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Small firms in developing countries continue to
experience difficulties in accessing finance from
formal financial institutions.1 This paper argues
that regulating microfinance operations and
activities is likely to strengthen microfinance
institutions’ (MFIs) financial sustainability.
This in turn could provide an important source
of finance to small firms. Using the case of the
microfinance industry in Tanzania, the paper
aims at moving the microfinance regulation
debate forward by generating a number of rele-
vant inputs towards the formulation of a regula-
tory framework. This contribution probably
comes at an opportune moment when the Tan-
zanian government is in the process of formu-

lating a framework to regulate and supervise
microfinance institutions.

INTRODUCTION

Despite doubts whether the enthusiasm
with microfinance will last2 there is wide
acceptance that the legitimacy of microfi-
nance institutions (MFIs) is an important
facet of the financial system.3,4 Over the
last two decades for example, the microfi-
nance industry particularly in Latin Amer-
ica and Asia has shown impressive results as
a means of delivering financial services to
microenterprises and poor communities
(Bancosol in Bolivia; Grameen Bank in
Bangladesh; Bank Rakyat in Indonesia).
Recent literature also indicates that there is
evidence of growth of the industry in
Africa (K-REP in Kenya; PRIDE in
Kenya and Tanzania). As a result govern-
ment development agencies and the donor
community in developing countries are
increasingly taking a very keen interest in
the use of MFIs in reaching more of those
who the formal financial sector finds
unprofitable.

Existing literature in support of develop-
ing the industry argues that microfinance
can act as a ‘partner’ to small entrepreneurs
in supporting their development into
mainstream banking.5 Similarly microfi-
nance programmes seem to provide pro-
mise for millions of small businesses in
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developing countries.6 Specifically, it is
argued that there is a promise that microfi-
nance may be an important aid for house-
holds that are not destitute but still remain
considerably below poverty lines. The
microfinance potential to reach large num-
bers of low-income households in the
developing world is therefore, becoming
well understood.
Despite this potential there is a growing

consensus that the long-term future of
MFIs with significant outreach lies in
licensed institutions that can mobilise and
intermediate savings.7 Several studies attri-
bute the slow growth of the industry partly
to the majority of MFIs relying on donor
funds for their operations and as a result
failing to generate a self-sustaining capital
base upon which they can undertake
expansion activities.8–11 What clearly
emerges from these studies is that the future
of microfinance lies in a licensed setting.
Literature on microfinance therefore identi-
fies the legal and regulatory framework as
one factor that influences the emergence of
different kinds of institutional providers of
microfinance, and especially their develop-
ment into self-sustaining, commercial MFIs
capable of reaching more small firms parti-
cularly in rural areas. Hence a clear and
transparent regulatory framework seems
necessary to enable MFIs to access external
finance to complement their own resources
and those from donors in order to reach as
many prospective borrowers as possible.
Possible external sources of funds include
loans from other financial institutions, pri-
vate savings or, in an advanced microfi-
nance sector, securities issues on the formal
capital market.
During the last decade, Tanzania has

witnessed a rapid growth of MFIs (in terms
of numbers), providing small loans mostly
to poorer people who have not tradition-
ally had access to credit from formal finan-
cial institutions.12 A significant part of this
growth occurred during the last decade.

This growth prompts innovative
approaches to achieving and maintaining
financial sustainability, and expanding out-
reach through increased funding resources.
Specifically, the growth of the microfi-
nance industry has significant implications
for regulatory and supervisory policy with
respect to licensing requirements, monitor-
ing for unsafe and unsound practices and
the orderly exit of financially distressed
MFIs.13 The development of the microfi-
nance industry in Tanzania, just like in
most other developing countries, poses a
number of dilemmas for financial system
regulators. These among others, include
which MFIs should be regulated and how.
While Tanzania has witnessed the

growth of this industry, most small firms
continue to experience difficulties in acces-
sing finance from financial institutions.14

