 3582
3 1900 2006 2212 2441 2912
4 2433 2568 2833 3125 3729
5 1543 1629 1796 1982 2365
6 1600 1689 1863 2055 2452
7 1756 1854 2044 2256 2691
8 2109 2226 2455 2709 3232
9 2500 2639 2911 3212 3832
10 1628 1719 1895 2091 2495
11 1700 1795 1979 2184 2605
12 1457 1538 1696 1872 2233
13 1306 1379 1520 1678 2002
14 2300 2428 2678 2955 3525
15 1541 1627 1794 1980 2362
16 2301 2429 2679 2956 3527
17 1900 2006 2212 2441 2912
18 1720 1816 2002 2210 2636
19 1542 1628 1795 1981 2363
20 2403 2537 2798 3087 3683
21 2217 2340 2581 2848 3398
22 2431 2566 2830 3123 3726
23 2800 2956 3260 3597 4291
24 3100 3273 3609 3982 4751
25 3548 3746 4131 4558 5438

Total House

Units 52525 | 55450 61150 67475 8050
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Appendix II: Annual Number of House Loans

2008 2009 2010 2011 2012

1 4.8 5.67 4.88 4.94 5.03
2 5.2 4.9 5.29 5.36 5.45
3 5.6 5.4 5.70 5.77 5.87
4 4.5 6.3 4.58 4.63 4,71
5 6.3 6.11 6.41 6.49 6.60
6 5.6 5.83 5.70 5.77 5.87
7 5.8 5.7 5.90 5.97 6.07
8 5.95 6.25 6.05 6.13 6.23
9 6.16 5.69 6.27 6.34 6.45
10 6.25 6.5 6.36 6.44 6.55
11 5.67 7.11 577 5.84 5.94
12 4.9 5.7 4.99 5.05 5.13
13 54 142.5 5.49 5.56 5.66
14 6.3 4.8 6.41 6.49 6.60
15 6.11 5.2 6.22 6.29 6.40
16 5.83 5.6 5.93 6.00 6.11
17 5.7 4.5 5.80 5.87 5.97
18 5.2 6.3 5.29 5.36 5.45
19 4.7 5.6 4.78 4.84 4.92
20 5.3 5.13 5.39 5.46 5.55
21 6.8 5.95 6.92 7.00 7.12
22 6.5 6.16 6.61 6.69 6.81
23 7.11 5.2 7.23 7.32 7.45
24 5.13 4.7 5.22 5.28 5.37
25 5.69 5.3 5.79 5.86 5.96

Total cost

(billions) 142.5 142.5 145| 146.75| 149.25
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