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Overview

The Tanzanian economy experienced a significant acceleration over two decades, growing at a
compounded annual growth rate of 6% between 1998 and 2018. Within the context of such a
positive performance, it is noteworthy that the manufacturing sector did not increase its share of

gross domestic product (GDP), which lingered below 10% throughout the same period. The formal
manufacturing sector is capital-intensive and highly productive but stagnant, while employment in
Tanzania remains concentrated in agriculture and i to a lesser degree i services. Despite having
attractive nearby opportunities for diversification, manufacturing exports are unsophisticated and

their contribution to the export basket remains small. This study deploys the Growth Diagnostic
framewor Kk wi t hin Tanzaniads manufacturing d$thetor
reasons why the country has failed to achieve its industrialization goals.

Growth Diagnostics is a methodology initially proposed by Hausmann, Rodrik, and Velasco (2008)
as a framework to prioritize reforms that address the most pressing constraints preventing growth.
The authors proposed a simple framework where investment and economic growth are
determined by the returns to factor accumulation, the appropriability of these returns and the costs
of financing. In a world where production factors tend to be more complements than substitutes,
the factor in the shortest relative supply i the most binding constraint i is the one with the highest
estimated growth payoff and shall be prioritized within the allocation of policy attention and
government resources. The framework has evolved into a set of data-driven tests examining all
key production inputs, including finance, human capital, infrastructure, government failures at the
macroeconomic and microeconomic level, as well as coordination and information failures.

Growth Diagnostics exercises are better conceived as iterative processes, fertile ground for active
collaboration among domestic government, private stakeholders, and technical experts. Data-
driven insights and findings derived from econometric analysis are successively discussed, until
a common diagnosis and an internally consistent policy plan is reached. In this study, we have
deployed the Growth Diagnostic framework to identify the most binding constraints within the
manufacturing sector in Tanzania.

Growth diagnostic findings

The most binding factor constraining returns to investment in manufacturing in Tanzania
is the availability and quality of electricity supply. Electricity is the number one challenge
faced by large firms, as electrical outages are frequent and expensive for the manufacturing
sector. Firms plan their production schedules and decide on plant locations based on power
reliability. Yet the country has specialized in manufacturing subsectors more intensive in the use
of electricity because tax and trade policies have been used to partially offset the infrastructure
challenges. Moreover, there is significant evidence suggesting that investments in electricity
generation have somewhat reduced this constraint over time, and there is a pipeline of new
generation projects that 1 if completed successfully i could further alleviate it. In terms of other
infrastructure, Tanzania seems to have made significant strides in improving the quality of
transportation and communications, and while there are some inefficiencies and room for
improvement 1 especially related to air transportation 7 the country does not seem to be
performing worse off than its peers.

Microeconomic failures such as access to land, labor regulations, and red tape seem
particularly relevant for international investors and exporters. Despite its low level of income,
formal wage levels in Tanzania are not a competitive advantage to attract international investment.
The taxation system is stuck in an equilibrium with relatively higher tax rates, a plethora of
exemptions, and low tax collections. Land acquisition is particularly complicated for foreign
investors, as the current legislation does not allow direct ownership. Moreover, the implementation
of Export Processing Zones (EPZ) and Special Economic Zones (SEZ) has failed to provide
serviced land, and in practice have had little impacts, with many firms in these zones facing
steeper regulatory burdens. As foreign investors and export manufacturers are crucial for
manufacturing growth, these constraints to their returns are particularly relevant. Other
microeconomic failures, such corruption and crime, macroeconomic failures such as inflation and
exchange rate volatility, and market failures, are all discarded as potential constraints.
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Our diagnostic tests indicate that access to finance is not the most binding constraint in
Tanzania today. Sectors less intensive in the use of finance do not seem to be thriving, but rather
the opposite. Tanzania is surprisingly capital-intensive for its level of income, and the segments
of the broader economy and manufacturing sector that are more intensive in finance tend to be
larger and grow relatively faster, incentivized by tax and trade policy. Most tellingly, changes in
the cost and supply of finance through time are not associated to corresponding changes in
investment or output, neither for the economy nor for the manufacturing sector.

This does not mean that all/l i s weThnzania enjoyshleighc ount r
savings rate, but those savings do not make it into the financial system. Given that capital flight is

neither significant nor persistent in Tanzania, that is likely a result driven by the large cash-based

informal economy. That results in low levels of credit to the private sector despite a reasonably

competitive banking system. Real interest rates are persistently high, and the limited supply of

credit is a common complaint of firms in the country. This is particularly harmful to smaller firms

who can't finance internally through retained earnings or tap into foreign savings. Improvements

to financial intermediation and access to international finance would address what may become

a binding constraint in the future, when restrictions associated to electricity supply are released

and demand for investment in manufacturing resumes.

While we have uncovered evidence suggesting that the manufacturing sector requires an
increased supply of workers with vocational training and continued access to skilled
foreign workers, human capital is not holding down returns to investment in
manufacturing. Educational attainment is expanding but returns associated to schooling are
shrinking and are particularly low in the manufacturing sector. The unemployment rate among
those with secondary education is high, and for those with tertiary education is rising quickly in
the face of increasing supply, indicating that lack of demand for skills might be more of a problem
than insufficient supply. Moreover, the availability of skills is one of the least-mentioned constraints
in Tanzanian business surveys. Fewer firms are offering their own training to compensate for
insufficient public training, and there is no relationship between sector dynamics and educational
attainment.

In terms of investorsd ability to appr«rpngésat e t h
evidence points to the role of trade policy in compensating firms for other constraints.
Taxation is relatively higher on | abor and | ower

relative labor abundance and towards scarce capital. This is reinforced by trade policy which
supports capital and electricity-intensive firms, which thrive in the protected domestic economy
while remaining uncompetitive in international markets. Such a policy also increases operating
costs for other local firms wh o ¢ an 0t -castimputsr Thesd set wfgalicies go a long way
in explainingthepuzzl i ng features of Tanzaniabs economy

Tanzaniads Manufacturing Syndr ome

The structure of Tanzaniabds manufacturing sector
inward-oriented policies. We have uncovered significant evidence suggesting that import
substitution (now referred to as flocalizatonc ont i nues to be at the core
policy and shapes the incentives for the manufacturing sector today. The subscription to
international agreements and trade blocks coexists with an environment that imposes a high

regulatory burden on trading industries and restricts trade by means of tariff and non-tariff barriers,

achieved by filing numerous exceptions to those treaties to protect individual products and entire

domestic industries.

Tanzania has managed to develop an inward-oriented manufacturing sector that has made
a significant contribution to employment and value added, but remains uncompetitive from
an export standpoint. Higher degrees of protection for sub-sectors within manufacturing are
associated with higher contributions to value added but lower contributions to exports. The
problem is not the efficiency of these policies to deliver growth in the past, but rather that a) the
space for further manufacturing growth through import substitution industrialization (ISl) is small
and insufficient to meet the stated goals in terms of structural transformation and share of
manufacturing in GDP, and b) growth has been concentrated among a small humber of highly
productive capital-intensive firms that have added few new employment opportunities.
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Protective policies are biased towards energy and capital-intensive sectors and display a
clear anti-export bias. Sectors that enjoy higher levels of protection and represent large shares
of value added tend to be more capital intensive and display a moderate-to-high intensity in the
use of energy. That, in turn, helps to explain the findings of Diao et al. (2021), who documented
that the most productive firms in Tanzania are capital-intensive but do not expand employment,
whereas the least productive firms within manufacturing did manage to create employment but at

low levels of wages. Theenergyandcapital-i nt ensi ve bias of Tanzani

because these are two areas that display significant symptoms of being binding constraints.

