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Abstract

The establishment of the Dar es Salaam Stock Exchange (DSE) in 1998 marked an important
milestone in the effort toward the development of a functioning capital market for the
mobilization and allocation of long-term capital to the private sector. As of December 1999, four
companies have been listed on the DSE.  Three of these companies have raised a combined equity
capital of TShs 28.57 billion (an equivalent of US$35.71 million) in the primary capital market.
The fourth company, East African Development Bank has raised an amount of TShs 10 billion (an
equivalent of US$12.5 million) through the issue of a four-year corporate bond.

This study shows that aggregate savings declined prior to the reform and increased during the
reform period.  However, expected increases in credit to the private sector did not take place
despite policy reforms.  The study also finds that the introduction of high-yield government short-
term Treasury bills has increased the demand for Treasury bills at the expense of credit to the
private sector.  As a result, commercial banks tend to switch a greater proportion of their deposit
liabilities into Treasury bills. This portfolio switching tends to crowd-out the private sector and
productive activities from the capital market.

Other results show that regional integration and globalization of the Tanzania capital
market would be beneficial in terms of attracting foreign capital, efficiency of utilization of
capital and corporate governance. Foreign participation would also encourage domestic
participation in the capital markets.  Also, findings indicate that the CMSA has been effective in
promoting good corporate governance in Tanzania.  Disclosure requirements are specified and
monitored by CMSA and DSE.  The share price movement has been an effective way of
demanding accountability from listed companies.  The price movement at the DSE has also shown
how the operations of a free market mechanism leads to efficient pricing of financial assets in the
stock market.

The study found that even though the policy changes in Tanzania had a positive impact on capital
market development, there are many challenges and problems that remain to be addressed in order
to promote a functioning capital market in Tanzania.
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Executive Summary

The objective of this study is to examine the various problems that constrain the development of
functioning capital markets in Sub-Saharan Africa (SSA) countries in general and Tanzania in
particular.  The study also examined the impact of the government’s recent policy changes on
capital market development and the operations of non-banking financial institutions that
intermediate in the capital markets.  The study analyzed the linkage between capital market
development and the real sector growth in Tanzania.  The issues of regional integration and
globalization of the capital market have also been examined with policy implications.  The study
also addressed the impact of policy changes on equity and poverty alleviation in Tanzania.

The study conducted field surveys by administering survey questionnaires to various financial,
regulatory institutions, the Dar es Salaam Stock Exchange (DSE), and the Bank of Tanzania
(BOT).  Additionally, secondary data have been collected to supplement primary data in the above
analysis.

Parametric statistical analysis has been adopted in testing various hypotheses that have been
derived from policy research questions of this study.  Considering the above analysis, this study
found that the policy changes in Tanzania have had positive impact and challenges on the capital
market development.  The passage of various regulatory laws and reforms such as the Foreign
Exchange Act of 1992, the Capital Markets and Securities Act of 1994, the Insurance Act of
1996, and other relevant reform laws have provided strong legal foundations for efficient
development of the capital market in Tanzania.

The policy changes of liberalization of interest rates and the removal of regulations on financial
institutions resulted in more players in the capital market.  The emergence of various financial and
capital market institutions has enhanced the capacity for competitive environment in the capital
market.  The establishment of the Capital Market and Security Authority (CMSA) was an integral
part in promoting an active capital market development in Tanzania.

The establishment of the Dar es Salaam Stock Exchange (DSE) in 1998 marked an important
milestone in the effort toward the development of a functioning capital market for the
mobilization and allocation of long-term capital to the private sector.  During the short time of its
establishment, four companies have been listed on the DSE as of December 1999.  Three of these
companies have raised a combined equity capital of TShs 28.57 billion (an equivalent of
US$35.71 million) in the primary capital market.  The fourth company, East African Development
Bank has raised an amount of TShs 10 billion (an equivalent of US$12.5 million) through the
issue of a four-year corporate bond.

In terms of financial resource mobilization through the banking system, the study shows that
aggregate savings which was on the decline before the reform had increased during the reform
period.  However, contrary to expectations, the policy changes have not been accompanied by
increases in credit allocation to the private sector.   The study also found that the introduction of
high-yield government short-term Treasury bills has increased the demand for Treasury bills at the
expense of credit allocation to the private sector.  As a result, commercial banks tend to switch a
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greater proportion of their deposit liabilities into Treasury bills. This portfolio switching by the
banks tends to crowd-out the private sector and productive activities from the capital market.

This study shows that regional integration and globalization of the Tanzania capital
market would be beneficial in terms of attracting foreign capital, efficiency of utilization of
capital and corporate governance. Foreign participation would also encourage domestic
participation in the capital markets.

The study also shows that the CMSA has been effective in promoting good corporate governance
in Tanzania.  Disclosure requirements are specified and monitored by CMSA and DSE.  The share
price movement has been an effective way of demanding accountability from listed companies.
The price movement at the DSE has also shown how the operations of a free market mechanism
leads to efficient pricing of financial assets in the stock market.

Problems and Challenges

The study found that even though the policy changes in Tanzania have had some positive impact
on capital market development, there are many challenges and problems that remain to be
addressed in order to promote a functioning capital market in Tanzania.

The enactment of banking and financial institutions’ reforms was supposed to strengthen the
capital market institutions in order to mobilize financial resources for allocation to the private
sector.  However, the slow pace of restructuring the collapsed banking sector resulted in the
decline of credit to the private sector, especially the productive sectors of the economy, including
agriculture and marketing of agricultural products. The direct impact of this result is the reduction
in growth potential and poverty alleviation in Tanzania.

There is inadequacy of competition within the financial sector.  Such evidence includes the wide
spread between deposit and lending rates, which has on average, been above 15% throughout the
post - reform period.  This suggests that financial prices do not adequately reflect market
conditions and the cost of funds.  An inappropriate interest rate structure is obviously likely to
affect both stock prices and exchange rates, and thus the capital market generally.

The capital market remains underdeveloped.  The problems of illiquidity, infrequent trading, and
fewer listings of private companies limit the attractiveness of the capital market for domestic and
foreign investors.  The lack of absorption capacity and low demand for equity securities has been
worsened by the lack of government incentives to attract new companies and investors to the
stock market.

The infancy of the capital market structure is reflected in the fact that the DSE has only recently
been established and currently has four companies listed on the exchange.  This signifies that the
instruments for resource mobilization in the capital market are still few and in the process of
formation.

The government’s fiscal policies of taxing dividends on equity securities while exempting interest
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income on short-term Treasury bills provide greater incentives for investing in government short-
term securities at the expense of investment in long-term equity securities. In addition, the general
weakness of the Tanzania currency and creeping inflation provide disincentives for investing in the
capital market for long-term benefits.

One of the basic goals of reform has been to ensure a greater allocation of credit to the private
sector for growth and poverty alleviation.  However, our survey results show that the greatest
problem facing the private sector is the access to credit, especially long-term capital for
productive activities.  The collapse of the banking sector in Tanzania due to large non-performing
loans led to reduction of credit to the private sector.  Furthermore, the banks’ preference for
short-term overdraft loans to corporate entities makes it difficult for even creditworthy
corporations to raise long-term capital for productive enterprises.

The new regulation of high bank reserves also limits the ability of commercial banks to make
long-term loans to the private sector.  In addition, the requirement of tangible collateral also
inhibits small enterprises from raising capital in the capital market.

The study also found that the capital market structure in its present form is not suitable for small
and medium enterprises to raise capital in the form of equity securities.  Unlike the US, where
capital market structures are developed for small and medium-sized firms to raise capital in the
Over the Counter (OTC-NASDAQ) markets, there are no such second tier markets in Tanzania to
attract small firms that cannot be listed on the DSE.

Also, the complementarity of capital and money markets in providing long-term and working
capital to the private sector is hampered by the lack of responsiveness of the banking sector to
credit needs of the private sector.  The lack of foreign participation in the capital market is
detrimental to the development of the capital market.  Additionally, the lack of development of
capital market instruments such as venture capital and institutions, investment banks, corporate
bonds, mutual funds, and unit trusts, derivative securities, and options limit the attractiveness of
the stock market for investors.  The lack of financial derivatives and options precludes risk
management by hedging underlying stocks in the futures and options markets.

Even though regional integration and globalization of the capital market in Tanzania has beneficial
implications for the domestic economy, it has its risks as well.  Capital market globalization has
the risk of domestic price fluctuations, which may be the result of macroeconomic instability in
the domestic economy.  This was a clear lesson from the Southeast Asian countries’ financial
crisis.

In view of the complexities of the developmental problems in Tanzania and other SSA, it is our
opinion that policy recommendations should be formulated to satisfy short-term, medium- and
long-term goals and objectives.  However, the sequencing of implementation of the policy
recommendations may be at the discretion of the policy makers.  With this in mind, we offer the
following policy recommendations that are designed to address some of the problems and
challenges facing the capital market in Tanzania.
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Policy recommendations

1. The government’s effort to tackle inflationary pressures by introducing cash budgets has
helped in controlling inflation.  However, recent developments in increases in energy prices
and market speculation have led to deterioration in the value of the Tanzania Shilling.  An
effective monetary policy, coordinated by a prudent fiscal policy of balanced budget will
provide stable macroeconomic environment that is necessary for capital market development.

 
2. The adoption of prudent fiscal and monetary policies are essential to maintaining  internal and

external stability in order to minimize the negative consequences of foreign shocks on the
domestic economy, and thereby prevent financial outflows from the domestic capital market.

 
3. The government should provide fiscal incentives in terms of tax exemptions for new private

firms that desire to be listed on the stock exchange.  This policy has been introduced in
Botswana and other countries with positive results.

 
4. Equal treatment of dividends on equity securities and interest income on Treasury bills will

provide a level playing field for investors in equity and short-term money market financial
instruments.

