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THE ROLE AND EXPERIENCE OF FINANCIAL
INSTITUTIONS IN FINANCING OF ECONOMIC GROWTH
By C.S. Kimei, MD - CRDB'!

The World Bank, (1989) made a prognosis of the economies of Sub-

Saharan Africa. One of its findings was:

“If Sub-Saharan Africa (S:SA) is to provide its growing population
with sufficient food, productive jobs and rising incomes, its
economies must 'grow by at least 4-5 percent a year. To do this, the
region must improve productivity, increase investment and
dramatically raise levels of domestic saving”. And the 1996 World
Development Report concluded: “Worldwide experience confirms
that countries with well- -developed financial systems grdw faster
and more consistently than those with weaker systems and are

better able to adjust to economic shocks”2.

The Tanzania financial system has not developed the capacity to
effectively mobilize savings that would satisfy the demand for.
investment funds. The Tanzania financial System is characterized

_—_-_-_-_-—_‘__‘_'_"‘-\—u-

by shallowness and lack of diversity in terms of 1nstruments and

mstltuhons Its long history of financial 1epre851on partly explains

the above. The notion of financial repression is equated with
controls on interest rates, and particularly with controls which

result in negative real interest rates on deposits.

I Views expressed in this paper are personal.
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These controls are normally imposed by the government through
the central bank, although they can occasionally arise from

agreements between private sector financial institutions to restrict
Interest rates.

History of Financial repression

Immediately after the defeat of the Germans in World War I, three
banks of British origin replaced German banks and formed a
cartel. These came to be popularly known as “The Big Three”. In-
1929 the three signed an agreement that came to be known as the
“Summarv of Bankine arrangements”. The agreement required
the member banks co-ordinate their activities to ensure common-
interest rates, exchange rates, _discriminative policy against
clientele (particularly local against foreign/and a clearing
arréngement. Subsequently, bank’s that opened office from the
1950°s were forced to conform to .these arrangements if they

wanted clearing house membership.

Banks’ primary area of expertise is in assessing risk and pricing it.
Thus under competition various financial markets and institutions
evolve a structure of interest rates that is a reflection of the ricl«
and demand/investment opportunities in the various sectors.
Competition was hampered not only by the cartel’s arrangements,
but also by laws that restricted, or made it difficult for the
indigenous people to register their own bank'ing institutions, or
" have access to the foreign banks, [mportant among those were
“The Credit to Natives Restrictions Act of 1931 and the Banking
Ordinance of 1960”,
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ndi t go through ,
The 1931 Act stipulated that the indigenous folk must g ugh 5

' ' -atic Dr re and recel
complicated bureaucratic p1ocedu & -
government officials before they

while the 1960 Banking

ve permission from

their local (mainly expatriate)
could approach banks for credit,

- 1 : -egistration
Ordinance set out requirements for the formation and reg

of financial institﬁtions that were almost unattainable by the

indi 1 : i INni 1 paid up
indigenous population. One requirement was a minimum p I

capital of Tz.shs.2 million.

Banks concentrated their services in the export enclave and the

——

small “modern” sector mostly in the major urban areas. While

transaction and information costs of establishing pioneering
services in the “traditional” sector may have entailed a
prohibitively high risk premia, the sudden voluntary branch

v
expansion by the same banks at the dawn of independence

indicates that they ere most probably just cnjoying  their
g 1

oligopoly power.

Post-independence repression

At independence in 1961, Tanzania was one of the poorest
countries in the world. During the first six ycars of independence
the government relied on market forces, especially viewing foreign

investment as the major instrument of industrial development.

The Foreign Investment Protection Act (Tanganyika Act No. 40) of
1963 sought to mobilize external resources for investment. [nspite
of additional incentive to entice the  private sector, such as

industrial parks, economic survey and feasibility studies of the
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country’s industrial potential etc the response of the private sector
was muted. While banks were nationalised after the Arusha
declaration in 1967, direct controls of exchange rates, interest rates
and directed credits were fully inﬂplemented from 1971 within the

framework of the Annual Plans, whose components were;

e The Government Revenue and Expenditure Plan;
e The Foreign Exchange Plan;

o The Annual Development Plan.

-

From 1971 real interest rates for savings and time deposits were
negative. On average they sank from -1.4 percent in 1971 to-19
percent in 1980. On the credit side, by 1980, as pointed out in

Annex I, the combined share of the public sector was 91 percent of

the outs tanding credit.

