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1. Introduction
1.1. Study Background

Tanzania is a low-income country on the eastern coast of Africa and has what can be considered a
small economy. A large proportion of the population lives below the poverty baseline of USD 2 a day.
One important means for reducing poverty is ensuring access to financial services. The underlying
logic is that by providing financial services to the poor, for example in the form of credit or savings,
they manage their money, invest, acquire productive assets, increase their skill levels, and open new
businesses. Hence, economic and social structures can be transformed, and poverty can be alleviated.
Studies have found that a lack of access to finance can lead to poverty traps and income inequalities.

In Tanzania, as in most developing countries, access to financial services is extremely limited.
There are three categories of financial service providers in the country: formal, semi-formal, and
informal. The formal microfinance institutions (MFIs) mainly comprise banks. The semi-formal
MFIs consist of savings and credit cooperatives (SACCOs) and non-governmental organizations
(NGOs), such as BRAC Tanzania. Informal MFIs comprise of informal groups such as rotating
savings and credit associations (ROSCAS). Financial services from formal MFIs are available only to
a very small fraction of the population. The lack of collateral is one of the main reasons for this. Due
to limitations in the formal sector, the microfinance sector in Tanzania relies largely on the
semi-formal and informal MFIs. However, informal MFIs are confronted with several challenges,
such as unreliability and high interest rates, a common feature found in many developing countries.

Due to the reasons mentioned, semi-formal MFIs can be considered as better option because they
serve the poor who have been excluded from formal MFIs by providing a wide range of financial

services such as small-sized loans and savings services. Most importantly, semi-formal MFIs have
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introduced collateral substitutes. NGO MFIs have introduced group lending, in which members form
groups and guarantee each other whereas cooperative-based MFIs (SACCQOs) use savings as a
collateral substitute, where members can borrow against their savings. The importance of
semi-formal MFIs in Tanzania is also well-documented in the literature as they provide financial
services to the poor, promote mutual support among the poor, contribute to financial intermediation
and household savings, contribute to economic growth, provide the predominant form of external
financing for small and micro enterprises, and reduce poverty.

Acknowledging the importance of semi-formal MFIs in serving the poor who have limited access
to formal MFlIs, this study focuses on semi-formal MFIs by referring to selected SACCOs and
BRAC Tanzania, a non-governmental international development organization, as representative of
semi-formal MFIs. Several academic studies discuss various topics regarding semi-formal MFIs but
a gap in this area still remains in the literature. Most publications on Tanzanian semi-formal MFls
focus on the impact of financial services on borrowers’ livelihood, business, and other aspects, such
as women’s empowerment. However, the author has found only few publications focusing on
institution-side factors. Therefore, to the best of the author’s knowledge, there are no studies on
Tanzanian semi-formal MFIs that focus on both NGOs and SACCOs using institutional and
members’ data to assess the performance of these institutions. Another unique aspect of this study is
that it uses various performance indicators, such as outreach, efficiency, repayment performance, and
its determinants.

1.2. Objectives of the Study

The main objective of this study is to examine the performance of semi-formal MFIs, to offer
suggestions for their future improvement. More specifically, this study aims to: 1) understand the
financial services selected SACCOs and of BRAC Tanzania, 2) examine the outreach and efficiency
of the selected SACCOs and BRAC Tanzania, 3) assess the repayment performance of the BRAC
Tanzania group lending program, 4) examine the factors that determine the repayment performance
of BRAC Tanzania group lending program; and 5) assess the functions of the groups used by BRAC

Tanzania.