 
5. The introduction of various capital market products such as mutual funds, unit trusts,

government, and corporate bonds will increase prospects for portfolio diversification and
thereby enhance the attractiveness of the stock exchange and bond markets in Tanzania. These
collective investment instruments would also attract small investors who may not be able to
invest in individual stocks that require more income and greater sophistication and risk
concentration.

 
6. Intensification of public education through television advertisements, radio, print media, and

pamphlets will increase the exposure and benefits of the stock and bond markets.
 
7. The establishment of small business development centers and guaranteed business and project

loans will enhance the prospects of small businesses to obtain loans for productive activities in
the economy.

 
8. The harmonization of accounting practices and transparency of information disclosures are

essential for price discovery and efficient portfolio management.
 
9. Computerization of the stock exchange should be accompanied by increases in the frequency

of trading on the stock exchange.  This will increase liquidity, marketability, and the
attractiveness of trading on the stock exchange.

 
10. The establishment of an over the counter (OTC) stock exchange (sometime in the future) for

small enterprises will enhance the attractiveness of listing small and medium-sized private
firms in the stock exchange for raising long-term capital.
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11. The government should be encouraged to undertake privatization of viable state-owned
enterprises (SOEs) through the stock exchange rather than privatization through strategic
investor channels.

 
12. The innovative approach of providing employees stock ownership (ESOP) of privatized

government-owned enterprises will increase the ownership pool of privatized companies.  This
may also reduce the tension surrounding the privatization of SOEs and thereby alleviate the
apprehension of employees who are fearful of losing their employment through privatization
of SOEs. However, the consequences of retaining unproductive employees should also be
weighed carefully in the implementation of this recommendation.

 
13. The government’s practice of raising funds in the short-term market by auctioning short-term

securities in the money market exerts much pressure on short-term interest rates. The
synchronization of government sources and uses of funds in terms of issuing long-term bonds
to finance long-term projects will provide stable short-term and long-term yield curves.
Furthermore, government debt issued through the stock exchange has the potential of
deepening the capital market.  It also has the potential of increasing the liquidity and turnover
of the stock exchange.

 
14. The practice of excluding foreign participation in the stock exchange contributes to low

liquidity and low turnover in the stock exchange.  We recommend changing the current policy
to permit foreign participation in the domestic capital market in order to attract foreign capital
to the domestic capital markets.

 
15. In terms of regionalization and globalization of the domestic capital markets, it is necessary to

harmonize macroeconomic conditions as well as the legal and regulatory framework to be in
harmony with regional and international standards.  Additionally, there is the need to improve
domestic capital markets in order to build internal capacity for domestic absorption of cross-
border trades.

 
16. It is also necessary to harmonize trading rules and practices of domestic capital markets with

neighboring markets.  The adoption of international accounting standards and transparency of
information disclosures will be essential to ensure regional co-operation among member
countries.

 
17. The role of capital market development in promoting economic growth has been confirmed by

this study.  Additionally, the negative consequences of reduced credit to the private sector and
its negative impact on poverty alleviation have been documented.  It is therefore important to
develop strategies and programs to ensure access to long-term credit by small and medium-
sized enterprises that experience difficulty in raising capital in the post-reform era.

18. The role of non-governmental organizations (NGOs) in providing financial services to the
poor, especially those in the rural areas should be encouraged.  Thus, the re-allocation of
many of the NGOs from the urban areas to the rural areas should be encouraged.
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19. In order to ensure fairness and equity in terms of access to credit by the public, there is the
need to establish various Consumer Bills of Rights as initiated in the US.  This will protect the
public from unfair practices of the banking sector in extending credit to the private sector.
The enactment of the Equal Credit Opportunity Act, as an example, will exert pressure on
financial institutions to adopt a uniform and transparent standard for screening loan
applications for credit extension to business enterprises.
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1. The Statement of the Topic and its Importance

1.1 The Statement of the Problem

In the early 1980s and 1990s, many Sub-Saharan Africa (SSA) countries embarked on
comprehensive financial sector adjustment programs in order to mobilize financial resources for
investment and growth.  The financial sector reform had its primary objective the enhancement of
the soundness of banking institutions in order to improve deposit mobilization and credit
allocation to the private sector for investment and growth. However, recent studies have shown
that the financial sector reforms did not make adequate provision for the development of capital
markets in Sub-Saharan Africa (World Bank, 1994, 1990, De Melo and Tybout, 1986).

It is argued that the focus on commercial banks has led to the neglect of non-banking financial
institutions (NBFI) that have comparative advantage in mobilizing long-term capital for
investment. Those critics argue that commercial banks are not well structured to meet the long-
term capital needs of the private sector for several reasons. First, commercial banks’ assets and
liabilities are of short-term nature, and as such, they are incapable of providing a greater supply of
long-term capital to the private sector. Secondly, higher yields on short-term government
Treasury bills provide greater incentives for commercial banks to hold a larger proportion of their
asset portfolios in short-term government bills. This action has led to the crowding out of private
enterprises, especially small and medium-sized enterprises (SMEs) from the credit market.
Thirdly, government regulation in terms of reserve requirements and the new risk-based capital
requirements constrain the ability of commercial banks to provide long-term capital to the private
sector. Fourth, commercial banks face real challenges of assessing the risks of borrowers properly
in an informational imperfect environment and would be averse against extending credit for
business activities that are considered very risky.

On the other hand, it is argued that capital market institutions such as stock exchanges can better
mobilize domestic and international capital. This is because of the following features:

a) Stock exchanges offer a simple mechanism for the transfer of funds, which encourages
investors to participate in the market. This simplicity enables individuals to finance long-
term investments even though most of them would like to commit their funds for only a
short period of time.

b) Stock exchanges permit companies to access a large number of investors scattered the
world over. When share prices are quoted publicly, the overseas' investors can gauge the
level of domestic and international confidence in a particular company and the economy as
a whole.

c) Stock exchanges can appraise the financial conditions and future prospects of a company
in need of funds. The price of its securities and the magnitude of its price movements are
clear indicators of the risk – return relationship involved.

d) Stock exchanges offer guidance to management through the cost of capital. The market
determined cost of capital assists in determining the level of investment appropriate for a
company (Abayo, 1992).
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The development of well-functioning capital markets is therefore vital for growth and poverty
alleviation in SSA. Capital markets have greater capacity for mobilizing domestic and foreign
capital for productive investment in the domestic economy.

1.2 Policy Research Questions

The above discussions raise the following policy research questions: (a) what are the impact of
financial sector reform on capital market development and the operations of non-banking financial
institutions (NBFI) that intermediate in the capital markets? (b) To what extent has the existence
of a stock exchange in Tanzania improved the prospects of raising long-term capital for growth
and poverty alleviation? (c) What are the benefits and challenges of regional integration and
globalization of capital markets in Tanzania? (d) What are the linkages between capital market
development and real sector growth? (e) What are the policy implications of reform on equity and
poverty alleviation in Tanzania?

1.3 The Objectives of the Study

The objective of this study is to provide a systematic investigation of the foregoing research
questions using Tanzania as a case study. Specifically, the study has examined: (a) the structure of
capital markets and NBFIs that intermediate in the capital markets; (b) the various constraints that
impede the development of efficient capital markets and how these constraints can be removed;
(c) the role of financial sector reform on capital market development; (d) the impact of prudential
regulation/supervision on the development of capital markets; (e) the challenges and benefits of
regional integration and globalization of the Tanzanian capital markets; and (f) the linkage
between capital market development and real sector growth.  The study also provides policy
recommendations for addressing some of the major constraints to capital market development in
Tanzania.

1.4 Significance of the Study

Many studies have been done to examine the performance of emerging capital markets in
developing countries. However, many of these studies focus on the emerging capital markets of
Southeast Asia, Latin America, and the Caribbean. Sub-Saharan Africa has not received the
attention that the Southeast Asia and Latin American countries have received in the academic
literature. Many capital markets in SSA are considered as “basket cases” and therefore were not
featured in many studies of emerging stock markets.

This study is timely because it addresses many of the important research questions that have been
raised by USAID/Washington, USAID/Tanzania, and other AID missions in Africa, the World
Bank, and many government officials, and policy makers in Tanzania.  A systematic investigation
of the research questions has led to the formulation of policy recommendations toward the
development of efficient capital markets in Tanzania. Additionally, policy lessons from this study
may be applicable to other Sub-Sahara African countries that share similar problems with
Tanzania. Also, the policy recommendations will enhance the private sector development
programs of USAID and the World Bank, currently underway in Tanzania.



9

2. Literature Review

2.1 Introduction

This review seeks to examine the existing literature about the conditions that inhibit the
development of capital markets in SSA in general and Tanzania in particular. Except for countries
like South Africa, Ghana, Nigeria, Kenya, and Zimbabwe, most capital markets in SSA are still in
their formative stages. Widening of the scope of capital markets in most of these countries has
gone hand in hand with financial sector liberalization. For countries like Tanzania and Uganda, for
example, the stock exchange is a recent development.  However, a review of the academic
literature and experiences of other SSA countries would yield useful lessons for Tanzania and
other SSA countries with similar economic situations. The first part of the review looks at
financial liberalization and implications for capital market development. It is followed by a review
and critique of previous work in SSA. Related work in Tanzania is also highlighted, followed by
deliberations on the intended contribution of this study in terms of analysis and policy for
Tanzania as compared with the previous studies.

2.2 Salient Issues from Previous Studies

2.2.1    Financial Liberalization and Capital Market Development

In most of SSA countries, the capital markets remain small and less developed. From various
studies, a number of constraining factors have been identified and generalized for most countries.
One major constraint is financial repression together with weak and unclear legal framework. Key
elements of financial repression include restrictions on entry into banking, often combined with
dominating public ownership of major financial institutions.  These include high reserve
requirements on deposits, statutory ceilings on bank lending and deposits, quantitative restrictions
on credit allocation, restrictions on capital transactions and foreign exchange transactions
(Nyagetera, 1997).