Domestic savings peaked at around 18 percent of GDP in 1970 but

———

declined to less than 10 percent by mid 1980’s. On the other hand

by 1991 domestic savings in fixed capital formation had declined
to 18 percent while foreign inflow mainly in the form of grants and

concessionary lending had increased to 81 percent.

Besides fixing interest rates, credit was mainly directed to
parastatals and  co-operatives irrespective  of their
creditworthiness. Infact, need as determined politically, was the
main criterion rather than creditworthiness. Apart from crowding
out mwre creditworthy private customers, the above resulted in a
growing non-performing loan portfolio. In fact the government

used the financial system as an extra-budgetary channel of deficit
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financing through allowing the banks to enjoy various forms of
accommodations from BOT. Financial institutions largely lost

their ability to screen borrowers and assess risk against reward.

The option of cutting off credit and collecting debts was not
available. Even when credit ceilings were set intercompany
arrears rose and threatened the solvency of the banks which

relented and raised ceiIings.

The Performance of the Financial System, 1966-98

b
It might be incisive to assess the performance of the financial

system by analysing how it performed its twin function of

mobilising financial resources and allocating them to productive

investment. One important aspect in this analysis should be the

structure of lending by sectors and by duration, in order to

indicate the extent to which the system was effective in maturity

transformation.

Resource Mobilisation:

As for financial resource mobilisation, we will use the extended
money (M3)! to GDP ratio, which is sometimes referred to as
financial deepening ratio, as well as the ratio of total bank deposits
to GDP (bank intermediation ratio). Annex Table I and Chart 1

indicate the trend in these ratios from 1996-98. Chart 1, in

particular, depicts that financial deepening and bank

intermediation ratio in Tanzania have been two sidnﬁ _(_wFVt_-ho same

I

coin .... they have followed a similai;patterr_l,__i_n_l__[ﬁa_l_}iiin_gf_l_so tl}at t!}f

currency ratio has been more ol__!:efg_conslant. Both ratios ro
e e e s
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almost consistently during 1966-1980, from about 20% (M?3/GIDP

ratio) and 15% (bank deposits to GDP) in 1966 to 47% and 35 J

respectively in 1980. The increase was recorded in the period

’
WelS

when inflation (and the concomitant financial repression)
As

relatively less severe, averaging only 11.6% during 1970-79.

inflation took a high gear from 1980, the public attitude, to have
taken a wait-and-see attitude, therefore maintaining their financial
assets to GDP ratio constant over the period of 1980-83, following
which they reduced these assets after confirming persistence of
high inflation. Accordingly, the ratios declined to decade loss of
about 28% (MS/GDP ratio) and 18% (deposits/GDP ratio) in
1988/89. Following a dov:nward trend in_inflation from about

1991, the financial deepening ratios started an upward trend,
reaching 37% (M3 to GDP) and 27% (Deposits to GDP) in 1994/95.
Despite the continued fall in the rate of inflation from 1996 (21%)

T 1

to 12.1% in June 1998, financial deepening oo m ol L) th

ratios declined slightly, with M3 to GDP ratio reaching 29% in
1998, probably reflecting structural factors, such as the
restructuring of the largest commercial bank (NBC), the
establishment of DSE (plus floatation of TOL and TBL shares), an
diversification of the financial system to include additional nine

] ']

non-bank financial institutions, of which assets are notl inclt

M3.

ALk

First one should

What do we conclude from these trends?
conclude that banking in Tanzania has not been quite effective in
mobilising resources Financial deepeining, has remaimned alimost at
stand-still: the ratio of broad monetary assets to DP in 1998 was

the same as in 1970, at 29%. Second, and really in line with theory
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S
financial deepening has beer closely and negatively relatec

‘ : ' -omoting .
inflation. The authorities will go a long way 1n pro gl

intermediation by reducing inflation.

Allocation of Loanable Funds

Annex Table 4 and Chart 2 shc;w the allocation of bank credit
public and private sectors. Annex Table 2 shows the sect
allocation of overdra'ft; and loans by banks. It is clez
demonstrated that during 1966-1989, a period of 23 years, bank
lending was di'iVEl‘i by the public sector dominance in a socia
oriented econom};. [t would appear that inter- relationsh
between ﬁhanciai' intermediaries and the public sector wre
gradually broken by the conditionaliti_és attached to the IN
programmes adopted from 1986 onwards, including ceilings ¢

government borrowing from the banking system. Thus, sinc

around 1989/90, domestic credit trends have been dominated_g
private sectors. For example, while the ratio of private secto
credit to GDP declined from 9.8% (or 72.6% of total credit) in 196
to as low as 1.7% (or 6% of total credit) in 1988, it grew to 7.0% ©
46% of total) in 1998.

