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ABSTRACT

For many years under colonial rule, Kenya was a ‘plantation
economy’ dependant on exports of coffee, tea and sisal. It had a
small industrial base dominated by and tailored to the needs and
tastes of two major immigrant groups - the Europeans and Asians,

Upon attaining independence, Kenyan nationalists felt a need
to encourage the participation of indigenocus Kenyans in alil sectors
of the =economy, including industry. To further this goal,

development finance tnstitutions were formed.

The study proposed herein undertakes to investigate the impact
of four major develcopment finance institutions, namely the ICDC,
PDFCK, IDB and KIE, upoh the industrialization and indigenization

procasses in Kenya.
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INTRODUCTICN

What is industrialization? Industrialization 1is defined as
"the organization of production in business snterprise,
characterised by specialisation and the division of labour, and
invoiving the application of technolegy and mechanical and
electrical powar to supplement and repltace human Tabour. Conceived
of in this way, all sectors of the sconcmy, 1.e agriculiture,
services, producer and consumer goods can be industrialised”.!

The proposad res=2arch, howaver, will be concerned with a much
narrower concept of industrialization - the development of
manufacturing enterprises producing consumer, intermediate, and
capital goods. Research indicates that manufacturing industry
plays a leading rcle in economic development in the 3pecific sense

that a 1% increase in gross domestic producst is normally associated

with a more than 1% increase 1n value added 1n manufacturﬁngg
Further, there 1is =evidesnce that the growth elasticity of

manufacturing is greater, the lower the level of a country’s per
capits income’ . It has also besrn observed tThat the 1ncome
elasticity of dgemand for manufactursed gcods is generally greater

than that for food and agricultural products.

Due to the favourable demand, elasticities and economies of

1))

cale, manufacturing industry not only grows more quickly than

o}
[
)

er sectors, but its growth is also normally associated with
increasad emplovment. In agriculture on the other nand, whers
there is usually considerable disguised unemployment, expansion of
nroductivity and output is usually conpechted with a reduction 1n
the lahour force emplovyad. Tha expansion of manufacturing industry
thus helps in three ways:-

especially true if

-—

1) By absorbing redundant Jabour ({this S
labour—-intensive techniques are adopted in lieu of capital-
intensive tschnigues),

ii) Ry providing modern industrial nputsg which raise both land
ang labour productivity,

i11) Expansion of manufacturing industry also increases the pace of

technical change and helps raiss productivity growth 1in



sctors cthear than agriculture.

N
&

It should also be noted that manufacturing capital goods
industries need to grow at a faster rate than consumer goods
industries. studiaes indicate that the growth elasticity for
consumer products - food, drinks, tobacco - are lower than those
for producer goods such as transgor b equipment and iron and steel
thersefore suggezting the importance of develeoping capital goods

industries for a country to achieve fast sconomic growlh.

Kenva's Industrial Strategy

Whaen most Sub-Saharan countries attained independence 1n the
early 1960's, they saw industrial development as tne way to move
from the colonial pattern of hesavy dependence on  imported
manufactures and primary exports and to achieve rapid growth and
modernization. In line with these objectives, the basic strategies
for African industriaiization during the 398Cs and 1270s were to
give incentives Lo import-substitution industries. Kenya was no
exception. During this period, sha offered various incentives to
import-substitution industries.

Unfortunately, due to internal as well as extsinal factors,-

import—~substitution-industrialization {or 1ISI) resulted in sarious

distortions to +the economy. Evports fell and imported inputs
becama scarce, and this angendered the shift towards export

nromotion. a pelicy Kenya adopted in 1920 and pursuss until the

presant.,

D

{

However, despite her attempts at industrialization, Kenya
remains a largeiy agrarian sconomy anhd apsrt from tourism, coffee
and norticultural crops are the maior exchange garners.
Unfortunately, the 1ncome elasticity of demand for primary goods is
low ({(while that for manufactured gocds 1s high, a phenomenon
described as Engeal’s Law).