2. Study Area, Sample Selection, and Data Collection Methods
2.1. Study area

The study area is the Arusha region, one of the 31 administrative regions located in the
north-eastern part of the country. According to the 2012 census data, the region had a population of
1.7 million people, with 67% living in rural areas and 33% in urban areas. The majority of the

residents work in farming (38%) and livestock keeping (16%). The region is economically important
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to the nation in terms of GDP per capita TShs—1.3 million and ranked third in Tanzania. Its
contribution to the country’s national GDP in 2012 was 4.8%, making it the seventh largest
contributor. Currently, semi-formal MFIs are actively providing financial services in the region. The
Arusha region ranks second in the number of SACCOs and leads in the number of BRAC Tanzania
branches.
2.2. Data

This study used both primary and secondary data. The primary data were collected through
observations, interviews, and questionnaires during different periods between 2015 and 2019. The
interviews and questionnaires were conducted with various BRAC Tanzania and SACCOs key
informants and BRAC Tanzania members. The secondary data were obtained from reports and
financial statements of the two representative semi-formal MFlIs.
2.3. Sample Selection

The analysis of the performance of the selected SACCOs and BRAC Tanzania is based on
different samples. In analyzing performance in terms of outreach and efficiency, three representative
SACCOs (Nanenane Women, Krokoni, and Umatama) were selected from the roster of SACCOs
operating in the Arusha region. While selecting, the following criteria were used: (i)
community-based, (ii) have a long-standing operating experience (five years or more); and (iii) large
amount of outstanding loans compared to other SACCOs in the region. In analyzing the repayment
performance of BRAC Tanzania group lending, ten groups from the Tengeru branch, one of the
BRAC Tanzania branches in the Arusha region, were randomly selected. The questionnaires were
administered to 177 members. Lastly, to empirically assess the factors that determine the repayment

performance of the BRAC Tanzania group lending, 183 groups were randomly selected.

3. Financial Services of the Selected SACCOs and BRAC Tanzania

Before examining the performance of the selected SACCOs and BRAC Tanzania, it is important
to understand the main financial services they provide. The main financial service provided by the
selected SACCOs, as well as BRAC Tanzania, is loan provision. The types of loans provided include
business, emergency, general purpose, microfinance, and small enterprise loans. BRAC Tanzania’s
loans are specially designed for poor women. All the loans provided by these institutions are
individual loans, with the exception of BRAC Tanzania’s microfinance loans which are offered to
groups. The minimum loan amounts appear to be almost the same for the selected SACCOs and
BRAC Tanzania (ranging from USD 47 to 94), with the exception of BRAC Tanzania’s small
enterprise loans. The maximum amount of the loan varies among the selected SACCOs depending

on client type. These loans are either short-term (less than one year) or mid-term (more than one year
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but less than two).
In addition to the provision of loans, the selected SACCOs accept savings from members. This is
in contrast to BRAC Tanzania, which is barred from intermediating savings, due to the country's

legal restrictions.

4. Performance of the Selected SACCOs and BRAC Tanzania
4.1. Outreach

Outreach is one of the goals of MFIs and can be defined as the number of poor clients reached for
financial services by an institution. The outreach performance of the selected SACCOs and BRAC
Tanzania was analyzed in terms of the expansion of credit. The number of members, outstanding
loan amount, and average loan size are used as proxies for outreach. The selected SACCOs and
BRAC Tanzania show significant growth in the number of members, outstanding loan amounts, and
average loan size over the reference period, although they exhibit different rates of growth. This
growth is an indicator of outreach success. The growth in the amount of outstanding loans for the
selected SACCOs was higher than that of BRAC Tanzania, as the selected SACCOs were more
commercially- oriented whereas BRAC Tanzania’s mission is to focus on helping poor women.

4.2. Efficiency of the Selected SACCOs and BRAC Tanzania

Efficiency is a measure of how well an MFI controls its costs. Costs here refer to operating costs,
such as employees’ salaries, rents, and travel and building costs. Efficiency is analyzed by using the
expenses over the average outstanding loan amount ratio. The main reason for this choice is the link
between expenses and interest rates. An increase in an MFI’s expenses will lead to a rise in its
interest rates, which will then increase the borrowers’ repayment burdens. However, if the MFI is
able to reduce its expenses, it can also reduce its lending rate or increase its surplus, which adds to its
profit. Given the link between expenses, interest rates, and profits, the analysis includes two other
measures: interest revenue and the surplus to outstanding loans ratio.