Credit Producfivify/Eﬁicigng[:

Related to credit allocation by sectors, is its utili_sation efﬁciency,
which can be measured by the units of credit required t produce a
unit of GDP. Whereag during 1966-70, when a larger share of
domestic credit was going to the private sector, the economy

required an average of 13 units of credit to produce 100 units of
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GDP, auring ! o2 when the pulli
increasing share of credit, it required an an

3 3 " - 121) 3 " e
per 100 units ot G indicating a sharp (Y2%) tal
- _— - N ™ -1 1 1
credit usage. rollowing the revamping of the prs ale s

T it
in total bank credit allocation in recent years, ethiciency
improved to an average of 21 umts per 100 units of ¢ n 19
o i

and to 15 units 1in 1996-98
Credit by Sectors:

{ it

I'here have been dramatic changes i the allocation of vred

various economic sectors, even when we limit the analvsis to th

period from 1985-98. This should partly explain the movements 1in

R S T e .
']

agricultural produce absorbed 56% of total credit outstanding in
the economy; while export of agricultural produce combined with
trade in capital goods and other trade took 25.7% of total credit
implying that 82% of total credit went to trade related activities
Agricultural production, mining and manufacturing, building and
construction, transport and tourism all combined absorbed only
16% of domestic credit. The structure has gradually changed over
the period, especially after 1991. Thus as of 1998, marketing of
agricultural produce had reduced its share in total credit to only
1.7%, while export of agricultural produce, trade in capital goods
and all other trade maintained more or less a combined similar
share of 25.6%. The combined share of agricultural production
mining, and manufacturing, building and construction, transport

and tourism had almost tripled to 47%.
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Maturity Transfoymation:

Une can assess the maturities of the lending portfolio of banks by

~cassuming that overdrafts and commercial bills are short term in

nature (less than a year of maturity) while loans are medium term

in duration.

Table1 Lending by Type of Facility

Total
D iiesiic Yo of
Year Lending Commcrcinj
(Billion Shs) | Overdrafts | 1Bills | Loans_|
1985 175 709 - 63| 228
1979 L o0 P | 2 s
1991 208.9 799 5.7 14.4
1992 199.5 77.1 6.8 16.1
1993 272.3 7.02 9.8 20.0
1994 289.9 71.1 11.5 17.4
1995 260.8 78.0 46| 174
1996 147.3 781 56| 163
1997 184.8 93.3 27 4.0
[F998 201.4 71.9 88| 193
Eil;l;jige 76.6 6.7 16.7
Source:  BOT, Quarterly Economiic Bulletins.

short-term funds

O verage about 17% of the p]'incipnlly
s f translated into mec

mobilised by comme
This looks like an est

{ium and
rcial banks are

" * . . )
ablished norm, as the ratu

long, term loans.
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remained within this range over a long pm‘jod, with exception Of
. 8

1997 when it dropyped to 4%.

-

One can therefore conclude this section as follows: The

financial institutions in Tanzania have performed poorly in

resource mobilisation and this mianifested in the {inancial

r.._' ] { y o113 13 'l' ;}'(‘---"-nr':.*';.""? ‘.-r'?lr’,:f"."!‘("l"f‘l fhnaf hove

1311 CHrmm "I
ast 37

=" &
remained more or less at the same level over the p
years. This abstracts from the increase in ihe {inancial
ratios that was recorded during the 19705 .... this was
‘diluted in the eighties following a high inflation scenario.
(Actually, disintermediation was largely caused Dby
persistent high inflation). Resource allocation by the
banking systcm has also been uile ILELIICICHL we at sonst
until 1995: this is witnessed by the indicafors of credit
utilisation efficiency (in particular the credit/GDP ratio).
Lastly, only about 17% of total resources mobilised by
banks in Tanzania was allocated medium and long ferm

projects. Most of the funding was given to trade-related

activities.

In the next section we shall try to explore in more detail the period

following the financial sector reform.
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FINANCIAL SECTOR REFORM

I he recommendations made by the Commission of Inquiry iy,
the Monetary and Banking System (1990) formed the basis of the

financial sector reforms. The objectives of the reforms included:

¢ lacilitating the attainment of macroeconomic st bility;

° Supporting structural adjustments in the real econcﬁmjf;

e Providing effective*a:upport to the cconomy, especially b}"
financial deepening and diversification in an environment of

serious market competition.

