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Executive Summary

Fund-supported programs in Tanzania since 1996 have been broadly successful in
achieving rapid growth, low inflation, and a comfortable external position. Strong
growth has, however, not translated into rapid poverty reduction, and is not mirrored in the
expansion of private investment. Improvements in fiscal performance have been central to
the success in macroeconomic stabilization, with substantial donor support helping to limit
recourse to domestic financing, thereby enabling to reign in inflation. Large aid inflows have,
however, complicated macroeconomic management. Debt relief under the enhanced HIPC
Initiative was critical to restoring debt sustainability. Substantial structural reforms have been
undertaken, but certain persistent deficiencies constrain Tanzania’s growth prospects.

The design of the Fund-supported programs has been broadly appropriate and
conditionality has been focused, although extensive in number. Programs were
appropriately anchored on strengthening fiscal performance, sufficiently flexible to
accommodate the large aid inflows, and adapted to facilitate greater aid absorption. The
current monetary targeting framework, however, needs to be adapted to improve the liquidity
management of the BoT, and provide more transparency with respect to its operations.
Conditionality has generally been focused on achieving key program objectives, but despite
streamlining, the number of structural conditions was greater than in other Fund-supported
programs for low-income countries over the same period.

Program implementation improved progressively under successive Fund-supported
programs. This can be attributed largely to strong political commitment to the reform
process and ownership at the highest levels of the government and sustained donor support.
Program implementation was fairly strong concerning fiscal reforms, reflected in
improvements in expenditure management and, more recently, in revenue performance. At
the same time, however, financial sector reforms, including the privatization of state-owned
banks, have taken longer. Moreover, despite financial sector liberalization, financial
intermediation remains modest, with large segments of the private sector, notably in the rural
areas, having limited access to credit.

Several medium-term challenges remain. To make significant inroads into alleviating
poverty and to reduce gradually the dependence on aid, Tanzania will need to sustain rapid
growth for long periods, improve domestic revenue mobilization, and alleviate structural
deficiencies. With large aid inflows expected over the medium term, greater coordination
between fiscal and monetary policies would be critical to promote the spending and
absorption of such flows. At the same time, to improve external competitiveness, it would be
important to enhance the supply response and absorptive capacity of the economy.

Tanzania has no need for Fund resources going forward, but it could benefit from
continued Fund engagement that goes beyond a pure surveillance relationship. In
particular, rather than providing financial support, the most critical role for the Fund would
be to provide signals to the donor community about the appropriateness of the government’s
policies. Against this background, a PSI would be an appropriate form of Fund engagement
with Tanzania over the medium term.



I. INTRODUCTION

1. By the late 1970s, Tanzania was a highly state-controlled economy, characterized
by an inflexible economic system comprised of monopolistic and heavily regulated
production structures. The rigid economic system, the war with Uganda, and external
shocks during the late 1970s resulted in major macroeconomic imbalances, economic
stagnation, and a decline in per capita income that lasted over 15 years. Following a shift in
the mid-1980s away from administrative control of economic activity, progress was made in
liberalizing external trade and payments, domestic prices, and agricultural marketing. In the
early-1990s, Tanzania began pursuing market-oriented reforms, initiating a liberalization of
the financial sector and of the civil service and, to a limited degree, privatization. Large
segments of the economy, however, continued to be dominated by public sector monopolies
and, more importantly, macroeconomic stability proved elusive.

2. Since 1996, the Fund has supported Tanzania’s reform efforts on a continuous
basis. In the mid-1990s, Tanzania’s economic reform and stabilization effort regained
momentum following the first multiparty elections that were held in October 1995. In the
first half of 1996, the newly elected government adopted a program monitored by the Fund
staff aimed at addressing the fiscal imbalances and structural impediments that had hampered
financial management. Performance under the Staff Monitored Program (SMP) was broadly
successful. Following the SMP, three consecutive Fund-supported arrangements have been in
place between 1996 and 2006, first under the Enhanced Structural Adjustment Facility
(ESAF, 1996-1999) and subsequently under the Poverty Reduction and Growth Facility
(PRGF, 200003 and 2003-06).

3. Given the Fund’s long-term engagement with Tanzania, this Ex-Post Assessment
addresses the following questions: Have economic reforms in the context of Fund-
supported arrangements placed the country on a path of sustainable growth and poverty
reduction? Why has private sector performance been weak? What has underpinned fiscal
adjustment in Tanzania? Has aid posed problems for macroeconomic management? And
what are the medium-term challenges that need to be overcome for Tanzania to achieve
durable economic growth that would reduce poverty consistent with achievement of the
Millennium Development Goals (MDGs)?*

4. The paper is organized as follows. Section II lays out the objectives of Fund-
supported programs in Tanzania. Section III analyzes performance under the programs,
followed by a discussion in Section IV of key program design and implementation lessons
and the appropriateness of conditionality. Policy challenges for the medium term are
discussed in Section V, followed by a discussion of the strategy for future Fund involvement
in Section VL.

? In addition to reviewing IMF documents related to Tanzania since the mid-1990s, this study draws on related
studies by academics, the World Bank, recommendations of the joint Fund-Bank FSAP (2003), and interviews
with IMF and World Bank staff and the authorities in Tanzania.



II. OBJECTIVES OF FUND-SUPPORTED PROGRAMS

5. Against the backdrop of large macroeconomic imbalances, the key challenge at the
onset of Fund engagement in Tanzania was to restore macroeconomic stability. Once this
objective was met, the overarching challenge was to accelerate growth and alleviate
poverty—including by placing greater emphasis on private sector development and
improving the economy’s supply response, and a reorientation of public expenditure toward
social spending—and lay the basis for a gradual reduction in the dependence on aid.

6. The medium-term strategy underlying the program supported by the ESAF was
primarily aimed at achieving macroeconomic stability. The program was based on
strengthening fiscal performance, and central to this effort was improving the cash-
management system, established under the SMP, and civil-service reform. Improvements in
the fiscal balance were expected to reign in inflation. Structural reforms, including
privatization and financial sector liberalization, were aimed at enhancing efficiency and
improving competitiveness, with a view to enabling the private sector to play a greater role in
economic activity.

7. With macroeconomic stability largely achieved under the ESAF arrangement,
the objective of the first PRGF program (PRGF1) was to sustain the stability and create
the conditions favorable for higher growth, with particular focus on poverty reduction.
Growth was to be led by the private sector, predicated on further structural reforms. Policies
to reduce poverty included a greater reorientation of expenditures toward social spending,
consistent with the objectives and priorities laid out in the PRSP.

8. The 2003—-06 program (PRGF2) aimed to accelerate investment-led growth and
further reduce poverty.’ Program objectives were to be met through a three-pronged
strategy, comprising of greater focus, relative to the previous programs, on increasing
domestic government revenues, with a view to reducing gradually aid dependence; further
liberalizing the trade regime; and enhancing the economy’s supply response by removing key
impediments to growth and improving the investment environment, with a view to boosting
private sector development.

9. Objectives in the context of Fund-supported programs in Tanzania have been
appropriate, and have evolved in a manner consistent with macroeconomic
developments. The following section examines performance under the Fund-supported
programs by posing a series of questions, with a view to assessing if program objectives were
met.

? See Tanzania—Report on Discussions on a Possible New Poverty Reduction and Growth Facility
Arrangement.



III. PROGRAM PERFORMANCE RELATIVE TO OBJECTIVES

10. Fund-supported programs in Tanzania have succeeded in establishing
macroeconomic stability, reflected in rapid growth, low inflation, and a reasonably
comfortable external position (Table 1). Rapid growth has, however, not translated into a
significant decline in poverty, and has not been led by a significant pick up in private
investment. Fiscal consolidation has been central to the success in macroeconomic
stabilization, with substantial donor support for the reform program reducing the need for
domestic financing. Aid inflows have, however, complicated macroeconomic management,
making policy trade offs more stark. Debt relief under the HIPC Initiative was critical in
achieving debt sustainability, and the outlook has improved further following Tanzania’s
qualification for debt relief under the MDRI. While substantial structural reforms have been
undertaken, certain persistent deficiencies continue to undermine Tanzania’s growth
prospects.

A. What explains strong growth but the weak poverty response?

1. Tanzania’s annual average

real gl‘OWth rate of about 5 percent Figure 1. Tanzania: Real GDP Growth, 1996-2006 1/, 2/
over the past decade was (Annualpercentage change)
impressive, especially considering EsAF PRE 1 PRGF 2
that the economy is dependent on
rain-fed agriculture and is thus 6f
vulnerable to climatic conditions.
Program objectives were broadly
appropriate, but were generally not

met under the ESAF-supported 3
. 1 1 t d 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
program’ OWIng arge y 0 a Vfrse ~ - Program projections —— Actual
Weather Condltlons (Flgure 1 )- That 1/ Projections for the ESAF period are derived as a simple average of two fiscal years.
. . 2/ Program projections capture developments in macroeconomic data following program approval, and as
Sald, grOWth rates averaglng around modified in the context of the annual program.

Sources: Staff reports.

4 percent over the ESAF-supported

program period compared favorably with outcomes averaging less than 3 percent during
1990-95. Outcomes relative to program projections improved during the subsequent PRGF
arrangements, with real GDP growth averaging about 6 percent per year.

* Economic growth in the context of the ESAF program was undermined, first by a drought in 1996/97 and
subsequently by the El Niflo floods in 1997/98.



12. Growth has been
1 Iv dri b Figure 2. Tanzania: Decomposition of GDP Growth, 1996-2005
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80 percent of the
population—has been the predominant contributor to growth (Figure 3). Other sectors,
including manufacturing, construction, and mining (reflecting large-scale gold mining
operations) have recorded rapid growth in recent years, but their contribution to growth has
been modest owing to the small size of these sectors.
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Figure 3. Tanzania: Sectoral Contribution to GDP Growth, 1996-2005
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13. Rapid economic growth in the context of Fund-supported programs has not
translated into a noticeable reduction in poverty, which remains deep and pervasive,
particularly in rural areas. Tanzania remains one of the poorest countries in the world, and
among the poorest in sub-Saharan Africa. Indeed, while Tanzania’s per capita GDP growth
rate has averaged about 2 percent since 1996, and nearly 2% percent in 2000-05, it’s GDP per
capita, at about US$337 in 2005, is well below sub-Saharan Africa’s average of US$568. The
country ranked 160" on the 2001 Human Development Index, below the average for sub-
Saharan Africa.

o Based on the most recent Household Budget Survey (HBS) conducted in 2001, 36 percent
of Tanzanians are still below the poverty line (and 19 percent are below the food poverty
line), compared with 39 percent poverty rate in the 1991 HBS. Non-income based poverty
measures also portray a grim picture, and have only improved modestly in the context of
Fund-supported programs, notwithstanding a reorientation of public expenditure toward



social spending. Based on 2004 data, life expectancy is 43 years, infant mortality rate is
104 per 1000 live births, and child malnutrition is 29 percent for children under 5 years.
PRSP-related education expenditures have, however, been successful in boosting the
literacy rate to 70 percent for ages 15 and over.

e Poverty in Tanzania has become more of a rural phenomenon, reflected in the fact that the
poverty rate declined by 10 percentage points to about 18 percent in the capital Dar es
Salaam between 1991 and 2001, whereas it declined by only 2 percentage points to
39 percent in the rural areas. Indeed, 87 percent of all poor people live in rural areas.