Financial liberalization is aimed at removing financial repressive practices in order to contribute to
growth through improved efficiency of financial intermediation, efficiency of capital stock, and an
increase in the saving rate. Improved financial intermediation leads to higher savings and capital
accumulation. The efficiency of capital markets is promoted as funds are channeled to high-
productive projects. The transition from a repressed financial regime to a market oriented financial
system will be greatly enhanced by the role of the government in providing an enabling
environment. At the minimum, the government should ensure a more conducive macroeconomic
environment that can support the institutional framework that is necessary for the development of
a well-functioning capital market (Montiel, 1996, pp. 76-9).  Additionally, the presence of a
dynamic private sector that is motivated to participate in the development effort of the country is
also very essential for private sector development.

There have been very few studies on the capital market development in SSA. Ogwumike and
Omole (1997) observe that in Nigeria the stock exchange is constrained by government policies
that do not promote mobilization of industrial finance. At one time, it was noted that interest rate
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policies favored growth of the money market rather than the capital market. The problem of
awareness is also cited as a reason for reluctance of companies to go public.  This explains low
supply of securities. Informational constraints relate to inadequate disclosure of information due
to the underdevelopment of information technology and manpower training.

Osei (1998) examines the institutional factors that affect the development of the Ghana stock
market and finds that the legal and regulatory framework that ensures protection and security of
investors is important. Using survey data, the study identifies such factors as low income, level of
education, and information about the capital market as crucial.

2.3 The linkage between capital market development and growth

Evidence in more advanced countries and rapidly emerging capital markets of Southeast Asia and
Latin America confirm the overall positive association between capital market development and
economic growth. Several benefits are ascribed to capital (securities) market development. These
include (a) mobilization of long-term savings for long-tenured investments, (b) providing risk
capital (equity) to entrepreneurs, (c) broadening ownership of firms, and (d) improving the
efficiency of resource allocation through competitive pricing. According to Demirguc-Kunt and
Levine (1993) further gains to the economy arise due to lower cost of equity for firms and the
discipline imposed on corporate managers since movements of share prices reflect managers'
performance, existence of mechanisms for appropriate pricing and hedging against risk and
increased inflows of funds to the thriving domestic stock market.

McKinnon (1973, 1991), Gelb (1989) and Fry (1988), Montiel (1996), among others, stress the
positive contribution of capital market development to growth, while King and Levine (1993) and
Ghani (1992) find strong correlation between measures of banking development and economic
growth. Calamanti (1983) posits that the securities market can positively contribute to growth if
supported by appropriate government policies.

Richard (1996) observes that the growth of stock markets increases the volume of long-term
investments. Levine and Zeros (1996) establish a positive relationship between measures of stock
market development and long-run growth rates. The stock markets are seen to provide a means
for risk diversification, acquisition of information about firms, efficient allocation of funds and
tying manager compensation to stock performance. Internationally integrated capital markets
make diversification of risk possible, apart from the inflow of financial resources.

In his recent study published in The Journal of Economic Literature, Levine (1997) reviewed a
body of literature that has bearing on the debate concerning the linkage between capital market
development and real sector growth.  In that study, Levine discussed the linkage between four
different proxies of capital market development and real sector growth.  These capital market
proxies include (a) liquid liabilities (comprising currency plus demand deposits of banking and
non-banking financial institutions), (b) bank credit as a ratio of total credit by the banking sector
and the central banking sector, (c) credit allocated to the private sector as a ratio of total credit,
and (d) credit extension to the private sector divided by GDP. Levine postulates a positive
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relationship between the above proxies of capital market development and real sector growth as
represented by per capita income.

In another study by Atje and Jovanovich (1996), the authors focused their empirical work on the
capital (equity) market development and growth, using various proxies. These include (a) stock
market capitalization (where market capitalization refers to the value of listed shares, (b) stock
market turnover ratio (measured by the total value of shares traded divided by market
capitalization).

2.4 Critique and focus of the present study

The studies, especially those on SSA have contributed greatly to our understanding of the
problems and challenges facing SSA countries in the development of the capital markets.  More
insightful are those studies about Nigeria and Ghana that directly address the problems of
developing the capital markets that can be applicable to a new and emerging capital market of
Tanzania.  The Ghana and Nigerian markets have been in existence for a relatively longer time
than Tanzania's (especially when speaking of the stock exchanges). It may be pointed out that the
present study addresses most of the aspects raised by Osei (1998) in the case of Ghana, except on
testing the market efficiency hypothesis. The Dar es Salaam Stock Exchange (DSE) is still small
and young compared to Ghana's. However, the fundamental institutional and operational
principles would be applicable to the Tanzanian market.

As can be seen from the above presentation, those studies on SSA and other developing countries
focus attention on the hypothesis that capital market developments have a positive relationship
with economic growth. These studies also highlighted the advantages of capital market
development and growth.  However, none of those studies on SSA provides empirical tests of the
above hypotheses.  In addition, none of the studies on Ghana and Nigeria has attempted to do
that.

Our study provides the first attempt to test the above hypothesis, using primary and time series
data. Although there is the question about the direction of causality between capital market
development and economic growth, this study falls short of attempting to establish the direction
of causation.

It is generally argued that in a few European and Asian countries, the banking sector has led in
providing both short-term and long-term credit to the private sector for growth.  In those
countries, stock markets were not considered critical for the development of the country.  Others
consider stock markets as “casinos” for speculators.  Also, until recently the stock market in
France did not play much of a role in providing long-term credit to the private sector.  Thus,
others argue that the capital market development strategy with regard to the stock market is
overblown.  Some even went further to suggest that the establishment of stock exchanges in Sub-
Saharan Africa will not make much difference in mobilizing and allocating credit to the private
sector for growth and poverty alleviation.
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In our own assessment, and in view of the general weakness of the banking sector and problems
of non-performing loans, a healthy capital market through the establishment of stock exchanges
will complement the banking sector.  As Cho (1986) said, a healthy capital market with stock
exchanges is a complement to the banking sector.  As such, Sub-Saharan Africa has no choice of
developing the banking sector at the expense of the capital (stock) market or vice versa.  A
strategy of developing a strong capital (stock) market will complement a restructured banking
sector in order to mobilize long-term capital for allocation to the private sector for growth and
poverty alleviation.

3. Structural Adjustment and Financial Sector Reform

3.1 Introduction

In the early years of political independence in Tanzania, the policy makers adopted the Arusha
Declaration in 1967.  This declaration empowered the government to nationalize private financial
institutions as a way of mobilizing financial resources for allocation to the private sector for
growth and poverty alleviation. This policy was aimed at providing credit to the private sector in
order to promote growth and make the country self-reliant.  However, as evidence shows, the
repressive policies of the government had its own seeds of destruction.

As time passed, the implementation of the Arusha Declaration proved increasingly difficult. It
became quite obvious that the Arusha Declaration had failed to transform Tanzania into a self-
reliant state.  By 1979, the distress in the Tanzania economy was clearly visible. Thus, a careful
analysis of the Tanzania economy revealed the following shortcomings that constrained the
development of a well functioning capital market in Tanzania.

a. Monopolistic and uncompetitive financial institutions,
b. Pervasive government intervention in the financial system,
c. Inadequate and ineffective resource mobilization instruments and strategies,
d. Large portfolio of non-performing loans within the banking sector,
e. Low and inadequate capital requirement of financial institutions,
f. Weaknesses in management and accounting systems and policies,
g. Loss of public confidence in the financial system,
h. Existence of institutional gaps in the financial system,
i. Weaknesses in management and in accounting systems and policies, and
j. An inadequate and inefficient payments system.

Thus, in order to arrest the deteriorating economic conditions, the government undertook an
economic recovery program, which is the subject of discussion in the next section.
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3.2 Structural adjustments and economic reform programs

Similar to other developing countries, Tanzania was badly affected by economic crisis of the
1970s and 1980s. Up to the early 1980’s, the crisis had reached a critical level, especially after the
oil price shock of 1979 and associated recession in advanced countries. In the early 1980s, the
government launched two stabilization programs, namely the National Economic Survival
Program (NESP) in 1980/81 and the Structural Adjustment Program (SAP) of 1982/83. The
objectives of these programs were (a) to restore the national output to the pre-1978 level, (b)
improve the public sector finances, (c) reduce inflation, (d) improve the balance of payments, and
(e) restructure the economic activities through a system of incentives and prices.  It was also
designed to improve capacity utilization and labor productivity in Tanzania.

These objectives were to be achieved through the removal of inter-regional trade barriers and
abolishing price controls.  However, one of the major miscalculations was the expectation of
foreign capital inflows, which never materialized.  As a result, not much was achieved at the end
of the reform program and there was the need for another adjustment program.

In 1986, Tanzania adopted a comprehensive and major economic reform namely, Structural
Adjustment Programs under IMF/World Bank supervision. The economic recovery program
adopted in 1986 has the following objectives:

• The attainment of broad fiscal and monetary stability demand management policies,
• The achievement of sustainable growth, and
• The opening up of the Tanzanian economy to the outside world by adopting an attractive

foreign investment code and through economic liberalization.

The specific details of the policy change under the economic recovery program were announced in
the budget speech of 1986 and formed the basis of standby arrangement with the IMF in August
of the same year 1986. The first structural adjustment facility with IMF was first entered in 1987,
followed by the second and third in 1988 and 1990 respectively. In 1989, the government
embarked on the second phase of the economic recovery program named Economic Recovery
Program II, also known as the economic and social action program.

3.3 Financial Sector Reforms

The financial sector reform which was initiated after the structural reform came later when it was
realized that in order to sustain the development in the real sector, there was the need for a strong
financial sector for mobilizing financial resources for allocation to the private sector for growth.