Some of the structural measures that have been taken under

JOLICUS Clinipuninds ud e reionns include:

i. Through the BOT Act of 1995, redefining its role and

reorienting BOT. Emphasis has been placed on the conduct of

monetary policy especially adopting use of indirect policy
insmn market operations; strengthening its role in
bank supervision. Training of its manpower and support of
short term expert advisers should increase its capacity in the
above regard. The Banking and Financial Institutions Act of
1991 streamlined banking regulations including allowing the
establishment of private banks. To-date bank and non-bank

financial institutions number more than 29,

ii. Restructuring paraslatal banks in order to increase their

2 . . . S} ot H 4 3 ic1e *\V ‘ l
managerial capacity, improve operational efficiency anc
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rehabilitate their balance sheet by removal of non-performing,

assets, recapitalization and eventually privatization.
iil. Removing government controls from financial markels.

While the financial sector has been liberalised, progress on

————
————————————

e e

responsive and efficient banking system has been

ovalinttion of a

slower. Competition has been limited by the concentration of

S

private banks in Dar ¢s Salaain with  upcountry cxpnnsiﬂn
confined to Mwanza and Arusha. Subsidiaries of multinational |
banks have focused on forcign exchange deposits and trade

finance lending. Although the high bank margins have been

narrowing, gradually, they are still very wide, indicating that

{inancial interimcediation is both linunted and incticient.  fne grapil

below illustrates the trend of the average spread.

7

Private Banks Share in Domestic Credit 1990-98

10 ,. v A S o e S s st Al oo b -'./. . e ity ad S
HEREEID :
¢ daiprestoie e A \ , _J

1991 1992 1993 1094 1995 1996 1997 1998
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Table 2. Banks and Non-Bank Financial Institutions - Fel, g
~ T v
Noape Year Licensed Year Opened “%/7 /9 5 \
— ]j_r__
ks | —T
1 NBC (1997) Lid 1997 (Provisional) N/A MW
2 Nalional Microfinance Bank Ltd 1997 (Provisional) N/A 95 I
_-im':kﬁ) Ltd : 1996 N/A *3_3-__-&5
—— N —
A Peoples” Bank of Zanz i ar Lid Provisional N/A 3 24
3 2 Stand. ird Ch Chartered Bank (T) Lid. 1992 1993 2 Y
R O Stanlye Banlk (1 (T Lud 1095 1995 k. 4 13
7 Ciil \m!- u) Lid 7995 503 ¥ 5
e Y, L 1994 s | ;
Y | Lﬁnl\ H\l rican Bank le 1994 1904 1
| 10 Trust Bank (T) Lud 1994 1095 2
| 11 Kiliny anjaro Cooperative Ranlk [ (d 1995 ]| 1995 ] 1
[ 19D mond Trust Bank (T) Lid 1995 1995 1 3
13 Greenland Bank (T) Ltd 1995 1994 3 3
1 Kenya Commercint Bonk (M 114 1996 1997 1 iy
3 Lxim Bank (T) Ltd ] 1996 1997 1 3!
113 Mercantile Commercial Bank Lid 1996 Not Operaling: 0 (
17 Akiba Comimercial Bank Lid 1997 1997 1 AZ
18 Credit Banking Corporation Ltd 1997 Not Operating 0 C
19 International Bank of Malaysia (T) 1997 1998 BEE
Lid I ) R
\_"\ " 1t L sy Bank Lid 1997 | Not Operating 0 0
Non Bank Financial Institutions
1 Tanzania Postal Bank 1993 N/A 50 386
2 Tanzania Investment Bank 1994 1994 1
3 Karadha Company Ltd 1993 1993 1
4 1st Adili Bancorp Ltd 1994 1995 1
5 Savings And Finance Ltd 1994 1995 1
6 Stanbic Financial Services Ltd 1995 1995 1 -
7 Crown Leasing And Finance Ltd 199 1997 1
8 Furaha Finance Ltd 1996 1997 1
9 ULC (T) Ltd 1996 1996 1
232 | 3753

Source:

BOT Directorate of Banking Supervision

However, treasury bill yields are now an important benchmark for

interest rates due to more intense competition and the increased

number of financial institutions in the market. The market share of
__H______,_....---—-—-——-_—_

private banks in both lending and deposit mobilization rose

A

e

amati i is still risi in i ket share in
dramatically in 1995 and is still rising. The gain in market

both cases has been at the expense of NBC.

depicts the above trend.

