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1.
INTRODUCTION 

There is a lot of empirical evidence that confirm the positive and causal link between financial development and economic growth, indicating that financial development is indeed a significant and intricate part of the process of economic growth of any economy. Low levels of financial development, reflected by the low intermediation, prevent the banking system from contributing positively to economic growth. 

Our African economies are mainly rural-based with huge proportion of population heavily dependent on the rural economy that is mainly agrarian in nature. Rural oriented financial system is thus fundamental and start putting an appropriate policy framework is of utmost importance. The focus of this paper therefore, is to share with you the Mainland’s experience in its efforts to put in place strategic policy options in order to improve financial services provisions in rural areas where a lot of the poor reside. 

1.2 The historical perspective of rural financing in Tanzania:

Since independence Tanzania has well recognised the importance of provision of financial system to the economy but has responded differently in-terms of policy interventions to ensure that provision of such services are availed to the majority of the population that live in rural areas.

After independence in 1961, the Government saw the need to put the economy in the hands of Tanzanians. In 1967 it adopted Socialism Policy which anchored on state ownership and control of the major means of production, exchange and distribution. The public sector became the principal engine of economic growth and development. Socialism and the fight against poverty resulted into the National Five–Year Development Plans and sectoral policies that strived to share the national cake by taking services to the people in the rural areas that accounted, at the time, about 90% of the total population. 

For the financial sector, provision of financial services became state controlled after nationalizing all private foreign banks that had existed at independence. In Tanzania Mainland four public banks were established namely: Cooperatives and Rural Development Bank; National Bank of Commerce, Tanzania Housing Bank and Tanzania Investment Bank, which provided corporate type of services to the state-owned companies (known as parastatals) and cooperative unions that were the main producers of agricultural and industrial products in the country. At that time, both public banks and cooperative unions were prone to political influence.
At the local level, cash-crop production was organised through unions of cooperative societies. The agricultural cooperative unions through their marketing boards provided credit for farm inputs to small farmers which was repaid through deductions from crops sold through the cooperatives system. In addition, the Government established heavily subsidised financing schemes for all social and productive sectors. Postal Services Corporation provided saving outlets for rural and urban low-income population.

During this period, the supply of credit was supply driven. The Government intervened heavily in rural financial markets aimed at supplying affordable credit (savings excluded) to small-scale farmers and rural entrepreneurs who were perceived as a clientele with no alternative access to formal credit markets.

However, many of the credit programmes did not develop into self-sustaining credit facilities, for they heavily depended on Government subsidies and the services did not reach the majority of the poor farming population. In addition, administrative interventions retarded the development of efficient financial markets and increased the borrowing costs.

There were ceilings on lending rates that could not cover transaction and risk costs.  The recovery rates in many government credit programmes were low because of inefficient operations such as massive mismanagement and rampant financial frauds in the banking sector and cooperative unions.  Official agricultural credit was often costly to the Government and remained without adequate development impact, in particular on poverty.

What we learn from the early period is that, on the policy front at the sectoral level, there was no visible policy framework for rural finance. A public centred macroeconomic policy framework drove the development agenda and the focus was on providing public credit. Promotion of savings was ignored. Credit to rural peasantry was through subsidised programmes and mainly by cooperative unions.  

The result of all this was that although the Government intentions were noble in wanting to serve the financial needs of its majority population living in rural areas, there was very limited availability and access; and agriculture remained rudimental because of the inadequate macroeconomic and sectoral policies deterred economic growth, crippled private entrepreneurship and growth of demand not only for credit, but also savings and other financial services. Generally, the available credit did not effectively reach the majority of the poor, thus creating a systemic gap in the financial system.    

2.0
PRESENT POLICY FRAMEWORK FOR RURAL FINANCE 

2.1 Financial Sector Reforms (First Generation):

The crisis in the financial system as mentioned above was part of a wider economic crisis caused by internal and external factors. Since 1986 the country undertook a series of reforms that culminated into economic and political pluralism in early 1990s. Among these reforms, were the financial sector reforms, aimed at creating an effective and efficient financial system and strengthening of the banking regulatory framework. 

2.2 Expanding Gap in the Financial System:

As a result of the financial sector reforms, there was an increase in the number of banks which, induced development of new and more efficient financial services. However by the mid-1990s, it had become apparent that the increase in the number of banks and the increase in efficiency in the banking sector had not brought about a corresponding increase in access to financial services particularly by low income and the rural population. 

The limited financial services that had existed before adoption of open-market policies grew even worse because of: 

· the massive closure of loss-making rural branches of state-owned banks that were being privatised;
· Biasness to urban, peri-urban and high income clientele by new banks and other private financial institutions that were entering the banking sector
· Abolishment of subsidised credit programmes;
·  Dismantling of cooperative union’s agricultural marketing mechanism that had provided credit for farm inputs to the rural peasantry. 

Low access to financial services was evidenced by the 1997 Financial Services Demand Survey that was undertaken by the Bank of Tanzania. The survey revealed that only 6.0 to 8.0 percent of rural credit demands were met by formal financial institutions. 