However, given the problems of the financial system and its overall limitations in operation, there
was the need to carry out a comprehensive restructuring of the financial institutions in order to
enable the sector to function efficiently. The performance of the financial sector in terms of
resource mobilization, credit allocation, quality of service, and profitability were a major source of
concern and dissatisfaction within the sector.
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A review of the financial sector by the Presidential Financial Sector Reform Commission, 1990
revealed that savings mobilization declined continuously between 1979 and 1986. Financial assets,
which were equivalent to nearly 50% of GDP in 1979, had fallen to 28% of GDP in 1986. The
domestic saving rate, which had peaked at 25% of GDP in 1977, fell to 8% in 1985.

Thus, following the findings of the Presidential Commission, the Government has ushered in a
comprehensive financial sector reform that aimed at achieving the following goals and objectives:

a. Liberalization of interest rates and exchange rates,
b. Restructuring of existing formal financial institutions through write-offs of non-performing

assets,
c. Reforming the policy environment in which the existing institutions were operating,
d. To foster competition by encouraging the establishment of domestic and foreign-owned

private banks including joint ventures with Tanzanian interests,
e. To strengthen adequate provision of Bank of Tanzania’s prudential regulatory and

supervisory roles of other financial units operations, and
f. To foster an efficient money market by creating new instruments.
 
As part of the financial sector reform, new legislations were put in place in order to restructure the
legal framework (Nyagetera, 1997). The new legislation introduced since 1991 include the Banking
and Financial institutions Act 1991, 1993. This repealed and replaced the Banking Ordinance 1960 and
provides for the licensing of banks and other financial institutions, capital adequacy requirements,
central bank supervision, regulation of financial institutions, and a deposit insurance fund.

The other legislation is the Loans and Advances Realization Trust Act of 1991. This provides for
acquisition of non-performing assets of financial institutions, and machinery for their expeditious
recovery. The third legislation is the Foreign Exchange Act of 1992, which provides for elimination of
exchange controls and establishment of a free foreign exchange market and foreign exchange bureau de
change. The fourth legislation is the Capital Markets and Securities Act (CMSA) of 1994, which
provides for the establishment of the Capital Markets and Securities Authority. The Bank of Tanzania
Act 1995 which repealed and replaced the Bank of Tanzania Act 1965, provides for replacement of
multiple policy objectives with a single primary policy objective of price stability.

Under the restructuring of the policy environment, various policy measures were implemented.  The
elimination of government intervention in the financial sector was achieved by eliminating government
administrative price setting in the financial sector.  This led to granting the financial institutions greater
autonomy in setting interest rates and exchange rates. Administrative resource allocation mechanisms
in the financial sector have also been dismantled.

The restrictions on competition and free entry into the financial sector have been lifted.  New
commercial banks, merchant banks, bureau de change, insurance companies, and other financial
institutions and intermediaries have been licensed.

The restructuring of the public sector was initiated through various reforms and downsizing of the civil
service and the restructuring of the parastatal enterprises through the Parastatal Sector Reform
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Commission. As a result, over one-third of the 400 plus parastatals have been restructured through
privatization, joint ventures, and outright sales.

3.4 Political reforms

Apart from undergoing comprehensive economic changes, Tanzania has also made significant
changes in the political sphere, especially since the early 1990s. In 1992, Tanzania adopted a
multiparty democracy as part of the worldwide democratization process.

These political developments, particularly the pluralistic political environment, have positive
impact on the country's economic management in general and financial sector in particular. It is
expected that these political changes would lead to increased democratization, increased freedom
of speech-movement, increased participation in the decision-making process, and efficient credit
and other financial resource allocation. Additionally, these changes would enhance transparency in
the political system, which is accountable to the public. The new political system has enhanced the
establishment of legal and administrative framework for different players to participate efficiently
in the country's economic management and decision-making. These are expected to increase the
confidence of various players in the economy.

3.5 Fiscal policy changes and the macro-economic environment

In order to avoid deficit financing and thus have a firm control over the inflation, the government
adopted a cash budget system. Following this system, the actual government expenditures are
determined in accordance with revenue collection every month. This system has been effective in
controlling government expenditures.  This policy change has greatly improved and stabilized
macro-economic environment.

Furthermore, the government has provided several fiscal incentives in order to encourage
participation in the capital market development. Dividend income for listed companies is taxed at
a lower rate of 5%. Withholding tax of 15% is charged on dividend distributed by companies that
are not listed. Likewise, transactions taking place through the DSE are exempted from capital
gains tax of 10%.  Lower corporate tax for listed companies can encourage more companies to go
public.
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4. Institutional reforms, growth of capital markets, and financial institutions

4.1 Policy reforms and capital market development

Much has been done during the reforms to enhance activities of the capital market in Tanzania.
Major institutional changes within the Tanzanian capital market include the establishment of
Capital Markets and Securities Authority (CMSA) in 1994, and the establishment of private
banks. In addition, there were efforts to promote the establishment of the first stock exchange in
Tanzania. There were other efforts underway to promote NGOs and other organizations to assist
in mobilizing funds for long-term investments.

During the period before reforms, there were no effective efforts to develop the capital markets in
Tanzania for the mobilization of long-term capital. In addition, there were no efforts made to
provide legal assurances against nationalization of foreign companies in order to forestall the fear
of foreign investors. The new investment initiative and the private sector policies provide
guarantees and assurance to foreign investors. As a result, foreign direct investments have been
encouraged.  Also, generous incentives including tax holidays for five years have been offered.
However, foreign participation in the primary and secondary markets is not allowed.

4.2 The development of non-bank financial institutions

The non-banking financial institutions (NBFIs) in Tanzania encompass a wide range of
institutions, which include deposit taking institutions (excluding current accounts), hire purchase
finance institutions, contractual savings institutions (including pension funds and excluding
insurance), and the foreign exchange bureau de change.

The measures adopted to restructure existing formal financial institutions were designed to enable the
institutions to comply with the operating conditions and requirements of the new Banking and Financial
Institutions Act 1991 and 1993.

The measures leading to the establishment of new financial institutions have flowed from implementing
the provisions of the Banking and Financial Institutions Act 1991, 1993, the Foreign Exchange Act
1992, the Capital Market and Securities Act 1994 and the Insurance Act 1996. Consequently, new
commercial banks, merchant banks, bureau de change and insurance companies, as well as a stock
exchange and its associated institutions have been established in Tanzania. The existence of these new
institutions has helped to reshape the character of the Tanzanian financial sector.

4.3 The Capital Markets and Securities Authority (CMSA)

The Capital Markets and Securities Authority (CMSA) was established by the Capital Markets
and Securities Act, 1994. It became operational as a unit under the Bank of Tanzania (BOT) in
April 1994. It became an autonomous body in July 1995.



17

The vision of CMSA is to develop and regulate a sustainable capital market, which is efficient,
transparent, orderly, fair and equitable to all. Section 10 of CMSA Act, 1994 stipulates the main
functions of CMSA as follows:

a. To formulate principles guiding the industry and to protect the integrity of the market
against any abuses;

b. To maintain surveillance over securities business to ensure orderly, fair and equitable
dealings in securities;

c. To register, license and regulate Stock Exchange, Investment Advisors, Securities Dealers
and their agents and representatives and to control and supervise their activities with a
review to maintaining proper standards of conduct and professionalism in the securities
business;

d. To determine the minimum capital requirements for license holders given the size of
operations and risk and monitor their solvency and take other measures which will protect
the interest of investors where solvency of such license holders is in doubt;

e. To adopt measures that are likely to minimize conflict of interest that may arise for
dealers, brokers and other market players;

f. To review, approve and regulate take over bids, mergers, acquisitions and all forms of
business combinations in accordance with any existing rules and practice;

g. To advise the Minister for Finance on all matters relating to securities business in such a
way that the necessary environment for growth and development of the capital markets is
created; and

h. To do anything which is calculated to facilitate the discharge of its functions or is
incidental or conducive to their discharge under the Act.

Since its creation, the CMSA has initiated several activities aimed at developing the Tanzanian
capital market. It took several initiatives to develop the market professionals and participants in
Tanzania through conducting courses leading to licensure for dealers/brokers representatives in
the country.

4.4 The Dar es Salaam Stock Exchange (DSE)

The establishment of the DSE in 1996 marked an important milestone in the effort towards the
development of the capital market for mobilization and allocation of long-term credit to the
private sector.  Even though the DSE was incorporated in September 1996, trading has not
started until April 15th 1998 with the listing of the first company, Tanzania Oxygen Limited
(TOL).

The DSE is governed by the Council of the Exchange.  The Council consists of 10 members
representing various interest groups as follows: (a) three licensed dealing members, (b) two
associate members who represent listed companies, (c) one associate member who represents
institutional investors, and (d) one member representing the public. The chief executive of the
DSE is an ex-officio member who is in charge of policy implementations and the day-to-day
operations of the Exchange.
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The creation of the DSE was a government initiative through a comprehensive preparatory
groundwork that was required to promote a stock exchange in Tanzania. It has seven
stockbrokerage firms, licensed to deal on the exchange.

4.5 Official trading activities

Trading takes place twice a week on Tuesdays and Thursdays starting from 10.00 a.m. to 12.00
noon. Trading is conducted at the DSE floor under a continuous Open Outcry Auction Trading
System. The representatives of Licensed Dealing Members converge at the trading floor and trade
by shouting their orders to a board writer who records the orders on the board. A trade is takes
place when a bid and an offer are matched.  It has been observed that the infrequency of trading
has affected the thinness and liquidity in the market.

The delivery and settlement of securities traded is centralized at DSE and is on Delivery versus
Payment (DVP) five business days following the transaction date. Since June 1999, a central
depository computer program has been installed and has replaced most of the physical delivery
and settlement process.

4.6 Taxation of dividends and interest income

The withholding tax on dividend for listed companies is 5% and is taxed at the source. Dividends
paid by non-listed companies would attract withholding tax of 15%. Stamp duty was 0.96% on
consideration by the buyer until June 1999. Also, beginning July 1999, transactions taking place at
the DSE are exempted from stamp duty. Beginning July 1999, the capital gains tax has been
introduced in Tanzania. However, securities listed at the DSE are exempted from capital gains tax
but corporate tax is 30%.

