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LEAVING NO ONE BEHIND IN THE DIGITAL ERA

The United Nations Capital Development Fund (UNCDF) strategy ‘Leaving no one behind in
the digital era’ is based on over a decade of experience in digital financial inclusion in Africa,
Asia and the Pacific. UNCDF leverages digital finance in support of the Sustainable Develop-
ment Goals (SDGs) to achieve the vision of promoting digital economies that leave no one
behind. The goal of UNCDF is to empower millions of people by 2024 to use services daily
that leverage innovation and technology and contribute to the SDGs. To achieve this vision,
UNCDF uses a market development approach and continuously seeks to address underlying
market dysfunctions that exclude people living in the last mile.

ABOUT THE UN CAPITAL DEVELOPMENT FUND

UNCDF makes public and private finance work for the poor in the world'’s 46 least developed
countries (LDCs). It offers ‘last mile’ finance models that unlock public and private resources,
especially at the domestic level, to reduce poverty and support local economic development.

UNCDF's financing models work through three channels: (1) inclusive digital economies,
which connect individuals, households and small businesses with financial ecosystems that
catalyse participation in the local economy, and provide tools to climb out of poverty and
manage financial lives; (2) local development finance, which capacitates localities through
fiscal decentralization, innovative municipal finance and structured project finance to drive
local economic expansion and sustainable development; and (3) investment finance, which
provides catalytic financial structuring, de-risking and capital deployment to drive SDG im-
pact and domestic resource mobilization.
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Introduction




The emergence of the microfinance industry inTan-
zania can be traced from the year 1991," when the
Tanzanian Government embarked on an ambitious
financial sector reform agenda geared towards the
liberalization of the economy. The reforms included
the privatization and/or change in the business mod-
els of state-owned banks and financial institutions
to become more commercial, and the welcoming of
private banks to operate in the country.? Since then,
considerable developments have been registered in
the banking sector, including improved quantity and
quality of financial services and delivery channels.
However, the microfinance sector has lagged behind
due to internal and external factors such as financial
constraints, governance problems, weak leadership
and institutional capacity, excessive donor depen-
dency, and so on.3Tanzania realized substantial gains
towards meeting the reform agenda objectives,
especially in the banking industry. The number of
banks more than quadrupled from about 10 in 1994
to 55 in 2014.% In spite of this performance, finan-
cial access is still low, with only 16.7 percent of the
adult population (16 years and above) having access
to bank products.® In addition, a 2012 study by the
Ministry of Industry and Trade found limited access
to credit for small business entrepreneurs, resulting
in slow growth or transformation of businesses into
big enterprises.®

In recognizing the importance of the microfinance
industry in serving underserved populations (largely
composed of women and youth), the government
responded, from late 1998, by making conscious
efforts to reform this subsector with policy tools

and eventually a regulatory framework. To signal

its commitment to the microfinance subsector, the
government drafted the inaugural National Microfi-
nance Policy (2000), which was updated in 20177 and
followed by the first Microfinance Act (2018).8

Since the 2000s, the Tanzanian financial sector, much
like others in eastern and southern Africa, has also
expanded into digital financial services, driven by
the growth of non-bank financial services.There is
ongoing integration of banks and non-bank finan-
cial services leveraging technology with the ability
to reach underserved populations while providing
access to a wide array of financial products and ser-
vices. Private-sector efforts have been accompanied
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by government initiatives to support technological
market developments. The government has focused
its efforts on developing digital infrastructure, which
notably includes:

Tanzania National Fibre Broadband Backbone
Strengthened institutional framework to su-
pervise, regulate and promote technological
advancement and innovation

National ID project, launched in 2013 to register
and provide all adults with a unique national
identification

Government Electronic Payments Gateway
(GePG), launched in 2017 to digitize government
payments and revenue collection

Tanzania Instant Payment System (TIPS), ex-
pected to be launched in 2022, for the integra-
tion and interoperability of all digital financial
services in the country

While these initiatives are a move in the right direc-
tion, the benefits they bring are not equally accessi-
ble by all the players in the ecosystem. In particular,
the microfinance industry is yet to fully utilize the
advancements in technology to exploit the opportu-
nities made available by these digital rails.

There is potential for microfinance institutions
(MFIs)® (especially those in lower tiers) to improve
efficiency and better serve their clients with innova-
tive products by digitizing their internal operations
and systems, integrating with the national payment
system, and utilizing the available digital financial
infrastructure. With technology as an enabler, MFls
will be better positioned to fully participate in Tanza-
nian’s growing inclusive digital economy and bring
on board populations that are often left behind.

In line with UNCDF's inclusive digital economy
strategy aimed at “Leaving No One Behind inThe
Digital Era’; UNCDF sees that there is a role for it to
play along with strategic partners in supporting the
digital transformation of MFls to keep pace with gov-
ernment efforts to digitally transition the economy.
In this regard, this industry position paper aims to
provide a snapshot of the state of the MFIl industry in
Tanzania and highlight options that key stakeholders
can exploit to accelerate MFI participation in Tanza-
nia’s wider inclusive digital economy.






The primary objective of microfinance service
providers is to provide micro and small enterprises
(MSEs) and low-income households with access to
affordable financial products and services.

The microfinance industry inTanzania has grown
over the past decades, primarily serving communi-
ties that often cannot access banking services.The
observed growth is partly due to increased aware-
ness of convenient, easy and timely access to credit
facilities from microfinance institutions instead of
the bureaucratic procedures and strict credit condi-
tions of commercial banks. Microfinance institutions
cater primarily to borrowers with informal business
activities and relatively weak collaterals such as un-
surveyed land and house furniture, which the banks
do not accept. As such, microfinance service provid-
ers are key to financial inclusion and have continued
to play a fundamental role in supporting access to
capital and financial services, especially to wom-

en and people living in rural areas, who are often
excluded from mainstream financial services. Many
of these groups rely on informal economic activities
with volatile income, increasing their vulnerability to
potential risks and financial instability.

Evidence demonstrates the role of MFls in expand-
ing access to financial services for low-income

and excluded segments. For instance, inTanzania
historically, a large volume of bank credit has been
directed to a small number of corporate clients and
salaried employees. As a result, MSEs or households
with irregular incomes are limited to accessing credit
from MFls or informal means. Even though banks
still provide the great majority of credit by value

(85 percent), non-bank financial institutions reach far
more consumers. The FinScope 2017 study shows
only 3 percent of adult population access credit from
banks, compared with those who borrow from MFls
(2 percent), savings and credit cooperative societies
(SACCOs; 2 percent) and money lenders (2 percent).
The remaining 91 percent borrow from family and
friends (69 percent), savings groups (18 percent) and
mobile money (4 percent).®Therefore, a promotion
of microfinance businesses inevitably fills the vac-
uum created by banks in formal lending. Banks rely
on more conservative and collateral-based lending
models, which exclude many people who fail to
meet the requirements.
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Moreover, the growth in microfinance institutions,
particularly micro-savings or micro-insurance prod-
ucts, helps low-income individuals to access means
for protecting themselves against vulnerabilities
such as illnesses or loss of income. These means are
not necessarily accessible for individuals with low
incomes as they are packaged by traditional com-
mercial banks or insurance companies.

Also, MFls act as avenues towards formalization
through the linking of the informal and formal
economic sectors. This is mainly because some
microfinance businesses combine credit provision
with mentorship to micro businesses wishing to
grow. Increased access to capital and credit not only
promotes savings and investment for businesses
engaged by such microfinance businesses, but also
makes their efforts more productive. With increased
productivity, it is likely that businesses experience
higher growth rates, which in turn encourages
businesses to register their entities, operate under
regulatory purview, pay taxes and comply with other
legal requirements. For instance, an MFl in India
(Shaktri) compliments its credit issuing function to
its customers with linkage to mentors, making it
attractive to informal economy operators wishing to
grow.