Aside from these areas, there are also challenges to appropriability of returns coming from
government failures, particularly microeconomic risks from taxes, red tape, and land
availability. The signals for these constraints are not as strong as for electricity, but they seem
particularly binding for international investors and exporters and appear to further orient
production towards inwardly focused sectors that are capital- and electricity-intensive 1 in a labor-
abundant country with expensive finance and electricity shortages.

Efforts to promote export competitiveness in the manufacturing sector by means of EPZs
and SEZs have failed to address the underlying constraints and resulted in significant
corporate and withholding tax holidays for protected firms. EPZs and SEZs were established
with the goal of promoting investment and exports and offered various benefits that included 10-
year corporate and withholding tax holiday, VAT exemptions on raw materials and utilities, on-site
customs inspection, eased immigration processes for high-skill foreign workers, unconditional
transferability of profits, and access to one-stop-service centers. The most important constraints
firms were facing i access to reliable electricity, serviced land, and relief from excessive
regulatory burdens i have not been addressed by these zones, and according to various sources,
even deteriorated in the case of red tape. In time, many firms have filed and become SEZs as
stand-alone units, allowing them to benefit from tax benefits without either contributing to
promoting economies of agglomeration nor increasing exports.

Failure to address the most binding constraints has in turn created a rationale for
upholding protection, which in turn reinforces the capital and energy-intensiveness bias
of the manufacturing sector. While protective trade policies have enabled firms to thrive in the
domestic market, the persistence of the constraints identified renders them less competitive in the
international arena. That persistence requires continuous protection for these firms to survive in
the face of otherwise cheaper imports, and for government to maintain current domestic value
added and employment in manufacturing. As a result, Tanzanian manufacturing remains
uncompetitive in global markets, unable to tap into international demand to further growth and to
move away from current patterns of protection. These trends have led to a stable but inefficient
equilibrium, where growth and productivity are highly constrained by the size of the domestic
market but must be maintained because of the high potential social and economic costs of lifting
trade protection.

General policy recommendations

1 Rethink the incentives provided to manufacturing firms and craft an internally
consistent plan to articulate the various relevant policy elements. The strategy should
consider the manufacturing sub-sectors in Tanzania with the highest export growth potential
and the most binding constraints that are preventing investment in these sectors. There are
examples of countries that have protected selected industries without creating an anti-export
bias. Thus, the strategy might not necessarily imply the rapid removal of tariff and non-tariff
barriers, but it does entail revising what sectors are protected and what are the set of
underlying incentives that are consi stent with Tanzani ad
structural transformation.

1 Inrevising the incentives framework, the government must strike the right equilibrium
and make parallel progress along two distinct policy dimensions. On the one hand, it
must remove or alleviate the electricity constraints that are endemic to all manufacturing
sectors as well as other constraints that might be hindering productivity in specific sub-
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sectors, such as access to serviced land, finance, regulatory inefficiency, and red tape. On
the other hand, it must consider gradually phasing out tax holidays and trade protections that
were putin place to compensate domestic producers for those constraints as they are lifted.
In the process, some additional incentives could be provided such as eliminating tariffs on
intermediate inputs for exporting manufacturing firms.

As these issues are hard to address at the country level, special economic zones have
the potential to become complete solutions for export-oriented investments.
Government efforts should be focused in implementing effective interventions to address the
shortcomings identified in the 2019-2024 Strategic Plan for EPZA.

0 Target high-export growth potential sectors: We provide an initial roadmap
based on the Economic Complexity framework, prioritizing clusters on chemicals
(including plastics in primary forms, lubricants, polyamides, hydraulic fluids, make-
up preparations, dental hygiene products, and cleaning products, among others),
machinery and equipment (manufacture of machinery for mining, quarrying and
construction, pumps, bearing, gears, among other products), medical instruments,
and textiles.

0 More and better electricity: It is important to secure the provision reliable and
competitive electricity supply that affects manufacturing more broadly, plus
other factors of production that might be hindering the prospects of specific sub-
sectors. The most successful examples of these type zones tend to incorporate
private investors either as direct owners of the zones or by means of term-
concessions, granted by open bids that uncover information and reduce the
likelihood of mismatches between the allocation of zones and availability of specific
inputs, such as labor (skilled or unskilled) and trade infrastructure.

o This initial roadmap must be validated with domestic stakeholders and can
potentially be filtered by criteria that is relevant to the specific context of
Tanzania. Two obvious candidates are: 1) Electricity intensity: While the country
completes the investment and regulatory framework required to remove the
electricity constraint, it is wise to prioritize manufacturing industries that are less
intensive in the use of energy, and 2) Environmental equilibrium: To promote
manufacturing industries that are consistent with environmental standards, the
environmental metrics at the product level coming US Environmentally Extended
Input-Output (USEEIO) matrix can be used.
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1. Growth trajectory

Tanzania is a lower middle-income country in Eastern Africa that has achieved strong
growth and macroeconomic performance over the past two decades. Tanzani abds r
economic growth success follows a lengthy period of transformation and an economic history
characterized by three different periods. From independence in 1964 the country adopted a
socialist model with heavy state intervention and ownership. In the 1970s and the beginning of
the 1980s Tanzania experienced a period of economic decline owing to the fall in commodity
prices, oil price shocks, and the war with Uganda (1979-1980). In 1986 the country initiated a
series of economic reforms, including a reduction in state ownership and involvement and some
limited market liberalization. In the 1990s Tanzania accelerated its path towards market-friendly
reforms opening the economy to international trade, liberalizing the financial sector, and unifying
the exchange rate (Nord et al., 2009). A significant growth acceleration ensued, starting in 1998
and averaging 6% in real terms for the following two decades (Figure 1). As it happened to other
countries in the region, the favorable growth rates recorded in recent decades have been
supported by favorable commodity prices, public investment in infrastructure, and the rise of the
service sector (WTO, 2019). During this period, the country also achieved strong macroeconomic
stability due to prudent macroeconomic reforms including control of inflation, fiscal consolidation,
liberalization of the financial sector, the creation of a market-oriented regulatory framework, and
public fiscal management, among others (Dinh et al., 2013).

Figurel: Real GDP growth;\8ars moving average
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Source: Own elaboration using WDI data.