5. Research Methodology, Data and Sources

5.1 Research Methodology

This study is an integration of analytical framework with a synthesis of secondary financial and
primary data collected through field survey questionnaires and interviews.  Descriptive statistical
tests and econometric analysis based on the hypotheses have been guided by the analytical
foundations and stylized facts of the capital markets of Tanzania.  The study utilized parametric
techniques in testing the hypotheses and the analysis of the issues and policy research questions
that have been raised in this study.

A field survey was conducted in Dar es Salaam where the largest number of commercial banks,
listed companies, and regulatory agencies are located. This study randomly selected 60 unlisted
and listed enterprises for interviews.  The criterion used in selecting the sixty companies was their
location in Dar es Salaam.  The enterprises located in Dar es Salaam were stratified based on size
and industry.  Size was measured on the basis of number of employees.

No enterprises classified as micro-enterprises were selected in this study because none were in the
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database. Furthermore, the two listed companies were included in the sample.

Furthermore, all 18 banks and non-bank financial institutions (NBFIs) were included in this study.
In addition, officials of the BOT and CMSA were also interviewed. The study also interviewed 17
non-governmental organizations (NGOs).  All NGOs sampled are based in Dar es Salaam.  The
following criteria was used in selecting the NGOs:

a. They perform activities related to financial intermediation, e.g. mobilization of savings and
provision of credit;

b. They facilitate enterprise and target group access to financial resources; and
c. They promote enterprising activities, e.g. direct production.

Table 1 shows that the response rate was somewhat encouraging despite few problems
encountered by the field research officers.  However, the response rate of the employees and the
public was not quite encouraging. Five questionnaires were administered to each of the 60
enterprises selected.  Only 46 or 15% were returned fully completed.  Some NGOs appearing in
the sampling frame were difficult to trace.  Despite cooperation received from TANGO and
TACOSODE, only eight firms could be located.  This constitutes 47% of the sample.

Table 1: Selected sample distributions and returns

             Sample      Number sent out     Number collected    Percentage
Enterprises (listed, unlisted)    60    51   85.00
Banks    18    17   94.00
Brokers and dealers      5      5 100.00
NBFI    11    11 100.00
Institutional investors      8      8 100.00
DSE      1      1 100.00
BOT      1      1 100.00
CMSA      1      1 100.00
NGO    17      8   47.00
Employees and public
respondents

 300    46   15.00

Total sample  422  149   35.00

5.2 Secondary data and sources

Secondary data were obtained from Bank of Tanzania (BOT) and other institutions included in
the sample mainly in the form of annual reports. In addition, prudential guidelines by BOT, data
emerging out of Dar es Salaam Stock Exchange (DSE) trading activities, prospectus issued by the
two listed companies, stock market indicators, macro-economic variables such as GDP, CPI,
exchange rates, inflation rates and capital flows are all part of secondary data collected by this
study.
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6. Empirical Findings

6.1 Introduction

This study found that while many of the economic reforms in other sectors of the economy were
implemented from the mid-1980s, the financial sector reforms came seven years later from 1992.
Even within the financial sector reforms itself, not all major policy changes have been
implemented before the commencement of this study.  In general, the financial sector reforms
have lagged behind the reforms in other sectors. As a result, this may have affected the success of
the development of the capital market and instruments in Tanzania.

However, on the whole, the initial impact of the reform shows some positive impact on the
emergence of new financial institutions, legal and institutional reforms, interest rate and foreign
exchange rate liberalization and public sector reforms.

The financial sector reform has led to more players in the market. The reform of the banking laws
has encouraged the emergence of new banks and private financial institutions' participation in the
financial market. The establishment of the first stock exchange - the Dar es Salaam Stock
Exchange (DSE) has brought about an important development in the capital market evolution in
the country.  The entry of more financial institutions in the financial sector set in motion a
competitive banking environment.

6.2 Resource mobilization and credit allocation

One of the major objectives of the financial sector reform was to facilitate the mobilization of
financial resources and the flow of credit to the private sector for growth and poverty alleviation.
The evidence shows that the financial reform has had positive impact on savings mobilization in
the domestic economy over the period of the study.

Table 2 shows GDP growth rates, aggregate savings mobilization and credit growth rates as a
percentage of GDP.  The table shows that annual growth of aggregate savings as a percentage of
GDP increased from 20.88% in 1986 to 27.32% in 1994; it was 22.28% in 1998. The study also
shows that average savings rate was 20.45% (1985-1991) compared with 24.72% (1992 - 1997).
The study also found that the deposit growth rate was positive both in nominal and in real terms.
This was a turnaround since real deposit growth was negative during the period before 1990.
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Table 2: GDP Growth Rates, Resource Mobilization, and Credit Allocation (%)

Years GDP Growth Savings/GDP Credit/GDP Credit/Deposit
1986 1.80 20.88 17.62   84.35
1987 7.00 20.08 25.38 126.40
1988 4.40 18.35 22.72 123.80
1989 2.60 18.55 25.74 138.76
1990 6.20 19.75 25.90 141.00
1991 2.80 20.75 28.61 154.00
1992 1.80 22.66 21.34 109.00
1993 0.40 25.72 23.07 102.00
1994 1.40 27.32 19.04  88.50
1995 3.60 26.58 12.94  48.80
1996 4.20 23.76  6.01  25.50
1997 3.30 22.26  6.15  27.70
1998 4.00 22.28  6.98  28.45

Source:  Bank of Tanzania, Quarterly Economic Bulletin

However, credit allocation to the private sector during the above period was not as encouraging
as has been envisaged in the reform programs. The experience of commercial bank lending during
the period 1992 – 1998 shows that there was a general decline in the rate of growth of credit
expansion as a percentage of GDP as exhibited in Table 2.  The study shows that credit expansion
to the private sector as a percentage of GDP which was as high as 28.61% in 1991, declined to
6.98% in 1998.  Similarly, credit as a percentage of aggregate deposit also dropped from a high of
154% in 1991 to a little over 28.45% in 1998

This decline in credit was attributed to various factors. The collapse of the banking sector before
the initiation of financial sector reform had a lingering effect on credit allocation to the private
sector. In most countries, the banking sector provides the link between short-term and long-term
credit to the private sector through loans and overdraft advances to the private sector.  However,
the history of loan defaults affected general morality of extending long-term credit to the private
sector.  Thus, reform has led to general reduction of credit to the various sectors of the economy
including the agricultural sector.

The reduction has also been the result of the Central Bank’s implementation of its prudential,
regulatory, and supervisory functions. The Bank of Tanzania’s imposition of lending restrictions
to problem borrowers resulted in a sharp decline to parastatal enterprises, most of which had large
non-performing loans.

The restructuring of NBC, the largest bank in the country also had a big impact on credit
allocation to the private sector. During restructuring, NBC maintained a stringent loan portfolio
management and loan provisioning system that resulted in a drastic decline of credit to the private
sector.   However, it is expected that the restructuring of NBC into corporate and microfinance
divisions would benefit small and medium-sized enterprises for their credit needs.
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Also, a general review of loan extension by the new and restructured banks shows that credit
extension by the new banks were also very low. As a result, the anticipated increase in loans from
new financial institutions in the Tanzania economy never materialized.  This may be due to the
lack of competition and the attractiveness of investment in government Treasury bills that has the
potential of higher yields.

Another factor associated with poor performance in lending by banks is the increase in statutory
reserve requirements. Minimum reserve ratio was 3% from 1987 to 1993. Thereafter, the ratio
was increased to 12% in 1994 and 18% in 1995. In 1996, the ratio was reduced to 12% and later
to 10% in 1997.

The declining nature of credit to the private sector after reform led to some criticism that the
financial sector reform has not achieved one of its major objectives of credit extension to the
private sector for growth and poverty alleviation.

6.3 Sources of financing

As has been discussed earlier, a major constraint for growth of the private sector is the lack of
credit from the financial system. Our field survey results show that out of 60 private enterprises
interviewed, 39% indicated that the largest source of business finance was individual savings.
Savings and retained income from other business constitute about 27% of financing needs. Loans
from relatives account for 12%.  Bank loans (formal sector) constitute only 16% percent.

The results also indicate that the main source of capital for start-up capital was individual and
family savings.  The study shows that bank loans were made for on-going business in the form of
short-term working capital and business expansion. Thus, private enterprises surveyed indicated
that the difficulty in obtaining loans from banks remained the most significant problem in raising
start-up capital and long-term financing. The respondents also mentioned that the short-term
nature of loans made it impossible for undertaking long-term projects that have high yield
potentials. The respondents also indicated that high interest rates on loans and collateral
requirements remained major problems facing private enterprises in raising long-term capital from
the capital market.

The study also found that the extent of the informal sector’s contribution to financing of private
sector business in Tanzania could not be substantiated as has been indicated by previous studies.
(Aryeetey, etc. 1997)  The results show that only one percent of business financing is derived
from loans from moneylenders.  In addition, loans from non-government organizations (NGO’s)
represent only one percent of business financing.

The survey of financial institutions in Dar es Salaam also revealed that the portfolio preferences of
commercial banks in terms of loan portfolios are skewed in favor of short-term loans and
overdrafts instead of long-term loans. In addition, there is a shift toward corporate (business)
loans at the expense of small business loans. The survey revealed that all commercial banks ranked
overdrafts as the most preferred form of loans of which overdrafts to corporations ranked the
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highest.  Loans to small business constitute a very small percentage of bank portfolios. However,
the banks indicated that they would prefer small business guaranteed loans as opposed to
unsecured small business loans. Other facilities preferred by banks include line of credit for
corporations, project loans and export/import loans.

6.4 The Dar es Salaam Stock Exchange (DSE) and its contributions

The study shows that the inability of the banking sector to provide long-term credit to the private
sector has created the need for the development of the security market to fulfill the role of
mobilizing and allocating long-term capital to the private sector for growth and poverty
alleviation.  The establishment of the DSE in Tanzania has been considered as an important
development to raise long-term capital by issuing securities to the public in the form of initial
public offerings or addition issue of stocks.