However, all has not been rosy with the microfi-
nance industry. It has had its share of shortfalls in
various markets globally, the most prominent of
which was India’s microfinance crisis in 2010." The
India case provided lessons for other markets to
learn from and put in place policy and regulatory
frameworks to avoid similar calamities. Among the
major issues is the over-indebtedness of microfi-
nance consumers due to several factors, including
high interest rates, aggressive and reckless lending
practices, limited financial education and weak-
nesses in consumer protection regimes. Other
lessons learned include the risk of money laundering
through unregulated MFI service providers. These
issues emphasized the urgent need for a balanced
policy and regulatory framework. In response, the
government put in place the Microfinance Act (2018)
and accompanying regulations,' the Anti-Money
Laundering Regulations (2019)" and the Financial
Consumer Protection Regulations (2019)," which
have formed a robust regulatory framework for the
licensing, authorization and supervision of MFls.



10

State of the
microfinance
industry




Microfinance institutions in
Tanzania

The enactment of the Microfinance Act (2018) and

its regulation (2019) inTanzania’s was structured to
distinguish between different types of MFls and their
respective licensing and regulatory approaches. The
Act catalysed the formalization of the microfinance
subsector by introducing new proportional licensing
and compliance requirements, such as governance
and automation of operations, to minimize risks and
improve service delivery while protecting consum-
ers against potential harm.

The Act categorizes MFls into four tiers based on the
prescribed criteria:

e Tier 1: deposit-taking microfinance service insti-
tutions (microfinance banks)

e Tier 2: non-deposit-taking microfinance service
providers such as money lenders

e Tier 3: SACCOSs

e Tier 4: community microfinance groups

Table 1 shows the number of institutions per tier,

based on available data.’®

In addition, the latest statistics show that the MFI
industry is serving a sizeable segment of the pop-
ulation. For instance, as of 2018, nearly 4 million

Table 1: Number of licensed institutions
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(3,998,193) members were served by SACCOSs and
1.9 million were served by tier 1 and 2 MFls. While
the number of tier 4 members is unknown, com-
munity microfinance groups are estimated to have
a capital ofTZS58.9 billion (US$25.6 million)® as of
2018.Therefore, to ensure consumer protection and
the stability and integrity of the financial sector, it
was important for the regulators to bring MFls under
their purview. The segmentation of MFls into tiers
clarifies each MFl's permitted activities and accom-
panying prudential requirements.

Tier 1 — banks and microfinance banks (deposit-
taking institutions)

There are five tier 1 microfinance banks inTanzania —
Access, FINCA, Mwanga Hakika, VisionFund and Yetu
Microfinance Bank.” Mwanga Hakika Microfinance
Bank was formed from a merger of three banks -
EFC Microfinance Bank, Mwanga Community Bank
and Hakika Microfinance Bank. This merger was
driven by the need to comply with the bank capital
requirements that forced smaller banks to either
close or merge with others. The capital difficulties
can also be observed in the decline of MFI lending
activity. Figure 1 shows that, since 2017, the amounts
of credit issued, total outstanding loans and loan
repayments from tier 1 microfinance banks have
declined.

Tiers Category of MFI Number of licensed'® MFls as of November
2021

1 Deposit-taking microfinance service institutions 5

2 Non-deposit-taking microfinance service providers 578

3 Savings and Credit Cooperatives Societies (SACCOs) 369"

4 Community Microfinance Groups 15,746

Source: Bank of Tanzania

Figure 1: Credit from tier 1 MFls since 2015
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This further attests to the liquidity tightening that
the market experienced at the beginning of 2016 as
a result of fiscal operations, including the decline in
foreign budget support inflows, transfer of deposits
of public institutions from commercial banks to the
Bank ofTanzania (BoT), and streamlined govern-
ment expenditures.?The trend continued in 2021
even after an easing of monetary policy to counter
the tighter liquidity levels. This could be attributed
mainly to the COVID-19 pandemic and its impact
on the incomes of households and small business.
These are the main borrowers from MFls and their
negative performance in the pandemic period may
have triggered risk averseness among MFls, result-
ing in lower volume and value of credit issued in the
market.

To accelerate the recovery of the economy, BoT
continued to institute monetary policy measures to
promote credit to the private sector and lower in-
terest rates.?' Even though these policies are geared
towards banks, particularly those that lend to the
private sector, increases in lending from banks may
have had a trickle-down effect on MFls, which also
increased their lending, as MFls rely on commercial
banks for capital to on-lend to their customers.

Figure 2: Regional distribution of tier 2 MFls

Tier 2 — non-deposit-taking institutions and
money lenders

Tier 2 institutions are defined to include credit
companies, financial organizations, housing micro-
finance companies, individual money lenders and
digital microfinance lenders. As of November 2021,
there were 578 licensed (616 registered) tier 2 MFls
across the country. Most licensed MFls operate

in the five major cities — Dar es Salaam, Mwanza,
Arusha, Dodoma and Mbeya (see Figure 2) — which
is partly attributable to the high demand for financial
services in the larger cities. The observed correlation
also matches with the distribution of formal financial
inclusion across the country. FinScope 2017 study
results also shows Dar-es salaam, Iringa, Njombe,
Arusha, Mwanza Dodoma, and Mbeya as regions
with relatively high percentage of people who are
formally financially included.

All in all, the figure provides a quick snapshot of the
geographical spread of tier 2 MFls across Tanzania,
which further highlights their contribution to the
credit market. This is more so because micro and
small business trading and commerce is predomi-
nant in the top five regions identified.
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Tier 3 — savings and credit co-operative
societies

The savings and credit co-operative societies (SAC-
COSs) play a pivotal role in the extension of credit
to the households and micro and small businesses.
These are cooperatives created to encourage their
members to save and build capital. The capital raised
through member savings can in turn be on-lent to
members at a reasonable interest rate. The lending
practice in SACCOS business is based on multi-
ples of borrowers’ savings, where the borrower is
obligated to purchase an agreed minimum number
of shares. SACCOSs are regulated by BoT through a
delegation of its mandate to the Tanzania Coopera-
tive Development Commission (TCDC).

SACCOSs are divided into two main categories — A
and B - based on the type of licence they are issued.
These differ based on the permitted business activ-
ities and minimum capital requirements. These two
categories are further divided into two groups:

e Community-based SACCOS: This is the most

common type. Primarily found at the village lev-
el, they include agricultural marketing coopera-

Figure 3: Regional distribution of tier 3 MFls
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tives. They provide a variety of individual loans
or loans for small and micro-enterprises
e Employee-based SACCOSs: These are SACCOs
in urban areas or at a regional level, drawing
members from one employer and disbursing
loans in salary multiples
As of June 2021, there were 369 licensed SACCOSs??
across Tanzania. Over a fifth of these operate in
Dar es Salaam, followed by Arusha, Kilimanjaro,
Mbeya and Morogoro, as shown in Figure 3. Like
tier 2 MFls, the geographical distribution of SAC-
COSs could reflect underreporting from areas where
most SACCOSs are yet to submit their licence
applications. Besides, most SACCOSs are employ-
ment-based, which could further explain the correla-
tion with the large cities. This is largely because the
main offices or headquarters for many employers
are found in major cities. Therefore, SACCOSs under
certain employers may be registering the address
of their main office as their locational address even
though they are serving members through branches
of the licensed office.
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Tier 4 — community microfinance groups and

community-based organizations

The Microfinance Act, 2018 and its Regulations 2019
demand the registration of community-based micro-

finance groups that are engaged in lending business.