2.3 Addressing the Gap in the Financial System:

To address the expanding gap in the financial system, the Government made a number of initiatives. It established a National Microfinance Policy in 2000 to foster an integrated broader-based financial system in the country that would encompass the needs of the low income strata of the population in urban and rural area. Also, the Government enacted the Financial Laws (Miscellaneous Amendments) Act 2003 which mainstreamed microfinance into the existing laws, making it an integral part of the financial system. Among the amended financial laws was the Cooperative Act (1991) that provided for the registration of Savings and Credit Cooperatives Societies (SACCOS) as privately-owned, saving-based financial intermediaries at the community level.

In addition to the enactment of financial laws, as had been the case with rural development in the early years after independence, micro financing increasingly became recognised as an important cross-cutting issue and therefore was integrated in the macro development policy framework and sectoral policies and strategies targeting the poor and rural population. What has evolved from these policy efforts, is a complex rural finance related policy framework, made up of about 17 national policies and strategies with 10 financing programmes (targeting rural people and their enterprises) under 8 government ministries and agencies (detailed in Appendix 1)

2.4 Impact of the Policy Framework and its Interventions on Rural Financing:

In May 2003, a joint financial sector assessment by Government, IMF and WB was undertaken. The findings laid out the basis for the establishment of the Second Generation Financial Sector Reform Programme in 2005 under the coordination of the Bank of Tanzania. For the first time, rural and micro finance issues have been recognized and included in the financial sector reforms. Among the priority areas identified for the Rural and Micro Finance Component was the fact that much of the micro financial services that had come on market mainly served the urban hence, the recommendation to enhance financial services in rural areas. 

3. 
COUNTRY EXPERIENCE IN DEVELOPING A FRAMEWORK RURAL FINANCE  

3.1 The Rural Finance Study:

For the period between November 2007 and July 2008 an in-depth study on rural finance was undertaken under the coordination of the Bank of Tanzania to:

i. Critically review the state of rural finance in the country; 

ii. Develop a medium-term strategy/framework to enhance provision of both broader and deeper financial services; and 

iii. Make an action plan for implementation. 

3.1.1 Institutional Set-up:

Because rural finance is not a specific sector, the study was organised under the Financial sector Support Programme (FSP) which implements the Second Generation Financial Sector Reform Programme (SGFSRP). FSP is chaired and coordinated by the Bank of Tanzania. The study was undertaken by the support of a consultant who worked very closely with the Rural and Microfinance Technical Committee under the FSP. The committee is made up of 9 representatives from Ministry of Finance and Economic Affairs (MOFEA), Bank of Tanzania (BOT), Ministry of Agriculture, Food Security and Cooperatives (MAFSC), commercial banks with microfinance windows, financial NGOs, apex bodies of microfinance institutions. In order to also create other key rural and micro finance stakeholders and Government buy-in in the study, there was also high level stakeholders’ workshop to review the findings before the study was finalised.

3.1.2 Methodology:

The study made first a critical review of both the demand and supply sides of financial services to establish the state of rural finance in the country to help contextualise the general situation of the rural financial markets in Tanzania. The review included a range of rural finance related laws, policies regulations and strategies, sector programmes related to rural financing, specific studies in the micro finance and financial sector. 

Further, it analysed primary data: To identify areas for the study the master sample from the National Bureau of Statistics (NBS) was used. Emphasis was given to sparsely populated areas in determining the sample of institutions to be studied but also included urban and peri-urban to understand the rural and urban interaction. Data from Household Budget Survey of 2000/01 and Integrated Labour Force Survey of 2000/1 was analysed to define the income and asset poverty profile. Also, further disaggregated and analysed the dataset from the FinScope - Demand Survey of 2006 to examine the demand side factors.

For supply-side information, a mini-survey was conducted using 43 sampled institutions from formal, semi-formal and informal sub-sectors. Given the dominance presence and relative importance of SACCOS in rural areas in Tanzania, they constituted at least 80% of the sample. The remaining 20% included banks, NGOs engaged in wholesaling via SACCOS or self-help groups. The survey aimed to cover a range of institutions and geographical areas that could provide a comprehensive a picture of the way financial services are provided or fail to be provided in rural areas especially in more remote areas of the country. In the regions that generally lack financial services outlet, it was crucial to understand a set of constraints that exist and keep away financial institutions even in urban centres of remote districts. The survey was also designed to identify underlying issues surrounding the interaction between providers and users of financial services in these areas. 

The review was also complemented with interviews with key stakeholders in rural finance (private and public).

3.2 Outcome of the Study:

3.2.1 Understanding the Landscape of Financial Services in Rural Areas: 

The patterns and state of the demand and supply of the financial services were found to be impacted by the state and characteristics of the rural areas:

(i) infrastructure and access to basic services: 

The study observed that rural areas in Mainland Tanzania are typically characterized by poor infrastructure and poor access to basic services by rural households.  

Tanzania, given its size and population dispersion, road transportation is the most dominant mode of transport and plays a significant role in the integration of the rural sector with the rest of the economy and impacts significantly the availability and accessibility to financial services. However, more than 99% of regional, district and feeder roads remain unpaved and only about 40% of trunk roads are paved. The poor road networks, especially in rural areas, help to explain the tendency of rural households to be relatively isolated and the relative lack of integration between the rural and urban sectors. For example, a village may be only 20-30 km away from the district centre, but poor road conditions may mean that it can take 3-4 hours to travel between the two.  The problem is of course exacerbated during the rainy season when some road networks become practically impassable.