6.5 The performance of the DSE

This study found that the establishment of DSE in 1998 marked an important milestone in the
effort toward the development of a functioning capital market for the mobilization and allocation
of long-term capital to the private sector.  By December 31, 1999, four companies1 have been
listed on the DSE. Three of these companies have raised a combined equity capital of TShs 28.57
billion (an equivalent of US$35.71 million) in the primary capital market.  The fourth company,
East African Development Bank has raised an amount of TShs 10 billion (an equivalent of
US$12.5 million) through the issue of a four-year corporate bond.

In terms of individual performance, TBL was more successful in raising long-term capital on the
DSE than TOL and TATEPA.  However, compared with the capital structure of the company,
this constitutes a very small portion of TBL’s capital base.  The capitalization of the other two
equity-issuing companies also compared unfavorably with other listed firms in other SSA
exchanges.  The problem of illiquidity, infrequency of trading, and slow settlement are some of the
drawbacks of the experience of the DSE.

6.6 Investment yield

Portfolio theory postulates that two major factors that affect the attractiveness of investments are
the yields (return) and risk on investment. Generally, yields on equity securities are considered
riskier than yields on deposits and government securities.  As a result, investors may be attracted
to invest in equity securities as long as the risk-adjusted return on the security is higher than the
yield on government securities and bank deposits.

In the first year of its operations, the return on investment for TBL amounted to 44%.  This
comprised capital gains and annual dividend payment on the equity investment.  This return for
one year compared very favorably with interest earnings on bank deposits and yields on Treasury

                                                       
1 Three of these companies are equity companies - TOL Ltd, (TOL), Tanzania Brewery Ltd (TBL), Tanzania Tea
Packers (TATEPA).  The fourth company is a fixed bond issuing company - East African Development Bank
(EADB).
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bills.  However, lack of data would not permit a computation of risk-adjusted yield on TBL’s
annual return during its first and second year of operations.

On the other hand, the performance of TOL has not been encouraging. Its share price fell over 50
percent from its initial pricing.  In addition, its turnover has been quite low and the number of
deals was very small (only 67 compared with 390 for TBL).  The total number of shares of
107,890 also compared unfavorably with that of 180,000 for TBL.  Thus, the performance of
TOL's in the first year of operation may not provide adequate returns to its shareholders.
TATEPA is another profitable company listed on the DSE in 1999. At an IPO price of TShs 330
with a cash dividend of TShs 25 per share, the annual return on the stock was about 15% in the
first year of operations.

Thus, the only poorly performing company, in terms of return on equity was TOL.  Some of the
reasons that explain the poor performance of TOL may be due to internal problems and high
leverage or high debt ratio.  The company has suffered internal managerial and financial problems
as well as declining markets for most of its products. There is currently much pressure on
management for efficiency and corporate accountability.

A review of financial statements of the two listed companies prior to their listing indicates that
while TOL had most of its long term financing from debt issues, TBL had less leverage in terms of
debt as a share of equity.  Prior to listing, less than 5% of financing of Tanzania Breweries Ltd.
(TBL) was long term debt financing. TBL's retained earnings accounted for about 26% in 1995
and 35% in 1996 and 43% in 1997. On the other hand, loan financing by Tanzania Oxygen
Limited (TOL) was more than 70% of the firm’s long-term funds. Owner's equity accounted for
less than 30%.

6.7 The private sector and stock exchange performance

Previous research shows that the development of a viable capital market depends on a viable
private sector firms that are willing to participate in the stock exchange in the form of listing firms
to raise long-term capital.  A viable and developed capital market relies on individuals,
institutions, and corporate demand for securities issued in the capital market.  These institutions
include institutional investors, insurance companies, financial institutions, mutual funds, pension
funds, and other corporate bodies.

The results of our survey confirmed that the demand for securities in Tanzania is affected by
various factors that have been identified in other studies. These include the level of income of the
local population, perception of risk in the market, tax considerations, and attractiveness of yields
on capital market products as compared with alternative investment products.  The level of public
confidence in the financial sector also affects the demand for securities in the stock exchange.

Our survey results show that out of 46 employees interviewed, only 4.3% indicated that they had
bought shares in the DSE. This represents a small percentage of individual participation in the
stock exchange.  This compares very unfavorably with the Ghana Stock Exchange, which saw
greater participation by individual investors.  However, this finding is not surprising given the
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short duration of the exchange, the limited number of products, and the infancy of the stock
exchange.

In terms of their sources of income for investment in the stock exchange, about 57% indicated
that their sources of funds for investing were borrowed funds and 28.6% were withdrawals from
individual bank accounts.

In order to gain some insight into the reasons why some potential investors may not want to
invest in the stock market, questionnaires were designed to elicit the above information.  For
those who did not participate in the stock exchange, the majority (60%) indicated that even
though they heard about the stock exchange, they could not invest in the stock exchange because
of low income. Ten percent indicated that the stock market is too risky and could lead to loss of
capital. Another ten percent indicated that most companies in Tanzania are privately owned and
would not want to be listed on the exchange.  This implied that individuals might be willing to
invest in particular companies if they were listed on the DSE.

A follow-up questionnaire to employees of firms about their willingness to buy their own
companies if they were ever listed on the DSE got an encouraging response. Out of 146
respondents, 74% indicated that they would be willing to buy shares in their company if the
company were to list shares on the DSE.  This result also compares favorably with the results
from Ghana.  This has an important policy implication for the introduction of employee stock
ownership (ESOP), especially with viable non-parastatals that are about to be privatized.
Opinion gathered from the respondents about the perceived gains from participating in the stock
market varied. All seven who responded to this question believed there is greater gain in the stock
market. However, a greater majority of respondents believed that investment in Treasury Bills
offers greater opportunity for higher yields.  In terms of publicity and public education about the
desirability of investing in the stock exchange, about 67% indicated that they were aware of the
existence of the DSE. In terms of receiving information about the DSE, the study found that
television advertisement ranked highest (31%), followed by newspaper and radio advertisement.
Information brochures and posters about the DSE have also served as important sources of
educating the public about the stock exchange and its importance of accumulating investment
earnings.

The survey questionnaire results also show that out of 146 respondents, more than 46 percent
lacks confidence in the financial system, 50% had moderate confidence while only 4.9% expressed
high confidence in the financial system.  In response to a follow-up question on the above topic,
65% of the respondents believed that the most important reasons for lack of confidence in the
financial markets is the depreciating value of the Tanzanian shilling against foreign currencies.

The survey results also revealed that investors might not be attracted to the stock exchange
because of limited investor awareness of the DSE because of its infancy, lack of adequate
investment instruments, lack of adequate tax incentives2, and lack of confidence in the financial
system.  However, the researchers recognized that most of the above problems of the DSE could
                                                       
2 Tax differentials on interest income on securities and savings deposit and government Treasury bills provide
better incentives for investing in Treasury bills rather than securities on the DSE.
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be attributed to its infancy. It is expected that with time, those problems would be resolved.  The
introduction of new products through privatization and introduction of debt instruments would
enhance its attractiveness. The government’s policy of tax incentives and fiscal discipline would
also enhance the confidence of investors in the DSE.

6.8 The Challenges of Regionalization and Globalization of Capital Markets

As has been discussed earlier, one of the challenges of capital markets in SSA is the ability to
mobilize long-term financial resources for allocation to the private sector for growth and poverty
alleviation.  However, in the age of capital market globalization and regionalization, greater
benefits are realized through regional and global integration of capital markets.

Survey results indicate that respondents favor some level of regionalization and globalization of
the Tanzania capital market.  The survey results show that a major benefit of capital market
regionalization and globalization is the possibility of greater inflow of foreign capital to the
domestic capital market.  The results revealed that as globalization proceeds, Tanzanian capital
market operators would share the wealth of experience from the rest of the world on managing
capital market institutions. Globalization is seen therefore as a source of better knowledge of how
capital markets are efficiently managed.

It is also suggested that capital market globalization and regional integration would lead to
improved market liquidity.  Absorption capacity would increase leading to greater demand for
products trading on the market and hence greater volume of activities. Globalization would also
mean that Tanzanian participants would have access to international assets.

Globalization of the capital markets would also lead to opening of Tanzanian capital markets to
the outside world.  This would result in the integration of the Tanzanian economy into the world
economic system. Instead of relying on government-borrowed funds and economic aid from
donor countries, globalization would attract foreign inflows of capital and the elimination of
inefficient operations. International capital markets would direct international capital to firms and
sectors of the economy where they can be utilized more efficiently.

The respondents argue that globalization of capital markets would stimulate productivity,
efficiency, and economic growth. It also means that Tanzanian firms would be able to compete
globally for financial resources. As presented earlier, only the efficient firms would have access to
international capital products. This will lead to improvements in corporate governance leading to
better utilization of resources and ultimately economic growth.

The survey results also show that globalization and regionalization would promote confidence in
the Tanzanian market.  This would enable domestic firms to access cheaper financial resources,
improve employment opportunities and lead to free movement of capital.

While we acknowledge significant benefits of globalization of capital markets, this study also
raised caution flags.  The respondents argue that without proper monetary control mechanism,
globalization of capital markets could lead to foreign domination. More sophisticated and
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developed capital markets are likely to benefit at the expense of less developed capital markets
like the Tanzanian capital market. They argued that in a global capital market, unfair market
practices cannot be ruled out unless efforts are made to prevent them. They also pointed out that
globalization of capital markets may thwart the development of domestic capacity for
participation in the market. The growth of wide share ownership in the domestic market may also
be jeopardized.

All respondents saw the possibility for increased capital flight when capital markets are globalized.
Some argued that when capital markets are globalized, firms that are more efficient are likely to
attract domestic resources abroad. The potential capital gains and dividends on investments
attract more foreign investors. When these are exported abroad, significant financial resources
could flow abroad. Furthermore, the experience of Asia has shown that foreign investors can
depart abruptly when there are signs of increased risk or better opportunities in other capital
markets abroad. They see the possibility of Tanzania being a net capital exporter when capital
markets are globalized.