The graphs below
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Although some degree of competition now exists, j
¥ P =

the main markets i1 Dar
S m Dar es Salaam, Arusha and Mwanza. With the

mrm'whelming Mmarke

15 restricted (o

t dominance by NBC, followed by 3 inajor
ﬂ .' Py - : - . - -

players it is an oligopolistic market. Some of the cited
- d. e - v -
Impedamments to more competition are:

a) Caution necessitated by  the unsatisfactory contract
en[orcement due to courl/legal system and unsupportive

1051515‘1!01‘:5. Commercial courts have now been established

and are expected to begin operations early next year, afler

ongoing rehabilitation of facihities s L'anjlitu d. Conulwidial
L

courts should go along way in reassuring financial
A i,

institutions of an existence of a means of expeditiously

e —

-

b)  The absence of a credit history of borrowers. The financial
____'_""‘--._
market in Tanzania is too small for a professional credit

rating agency/financial reporting agency to operate viably.

It is suggested that co-operation of the major financial
institutions should be able to plug this gap in the credit

market.

The lack of credit information has exacerbated the caution
exhibited by non-indigenous financial institutions in lending,
As is common in most newly liberalised financial markets in
Africa a disproportional percentage of their deposits are
invested in government securities and therefore denied to

the private sector. The graph below illustrates this trend.
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The real economy is continuing to under-.

restructorinc 1 Jespunse (o economic reforms. The
inevitable time lag entailed in freeing resources from the
public sector and shifting and deploying it in the private

sector means that the economy has not yet gencrated the

numbers of firms that would constitute a rapidly growing

market which the financial institutions can compete for. In
-___.-—l"'
1993 BOT took the precautionary measure of restricting

lending by NBC and CRDB while they were undergoing

This was the major reason for the slow

In July 1997 the BOT restrictions were

restructuring,.

“growth of credit.
lifted and this has resulted in a leap in the rqtv of credit

growth.
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The graph below s
e graph below shows the trend of credit growth in

the period 1990 - 1998,

Credit activities picking up after a stow down
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d)

The slow inflow of Direct Foreign Investments, which tend
to be mainly in the natural resources extraction, has meant

the continuation of a narrow real economic base.

The poor infrastructure especially in the transport and

communications sub-sectors is an obstacle that translates

into high operating costs for financial institutions. This is an
area which is receiving attention in the countries reform

programme. Improvcmcnls are however Q:(PCC[L‘L" to take

time. |
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Responsiveness of financial institutions to the needs of households

and private firms has been slow or totally  laching.
Understandably it shall take time for formal financial institutions
to reach out to the rural areas, meet its micro-financial needs and
establish a satisfactory coverage. However the continual void of a
housing finance institution since the demise of THB (Tanzania
Housing Bank) is less understandable even in the prosont Gl /
monetary stance. On a very small scale, leasing and hire purchase
facilities are becoming available. On the other hand consumer
credit and retail credit have not emerged. It is hardly convincing
that the lack of the above markets is a reflection of the small size of

the economy and its resource base. Structural impediments are the

likely expla{nation of the above.

In common with other sub-saharan African countries, financial
repression affected both financial deepening and the structure of
the financial system. Financial intermediation was basically
restricted to short-term maturities and mostly kept in the banking
sector, and thereby preventing financial markets from deeping and
diversifying. Although the money market is still young, it has
developed sufﬁcxently for the secondary market to be promoted.

The long term end of the market remains underdevelo]_oed. The
stock exchange began operations in April this year. If stock
exchange performances in SSA are an indication of the prospects
of our stock exchange, then very little growth or activity is to be
expected in the foreseable future. While Malaysian market
capitalization is 114 percent of GDP, Kenya's capitalisation is only
S 4 percent of GDP. Kenya has one of the most developed

securities markets in SSA. It’s turnover is 2.2 and only 30 of the 54
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listed CcOmpanies are dealq in, w

ith the existence of only
SENCHY ”T“IT'(' l"]}].l'}_t;” ;
ns”,

about

Contractua] saving

Istitutions  in the pension system  and

msurance haye typically  structured their funds

between
sovernment paper, real est

ate deve]opmen[ and bank dcp(;s;il,ﬁ.

After amendments {o the charters of pensions  funds, equily

participation and financing are now allowed. Without the fuller

development of securities markets with sufficient activity to justify

intermediaries, the added function of screening investment
Opportunities in the capital markets may delay the fuller
utilization of the funds held by this institutions.

saw the establishment of the National Insurance

This year also
board. At least 2
private insurance firms have been licenced. The above structural
problems shall have to be overcome by them as well Venture
Capital has been available for quite sometime now. It has filled a

portion of the weakly developed long-term market.