Evidence indicates that most micro and
small businesses view access to finance as
the most constraining factor to their devel-
opment. A survey of 136 small firms in
Tanzania found that 63 per cent of them
consider difficulties in accessing finance
from financial institutions as the major
constraint to their development.15 Most
small entrepreneurs continue to depend on
personal resources and loans from family
members and friends. Findings from the
above survey for example, indicate that as
high as 94 per cent of the surveyed small
firms used this as a source for start up capi-
tal.
This being the fundamental research pro-

blem, it is argued that regulating microfi-
nance operations and activities could
provide an important avenue in scaling
down small firms’ difficulties in accessing
finance. Specifically it is argued that MFIs’
financial sustainability brought about by
accessing commercial funds and mobilisa-
tion of voluntary deposits (permitted by an
appropriate microfinance regulatory frame-
work) is likely to enhance their potential as
an important source of credit to small firms,
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particularly expanding ones whose financial
needs seem to exceed what MFIs currently
offer and yet falls short of what commercial
banks offer. MFIs seem to provide a viable
option in supplementing formal financial
institutions in the delivery of credit to small
firms. In this respect, MFIs, with their rela-
tively smaller cost base, are increasingly
seen as a potential means for bridging the
gap between formal and informal financial
institutions. The state of MFIs’ funds is typi-
cally, however, small in size and short term
in nature (to ensure repayment). While such
funds seem to be suitable for small business
starters, growth thereafter is dependent on
accessing longer-term sources of finance.

As part of the solution to small firms’
financing difficulties, a formulation of a

regulatory framework is proposed that
may not only safeguard the financial
system and protect depositors but could
also allow MFIs to achieve the much-
needed financial sustainability. Arguably,
the expected financial sustainability is likely
to transform these institutions into a reli-
able source of finance to micro and small
businesses in addition to financing low-
income households. Figure 1 presents a
summarised model of the argument.

In line with this argument the author
therefore seeks to contribute towards the
formulation of a regulatory framework
that will address regulatory issues, which
impact operations, and institutional devel-
opment of banks and other institutions that
are interested in providing microfinance

Microfinance
regulation

MFIs’ access to
voluntary deposits and
other commercial funds

sources

Transformed MFIs into
reliable sources of

finance for small firms
and low-income

households

MFIs' financial
sustainability

Figure 1 Microfinance regulation influence on small firms’ financing

Notes: ————" Direct influence

- - - - - - - - - -" Indirect influence
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services in the country. This framework
could then provide an input towards the
development of guidelines to establish a
regulatory environment, which will permit
a progressive evolution of MFIs and inter-
ested commercial banks into institutions
that can achieve wider outreach levels and
in the process improve small firms’ access
to finance. This contribution probably
comes at a critical moment when the Bank
of Tanzania (BOT) and other stakeholders
are engaged in the formulation of the regu-
latory framework that aims at facilitating
sound and safe MFI operations and activ-
ities in the mainstream financial system.
The remainder of the paper is organised

as follows. In the next section the microfi-
nance industry in Tanzania is described,
followed by a discussion of the current
banking regulation framework and the
scope for microfinance regulation. Then
proposed inputs towards the formulation
of the regulatory framework are presented
and conclusions discussed.

THE MICROFINANCE INDUSTRY IN

TANZANIA16

The microfinance industry in Tanzania, as in
most sub-Saharan Africa countries, is rela-
tively new. The microfinance industry in
the country is composed of two main cate-
gories of providers of microfinance services
(see Table 1). These are regulated and super-
vised providers, and providers not subjected
to prudential regulation. Regulated and
supervised providers are: (i) licensed com-
mercial banks, (ii) licensed regional and rural
unit banks, and (iii) one non-bank financial
institution. Providers that are not subject to
prudential regulation include: (i) financial
non-governmental organisations (NGOs)
whose microcredit delivery operations are
mostly funded and supported with technical
assistance from international donors, (ii)
Savings and Credit Cooperative Societies
(SACCOs) and (iii) government and public
sector institution funds.