14. It is somewhat of a puzzle as to why, despite rapid growth in the context of
Fund-supported programs, poverty reduction has been modest, particularly in rural
areas. In this context, some considerations warrant a close look:

It is quite possible that poverty reduction in Tanzania began to occur only after the
economic stagnation through 1995 had been overcome and there was a greater reduction
in poverty since then. This is, however, difficult to assess, because of the lack of annual
survey data that could help analyze the correlation between the rate of poverty and GDP
growth in the period between the two surveys, and since 2001. Simulations, however,
suggest that poverty reduction in Tanzania might have been more rapid in recent years.’

e While annual GDP growth has averaged 5.2 percent since 1996, agricultural growth has
on average been a full 1 percentage point lower, and this may have dampened poverty
reduction in rural areas, where poverty is largely concentrated.

o Recent studies suggest that more than agriculture growth, it is the composition of such
growth that bears upon poverty, and that the lack of sufficient diversification in
agriculture production—away from food crops—has undermined poverty reduction in
Tanzania. ° In particular, these studies find that poverty is lower in households that are
involved in the production of cash crops and non-traditional agricultural goods (including
horticulture and floriculture), all of which are exportable, than in households involved in
the production of food crops. It is estimated, for example, based on data for 2005, that
rural poverty would decline by 7 percent, if half of the households switched from food
crops to cash crops.

15. Reforms in the context of Fund-supported programs have helped boost and
diversify agricultural production and exports, but some of the more difficult issues have
not been addressed. In particular, reforms have included the liberalization of agriculture
production and marketing structures, as well as of agriculture prices and the foreign exchange
regime. Programs have, however, not been able to address effectively supply-side

* Demombynes, G. and J.G.M. Hoogeveen, 2004, “Growth, Inequality, and Simulated Poverty Paths for
Tanzania, 1992-2002,” World Bank Policy Research Working Paper No. 3432.

® Tanzania: Diagnostic Trade Integration Study, The World Bank, June 2005.



constraints—including reforms of state-owned crop boards; the proliferation of local taxes,
which on some export commodities represent almost 20 percent of the sale price; weak rural
infrastructure; the lack of adequate skills; and poor customs systems and procedures—all of
which have undermined agricultural production and exports, and private investment, more
generally.

B. Why has private sector performance been weak?

16. Tanzania’s strong economic growth of recent years is not mirrored in the
expansion of private sector investment. This might have dampened potentially faster
growth and poverty reduction, and raises concerns about sustaining growth going forward.

e Out of the 6’2 percent average real GDP growth during 2000-04, gross fixed capital
formulation has contributed less than 1% percentage points, although this was still an
improvement over the previous five-year period. At the same time, gross private capital
formation as a share of GDP declined from about 134 percent during 1995-99 to about
11 percent since 2000. Moreover, the share of private capital formation in total capital
formation declined from about 80 percent in 1999 to 60 percent in 2005.

o Weaknesses in Tanzania’s private investment are reflected in modest financial deepening

and the lOW leVelS Of bank Clalms Figure 4. Tanzania: Financing of the Private Sector, 1996-2006 1/
on the private sector. While credit |s 1
growth to the private sector 701 T

increased quite rapidly under the  |*] 110
Fund-supported programs— N 1s
averaging about 35 percent since :Z | s

2001—it was from a very low " H ta

base. This is reflected in the fact 0l
that net availability of funds to the |,
private sector as a share of GDP,
while continuing to increase in the

context of the Fund-supported Sommens St repone
programs, has remained low

1996/97  1997/98  1998/99  1999/00  2000/01  2001/02  2002/03  2003/04 2004/05 2005/06

[ Net availability of funds to the private sector (in percent of GDP, right scale)
— Bank credit to private sector (annual percentage chage, left scale)

through most of the program period (Figure 4).” More importantly, however, there has
been a significant concentration of credit—with about 200 “bankable companies”
accounting for a predominant share of bank credit to the private sector—and large
segments in the private sector, notably in the rural areas, have had virtually no access to
such financing.

e The modest role of the private sector is also reflected in export performance and the
pattern of FDI inflows to the country. In particular, notwithstanding the large real
depreciation of the shilling since 2000, the contribution of exports to GDP growth has not

7 Net availability of funds to the private sector is defined as bank credit to the private sector minus non-bank
financing of the budget.



-10 -

been significant. Similarly, while foreign direct investment inflows to Tanzania have been
large, they have not been broad-based and have been largely limited to the mining sector.”
While it may be normal for foreign investors to first take the “low-hanging fruit,” such
FDI does not typically generate multiplier effects on growth or increase productivity
through technology transfer that is associated with investment in the manufacturing and,
to a lesser extent, in the services sector.

17. A key reason why private sector participation in economic activity in Tanzania
has been modest is because the business environment is very poor. Based on the 2006
Doing Business In report of the World Bank, Tanzania ranks 140th in the overall ease of
doing business out of 155 countries surveyed. Similarly, the World Economic Forum 2005,
ranks Tanzania 82" out of 116 countries in the quality of the national business environment,
and 71" in the Growth Competitiveness Index out of 117 countries. In particular:

e Burdensome licensing procedures, reflected in high start-up costs, insufficient access to
credit, restrictive labor regulations, difficulties in registering property and poor property
rights, and very poor infrastructure are identified in the World Bank survey as some of the
key factors undermining the business environment in Tanzania (Table 2).

e Poor infrastructure, for example, is best reflected in the pressing problems currently faced
by the energy sector. The country is ranked 1015 out of 117 countries in the Global
Competitiveness Report with respect to the production of electricity. Shortfalls in energy
production and higher costs have undermined economic performance and the financial
position of the state-owned power company (TANESCO).

 Investors also underscore corruption and poor governance as important factors
undermining private investment in Tanzania.” In this context, government regulations that
encourage rent seeking, including the complex business licensing system, with
overlapping regulatory mandates; the ad hoc provision of tax exemptions; and a
corruptible legal system, that makes dispute resolution particularly onerous, are identified
as key factors affecting investor sentiment.

18. Fund-supported programs have been somewhat late in placing emphasis on
investment climate issues. Indeed, it was only in the context of PRGF2 that program
objectives targeted explicitly an improvement in the investment climate.'’ More generally,

¥ Net inflows of FDI have averaged about 4.2 percent of GDP per year in 2000-04.

? World Economic Forum Executive Opinion Survey, 2005; and Tanzania: Pilot Study on Access to Foreign
Private Capital, unpublished IMF report, April 2003.

12 At the same time, the government’s dialogue with the private sector through the Investor’s Roundtable
meetings and the Tanzania National Business Council helped identify core problems impeding growth in the
private and agricultural sector. Under the Business Environment Strengthening for Tanzania program (BEST),
efforts were made to alleviate these impediments, notably to improve the economy’s supply response
(Appendix 2).
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once macroeconomic stability was achieved under the ESAF, Fund-supported programs
could have placed greater emphasis on addressing the impediments undermining the
investment climate, with a view to promoting sustainable investment-led growth. While some
of these reforms—notably concerning the harmonization and streamlining of taxation;
improving customs clearance procedures and administration; and access to credit—are
broadly in the Fund’s “core” areas of expertise, others would have had to involve greater
collaboration with the World Bank and other donors.

19. Governance issues received e R
prominence in the PRGF- ) igure 5. Tanzania: Comparison Transparency International Corruption Perception Index
supported programs, and the '

perception of the severity of 501

corruption in Tanzania has been 401

improving, albeit gradually. Efforts
to improve governance were made in
the broader context of stimulating 207
growth and fiscal reform."’ Adopting | 1,/
a National Anti-Corruption Strategy
and Action Plan (NACSAP) was a 1998 ‘ 1999 ‘ 2000 ‘ 2001 ‘ 2002 ‘ 2003 ‘ 2004 ‘ 2005
trigger for Tanzania reaching its . T::;:]:mncy—ln;e-r ,f:f:,yn; South Africa  ——Tanzania - ---Uganda  — — Mauritius
completion point under the Enhanced

HIPC Initiative. The NACSAP focused on three areas—improving competence and attitude
of the public service; increasing transparency; and strengthening the legislative and judiciary
framework. The implementation of measures identified in the NACSAP was monitored in the
context of Fund-supported programs through benchmarks. While Tanzania has improved its
ranking on the corruption perception index of Transparency International (Figure 5), there
continue to be concerns about graft, including in the granting of concessions for the
exploitation of natural resources, delays in responding to complaints about corruption, and in
the effectiveness of the legal system and the courts to address such problems. Moreover,
there is skepticism that measures taken in the context of the NACSAP have sufficient teeth.

3.01

C. What has underpinned fiscal adjustment in Tanzania?

20.  Fiscal adjustment was led by improvements in expenditure management, which made
up for disappointing performance for most of the period on the revenue front, with large aid
inflows limiting recourse to domestic financing.

' A presidential commission was established in 1996 to report on corruption practices in Tanzania.
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Expenditure management has improved substantially

21 . Improvements in public Figure 6. Tanzania: Cen(tlr:lp(j;)cveenrtn:;zllt)g;(penditure, 1996-2006 1/
expenditure management have 31
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. . 1/ Program projections capture developments in macroeconomic data following program
the adoptlon Of a Centrallzed approval, and as modified in the context of the annual program.
. .. . Sources: Staff reports.
payment system, limiting spending
. aqe Figure 7. Tanzania: Central Government Spending on Priority Sectors 1/
to cash aVallablhty, and the (In percent of total expenditure)

development of a medium-term A
expenditure framework (MTEF). N //\/
Expenditures were monitored I =

through benchmarks in the 't

programs, which were adjusted to 0

flect outcomes of external 1998/1999  1999/2000 20002001  2001/2002  2002/2003  2003/2004  2004/2005
reriec Education — — — Health Roads Others
ﬁnanclng relatlve to prOJ ectlons ;/ Otherssincfl;xde expenditure in water, agriculture, lands, and judiciary.

. . . ources: Staff reports.
(Figure 6). The Public Expenditure
ReVieW (PER) prOCCSS, Wthh iS i Figure 8. Tanzania: Public Sector Employment and Wage Bill, 1995-2005 .
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expenditures improved in favor of
allocations for the priority sectors, including health and education (Figure 7). This was
facilitated, in part, by a decline in the wage bill following civil service reform (Figure 8), and
in interest payments on account of lower financing requirements and debt relief provided by
donors. Accumulation of arrears—which was a serious problem in the context of ESAF and
PRGF1—has been virtually eliminated during PRGF2, owing to the effective implementation
of an integrated financial management system (IFMS).