In terms of access to energy, the review estimates that it is virtually only urban and peri-urban areas are connected to the national electricity grid: only about 8.5% of rural-based households report being connected to electricity. 

Further, it has been observed that in recent years, individuals, households and institutions based in the rural areas have started to become more connected with the rest of the economy through the introduction of mobile phone technology.  Although there are still areas that are not covered by the existing mobile operators, the available statistics show that the number of mobile phone subscribers in Tanzania has grown exponentially in the last ten years, far exceeding the number of subscribers for fixed phone lines: mobile phone subscribers currently represent about 98% of telephone subscribers in the country.    

(ii) income / asset poverty profile:

According to the study, income poverty statistics show a stubbornly high proportion (around 40%) of the rural population living on less than the amount needed to cover basic needs, and about half of these are experiencing food insecurity. Those belonging to the lower income groups tend to depend more on money from family and friends, sale of agricultural output and informal and/or seasonal employment, which indicates a high degree of vulnerability among these households. 

Rural households, furthermore, often have very little or no capital assets (such as property, vehicles, machinery and equipment).  For example, while the most recent Household Budget Survey (HBS, 2000/01) results show that rural households have a greater tendency (compared to urban dwellers) to reside in houses that they own, often these houses are characterized by very poor conditions, such as having no foundations and only earth flooring.  

Furthermore, the study estimates that that while 81% of the economically active population in Tanzania Mainland are residents of rural areas, almost 60% of those employed or engaged in paid/non-paid economic activity have not been able to complete primary education or have never attended schooling at all.  The NBS estimates that approximately 43% of the adult rural population are unable to read or write. The relationship between this issue and financial literacy

As regards to agriculture, it accounts for about 45% of the country’s GDP and is the main livelihood of the rural population. The HBS finding which is also supported by FinScope results show that agriculture-related activities, such as selling of produce and output from livestock, are more frequently identified as a source of income by the rural population than by respondents in the urban areas.  Even in terms of those deriving their income through employment, it is more common to find people in rural areas employed on other people’s farms rather than being employed in an office, a trading enterprise or a factory.  Farming and agriculture in rural Tanzania are characterized by a high degree of subsistence.  According to the NBS, approximately 93% of the total area planted by crops is owned to small holder farmers. 

 (iii) characteristics of economic activities:

As regards to economic activities, the study finds that agriculture provides more than three-quarters of merchandise exports for Tanzania Mainland. While agricultural exports are slowly beginning to diversity with the introduction of non-traditional crops, 85% of revenues at present still come from the five main traditional crops: coffee, cashew nuts, cotton, tobacco and tea (World Bank 2006).  This is a cause for concern, given that the relative importance of the present “big five” is declining as a percentage of the world market. These traditional exports will have to become more competitive in an increasingly demanding global commodities market.  This in turn requires the capacity to reduce the costs of production, marketing and transport of goods through a combination of improvements throughout the value chain, from the level of infrastructure development to the production capacity of farmers.

At present, according to the study, there is low degree of mechanization among rural households which underlines the observed dominance of subsistence farming in the rural areas.  It is estimated that only about 11% of rural households own a plough and only 2% are with tractors. Machinery is often shared, and access to mechanization is ultimately more important than outright ownership.  But these very low percentages of ownership also indicate a low degree of access. Thus, given the volatility in the prices of the main agricultural crops, combined with the constraints faced by these households in producing and selling these goods, their dependence on agriculture as a major source of income exposes them to the risk of not being able to generate enough income to support household consumption.