BoT delegated this activity to be undertaken by
district authorities under stewardship of community
development officers. As of June 2021, about 15,746
community microfinance groups that operate across
Tanzania were licensed. Figure 4 shows the distribu-
tion of community microfinance groups inTanzania,
with Mara, Ruvuma, Pwani (coastal region), Kiliman-
jaro and Njombe ranked the top five as regions with
a high number of licensed groups.

While these numbers could reflect the approach
used to collect data, it could also be due to other
factors such as regional differences in the economic
status. It is likely that regions that are economically
poorer and consequently have more limited access
to bank branches are likely to have more communi-
ty-based organizations to fill this vacuum.

Figure 4: regional distribution of tier 4 MFls

Microfinance industry
associlations

InTanzania, MFls are members of associations that
function as platforms for cooperation and advoca-
cy. The most prominent associations include the
Tanzania Bankers Association,? the Tanzania Associ-
ation of Microfinance Institutions (TAMFI)** and the
Savings and Credit Cooperative Union League of
Tanzania (SCCULT).% Other associations include the
Federation of Village Community Bank Implementers
inTanzania, the Tanzania Federation of Co-opera-
tives,?® the Tanzania Informal Microfinance Associa-
tion of Practitioners?” and the Inter-religious Village
Community Bank. Membership of these associations
is voluntary, but qualification for it corresponds to
the MFI tiers as specified by law.
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The financial sector inTanzania has undergone
several reforms to push for the increased dynamism,
depth and efficiency of financial services. In 2000,
the government adopted the National Microfinance
Policy (NMP) to “establish a basis for the evolution
of an efficient and effective micro financial system

in the country, thereby contributing to economic
growth and poverty reduction.” The policy mandated
BoT to coordinate its implementation while the sec-
tor was still in the embryonic stage. Implementation
started in 2002 and was accompanied by parallel
interventions that contributed to the evolution of the
Tanzanian financial sector landscape. These included:

The government-formulated Rural Financial
Services Strategy in 2001
The development of the legal, regulatory and
supervisory framework for microfinance opera-
tions in the country, which included:
The Cooperative Societies Act, 2003.The
Act makes “provisions for the formation,
constitution, registration, and operation of
cooperative societies.” In 2013, the Act was
amended to Cooperative Societies Act, 2013 to
provide for the establishment of the Tanzania
Cooperatives Development Commission
(TCDC) as a regulatory body, among other
provisions
The amendment of the Banking and Financial
Institutions Act, 2006, which “provides for
comprehensive regulation for banks and
financial institutions and regulation and
supervision of activities of savings and
credit co-operative societies and schemes to
maintain the stability, safety and soundness
of the financial system”
The Bank of Tanzania Act, 2006, which “pro-
vides for more responsive regulatory role of
BoT in relation to the formulation and imple-
mentation of monetary policy, supervision
of banks and financial institutions, and other
related matters”
The development of operational guidelines in
2004 for the government and donor interven-
tions in the microfinance sector to ensure such
support is well-coordinated according to best
practices and consistent with the NMP
The establishment of the Financial Sector Deep-
ening Trust in 2004 to streamline funding to the
financial sector
The initiation of the process of harmonizing the
legal, regulatory and supervisory framework for
microfinance operations under the East Africa
Monetary Union

These interventions contributed significantly to the
growth of microfinance service providers and prod-
ucts, and the quality of financial services. However,
weakness in the legal and regulatory framework

has resulted in malpractices in the sector, including
insufficient disclosure of lending terms and condi-
tions, high interest rates, reckless lending (extension
of multiple loans contributing to over-indebtedness)
and unfair loan collection and recovery procedures.?®
Moreover, additional complexities and challenges
became pronounced as the microfinance subsector
grew. For example, there was an increased infor-
mality within the sector and a growth in the number
of MFls, concentrated mainly in urban areas. For
instance, the number of non-deposit-taking microfi-
nance institutions grew from 9 in 2002 to over 292 in
2016 and SACCOSs grew from 803 in 2000 to 4,093
by December 2015.2°

These challenges necessitated the revision of NMP
2000 to ensure that the policy kept up with market
dynamics and changes in the sector. Consequently,
the Ministry of Finance and Planning championed
the review of NMP 2000 and launched NMP 2017

as its replacement. The main objective of the NMP
2017 was to “create an enabling environment that
promotes the development of appropriate and inno-
vative microfinance products and services to meet
the real needs of the low-income population and
thereby enhance economic growth and accelerate
poverty reduction” Among other specific objectives,
NMP 2017 calls for creating a legal and regulatory
framework for the effective and efficient delivery of
microfinance services.

To implement the NMP 2017, the Microfinance Act
was enacted in November 2018.3°The Act comple-
ments the Banking and Financial Institutions Act,
2006 by providing for prudential and non-pruden-
tial regulation and supervision in the microfinance
subsector.®!

The Act focuses on a broader definition of microfi-
nance business® to capture both formal and infor-
mal non-bank financial services providers.The Act
categorizes microfinance entities into four tiers to
allow BoT to license, regulate and supervise them
based on the nature of their microfinance business
and their respective financial capacity.

To provide operational guidance for the manage-
ment, supervision and administration of microfi-
nance business under tiers 2 to 4, the BoT issued


https://www.ushirika.go.tz/uploads/The-Cooperative-Societies-Act-2003.pdf
http://extwprlegs1.fao.org/docs/pdf/tan168824.pdf
https://www.fiu.go.tz/BAFIA.pdf
https://www.fiu.go.tz/BAFIA.pdf
https://www.bot.go.tz/BOTAct2006.pdf

the following regulations: the Microfinance (Non-De-
positTaking Microfinance Service Providers) Regu-
lations, 2019 (GN No. 679 of 2019), the Microfinance
(Savings and Credit Cooperative Societies) Regu-
lations, 2019 (GN No. 675 of 2019) and the Microfi-
nance (Community Microfinance Groups) Regula-
tions 2019 (GN No. 678 of 2019). BoT also delegated
functions and powers relating to the regulation and
supervision of tier 3 MFls (SACCOSs) and tier 4 MFls
(community microfinance groups) to TCDC and local
government authorities, respectively.

Tier 1 MFls are currently regulated in accordance
with the Banking and Financial Institutions Act, Cap.
342, the Banking and Financial Institutions (Microfi-
nance Activities) Regulations, 2014 and the Banking
and Financial Institutions (Microfinance Activities)
(Amendment) Regulations, 2015.%

Tier 1 MFls are required to always maintain a min-
imum core capital of at least TZS5 billion ($2.2 mil-
lion). The MFI needs to distribute this across several
banks or financial institutions — no tier 1 MFl is
permitted to deposit more than 25 percent of its core
capital in a single bank or financial institution.

Tier 1 MFls are also always required to maintain a
minimum:
Core capital of at least 12.5 percent of its total
risk-weighted assets and off-balance sheet
exposure
Total capital of at least 14.5 percent of its total
risk-weighted assets and off-balance sheet
exposure

Tier 1 MFls are restricted from lending more than

3 percent of their core capital to a single borrower
and not more than 2 percent of their core capital to
a single insider borrower. Also, they are restricted to
less than 20 percent of their core capital issued as
aggregate credit to insiders.

MFls are not permitted to offer salary advances to
any of its officers and employees that exceed the
annual remuneration of the borrowing officer or
employee.