22. Notwithstanding improvements in expenditure policy, certain large expenditures
have been made in the context of Fund-supported programs, which were at odds with
the objective of reducing poverty through a prioritization of spending.

2 Tanzania meets 10 of the 16 benchmarks, concerning budget formulation, execution and reporting, used by
Bank-Fund staff to assess the quality of the public expenditure management system.



-13 -

e In particular, in the context of PRGF1, the government purchased an air traffic control
system (ATC), which raised concern across civil society and the donor community,
notably on the financing of the project and the lack of transparency. It was contested—
and correctly so—that the supposedly concessional financing of the project by the private
sector came at the expense of an inflated price for the ATC, and that procurement
transactions lacked sufficient transparency.

¢ In this context, staff advised the authorities to include in future all public investment
projects in the context of the public expenditure review (PER) process, so as to ensure
proper prioritization of projects before spending commitments are made. Despite the
government’s commitments to do so, similar expenditures were undertaken in the context
of PRGF2, including to construct a national stadium and a new parliament building,
without these being reviewed by the PER process. While staff expressed concern with
these expenditures, they were, however, accommodated in the program, including
through adjustments in the program targets."

¢ Fund-supported programs should have been more firm in opposing such spending, both
because they were not a priority and since they raised concerns about transparency and
accountability in decision-making.

23.  Recent reforms have aimed at improving expenditure policy. In particular, the
lack of comprehensiveness in the PER process is being addressed by putting in place internal
budget guidelines to review line ministries’ spending plans comprehensively in the MTEF,
with clear links planned to the National Strategy for Growth and Reduction of Poverty
(NSGRP) and on the basis of identifiable outcomes. The newly developed Strategic Budget
Allocation System (SBAS) has ensured strategic linkages between NSGRP outcomes and the
budget, providing an advanced framework for allocating and assessing the impact of poverty
reducing expenditures.

Revenue mobilization has been weak

24. Domestic revenue mobilization in the context of Fund-supported programs has
been very weak, despite significant reforms.

e Program targets concerning domestic revenues have straddled between being unrealistic
under the ESAF, “unambitious” under PRGF1, and somewhat more appropriate under
PRGF2. Targets under the ESAF arrangement were unrealistic, largely because they

" The construction of the Parliament building was an off-budget expenditure, based on a build-operate-transfer
scheme financed by the state pension fund. The lease payments for the use of the building are, however,
financed through the budget.
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did not reflect fully the impact of Figure 9. Tanzania: Central Government Revenue (excluding grants), 1996-2006 1/
the envisaged fiscal reforms that ; (Inpercent o GBP)

had the potential to significantly N PRGF1 PR
reduce revenues; targets under S RN

PRGF1 were unambitious, w S

especially since they were based
on performance under the ESAF,
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economic activity; and relative to o —Prosmmprojeetions ____—*_Actu

. 1/ Program projections capture developments in macroeconomic data following program approval, and as
the preVIOus programs’ revenuce modified in the context of the annual program.

Sources: Staff reports.

targets under PRGF2 reflected

the program’s greater emphasis on mobilizing revenue, and were broadly appropriate.
Revenue outcomes were significantly below program projections in the context of the
ESAF arrangement and generally better than projected under the PRGF arrangements
(Figure 9)."

o While revenue performance under the first two of the Fund-supported programs was
disappointing, this is not for want of trying. Indeed, significant reforms were undertaken,
with a view to rationalizing the tax system and improving administration (Appendix 3).

¢ Revenue mobilization suffered, however, because tax collection and administration did
not keep pace with the rationalization of the tax system and tariff reform; there was a
proliferation of tax exemptions and incentives (including tax holidays), notably in the
context of setting up export processing zones (EPA Act); and because the tax base moved
gradually from a large, easy-to-tax public sector to a predominantly informal private
sector in the course of the divestiture of many parastatals.

o Recognizing the weak revenue performance under the ESAF and PRGF1 and the need for
significant catching up, boosting revenue mobilization was a key objective underpinning
the design of PRGF2—predicated on improvements in tax administration, based on
technical assistance provided both by the Fund and other donors.

'* The gap between revenue outcomes and the program targets under the ESAF also reflects revisions to
nominal GDP. Even after accounting for revisions to GDP, outcomes were about 1-2 percentage points of GDP
less than the targets under the ESAF-supported program.
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25. Revenue performance has improved more recently, but there is still a large gap
between revenue potential and the outcome.

o There have been improvements in revenue mobilization in the context of PRGF2—with

revenues as a share of GDP
increasing by about 2/ percentage
points without any increase in tax
rates.

o Notwithstanding this progress, there
is still a considerable gap between
revenue potential and outcome,
estimated at about 3.6 percent of
GDP. '° Also, central government
revenue at 13.6 percent of GDP in
2004/05 compares poorly with other
countries in the region (Figure 10).

Figure 10. Cross-Country Comparison of Revenue Performance, 2004/2005 1/
(In percent of GDP)

Tax Revenue
H Other
£ Excises

£ Custom Duties
O Income Tax
B VAT

Tanzania Kenya Uganda Zambia Sub-Saharan  Non-oil producing
African 2/ African countries
1/ Ratios are calculated on the basis of data for FY 2004/2005 for Kenya, Tanzania, and Uganda, and
calendar year 2004 for Mozambique and Zambia.
2/ Excluding Nigeria and South Africa.
Sources: Staff reports and estimates.

26. Moreover, despite the recent progress, central government revenues as a share
of GDP have only recovered to the level prevailing at the onset of Fund engagement in
Tanzania. This raises the question of whether aid inflows have undermined the
government’s resolve to bolster revenue mobilization. This is a difficult question to answer
with any degree of certainty, but conceivably if greater emphasis had been paid in the context
of the ESAF and PRGF1 on bolstering revenue mobilization, including by taking a firmer
stance on the issue of tax exemptions and incentives and focusing technical assistance on
improving tax administration consistent with the pace of tax and tariff reform, outcomes

would likely have been more satisfactory.

' A recent FAD technical assistance mission on tax policy has estimated the tax capacity of Tanzania to be
about 17.2 percent of GDP, similar to Uganda’s and below those of Kenya and Malawi.




Deficits have been largely aid-financed
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27. The overall fiscal balance
was broadly consistent with
program objectives (Figure 11).
Expenditure restraint to offset
shortfalls in revenue mobilization and
in foreign financing kept the overall
fiscal balance close to program
objectives. Over the program period,
recourse to expenditure cuts to meet
financing shortfalls declined, and as
donor support for the budget increased
markedly, Fund-supported programs

Figure 11. Tanzania: Central Government Overall Balance, (after grants), 1996-2006 1/
(In percent of GDP)
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-+~ Program projections —— Actual ‘

1/ Program projections capture developments in macroeconomic data following program approval, and as modified
in the context of the annual program.
Sources: Staff reports.

allowed for a significant widening of
the fiscal deficit before and after grants.

28.

Fiscal deficits under the Fund-supported programs have been financed largely

through external assistance, limiting recourse to domestic financing. Broadly, even at
times when aid inflows were lower than projected, expenditure cuts (relative to program

projections) have been relied upon to
achieve the fiscal target. Indeed,
targets concerning net domestic
financing of the government—a
performance criterion under the Fund-
supported programs, which was
adjusted for deviations in projected aid
inflows—have almost always been
met, and often by significant margins
(Figure 12). On the one hand, not
seeking recourse to domestic financing
has helped limit a possible crowding-
out of the private sector. This has been
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Figure 12. Tanzania: Net Domestic Financing of the Government, 1996-2006 1/
(In billions of Tanzania shilling)
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1/ Net domestic financing is measured as cumulative change from the beginning of the fiscal year (July 1).
Sources: Staff reports.

particularly relevant, since the
domestic debt market is relatively
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thin, because of which yields on government securities are highly sensitive to any significant
change in government borrowing.'® On the other hand, this has on some occasions
undermined expenditure smoothing, and underscores the need for greater coordination
between fiscal and monetary policy and for deepening domestic debt markets.

D. Did aid inflows complicate monetary policy and macroeconomic management?

29. The monetary policy objective of
reigning in inflation was largely
achieved. Inflation in Tanzania registered a
continuous decline since the first program
year, and reached single digits in 1999 for
the first time in two decades. Following
minor slippages in meeting ESAF program
objectives, owing largely to weather-related
food price increases, performance improved
significantly under the PRGF programs.
Inflation was broadly consistent with
program objectives in PRGF1 and better
than expected so far in PRGF2 (Figure 13).
The key to the rapid decline in inflation was

Figure 13. Tanzania: Inflation, 1996-2006 1/, 2/
(Annual average)
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1/ Projections for the ESAF period are derived as a simple average of two fiscal years.
2/ Program projections capture developments in macroeconomic data following program approval, and as modified
in the context of the annual program.

a tightening of monetary policy—based on improvements in fiscal performance and large aid
inflows, which reduced the government’s domestic financing needs—and favorable
developments in agricultural output that helped contain increases in food prices.

'® This was highlighted, most recently, in the context of PRGF2, when delays in donor disbursements in the first
half of FY 2005/06 necessitated a net domestic borrowing of about 0.8 percent of GDP compared with -0.7
percent under the program, which contributed to a sharp increase in treasury bill rates (from 10 to 15 percent)
and in the government’s interest bill of about 0.6 percent of GDP.
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Large aid inflows have, however, posed challenges for macroeconomic

were typically met by large margins (Figures 14 and 15).

The policy response to greater-
than-projected aid inflows in
the context of the ESAF and
initially under PRGF1
(between 1999 and 2000)
involved sterilization through
the sale of treasury bills,
largely because inflation was
still considered to be on the
higher side and international
reserves were at relatively low
levels. This, however, led to a
sharp increase in interest rates
(Figure 16).

Concerned with rising interest
rates and upward pressures on
the exchange rate, policy was
subsequently modified in the
context of PRGF1 in favor of
unsterilized foreign reserve
accumulation. This was based
on an assessment that owing to
confidence in domestic
policymaking and falling
inflation, demand for money
had increased. As a result,
program benchmarks on
reserve money were exceeded,
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Figure 14. Tanzania: Net International Reserves of the Bank of Tanzania, 1996-2006
(In millions of US dollars)
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Figure 15. Tanzania: Net Domestic Assets of the Bank of Tanzania, 1996-2006
(In billions of Tanzania shillings)
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Figure 16. Tanzania: Real Interest Rate, 1996-2005
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but the impact was not inflationary, implying that program benchmarks may have been
tight or that the demand for money was underestimated.
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e In the context of PRGF2, concerned with the rapid rise in liquidity and the attendant
inflationary risks, staff pushed, and appropriately so, for modifying the anchor for
monetary policy to target reserve money rather than the net domestic assets of the BoT."’
As a result, the policy response to larger aid inflows has involved greater sales of foreign
exchange to dampen inflationary pressures, a policy action rarely used previously for fears
of currency appreciation, and has led to greater absorption of aid. That said, the full
leeway provided under the programs for such sales has seldom been used.