BANKING REGULATION FRAMEWORK

AND THE SCOPE FOR MICROFINANCE

REGULATION

All licensed banks and NBFIs in the country
are required to be organised as limited liabi-
lity corporations and registered with the
Registrar of Companies under the Compa-
nies Act. An exception to this organisation
is the National Microfinance Bank (NMB)
and Tanzania Postal Bank (TPB), which
were established by two separate Acts of
Parliament. In addition, licensed and super-
vised institutions are subject to the regula-
tory guidelines issued by BOT such as
Banking and Financial Institutions Regula-
tions (1997), Bureau de Change Regula-
tions (1996), Foreign Exchange Regulations
(1996) and various guidelines specifying
mandatory prudential standards to be com-
plied with regarding management of risk
assets, capital adequacy and concentration
of credit and exposure limits. Specifically,
the following prudential guidelines exist:

(i) guidelines for aging, classification
and provisioning for loans which
provide a basis for providing for
losses on loans and other risk assets

(ii) guidelines on unsecured lending as
well as lending to single borrowers,
and shareholders, directors and bank
officers

(iii) guidelines on banks and non-bank
financial institutions’ (NBFI’s) limit
on fixed assets investment

(iv) guidelines on liquid assets and loans
to deposits ratios.

Table 2 summarises the specific banking
regulation framework. Most of the above
regulatory provisions, however, restrict
commercial banks and NBFIs from provid-
ing microfinance services. Specifically,
three typical regulations that affect the
extent to which commercial banks can
invest in the microfinance sector are identi-
fied. These are:

Page 67

Satta



Table 1 Providers of microfinance services in Tanzania

Regulated and supervised providers of microfinance services

Provider category Institution Products offered Minimum
capitalisation

Main source of
funding

Commercial banks National
Microfinance Bank

Savings deposits and microfinance
loans

Tzs 1.0bn Deposits/Capital

Akiba Commercial
Bank

Savings deposits and group and
individual microenterprise loans

Tzs 1.0bn Deposit/Capital

CRDB Bank Wholesale microfinance lending to
MFIs

Tzs. 1.0bn Deposits/Capital

Non-bank financial
institution (NBFI)

Tanzania Postal
Bank

Savings and time deposits, micro and
small businesses loans

Tzs. 500m Deposits/Capital

Regional and rural
unit banks

Kilimanjaro
Cooperative Bank
(Regional)

Savings deposits and micro and small
businesses loans

Tzs. 200m Deposits/Capital

Mufindi Rural
Community Bank

Savings deposits and micro and small
businesses loans

Tzs. 50m Deposits/Capital

Mwanga
Community Bank

Savings deposits and micro and small
businesses loans

Tzs. 50m Deposits/Capital

Microfinance service providers not subect to prudential regulation

Provider category Institution Products offered Minimum
capitalisation

Main source of
funding

SACCOS Urban SACCOS Member loans No minimum Share capital and
donor funding

Rural SACCOs Member savings deposits and loans No minimum Share capital and
donor funding

Other (savings-
based) SACCOs

Voluntary savings and withdrawals
only

No minimum Share capital and
donor funding

Financial NGOs Solidarity/Group-
based microfinance
loans

Mandatory savings and group based
loans

No minimum Donor funds

Individual
microfinance loans

Mandatory savings and individual loans No minimum Donor funds

Government and
public sector
institutions

Presidential Trust
Fund (PTF)

Micro and small businesses loans No minimum Government funds

SELF Wholesale lending to MFIs No minimum Donor/
Government funds

Youth
Development Fund
(YDF)

Micro and small businesses loans No minimum Government funds

Women
Development
Funds (WDF)

Micro and small businesses loans No minimum Government funds

Small Industries
Development
Organisation
(SIDO)

Mandatory savings and micro and
small businesses loans

No minimum Government funds

Source: Randhawa and Gallardo (2003)
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(i) limits on unsecured lending calcu-
lated as a percentage of the banks’
regulatory capital are impractical
since the majority of microfinance
loans are granted on the basis of
applicants’ character, and not the
collateral they provide

(ii) classification and provisioning of
loans regulations, based on the
collateral held, are not applicable to
unsecured character-based lending

(iii) minimum loan documentation
requirements seem to be expensive
and time consuming for efficient and
effective micro lending activities,
especially when it is based on group
lending activities, and that full regis-
tration of collateral, as required by
commercial banking law, is too
cumbersome with small loans.