Tier 1 MFls may transform into fully fledged banks
subject to the approval of BoT after a satisfactory
assessment of the available capital to meet the min-
imum capital requirements, the appropriateness of
business premises and an adequacy of the manage-
ment information system, administrative and opera-
tional processes and internal control system.

Tier 2 MFls are required to maintain a minimum cap-
ital of TZS20 million (US$8,705) or higher. BoT may
require higher minimum capital for tier 2 microfi-
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nance service providers at its own discretion when it
has predetermined the likelihood of provider losses
from capital deficiency, significant exposure to risk,
high volume of low-quality assets or rapid growth
without adequate capitalization and risk manage-
ment. The regulations also require tier 2 MFls to
maintain at least 5 percent of their total assets as
minimum liquid assets.®*

Tier 2 MFls may transform to tier 1 MFls on appli-
cation and satisfactory fulfiiment of the required
criteria in the Banking and Financial (Microfinance
Activities) Regulations, including the minimum cap-
ital requirements. Also, BoT may direct a tier 2 MFI
to transform to tier 1 when it is satisfied that the MFI
is sustainable and meets the transformation criteria.
Moreover, a sole proprietor with a loan portfolio of
more thanTZS200 million ($87,016) or 100 borrowers
must form a company and operate as an entity.

As previously mentioned, tier 3 MFls consist of
SACCOS divided into two categories. Category A
SACCOSs are required to maintain a minimum core
capital of TZS10 million ($4,351) while category B
SACCOSs must have a minimum core capital of
TZS200 million ($87,016). Also, every SACCOS is
required to maintain the following:

At least 8 percent of total assets in core capital
At least 6 percent of total assets in institutional
capital

At least 6 percent of total assets in net institu-
tional capital

Moreover, every SACCOS must build a reserve fund
and institutional capital by retaining at least 20 per-
cent of its net income.

A SACCOS may apply for transformation to tier 2 or
tier 1 after informing BoT orTCDC in writing about
its intent, and its members have resolved to change
following its constitution or by-laws.

Unlike tier 2 MFls, the regulation and supervision of
SACCOSs started in 2013 by the Cooperative Societ-
ies Act, which empowered TCDC to register, regulate
and supervise financial cooperatives (SACCOSs).

Tier 4 MFls are required to apply for registration to
local government authorities delegated by BoT. In
additional to registering qualified community microf-
inance groups (CMGs), local government authorities
undertake other delegated functions, including: (i)

to develop and manage a database of CMGs; (ii) to
monitor and evaluate the performance of CMGs;

(iii) to issue circulars and guidelines for CMGs; (iv)
to ensure the proper management of complaints
relating to microfinance business; (v) to ensure the
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proper protection of consumers of CMGs, including
sanctioning usurious lending practices; (vi) to ensure
that CMGs share credit information according to the
Credit Reference Bureau Regulations; and (vii) to
perform other functions as may be required by BoT
for the proper regulation and supervision of CMGs.

Tier 4 MFls are not required to have or maintain any
specified amount of minimum capital. On applica-
tion and meeting the required criteria, tier 4 MFls
can transform to another tier.

Table 2 summarizes the primary prudential regu-
lations that apply to each tier of MFls. Based on
their respective regulations, MFls in tiers 1 to 4 are
licensed to undertake the permitted activities shown
inTable 3.The licensing regime aims to promote fi-
nancial access to MSEs and low-income individuals,
while safeguarding the integrity and stability of the
financial sector with limited supervisory resources.
Consequently, the regulations restrict MFIs from
conducting activities that are perceived to be riskier
given the lighter prudential regulations to which
they are subjected. These restricted activities include
those listed inTable 4.

Table 2: Prudential regulations applicable to MFls

Tier 1 (microfinance banks)

Tier 2 (non-deposit-taking microfi-

Minimum capital

Minimum ongoing
capital

Reserve requirements
Minimum liquid assets

Capital adequacy

Minimum provisioning
rates for loans®

TZS5 billion ($2.2 million)
TZS5 billion ($2.2 million)

None
20 percent of demand liabilities

o Core capital of at least 12.5 percent of total
risk-weighted assets and off-balance sheet
exposure

¢ Total capital of at least 14.5 percent of total
risk-weighted assets and off-balance sheet
exposure

Current = 1 percent

Especially mentioned = 5 percent
Substandard = 25 percent
Doubtful = 50 percent

Loss = 100 percent

Tier 3 (savings and credit cooperative
societies)

nance service providers)
TZS20 million ($8,705)
TZS 20,000,000 (US$ 8,705)

None
5 percent of total assets

None

Current = 1 percent

Especially mentioned = 5 percent
Substandard = 25 percent
Doubtful = 50 percent

Loss = 100 percent

Tier 4 (community microfinance
groups)

Minimum capital

Minimum ongoing
capital

Reserve requirements

Minimum liquid assets

Capital adequacy

Minimum provisioning
rates for loans®

Category A Category B

TZS10 million ($4,351) TZS200 million
($87,016)

TZS10 million ($4,351)  TZS200 million
($87,016)

At least 20 percent of net income

15 percent of members’ total deposits, savings

and short-term borrowing and other short-term

liabilities

° At least 8 percent of total assets in core capital

° At least 6 percent of total assets in institu-
tional capital

o At least 6 percent of total assets in net insti-
tutional capital

Especially mentioned = 10 percent
Substandard = 30 percent
Doubtful = 50 percent

Loss = 100 percent

None

None

None

None

None

None



Table 3: List of permissible activities
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Tier 1 (microfinance banks)

Tier 2 (non-deposit-taking microfinance service

° Accepting saving deposits

° Accepting fixed or time deposits

o Accepting special deposits from a development bank,
wholesale financial institution or government

° Issuing loans to individuals, groups of individuals,
MSEs, including microfinance guarantees

° Issuing housing microfinance products to individuals,
MSEs

o Making remittances, payment orders, collection of
payment instruments, safe custody, and transfer of
funds

o Provision of payment services such as salaries and
pensions

o Loan disbursement services

o Maintenance and operation of various types of ac-
count

o Operation of micro-leasing facilities, hire-purchase and
arrangement of consortium lending and supervision of
credit schemes

o Professional advice to customers on investments in
small businesses, rendering managerial, marketing,
technical and administrative advice to customers

o Raising funds from the public or other refinancing
sources

° Other activities as may be authorized by BoT

Tier 3 (savings and credit cooperative societies)

Category A Category B

| providers)

. Issue microfinance loans to individuals, groups, MSEs,
including microfinance guarantees
o Issue housing microfinance products to individuals

o Disburse credit on behalf of a programme

° Maintain and operate various types of account with
banks and financial institutions in Tanzania

° Operate micro-leasing facilities, microfinance-related
hire-purchase and arrangement of consortium lending
and supervision of credit schemes

o Provide professional advice to customers regarding
investments in small businesses

. Provide micro-insurance as an agent of insurers

o Equity investment

o Agent banking

o Other activities as may be authorized by BoT

Tier 4 (community microfinance groups)

Offer membership and
voluntary shares
Accept savings from its
members

Grant loans to mem-
bers

Make investments
Other activities as may
be authorized by BoT
orTCDC

All activities under
category A
Micro-leasing
Microinsurance as an
agent of insurers
Agent banking with
prior approval of BoT
orTCDC

Equity investment
Debit cards

Other activities as may
be authorized by BoT
orTCDC

Mobilize contributions from its members

Grant loans to members

Mobilize funds for social economic welfare of mem-
bers

Other activities as may be authorized by BoT

19



CASE STUDY

Accelerating MFI integration into an Inclusive Digital Economy

20

Table 4: List of prohibited activities

Tier 1 (microfinance banks)

o Operating current account

° Foreign exchange business

o Foreign trade finance

° Trust operations

° Equity investment

. Participation in the underwriting and placement secu-
rities

° Purchase or acquisition of any land or any interest or
right, except when necessary for conducting business
- international commercial papers

° Dealing in land for speculative purposes

o Investing in real estate, except for use as office accom-
modation

° Extending loans for the account and at the risk of
another person or institution

Tier 3 (savings and credit cooperative societies)

o Operate current accounts for its customers

° Accept deposits from non-members

° Foreign exchange business

o Foreign trade operations

° Trust operations

° Credit cards

° Payment orders and transfer of funds

° Any business other than providing financial products
and services to members

Benefits of the current legal and

regulatory framework

According to focus group discussions and engage-
ments with MFls from tiers 1 to 3,%” the Act and its
accompanying regulations have brought many bene-
fits to the sector. The key benefits are as follows.