Table 1: Sources of Income of Households: Rural vs. Urban

[image: image2.emf]Income Source

Urban  Rural Total

Pension that you receive 2.0 1.3 1.5

Money from family/friends / spouse 31.7 26.3 27.8

Agriculture-related 39.8 90.9 76.4

Sell own produce from my farm (Cash crops) 4.6 14.3 11.5

Sell own produce from my farm (food crops) 19.0 42.5 35.9

Sell output  from my cattle/livestock (eg milk, eggs) 3.9 11.5 9.3

Sell my livestock (goat, sheet, cattle, chicken) 4.2 13.1 10.6

Fishing - catch fish & sell 2.1 3.1 2.8

Agricultural trading-buying and selling produce 6.0 6.4 6.3

Employment

Employed on other people's farm on a full time basis 0.9 2.8 2.3

Employed on other people's farm on a seasonal basis 3.0 9.5 7.7

Employed to do other people's domestic chores 4.2 3.3 3.5

Employed in the informal sector (e.g. working for an individual) 8.6 4.0 5.3

Employed in the  formal sector (e.g. in an office, for the gov't) 9.0 2.4 4.3

Running your own business 46.8 29.8 34.6

Sub letting of land 1.1 3.4 2.8

Sub letting of house/rooms 9.0 1.6 3.7

Earning money from investments, eg shares, stocks 0.5 0.1 0.2

Total responses (more than one source of income possible) 156.6 175.4 170.1


Source: FinScope Survey, 2006

While most rural households depend on agriculture as a source of income, more and more rural entrepreneurs supplement their agricultural income by engaging in non-farm activities (Table 1). The Tanzania Rural Investment Climate Assessment conducted by the World Bank (2007) estimates that non-farm activities are an important source of income for approximately 1.4 million rural households. Over the past decade the share of rural non-farm self-employment income has almost doubled and about 28% of rural households in 2004 reported that at least one member was working in a non-farm business.  The majority of these enterprises (57%) are engaged in informal wholesale or retail trading or the processing of agricultural commodities. They are dependent on resources that are readily available within the local community. They buy and sell locally, and operate in relatively thin markets. Thus, the earnings generated by these activities are at a low level, with a net income of approximately US$113 per year – or about one third the country’s GDP per capita. Nevertheless, the World Bank assessment points out that those households that run a non-farm enterprise have an income that is about 24% higher than that those without. This demonstrates how some rural households are able to cope not just by deriving income from multiple sources but by complementing income derived from agriculture with non-farm enterprise activities. This point is reinforced by the distribution of rural and urban sources of household income as revealed by FinScope, shown in Table 1.

(iv) patterns in access to financial services (demand):

Data from the FinScope Survey data shows that the difference between the rural and urban settings lies not only in the proportion of those who are served by banks and other formal financial service providers, but also by those reached by microfinance institutions (MFIs), as illustrated in Figure 1. The overall results show that there is a very large share of the population who are not able to bank with formal financial institutions (approximately 91%), and while there is a growing number of semi-formal institutions (financial NGOs and SACCOS) – only 2% of the population who are without any access to formal institutions have been reached by these semi-formal institutions.  At the other end of the spectrum, the results also show a comparable proportion of individuals in rural areas (33%) who are totally excluded from any form of financial access as with those in urban areas (34%).  However, given that the large majority of the population is found in rural areas of the country, this means that as much as 9.1 million individuals in the rural areas are without any financial access (compared to an estimate of about 2.3 million in urban areas).  Not surprisingly, a more significant proportion of rural dwellers (24%) are found to be engaged in non-monetary forms of finance, compared to only 11% in urban areas. 

[image: image1.wmf]Figure 1:
The Financial Access Strand: Rural vs. Urban
Source: FinScope Survey 2006.

What drives this pattern in the level of financial access in rural areas?  By looking more closely at the different variables, we may be able to discover certain significant characteristics of the rural population in general, and of those that tend to be excluded from any institutional form of financial access in particular.

The analysis indicates that among the sample of respondents who reported their estimated monthly household income in the FinScope survey, about 26% in the rural areas reported incomes falling below the amount estimated for food consumption, compared to about 15% in the urban areas. The tendency of rural households to fall within the lower income groups creates both supply-driven and demand-driven barriers to financial access: (a) by creating a possibly disproportionate perception of risk about these households and generally categorizing them as among those considered un-bankable from the perspective of some financial service providers; and/or (b) by their inability to meet the costs associated with transacting with financial institutions, especially banks.  This is consistent with the FinScope findings for the entire population, which shows that not having a regular income and not having a job are two of the three most frequently cited reasons for not having a bank account, as shown in Figure (2).

Figure 2:
Reasons cited for not having a bank account (rural-based respondents)
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I don't have a regular income

I don't have money to save

I do not have a job

I have to keep a minimum balance in the bank

I don't want to pay service fees

The bank is too far from where I live

It's expensive to have a bank account/I can't afford to

I have too little to make it worthwhile

Bank charges are too high

I don't qualify to open an account

Banks are not for people like me

I don't have documents to open an account

I don't have a referee

You are too young to open an account yourself

It takes too long to get my money

I don't trust banks

They do not speak my language

They are rude

I don't need a bank account

I don't know how to open an account

I use someone else's bank account

I prefer dealing in cash

I prefer to use alternative financial service providers

Others

RTA

none


Source: FinScope Survey, 2006.

While there is a greater tendency among households in the rural sector to derive their income from multiple sources, most households tend to depend on agriculture-related activities for their living (Table 2), which is often considered an area of high risk by banks and other formal financial institutions.  Among those in the rural areas deriving income from employment, most of these individuals are employed seasonally and casually, and may therefore be considered un-bankable given that they are without any regular income stream.

Furthermore, the study shows that the low income levels and irregularity of income received by rural households make them vulnerable to sudden changes in the economic environment. Their limited access to financial instruments such as savings and insurance schemes makes it all the more difficult for them to protect themselves from shocks and other adverse changes in their income flows.  Often, these households are unable to maintain better combinations of assets and liabilities.  For those who are extremely asset-poor, in face of more difficulties, may result in a decrease in household consumption, which locks many rural households into a situation characterized by poverty and vulnerability.  It is therefore not surprising that among those with access to savings instruments, rural respondents reported saving primarily for consumption-smoothing, such as paying for general needs of the household when there is little or no income, followed by saving in order to cover costs related to emergencies and/or the acquisition of certain household goods.  Only a small proportion cited saving in order to purchase fixed or durable assets (such as purchasing land or a house, means of transportation or even agricultural implements).  

This characterization of the income and asset poverty profile of rural households helps to explain the tendency for them to be among those considered un-bankable, especially by the formal financial sector.  The problem is exacerbated by the fact that although most smallholder farmers in Tanzania have rights to the land where they grow their crops, those rights are held only through customary law.  According to NBS, only a small proportion (5%) of the total land allocated to small holder farming is under official land titles, thus preventing the majority of farming households from using their land as collateral when accessing loans from the formal financial sector.  In an effort to stimulate and encourage formalization, the government of Tanzania is implementing the Property Formalization Programme, which is aimed at improving the services of the land registries in order to support the registration of land and landed property.