The banking regulation framework simi-
larly does not provide wider scope for the
regulation of microfinance. Although the
existence of a tiered structure makes it pos-
sible for non-regulated providers of micro-
finance services to become formally
licensed and prudentially regulated finan-
cial institutions, existing laws that regulate
banks and NBFIs pose a number of obsta-
cles for financial NGOs and SACCOs fol-
lowing this route. Typical examples of
such obstacles relate to prudential guide-
lines on limits on unsecured lending and
investment in fixed assets. Most microfi-
nance loans are not properly secured in the
conventional sense. The prudential ceiling
on unsecured lending for example has an
adverse effect on microfinance loans.
Assuming that a financial NGO decides to
be licensed as a regional bank whose
required minimum capital is Tzs200m, this
NGO can only make an unsecured whole-
sale loan of not more than Tzs10m
(US$10,000) given the 5 per cent ceiling
on unsecured lending. An option of being
licensed as a rural unit bank implies that

the NGO can only lend Tzs2.5m
(US$2,500) given its minimum capital
requirement of Tzs50m (US$50,000).
Similarly, prudential guidelines on

investment in fixed assets mean that a rural
unit bank converted NGO can only invest
in fixed assets to a level of Tzs5m (given
the limit of 10 per cent of capital), which is
about US$5,000. This level of investment
in fixed assets can constrain the ability of
such MFIs to be adequately equipped in
such assets as office equipment, vehicles,
computers and communication equipment
— all of which are important for efficient
operations. Another example relates to the
existing prudential guideline on the lending
limit to shareholders, directors, and officers.
SACCOs shareholders, for example, make
up most of their principal client base and as
a result this guideline becomes impractical.
The lack of a single financial NGO, which
has licensed itself using the existing
window, is testimony in itself to the var-
ious limitations that seem to discourage
them from being licensed.

PROPOSED INPUTS TO THE

MICROFINANCE REGULATORY

FRAMEWORK

Despite its prominence, the regulation and
supervision of MFIs remains a relatively
new area of academic study. The focus of
most studies in microfinance has been on
the relationship between MFIs and their
recipients. Little attention had been paid to
the regulatory environment within which
MFIs operate. Existing literature on micro-
finance regulation for example is limited
to a few case studies. These studies involve
Bolivia, Philippines and Ghana. As a result
literature on this area is yet to develop
international standards or principles of best
practice. Unlike commercial banking,
there is insufficient experience with the
regulation and supervision of MFIs, upon
which guidelines and principles can be
developed.
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Given the fact that microfinance is rela-
tively new in the country, it is not specifi-
cally provided for under any of the
existing legislation. Over the last decade,
BOT regulatory and supervisory policy
has primarily focused on the banking
sector. Although the Banking and Financial

Institutions Act, 1991 makes specific refer-
ence to NBFIs no particular reference to
MFIs and their unique operating modalities
is made.

The regulatory challenge facing BOT,
therefore, is how to develop a regulatory
framework that will take on board the

Table 2 Banking sector regulatory framework in Tanzaniaa

Organisational format Licensed banks have to be registered with Registrar of
Companies as Limited Liability Corporation, under the
Companies Act — CAP 212

Minimum capital requirementsb Tzs 1.0bn (US$1m) for commercial banks
Tzs 500m (US$500,000) for NBFIs
Tzs 200m (US$200,000) for regional banks
Tzs 50m (US$50,000) for rural unit banks

Capital adequacy ratio for core capitalc 6% of risk assets for all banks and NBFIs

Ceiling on unsecured loans Unsecured loans to a single borrower, 5% of capital

Ceiling on fixed assets investment No more than 10% of capital

Single borrower limit Should not exceed 25% of capital

Borrowing limit to shareholders, directors, and officers Limited to amount not exceeding value of shares and
deposits owned by shareholder, director or officer, in the
aggregate, 25% of bank’s core capital

Liquid assets and loans-to-deposits and ratiosd Minimum liquid assets (20% of demand deposit liabilities)
Maximum ratio of loans to deposits (80% of total
deposits)

Loan classification and provisioning guidelines
for licensed banks

Risk classification Days delinquent/Non
performing

Rate of provisioning
(% of loan amount)

—————————————————————————————
Standard or current 0 to 30 days –
Loans especially
mentioned (not fully
secured etc)