31. In the context of large aid inflows, balancing the conflicting objectives of
monetary and credit policy on the one hand and external competitiveness and export
performance on the other has been a challenge for the Bank of Tanzania (BoT). Indeed,
the issue of how best to balance inflationary pressures associated with liquidity emanating
from greater-than-projected donor aid against upward pressures on domestic interest rates
and the exchange rate from increased sterilization operations, received substantial attention
during program discussions with the authorities.

e In this context, the reluctance of the BoT to sterilize the impact of aid inflows through
sales of foreign exchange—reflecting the implicit objective of influencing the nominal
exchange rate to maintain competitiveness and ward off possible “Dutch Disease”—and
relying more on either treasury bill sales (in a rather thin market for domestic debt) or on
unsterilized intervention, has led to volatility in real interest rates, thereby undermining
private investment and not allowing for adequate absorption of aid (Appendix 2).

32. Against this background, Fund-supported programs adapted quite well. In
particular, policy advice, reflected infer alia in the change of the nominal anchor for
monetary policy, noted correctly that competitiveness and export performance in Tanzania is
largely constrained by structural factors and supply-side constraints, and that rising interest
rates would have a more adverse impact on export and growth prospects than a more
appreciated exchange rate. In this context, however, improvements are required concerning
the appropriate measure for setting reserve money targets (and is further discussed in section
V).

7 Under net domestic assets (NDA) targeting, unanticipated increases in donor financed projects could lead to
excessive monetary expansion and fuel inflationary pressures, since the central bank would not be obliged to
undertake sterilization operations. In contrast, reserve money targeting, which assumes full sterilization of
unanticipated inflows, could cause an unwarranted tightening in the short term and an increase in interest rates
if money demand is larger than anticipated or an appreciation of the exchange rate if excess liquidity is
sterilized through sales of foreign exchange.
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E. Were external and debt objectives achieved?

33. The objective of improving external viability was broadly achieved under the
Fund-supported programs, although

the Viability Of the balance Of Figure 17. Tanzania: Current(:‘c;::cr:nlt)zf:c(i;tn(;};cIuding grants), 1996-2006 1/
payments has been largely 00

dependent on foreign assistance. The 20 o e e
external current account deficit as a ol

percent of GDP was less than 80 f

programmed in most years, reflecting 100

among other things a smaller =l

absorption of foreign aid (Figure 17). 460
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part, OWil’lg to aid inflows and better 1/ Program projections capture developments in macroeconomic data following program approval, and as
than expected performance in the SouvesSattopore,

current account. External debt service

as a share of exports remained below projected debt levels, and ceilings on nonconcessional
borrowings and external arrears were observed.

34. The exchange rate while being market-determined in principle, was influenced
by the Bank of Tanzania’s efforts to maintain competitiveness. Following a large
appreciation of about 48 percent

between 1995 and 2000’ the real Figure 18.Tanzani:(1;9F;&lc=hla(:10g)e Rate Measures 1/
effective exchange rate (REER) has @
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the view that the exchange rate is broadly aligned with economic fundamentals.'®

' Staff analysis with data through 2001 suggested that the REER at that time may have been overvalued by
about 10 percent (IMF Country Report No. 03/2). However, subsequent studies with updated data suggest no
evidence of misalignment (IMF Country Report No. 04/284).
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Export performance

35. Exports of goods and services have
increased in the context of Fund-
supported programs. Export earnings
declined over the ESAF program, reflecting
largely the weather-induced decline in the
output of export crops and the damage to
transport infrastructure that disrupted access
to external markets. In the context of
PRGF1, and broadly since 2000, exports
have risen, helped by ongoing trade
liberalization (Figure 19). Moreover, there
has been a substantial shift in composition
from traditional to non-traditional exports
(Figure 20). In particular, the share of non-
traditional exports in total exports has risen
by more than half between 1995 and 2003.
Much of the increase in the share of non-
traditional exports has, however, been related
to gold sales—the share of manufactured
goods in total exports has actually declined
relative to 1995 (Figure 21).”

36.  Notwithstanding the recent
increase in exports, their contribution to
overall economic performance has been
modest, and compares poorly with the
region (Figure 22). In particular, the share of
exports in GDP was about 17 percent in
2004, compared with around 40 percent for
Sub-Saharan Africa (excluding Nigeria and
South Africa). This is attributable in part to
the fact that, while exchange rate
competitiveness is broadly in equilibrium
and the manufacturing sector is estimated to
be highly responsive to real exchange rate
depreciation, export performance has been
hindered by various supply-side constraints,
as described previously.

Figure 19. Tanzania: Percent Change in Export Volume and REER
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Figure 20. Tanzania: Composition of Exports
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Figure 21. Tanzania: Indices of Export (Non-Traditional) Volume
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Figure 22. Exports of Goods and Services, 1997-2004
(In percent of GDP)
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Source: Regional Economic Outlook, Sub-Saharan Africa Supplement, October 2005.

1% Staff analysis suggests that there are differences in sectoral responsiveness to REER movements. In
particular, for a one percent REER depreciation, manufactured exports increased by 14 percent.




External debt sustainability

37.  Reaching the completion
point under the Enhanced HIPC
Initiative was critical for restoring
external debt sustainability in
Tanzania. Tanzania reached the
completion point under the enhanced
HIPC Initiative in November 2001
and has received most of the expected
debt relief. Debt indicators at the
HIPC completion point were
significantly better than at the
decision point, owing to better-than-
expected export performance.
External debt as a share of exports at
end-June 2001 was reduced to

105 percent in NPV terms, bringing it
to the point of debt sustainability
(Figure 23). Tanzania’s debt
indicators have continued to further
evolve favorably. Updated debt
indicators (before relief under the
MDRI) indicate that the NPV of debt-
to-exports ratio is projected to fall

22

Figure 23. Tanzania: Debt Sustainability Indicators, 2000-2010

(as a percent of exports)
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debt indicators remain well below

indicative threshold levels.

38. Tanzania’s debt outlook has improved further following its qualification for

debt relief under the MDRI. In particular, the NPV of debt as a share of exports is expected
to decline further to about 46 percent in 2006.%° Recognizing the need for improving debt
management, Tanzania adopted a National Debt Strategy (NDS) in 2002, under which the
government amended the Loans, Grants, and Guarantees Act of 1974 to make contracting
and guaranteeing of new foreign debt by the government (including its parastatals) subject to
approval from the Minister for Finance.?' In addition, the NDS included capacity-building

2% This is based on full delivery of debt relief by the Fund, the Bank, and the African Development Bank.

*! Passing new debt legislation was a structural performance criterion under the program. However, given that
the government changed its approach with respect to the passing of this legislation and incurred some delays, a

waiver was requested under the program.
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initiatives and strengthened debt management through the establishment of a national debt
management committee.

F. Have structural reforms improved the economy’s supply response?

39. Structural reforms in Tanzania have aimed at enhancing the economy’s supply
response and improving economic performance.

Fiscal reforms

40. Civil service reform in Tanzania aimed at limiting the role of the civil service to
priority areas and improving the efficiency of government administration. Progress in
this area has been uneven. Reforms, initiated in the context of the ESAF and implemented in
cooperation with the World Bank and other donors, aside from further reducing the size of
the civil service, was accompanied by a major pay reform, in which most allowances were
monetized and fully integrated into the wage bill along with a reduction in wage
compression. Following substantial delays initially, particularly in implementing the
retrenchment component, reforms eventually led to a reduction in the size of the public sector
and in the wage bill as a share of GDP. Subsequently, in the context of PRGF2, the
government adopted a medium-term pay strategy, with a view to enhancing the prospects for
the government to recruit, retain, and motivate a critical mass of technical and professional
staff. However, little was accomplished in adjusting the pay scale for this group, while
critical staff in priority sectors received instead selective salary enhancements. Concurrently,
a complex system of allowances—recorded outside of the wage bill—accounted for an
increasing share of the total remuneration of the beneficiaries.

41. The privatization and restructuring of state-owned enterprises (SOEs) aimed at
removing the burden of parastatal operations on the budget and enhancing the role of
the private sector in economic activity. Building on the divestiture of more than 100 SOEs
during 1992-95, the ESAF arrangement provided for the removal of at least 50 enterprises
annually during 1996-98 from government control through sale, lease, liquidation, or
divestiture. About two-thirds of all state-owned enterprises were privatized by end-2002.
Reforms were largely successful, particularly concerning the privatization of commercial
enterprises. Implementation was, however, slower than projected in the privatization of banks
and the utilities, owing to technical factors in offering these enterprises for privatization or
liquidation, the need for appropriate sequencing (including the establishment of appropriate
regulatory frameworks), lack of coordination, and the need for elaborate consultation to
achieve political consensus.

Financial sector

42. Reforms have targeted a strengthening of the financial system, with a view to
enhancing its competitiveness, soundness, and contribution to investment and growth.
Reforms in the context of the Fund-supported programs have included the privatization of
state-owned financial institutions; improvements in the prudential and regulatory framework;
and the alleviation of impediments to broad-based lending by the banks (Appendix 4). Lack
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of sufficient government commitment initially delayed reforms in the financial sector and
adherence to conditionality under Fund-supported programs has varied, with privatization of
state-owned banks, in particular, being characterized by significant delays.

43. More recently, progress has been made in the implementation of the
recommendations of the joint Bank-Fund Financial Sector Assessment Program (FSAP,
2003). In particular, drawing upon the FSAP recommendations, a comprehensive Financial
Sector Reform Implementation Action plan has been put together in the context of PRGF2,
notably with a view to accelerating efforts aimed at removing key structural impediments to
broadening access to financial services, including medium- and longer-term lending (this was
a structural benchmark under PRGF2). Delays in the submission to parliament of
amendments to key banking legislation, aimed at providing greater autonomy to the central
bank while enhancing transparency and accountability and strengthening banking
supervisizgn, however, underscore the difficulty of reaching rapid consensus on some of these
reforms.

44. Notwithstanding financial sector liberalization, reforms aimed at promoting
bank lending and the availability of credit, more generally, have been lackluster. Key
impediments to greater bank lending to the private sector, identified by a broad spectrum of
investors, include the inability to use land as collateral, underdeveloped leasing, equity and
export finance markets, as well as the absence of a centralized system for credit information.
In this context, significant improvements are required in effectively implementing the Land
Act of 1999. Despite amendments in 2004 that addressed the issue of legal protection for
lenders, a key outstanding issue that remains relates to the harmonization of the provisions of
the Land Act with other laws that are related to land issues.” These are important to the
effective implementation of the Land Act. Another problem in this context concerns
inadequate judicial reforms, and the role of the legal system and its inability to enforce
contracts and protect bank lending. Despite the introduction of Commercial Courts in 1999 to
address this anomaly, there are still problems associated with the possibility of appeals after
banks receive favorable adjudication in these courts. Furthermore, capacity constraints in
these courts have undermined the speedy resolution of cases and therefore the willingness of
banks to engage in more broad-based lending.