In the descriptive analysis, a trend can be observed in the efficiency ratios. This trend shows
whether or not there is an efficiency gain. The results from the indicators related to expenses show an
unclear trend for the selected SACCOs and BRAC Tanzania, which may suggest that there was no
efficiency gain over the reference period. However, the results do show notable differences between
the selected SACCOs and BRAC Tanzania. First, the average interest rate charged by the selected
SACCOs, expressed as the ratio of interest revenue to outstanding loans, was considerably lower
than that charged by BRAC Tanzania. Second, the selected SACCOs’ cost indicators were lower than
those of BRAC Tanzania. The observed gap is caused by the difference in the loan amounts offered

by the selected SACCOs and BRAC Tanzania. BRAC Tanzania, on average, offers loans of a smaller
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size than those offered by the selected SACCOs, which involves high transaction costs.

The descriptive results show that efficiency did not improve over time. To confirm this, a regression
analysis was conducted. The first hypothesis was that time plays a significant role in the efficiency of
semi-formal MFIs in Tanzania. The second hypothesis was that the average loan size and the loan to
asset ratio have a negative relationship with expenses per loan. The loan to asset ratio measures the
share of the MFI’s assets allocated to its lending activities. Assuming economies of scale, economies
of full capital utilization, and efficiency gain over time, negative signs were expected for all the
parameter estimates. As expected, the cost per loan and loan size were negatively related and
statistically significant. Furthermore, the cost per loan and loan to asset ratio were negatively related
and statistically significant, which was also as expected. This implies that if capital is not fully
utilized, the cost increases. The cost per loan and time were positively related but not statistically
significant. This was contrary to the hypothesis and implies that time was not a significant factor

contributing to efficiency in the analysis period.

4.3. Repayment of BRAC Tanzania’s group lending
4.3.1 Characteristics of BRAC Tanzania’s group lending

Repayment of loans is an important measure of the success and sustainability of MFIs. In this
section and the following one, the discussion will be restricted to BRAC Tanzania due to data
limitations. One of the important features of BRAC Tanzania lending is group lending. This involves
individuals without collateral who form groups to obtain loans from a lender. BRAC Tanzania
groups are formed after research is conducted by community organizers or (commonly known as
credit officers) in the targeted area. Interested individuals are instructed to form groups. The
eligibility criteria are: (i) the applicant must be female, (ii) in rural areas, the applicant has to remain
a permanent resident whereas, in urban areas, she must have had residency in the area for at least
three years, and (iii) the applicant must be willing to abide by BRAC Tanzania’s principles, such as
attendance of weekly meetings, on-time repayment, and admission fees payment. Groups start with
20-30 members when they are formed. However, some grow in size when new members are
admitted whereas others shrink due to dropouts. New members can join the group through a
recommendation or introduction from a current member. The most important criterion for selecting
new members is simply whether current members know the person well. If a woman lives in the
same place, works in the same place, conducts the same business, or has a close relationship with
current members, then there probably is no obstacle to her joining the group. Of course, there are
some people wanting to join the group that get rejected.

According to the survey of group members, the maximum loan amount obtained by the members
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of the surveyed groups was USD 982, with the average loan amount being USD 375. All loans are
short-term and repaid on a weekly basis. The lending interest rates for 20- and 40-week loans are
13% and 25%, respectively. Members reported various uses of the loans, including the purchase of
stocks for retail businesses, education expenditure, and construction among others.

4.3.2 Repayment of BRAC Tanzania’s group lending

To understand the repayment performance of an MFI, it is important to understand its loan
classification. According to BRAC Tanzania loan classification, loans are overdue when one or more
installments (i.e., both the principal and interest) have not been paid on time. “On time” in this
context refers to the exact date as stipulated in the loan agreement given to the member at the time of
disbursement.