The productive economic activities of the small entrepreneur and

microenterprises have virtually been ignored by the financial

system. Inspite of the National Microfinance Bank anticipated role
in the above market and other initiatives to address this deficiency
there is still no certainty that financial services aimed at this sector

shall soon play the role of a catalyst in enabling this sector to play

its rightful role in the economy.
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FINANCIAL INSTITUTIONS AND ECONOMIC GROWTH

Both  theoretical and  empirical  inyestigations  have
demonstrated conclusively whether it""-lsm'munlliu‘ growth whicl ’
lead to financial development or the reverse c.'mr:nlit}'. Infact while
some empirical studies have estimated that a 1 percent increase in
per capital income is a tod e devddaping countiies with an
approximately 1.5 percent increase in the indicators of financial
depth, this does not mean one causes change in the other. As one
mput among an array of other inpute «n ‘h as natural resources,
labour markets, management technology and entrepreneurial
ability, it plays a necessary but not sufficient role in economic
development. Tanzania which has an economv which ie Tawels

developed and lacks the human capital, especially in terms of a

vigorous private entreprencurial stock, the question is how given

B

the country specifics, the financial system can play its necessary

role efficiently.
Investment Growth and the Private Sector

A firm finding of the flood of research results on comparative

economic growth has been ‘l}lclsfit_-ive, robust correlation between

growth and share of investment in GDP”. A close link between

veloping countries over the long run

investment and growlh in de

‘s evident in the empirical growth literature.
is statistically, significant and ranges from

Ndulu and Ndungu

The co-efficient of

investment to GDP ratio

0.3 to 0.6, depending on various variable. (

1997).
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Private investment 1s par tmulm]y impor lant in the pmwlh process.

-~

The effect of the pr ivate investment ratio on growth is signific mil'f
higher than that of government investment ratio. The rate of
return to private investment is 50-60% higher than equivalent
government investment. ~ While governments are uniquely
qualified to invest in physical, economic and social infrastructure
they are relatively poor in providing the entreprencurial activity,
risk taking and adaptability to change, that are key to sustained
economic growlh ¢specially in an environment of constant

technological changes.

The steady decline of aid means that long term growth can only be
secured by primarily relying on domestic savings mobilization.

Financial institutions are ihe intermcdiaries widch nwot oiuy

indirectly link savers and users of funds in the economy but add
further value by maturity transformation and risk transfer. Thus
arrangements which permit financial claims or instruments to be
traded in accordance with established rules constitute a market
where financial institutions play a unique and essential economic
role of mobilizing and allocating credit whereby they limit, price
and trade the risk resulting from these activities. Risk is therefore
inherent in the financial system and arises from many sources in

the economy. The financial system needs to be sound if it is to be

sustainable. In other words most of the banks and non-bank

financial institutions must be solvent and 1ikely to remain solvent
~in the future.

Macro-financial stabilily backed by a set of re

et ‘egulations which are
adaministere - .
d by a regulator y body for each financial sector are
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essential. The regulations objectives would be to establish policies

The

that allow only financially strong institutions to operate.
regulations would also seek to limit excessive risk taking by
owners and managements of financial institutions. They would
also  establish appropriate  accounting, valuation  and
reporting/disclosure rules in order to promote market discipline.
Tanzania has made significant strides in meeting the alove

conditions.

Within the above framework, financial deépening and
diversification ought to contribute substantially to economic
growth. Financial deepening is said to be taking place in an
economy when the accumulation of financial assets is at a faster
Foee el weCuawation of non-financial wealth. The level of

financial sector development is proxies by the level of financial

deepening which is defined as the ratio of broad money (M2) to \'

GDP.

Table: Tanzania versus Fast Growing Economies"

Tanzania 3.8% Depth
Bank
Private

Private/GDP

Average F.G.E. 6.4% Depth
Bank
Private
Private/GD

5
a) Depth defined as MZ/GDP, proxy for financial sector
({\

development; e )
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tﬁkin%; atio of the assets of banks

¢) deposits
. Qver n i
- er the sum of their assets plus those of the central
dNK, pProv . £ p
* PTOXY for financial services available;

d)  Prive i :
) rivate defined as the ratio of bank claims on the non-

financial private sector to the total domestic credit;

e) private .GDP defined as the ratio of claims by banks on non-

financial private sector to GDP.