45. Under PRGF2, several initiatives were taken to facilitate access to financing,
especially for smaller or rural enterprises. These include the implementation of the
National Microfinance Policy of 2000 and operationalization of the legal, regulatory and
supervisory framework for microfinance; development of the Export Credit Guarantee
Scheme (ECGS) which provides guarantees to commercial bank lending for crop marketing;
establishment of the Small and Medium Enterprise (SME) scheme to guarantee commercial

*? Structural performance criteria under PRGF2 pertaining to the submission to parliament of amendments to
the Bank of Tanzania Act and the Banking and Financial Institutions Act (BFIA) were met with delays.

 These include the Land Registration Ordinance, Registration of Documents Ordinance, Town and Country
Planning Ordinance, Civil Procedure Code and the Law of Marriage Act, 1971.
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bank credit to SMEs and of the Development Finance Guarantee Facility (DFGF) to provide
credit for medium-term development finance; and the establishment of a (private) credit
information bureau.”*

Exchange and trade reforms

46. Exchange rate and capital account liberalization facilitated trade and foreign
investment flows. Tanzania liberalized its exchange rate system in 1994 by introducing an
interbank market-based foreign exchange rate, which facilitated trade related financial
transactions. This and the liberalization of foreign exchange availability for making payments
and transfers for current international transactions led to Tanzania accepting in the context of
the ESAF program, in July 1996, the obligations under the Article VIII of the Fund’s Articles
of Agreement. Tanzania liberalized its capital account progressively in the context of the
PRGF programs, initially by focusing on attracting foreign direct investment (FDI) and
subsequently by allowing foreign portfolio investment in early 2003.

47. Trade liberalization promoted openness by enhancing export competitiveness
and facilitating access to lower-cost imports. Trade liberalization was achieved broadly in
two phases, first in the context of Tanzania’s commitments under the Cross-Border Initiative
(CBI) during the ESAF program, and second, in the context of Tanzania’s regional
integration with the East African Community (EAC) and the Southern African Development
Community (SADC) under the PRGF2 program. Most export duties were abolished under
the ESAF and rationalization of import tariffs was achieved under both liberalization phases.
This led to a reduction in the number of non-zero tariff rates from more than four to two, a
drop in the maximum tariff from 40 to 25 percent, progress in reducing non-tariff barriers
and suspended duties, as well as the adoption in 2005 of the EAC common external tariff.

48. Tanzania faces complications, however, from being a member of both the EAC
and SADC, while its EAC partners are members of yet another regional trade
agreement, namely the Common Market for Eastern and Southern Africa (COMESA).
Such an asymmetric configuration has the potential to create confusing and conflicting
situations which are bound to intensify over time as the respective integration agendas of the
EAC, SADC, and COMESA deepen. In this context, Tanzania would need to ensure
sufficient flexibility in its integration commitments to avoid contradictory requirements of
these regional agreements which would likely arise. Above all, it is important that Tanzania
anchors its regional integration efforts within a multilateral framework of liberalization,
while leveraging cooperation at the regional level to tackle regulatory impediments to trade.

** The SME and DFGF schemes are in the progress of becoming actively operational. The government is further
planning to establish a Long-Term Financing Facility (LTFF) and is contemplating whether to expand the
activities of the state-owned Tanzanian Investment Bank to become a full-fledged development finance
institution.



-26 -

IV. IMPLEMENTATION LESSONS, PROGRAM DESIGN, AND CONDITIONALITY
A. What explains the relative success of Fund-supported programs in Tanzania?

49. The success of Fund-supported programs in Tanzania reflects a combination of
political will, a wide consultative process underpinning the reforms, and a good coordination
of donor efforts.

Political commitment and ownership

50. Performance under the Fund-supported programs has been strong, and reflects
the political will and commitment at the highest levels of the government. The relative
success and durability of economic reforms in Tanzania can be attributed to a confluence of
factors, including a strong and tested sense of ownership of the reforms since early in the
process, a wide consensus on necessary policy actions and measures based on consultation
with civil society, and consistent support from development partners. Tanzania’s experience
under Fund-supported programs, however, contains an element of “unevenness” in the
implementation of reforms. In particular, program implementation was fairly strong
concerning fiscal reforms, reflected in improvements in expenditure management, considered
to be among the best in Sub-Saharan Africa, and, more recently in the context of PRGF2, in
revenue performance (even though still somewhat disappointing compared to potential). At
the same time, however, financial sector reforms, including the privatization of state-owned
banks, have taken longer. Moreover, despite financial sector liberalization, financial
intermediation remains modest, with large segments of the private sector, notably in the rural
areas, having limited access to credit.

PRSP Process

51. Strong country ownership allowed the Poverty Reduction Strategy Paper
(PRSP) to become the main instrument for coordinating the domestic poverty reduction
program between the authorities and the international donor community. The first
PRSP aimed at decreasing poverty by identifying priority spending areas that would benefit
from additional funding, mostly health and education. To enhance its effectiveness, the PRSP
was continuously updated in the annual progress reports by expanding and reprioritizing
government expenditures and made increasingly responsive to local poverty problems. The
approach was adjusted in the government’s second-generation PRSP, the MKUKUTA, which
aimed at reducing poverty through an outcome-based approach. The PRSP was built on a
consultative process and helped translate the government’s longer-term goals—articulated in
the framework of the government’s 1997 National Poverty Eradication Strategy and the
government’s National Development Vision 2025—into medium-term objectives anchoring
the Fund-supported programs.

Collaboration with the World Bank and other Donors

52. In the context of large aid inflows, coordination between the multilateral
institutions and donors has been critical to the success of reforms in Tanzania. In
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particular, the Fund has collaborated closely with the World Bank and other donors,
including by providing technical assistance on areas of core expertise, but some areas have
received less attention than they should have.

53. The Bank took the lead in supporting Tanzania in its reform efforts in a number
of areas. This includes civil-service reform, education and health, decentralization, energy,
tax administration, public enterprise reform and privatization. In improving public
expenditure management, the Fund has taken the lead, with the Bank focusing on strategic
resource allocation and operational efficiency of public expenditures.”> Likewise, on tax
policy and administration, the Fund has taken the lead on providing advice on tax policy
issues, while the Bank and other donors have led the efforts in supporting the government’s
efforts to enhance domestic revenue collection, including through reforms of the Tanzania
Revenue Authority. Similarly, following the joint Bank-Fund FSAP in 2003, the two
institutions have jointly helped the authorities formulate a reform strategy aimed at
addressing the weaknesses identified by the exercise, including through technical assistance.
In this context, an implementation matrix covering reforms across the various financial
sectors has helped secure the buy-in of other donors. Notwithstanding the close collaboration
between the Bank and the Fund, gaps have been identified in the coordination process,
including in the setting of priorities for timely delivery of the Poverty and Social Impact
Assessment (PSIA).?

54. Reforms in all the above-mentioned areas were critical, but the Fund and the
Bank could have placed greater emphasis on alleviating some of the supply-side
constraints (identified above) that have undermined agricultural production and
exports, which is key for reducing poverty. Moreover, both institutions could have placed
more emphasis on reforms aimed at improving the investment climate—including by
addressing with greater urgency issues relating to the business licensing system, access to
credit, and the introduction of commercial courts—with a view to facilitating investment-led
growth. Similarly, notwithstanding the important role that the Bank has played in reforming
the energy sector, and notably TANESCO, greater urgency could have underpinned the
reforms, particularly since problems have reached crisis proportions.

55. Other donors and creditors have also been very active in Tanzania. The United
Kingdom, the Netherlands, Ireland, Sweden, Norway, Germany, and others have also
provided budget support tied to the PRSP. Sound macroeconomic management remains an
important requirement for the donors’ provision of budget support. Donors have also
supported structural and institutional reforms in public expenditure management, tax
administration, education and health; and assisted with capacity building. This means that

% In this context, the annual Bank-led Public Expenditure and Financial Assessment Report (PEFAR), the first
of which was issued in May 2005, serves as the main instrument for the donor community to assess progress in
these areas.

%6 Background paper to “Evaluation of the PRSP Process and Arrangements Under the PRGF,” joint report by
the IMF’s Independent Evaluation Office and World Bank’s Operations Evaluation Department, July 2004.
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both the Fund and the Bank would need to work closely with other donors in supporting
Tanzania.

B. Program Design

56. Against the background of large macroeconomic imbalances, owing largely to
fiscal profligacy, adjustment in the Fund-supported programs was appropriately
anchored on strengthening fiscal performance. This meant that in addition to quantitative
targets that would underpin the macroeconomic framework, programs included structural
conditionality with significant focus on boosting fiscal performance. Furthermore, owing to
constraints on a substantial increase in revenue, fiscal adjustment, particularly in the context
of ESAF and PRGF1, was appropriately predicated on improvements in expenditure policy
and management. In this context, however, strong emphasis was placed on ensuring that
poverty-reducing expenditures were protected. This form of fiscal consolidation appeared to
have generated the political consensus needed to achieve the stabilization goals and lay the
foundation for major structural reforms.

e Program design issues concerning domestic revenue mobilization and expenditure policy
and management have been discussed previously in section IIIC, and will not be repeated
here.

57. The choice of nominal anchor for monetary policy in Fund-supported programs
was sufficiently flexible in accommodating changing macroeconomic circumstances.

o Given the reliance on foreign assistance, program targets were adjusted to reflect potential
volatility associated with such inflows. In particular, programs allowed for larger net
domestic financing of the budget (and lower international reserve targets) if aid flows
were less than expected; on the other hand, if aid inflows were larger than expected, the
programs did not require a reduction in domestic financing, thereby allowing for a larger
overall fiscal balance and promoting aid spending.

o The design of PRGF1 did not provide for aid absorption. In particular, given the nominal
anchor for monetary policy—net domestic assets of the BoT—the central bank did not
feel compelled to sterilize aid inflows through the sale of foreign exchange. This was,
however, addressed in the context of PRGF2, when the nominal anchor was switched to
reserve money. This succeeded in encouraging greater use of foreign exchange sales, with
a view to balancing better the conflicting objectives of monetary and credit policies on the
one hand and promoting external competitiveness on the other.

58. One area of concern pertaining to the setting of quantitative conditionality
relates to the target for reserve money. In particular, under the Fund-supported program
(PRGF2), performance criteria (PC) concerning reserve money are based on end-of-period
data. On occasion, the path of reserve money within the quarter has significantly exceeded
the target, only to be temporarily lowered at the end of the quarter, as the BoT withdrew
liquidity on a short-term basis and provided waivers to banks to draw down their reserves
below required levels. Such window-dressing operations inter alia undermine the quality and
transparency of monetary policy operations and impede the development of money markets.
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While the current monetary targeting framework has served Tanzania well by providing a
nominal anchor that has underpinned low inflation—the framework should be adapted to
improve the liquidity management of the BOT and provide more transparency with respect to
the BOT’s operations. This will facilitate market development, improve the transmission of
policy, and make the financial system more resilient to shocks.