Another disadvantags with primary goods, especially crops as

’ .

in Kenya's case, is that they are preone to dissase, bad weather,
fe

and pests. Kenya has besn Tucky. She has not suff :d pastilence

e
evastating scale. or faced unfavourable weathe

on a d t r conditions
such as those that halved Brazii’s coffes coutput in 1977-~78.
Nevertheless, such pre-indeoendence type reliance on a few
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primary exports s clearly dangerous. Diversification of exports
including intermediate and capital goods i3 therefore eminently
desirable. For this to happesn rapid industrialization inust become
a priority. The government has always achnowledged this and has
made efforts to promots industriaitization from tha aarly post-
independence yaars., However, it is arguable whether much change
nas bheesn wrought in the colenial pattern of fdndustrialization,
wrich was characterised by Ann Seidman as peing,

i) Concentrated in the urban areas,

11)  As

O

onsisting targely of first stage processing of
agricultural products and last stags industriss dealin

the production of Tuxury and semi-Tuxury items; and

ii1) As heing highly depeindant on imported autputs.,

Nonetheless, the Kenyan government continues to profess
gsupport for industry and hag over the ysars made efforts Lo create
a favourable climate Tor invastment by offering such Tillips as an
improved hasic infrastructure and medium and lTong t2rm credit for
invegtors via specially creatad devalopment finance nstitutions.

The propossd study will deal with these development finance

institutions {or DFIs) and thz role they play 1in the industrial

yanufacturing sactor,

Ibe Uevelopment Finance Institutions

fitical Motivation

Prior to independenca, Kenya had an industrial structure
oroducing a Timited range of products that were exchanged for
imported manufactures. This sgstructure was controlled by European

and Asian firms and subsidiariss of international companies.

Banks that had been established were foreign-owned and
concerned with the Tinance of oversesas trade and the prcvﬁsion of

sarvices for the non-African entreprensurs. Thaere was 1ittle

1,

cradit provision for indigenous Africans because they
nececsary collateral and also because legal constr
imposed on lending to Africans by the colonial government (The

Gredit to Natives Crdinance).

After 1independence, the new ieadership bescame 1increasingly
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aware of the urgent nead far sconowmic growth and the widespread
poverty and low oroductivity that 1nhibited the esmergence of
indigenous productive anterprise that could facititate suoh growih.
This awarenass resulted 1in the formation of special financial
institutions knoewn as development finance institutions.

T oaddition, due to the Inpsided ownership of industry by
Europeans and Aaians, Africanization of ths economy bhecame one of
the major objectives of the new government and consequent hto the
Sessionail Paper No. 10 of 1985 titled ‘African Sccialism and its
Appiication to Planning i kKeanya , and tnhe First  National
Deve lopment Plan, 1364-70, the governmant set into motion a program

For dindigernization which included sebting up of parastatais bthat

ot

would ‘maks capital availabls to Africans at reasonabls terms td
estahlish businass’.® Political objectives thersefcore aiso had a

~

ole to play in tne formation of development finance inst1tutions.

~

The Theoretical raison d’atvre

For investments to be carried out, there must be savings.

an be dividad into potential savings and ra2al! savings

Lial savings form thath part of income that is not consumed dut

D ~
-, b y B + < - " .
2 U OfTten there 13 & 3

iy

Tm

N
has not basn made avaliabte for inv

5]

i

[4

O ot

Letween savings  and investment with real savings lower th

a
a
investment neads,. and Lthiis is refisched in high market rates o
interest Tor lending. Some goverrnments imposed ceilings o
interest rates at sub-markst levels (Kenya for example maintained
control of interszt rates through the Central Bank until Juiy 19851

-
when thssse rates wearae Tiksralised a&s  par of the economic

or investmants
surpassing savings, it can be surmised that one of the main rsasons

s a substantial ameount of potential savings not

ot
o
M
-
o}

onverted
into real savings.
Without adeguate real savings, the rate at which productive

capacity and hahce incoma can grow 18 curtailsd, 0On averags, the
~

3

more rapidly growing developing countrias have had hicher saving
rates than the slower growinhg countriss. These

probably been more successtul at converting potential savin
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real savings by making financial s-r-viles untversaity avallable by
reducing the costs and risks involvad in saving, and by oifering

k]

reasonabhly attractive returns on ~nustomnre

But savinygs by themzalves are nob much use. They have to be
directed towards those who are 1n noed of them and can put them to

roductive usesa. Financilal systams therefora piay

Re]

2 and activati

V)

2]V o ine

9 7
= P

g Lnem.