Reduced default rates

Prior to the Microfinance Act, only a handful of MFls
and SACCOSs saw value in subscribing to Credit
Reference Bureaus (CRBs)® to receive regular re-
ports, despite their active participation in the credit
market. Most MFls thought the CRB pricing structure
(fixed annual subscription fees and a fee per query)
was too expensive for their business models® and
questioned the quality of data provided by CRBs.*°

Also, MFI loans have a quick turnaround time
ranging from 2 to 24 hours, because most loans are
issued to petty traders on a daily or weekly basis to
finance their micro-businesses. The expected quick
turnaround time is not in sync with CRB processes,
which deters MFls from referencing CRB reports.

Tier 2 (non-deposit-taking microfinance service

providers)

° Accept any type of deposits from the public

o Foreign exchange business

o Foreign trade operations

o Trust operations

o Credit and debit cards

° Payment orders and transfer of funds

o Any business other than providing financial products
and services to its members

Tier 4 (community microfinance groups)

*  Accept savings from non-members
o Open a branch, agency, or outlet
o Other activities as may be prescribed by BoT

However, the Act made the submission of credit
information*' to CRBs mandatory. The respective
regulations require tier 2 and tier 3 MFls to submit
monthly credit information to the CRB, while the
frequency at which tier 4 MFlIs are expected to sub-
mit data is at the discretion of BoT.The requirement
to submit and use credit information for lending
operations has enabled MFls to access relatively up-
to-date information and correctly assess borrowers’
risk profiles for lending decisions. This can further
be improved with customizing the credit reference
databank for MFls to enable faster response, to near
real-time data on MFIs’ customer credit reports, en-
suring recent borrowing or defaults are considered
in the creditworthiness assessment.

In addition to CRB reporting requirements, the re-
spective regulations for tier 2 and tier 3 MFIs require
them to provide financial education to their custom-
ers/members through different channels, including
one-to-one sessions, fliers and brochures, training,
seminars, workshops, media such as television,
radio, newspapers and social networks, specific
websites, and any other appropriate channels. The



regulations specify the topics that MFls should cov-
er, including:

Key product or service features

Terms and conditions of loans

Cash flow management

Record-keeping

Financial decision-making

Loans management, usage and repayment
Business planning

Importance of saving

Any other topics considered relevant

These regulations aim to ensure that customers/
members are well informed and make better bor-
rowing decisions.

The combination of improved credit risk assessment
and informed customers contributes to reduced de-
fault rates in the market. However, the impact of the
ongoing COVID-19 pandemic on borrowers’ incomes
and their ability to repay loans might have resulted
in increased default rates in the market. A recent
report showed an increased non-performing loans
(NPLs) ratio above the BoT’s 5 percent benchmark
among small banks.?The situation is even worse for
MFls. A BoT report from 2019 showed NPLs of MFls
to be above the 50 percent reference point due to
multiple borrowing, the decline in business profit-
ability and poor fund management.®

The Act and respective regulations stipulate each
MFI's requirements during the licence application
stage and supervision to ensure smooth business
operation. These requirements have forced the
industry to follow standardized procedures on
numerous topics. For instance, because of current
regulations, all MFIs must be registered and licensed
by BoT, TCDC or the local government authority,
depending on the tier. In addition to licensing, tier
2 and tier 3 MFlIs need to fulfil several requirements
that help to filter out less serious or undercapitalized
entities. To name a few, these include the following.
A governing board: This applies to all tier 2 MFls
except individual money lenders. While the
regulations do not specify the number of board
members for tier 2 MFls, they require at least
two members to beTanzanians. For tier 3 MFls,
the regulations require each MFI to have a board
of directors with at least five members. For
category B SACCOSs, at least two board mem-
bers should have knowledge in finance, busi-
ness management, accounting, microfinance or
economics.
Audit of accounts: The Act requires an external
auditor to audit the accounts of all MFls annu-
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ally, except those under tier 4. While tier 4 MFI
regulations are silent on the requirements for an
internal auditor, those for tiers 2 and 3 require
MFIs to appoint an internal auditor responsible
for evaluating the adequacy and effectiveness of
internal controls, risk management and gover-
nance processes, and to report to the board of
directors. The internal auditor should hold a di-
ploma in accountancy or its equivalent and have
at least one year of work experience.
Management information system: Regulations
for tier 2 and tier 3 MFls require proof of owning
a management information system at the time
of the licence application.
Lending policy: Regulations for tier 2 and tier
3 MFIs require them to enact a lending policy
specifying their lending procedures, require-
ments, and terms and conditions relevant for
issuing and repaying loans.
Consumer protection principles: The Act speci-
fies the need for all MFls to comply with the core
principles of consumer protection, including
ensuring that:
Terms and conditions of credit or related
services are transparent, fair, legible, and
protect the rights and interests of customers
or members
Complaint handling and dispute resolution
mechanisms are established. In particular,
tier 2 and tier 3 MFls are required to specify
forms and channels for customers to submit
complaints, establish a complaints handling
desk or a designated officer, and provide
timeframes for settling a dispute and com-
municating feedback. Tier 4 MFls are re-
quired only to appoint a member to handle
complaints and disputes of its members
Full disclosure of relevant information on the
products and services offered
Customers or members are financially edu-
cated
Transparency of rates, fees and penalties
(among other principles) to foster fair treat-
ment of customers.

By ensuring all operating MFls meet the specified
requirements, the Act and accompanying regula-
tions are helping to standardize the operating field
for MFls and to professionalize the industry. Prior to
these regulations, each MFl was operating based on
its own internal operating procedures and did not
necessarily have a code of conduct aligned with best
practices. While industry associations such as TAMFI
and SCCULT could have played the role to enforce
specific codes of conduct, their effectiveness would
have been limited to their members — a small portion
of licensed industry players. Therefore, having an
overarching legal framework that covers all active
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players in the market is a welcome development that
is standardizing and professionalizing the industry.

Building on the previous point, the professionaliza-
tion of the industry due to the new policy and reg-
ulatory regime is unlocking possibilities for MFls to
access commercial funding, including public depos-
its. While tier 3 and tier 4 MFls can lend mobilized
deposits and savings from their members, the low
savings culture has meant that these MFls have a
weak capital base. Consequently, most MFls, includ-
ing tier 2 MFls, are heavily dependent on working
capital from external funders, including commercial
banks, pension funds, development partners, gov-
ernment economic empowerment programmes and
funds, and other investors.