The above comparative table shows the shallowness of Tanzania’s
lnancal seclor as vppuscd W Uw avirage wl oot Cuoondng
Economies in South East Asia. Two additional findings are
captured by the table. . First, banking activity was
disproportionately smaller than in the FGE countries. Secondly,
while Tanzania experienced declining savings, the FGE countries

experienced double digit growth.

In developed economies financial-develolament was demand led.
Basically institutions and instruments were created to satisfy
market demands. Authorities intervened ex-post mainly to change
laws and regulations when major distortions or bottlenecks
emerged or to effect improvements. Both the strategy and
sequencing adopted by BOT in sponsoring, development of the
financial sector are supported by investigations in SSA. In the
absence of strong market forces, which is true of our case in

Tanzania, demand led development can not be expected to
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,al, regulatory and prudential framey,,. .

1.
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Tanzania wherchy the cg,
for the money, securities and foreign exchange markets hag been,
put in place and thereby promoting the necessary 1}1(3:3115111:",:-.—;,

institutions and instruments for the devclopnwnt of financjal

markets.

The sequencing of money markets where basic skills in financial
markel operations are acquired followed by the securities markets
where the skills can be tranaferred 55 4l supported by experience

elsewhere in SSA.

With sufficient incentives deliberately Tiile 2 son/ ieward
system the above initiative should lead to financial deepening by
encouraging households to hold a bigger proportion of their
wealth in financial assets. It is important that an incentive
framework and a business climate supportive of entrepreneurship

and private sector development be in place.

Diversification

Like other SSA counties Tanzania’s Mem is narrow.

The principal financial instrument in the economy is bank-

intermediate loans. Diversification has began with the emergence
of treasury bills/bonds, equities, revival of bank acceptances,
certificates of Deposits etc. Diversification of financial institutions
has so far concentrated on the securities market institutions. The
development of secondary money markels shall _require the

promotion of institutions that shall facilitate market operations.
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ASs previously mentione ey gl . , :
I ) loned the legal, espec ially property rights,
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{“:!\. Y accelerata 5 : o ) . _
raer to accelerate the development  of housing [inance and

l{'il:«il‘l;;.
P\'IICROI:lNANCING

In Tanzania, Savings as well as investment have been peded by

a number of structural, institutional and economic factors. The
e e

low income of haneeholds and most economic agents coupled

with the low economic development and iiwjpropriate social

capital are primary obstacles. Low cconomic development
! 7

ticewc ot Tieaited monetazation of the economy, large informal

sectors and high transaction cosis.

One hypothesis which attempts to explain determinants of savings
is the life-cycle theory. It ascribes savings behavior to the
population age structure and the rate of economic growth.ﬁ It has
however been observed that life-cycle variables link to savings are
weakened by the very low income that is barely above subsistence
and any growth is consumed inspite of any incentives to save.
Additionally experience and cultural behaviour dictates that to :
smoothen income over the bad year duc to weather crop/livestock

infestation and bumper years savings are most useful in the form

of livestock, crop stocks, other liquid assets with a ready market in k
the village. The intergenerational smoothing of income is thought

to be influenced by the extended family which is biased towards
non-financial assets.
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On the other hand where financial asscls are employed in Saving

there is a big tendency {

a)

b)

/
tu use currency for that purpose.

Deficiency in the financial infrastructure is one reason. A

strong financial infrastructure is characterize

appropriate legal, regulatory and pirudential framework;
financial strercth (crms  of solvency and liquidity of
inslitutions; diversity of institutional structures; adeqnnte
financial information including acconnting information of
uniform. and approyrisie standards integrated into the
financial process; the availability of relevant technologies

and human skills.

Limffwerage of financial institutions.
Financial institutions are cgﬁgentrated in urban areas. The
NMB has a branch in almost every district. This stil] leaves
80 percent of households outside the reach of a financial
institution. The post office has a wider reach up to the
division level but administrative arrangements limit its
effective reach to the district. Bank branches have a
relatively high fixed cost. Low value, low volume
transactions mean certain loss. Small savers find bank
services too complex and intimidating. The high potential

and actual fraud inhibit use of cheques. The payments and
settlement system is both inefficient and slow, thus

dis'couraging its use.

In the absence of convenient, and appropriate financial

instruments and markets the best puarantee of liquidity is
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holding of currency. Microenterprises exclusively deal in
of

the holding

currency, thereby  further encouraging

currency.