C. Conditionality and Compliance

59. Fiscal conditionality was predominant in all of Tanzania’s Fund-supported
programs. The three programs included altogether 156 structural conditions (prior actions,
performance criteria, and benchmarks); with benchmarks constituting nearly 75 percent of all
conditions (Table 3). Fiscal conditionality, primarily focusing on tax policy and
administration—aimed at improving revenue mobilization—and expenditure management,
accounted for nearly 44 percent of the total conditions. Moreover, fiscal reforms were
supported by several quantitative targets in all three programs. The remainder of the
structural conditions aimed at general economic management, the restructuring and
privatization of state-owned enterprises, trade liberalization, and financial sector reform.

60. Conditionality has generally been used to achieve key program objectives, and
there has been a reduction in both the scope and the number of conditions as programs
have evolved. In particular, PRGF2 made parsimonious use of structural conditionality,
limited to reforms that are critical for the achievement of macroeconomic objectives. As a
result, the number of structural performance criteria declined from 61 in PRGF1 to 37 in
PRGF2. Notwithstanding the streamlining, the number of structural conditions in Fund-
supported programs in Tanzania was significantly greater than those in other ESAF/PRGF
arrangements across the membership (Table 3).

61. Some conditionality in Fund-supported programs has focused on longer-term
objectives, notably to ensure that rapid growth is durable. The ESAF and PRGF1
arrangements addressed a broad range of factors that affect investor sentiment and private
sector activity. In the context of PRGF2, however, there was an explicit objective to enhance
the economy’s supply response by removing key impediments to growth and improving the
investment environment. Against this background, there was a structural benchmark aimed at
improving the business licensing system, which had been identified by investors as an
important factor undermining private investment in Tanzania. Arguably, such reforms are not
in the Fund’s area of expertise, but they are key to boosting private investment and sustaining
rapid growth over the medium-term.

62. Compliance with program conditionality has improved with each program.
During ESAF and PRGF1, most structural benchmarks and PCs were observed with delays,
attributable in large part to difficulties in reaching political consensus on more contentious
reforms, including privatization. This trend was, however, reversed during PRGF2, as nearly
all structural benchmarks and PCs were met on time. More generally, Tanzania’s compliance
with conditionality has improved over time, with the number of performance criteria and
structural benchmarks met on time rising (Table 4). In particular, the waiver rate of structural
performance criteria declined from 60 percent under the ESAF to 31 percent under PRGF1,
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and has declined further in the context of PRGF2. Similarly, the implementation rate of
structural benchmarks (including those that were met with a delay) increased from 50 percent
under the ESAF to 95 percent in PRGF1 and about 100 percent in the first two years of
PRGF2 (Appendix 5).

V. PoLICY CHALLENGES FOR THE MEDIUM-TERM

63. Sustained reforms in the context of Fund-supported programs have led to strong
economic performance, but growth has not been adequate to reduce poverty
significantly and aid dependency portends risks to macroeconomic stability. To make
serious inroads against poverty and reduce dependence on aid gradually, Tanzania will need
to sustain rapid growth for long periods of time, based on diversification and greater private
sector participation in economic activity, improve domestic revenue mobilization, and
alleviate structural deficiencies in the economy.

Sustaining Growth and Reducing Poverty

64. Challenges remain for Tanzania to achieve the Millennium Development Goals
target for income-based poverty reduction (Table 5). The MDG income poverty target is
to reduce the poverty rate by half by 2015 relative to 1990, which for Tanzania would be to
reduce the poverty rate to 19.3 percent of the population. Based on statistical simulations,
annual GDP and rural GDP growth for Tanzania would have to be on average about 5.1 and
4.8 percent, respectively, to achieve the MDG income poverty target, assuming no increase
in income inequality and no change in the population growth rate.”” While staff projections
of the average growth rate for the whole economy over the medium-term are consistent with
these simulations, rural GDP growth since 1996 has been about one percentage point less
than the simulated need. Similarly, simulations suggest that while the urban poverty rate is on
the right path to halving the poverty rate by 2015, the rural poverty rate remains above the
path that would be needed to achieve the MDG goals.

65. Lack of economic growth and income opportunities in the rural areas is central
to the poverty issue. The economy remains concentrated in agriculture, making it highly
vulnerable to external shocks and weather patterns. Agriculture is likely to continue to have a
stronghold over the near future and could constrain economic growth based on past growth
patterns. To achieve the rural real GDP growth rate that will result in poverty reduction,
agricultural performance has to be boosted, and resistance among interest groups to liberalize
the sector needs to be overcome. In this context, further measures should focus on reforming
the crop boards; improving rural infrastructure; reforming and harmonizing local government
taxes; and improving access to credit. At the same time, the ability of the poor to benefit
from growth could be encouraged by greater human capital development and better access to
productive assets such as adoption of technology, inputs, and credit.”®

7 Demombynes, G. and J.G.M. Hoogeveen, 2004.

2 World Bank Group Country Assistance Strategy for Tanzania, 2000.
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66. Improving Export Performance. Sustaining rapid growth and reducing poverty
requires a greater diversification of exports and the recovery of traditional exports, including
through a further liberalization of trade. While some diversification away from traditional
exports is already underway, a more broad-based export base (and not just gold) is essential.
In this context, alleviating, supply-side constraints (described above) that constitute one of
the major obstacles to stronger export performance, is a key challenge.

Enhancing Expenditure Management and Revenue Mobilization

67. Improvement in public expenditure management has been a key achievement
under Fund-supported programs in Tanzania. In particular, the cash management system
aimed at controlling expenditures consistent with available financing has served Tanzania
well. However, it has its limitations, and going forward, expenditure management will need
to rely more on improvements in liquidity forecasting, with a view to improving expenditure
smoothing, based inter alia on greater coordination between monetary and fiscal policy.
Similarly, while the medium-term expenditure framework has provided a good basis to align
and prioritize expenditures consistent with objectives laid out in the PRSP, programs have on
occasion had to accommodate expenditures not entirely consistent with these objectives.
Going forward, there needs to be a greater prioritization of spending along with more
accountability in decision-making.

68. Achieving the government’s growth and poverty reduction objectives makes it
imperative for Tanzania to improve domestic resource mobilization. In particular, the
recent improvements in revenue mobilization should be sustained, with a view to closing the
identified gap between revenue potential and outcome. This calls for continued
implementation of tax administration reforms and giving serious consideration to the
recommendations of the recent staff tax policy TA mission, notably concerning the further
streamlining of tax exemptions and rationalizing the provision of tax incentives.”’ At the
same time, efforts should also be made to increase the tax base by addressing structural
impediments, which would help enhance private sector participation in formal economic
activity.

69.  Finally, a transparent system of allocating fairly-priced concessions for the
exploitation of natural resources or the use of government assets to deliver public services
needs to be adopted.

Improving the Management and Effectiveness of Aid

% The recommendations include inter alia a careful review of the VAT legislation, especially with respect to its
schedules—which list cases of exemption and zero-rating; eliminating the threshold on the withholding tax on
interests; reinforcing the withholding tax on goods and services and increasing the base and rate for most tax
excisable products, as the rates are far below those of EAC partner countries; reconsidering the Special
Economic Zones (SEZs) proposal and excluding from the SEZ bill any tax incentives that are in addition to
those already granted by the laws currently in effect.
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70. The challenges of liquidity management in the context of large aid inflows,
underscore the importance of improving the coordination between monetary and fiscal
policies and the supply response and absorptive capacity of the economy. In the context
of a floating exchange rate regime and sustained aid inflows, persistent central bank
intervention in the foreign exchange market to keep the currency from appreciating is likely
to be costly. Some real appreciation is likely to be inevitable which might affect adversely
exports and economic growth in the short-run. More generally, aid is effective when it is
fully spent by the government and absorbed through higher net imports and an increase in the
non-aid current account deficit, including through a real appreciation of the currency,
preferably through the nominal exchange rate.

71. To generate growth dividends from aid, supply-side bottlenecks need to be
addressed, with a view to bolstering private investment and enabling greater aid
absorption. To this end, what matters is how the aid money is spent by the government.
There is emerging evidence suggesting that aid inflows could increase the productivity of the
tradable and non-tradable goods sectors—i.e., depending on how the aid money is used, there
could be spillover effects of productivity from the non-tradable sector (for example, from
public spending on infrastructure) to the tradable sector leading to export and real income
growth in the medium-term.*

72. Addressing this policy challenge requires a balancing of aid spending on social
sectors and on infrastructure and productive sectors. While social spending on health and
education are critical, notably to meet some of the MDGs, the government needs to also
allocate resources for infrastructure and other productive spending to mitigate the possible
effects of Dutch Disease and to increase competitiveness.

Enhancing the Role of the Private Sector

73.  Improving the investment climate. Improvements in the business climate are clearly
needed to boost both domestic private investment and broad-based foreign direct investment.
Given administrative and implementation capacity constraints, it is important to prioritize
reforms in this area. This would include alleviating the prevailing regulatory hurdles,
focusing in particular on further streamlining business licensing procedures; expediting
customs-clearance procedures; simplifying and improving the transparency and predictability
of the tax regime, including by harmonizing taxes and levies at the local government level,
and facilitating and expediting access to land leases for commercial use.

74. Enhancing access to credit. Greater emphasis needs to be placed in improving
broad-based access to credit.

e Reforms would need to include improvements that would allow the use of land as
collateral for bank borrowing; giving renewed priority to improving the efficiency of the

% Adam, C. and D. Bevan, 2004, “Aid and the Supply Side: Public Investment, Export Performance and Dutch
Disease in Low Income Countries,” Department of Economics Series Ref: 201, University of Oxford.
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commercial courts, together with measures to strengthen corporate governance; and
developing a financial leasing sub-sector that could go some way toward providing firms,
particularly in the small and medium enterprises sub-sector and in rural areas that cannot
currently access traditional bank lending, access to medium- to long-term financing.

o Emphasis also needs to be placed on improving the availability of medium-and long-term
financing, including through broader capital market development. More generally,
emphasis should be placed on improving the policy and regulatory frameworks to pave the
way for greater involvement of the private sector in providing such financing and limiting
government-sponsored initiatives. In this context, caution is warranted in operationalizing
recent government-sponsored initiatives, including the provision of guarantees for
medium- and long-term bank lending, with a view to inter alia improving governance and
limiting the build-up of large contingent liabilities.

75. Improving governance. Further efforts to reduce rent seeking activities that
undermine private investment and improvements in the legal system, including the
elimination of backlogs in the commercial courts, would be critical for Tanzania to boost
private investment, including broad-based FDI. The government also needs to guard against
interventionist measures, place greater emphasis on market-based policies, and improve the
efficiency in public service delivery through further civil service reforms.