31 to 60 days 5

Sub-standard 61 to 90 days 25
Doubtful 91 to 180 days 50
Loss 181 days or more 100

aThe Bank of Tanzania is in the process of reviewing the minimum capital requirements upwards
bAt the time of this study changes were underway to review all minimum capital requirements upwards.
cCore capital (Tier 1 capital) according to BAFIA 1991 is defined as permanent shareholders’ equity (issued and full
paid in shares of common stock) plus all disclosed reserves, less goodwill and/or any other intangible assets
Supplementary capital (Tier 2 capital) consists of general provisions which are held against future, currently
unidentified, losses and are freely available to meet losses which may subsequently materialise, and any other form of
capital as may be determined and announced from time to time by BOT17

dThe circular has since been converted into ‘The Liquid Assets Ratio Regulation, 2000’
Source: Various Regulatory and Supervisory Guidelines - Directorate of Banking Supervision, Bank of Tanzania
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significant divergence in institutional type,
the scale of operations and the level of pro-
fessionalism exhibited by management of
various MFIs. Despite the above limita-
tions, a consensus seems to emerge on four
key issues, that is:

(i) development of a regulatory frame-
work should take account of the
specific institutional environment

(ii) the regulatory method adopted must
promote a competitive balance
among all financial institutions to
facilitate their growth and financial
sustainability

(iii) an excessive level of prudential regu-
latory requirements should not be
imposed on emerging microfinance
sectors

(iv) a regulatory structure that is too
detailed in its prescription of pruden-
tial requirements may stifle, rather
than promote, the growth of the
industry.

On the basis of the emerging consensus
several inputs towards the formulation of
the microfinance regulatory framework in
Tanzania are proposed. In the author’s opi-
nion BOT should primarily be concerned
with the soundness and stability of the
entire banking and financial system and not
preventing the failure of individual finan-
cial institutions, especially MFIs, whose
individual potential to disrupt the financial
system is still minimal. Consistent with
existing literature MFIs that only provide
credit are considered to have very little
impact on regulatory issues pertaining to
the protection of the financial system, small
depositors and managing money supply.18

In line with this view, non-deposit-taking
MFIs should therefore, be subjected to
non-prudential regulation only.19 This
form of regulation could provide a useful
reference when this category of MFIs
requires full licensing to permit them to

mobilise public deposits. Furthermore, the
standard registration requirement, which
covers documents of establishment and
governance structure, should apply to this
category of MFIs. Publication of annual
reports should also form part of the regis-
tration conditions for non-deposit-taking
MFIs. Internal regulation through govern-
ance and observance of sound risk manage-
ment for such MFIs should play an
important role as well. Boards of directors
who represent shareholders and members
or donors should have ultimate responsibil-
ity and accountability in managing MFI
operations. In addition, other stakeholders,
such as the newly-formed Tanzania Asso-
ciation of Microfinance Institutions
(TAMFI) should have a role to play to
strengthen the internal regulation of MFIs.
In addition to the above recommenda-

tions, the following specific inputs are pro-
posed:

(i) adoption of a tiered approach that
clearly identifies the entry pathways
for various providers of microfi-
nance. Opponents of the tiered regu-
latory approach argue that among
the risks this approach might present
is the risk of regulatory arbitrage.
(Whereby organisers of a financial
institution seeking a licence might
choose to be constituted under an
institutional format which is subject
to least possible external regulation
and supervision, as well as the lowest
possible amount of capitalisation at
entry.) Regulatory arbitrage does
not, however, appear to have been
experienced by Philippines and
Ghana with respect to MFIs
obtaining status as licensed specia-
lised banks)20

(ii) interested commercial banks, for
example, should be allowed to create
wholly owned microfinance subsidi-
aries to minimise the impact of
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failure in the banking sector and
avoid some of the current banking
sector regulations

(iii) for non-deposit-taking MFIs,
internal regulation from other rele-
vant bodies such as shareholders,
boards of directors and external
auditors should be employed

(iv) since individual loans present small
risk to MFIs, regulators should
consider using a ‘basket based’
approach to loan provisioning to
obtain a broader picture of the level
of loan delinquency in an MFI
compared to the practice of identi-
fying, classifying and provisioning
on an individual loan basis