<

-

P LA -
acceptin

o
he
—+

cient financia! syatem, avenuss For saving and borrowing are
ed and econemic growth s vurtar lad,

[
- (A YT “ v . ~ - . N - -] 7an o~ o -
f-financed investmerts may nrovide a way to overcome the

—~

resuiting and  indead dn hthe garly fhagas of
development, relatives, Yriends and money lenders may he the 1y
scurce of saxternal finance, Put. tha naoeds of profitabls
investment ophortunities may exoesd the rasoy

through this method and this could result in shag

Financiral sysiens in ATrican countrias at irdaspendence were
not well developad and it was therefore necassary to augment and
improve them and familiarize the public with financial institul
and their fagilities 1d
work 1in consonance with ths development plans of their respeciive
governmants since affective demand for cradit and saving
could oniy come wWwith growth in gaeneral productivity and Tiving
standards

Thouash savers and borrowers weare poth esqgualily important,
horrowars ware seen as potesntial ipvestors and therafcre, to
paraphrasa Fric L. Furness'', the financia
to he nrepared 1o
offaring borrowesrs techrical servicegs sucth as assiatarce with
formulaticn of 1oan nprooosals and help in the supply of equipmant.
The 1institutions would also have o reduce the a

-
reguiraments becausa indigencus borrowers eeidom possessed the type

[93]
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or amount 2Ff collaterald
countriss,

Howevar, cormercial banks are kKnown fo operate on  Lhe
principal that transaction costs, i.&., adminislrative costs plus
detault risk on leans, must be made good by the borrower who must

pay some intsrest. To put it another way, raturns must sxceed
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costes, as depicted below (also see Appendix 1)
r>(i+a+p)/ {t-p)
wherea, r is returns (represented by interest due to financial
nstitution per unit of principal
i is cost of 1nterest to the financial institution of
raising rasources, per unit of principat,
p is expected value of financial leoss per unit of
rincipal due to non-repayment of principal and
interast,
2 1s the cost of administering and supervising Jlcans per
unit of principal.

This understandably profit-orientad attitude towards lending
places a high premium on coliateral and lcans that are self-
liguidating 1., where the completion of the project for which the
Toan is reguired automatically provides ths funds for rapayments.
Not mahy potential investors in search of Toan finance 1in the past
could satisfy these conditions either due to lack of collateral or
due te the inability to formulate convincing 1oan proposals. Also,
commercial hanhks., fearful of joosinhg their financial 1iguidity,
chose to offer loans of a short-term nature, which was guite
suitable for financing of trade and inventories, but not for
firnancing industrial investments which require medium and long term
ocredit (Agriculture alsc experienced a shortage of credit due to
Tack of crzdit worthiness among the borrowers“L
soijution to the low availability of credit to industry
¢ 1lie in tha creation of financial intermediaries devoted
¢ madium and long term credit available te industry at Tow
interest rates with low collateral reguirements and easy terms of
repayment {(similarly special banks and co-operatives were formed to
asgist those willing to invast in agriculture).

The easy TJending terms were Tikely to result in costs
excseding returns in defiance of the commercial bank credo (where

returns must exceed costs), and strong government support was
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therefore necessary to halp thase intermsdiaries ovsevrcome 10358s,
at least 1n the short and madium term, befors local industrialistis
could gain experience and start to earn profits on  their
investments, where—upon stricter Toan conditions could oe
introducad.