Another demand-driven factor that helps to explain the level of financial access is the level of transaction costs incurred by households.  Compared to those in urban areas, rural dwellers tend to incur higher costs in accessing markets and transacting their business, given the constraints associated with the development of infrastructure in these areas.  According to the FinScope Survey, 20.6% of rural respondents reported taking at least 12 to more than 24 hours to get to the place where they transact their business, while 15.7% required 2-4 hours of travel, and only 16.5% need to travel 1-2 hours. According to the Finscope survey 29.3% of the rural population incurred about one US dollar (Tsh 1,200) to pay for public transportation to make a financial transaction (Figure 3) which is equivalent to a household daily income for about 26% of the rural respondents.  

Figure 3:
Costs of public transport to place for financial transaction
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Source: FinScope Survey, 2006. 

Also, according to the study, people in rural areas also tend to have inadequate knowledge about the financial institutions providing services and the products on offer, and they hold negative perceptions of certain providers, which may or may not be founded on accurate information.  FinScope results, for example, show that about 61% of the total adult population in Tanzania have never heard of an ATM, 35% have never heard of interest on loans, and 34% have never heard of microfinance institutions.  Respondents even pointed out the need for financial education to help them understand services and products and significantly, to help them understand how to calculate the interest on loans. This lack of information is very likely driven by the high rates of illiteracy, especially in the rural areas, and the relatively high degree of isolation of these households from information sources.  If people are (financially) illiterate, they tend to lack the confidence and feel disempowered to enter into transactions especially with institutions.  In this case, financial illiteracy acts as a barrier through a process of self-exclusion.  Furthermore, it could also very well be the case that even in the absence of self-exclusion, people with very little or no education tend to be considered un-bankable by certain providers. They are considered too poor to save, invest or borrow and their lack of education (as a form of capital) signals a high level of risk.  In the extreme case, people who are unable to read or write are hindered from entering into (formal) agreements with individuals and institutions.

(v) the supply of financial services;

Financial services in the rural areas are directly and/or indirectly provided by several institutional types, which include commercial banks, regional community banks, non-bank financial institutions, NGO-MFIs, SACCOs and informal sources including ROSCAs and Village Savings and Loans Association (VSLAs) or Village Community Banks (VICOBAs).  The following are the main features of financial sector in Tanzania:

· Degree of monetization for Tanzania, 20.7%, is at par with the average for LIC-Africa, but far lower than Kenya (38%) and South Africa (61%). 

· Private sector domestic credit as a percentage of GDP averaged 5.6%(1999 to 2003), well below the LIC-Africa average (8.3%), and far below Kenya (21.3%) and South Africa (142.1%).

· Financial sector efficiency is very weak: spread between deposit and loan rates, averaged 13.7% (1999 to 2003) above average LIC-Africa (12.9%), this is still very high in absolute terms. So effective interest rate for borrowers is very high (10.5%) for the same period. This comparable to the regional average, but much higher than in Kenya (4.7%) or South Africa (8.5%). 

So the financial system is still a critical constraint on investment and business development. It is thus important to strengthen the banking sector, improve the efficiency of financial intermediation and overcome constraints that limit private sector access to credit

a. the banking sector:

The study finds the banking system has a very limited level of penetration in the rural areas of Mainland Tanzania. Most bank branches to be located in areas with high population densities and high market activity.  Of the 32 banks and financial institutions currently operating within the banking sector, only four commercial banks that have national-wide branch networks have established a presence in rural financial markets but mainly indirectly via links with financial NGOs and SACCOS.  In addition, there are 7 regional community banks that are engaged in deposit-based microfinance operations. However, they are limited in scope especially since they operate within a specified geographical boundary which limits the reach of their branch network.  The FinScope survey estimated approximately 5% of the rural population has a bank account.  17 of the 32 registered commercial banks in Tanzania have only 1-3 branches, and those branches are all located in the country’s major cities.  

Most banks consider it too costly to establish their presence in all of the regions, because of the problems associated with the quality of road access, utilities and telecommunication services.  Even the few banks that are represented in all regions of the Mainland, some branches need to be cross-subsidized by the more profitable operations of branches located in the more affluent areas. 

Similarly, although community banks tend to have cost structures that are comparatively favourable to the provision of small-scale services, these banks still operate by maintaining a branch in the regional town and establishing mechanisms that help them serve some target groups located in more remote areas of the regions (about 150 km from the branch where they focus their operations. However, unlike commercial banks, regional community banks tend to have a relatively lower core capital level, which limits their capacity to provide loans on a wider scale.  Such banks continue to seek new investors to address this limitation and to strengthen their position in a market where they face competition with branches of other larger commercial banks.