(v) minimum capitalisation for MFIs
should be set at a lower level than
banks and NBFIs, although capital
adequacy ratios should remain
uniform

(vi) consideration be made on the level
of unsecured lending given the fact
that this makes up the largest
portion of MFI loans

(vii) formalisation of peer group pressure
as a form of collateral should be
worked out

(viii) limits on the level of fixed assets
investment should realistically be
raised to enable newly licensed MFIs
to acquire the necessary assets

(ix) registration of MFIs, just like any
other business, should be a basic
form of regulation

(x) classification of delinquent loans
should take into account the nature
and cycles of small firm operations

(xi) separate disclosure in their financial
accounts and reports could be
imposed on specific and general loss
provisions for non-performing delin-
quent loans

(xii) specific loss provisions should be
made for delinquent or non-
performing small firms loans,

whereby licensed MFIs could be
required to maintain a certain
percentage (say 1 or 2 per cent) of
the aggregate outstanding of all the
current or standard class of loan
assets

(xiii) regulators should extend the current
practice of assessing and evaluating
bank directors and officers (that is
the ‘fit and proper test’) to MFIs that
will be subject to licensing

(xiv) micro loans often have durations
and payment of periods that are
shorter than other loan products
hence their provisioning and write
off policies need to be adjusted
accordingly

(xv) given the nature of MFI loans, the
loan documentation process for
microfinance loans should be scaled
down compared to bank loans

(xvi) there is a need to simplify reporting
standards and external audit require-
ments to accommodate the distinct
nature of MFI operations

(xvii) recognition and classification of
delinquent loans should be reviewed
for the possibility of taking into
account the nature and cycles of
small firms; the characteristics of
microfinance loans — especially in
terms of acceptable collateral and
repayments pattern; and the short-
term maturity profile of microfi-
nance loans

(xviii) the regulatory framework should
similarly be supplemented by an
improvement in the information
base for lenders to reduce the
problem of information asymmetry
risk and transaction costs.

CONCLUSION

Small firms in developing countries con-
tinue to experience difficulties in accessing
finance from formal financial institutions.
Available evidence indicates that most of
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them continue to depend on informal
sources of finance such as personal savings
and loans from friends and family mem-
bers. This has led to acknowledgment by
policy makers that microfinance could be a
viable option in supplementing banks in
the delivery of credit to this segment of
borrowers. The main challenge facing
policy makers therefore is on what should
be done to create structures that will enable
MFIs to provide reliable sources of finance
for small firms’ growth. This paper, using
the case of the microfinance industry in
Tanzania, argues that regulating microfi-
nance operations and activities could pro-
vide part of the solution to small firms’
difficulties in sourcing finance.
Given the nature of microfinance opera-

tions/activities, most of the regulatory pro-
visions from the banking sector regulatory
framework in Tanzania restrict formal
financial institutions from providing full-
scale microfinance services. Among others,
these provisions include limits on unse-
cured lending, single borrowers, invest-
ment on fixed assets and the cumbersome
loan documentation process. While the
existing banking regulation framework
allows the transformation of providers of
microfinance services into licensed and pru-
dentially regulated institutions, none of
them have been able to transform —
mainly due to the restrictive nature of
these provisions. The failure of any finan-
cial NGO to be transformed into a licensed
MFI (using the existing regulatory
window) is testimony in itself to the lim-
itations posed by the current framework.
As part of the possible solution to small

firms’ financing difficulties, it is argued that
allowing MFIs to access funds from differ-
ent commercial sources and the public
through deposit mobilisation could
enhance their financial sustainability and
potential as an important source of finance
to these firms. The formulation of an effec-
tive but not restrictive regulatory system to

introduce large-scale savings mobilisation
schemes seems likely to strengthen MFIs’
sources of funding. Out of the available
options on how to regulate MFIs, a general
consensus seems to weigh heavily on the
creation of a special regulatory framework.
There also seems to be a consensus that
only deposit-taking MFIs should be subject
to prudential regulation. This paper there-
fore moves the microfinance regulation
debate a step further by generating several
inputs (as outlined in the preceding section)
that could contribute towards the formula-
tion of a microfinance regulatory frame-
work.
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