Financial assistance from foreign sources was instrumental in
the setting up of Lhese institutions, kKhown as devalopment Tinancse
institutions, and 1% was hoped that the credit needs of investors
could now he Fulfillied. Thase ingtitultions ware mliag ax d to
mandats.,

discussed the economic mobtives Tor the formation of

Lect

¢}

=
—
o
D
_1
<

initiate projects of their own as part
)

develonment finance institutions, T will now discuss separately the
four main develaopment Finance institutions dealing with  Lhe
manufacturing sector in Xenya.

i}, Development Finance Combany of Kenva {(DFCK)

The DFCR was incorgorated asz an investmant company 10 1983 to
complemant tne already existing IDC (Jater IC0DC), whila tne
oncentrated on small projects,  The Kenya governmsnt Through the
ICDC 18 the largest sharsholder in fthe DFCK. Other sharenclicers
are the Netherlands Qversaas Financs Company (GHG), COC, the German
Devalopmant Bank (REGQ}, and the Internationsl Finances Corporation
(IFC). DFCK provides medium-term locail and for
financing for projects 1in fhe dindustrial, agro-processing and
tourism seactors,

In 1878. the DFCK establis
nrogram in ordar to raach emall Kenyan entreprensurs who had been
largely by-passed by other large and medium-scale programmes. In
the first five years of its operation. 80 small projects raceived
a total of Ksh.35.2 miliion in financial assgistance. Iin 1983,
small-scale industries was changed apd incorporated into Small

C

Enterprises Finance Company (SEFC
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i), Industrial and Commercial Development Corporabion LICDC)
The ICDC was originatly Formed n 12534 Dut under the nare
Indust-1a?! Developmen® Corparation (IDCY, whiah 1% changed in 1364

to ICRG. Tha TCDO s w statutory corporaticn sstablished to
facitital the dndustrial and economic devalooment oF Kenya by
initiation, assistances OF exuansion of 1ndustrial, commercial or
other undertakings or a2nterprisss in kanya 1t provides Toans,
coth  medium and Ao-toarm, Lo industrial o ventures, offers
managemant guigance and surchase shares in anterprises thirough 1t
asaooiate company, TODC Investment CGomp Limited,.

i1, Kenva Industrial Estates Limited {(KIE}

RKIFE was estabiished in 18€7 as 2 subsqiciary of 1CDO, out was
raeconstitubes i 1978 as an indepardent financial Tnstitubion ar o
princieal govarnment agsacy Tor promoting zmall sca'te industries
througnout the country.

Th 1271, the Rural Industriat Development Programma (RILF) was
Fformad under the aegis of the KIE. The RIDP operates independenitiy

cutside the main towns., The programms benefitted principally Trom
Nanish technical and financial assistarce {(the KIE program iiselT
nas  receeived Tinancial and  teachnica)l aszistance from  both
muttilataeral and LDiltateral donor agancies. runds have besn passed
on ho the KIE bhrodgh tha govaernment as lToans ), The purvose of thsa
RIDE s +to establish PRuratl Induztrial Devalopment centrss in
smaller  townships Tocated 1in the cerntre of agricultural arsas
comnrising central workshops, offices angd classrooms, 10O 32rve as
bagsas for extension efforts to =cattersd jocal artisans,
TN

IDR is a government T institution. The IDB was
sstablishaed by the Kenva govermmert in 1872 to  facilitate
industrial development in The country. Its main focus was to ba on
promotion, establishment, expansion and modernization of medium and

&
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with only 1
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and Thig anccurnges

in Favour of the tmmediate Jonare of

The dnstitutions show an inclimaticn to iavest 30 largs firms

1 rather than smal’l enterpriges,

i ~ . R T A e - oy iy P S T -
They theraforz end up nhelpning alrealy successtul businssses

rather than initiating and supporting naw ores, Thus. LThey ncC

b

Tongsr ac & catal tecal industrial development and.
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the goal of nurturing indigenous entreprereurship Talls by the

vd Lo gome dnoroductiva

competition ov whe Tinancing of enterprises in g same 11nes
of production even whan market conditions do nct warrsnt 1T,

This has | Ly in Wi i
© i me R £ : A i T ! >
ovhers are complaining of lack of caeitatl.” s {ack 0OF

N, o a - : P . kY 5 R
SuUperviIsion Can ongy D5 Dioamsd on tTU D negiidaencs.