In this study, repayment performance is measured by three financial ratios: the proportion of the
portfolio that is overdue (arrears), the proportion of the portfolio that is overdue by over 30 days
(portfolio at risk), and the percentage of the loan portfolio that is written-off. For group members,
repayment performance is measured as the percentage of members with or without any repayment
delays or defaults.

The results show that the averages of all three ratios used were less than 5%, implying that
approximately 96% of all loans are recovered. From the perspective of group members, there was a
delay in only three loans, which represents 0.9% of the total loans; no defaults were recorded. This
result implies that BRAC Tanzania has achieved high repayment performance.

4.3.3. Determinants of Repayment in Group Lending: Empirical Evidence from BRAC
Tanzania

The theoretical literature on microfinance has proposed numerous models to explain how the
group lending approach works before and after the loans’ disbursement. Before the disbursement,
most lenders face the problem of adverse selection. In principle, group lending can mitigate this
inefficiency by encouraging applicants to self-select the best partners. It is expected that borrowers
from the same village have sufficient information about the incomes, repayment capacities, and
creditworthiness of neighboring households, and that they will use this information to form
homogeneous groups. However, after the loan disbursements, the MFIs may be confronted with
moral hazards and enforcement problems. Under the threat of being excluded from future loans if
one group member defaults, the group has the incentive to monitor their peers to use the loans in
profitable ways and to exert pressure to make a potential defaulter reconsider his or her decision.
Further, each member will support the others if they face repayment difficulties.

Several empirical studies have tested the validity of this theory and highlight the importance of

different measures, such as peer screening, peer monitoring, peer pressure, social ties, and other
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factors, in examining repayment performance. Some of the empirical results confirm the commonly
held beliefs whereas others do not. The influences of different determinants of loan repayment vary
from country to country, depending on the local conditions and cultural peculiarities. This study aims
to contribute to the literature on the influence of various determinants of loan repayment
performance in Tanzania by conducting an empirical analysis.

In the empirical analysis, a logit regression was applied to estimate the effects of the determinants
of repayment performance. The dependent variable is a measure of repayment performance,
represented by the overdue variable. The latter is a dummy variable that equals one if a group had
any member with overdue amounts and zero if the group has no member with overdue amounts (paid
all installments on time) at the time of the survey. The independent variables are grouped into six
categories: peer screening, peer monitoring, peer pressure and sanctions, social ties, joint liability,
and control variables. Peer screening is a dummy variable that indicates whether the group has ever
rejected an applicant. The peer monitoring category has five proxy variables: distance between group
members, number of hamlets/streets relative to group size, percentage of members who work at the
same place, a dummy variable indicating whether the group has internal rules, and group size. Peer
pressure and sanctions have two proxies: percentage of excluded stubborn or defaulted members, and
a dummy variable indicating whether the group has ever seized a member’s property. Social ties are
measured by the percentage of relatives in the group. Joint liability is measured by two proxies, both
dummy variables: one indicating whether the group has ever contributed to another member’s
repayment and one indicating whether contributing to another member is compulsory. Five control
variables were used: percentage of members who are married, percentage of members with
permanent residence, a dummy variable indicating whether the group is located in a rural area, age of
the group, and a dummy variable indicating whether an outside guarantor cooperates to ensure the
loan’s repayment. Three types of results are presented: results based on the total sample, on urban
groups only, and on rural groups only.