GDP per capita growth has decelerated, mostly driven by the increasing population. The
population of Tanzania has also been growing rapidly over the past two decades. The growth rate
went from 2% in 2000 to 3.5% in 2016. It declined to 3% in 2021 but remains higher than most of
its peers! and the Sub-Saharan regional average of 2.6%. As a result, GDP per capita has grown
at 3% over the past twenty years. Compared to
higher per capita growth than Uganda (2.6%), Kenya (1.6%), and South Africa (1%), but lower
than regional peers Ethiopia (5.6%) and Ghana (3.3%), and lower than East Asian comparators
Cambodia (5.3%) and Vietnam (5.2%)?2. Projections by the World Bank indicated that if the country
maintains both growth in GDP and population, by 2025 the GDP per capita would reach the current
level for Ghana and Kenya, and well below the current levels of Indonesia, Thailand and South
Africa (World Bank, 2017).

! Tanzania is the second highest country in terms of population growth rate, just below Uganda with a population
growth of 3.2% in 2021.
2 See Appendix 5: GDP per capita, Tanzania and peers.
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The economic reforms came associated with growth in both private and public investment.
This was consistent with a period beginning in the middle of the 1990s marked by comprehensive
reforms and the lifting of some constraints, particularly the deregulation of the banking sector,
which increased the available capital for domestic private investment. Interestingly, even though
private investment represents almost 60% of total investment, the boom over the most recent five
years has been driven mostly by public investment. Public investment grew from 7% in 2015 to
18% in 2021, driven by investment in transport and energy infrastructure (World Bank, 2017).
Meanwhile, private investment has remained constant (Figure 2).

Figure2: Gross capitdormation
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Source: Own elaboration using WDI data.

While the level of investment remains high, FDI has decreased in recent years and remains
at levels lower than three decades ago. FDI also rose following the reform period from 1.4 to 6
percent of GDP between 1998 and 2010 but plummeted by 2020 to 1 percent of GDP. This is a
more general phenomenon recorded in all commodity-concentrated exporters following the end
of the commodity super-cycle. Tanzania is clearly in this group along with most regional peers,
and has not become a destination for manufacturing-focused FDI which is more resilient to
commodity price cycles, as can be seen in countries like Vietnam and Cambodia (Figure 3).

Figure3: FDI as % of GDPanzaniaand peers

Source: Own elaboration using WDI data.
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Tanzaniads growth acceleration was -cacleg2005R014.1 ed by
T a n z a exp@td ase dominated by primary commaodities, while oil represents a relevant share

of imports®. As in other countries in the region, the super-commodity cycle stimulated growth from

the early 2000s to 2014. The price of gold increased steadily from 2004 to 2012, experiencing a

steep decline of 30% in 2013*. The deterioration in the terms of trade in Tanzania experienced in

2012 is consistent with the decline in the GDP growth evidenced from 2013 onwards (Figure 4,

Panel A, and Figure 1). Yet, the negative impact coming from the decline in commodity prices was

lower in Tanzaniathaninot her countries in the region. Tanzan
than 5%) in terms of trade is explained by the decrease in the price of gold, but as an oil-importing

country, it was less affected than other oil-exporter countries in the region (World Bank, 2015).

The end of the commodity super-cycle coincided with a reduction of the current account deficit,

as lower oil prices affected imports more significantly than the decrease of gold prices affected

exports,r esul ting in a r decnsoferady (IMFf2018)anzani ads

Figured: Terms of tradt
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Source: Own elaboration using WDI data. Note: The net barter terms of trade index is calculated as the percentage
ratio of the export unit value indexes to the import unit value indexes, measures relative to the base year 2000.

In the last decade, economic growth on the supply side has been primarily driven by an
expansion of the services sector, followed by agriculture and construction. Figure 5 shows
that services, agriculture, and construction account for the largest share of GDP (Panel A) and
are the sectors that contributed most to GDP growth in the last decade (Panel B). While it is true
that the manufacturing sector has almost doubled in absolute size in the last eight years (Panel
A), it is among the sectors that contributed least to the GDP growth, accounting for less than 1%
of GDP growth in the last decade (Panel B).

Tanzaniabs export basket has diversified, but i
minerals, and agricultural products. While the expansion of services exports (transport and

tourism) has been sustained since early 2000s, gold exports grew sharply starting in 2012 driven

by high prices but fell afterwards along with commaodity prices worldwide. Currently, both minerals

and services represent almost two thirds of the export basket, and agriculture products accounts

for approximately 20% of the basket. Manufacturing products (excluding basic metals as gold and

unrefined cupper) represent a small proportion of the exports, though its development has helped

the country to accommodate negative shocks on commodity exports (World Bank, 2017).

3 See country profile in the Atlas complexity webpage.
4 See gold historical gold prices in the following link.
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Figure5: GDP by subsector, constant 2015 prices
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Source: Tanzania National Bureau of Statistics.

While Tanzania has made strides towards structural transformation, agriculture continues
to dominate the economic structure to a degree much higher than observed in peers.
Urbanization rates almost doubled from 19% in 1990 to 36% in 2021. Fertility rates declined from
6.2 births per women in 1990 to 4.7 in 2020. Yet, fertility levels are still high in Tanzania compared
to peer countries and the international levels®. During this period the economy has become less
agriculture oriented. A g r i cshatetofuGDEe fdas declined from 42% in 1990 to 26% in 2021
(Figure 6), but remains higher in Tanzania when contrasted to peers and it is above the expected
value for its level of income (Figure 7, Panel A). Dividing the share of GDP and share of
employment for each sector we observe that the relative productivity for the agricultural sector
has slightly increased in the last two decades (Figure 7, Panel C). This was driven by the decline
in employment, as the share as percent of GDP has remained constant from the early 2000s
(around 26%). The decline in agricultural employment® was mostly offset by an increase in
employment the services sector, which has grown the most in terms of employment, going from
12% in 1990 to 28% in 2019. While the share of employment in industrial activities expanded
from 2.8% in 2000 to 6.5% in 2019 (Figure 6, Panel B), the increase in GDP has been less
pronounced, meaning the relative productivity of industry has declined (Figure 6, Panel C).

5See Appendix 6: Fertility rates and income level, 2021.

6The data used for this estimation is WDI, which defines agriculture employment using ILO standards. According to this
definition, the agriculture sector consists of activities in agriculture, hunting, forestry, and fishing, in accordance with
division 1 (ISIC 2) or categories A-B (ISIC 3) or category A (ISIC 4). This dataset contains information until 2019, and
the proportion of agriculture employment was 65% in 2019. The Integrated Labor Force Survey (2021) indicates an
updated number for 2021, indicating that 61.1% of the workers are involved in the agriculture sector (agriculture was
defined bythee mp | oy e e 6 susirg IStCuey 4 clagsifications).
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Figure7: Share of agriculture, Tanzia andpeers
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Growth in the manufacturing sector of Tanzania has not registered any significant take-off
and its share of GDP is now shrinking. Manufacturing value added as a percent of GDP has
remained relatively constant over the past three decades, increasing from 7% in 1990 to 8.4% in

2021 (Figure 8) .

t he

I'n 2021, manuf act ur ibelgvihe expebtedivadue gifen GDP  w &

countryés income, making Tanzania one of the
(Figure 8). In 2020 the sector employed approximately 150 thousand workers in firms with more
than 10 people, representing about 0.6% of total employment in the country’. The Census of
Industrial Production conducted in 2013 considered firms with less than 10 employees and
revealed approximately 260 thousand workers engaged in the manufacturing sector, representing
1% of the total employment in that year. Moreover, the share of manufacturing in total exports has
remained below 25% from 1995 to 2020, making Tanzania one of the countries with the lowest
manufacturing export shares in the peer group, well below the expected value given its income
(Figure 9).