In the absence of a legal and regulatory framework
to govern tier 2 and tier 4 MFls, data have been
difficult to access on these MFls. For any prospective
funders, legal certainty on the status of their opera-
tions would be a key factor. Without sufficient infor-
mation, some funders would likely shy away from
lending or investing in the sector, or would provide
funds at a very high cost to compensate for high
customer due diligence costs. As a result, most MFls
have not secured affordable and reliable financing
sources.

Now, with the regulatory framework in place, the
industry expects to see an increase in funding or
financing opportunities. This is mainly because a
licence acts as a regulator’s vote of confidence in
an MFI business and makes it easy for MFls looking
to unlock commercial funding to pass the funders’
customer due diligence process. This is more so

for tier 2 and 3 MFls, which are subjected to lighter
prudential regulations. Also, the need for MFls to
maintain and report up-to-date business operations
information to regulators has a positive externality
on lenders who rely on such information to make
MFI creditworthiness assessments. With increased
transparency in MFI business operations, lend-

ers’ due diligence costs are likely to decrease and
their appetite for financing the industry is likely to
increase. However, the industry must take care to
ensure that the drive to access external funding does
not conflict with the pro-poor and poverty reduction
focus that MFls are known for. Evidence from India
and Latin America has shown that, as the industry
commercializes, many MFIs neglect their double
bottom-line objectives, resulting in customer over-in-
debtedness and repayment crises.*

The legal and regulatory regime is also helping

to filter out entities that might run pyramid/Ponzi
schemes® to defraud customers or engage in money
laundering or terrorist-financing activities. MFls
need to produce an extensive list of documents and
proof points during the licence application process.
While this does not eliminate all fraudulent MFls in
the market, it reduces illegitimate ones by a large
proportion, given that operating an MFI business
without a licence from BoT, TCDC or local govern-
ment authority is now a criminal offence.
Additionally, the law requires MFls to comply with
the Anti-Money Laundering Act of 2006. Specifically,
an external auditor for tier 2 and tier 3 MFIs must
report to the regulator any breaches, money launder-
ing, fraud or losses incurred that may result in the
undercapitalization of an MFI.

The new policy and regulatory framework is elevat-
ing MFI contributions in addressing the real needs of
low-income populations. The process taken to review
the MFP 2000 policy, crowdsource ideas for the MFP
2017 policy, and solicit feedback on the Microfinance
Bill and the accompanying regulations has helped to
spread information about the industry and to build
awareness across the country. In ensuring that the
regulatory environment continues to facilitate indus-
try growth, TAMFI and SCCULT have been engaging
with the regulators in different fora on issues such as
an interest cap removal for tier 2 MFls, among other
topics. While these engagements aim to address
industry issues with one voice, they also provide
platforms for spreading industry awareness to differ-
ent audiences beyond the active players.

As previously mentioned, the legal and regulatory
environment legitimizes the MFI industry inTanza-
nia and makes it attractive to multiple stakeholders,
including customers/members and funders. With an
increased customer or member base, MFIs may offer
a stronger value proposition for players such as elec-
tronic money issuers (EMIs)* or fintech companies
when pursuing integration partners.

Integration with EMlIs is important to MFls, as it
enables their customers to receive and repay their
loans digitally. However, our engagement with MFls
in tiers 1 to 3 has shown that MFls face a high cost
to integrate with EMIs or payment aggregators,
especially for small MFls that do not have a large
customer or member base to use as a bargaining
chip.

MFIs anticipate that the legal framework will in-
crease customers’ trust in the sector and their adop-



tion of MFI services. MFls with large customer bases
foresee increased EMI interest in integration to tap
into their customer base.

MFIs usually target low-income populations. Tar-
geting and serving this customer base requires
economies of scale and scope*’ to make sustainable
profits. However, as seen in previous sections, MFls
inTanzania are concentrated in certain geographical
areas, resulting in saturation and excessive com-
petition for the target market. Also, with multiple
lenders, there is an increased likelihood of custom-
ers borrowing from more than one MFI, which may
eventually lead to over-indebtedness and defaults.

For MFIs to achieve geographical spread and scale,
investment in delivery channels is indispensable.
Digital innovations have proved to deliver outreach
and scale efficiently and cost-effectively in other
verticals and could deliver similar outcomes in the
MFI industry.

Even though many benefits come from enhancing
the legal and regulatory framework, they are accom-
panied by challenges that threaten the sustainability
and existence of many MFls. The licensing require-
ments stipulated in the Act and the regulations
governing microfinance operations include pruden-
tial requirements such as minimum capital, loan

loss provisioning ratios, proof of source of funds for
capital, and reserve retention. Moreover, in response
to high interest rates, averaging about 10 percent per
month for tier 2 MFIs, BoT has invoked interest rate
cap measures for MFls that further challenge their
high-cost business models. Based on conversations
with tier 2 MFls, BoT informally instituted a target
maximum interest rate of 3.5 percent per month on
a declining basis.

BoT introduced a maximum monthly interest rate to
protect consumers from predatory lenders. How-
ever, studies have shown that interest rate caps are
not practical tools for accomplishing this objective
as they have unintended consequences. Interest rate
caps tend to limit the quantity of credit available

as some MFIs withdraw from the market or reduce
their activities in rural or other costly areas, reducing
product diversity and consequently pushing low-in-
come customers back to informal credit markets that
are unregulated and likely to involve many predatory
lenders. Also, it is expected that, with an interest rate
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cap, MFls are less likely to be transparent with the
total loan costs, as they introduce new hidden fees
to make up for lost interest rate margins.*

From the industry perspective, rather than imposing
an interest rate cap, MFls would prefer interventions
aiming to address the root cause of high-interest
rates, which are mainly transaction and credit costs.
MFIs believe that, with increased transparency and
information flow in the credit market, operational
processes are likely to improve. With increased
efficiency, MFls are likely to lower their interest rates
to align with the target established by regulators
without needing regulators to intervene with an
interest rate cap.

The new legal and regulatory framework requires
MFls to submit periodic reports to their respective
regulatory bodies. The quarterly reporting process is
laborious and heavily paper-based, which consumes
a lot of MFI human resources. Also, tier 2 and 3 MFls
are required to submit reports to two parallel bodies:
tier 2 to BoT and tier 3 toTCDC and to a coordinator
from an local government authority where they op-
erate. This duplication in reporting could be avoided
if the different supervisory agencies coordinated
among themselves or had a data-sharing memoran-
dum of understanding in place, which would allow
MFIs to prepare data that met the needs of different
agencies.

The manual and paper-based nature of this process
also implies that the submitted reports are prone to
human error and data may be unreliable. Automat-
ing this process may unlock significant efficiency
gains and improve data quality for evidence-based
policymaking in the sector. For instance, a case
study from the central bank of the Philippines shows
that automatic reporting submission reduced data
points by more than half, from 107,000 to 50,000,
and average processing time from 3 minutes to 10
seconds.*®

Governance structure

The quality of an MFl's governance and manage-
ment structure plays a significant role in determin-
ing the ability of an MFI to manage its deposit and
lending activities correctly and to act responsibly
towards its customers. Many MFls exhibit weak
ownership and management structures that nega-
tively impact their capacities to manage risk and en-
force credit discipline. This is even more the case for
the lower tiers, especially SACCOSs and community
microfinance groups. For instance, weak governance
structures among SACCOSs are correlated with
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inefficient lending operations and the resulting high
operational costs that potentially limit their growth
trajectory and sustainability. The new regulatory
regime is poised to address this challenge, as it
requires tier 2 and tier 3 MFls to put in place and
maintain a credible board of directors.