Other negative issues pointed out by respondents are greater opportunities for money laundering
accompanying the globalization of capital markets.  However, we could not find any evidence to
support the above finding.

In the light of these issues presented above, the respondents suggested gradual approach to
globalization of capital markets in Tanzania.

The respondents suggested that in the initial stages of regional integration and globalization,
policies should be adopted to encourage national priorities. They suggested further that incentives
should be devised to encourage market participants to behave in a manner consistent with national
interests and priorities.  However, in order to undertake the regionalization and globalization3 of
domestic capital markets, the following pre-requisites have been suggested:

a) Improve the environment for the capital markets:

• Adopt sound and consistent economic policies to assist in building up confidence
in the capital markets

• Create a framework for assisting domestic market participants
• Institute a sound regulatory framework
• Promote wide share ownership
• Gradual removal of all economic barriers to share ownership

b) Build capacity for domestic participation:

• Improve corporate governance of domestic firms
                                                       
3 We would like to point out that the Tanzania capital market has been gloabalized to some extent as an evidence
of the presence of some international financial institutions operating in the country.  However, regionalization and
globalization being conceived envisage the ability of cross-listing of domestic shares in international capital
markets for capital market deepening in the domestic capital market.
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• Institute incentives for domestic firms to go public
• Improve capital market infrastructure. This would include encouraging market

facilitators such as investment advisors to emerge.
• Public education should aim at encouraging wide participation, elevating the level

of sophistication of domestic investors.
• Create new products which will enable domestic participants, especially low-

income earners to invest in the stock exchange. For example, mutual funds can be
created to spread wide ownership of securities in the stock market.

c) Harmonize economic conditions:

In order to harmonize economic conditions in the various regions, the following issues
need to be addressed before any plans for regional integration should be seriously
considered:

• Currency convertibility
• Harmonization of taxation and fiscal policies of the various regions
• Access to bank loans
• Control of corruption and money laundering
• Infrastructure improvement
• Guard against unfair competition practices

d) In addition, the following sequence of regionalization and globalization of capital
markets of the Tanzania capital market has been suggested as follows:

• Globalization of capital markets must be preceded by sound and stable economic
policies

• Regional integration of the domestic market must precede globalization of capital
markets

• Economic conditions in the regional groupings must be harmonized
• Economic barriers must gradually be removed
• Education programs must be devised to promote wide participation in capital

markets and elevate the level of sophistication
• Capital market infrastructure must be improved
• Currency convertibility should be implemented at the national level to encourage

cross-border trades and international settlement of stock trades
• Removal of political risk by promoting stable political systems to ensure

confidence in the capital markets

6.9 Linkage between capital market development and real sector growth

As it has been pointed out in the earlier discussions, long-term capital constraints have been one
of the major impediments to growth and poverty alleviation in Sub-Saharan Africa. Previous
studies have established the positive correlation between credit extension and real sector growth.
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Thus, the establishment of a functioning securities market has been considered an important
development toward the promotion of long-term capital supply to the private sector for growth
and poverty alleviation.  This study attempts to examine the relation between the proxies of
capital market development and real sector growth in Tanzania.

Earlier studies reviewed by Levine (1997) use various proxies of capital market development to
include (a) liquid liabilities held by the public (DEPTH), (b) credit provided to the private sector
by the banking sector as a ratio of total bank credit plus central bank credit (BANK), (c) credit to
the private sector divided by total credit (PRIVATE), and (d) credit to the private sector divided
GDP. However, in view of limited data, this study relied on a limited number of capital market
proxy to examine the above relationship.

Real GDP growth has been used as a measure of economic growth. Credit extension to the
private sector has been used as a proxy for capital market development in Tanzania. Using
correlation analysis, the study attempts to establish the degree of correlation between economic
growth and capital market development.

The study found that in nominal terms, Tanzania experienced economic growth throughout the
period beginning 1986 to 1998. This represents an annual growth rate of 3.61% of GDP during
the same period. However, the study also shows that there has been a slight reduction in real GDP
growth after the financial sector reform.  Average annual real GDP growth between 1986 and
1991 was 5.05% as compared with an average annual real GDP growth of 2.58% (1992 - 1998).

In terms of credit allocation to the private sector over the above period, the study shows that the
average annual growth in credit extension to the private sector dropped from 52.84% in the first
period (1986 - 1991) to only 6.60 percent during the second period (1992 - 1998).  It appears
that the reduction in real GDP over the same period may have been due to the reduction of
financial services to the private sector because of the financial sector reform and its prudential
requirements.

Credit allocation across different sectors indicates that trade and other services absorbed most of
the credit available. The share of credit allocation to the trade services sector declined 86% in
1986 to 55% in 1998. Mining and manufacturing registered a much higher growth rates in credit
allocation followed by public administration, agriculture and transportation. Allocation of credit to
business and construction has remained between 1 and 3% of the total credit.

Mining and manufacturing consumes a significant portion of credit (24% in 1998) while its
contribution to GDP was only 11% during the same period. Trade services, which absorbed 55%
of the total credit available in 1998, contributed 25% to GDP.

Responsiveness to credit allocation and output across different economic sectors was also
reviewed. Agriculture was the dominant sector followed by trade services and public
administration, mining/manufacturing, transportation, building, and construction. Despite the
dominance of agricultural sector in the above period, the proportionate contribution to GDP
declined from 44% (1986) to 35% (1998) during the same period. On the other hand, growth in
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output contributed by trade and services grew from 26% (1986) to 28% (1998). All sectors
except transportation registered a strong positive correlation between credit and output during
1986 to 1992.

Chart 1 below shows the relationship between Credit/GDP and real GDP growth over the period
from 1986 to 1998.  For the greater part of the above period, the chart shows divergence between
Credit/GDP and growth.  However, a clear pattern emerged between 1994 and 1998 when
negative relationships between Credit/GDP ratios was observed.

This study shows that the drastic decline in credit allocation to the private sector between 1994
and 1998 was not accompanied by a precipitous decline in real sector growth.  The declining
slope of Credit/GDP trend (between 1994 and 1998) was associated with an upward sloping
growth trend during the same time period.

This relationship has policy implications. First, the negative relationship between credit and output
between 1994 and 1998 may be due to the substantial loan write-offs by the two biggest public-
owned banks - NBC and CRDB following the implementation of prudential regulations imposed
as a part of financial sector reform.  Thus, it is likely that the extent of credit extension to the
private sector may have been underestimated.  Secondly, the pattern of credit extension after
reform may have resulted in efficiency of credit allocation to the private sector. As a result, this
may have improved the marginal efficiency of credit allocation to the private sector. It may also
reveal a resource gap in which case domestic production is being financed by foreign resources.

Chart 1: Relationship between Credit/GDP and GDP Growth Rates
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For the entire period, the study shows a weak elasticity of change in real GDP to changes in credit
of about 0.15%.  This shows that a one-unit change in credit will lead to 0.15% increase in real
GDP.  Sectoral analysis also shows that the responsiveness of output to changes in credit differs
from sector to sector.  The study shows that the agriculture sector that contributes about one
third of GDP indicates that there is no strong correlation between changes in credit and
agricultural output. The sector with the stronger elasticity was trade services, which exhibits an
elasticity of 0.18% changes in output to one percent changes in credit allocation to that sector.
Other sectors with a high change in credit to a change in output responsive rates are: (a)
transportation with an elasticity of 0.18% responsiveness to a 1% change in credit allocation.
Mining and manufacturing registered an elasticity of 0.07% to 1% change in credit. The
unexpected result of the study is the negative correlation between building and construction
sector, which shows a negative correlation between credit allocation and output from that sector.

6.10 Equity, poverty alleviation, and strategies for capital market development for SMEs

The overriding objective of financial reform and capital market development is to ensure that
financial services in terms of mobilization and allocation of credit to the productive sectors of the
economy are enhanced.  Thus, the anticipated goal is to increase long-term capital to the private
sector for expansion of productive opportunities, which will increase the welfare of the people.

However, our study shows that financial sector liberalization and capital market development
strategies have been accompanied by unintended consequences. These resulted in a new class of
displaced workers, which has policy implications of social concerns of liberalization and poverty
issues in SSA.  None of earlier studies have addressed equity and poverty issues associated with
capital market development and financial sector reform.  To that extent, this study has contributed
greatly to the understanding of social issues and policy implications of poverty alleviation
following reforms in SSA countries in general and Tanzania in particular.

Thus, the question arises as to whether the policy changes have contributed to poverty increase. If
so, what additional policy changes are necessary to alleviate poverty in the country?  This study
would like to point out that equity and poverty alleviation issues are policy concerns, which
should be incorporated in the strategy for reform and capital market development. We admit that
equity, in particular, did not readily feature in the instruments we used in the survey. However, a
general analysis and observation of the stylized facts of the demographics of the Tanzanian
population would show that the majority of the population in Tanzania is poor and live at
subsistence levels. Thus, the low income of the majority of the population limits their participation
in the formal capital markets. The situation is even worse in the rural areas where most of the
residents live in abject poverty.

Thus, equity considerations would not only imply raising incomes in general (in urban and rural
areas) but also designing policies that would give access to potential rural investors. This would
require making the capital markets reach the rural folks. This requires heavy investments in
physical infrastructure (roads, telecommunications, financial institutions, and information media),
which at the present, are biased in favor of urban areas.
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It is conceivable to suggest that the stock market would provide an opportunity for individual
investors to diversify their risk and at the same time to maximize their returns by their ownership
of private corporations.  On the other side, one can also argue that income limitations will
preclude the majority of the population, especially the poor from benefiting from the stock
exchange.