Informal and semi-formal savings and credit institutions
as rise sPontaneousl_V to serve

o formal financial

both in the urban and rural are
thp leoce afflviont 1\?]1(‘1 ]1;]\?(3 no access t

need for financial services.

institutions to satisfy their
and Credit Associalions which

ROSCAs or Rolating Savings
are very

1t, terminating Or intermittent
e usually based on some

residence, commaoil

may be permaner

familiar in the country. They ar

comunon bond such as workplace,

Operations management are voluntary;
ey aLe

costs

worship etc.

are low lor iransaciions and njormaticll

convenient, flexible and partici

pants have high confidence in
Inspite of their low profile, money lenders

the institution.

are a feature of the rural s
by their relative affluence. Those in need of financin
e to repay the credit in terms of

Those with excess

cene. They usually assume the role
g turn to

them usually with a promis
so many bags of agricultural produce.
cash usually deposit it with them for safekeeping,.

To respond to the needs of the low income

households/microenterprise there is need to drastically
improve the financial infrastructure as a priority. The
promotion of microfinance institutions within a framework
of a minimal regulations and prﬁdential guidance that
should not in anyway stifle their growth is also crucial.

There should be room for a range of microfinance

20
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mstitutions and arrangements for their links/ transformation ‘
to more formal {inancial inslitutions as to scope and scale,
instruments etc.  The fear that their tendency to use
currency; spatial restrictions in their operations and isolation
from the wider financial system would tend to limit

financial deepening is a problem that should be kept in mi nd

dvpenima Fhedfe 1 b5z 111 { ]
when addr sing their subscquent development.

A Conclusion: Problems Inhibiting Financial

Intermediation in Tanziiia

Judging from experiences in the past five years or so,
financial institutions in Tanzania arve sfill febi=fted Lo
{ultilling their rightful role of promoting economic growth

by a number of factors. I shall list, but only a few of them.

Inadequate legal and structural environment:
o There are no clear and well understood standards and

rules for legal procedures; and the accounting and

auditing framework is still weak In ensuring adequate

disclosure and timely and accurate information on

operations of banks and their clientele (especially

The financial statements provided by

borrowers).
ases@ ‘cooked’ with assistance of

borrowers in most €

and this undermines credit risk assessment.

auditors,

o The issue of legal framework has been a subject ol
discussion in almost all

1993, but little has bheen achieved i

Conferences of Financial

Institutions since

27
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2)

S)

enhancing public disclosure of financial statements;
reviewing outdated laws and adopting more effective
laws on corporate govcrnaﬁc(_‘, bankruptcy procedures,
contracts and private property;

— improving enforcement of existing laws;

improving effectiveness of the judiciary in settlement

of commercial disputes.

Cositinued rvisks of sudden and freguent wioielary, policy and

price instability:
Sure, the central bank has been relatively responsive to the

demands of the banking sector, but the persistence of high

relative inflation poses a threat to confidence building in the

jinanclal secior.

Instability of financial institutions and need for strengthened

supervision and regulation:
There is need to limit the adverse impact of licensing

shadowy and shaky banks and financial institutions; while
ensuring competition and development of innovative
institutions and practices. [The playing field must also be

leveled for banks and financial institutions].

Poor credit culture, reinforced by continued (indirect)
interference of politicians in operations of the financial

institutions and weak legal framework.

Shallowness of the securities/capital market, which hampers

portfolio diversification by banks and financial institutions.

Scanned by CamScanner



6)  Lack of credit rating agencies that could reduce the costs of

credit risk assessment and expand the base of potential

borrowers.

Limited capital base of financial institutions, constraining
credit extension in the light of regulatory exposure limits.
This is exarcebated by little experience of banks in working
with each other to allow syndication managements etc.

8) Lack of professional capacity in credit risk management,
especially after the long period of directed credit activities
(soft Iending).

'J_j‘ Lsow it bet reitaoat ‘-O\..; Lai Jlbsaan i gl -uu-'uo i yyi.

making other forms of savings more attractive.

10) Short maturity of deposits due to long period of persistently

high inflation.
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Operation Savings Financing Develo-
of the mobilisation ment (plus external
Payments (mainly gavings mobilisa-
Mechanism Domestic) tion)
KEY: NBC = National Bank of Commexrce;
pBZ = People's Bank of Zanzibar;
CRDB = Co—operative and Rural Development Bank;
THB = Tanzania Housing Bank;
POSB = Tanganyika post Office Savings Bank;
DJIT = piamond Jubilee Investment Trust;
NIC = National Insurance Corporation;
NPF = National Provident Fund;
TIB = Tanzania Investment Bank;
_ ment Finance Co.Ltd.:
TDFL = Tanganyika Develop
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