Tanzania is in a better position than in some of the neighbouring countries in relation to the cost of opening and maintaining a bank account.  In Mainland Tanzania these costs are not so high as to represent a prohibitive proportion of annual rural household income.  However, those banking institutions that do allow for lower minimum opening balances are not present in all the districts.  Furthermore, although the price for the use of these services may not be in themselves a deterrent for rural dwellers, most households will also have to bear the cost of travelling to regional or district centres in order to carry out transactions with these institutions, as already explained above This component of the cost to be borne by the users significantly factors into the total price that the individual must pay in order to access and make use of financial services.  

b. remote access banking:

The study found that there is a rapid expansion in the number of mobile phone which provides scope for enabling the expansion of financial service access in Tanzania outside the traditional delivery channels of bank branches, and specifically via the use of remote access models. However, expansion of access is critically held back by the cost barriers to geographical outreach. Technology may prove to be a way to help address the problem.  This was clearly the motivation behind various successful Latin American correspondent banking initiatives. The solution to be provided by remote access must reduce the fixed cost of access, ideally increasing the proportion of variable costs in line with the sporadic and low-value usage that the un-banked in poorer and more remote areas are likely to make of any financial service.   

c. financial NGOs:

There is a growing number of financial NGOs operating in Tanzania since 1990.  It is estimated that about 100 NGOs provide microfinance services in the country, whether alongside the provision of other, non-financial services or as purely financial NGOs.  These institutions, however, tend to concentrate more on the urban / peri-urban areas of the country. The success of their business model relies heavily on the delivery of a certain volume of services, which makes it difficult for financial NGOs to set-up sustainable operations in areas that are sparsely populated or remote from centres of activity where there is a higher concentration of population.  This is the main reason why the FinScope survey finds a negligible proportion of rural respondents being served by financial NGOs.  

These MFIs often combine individual and group-based schemes and typically target micro-entrepreneurs or small-scale traders.  The use of group-based lending schemes is effective in decreasing the costs that an institution must bear in appraising and monitoring a high volume of very small-scale transactions.  Moreover, as clients/members are expected to guarantee one another in a group, the monitoring cost that is passed onto the clients/members must also be within a reasonable scope.  Thus, very rarely will one find group lending mechanisms that cover a widely dispersed population. 

This group-based method also makes it difficult to distinguish, among the many client-members, which specific segments of the market are best able to make use of the financial services on offer on a sustainable basis.  It has been observed that there are certain critical issues emerging from the use of joint liability schemes.  As some clients graduate to higher loan amounts, the organization of groups becomes challenging and the willingness of group members to guarantee the payment of some larger loans diminishes, which eventually weakens the level of solidarity within a group.  While there is some anecdotal evidence supporting the claim that some micro-clients do graduate into clients that are able to support relatively larger borrowing, the integration of such clients into the formal financial sector is still quite limited.  

Financial NGOs in Tanzania, being credit-only institutions, are un-regulated and are prohibited from collecting voluntary deposits from the public, which explains in part the limited expansion by these institutions of the scope and scale of their operations.  Typically, their portfolios are characterized by loans with very short maturities, a consequence not only of their financing structure but also of how these NGOs tend to respond to the business cycle of micro-enterprises in the urban sector.  Their funding structure combines the use of concessional and commercial borrowing with grant funds usually sourced from public agencies or donor groups.  Thus, their operations tend to adjust to this constraint not only in terms of their capacity to expand the scale of their services but also where and how their services are provided.  

It is also important to point out that it is difficult to obtain reliable and regular routine performance data on the sector, since reporting by NGOs is not mandatory and is currently not standardized because there no designated authority in charge of licensing credit-only institutions.  

d. Savings and Credit Cooperative Societies (SACCOS):

When we consider the number and spread of branches or outlets in different parts of the country, Savings and Credit Cooperative Societies or SACCOS are the institutions dominantly present, especially in rural areas, when compared to banks and financial NGOs.  By definition, these are savings-based institutions, built upon a common bond shared by their members.  As of November 2007, about 4,400 registered SACCOS, which represents a rise in the number of registered SACCOS operating in the Mainland of approximately 30% in a span of six months.  Of this total number of registered SACCOS, about 60% operate in the rural areas.

It is important to note that of the 43 SACCOS covered in the study’s supply side mini-survey, about 38 were externally motivated. That is to say, they were initiated from outside the confines of the immediate community – whether through the encouragement or promotion by a local district or cooperatives officer or politician, or as an initiative of a bank.  In some cases, establishing a SACCOS was even complicated by the negative experience of the community of cooperative institutions that had collapsed in the past, resulting in a loss of savings mobilized.  This also explains why there is a general tendency for SACCOS to be young in terms of age; most of them having been in operation for 5 years or less.

There is quite a variety in the kind of SACCOS operating in Mainland Tanzania (found in both the urban and rural areas).  A few of them tend to be fairly large, having a membership base greater than 900, while the vast majority will have members numbering 100 to 200 each.  The average (mean) size, based on the Registrar’s records dated November 2007, is 120 members for all SACCOS registered.  The comparison between the rural and urban SACCOS in the supply side study shows that urban-based SACCOS have a tendency to be larger (in absolute terms), although there are a number of rural-based SACCOS covered in the study that have achieved considerable scale by having more than 700 members (Figure 4).  

Figure 4:
Operational size of a sample of rural-based SACCOS
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Source: Own construction, based on preliminary results of the supply-side survey.