Clients complain that devsltopment




oy providing Tixad

ia citen for working capital., Thase ing

ganm ho e out of touch with cirent nneds.

viy Finnlly, Reorvowsirs complain of complaicated procedurss

Torag

rihvat can vasulh o in borroweras having Lo sesl. assistance

eleawhrare saspacially 17 thelt requiremedts arae Vor working

DFETs have  earned oriticiaEm NCL witly as agents for

yhermaaiaries. As

—

Thaustriatizatian, but also ar  Friaancial i

fFrranciai interpediarc thesa ingetituriors  have displayved

conaistently

portifolio perior

rerformancass are genasraliy the result of -

1 Nefroisncies N management. supsrviIsion and rarayment

crallention nrocesses  on The part of Lhe

o9 - b o e e e ima s e pay re g [ B ~ N . . Fa P NN - “ .
11 managemnant and Tinancial controis of GUtnat F Ty me 1N
whlor The NETs pavs irvestad esuity o debt Finsnciaa,

Ty 1881, hwo OF1s, the 000 and TDR were targeted for major

of the Public Sechtor Reform Programme. Ths

and  was  téermad

Under The projsct the two DFIs were Lo undergo institutional

{

o
o
=
G

norifoltio re-~crgarnization nover a pariod of fwenty four months.

Lo improve ths institutional

he objectives of the exeraiss

capahititigs of the TIDC and IDR

miake Lhem move commsrcially
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2

import-suhstitution natire™ whe inestitutions end up with
deteriorating portfolios.

DFIs do not exist in a zocial and political vacuum. Indeed,
it can he saijd that the primary brief of DFIs was Kenyanization

{also termed Africanization or indigenisation) a peliicy that was

pbviousiy motivated by social and political consigerations.

)

to DFIs included eguity investment in

.

Kenyanization 1n regars
forgian firms and local entrapreneurship aevelopment, as we have
previously seen, but small industrial development and rural
industrializaticon were later added to the 1list of objectives.
Kenvanization and the country’s industrial paelicy (we shall observe
briefly the industrial gpolicy in the next section) are virtually
indistinguishabie and thsey botn also translate easily into the

governmant’s broader social, pciitical and economic objeckives.

@0

However, it dones seem =vident from the available Titerature
that DFIs have failed in Ttheir attempts to fulfil the closely

intertwined objectives of Kenyanization and industrial policy. On

T

a broader canvas this failure could be seen as a betrayal of the

Q)

government’s sociail and political agenda and also a setback to the

socio-political and sconomic progress of the country.

Bearing this 1in mind it bescomes vital f0 unhderstand how the
activities of DFIs can be reconciled with the national interests of
the government. Tc bs able te do this we must first establish

whether empirical invesiigation achtually validated the observations
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made by commantators regarding DFI8 and thair pursuit of the gonais

v

of Kenyanization and industrial policy. It the observations are
showin Lo he valia, wa can then proceed to sesarch for mathods of

improving the srtuation ab both the institutionsl level (DFIs) and

the policy-making Tevel.

~

4

RESEARCH. HYPOTHESTA

Kanya does not have what could typicaily he described as an
industrial plan, Instead, the government follows a serieg of
poiicy pronouncaments formulatad within the framework of  the

nrinciplas and sbjectives embodied in the Sessional Paoer No.1(C,

i

which Keriyatta once dubbed Kenva’s economic ‘kible’, and the

constitution of Yenya. These statements can be Tisted as follaows:
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bass for industry.

{11} Promotinn  and  assistancs  to  the establisbment of
industries hased largely on Jocslly availablie rasources
whoses  products have axport potential and are ailso

reguired ny the massas within the country,

~h

(142 Creation of ncreased opportunities or providing
productive and gatnful emplioyment particularly self-
smployment all over the country especiaily in the semi-
urzan and rural arsas; and

{(iv)} Ensuring that as far &3 possible, the benefits of

industrial development bacoms avariable in all regions

. i
and parts of ths country.
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T have rechbated as:
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consumer industries as well as intermedisbte and capital

Taustrtas

,

{17 Ririboting un of

resourases 1hatend ot taported inoubs; and

(ii1 Emniovment  creabion  and  widespresd  anbraprensurship
by encouraging suval industristization,

cmall i, o Fem et by P enteroriess PR

ciman 27 A C o 030 S snterriass, AR

ancourazing thas use of 1 annropriate hechrolingy.,
Praliminary absarvahion however ssams Lo 1ndicate that DFIs
have fallen short in thiere obhjectives and in ordsr Uo

determine the truth or falssty of this view, T have formulatoad the

following
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(i1) OFIs have encolt:

on  impoerted  dinputs rather than tacaily available

FeEgourass,

(111} ODFTs Tending pre niave encouragen the cantralisation

of projects 1n yrasn arssc.