"The

tot al

manufacturing sector empl oyménR)t was obtained from
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Figure9: Manufactures exports as % of merchandise expc
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Though new jobs have been generated by the manufacturing sector in recent years, they
have been mostly recorded by unproductive firms in the informal sector. According to Diao
et al. (2021), while in some Asian countries (Taiwan and Vietnam) the share of formal sector
manufacturing employment took off during their growth accelerations, in Tanzania the
employment expansion was recorded in small and informal firms from 1998 onwards (the period
in which the economy began to accelerate). As a result, there is a dichotomy in the current
composition of the manufacturing sector in Tanzania. On the one hand, large formal firms are
productive yet capital-intensive and do not create much employment. Meanwhile, employment
growth in manufacturing has been limited to small and informal firms that create jobs but are not
increasing productivity (and therefore wages). Consistent with Diao et al. (2021), we observe a
positive relationship between value added and gross capital formation per worker (Figure 10).

Report
GrowthDiagnostics and Competitiveness Study of the Manufacturing Sector in Tanza8a



FigurelQ: Gross fixed capital formation vs. value added in Z
Gross fixed capital formation vs value added in 2019, by manufacturing sub-sector
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Manufacturing exports have increased over the last decade, particularly to Sub-Saharan
Africa, yet most of the manufacturing output is sold in the domestic market. Net
manufacturing exports rose significantly in 2011, mainly due to the growth of basic metals (gold
and unrefined copper) and have remained relatively stable since®. The share of manufacturing
exports directed to the Sub-Saharan region has increased from 18% in 2000 to 34% in 2020
(Figure 11, Panel A). When excluding basic metals, we can observe more clearly that Sub-
Saharan Africa has increased its importance for Tanzania as an export destination, both in relative
and absolute terms (Figure 11, Panel B). Despi te thi s i ncrease i n
manufacturing sector remains highly focused on the domestic market, with sales to domestic
customers representing about 13% of GDP versus 2% for export (Figurel?, according to the
annual survey of industrial production (ASIP).

Figurell: Manufacturing exports, by destination

A. All manufacturing exports B. Manufacturing exports without basic metals
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Source: Own elaboration using UN Comtrade data. Note: The manufacturing sector was defined using ISIC definition.

8The database used for export composition is UN Comtrade data, which uses HS 92 for product classification. We
homologated the HS92 classification with ISIC rev 3 in order to classify products in the UN Comtrade data, and
mineral products (such as gold, and unrefined copper, among others) appear as part of the manufacturing sector.
ASIP and UNIDO do not consider those products part of the manufacturing sector.
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Figurel2: Manufacturing sales as percent of BC
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Within the manufacturing sector, Food and Beverages make up the largest share of
manufacturing in Tanzania as measured by employment, value-added, and contribution to
growth. Yet, when analyzing the manufacturing export basket, basic metals predominate,
accounting for more than 80% of total exports in 2020. Food and beverages represent almost
50% of manufacturing employment, followed by furniture, textiles, and non-metallic products
(Figure 13). Food and Beverages also represent about 60% of the total value added in the
manufacturing sector in 2019 and is the subsector that contributed most to the value-added
manufacturing growth in the past decade®. Yet exports are dominated by basic metals, which
accounted for more than 80% of the total exports in 2020 (Figure 14). The high proportion of basic
metals in the export basket renders Tanzania vulnerable to external shocks, especially to swings
in the price of gold in international markets. Furthermore, because of the large increase in the

share of gold and copper in exports, food and beverages in exports shrank from 57% of total
exports to less than 10% in the same period.

Figurel3: Employment and value added by subsec2620
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Source: Own elaboration using UNIDO database.

9 See Appendix 7: Contribution to MVA growth by subsector.
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Figurel4: Net exports compositiomanufacturing sector, Tanzania
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Source: Own calculations based on World Bank WDI and the Atlas of Economic Complexity database?®.

As the manufacturing export basket concentrates in basic mining and agricultural
products, the complexity of the export basket remains low. We use the Product Complexity
Index (PCI) to capture the sophistication of knowhow required to produce exported goods. By
2020 Tanzaniab s e x por t b a ivekcentpleXityatitht was lawer thantaverage (below 0)**.
While there are some chemical and textile products of higher relative complexity, they represent
a very low proportion of the net exports (0.5%), placing Tanzania well below its peers. On average,
45% of total net exports in the peer group have a PCI above 0. Moreover, no subsector in the
Tanzanian manufacturing export basket has an average PCIl above 0, and the least sophisticated
subsectors (basic metals and food and beverages) happen to be the largest (Figure 15).

Figurel5: ECI by subsector, Manufacturing sector Tanzania 20
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Chemicals and chemical products
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*The sum of all sector’s ECls results in the ECI of TZA (-.9)

Source: Atlas of Economic Complexity, 2022. Note: The bar in the graph indicates
the weighted ECI by subsector, i.e., ECI of the subsector multiplied by the share of
exports of each category.

10The database used for export composition is the Atlas Complexity data, which uses HS92 for product classification.
We homologated the HS92 classification with ISIC REV 3 to classify products in the Atlas of Economic Complexity data,
and mineral products (such as gold, and unrefined copper, among others) appear as part of the manufacturing sector.
ASIP and UNIDO do not consider those products part of the manufacturing sector.

11We considered products in which the country has a relative comparative advantage (RCA>1).
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SinceTanzani ads manufactures ar e’iwitlellttettrangfermgtionuns op h i
nin

over the past decadei thecountryds compl exity has been delkel i
Economic Complexity Index (ECI) combines the PCls of each export to generate a weighted
average sophistication of know-how embedded in the export basket as a whole'2. The ECI of
Tanzania is the lowest amongst regional and international peers. In the last 20 years there has
been an improvement in sophistication, but over the last decade the manufacturing sector has
lagged in terms of complexity, going from the fourth highest to the second lowest in the group as
of 2020 (Figure 17). Figure 16 s hows t hat Tanzaniads manufacturing
complex than expected for its level of income. Tanzania underperforms in export sophistication

not only compared to wealthier countries like South Africa and Kenya, but also vis-a-vis other low-

income countries like Uganda.
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Source: Atlas of Economic Complexity manufacturing sector, 2020.

Source: Atlas complexity database. Note: The manufacturing sector was selected by using ISIC 3 definition.