While some of the larger SACCOS tend to be among those that have been in operation for a longer period of time (i.e. greater than five years), a number of very small ones that have been operating for about three times this average.  Thus, while age may be considered a predictor of the size or scale of operations of a SACCOS, it may still very well be the case that some long-running SACCOS may not necessarily be willing or able to achieve breadth both in terms of the members reached and the volume of savings mobilized.  

As has been noted, SACCOS of various sizes are found in both urban and rural areas.  Despite the fact that rural areas tend to be sparsely populated compared to the regional or district town centres, some of the rural SACCOS covered in the study showed remarkable signs of being able to reach a significant proportion of their catchment areas.  

The larger rural-based SACCOS tend to register total deposits and savings that are roughly half the volume mobilized by those in the urban areas, which may be indicative of the relatively lower income levels in the rural sector as well as the proportion of income that may be allocated to savings (per unit).    

While SACCOS have this cost advantage over other institutions, their staffing is at the same time a source of weakness for these institutions.  Not only does the structure have to bear the weight of a high volume of transactions per employee, but it is also hampered by severe capacity limitations in relation to the intermediation of its funds.  In almost all the cases of SACCOS covered in the  study, SACCOS managers have been quick to acknowledge that they are very much in need of further training, or of people in their staff who are more qualified to handle the jobs. 

In general terms, unlike banks and other formal institutions, SACCOS are able to provide ease of entry to clients – especially those in the lower income groups.  However, this ease of entry is not necessarily a function of the direct upfront costs that an individual needs to be bear when opening an account or applying for membership at a SACCOS. 

It is observed that in all of the SACCOS interviewed, the great majority of the client-members – in excess of 60-70%) – are male, leaving a considerable proportion of females in the population outside the reach of these institutions.  Considering that women and women-headed households tend to be poorer (both in terms of asset ownership and level of income generated), this further demonstrates a possible bias against low-income groups in terms of the clients targeted and reached by the SACCOS. 

e. Informal providers 

The review of the FinScope survey results indicate that about a third of the rural population only use informal finance.  This includes quite a wide array of forms including: (i) informal groups such as ROSCAs and ASCAs; (ii) upatus; (iii) participating in a merry-go-round; (iv) borrowing from a money lender; and (v) borrowing and saving through family and friends, as shown in Figure 5. Among all these categories, the last one (v) would not normally be classed as a form of informal financial usage. Under the last two arrangements (iv and v), users are exposed to a heightened risk of either losing their savings, or not being able to repay their loan given unfair pricing, and/or suffering other further losses associated with having to make a repayment according to the terms specified by the lender. This is why people who have access to finance only through an informal moneylender and/or through family/friends may need to be regarded as technically among those financially excluded or as part of the base market when we consider an expansion of financial services.

Figure 5 shows that institutional forms of informal finance appear to be less used than the less structured arrangements: only about 8% of those using informal finance do so by participating in informal savings groups such as ROSCAs and ASCAs; those using ROSCAs, ASCAs, merry-go-rounds and upatus constitute less than half (40%) of those using only informal finance.  While the study of this type of institution falls outside the scope of the supply-side survey that was undertaken , it will be useful to explore these forms of financial service in more detail in the a follow-up full-scale supply-side survey.
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Figure 5: Distribution of rural respondents with informal financial access
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Another interesting example of an informal institution providing financial services to groups of people, especially in the rural areas, would be the Village Savings and Loans Associations (VSLAs) or village community banks (VICOBAs).  It should be noted, however, that some SACCOS have VSLAs/VICOBAs as members.
f. government credit programmes

In recent times, the government has established several credit programmes/schemes in response to enormous public demand for credit especially by low income and rural population. These,  as in the past experience, tend deliver distorted signals to the market for both those providing and those accessing financial services.

3.2.2 Policy, Legal and Regulatory Framework for Rural Finance:

(i) policy framework:

The policy review shows that Tanzania has a complex set of rural finance related strategies and policies (Appendix 1). It had been found to be an extensive framework of complementary strategies and policies: 

· economic and poverty reduction strategies and policies

· agricultural and rural development strategies and policies

· financial sector strategies and policies.

· strategies and policies for cooperatives, including SACCOS.

Figure 6:
Rural Finance Policy Framework: Overlapping strategies and policies
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Source: RFSS Report, 2008

The review has found that each of them includes at least some coverage of the issue and each makes reference of each other in relation to rural finance. Every policy however, approaches rural finance from the perspective of its own core focus. The result is that the approach of rural and agricultural finance varies from one strategy/policy to another. These differences are not seen as flaws since they are generally clear and coherent in their main thrust. By the very nature rural finance is not a true-sector but rather it constitutes a cross-cutting theme affecting all other sectors being covered. So it has become a business for everybody and a business of nobody. 

Hence, the need of a separate Rural Financial Services Strategy:

· to bring together all the strands of rural and agricultural finance;

· to ensure consistent approach across all various sectoral strategies;

· to enable a specific operational set of plans is put in place to ensure effective implementation  
(ii) legal and regulatory framework:

The review of the legal and regulatory framework concluded that the recent legal and regulatory reforms in the financial sector have created a framework that is capable of supporting the extension of financial services to the rural areas especially in relation to banks and other formal services providers. Even to SACCOS the legal and regulatory environment does not appear to be the most important constraint on the evolution of rural financial services.

However, there are a number of special regulatory issues that will need to be addressed for the RFSS.