Energy Sector Reform

76. The energy sector poses a serious concern for Tanzania. Tanzania is currently
facing a crisis in the energy sector, and has been faced with frequent power shortages, largely
attributable to delays in securing cheaper energy capacity, higher world oil prices, and
weather-related disruptions.’’ Greater emphasis will need to be paid in developing a medium-
term plan for the energy sector, with a view to ensuring that energy production shortfalls do
not impede private sector growth and that TANESCO’s financial situation does not
undermine the fiscal position. In developing such a plan, the authorities will need to
coordinate closely with the World Bank and other donors.

V1. STRATEGY FOR FUTURE FUND INVOLVEMENT

77. Tanzania currently has no further need for Fund financing. In the context of large
aid inflows, financing has become increasingly less critical for Tanzania than the partnership
role that the Fund has played in the formulation of a policy framework, first to anchor
macroeconomic stability and subsequently to provide a basis for sustaining growth, reducing
poverty, and improving the efficiency and competitiveness of the economy. Indeed, over the
years, Fund financing for Tanzania’s reform efforts has declined sharply, and the amount of
resources the Fund provides is not needed to support the country’s balance of payments. In
contrast, donor funds cover 45 percent of public spending.

3! This reflects the impact of low rainfall on the production of hydropower.
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78. That said, given Tanzania’s growth and development challenges, there is a case
for continued Fund engagement, following the expiration of the current PRGF, that
goes beyond a regular surveillance relationship. In this context, the most critical role for
the Fund would be to provide signals to the donor community about the appropriateness of
the government’s policies, rather than provide additional financing. One option would be to
continue with a low-access PRGF arrangement, predicated on the assessment that while there
is no clear balance of payments need, further reforms are needed over the medium-term to
sustain rapid growth and alleviate poverty. The other option would be for Tanzania to seek a
nonborrowing arrangement, such as a Policy Support Instrument (PSI), that would help
formulate an appropriate framework of policies to sustain reforms, with a view to
consolidating macroeconomic stability and debt sustainability, while deepening structural
reforms in key areas that constrain growth and poverty reduction. On balance, given that
Fund financing is not required for supporting the balance of payments, a PSI would be an
appropriate form of Fund engagement with Tanzania over the medium-term. Whichever
option is adopted, the next Fund-supported program should continue with the approach of
streamlining structural conditionality, aimed at achieving key macroeconomic objectives.
Given the nature of reforms that are required going forward, the World Bank and other
donors will have to take the lead in a number of areas, coordinating closely with the Fund.

79. The Fund’s policy dialogue with the authorities should focus on addressing the
medium-term challenges identified in this report. Policy advice should be supported by
Technical Assistance in the core areas of the Fund’s mandate, including fiscal, monetary, and
the financial sector. A strengthening of institutions in these areas, should contribute to
promoting transparency and accountability in Tanzania’s management of public resources.
Fund TA will need to be coordinated with other partners, including the World Bank.

80. The following are some of the priorities in the fiscal area:

o Improving domestic revenue mobilization by broadening the tax base, including by
curbing or eliminating tax exemptions, and enhancing revenue administration.

o Strengthening the linkage between MKUKUTA and the budget, and improving aid
effectiveness and productivity by balancing of aid spending on social sectors and on
infrastructure and productive sectors.

e Further improving Public Financial Management, particularly the budget preparation
process; expanding the coverage of fiscal reporting; strengthening the National Audit
Office; addressing delays in the submission of external audit reports; continuing the
ongoing work on the internal audit function to make it effective; and enhancing the
current procurement process.

81. The following are some of the priorities in the monetary and financial sector:

e Improving the management of aid inflows, including by coordinating fiscal and monetary
policies.
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e Enhancing BoT independence, and improving liquidity management by deepening
domestic debt markets, including by encouraging the establishment of collective
investment vehicles, such as private pension funds.

e Increasing financial sector intermediation. A multi-pronged approach is needed to support
expansion of private sector credit. This would include making use of land as collateral
more effective; continuously develop the BoT’s capacity to license and monitor the
performance of commercial banks and nonfinancial institutions, including microfinance
deposit-taking institutions.

e Promoting the availability of medium- and long-term financing and greater access to
credit, particularly in rural areas.

82. The following are some of the priorities in the external sector:

» FEliminate remaining export restrictions; expedite duty drawbacks to reduce anti-export
bias; and implement the envisaged reduction of the CET from 25 to 20 percent.

o Harmonize commitments made in integration efforts with EAC and SADC; and reduce
EAC external tariffs, with a view to minimizing trade diversion.

o Alleviate behind-the-border and general supply-side constraints—this includes improving
the quality of infrastructure; reduce and rationalize taxes, especially local taxes; reform
crop boards; expedite customs procedures.
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Table 2. Doing Business in Sub-Saharan Africa: Selected Countries, 2005

Sub-Saharan Tanzania Kenya  Uganda Lesotho  Mauritius  Namibia Ghana
Africa

Starting a Business 1/

Procedures (number) 11 13 13 17 9 6 10 12

Time (days) 63.8 35 54 36 92 46 95 81
Dealing with Licenses 2/

Procedures (number) 20.1 26 11 19 14 21 11 16

Time (days) 251.8 313 170 155 265 132 169 127
Hiring and Firing Workers 3/

Difficulty of Hiring Index 48.1 67 33 0 56 0 0 11
Registering Property 4/

Procedures (number) 6.9 12 8 8 6 5 9 7

Time (days) 117.5 61 73 48 101 210 28 382
Getting Credit 5/

Legal Rights Index 44 5 8 5 5 7 5 5

Credit Information Index 1.5 0 5 0 0 0 5 0
Protecting Investors 6/

Investor Protection Index 5 2 53 53 4 7.7 6.7 6
Trading Across Borders 7/

Time for Export (days) 48.6 30 45 58 16 32 47

Time for Import (days) 60.5 51 62 73 50 16 25 55
Enforcing Contracts 8/

Procedures (number) 359 21 25 15 49 17 31 23

Time (days) 434.1 242 360 209 285 367 270 200

1/ Identifies the bureaucratic and legal hurdles an entrepreneur must overcome to incorporate and register a new firm. It examines the
procedures, time, and cost involved in launching a commercial or industrial firm with up to 50 employees and start-up capital of 10 times

the economy's per-capita gross national income (GNI).

2/ Tracks the procedures, time, and costs to build a warehouse, including obtaining necessary licenses and permits, completing required
notifications and inspections, and obtaining utility connections.

3/ Measures the flexibility of labor regulations. It examines the difficulty of hiring a new worker, rigidity of rules on expanding or contracting
working hours, the non-salary costs of hiring a worker, and the difficulties and costs involved in dismissing a redundant worker.

4/ Examines the steps, time, and cost involved in registering property, assuming a standardized case of an entrepreneur who wants to purchase
land and building in the largest business city—already registered and free of title dispute.

5/ Explores two sets of issues—credit information registries and the effectiveness of collateral and bankruptcy laws in facilitating lending.

6/ Measures the strength of minority shareholder protections against misuse of corporate assets by directors for their personal gain.

7/ Looks at the procedural requirements for exporting and importing a standardized cargo of goods. Every official procedure is counted—
from the contractual agreement between the 2 parties to the delivery of goods—along with the time necessary for completion.

8/ Looks at the efficiency of contract enforcement by following the evolution of a payment dispute and tracking the time, cost, and number
of procedures involved from the moment the plaintiff files the lawsuit until actual payment.

Source: International Finance Corporation (www.doingbusiness.org)
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Table 5. Tanzania: Millennium Development Goals 1/

1990 1994 1997 2000 2003 2004

1 Eradicate extreme poverty and hunger
Percentage share of income or consumption held by poorest 20%

2015 target = halve 1990 $1 a day poverty and malnutrition
24

Population below $1 a day (%) 48.5 . . .
Population below minimum level of dietary energy consumption (%) . 50 . 44
Poverty gap ratio at $1 a day (incidence x depth of poverty) 24.4 . . .
Poverty headcount, national (% of population) 38.6 . . 357
Prevalence of underweight in children (under five years of age) 30.6 29.4

2 Achieve universal primary education 2015 target = net enrollment to 100
Net primary enrollment ratio (% of relevant age group) 49.6 . 45.8 49.8 68.8 .
Primary completion rate, total (% of relevant age group) 62 574 575 48.6 57.7 57.7
Proportion of pupils starting grade 1 who reach grade 5 78.8 . 80.9 81.4 82
Youth literacy rate (% ages 15-24) . .. 78.4

3 Promote gender equality 2015 target = education ratio to 100
Ratio of girls to boys in primary and secondary education (%) 95.5 . 98.2 98.8 .

Ratio of young literate females to males (% ages 15-24) . 94.2
Share of women employed in the nonagricultural sector (%) 28.5 . . . .

4 Reduce child mortality 2015 target = reduce 1990 under 5 mortality by two-thirds
Immunization, measles (% of children ages 12-23 months) 80 79 73 78 97 97
Infant mortality rate (per 1,000 live births) 102 103 . 104 104 104
Under 5 mortality rate (per 1,000) 163 164 .. 165 165 165

5 Improve maternal health 2015 target = reduce 1990 maternal mortality by three-fourths
Births attended by skilled health staff (% of total) 38.2 358
Maternal mortality ratio (modeled estimate, per 100,000 live births) .. .. 1500 ..

6 Combat HIV/AIDS, malaria, and other diseases 2015 target = halt, and begin to reverse, AIDS and other major
Contraceptive prevalence rate (% of women ages 15-49) 9.5 . 18.4 254 . .
Incidence of tuberculosis (per 100,000 people) 183.5 254.6 313.8 347.5 371.2 371.2
Number of children orphaned by HIV/AIDS 790000 980000 980000
Prevalence of HIV, total (% of population aged 15-49) . . 9 8.8 8.8
Tuberculosis cases detected under DOTS (%) 55 50.8 46.8 42.8 42.8

7 Ensure environmental sustainability 2015 target = various
Access to an improved water source (% of population) 38 . . . 73
Access to improved sanitation (% of population) 47 . . . 46
Access to secure tenure (% of population) . . . .

CO2 emissions (metric tons per capita) 0.1 0.1 0.1 0.1

Forest area (% of total land area) 45 . . 439 .

GDP per unit of energy use (2000 PPP $ per kg oil equivalent) 1.4 1.3 1.4 1.3 1.4 .
Nationally protected areas (% of total land area) . 29.8 29.8

8 Develop a global partnership for development 2015 target = various
Aid per capita (current USS) 46.1 335 30.2 30.3 46.5 46.5
Debt service (% of exports) 31 18 13 12 6 6
Fixed line and mobile phone subscribers (per 1,000 people) 3.1 32 4.2 10.8 29.5 29.5
Internet users (per 1,000 people) 0.1 1.2 7.1 7.1
Personal computers (per 1,000 people) 1.7 3.1 5.7 5.7
Unemployment, youth female (% of female labor force ages 15-24)

Unemployment, youth male (% of male labor force ages 15-24)

Unemployment, youth total (% of total labor force ages 15-24)

Other

Fertility rate, total (births per woman) 6.3 5.8 5.6 . 5 5
GNI per capita, Atlas method (current US$) 200 170 230 280 310 330
GNI, Atlas method (current US$) (billions) 4.8 45 6.6 8.9 10.7 11.6
Gross capital formation (% of GDP) 26.1 24.6 14.9 17.6 18.6 19.2
Life expectancy at birth, total (years) 50.1 . 479 45 42.7 42.7
Literacy rate, adult total (% of people ages 15 and above) . . . . 69.4 .
Population, total (millions) 25.5 28.8 31.3 33.7 359 36.6
Trade (% of GDP) 50.1 64.2 43.1 37.1 45.6 45.6

1/ Figures in italics refer to periods other than those specified.