Tanzaniads manufacturing exports ibsredstingkhowhowyv el y u
could be redeployed to conquer a moderately attractive set of opportunities for export
diversification. In addition to the sophistication of what is currently exported, we can also
measure how many sophisticated new sectors are 0n
OQutl ook I ndex (COl) signals the number @fistingompl ex
set of productive capabilities. Low COI indicates it will be more challenging to acquire new

capabilities to increase overall ECI. Combining ECI and COI*? into a strategy matrix'#4, we can

di stinguish what kind of industrial pol i echoves ar e
and nearby opportunities that entails. In the lower-left quadrant i low complexity and few nearby
opportunities 1 are countries facing a steeper slope in promoting knowhow agglomeration and

shall prioritize strategic bets that increase their connectivity and complexity. In the upper-left

guadrant are countries that are not very complex but have relatively good connectivity i there are

nearby products that might enhance their complexity. Restricting the analysis to the manufacturing

sector as represented by exports, Tanzania is in the border between those two quadrants (Figure

18) . The countryébés economic compl exi t laggingbuthasw r el a
some nearby opportunities that could be pursued by redeploying the existing set of productive

capabilities and skills.

12 For more information, see Appendix 1: Economic Complexity Framework.

BThe Complexity Outlook Index (COl) signal s t hueentsat afber of
productive capabilities. Low COI is an indicator of coordination failures preventing structural transformation. Distant

jumps in the product space occur infrequently because of this coordination failures, and countries with low COI are

more likely suffering from coordination failures preventing structural transformation.

14 The strategic setting is a graph that combines the COI and complexity of all the countries to define the strategies

needed to diversify the economy of each country.
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Figurel8: Complexity Outlook Index and predicted value of ECI given the income ¢
country, the manufacturing sector of Tanzania and peers
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Source: Atlas of Economic Complexity, 2022.

In summary, despite generally positive economic performance over recent decades,
Tanzania is not achieving its ambitions of becoming an industrialized country, and its
manufacturing sector has been lagging in terms of sophistication and exports. The country
recorded a growth acceleration from 1998 onwards, and several efforts and strategies were
adopted to promote industrial development!®. At present, the development agenda emphasizes
the importance of the industrial development to achieve broader economic goals (Wangawe et
al., 2014). However, structural transformation has been lagging, as highlighted by the high share
of agricultural employment and dichotomy in the manufacturing sector. Large and formal firms are
productive yet capital-intensive and not noticeably expanding, while informal small firms are
absorbing the largest share of employment in the sector and lag in productivity. Manufacturing is
not a significant contributor to exports and 1 despite the presence of nearby opportunities for
export diversification i there has been a generalized relative decline in the complexity and growth
potential of the export basket. There must be significant binding constraints preventing
investment, structural transformation, and employment creation in the manufacturing sector, and
policies thus far have proven insufficient or inadequate to matcht he countr yos
Diagnostic for the manufacturing sector is therefore a timely exercise, to help target future policies
and government resources to issues with the largest impacts.

15 |n 1996 Tanzania launched the Industrial Development Policy (SIDP 2020) plan, with the aim of enhancing
sustainable development for the industrial sector. In 1999, the Development Vision was launched recognizing the
importance of infrastructure development and technological transfer to carry out export-led industrialization. In 2010,
the Integrated Industrial Development Strategy (IIDS 2025) was adopted narrowing down the targeted sector to six
priorities industries: agro processing, textiles, leather, fertilizer and chemicals, light machinery, and iron and steel. The
last version of the last version of National Five-Year Development Plan (FYDP 2021/22-2025/26) portray the central
role of the industrial sector in driving growth and transformation.
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2.Growth Diagnostics analysis

The Growth Diagnostic methodology hinges on several diagnostic tests applied from top to bottom
on all production inputs organized along the Growth Diagnostic Tree (Figure 19). The tree is meant
to be instructive, helping to organize the issues potentially constraining private investment,
competitiveness, and overall growth in a certain place. It shall not be considered exhaustive or
complete, as each context might have its own sets of issues that would need to be considered
and properly tested. Moreover, some changes in the structure and branches might arise as a
natural consequence of the process of deploying and adapting the Growth Diagnostic tree to the
specifics of the manufacturing sector in Tanzania.

Figurel9: Growth Diagnostics Tree

Problem: Low levels of private investment and competitiveness

e
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Source: Hausmann, Klinger and Wagner (2008).

The Growth Diagnostics methodology is a framework to organize an inquiry into the factors that
are holding back economic performance in a certain a location, or a specific sector within a
location. It allows for the use of many economic disciplines and tools in a practical and place-
focused way. In some places it is useful to work explicitly through the entire diagnosis tree to test
competing theories for what is holding its economic potential. The process allows for a focus on
evidence rather than instincts and can help policymakers to focus scarce resources on problems
most critical to growth that may have been poorly understood prior to the exercise. It is sometimes
the case that multiple, related constraints are critical and underlying forces have allowed them to
fester while reinforcing each other, but rarely all factors are binding at the same level.

Once the most binding constraints have been identified, the Growth Diagnostic exercise should
focus on explaining why these issues have persisted and become an inefficient equilibrium.
Reaching this level of understanding entails elaborating further hypotheses and testing their
implications. That is fertile ground for active collaboration with domestic stakeholders and
technical subject matter experts on the ground. The result should be a process of collective
thinking that is both dynamic and iterative, strengthens the robustness of the analyses, and
gradually narrows the set of relevant hypotheses. That process may require multiple iterations
until an acceptable level of convergence towards a consistent hypothesis is reached.
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21. Access to finance

Access to finance is a binding constraint when projects with high risk-adjusted returns are

not undertaken due to an inability to raise funds at competitive rates. The challenge lies in
disentangling whether the observed outcome of low private investment is driven by a situation

where numerous profitablepr oj ects canét be financed (|l ow suppl
there is finance available but not enough profitable projects (low demand for funds).

Three different causes can lead to a low supply of funds to undertake investment projects.
The first reason may be low levels of domestic savings relative to the demand for investment
credit, coped with lack of access to international markets. Even if domestic savings are low,
profitable projects could tap into foreign savings through foreign direct investment (FDI) or via
international financial markets, at least by large conglomerates or foreign firms. The second
reason may be that those high savings are not available in the financial system, for example
because of high cash-to-deposits in the economy or capital flight. The last reason might be poor
financial intermediation: even if domestic savings are high and available in the financial system,
funding to investors might be restricted by inefficiencies in financial intermediation.

We will first evaluate the symptoms of finance potentially being a binding constraint, and
then test potential root causes underlying these symptoms. Even if the signals of differential
diagnosis do not suggest that access to finance is the binding constraint, it is valuable to explore
the potential drivers of the cost of finance: low domestic savings, lack of access to international
funding, domestic savings not finding their way into the financial system, or inefficient financial
intermediation.