The logit regression results confirm as well as contradict the views generally stated in the
literature. The contrast between rural groups and urban groups in the estimation is noteworthy. In
urban groups, joint liability appears to be a significant factor in reducing overdue amounts. In rural
areas, however, joint liability has no significant effect in reducing overdue amounts. In rural groups,
peer screening decreases the likelihood of having overdue amounts; however, the effect in urban
groups is nonsignificant. In the survey area, it was observed that in rural areas, members tend to
know each better than members in urban areas. The results seem to provide some evidence that in
contexts where people are well-acquainted with one another, peer selection is helpful in mitigating

adverse selection issues and improving group lending repayment rates.
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Another factor, the percentage of members with permanent residence, was significant in both
urban and rural groups. However, it was positively and negatively related to overdue amounts of
urban and rural groups, respectively. This implies that, in urban groups, having a large number of
members with permanent residence in the group increases the likelihood of having overdue amounts,
whereas, in rural groups, it decreases the likelihood of having overdue amounts. This can be
explained by the fact that having permanent residence can be one of the factors determining whether
credit can be obtained from other lenders, especially in urban areas where there are many alternative
sources of credit. Most of the lenders, including BRAC Tanzania, prefer members with permanent
residence. Having other credit options or the ability to borrow from different sources can lead to
multiple borrowing, which can increase the chances of having overdue amounts. BRAC Tanzania
forbids borrowers from obtaining loans from other institutions but during the qualitative interviews
with members and staff, it was reported that some members, especially in the urban areas, had
repayment problems because of other loans from other institutions.

As regards peer monitoring, two variables were significant: the percentage of members who work
at the same place and group size. The signs of both these significant variables were as expected.
However, the variable percentage of members who work at the same place was only significant in the
total sample whereas group size was significant in the total sample and the urban and rural groups’
samples. Members who work at the same place may easily monitor each other, reducing overdue
amounts. As expected, as groups increase in size, monitoring and enforcing become more costly and
less effective. This implies that the smaller the group size is, the lower is its likelihood of having
overdue amounts.

Another factor that is significant in reducing overdue amounts is the high percentage of married
members in the group. This result indicates that intra-house exchanges play an important role in
microcredit, as group members may, at times, rely on their partner’s support for loan repayment. The
cooperation of the outside guarantor is also a significant factor in reducing the likelihood of having
overdue amounts. The results imply that if the outside guarantor cooperates in case of a problem
related to the borrower, the overdue can be reduced, and repayment can be improved. In the study
area, some of the outside guarantors cooperated with credit officers and group members in the follow
up if there was a problem related to the repayment. Generally, in some cases, the outside guarantor
may pay the debt. The results failed to prove the significance of peer pressure and social ties in

ensuring loan repayment, as discussed in the group-lending theory above.

5. Conclusion

This study focuses on various aspects of performance by using selected SACCOs and BRAC

,8,



Tanzania as representative semi-formal MFIs. In discussing their performance, this study first
examines the outreach of the selected SACCOs and BRAC Tanzania in terms of credit expansion.
Second, the study analyses the efficiency of the selected SACCOs and BRAC Tanzania in terms of
operating costs. Third, it examines the repayment performance of BRAC Tanzania group loans and
finally, it empirically assesses the factors that determine repayment performance and functions of
BRAC Tanzania’s groups. In analyzing the performance of these semi-formal MFIs, financial
statements, reports, and data collected from field surveys in the Arusha region were used.

The study finds notable differences between the selected SACCOs and BRAC Tanzania in various
aspects. First, the selected SACCOs offer both credit and saving services, whereas BRAC Tanzania
offers only credit services; this is because NGO MFIs in Tanzania are not allowed to accept savings.
Second, the selected SACCOs lends to individuals, whereas BRAC Tanzania uses group lending.
Third, BRAC Tanzania offers loans of smaller amounts than those by the selected SACCOs. Fourth,
the interest rates charged by BRAC Tanzania are considerably higher than those charged by the
selected SACCOs. Fifth, BRAC Tanzania has higher operating costs than those of the selected
SACCO:s.