In terms of raising long-term capital through the issue of securities, data shows that the structure
of most stock exchanges in SSA including Ghana and Tanzania are not well suited for small
enterprises to raise capital.  Unlike the U.S. for example where the existence of capital markets
for small and medium enterprises enable small and growth companies to raise capital, such
institutions that specialize in providing credit to small and medium-sized enterprises are not
available in Tanzania.  As a result, small and medium-sized enterprises and low-income people are
marginalized in the formal capital markets.

A useful role for the government is to pursue a second-best strategy of developing financial
products that may be suited for those small and medium enterprises that may not be able to raise
credit in the securities market or the formal credit market.  Such institutions may include the
establishment of over-the-counter stock exchanges with fewer requirements for listing and raising
of long-term capital in the formal capital market. In addition, government guaranteed programs
through small business development centers may provide useful functions for financial
intermediation that maybe suited to small and medium-sized firms.

We recognize the important role being played by some financial non-governmental organizations
(NGOs) to engage in financial intermediation, credit extension, and promotion of income-
generating ventures, which are aimed at fighting poverty in Tanzania.  Seven of the NGOs that
were surveyed provide loans, and the number of beneficiaries increased from 1052 in 1993 to
4,888 in 1997. Most of the beneficiaries are individuals who belong to women groups or co-
operative groups.

The urban-based poor could take advantage of the growing financial and credit NGOs that seem
to concentrate in the urban areas and are targeted to specific socio-economic groups, including
women who are unemployed in the formal sector. Some of the NGOs have succeeded so far in
penetrating into the informal sector thereby harnessing the economic potential that the formal
sector would otherwise bypass.

Furthermore, the financial NGOs, more than the formal financial institutions, have penetrated into
the informal sector. Fifty seven percent acknowledged working with the informal sector clientele.
As such, these financial NGOs can possibly be another medium for poverty alleviation in
Tanzania.
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7. Conclusions, Policy Implications, and Recommendations

7.1 Conclusions

This study examines the problems of capital market development as a major constraint to growth
and poverty alleviation in Sub-Saharan African in general and Tanzania in particular.  It also
examines the impact of the government’s recent policy changes in terms of structural adjustment
and financial sector reforms and how those policy changes affected the development of financial
institutions that intermediate in the capital markets.  The study also reviews other studies on
capital market development in Sub-Saharan Africa and how they relate to the problems in
Tanzania.  Other issues that have been examined in this study include the prospects and challenges
of regional and globalization of capital markets in Tanzania.  The study also analyzed the policy
implications of reforms on equity and poverty alleviation in Tanzania.

In order to examine the above issues, the study focused on various policy research questions as
basis for administering survey questionnaires to capital market financial institutions and regulatory
agencies to collect primary data for the analysis. Secondary data on financial, capital markets and
macroeconomic data supplemented the primary data.

This study utilized parametric statistical analysis in testing various hypotheses that have been
derived from the research questions.  Based on the above analysis, this study found that the
financial sector reform has led to more players in the capital market. The entry of more financial
institutions in the financial sector set in motion a competitive banking environment.  In addition,
the financial resource mobilization has also shown some improvement as evidenced by increases in
deposit growth.  However, this deposit growth was not matched by increases in credit to the
private sector.

Various reasons explain the above anomaly.  The introduction of high-yield government short-
term Treasury bills provides an alternative and attractive investment opportunity for commercial
banks and other investors.  As a result, commercial banks and other investors prefer to invest in
short-term and relatively low risk Treasury bills.  This has “crowded out” the private sector from
the credit market.  In addition, the restructuring of the banking sector in Tanzania has also put
limits on credit extension to the private sector by the commercial banks.

The credit reversal has also been the result of the Central Bank's implementation of its prudential,
regulatory, and supervisory functions.  Bank of Tanzania's (BOT) imposition of lending restrictions to
problem borrowers resulted in a sharp decline to parastatal enterprises, most of which had large non-
performing loans.  The restructuring of NBC, the biggest bank in the country also had a big impact
on credit allocation to the private sector.

The establishment of the DSE has provided the opportunity for investors to transform their stock
holdings into liquidity form when it is needed.  In addition, the return on investments provides
sufficient signals for investors to participate in raising long-term capital for expansion and growth.
The stock exchange also provides adequate mechanism for efficient assignment of prices of the
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share values of underlying companies and thus closely evaluates managerial competence and good
corporate governance.

However, even though the financial sector reform has had some positive impact on the financial sector
in Tanzania, various problems confront the policy makers in terms of developing the capital market in
Tanzania.

The payment system is still cash-based.  Checks are not generally accepted as a medium of payments.
There are long delays in the transfer of funds both within and between townships.  In addition, there is
the lack of competition within the financial sector.  Such evidence includes the wide spread
between the deposit and lending rates, which has on average been above 15% throughout the post
- 1994 period.  This suggests that financial prices do not adequately reflect market conditions and
the cost of funds.  An inappropriate interest rate structure is obviously likely to affect both stock
prices and exchange rates, and thus the capital market generally.

The infancy of the capital market structure is also reflected in the fact that the Dar es Salaam Stock
Exchange (DSE) has only recently been established. This signifies that the instruments for resource
mobilization in the capital market are still few and in the process of formation.

The study also shows that the lack of investor awareness of the exchange, the problem of
illiquidity, thinness of trading, and infrequency of trading limit the attractiveness of the stock
exchange.  The lack of absorption and low demand for stock exchange products also account for
the low performance of the stock exchange.  The government policy of favoring interest income
on government securities also provides a disincentive for investing in the stock exchange in
Tanzania.  In the next section, we discuss the policy implications of the above problems and offer
some policy recommendations.

7.2 Policy implications and recommendations

One of the major goals of the government’s policy reform is to strengthen the banking sector in order
to mobilize financial resources for allocation to the private sector.  The increase in financial resources
has been the direct result of the interest rate liberalization and legal reforms of the banking laws in
Tanzania.  However, this policy reform has not been accompanied by increased credit to the private
sector. The direct impact of this policy reform is the reduction in the growth potential and poverty
alleviation in Tanzania.

In order to alleviate the negative consequences of the above policy changes, the establishment of
institutions that cater for credit needs of small and medium-sized firms are needed.  This will include
the establishment of small business development centers that would assist small enterprises in raising
credit for business incubation, business planning, accounting, and control.

The role of government in creating an enabling environment has been demonstrated by the positive
impact of the policy changes on the development of the private sector financial institutions, and
instruments.  The adoption of sound economic policies of inflation control, stable foreign exchange
management, and balanced budget approach will enhance the confidence of the public.
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In view of the infancy of the DSE and the lack of awareness by the majority of the population, much
work and publicity is required to propagate the desirable attributes of the DSE.  This requires the
intensification of public education in order to promote investor awareness.

The lack of product diversification in the capital market provides dis-incentive for investing in the
capital market.  The introduction of new products through privatization and introduction of debt
instruments are needed.

Open market monetary policies by the Bank of Tanzania have led to an inverted yield curve.  This
represents a situation where short-term yields are higher than long-term yields on long-term financial
instruments or debt securities.  This results from excess supply of short-term government securities,
which drives up interest rates and drives down asset prices.   This policy also has a tendency of
crowding out the private sector from the capital market.

Government fiscal policies should be governed by synchronization of sources and uses of funds.  This
requires capital budgeting of government projects and issuing both long-term and short-term
government securities.  This is because the excessive reliance on short-term government securities to
finance government operations has a tendency of exerting greater pressure on short-term interest rates.
The balancing of short-term securities with long-term government bonds will take some pressure off
short-term interest rates.

The liberalization of regulation on foreign participation in the domestic capital market has the potential
of enhancing competition and inflow of foreign capital to the domestic capital market.  However, an
adoption of an inward-looking regulation that excludes foreigners from participation in the domestic
capital market has a tendency of stifling competition and inhibiting foreign capital inflow into the
domestic economy.  Thus, an open policy to encourage foreign participation in the domestic capital
market should be preferred to an inclusive policy that denies foreign participation in the domestic
capital market.  This may also address the problem of liquidity constraints and the limited absorption
capacity of the stock exchange.

In view of the infancy of the DSE and the structure of the private firms in the country, it may be
necessary to provide fiscal incentives to attract private firms to be listed on the DSE.  The provision of
tax incentives in the form of tax holidays to unlisted firms would encourage unlisted firms to be listed
on the stock exchange.

The participation of private sector in the capital market is very crucial for capital market development.
However, the government’s policy of differential tax policies on interest income on Treasury bills and
dividend on equity securities has a tendency of discouraging investment in equity securities.
Equalization of tax policies on interest income on government securities and dividend on equity
securities will provide a level-playing field for investors in the capital market.

The lack of technology in the form of communications, computer networks, equipment and manpower
training imposes a major constraint to capital market development.  Government’s investment in capital
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market structures such as information technology, computer networks, communications, and capital
market equipments would enhance the prospects of capital market development in Tanzania.

Regional integration and globalization of the capital market has its benefits and challenges.  In addition
to enhancing increased inflow of foreign capital, regional integration and globalization of the domestic
capital markets has the potential of promoting efficiency of capital mobilization, efficient allocation, and
corporate governance of domestic firms.  However, capital market globalization has the dangers of
capital flight, which may be the result of macroeconomic disequilibrium in the domestic capital market.
The adoption of prudent fiscal and monetary policies are essential toward maintaining internal and
external equilibrium in order to minimize the negative consequences of foreign shocks on the domestic
economy.

The inability of reform to address capital constraints of the private sector, especially, small and
medium-sized enterprises has policy implications on equity and poverty alleviation following
financial sector reforms.  In order to address the poverty situation in Tanzania, there is the need to
improve access to long-term finance for small and micro-enterprises.  It is our hope that the spin-off
micro-finance institutions from the National Bank of Commerce will address the credit needs of the
small enterprises in the country.  In addition, the establishment of small business development centers
and guaranteed project loans will go a long way in addressing the credit needs, employment, growth,
and poverty alleviation of the majority of Tanzanians.
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