21.1. Differential Diagnosis

Tanzania displays both a high relative level of investment and a relatively low level of

domestic credit to the private sector. This is an unusual combination, as investment would

often be funded by the domestic financial system. Gross capital formation stood at around 43%

of GDP in 2020-2021, which ranks Tanzania the highest among its peers. These levels of

investment were driven by the private sector up until 2017. In recent years the trend has reversed,

with public sector investments serving as the main driver of gross capital formation growth (Figure

20). Conversely, domestic credit to the private sector is low, standing at 13.1% of GDP in 2020,

the last year with comparative data available (Figure 21). Even though there are discrepancies

between the World Bank and the Bank of Tanzania data on the domestic lending to the private

sector, those differences are not more than 3% of GDP and both sources indicate that credit to

the private sector in 2020 is almost at the same levels as it was in 2010 after reaching historical

highs around 2015-2 0 1 6 . Tanzaniads surprisingly high 1leve
intensity are also found in the manufacturing sec
Puzzle: EvidencefromTanzani an and Ethiopian Firmsod by Diao

Figure20: Gross fixed capital formation
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Figure21: Domestic credit to the private sector

Domestic credit to private sector (% of GDP), 2020 Domestic credit to private sector (% of GDP)

100 / / -
- 7 ° 4 ‘\\ =
75 <=2
L . — KHM
% e 2 2AF
A : " 5 . 50 i — UGA
=y KEN
=, /, GHA
3 , T 25 > e s e 5 —
Po N VNM
£ s == — < —
. z ETH
— <-.—o-.-.-.--""' : —— TZA
0
1995 2000 2005 2010 2015 2020

5 7 9 1
log GDP per capita (constant 2015 US$)

Data source: World Development Indicators Source: World Bank WDI

Firms do report that accessing external finance is a major problem in Tanzania, and
manufacturing is not an exception. Almost 40% of Tanzania businesses identified access to
finance as their biggest obstacle in the 2013 Enterprise Survey, up from 10% in 2006. That
perception seems to be driven by small and medium-sized firms (SMEs), as 42% of small firms
and 25% of medium firms considered access to finance (or the lack thereof) as their biggest
obstacle in doing business in Tanzania. In contrast, only 9.8% of large firms (100+ employees)
mentioned access to finance as their major concern. At the same time, Manufacturing firms are
similar in terms of reporting constraints to the rest of the economy, however, the obstacles seem
more pronounced. 42% and 65% of the firms in Manufacturing reported access to finance as a
main or major obstacle to doing business respectively, one of the highest rates among peers and
internationally (Figure 22).

Figure22: Access to finance irafizania (Enterprise Survey)

Percent of firms identifying access to finance Percent of firms in Manufacturing identifying access to finance
as the main obstacle as the main obstacle
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Data source: World Bank Enterprise Surveys & World Development Indicators

Firms in general and the manufacturing sector in particular do not report having their credit
requests rejected, even though only around 20% of firms report not needing a loan.
According to the Enterprise Survey Data, Tanzania has one of the lowest rates of loan rejection
for its income level and the lowest in its peer group (Figure 23). Firms that are not able to finance
their projects through retained earnings are also reluctant to apply for loans i an outcome possibly
driven by low bankarization and high collateralizationi and therefore record low levels of loan
applications with high rates of approval. This situation might create a selection bias where only
firms with enough capital to fund their operations internally stay afloat. Indeed, anecdotal evidence
from our interviews with representatives from the manufacturing sector suggests that firms that
tend to succeed either have a parental company abroad (that provides cheap credit or a financing
line) or are part of a larger domestic business group that is big enough to pull money from
operating profits. This excludes self-starters or small companies that require external financing.
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Figure23: Firm€) fr@gliinimensand loan rejection rate@Enterprise Survey)
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The distribution of credit by sector suggests that loans might not be going to sectors in
line with their contribution to total output level and growth. Approximately a quarter of all
commercial banks' domestic loans reported by the Bank of Tanzania in 2020 go to retail16. Loans
to retail appear overrepresented r €ijuet?2dpaeela). o t
Manufacturing, while bringing a comparable share of GDP, has as low as half of the domestic
lending of the Retail sector. Mining and Real Estate also appear slightly underrepresented, which
may be signaling international financing for those sectors. In terms of credit and output growth,
one would normally expect to see an upward-sloping line, indicating that sectors experiencing
larger growth receive more credit. Contrary to that, one observes significant contrasts between
the shares of output and that of credit (Figure 24 panel b). Manufacturing, for example, grew by
5% growth 2018-2019 but its share of credit decreased by 0.8%. In Mining, on the other hand,
growth by 2% was accompanied by a 13% credit expansion.
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Figure24 (b) Loarsand output growth (Tanzania 2019)
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Within the manufacturing sector, there is a similar disconnect between the need for

financing and productivity at the sub-sector level. If the gross capital formation variable is

taken as a proxy for the secl/ove dosnotiohsdrve thatthdsey i n tF
sectors that are more finance-intensive grow less in relative terms. Figure 25 Error! Reference

source not found.shows that there is a positive relationship between the value added (or output)

per worker and the capital per worker in 2019, thus growth is hardly restricted by the need to

acquire capital and attract funds.

Figure25: Financantensity and productivity peworker in Tanzania (2019)
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High real lending rates are persistent in Tanzania and are high among peers, limiting local
firmso6 accesHgure 26). The prida df findnce 1 the real interest rates 1 and its
dynamics is the most important diagnostic signal in non-regulated financial markets. Indeed, two-
digit real interest rates in Tanzania in 2019 are high from the international perspective and
compared to peers. Tanzania fell further behind after 2016, following the exchange rate
depreciation. From 2000 to 2016, the real annual rates averaged 7%, while the 2017-2020 period

17 This is a common metric for approximating the use of finance by an industry. See, for example, Rajan, and Zingales
(1998)wi t h the measure of industryds intednensiweness in finance &

Report
GrowthDiagnostics and Competitiveness Study of the Manufacturing Sector in Tanzaé8a



20

saw an average rate of 14.8% (Figure 27).

Figure26: Lending rates and access to credit in Tanzania
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Figure27: Real Interest Rates ranzania
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To complement the signal of high real interest rates, we examine if movements over time
of the price of finance are associated to the dynamics of investment. If a factor is binding,
movements in the factor should be associated to movements in the objective function i investment
and growth. That principle in Tanzania does not seem to hold for the cost of finance, as lower
interest are not correlated neither with higher investment (as measured by gross fixed capital
formation) nor with economic growth (Figure 28). Historically, total investment has grown despite
the real interest rate dynamics and there is only a slightly negative correlation between real
interest rates and GDP growth, mostly driven by COVID-19-affected 2020. If that rather
exceptional period is removed, there is no meaningful association between these variables.
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Figure28: Movements in real interest rates vs. investment
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Considering the quantity of finance, we do not observe a link between expansions in
domestic credit and economic growth. From 2005 to 2015 credit to the private sector as a
share of GDP grew two-fold from 7.4% to 14.6%, while GDP growth averaged 6.3% annually.
That pace is similar to the growth recorded from 2015 onwards (5.3% annually) when credit to
GDP was declining from 14.6% in 2015 to 13.1% in 2020. Furthermore, there is little correlation
between the annual movements of these variables (Figure 29): while GDP growth had little to no
volatility over the 2000-2019 years (averaging 6.3%; standard annual deviation under 1%), the

domestic credit growth averaged 35% per year in the period before the GFC (2002-2008) and
17.5% during the 2009-2019 period.

Figure29: Domestic credit and GDP growth in Tanzania
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Source: Own elaborations based on Bank of Tanzania, and the Economist Intelligence Unit.