Regarding performance, the study finds that the representative semi-formal MFIs are successful in
increasing outreach through credit expansion. Although BRAC Tanzania is barred from accepting
deposits by regulations, SACCOs’ members benefit from access not only to credit services but also
to deposit facilities. The difference in the level of outreach between BRAC Tanzania and the selected
SACCOs reflects the difference in their target clients, business orientation, and mission. The selected
SACCOs serve members who are united by a common bond, providing them with larger loans
whereas BRAC Tanzania mainly focuses on poor women. The selected SACCOs are also diversified
in various aspects, such as their target clients, types of loan, and loan amounts and durations, which
suggests that the selected SACCOs serve a wider variety of clients.

In discussing efficiency, descriptive and empirical analyses were used. Based on the descriptive
analysis, the study did not find a clear trend in terms of efficiency for the analysis period. To confirm
this, a regression analysis was conducted. The results show that operating costs did not decrease over
time, implying that there was no efficiency gain, possibly due to a lack of cost reduction innovations.
However, BRAC Tanzania had higher operating costs than those of the selected SACCOs. The
observed difference was caused by the difference in the loan amounts offered by the selected
SACCOs and BRAC Tanzania. The latter, on average, offers small-sized loans compared to those
offered by the selected SACCOs and managing very small-sized loans involves high transaction
costs. Due to its higher operating costs, BRAC Tanzania charges higher interest rates than the

selected SACCOs.



Using the case of BRAC Tanzania group lending, the study finds that BRAC Tanzania has
achieved high repayment performance. This constitutes proof that even the poor can repay their loans
on time when the appropriate mechanisms are in place.

To examine the determinants of the repayment performance in the BRAC Tanzania group lending,
a logit regression was used. The results confirmed as well as contradicted the general views stated in
the literature. Peer pressure and social ties in the groups show no significant effects on improving
repayment performance. This is contrary to what the theory would predict. The implication of this
result is that social ties and group pressure are not necessary for the loan repayment performance of
groups in BRAC Tanzania’s group lending program.

Groups located in different areas appear to enforce repayment within their membership in different
ways. In urban groups, repayment rates are improved primarily by joint liability. For groups located
in rural areas, where information can be obtained at low cost, peer screening is an important factor in
improving the repayment rates. The group functions also differ according to the location. In rural
areas, peer screening and peer monitoring show significant effects, whereas, in urban areas, only peer
monitoring exhibits a significant effect.

Considering all the results above, semi-formal MFIs in Tanzania still face several challenges. The
two representative semi-formal MFIs in this study fail to achieve efficiency, and BRAC Tanzania
continues to charge higher interest rates than SACCOs due to the high operating costs of providing
small loans. Given the results above, this study suggests that semi-formal MFIs institutions can
improve their efficiency by adopting innovative methods for reducing their operating costs. In the
case of BRAC Tanzania group lending, this study recommends that it is necessary for BRAC
Tanzania to differentiate between the urban and rural groups when formulating its policies. Some of
the mechanisms that ensure success differ depending on the location.

Based on the findings, this study has the following policy implications: The representative
semi-formal MFIs differ despite the fact that they fall under the same category. Their differences
include their institutional structures, products, and target clients. This study, therefore, suggests
diversification of the underlying regulations to address the differences in operations and services
offered by semi-formal MFIs. Furthermore, the representative semi-formal MFIs fail to achieve
efficiency. Greater attention must be paid to reducing operating costs and enhancing efficiency so
that a large proportion of the poor can be served by semi-formal MFIs. It is important for the
government to support and create an environment that encourages innovation in the financial systems.
Such support can include investment in infrastructure or in innovation that aims to achieve a
cost-effective provision of financial services. The results suggest that even poor borrowers can pay

back their loans reliably and on time. For this reason, the government should encourage and promote
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broader participation of other MFIs, especially formal MFIs.
Due to the data limitations, this study focuses mostly on BRAC Tanzania and not as much on
SACCOs. Future studies should consider discussing SACCOs, focusing on loan repayment and

savings mobilization.
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