Portfolio quality

Anecdotal evidence suggests that MFI portfolio
quality has declined in response to a tightened fiscal
stance. For instance, the government’s retroactive
tax enforcement has negatively affected small and
medium enterprises. As a result, their inability to
repay loans from financial service providers has
increased the non-performing loans ratios for those
institutions lending to affected customers.%

In addition, money lenders are categorized as mi-
crofinance service providers in tier 2. However, the
mission for the two groups differs significantly. Mi-
crofinance service providers have a social mission,
which includes the labour-intensive work of provid-
ing financial education to marginalized low-income
populations, whereas the focus of money lenders

is purely on making a profit from lending money to
customers, preferably with collateral. As a result, tra-
ditional microfinance service providers have started
to deviate from their core social mission to compete
in a market where profit is a driver. With this mission
drift, some MFls focus only on profit generation,
even at the expense of recruiting high-risk custom-
ers for the sake of increasing their customer base.
This trend will further deteriorate the portfolio quali-
ty of MFls engaging in such practices.

From an industry perspective, there may be an
opportunity to redirect the industry back to microfi-
nance’s core objective if money lenders were regu-
lated differently from other microfinance providers,
to level the playing field among providers driven by
different missions.

Staff turnover, skills and integrity

Microfinance is a specialized field requiring human
resources with foundational knowledge in banking
or finance and the ability to work at the intersection
of finance and social goals.The industry has been
gaining a lot of interest from former bankers able
to mobilize resources and meet the capital require-
ments for licensing. The growing number of former
bankers in the industry could be a positive develop-
ment if complemented by individuals with a deep
appreciation for the microfinance industry and its
social mission.

Another trend is the rise in staff turnover as MFls
compete for experienced staff, increasing opera-
tional costs and jeopardizing MFI growth. Given

the shortage of skilled staff across the industry,
promising candidates are in high demand and often
poached by MFIs with bigger budgets. There is a
need to continue building capacity for workers in
the industry, to level the playing field in accessing
available skill sets in the market.

Moreover, given the profile of customers served by
MFIs, staff with high levels of integrity are needed to
continue promoting the microfinance industry as a
credible development tool. However, conversations
with MFls in tiers 1 to 3 revealed that many MFls
have staff with low levels of integrity, which nega-
tively impacts consumer trust in the sector. The lack
of integrity among staff could also reflect fundamen-
tal weaknesses in MFls hiring and/or management
processes that need to be addressed through proper
training, incentives and oversight.

Funding costs

Most MFIs do not have access to emergency liquid-
ity from BoT through the discount rate channel that
commercial banks can tap into. They borrow main-
ly from commercial banks, and take deposits (for
microfinance banks authorized to accept deposits
from customers) and raise capital from other types
of funder. However, borrowing from commercial
banks has remained costly for MFls, especially in the
current low liquidity environment and in the absence
of microfinance development funds and a limited
number of wholesale microfinance funds.

The industry’s liquidity shortage can be attributed to
several reasons such as the removal of public funds
from commercial banks in 2017 and the introduction
of a high-yield 20-year government bond in 2018,%'
which provides a competitive return on investment
for risk-averse FSPs, especially during the COVID-19
pandemic where incomes have been declining. A
combination of these two events has resulted in the
increased cost of short-term funding and crowded
out lending to the private sector, especially MFls that
depend on commercial loans for capital.

In addition, reliance on borrowed capital for lending
has negative externalities in the market. MFls that
borrow to lend are incentivized to maximize the
amount of loans issued and prioritize loan repay-
ments over broader welfare and social concerns.
Furthermore, even when MFls identify financing op-
portunities, the legal framework restricts the amount
an MFI can borrow based on their asset base. For in-
stance, as per the regulations, SACCOSs are limited
to borrowing up to 25 percent of their total assets.
The combination of restrictive borrowing and the
weak savings base of SACCOs has meant that the
availability of funds for on-lending is limited.

Financial discipline

Financial discipline is important for MFls’ expansion
and sustainability. With better financial discipline,



MFIs can access resources for investment to reach
the larger number of poor households and busi-
nesses that are potential borrowers and depositors.
While the new regulation is appropriate for instilling
financial discipline in the industry, the industry still
struggles to attain the level of operational efficiency
that is key to achieving financial discipline.

Management information system and core IT

Engagement with various stakeholders in the sector
has revealed that many MFls rely on rudimentary

IT systems. A small proportion has a core banking
system in place, but most operate on Excel spread-
sheets or physical ledgers. The absence of advanced
IT systems has meant that integration with other
systems is challenging and has limited MFIs’ ability
to develop digital products or channels that enable
low-cost and real-time transactions and interactions
with customers. While the requirement for a man-
agement information system at the time of licence
application for MFls in tiers 1 to 3 is well under-
stood, most MFls are struggling to meet this require-
ment for several reasons:

Adoption of digital management information
system requires funding and time that many
MFls are lacking

Skills required to spearhead digital transforma-
tion are typically lacking in MFls. Moreover, MFls
struggle to afford technology professionals who
could support them in adopting digital solutions
Digitizing MFI systems requires a change in peo-
ple and culture, both within an organization and
among its customers. The low digital literacy of
some MFI staff and customers is holding back
MFIs from adopting a management informa-
tion system despite its necessity in the current
context
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While the financial sector’s digital transformation
has been driving financial inclusion and innova-
tion, a new ‘data divide’ among FSPs is emerging
between (i) those with access to advanced tools

to leverage technology and new delivery channels
(such as large banks and fintech companies that
have invested in state-of-the-art data infrastructures);
and (ii) those that remain analogue or cannot gener-
ate or absorb the same amount of data to success-
fully harness insights from their customers and the
ecosystem and to derive a competitive edge from
data mining, such as smaller and under-resourced
FSPs, MFIs and fintech start-ups.

The imbalance of access to data is likely to continue
skewing the development of financial ecosystems in
favour of a few prominent players that can leverage
digital technologies to reduce costs, increase effi-
ciency and grow in terms of scale and outreach.

CASE STUDY
Accelerating MFI integration into an Inclusive Digital Economy

A case for the digital
transformation of microfinance
institutions

For MFIs to keep up with the pace of innovation in
the sector, they acknowledge the need to digitize
their core organizational and operational areas. MFls
can undertake digital transformation in four ways, as
shown in Figure 5.

Each pillar for digital transformation offers specif-

ic value to an MFI and demonstrates how an MFI
can leverage digital technology to transform their
processes, diversify products, expand channels and
improve engagement with their customers.?Table 5
provides examples of the challenges MFlIs face that
could potentially be addressed with digital solutions.

Figure 5: Four pathways to digital transformation for MFls

O
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Options for digital transformation

Digital transformation pillar

Process

Product and business model

Challenges it aims to solve

Operational expenses
Client turnover

Credit underwriting through
credit scoring model

Competition from digital
financial services

Example of possible digital option

Cashless loan repayment
Cashless loan disbursement
Database management
Artificial Intelligence

Digital credit
Core banking system

Operational expenses
Servicing hard-to-reach client

segments

Customer experience

Channels

staff fraud

Cybersecurity

Customer engagement

Cash management
Operational expenses

Staff efficiency, turnaround
time, operational expenses,

Cashless loan repayment
Cashless loan disbursement
Database (interactive) management

Digital field applications to digitize the
workflow

onboarding and customer
support processes, docu-
mentation process, client

turnover

From conversations with tier 2 and 3 MFIs, they are
clear on the value propositions for digitization and
acknowledge that it is inevitable to digitize their in-
formation-gathering processes and/or their delivery
channels to remain competitive in the digital age.
To them, digitization offers opportunities, includ-
ing increased customer touchpoints and channels,
diversifying product offerings, leveraging data, and

accessing digital infrastructure through partnerships.