The lack of correlation between access to credit and output holds when we zoom in on the
dynamics for the manufacturing sector. Figure 30 shows the two series plotted together over
the period of 2005-2020. While there is no discernible correlation between these variables
between 2005 and 2015, from 2015 onwards the correlation turns negative, with manufacturing
output expanding amidst a significant decrease in provision of funds from the local banking
system. At the same time, when credit grew the fastest (2005-2007, 2013-2014), manufacturing
output either stagnated or decreased.
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Figure30: Manufacturing output and domestic lending
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Given that decreases in interest rates and increases in credit availability do not seem to be
associated with changes in economic growth or manufacturing output, we conclude that
access to finance is not the most binding constraint. These dynamics suggest that reductions
in interest rates and increases in domestic credit would not unleash activity in the manufacturing
sector, and that Tanzaniad s ¢ h @& lré rmanedileely to entail low social returns on investments
rather than an inability to finance them. Nevertheless, before moving to the low returns side of the
diagnostic tree, we will examine the drivers of the cost of finance in Tanzania. Given that real
interest rates are high, and firms do complain about access to finance, it is quite possible that as
other economic constraints are lifted and returns rise, access to finance becomes more binding.

21.2. Credit SupplySavings an@ccess tanternational capital markets

Gross domestic savings are among the highest for
peers, but savings do not make it into the financial system. Savings (income minus
consumption) have been at adequate levels for a long time (Figure 31). At the same time, several

measures of financial depth such as deposits in the financial system and firms' access to credit

through a loan or a line of credit, strongly suggest that Tanzanian firms have less access to credit

relative to peers and income level (

Report
GrowthDiagnostics and Competitiveness Study of the Manufacturing Sector in Tanzeiia



Gross savings (% of GDP)

Figur8d . Whil e deposits are |l ow, the ratio of bank ¢
expected, suggesting that lack of credit is driven by low deposits in the financial system rather

than the systembs abil ity ialconteaadmessdneeasoredithtoeghi nt o ¢
general bankarization rates, is also low relatvetopeer s and for Tanzaniabs | e

over 70% of firms own a savings account on average, a number even lower for the manufacturing
sector (

Figure28. While more recent data on the proportion of financially connected firms is not available,
qualitative evidence gathered during field trips to Tanzania suggests that the number is growing

due to territorial expansion of banking services to the remote areas and the introduction of mobile
banking.

Figure3lY ¢ yT I YAl Qa4 3INR&a& R2YS&AGAO al @Ay
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Data source: World Development Indicators Source: World Bank WDI

One of the potential explanations for savings not entering the financial system is the strong
prevalence of cash in the economy. Anecdotal evidence collected on the ground through
interviews with the private sector (manufacturing firms) and financial sector (commercial banks)

18Based onthe WORLD BANK6 s Ent er pri se Survey data for Tanzania from 20
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suggests that thereds a common psuchdsscasmlfeamifgor peo
to keep money in cash and transact with their counterparts bypassing the banking system. The
size of the mismatch would imply that the size of the cash economy is around 20% of GDP?*®. This
estimate can be used to shed light on whether the cash economy is directly linked with the shadow
economy. IMF and World Bank research on the shadow economy worldwide suggests that
Tanzania is indeed a highly informal economy. Schneider et al (2010) rank Tanzania 4™ among
88 developing countries with a shadow economy of around 57% of GDP on average in 1999-
2006%°, only lower than Peru, Panama, and Bolivia?'. Some more recent estimates indicate that
even though informality had scaled back, the shadow economy was still above 30% in 2015
(Schneider et al., 2018). At the same time, the money multiplier values do not seem abnormally
|l ow, with Tanzaniads monetary base dfispeemrgowd money

Figure32Y ¢ yTF YAl Qa4 FAYEFYOAI t katizatoi SYY 5S8LI2AaAG &

19 Estimated using the values of financial system deposits at 16% of GDP in 2020 and gross domestic savings of 35%.

XThis number is the result of estimating and converting the
percentage of official GDP using a specific calibration procedure.
21 Schneider, Thum, and Tillmann,i Shadow Economi es Around the Worl d: Wh at di d

(IMF Working Papers, 2018).
22 IMF MFS data, accessed at: link.
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Another reason potentially driving the mismatch between low credit and high investment
might be the local design of industrial policy and trade protectionism. If domestic firms are
making excess returns from their investments due to protection, they might be generating enough
income to finance investment internally via retained earnings. This would imply that growth would
be concentrated among large incumbents who would have a virtual monopoly on high-return
investments in manufacturing.

Capital flight does not seem to be driving the savings-deposits mismatch. If savings are
transferred abroad in the form of financial assets acquisition, loans, and dividends, they would not
make itintot he domestic financi al system. To track
based on its balance of payments and relying on Carlos Diaz-Alejandro (1985). The results
(reported in Figure 33) suggest that there was some capital flight recorded between 2018-2020,

but the size cannot possibly explain the savings-deposit mismatch and, in any case, has reversed
from 2021 onwards.
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Figure33: Capital flightin Tanzanig20162025)

(All positives represent dollars inflows, all negative represent dollar outflows)
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Beyond domestic savings, banks and large corporations should be able to access
international financial markets to finance their investments. Access to international financial
markets can be assessed by premiums on sovereign bonds and credit default swaps (CDSs)?,
with the latter not being available for Tanzania. Sovereign risk premiums have been high and
volatile. Moreover, they have been trending upwards, recording the worst deterioration for
Tanzania,and placing the country at the bottom of 1its
abroad were historically limited due to sovereign credit rating absence up until 2018 when it was
assigned for the first time for local- and foreign-currency issuances. While in 2020, Moody's
Investors Service gave the Government of Tanzania a rating of B1 with a negative outlook due to
il ow instituti on &)theanostlrecent ratingfiom Aprilr2@28 was BDpositive.
Thus, despite a positive outlook, there is a potential shortage of access to international finance,
even though there are many potential instruments available, such as ESG or infrastructure bonds.

Figure34: Sovereign risk premium by level of income (2020)
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Data source: Economist Intelligence Unit, WDI

23 CDSs are financial derivatives that offer insurance against the default of a borrower, here the government, in
exchange for premiums. As a result, the price of the premium is an indicator of the perceived risk of default of the
government. More broadly, CDS on sovereign bonds can be seen as a general assessment of country risk.

24 See the following link.
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21.3. Financial Intermediation

Tanzania does not record large financial intermediation costs, but lending-deposit spreads
are among the highest among peers and point to potential inefficiencies in the banking
system. The spread between the average lending rate and the average deposit rate is higher
than in most of the benchmark countries for which data is available (Figure 35). In 2018, Tanzania
ranked second highest among benchmark countries, only better than Uganda. Moreover, the
lending and deposit rate spread appears to be growing in recent years, going from around 5% in
2016 to 10% in 2020, with the spread mostly being driven by the changes in the deposit rates,
with lending rates fluctuating very little around 15%. Indeed, in the more recent period (from 2016
onwards), which corresponds to the non-performing loans stress (see next paragraph), financial
intermediation was likely problematic, as reflected in higher spreads. Yet, even if relatively high,
interest rate spreads in Tanzania are not outliers for its level of income (Figure 35).