Source: World Development Indicators database, April 2005
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Appendix 1. Reforms Aimed at Private Sector Development

Reforms were aimed at addressing factors identified by investors as undermining the
investment climate.

e A simplified business licensing system was adopted. Under the business licensing reform,

license fees were reduced, and abolished for small businesses; expected time to obtain a
license was reduced to 2 days; and one-stop licensing centers were established. The
licensing system was transformed from a revenue raising into a mere informational tool.
Draft bills on Business Activities Registration and Reform of the Regulatory Licensing
System are expected to be submitted to parliament in 2006.

Efforts were made to privatize utilities, with a view to improving the quality of
infrastructure. Disengagement of the government from the water and energy utilities was
aimed at helping improve service delivery.’” Similarly, a Road Fund was established
aimed at improving the quality of the road network.

A review of labor laws was undertaken, and the first phase of the Labor Law Reform was
approved, addressing employment relations, collective labor relations, dispute resolutions
and labor market institutions.

In the context of the Agricultural Sector Development Program, adopted in 2001, and the
Rural Development program, a review of the crop boards was undertaken, with a view to
end state involvement in procurement and marketing and to limit their role to regulation,

and agricultural taxation and other taxes at the local government level were harmonized
and simplified.

The Commercial Dispute Resolution (CDR) component of the BEST was established and

capacity of commercial courts enhanced, with a view to keep average case resolution below 6

months and ensure efficient and expedient resolution of court cases.

32 The electricity company is operating under a management contract. However, the telecommunications
company was not effectively privatized. While a minority stake was sold to a foreign investor, the sale was
contested and the subject of a protracted legal dispute. The government is now acting as the majority
shareholder.
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Appendix 2. Tanzania’s Experience With Managing Aid Flows'

The surge in net aid inflows to Tanzania since the late 1990s has created challenges for macroeconomic management. Net aid inflows have
more than doubled between 1997/98 to 2003/04 as a share of GDP. Coordination between fiscal, monetary, and exchange rate policies becomes
critical for successful management of aid flows. When aid is “spent,” it leads to a widening of the non-aid-related fiscal deficit; when aid is
“absorbed,” imports rise causing a widening of the non-aid-related current account deficit. Full absorption and spending is the textbook response
to aid flows, but given the rather mixed evidence on the impact of aid on economic growth, caution is necessary owing to the adverse effects that
might arise from a real appreciation of the currency (the “Dutch Disease™).

Tanzania: Aid Inflows

(in percent of GDP)
1997/98 1998/99 1999/2000 2000/01 2001/02 2002/03 2003/04
Net aid inflows 1/ 4.6 6.6 7.5 7.9 6.6 7.6 9.4
Gross aid inflows 13.3 12.7 12.8 12.5 10.5 10.5 12.1

1/ Net aid = gross aid + debt relief (incl. HIPC relief) — debt service + arrears accumulation.
Tanzania has fully spent the aid flows, but absorption has been slow.

Fiscal response: The aid inflows were channeled through the budget to finance greater public expenditures, resulting in an increase in the non-aid-
related fiscal deficit, suggesting that the aid money was spent by the government. Indeed, capital expenditures were correlated with net aid

inflows.

Monetary response: If aid is fully spent and absorbed, 1998 1999 2000 2001 2002 2003 2004
there is no effect on the money supply. However, if Real sector 1/
spending exceeds absorption—as it did in Tanzania from  GDP growth 37 35 51 6.2 72 71 6.7
around 1999 to mid-2003—monetary policy must Per capita income (USS) 260 266 270 2740 277 285 308
contend with a rise in domestic llquldlty During Private investment growth 273 11.6 54 12.1 15.6 10.1 13.8
. . o CPI Inflation 132 9.0 6.2 5.2 46 45 43
1999/2000, worried about price stability, the BoT Monetary sector 1/
sterilized t.he impact of large aid 1nﬂ0ws through sale§ of  \is growth 108 186 143 17.1 251 16.6 192
treasury bill. As a result, however, interest rates remained  Reserve money growth 14.7 215 9.4 5.0 19.1 12,6 235
high and crowded out the private sector. During 2000/01 Claims on private sector 1/ 43.8 26 10.3 211 414 432 29.7
through 2002/03, as inflation declined, the BoT became 91-day T-bill rate (avg.) 118 10.1 9.8 4.1 3.6 6.3 8.4
concerned about the cost of sterilization, and allowed the = DPiscount rate 17.6 202 10.7 87 92 12.3 144
. ) Fiscal indicat
money supply to expand. Since mid-2003, the monetary jsea’ Inclleators
. . ; Fiscal bal. (% of GDP) 0.6 -1.4 26 -12 -1.0 1.4 3.0
response has shifted more toward aid absorption. The E -
3 o 3 xternal indicators 1/
BoT complemented the sale of domestic securities with Curr. ace. bal. (% of GDP) 110 9.9 53 47 38 24 55
the sale of foreign exchange to dampen the liquidity Reserves (bill. of USS) 0.6 0.8 10 12 L5 2.0 23
pressures arising from the aid-related flows. Such foreign  In months of imports 29 42 53 6.1 7.8 9.0 8.2
exchange sales had been previously avoided for fears of REER change 2/ 57 25 3.7 -1.0 118 -166 98
Export volume growth -14.5 -18.5 27.5 25.6 32 18.2 6.7

currency appreciation. As a result, the non-aid-related
current account deficit increased, reflecting greater aid
absorption.

There is no evidence of “Dutch Disease” in Tanzania.

Sources: BoT, IFS, WEO, and INS for the REER.
1/ Growth rates refer to year-on-year percent changes.
2/ Year-on-year change; decline represents real depreciation.

Notwithstanding the modest real appreciation of the exchange rate in 2000, the policy response during the period 2000/01 to 2002/03 resulted in a
cumulative depreciation in the real effective exchange rate of about 40 percent during 2001 to 2004. While staff studies suggest that the real
exchange rate is broadly in equilibrium, structural issues continue to impede the country’s external competitiveness and export performance.’

"' Tanzania was a case study in the IMF Board Paper “The Macroeconomic of Managing Increased Aid Inflows: Experiences of Low-Income Countries and Policy
Implications,” (www.imf.org).

% The term refers to the harmful effect resulting from large foreign exchange inflows on external competitiveness of other export sectors (such as manufactured
goods).

* See IMF Country Report No. 04/284 for a discussion of Tanzania’s equilibrium exchange rate.
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Appendix 3. Key Fiscal Reforms under Fund-supported Programs

ESAF

e Introduction of the Value Added Tax (VAT).
e Liberalization of petroleum product pricing and importation.

e Unification of the withholding tax on interest earnings, dividends, and royalties for holders and non-holders
of Tanzania Investment Certificates.

o Streamlining of tariff exemptions for capital goods imports through the adoption of a tariff classification
based on the Harmonized System of Customs Classification.

e Strengthening tax administration through the establishment of the Tanzania Revenue Authority; revisions to
the investment act to eliminate tax holidays

e Restructuring and privatization of a number of government-owned public enterprises.
e Introduction of civil service reforms.

e Preparation of comprehensive monthly expenditure commitment monitoring flash reports, with a view
toward eliminating domestic arrears—this laid the foundation for the eventual introduction of the Integrated
Financial Management System (IFMS).

PRGFI

e Adoption by the Tanzania Revenue Authority (TRA) of a corporate plan, which underpins the on-going tax
administration reforms.
e The introduction of VAT on petroleum products combined with a simplification of other petroleum taxes.

e Commencement of the operation of the Large Taxpayers’ Department (LTD).

¢ Enactment of the Public Finance Management Bill and Public Audit Bill, aimed at providing the legal basis
for the conduct of public financial management.

e Introduction of a systematic reconciliation of all government bank accounts.

PRGF2

o Pursuit of a modernization strategy by the TRA, which includes an expanded coverage of the LTD;
integration of the VAT and income tax departments; and efforts to reduce exemptions.

e Introduction of a new Income Tax Act and an increase in the threshold for the VAT, with a view to ease
administration.

e Introduction of a computerized risk management system aimed at expediting customs clearance.
¢ Amendment to the Tanzania Investment Act limiting the applicability of fiscal stability clauses to 5 years.
e Introduction of the Treasury Voucher system to curtain the abuse of existing exemptions.

¢ Introduction of guidelines to local councils for the harmonization of taxes, levies, and licenses.
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Appendix 4. Financial Sector Reforms under the Fund-Supported Programs

Financial sector reforms in Tanzania have been underway since 1992, following a legacy of
state-ownership of the banking system and the monopoly status of the National Bank of
Commerce (NBC). At the inception of economic reforms in 1986, financial policies had been
designed to control interest rates and direct credit to borrowers considered high priority by
the government. The public sector played a dominant role in the allocation of credit—with
the parastatal sector having automatic access to credit from the state-owned banks, which in
turn had automatic access to liquidity from the Bank of Tanzania. The bulk of NBC’s lending
was to the loss-making parastatal sector.

o Efforts to strengthen the financial sector began in the context of the ESAF arrangement
with the restructuring and recapitalization of the National Bank of Commerce in 1997,
which was split in two—the National Bank of Commerce (NBC) and the National
Microfinance Bank (NMB). This was preceded by the restructuring and full privatization
of the Cooperative and Rural Development Bank (CRDB) in 1996. Plans to restructure the
People’s Bank of Zanzibar (PBZ) have continued to remain unexecuted.

o These were followed by further reforms in the context of PRGF1, including the adoption
of a microfinance policy and a revision of prudential regulations, aimed at diversifying
and strengthening the financial sector.

e Drawing upon the recommendations of the Financial Sector Assessment Program (FSAP)
conducted in 2003, the authorities have developed and adopted in the context of PRGF2
an implementation plan—the Second Generation Financial Sector Reforms—which has
broad ownership.”* To support the reform agenda, Tanzania has embarked on the review
of financial sector legislation and regulations. Other reforms in the context of PRGF2
include the adoption of an action plan to reform and simplify the business licensing
system, the introduction of short-term collateralized Lombard Facility, and Government
approval and announcement of preferred bidder for NMB (it was partially privatized
resulting in 49 percent of its shares in private hands).

33 Finalization and submission of the plan to government was a structural benchmark under PRGF2.
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