Focus group discussions with these MFls revealed
that, to date, MFls have prioritized the digitization
of back-office systems. However, for many MFls, an
existing pain point remains the lack of flexible core
IT and data management systems.> MFls are keen
to adopt core banking systems to improve data pro-
cessing capacity and to integrate and manage new
digital applications.

In addition, MFls face many challenges when intro-
ducing digital products, as they currently rely on
costly integrations through bilateral arrangements
with EMls or system integrators. While this option
has worked for large MFls with sufficient working
capital to afford integration costs, it still does not
provide access to products from other players in the
ecosystem. MFls view the incoming national switch,
TIPS, as an opportunity to facilitate seamless digital
transactions with their customers. With TIPS under
way, MFI technological readiness is more relevant
than ever if MFIs want to participate in the interop-
erable system to facilitate the broader scaling up of
their offerings.

MFIs are currently not among participating FSPs
onTIPS and their timeline or mechanism to inte-
grate with TIPS is not yet determined. However,
MFIs would like to prepare for future integration

by upgrading their systems, knowing that there are
several options at their disposal.

The digitization of MFI services needs to happen
along two lines: (i) the digitization of internal opera-
tions and functions and (ii) the digitization of service
delivery channels.

Most MFIs have basic back-office systems that
hinder their data processing capacity and potential
integrations for new digital products. Therefore,
digitizing operational processes and systems is an
essential element of the MFI digital transformation
process, and the adoption of a computerized core
banking system (CBS) is the crucial first step to-
wards achieving the goal.

Cognizant of the high cost for each individual institu-
tion’s adoption of a CBS, MFls across different tiers
have expressed the desire to acquire a shared CBS%
to minimize the upfront investment and mainte-
nance costs.

Digital retail payment platforms such as automated
clearing houses, card switches and electronic fund
transfers, among others, have played a critical role
in promoting financial inclusion. ForTanzania, an
inclusive and open payment system such as TIPS



provides an opportunity for MFls to provide their
customers convenient and cost-effective offerings
and to increase transaction volumes in the ecosys-
tem.

TIPS also presents an opportunity for MFls to digitize
their delivery channels more efficiently and cost-ef-
fectively. MFI access to TIPS (direct or indirect) could
reduce costs for digital transactions as it would elim-
inate the need for bilateral agreements with multiple
providers. They would connect once and thereafter
pay to and receive payments from everyone, thereby
accessing a payment system at full scale to all partic-
ipants. This, therefore, removes the disadvantage to
small players by providing full access to all partici-
pants in the payment system.

MFls are at different stages of readiness to partici-
pate in the national payment and settlement system.
Given that MFls do not have settlement accounts

at BoT, MFIs could become indirect participants
through either of the following two options.

Some MFIs will be permitted to have a direct con-
nection to TIPS provided they meet the minimum
functional and technical requirements to ensure that
they would not compromise the safety and sound-
ness of the payment system.

This option is already applicable to tier 1 MFls,
which are licensed as deposit-taking institutions and
regulated by BoT. However, qualified tier 2 MFls also
could access TIPS directly, even though they would
still need to settle through intermediaries. As such,
the tier 2 MFIs would be sponsored into settlement
but be direct participants in clearing, being directly
connected to TIPS.

This option, however, is limited to tier 1 and tier 2
MFls with core banking systems capable of con-
necting with TIPS that also can afford the upfront
investment in integration fees and customer support
services to troubleshoot technical challenges. Con-
sequently, it eliminates most MFls, which run their
operations on rudimentary systems and have inad-
equate technical and financial capacities to manage
their application program interfaces (APIs).

Unlike the previous option, this option supports MFI
integration to TIPS through an aggregator.%® In this
case, an aggregator would integrate several MFls to
a payment instrument provider (TIPS).

Similar to option 1, this would work for MFIs with
adequate systems in place. The cost of integration

Accelerating MFI integration into an Inclusive Digital Economy

would depend on the level of customization required
to accommodate the MFl's existing systems.

This option relieves MFls of the onerous tasks

of managing payment reconciliations, payment
disputes, technical upgrades and maintenance of
APIs, all of which would be the responsibility of

the aggregator.% It also creates opportunities for
aggregators as, over time, mobile network operators
have improved their technical capabilities and are
opening their improved APls, reducing the need for
aggregators to facilitate integration with third par-
ties. Facilitating integration to TIPS could be a new
revenue-generating channel for aggregators seeking
to expand their offerings.

Engagement with several aggregators in the market
revealed that those who could potentially play this
role would require technical and operational ca-
pacity strengthening. Their work requires sufficient
capital to handle different levels of customization to
facilitate smooth integration. Financial resources are
also needed to sustain the operation’s heavy post-in-
tegration support.

Finally, there is no specific regulation for aggrega-
tors, implying a legal risk for those interested in
entering the market but worried about regulatory
uncertainty. Currently, aggregators must acquire a
payment service provider licence with no specific
regulation for their category.
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Considering MFIs’ position in the Tanzanian financial
landscape and their contribution to the financial in-
clusion of underbanked or underserved populations,
the microfinance industry needs to digitize to remain
competitive. Introducing technology is one thing,
but for digitization to yield transformational results
in the industry, it will need to be accompanied by
organizational change management (process), and
investment in skills and IT infrastructure. Moreover,
digitization needs to happen in parallel with the de-
velopment of appropriate data architectures for col-
lecting, processing, storing, analysing and extracting
insights for critical business decisions on pricing,
customer profiling for creditworthiness, portfolio
development, risk management, product design and
operations optimization.

All are challenging endeavours to undertake and
require a significant amount of funding and an
enabling policy and regulatory environment to im-
plement them successfully. Table 6 summarizes the
different types of support that relevant stakeholders
in the ecosystem could offer to ensure digital trans-
formation in the MFl industry is less of a daunting
journey.

Table 6: Support for MFls digital transformation

CASE STUDY
Accelerating MFI integration into an Inclusive Digital Economy

Consumers’ financial and digital literacy is important
to ensure MFIs’ digital transformations do not leave
their customers behind. All the main stakeholders
listed inTable 6 have a role to support MFIs’ pro-
grammes that aim to raise the level of customers’
financial and digital literacy.

As UNCDF, we are committed to supporting the
ongoing efforts among the representatives from
the different MFIs that have come together to form
working groups that aim to develop technical and
functional specifications for a CBS that would cor-
respond to the needs of their respective tiers. While
the support has started with a small number of MFls,
with continued support from other stakeholders,
many MFls may be able to develop and onboard a
shared CBS to kick off their digital transformation
journeys.

Stakeholder Type of support

Regulators and policymakers °

Enable a conducive environment for MFls to operate cost-effectively. This

may include reviewing laws and regulations hindering MFls’ adoption of ad-
vanced technologies, such as cloud-based solutions, or enacting best in-class
customer data protection and privacy regulations

° Improve market conduct supervision and ensure customer protection princi-
ples are adhered to

° Digitization of government payments and implement initiatives that incentiv-
ize digital transactions to reduce the demand for cash

Development partners and funders o

Catalyse digital transformation through technical support and funding for

digital solutions adoption for MFls that are willing to invest some of their
own funding towards digital transformation

Associations (TAMFI and SCCULT) °

Coordinate MFls looking to access shared services. Associations should

oversee the procurement process for shared services and eventually host

data centres
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