{1v) NDFIs have a Lendency to

tlhan small and medium soa

& anterpricses,
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apnr ot iare methods of produation.
METHOROLOGY

The ressaral, desd

a
3
)

will romorise  case  studiess of  The

‘
<.

develonmant Firmnoss  institulions. oaszed on bhe
ol : . , PR U § e S R,

armual renportas of  the dnstitutions which o ars expscled Lo Srow

souraes of funtding, profitanility of the dagtitubicons, ans T

sectoral and spatial gdiscrioution of 1 ments and commitments.
In addition, T shai’ 3T the offices »f these insfitubtionsg whera

T ictals using a  detatied  interyiew

intend to interuisw ST

—

sohedute, w o schadula, I nope Lo determine,

\
.
S

Wnether tne lack of imported inpu ar comnlaint

Lion of

among ¢lianht Tirma. TF 4n ds. this would be an indic

raesources.

industrias, Mowesvear

hatwean fintermediats

e ! 3

W s e S - ~ - 4 (o . o o= - -~y « : \ be T
intermegiate goods industrises are oflen undarstosd To

bhe industriaes that nrovide inputs Lo both consurer goods industries
and capital goods ndustrias and we may thearefore consider

intarmediat
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this critaeria, we can list the intermediate
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goodas  industries as being textiis.  mete’, vehicls oomponants,
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Taathsr, and wood

would bhe agricuitural processing, tood, and oevar:
whiitle canital gaood:s indu=triss woula he the iraginiornal heavy

enginem-ing., chemical, s pharmaceuiial jndustrica,

(i) Trm Farm G1789 &0 Joy ing

small srate, madiuy scnle, o 1

Howevear, thare is no universaliiv nF
of arn industriotl esteniishaant, Diver3s measurss Have Dasen on

rank firms according o g amount oy Lype of cacital or Aas

thae enterorise. the numbesr of emrployveas, the voiume or valus OF

coutout, Fluor area of workshaoos
functinnal charactseristics 11

combination of thaesse oriteria.

invasted as the yardswick Tor st

pGitoy app=aring in the arnual reports of the DFIs,
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use of Tacrtor apnropriszte tachnigues emong thelr cliernts

Data Aralysis

» amall oand medium scale prolzcns,
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and the use of ¥factor appropriate technology respectively, seem
amenable to avalualion using econometric methods since the related
data are readily quantifiahle. The number of projects based In
the rural areas can be used to datermine DFT lending practices 1n
regard to delocalisation of industry, while the number of smal! and
madium stale nrojects assisted can be used to determine DFI lending
practices towards small and medium scale entarprises. The number
of employees engagad in ciient firms can be linked to the type of
technology used since in a labour abundant economy labour intensive
technclogy would be considered factbor appropriate,

T have ntronduced a model which T shall use to display the
effect of agovernment policy on DFI loan/equity (lcans and squity

participatinn) agsistance to projects. In an idsal world,

jAY]

loan/equity approvals should be a function of government policies

L
t

supporting delocalisation of industry, building up of smaltl

o

an
medium anterprises, and alleviation of the unemplovment problem Ly

use of factor appropriate technology. However, according to some

= # F {location, Small/Medium, emplovment)

63}

Whether the ahove expression 1is ©Trus or Taise s3hall be
determined using the following muitipie regression equation:

EMPLO

Y

LE = a + by, LOCAT + b, &ME = %

For the purposes of this study, Rural will be defined in terms

DL

of distance from the major cities, Nairobi and Mombasa which have

reiatively high 1ndustriatl concentrations. Regiong outside the two
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