3.3  
Elements of the National Financial Services Strategy  

With an informed understanding of the state and factors that impact accessibility and provisioning of financial services in rural areas, a strategy was developed to broaden and deepen rural financial services in the country. Because of the strategic presence of SACCOS already in the rural areas and their relatively low cost structures, the central element in the RFSS for the medium term is the SACCOS development.  

For this overall objective of the strategy to be achieved, there are three key components (Figure 7) to guide development:

First, is creation of an enabling environment within which rural financial markets are encouraged to develop and evolve to include a greater proportion of potential suppliers and users of financial services.  Five important areas have been identified: 

· Legal and regulatory framework for SACCOS -- focusing to support and facilitate the merger of SACCOS and creation of networks as well as enable SACCOS meet the basic reporting standards;

· Regulations for banks and other financial institutions especially those affecting provision of services to SMEs and other un-banked segments);

· Regulations for remote access banking 

· State- sponsored targeted credit schemes – revisit to avoid market distortions; 

· Creating an environment that nourishes the growth of healthy informal institutions;

Second, is improving the demand side of financial services by focusing on interventions aimed at:

· Improving financial literacy to the current and prospective users of financial services 

· Support skills for private enterprise development. 

Third, is promoting the supply side of financial services by:

· SACCOS need to be assisted to provide better products and services.

· Also structural changes are needed to ensure that SACCOS have management and the capital to provide the financial services on a sustainable basis;

· Strengthening the capacity of key financial service providers and regulatory authorities, 

· Product development and innovation delivery mechanism to decrease the cost of financial transactions particularly in remote markets. 

· Improving the physical infrastructure and agricultural productivity

The RFSS has an action plan for implementing the strategy. It details activities, responsible institutions and time frame for each activity. 

Figure 7: Components of the RFSS
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4. CONCLUSION:
Although the rural finance study many not have revealed entirely new issues but it has revealed the magnitude of the problem with hard data that is reliable for informed decision making. In Tanzania now we have a unit entirely focused on rural finance dataset and a rural data network made up of various ministries had been set-up. Under the plan there will be bi-annual demand surveys with committed financing for the next three surveys each costing at about USD 600,000. Preparations for 2nd Finscope survey is already underway and actual survey will begin in August. This will concritise baseline data and provide trends for 3 years after which will have a more annual data collection and reporting mechanism with uniform minimum reporting standards. 

On the supply side, building on the mini-survey for the RF study, the 1st census type survey will be undertaken in January 2009, preparations are underway and there are also committed funds for the first three bi-annual surveys. One of the key outcomes of the supply survey will be a district level mapping exercise for all financial institutions for all districts - very important guide for investment purposes. 

Also efforts are underway to development a national financial literacy strategy to enhance public knowledge on financial matters.  

When the strategy is finalised and its implementation gets underway, the available data and information will be important to guide both private and public sector interventions. The study also has helped in putting in place a coordination framework for rural finance development under the Bank of Tanzania within the financial sector-wide development programme. 
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Appendix 1:

	No.
	Govt Ministry/Agency
	Policies and Strategies
	Intervention Programmes

	1.
	Ministry of  Planning Economy and Poverty Reduction


	1. National Development Vision 2025
	1 Small Enterprises Loan Facility  

	
	
	2. National Strategy for Growth and Reduction Poverty (2005)
	2. National Economic Empowerment and Job Creation Programme



	
	
	3.  National Economic Empowerment 

    Policy (2005)
	

	
	
	4. Macroeconomic Policy Framework

   2006 - 2009
	3 Uweseshaji Development Fund

	2.
	Prime Minister’s Office 
	5. Rural Development Strategy 2001
	4. Rural Financial Services Programme



	
	
	6 Rural Development Policy 2003
	

	3. 
	Minister of Agriculture Food Security and Cooperatives.
	7. Agriculture Policy 1997
	5. Agriculture Development Programme: Commodity Warehouse Receipt and Agricultural Input Trust Fund;

	
	
	8. Agricultural Sector Development Strategy 2001
	

	
	
	9. Agricultural Sector Development Programme 
	

	
	
	10. Cooperatives Development Act 2003
	

	4.
	Ministry of Finance
	11. National Microfinance Policy
	

	5. 
	Ministry of Livestock Development
	12. National Livestock Policy 2006
	

	6. 


	Bank of Tanzania
	13. Second Generation Financial Sector Programmes
	6. Financial Sector Support Programme (FSP)

	
	
	
	7. SME Guarantee Scheme

	7. 


	Ministry of Industry and Trade
	14. National Trade Policy 2003

	8. Small Industries Development Organization 

	
	
	15. SME Development Policy 2002
	9. SME Competitiveness Programme



	8. 
	Ministry of Labour, Youth Development and Sports
	16. Social Security Policy 2003
	10. District Youth Fund

	9
	Ministry of Community Development
	17 Community Development Policy
	11. District Women Fund
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MACRO LEVEL


    Creating an enabling environment to support the interaction between providers and users of financial services





SUPPLY SIDE


-	Capacity building and, where appropriate, restructuring of key providers


-	Dissemination of best practice


-	Support for product innovation


-	Improving linkages between types of supplier





DEMAND SIDE


- 	Addressing financial literacy


- 	Business development services for enterprises
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