Figure35: Interest rate spreads
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Non-performing loans seem to have been a major policy issue, especially up until their
peak in 2017, and may still have lingering effects in the form of restrictive underwriting and
regulatory practices. In 2020 the share of non-performing loans to total gross loans stood at
8.7% - down from around 12% in 2017 i at intermediate compared to peers but generally high
(Figure 36). Due to the lack of data, it is impossible to test how non-performing loans behaved
during the first wave of credit expansion of 2000-2010, when credit to the private sector jumped
from less than 5% to more than 10% of GDP. Qualitative interviews point to the fact that the Global
Financial Crisis of 2008 aggravated the issue of non-performing loans in the economy (up to 15-
16% for individual banks), which affected value chains in the whole productive economy including
manufacturing. In subsequent years, non-performing loans almost doubled from below 7% in
20092 to almost 12% in 2017, accompanying the second wave of credit expansion of 2010-2015.
Qualitative evidence suggests that the Bank of Tanzania took measures to contain the issue, such
as implementing risk-based prudential requirements, ensuring banks report credit information to
credit reference systems, and urging them to enhance credit underwriting standards, as well as
recently allowing credit refinancing and restructuring during the COVID-19 shock (which lasted
well into December 2022). These policies pushed the existing non-performing loans values further
down, to the neighborhood of around 3% for individual banks and 6% for the whole economy?®.
However, this might raise concerns about the sustainability and financial health of the current
portfolio of loans that graduate from the restructuring programs.

% Dat a taken from the Bank of Tanzani te@er 2610, nagaessad aalt:

Stabi l

https://www.bot.go.tz/Publications/Filter/4. The discrepancies in the NPLs data exis

and Bank of Tanzania's publicly available data, however, it is within 2 percentage points reach and it might arise due to
Ban of T aalcolaions & BRLs that for some years only include data from Top Ten Banks.
26 Bank of Tanzania, Monetary Policy Statement, Mid-year Review 2022/23.
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Figure36: Nonperforming loans
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Qualitative interviews with firms in Tanzania suggest that spillovers from the non-
performing loans problem still impact financial intermediation today. For example, credit is
rationed through stringent collateral requirements, in terms of the proportion of loans requiring
collateral and the value of collateral itself. Both indicatorsarehi gher than expected
level of income (Figure 37). This is especially true for manufacturers. Although the share of loans
requiring collateral remained steady over the years, the percentage of firms with a loan decreased
from 22.2% to 18.7% (Table 1)?’. However, there were some improvements in terms of percent
of firms using banks to finance investments, which grew from 11.2% in 2006 to 25.4% in 2013,
and in the proportion of investments financed by banks, which went from 12.1% in 2006 to 15.9%
in 2013. At the same time, the value of collateral needed for a manufacturing firm in 2013 (272%)
doubled with respect to 2006 (146.2%) and was consistently higher than that of an average firm
throughout the observed period. As the banking system is fully collateralized, it restricts the
number of firms with access to bank credit, particularly in the sectors without sufficient assets (for
example services). Another factor driving strict collateral requirements is related to challenges for
collections and bankruptcy litigations in the legal framework, making collateral heavily discounted,
as stressed by representatives from the largest Tanzanian commercial banks.

Figure37: Loan collateralization: share of tdtand values
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Data source: World Bank Enterprise Surveys & World Development Indicators Data source: World Bank Enterprise Surveys & World Development Indicators

27 World Bank Enterprise Survey Data for Tanzania.
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Tablel: Manufacturing firms in Tanzania

2006 2013
Percent of firms with a checking or savings account 83.4 70.3
Percent of firms with a bank loan/line of credit 22.2 18.7
Proportion of loans requiring collateral (%) 97.2 97.3
Value of collateral needed for a loan (% of the loan amount) 146.2 271.9
Percent of firms not needing a loan 17.7 22.3
Percent of firms whose recent loan application was rejected . 5
Percent of firms using banks to finaaseaments 11.2 25.4
Proportion of investment financed internally (%) 81.4 78
Proportion of investment financed by banks (%) 121 15.9
Percent of firms using banks to finance working capital 24.9 18.9
Percent of firms ussogplier/customer credit to finance working capit: 72 26
Proportion of working capital financed by banks (%) 7.3 6.9
Percent of firms identifying access to finance as a major constraint 43.4 64.7

Source: World Bank Enterprise Surveys.
At the same ti me, it doesnodt seem t hat tight col

credit rationing are the direct result of the strict policy and banking sector regulation
imposed by the Bank of Tanzania, as banking regulation and rules enforcement do not
seem to be particularly strong. Despite the market liberalization reforms in the mid-1990s,
banking regulation was characterized by informal commitment with international organizations, a
slow-paced application, and low enforcement of Basel standards until the late 2000s. In part, this
pattern was a combination of lax interest of regulators and the incidence of favorable financial
results for foreign and international banks delaying their implementation (Gray, 2020). However,
since 2009 the Bank of Tanzania has prioritized the adoption of the standards, partially
accelerated by the East African Community (EAC) harmonization, the global financial crisis,
individual use of international standards by foreign banks, and IMF recommendations. Currently,
risk-based supervision has taken more relevance by combining a transition to a selective adoption
of Basel Il and Ill with local banking standards. Better alignment with international regulation has
improved the banking system in the last decade. However, the partial and tailored implementation
persists as problems for the non-performing loans levels and small banks under-capitalization.

The banking sectorés headline indicators suggest
than what one would expect for its level of income. Banking system concentration is on par

with most peers and below many countries at the same income level in 2020 (Figure 38). Absence

of high concentratonensur es competition between banks. Il nde
profitability indicators, namely ROE and ROA, are among the lowest in the peer group, which is
consistent with the high competition hypothesis (Figure 39). However, low returns might also point
to the fact that the sector is not very effic
|l oss provision, undercapitalized b? Atkhesamatimd, h
there are no vivid risks of systemic problems, as the probability of default, measured by the
banking system Z-score, is low both in absolute terms and compared to peers (Figure 38).
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Figure38: Banking concentration indicators
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Figure39: Banking systenReturn on Equitgnd Return on Assets
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The analysis of bank lending above is important because Tanzania's equity and bond
markets are underdeveloped. As seen in Figure 41 stock market capitalization relative to GDP
has been below all peers for which data is available, averaging 10% of GDP by 2020. Similarly,
according to the Economist Intelligence Unit's data, corporate and international bond issuance
stood virtually at 0 as of 2020. These numbers were backed by the interviews on the ground: both
firms and commercial banks pointed to the fact that it is very hard to attract money through any
non-traditional sources (such as venture capital) and that commercial banks are often perceived
as investment banks, which creates a disconnect between their preferred balance sheet approach
to investing and what is expected from them by the actors in the economy. The deepening of
equity and bond markets may not be a binding issue now but is an important area of financial
intermediation that the country will need to work on in the coming years.
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Figured0: Stock market capitalization
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An overview of financial intermediation has revealed that while the banking sector is not

in immediate distress, financial intermediation in the country requires significant
improvements. An issue of collateral and high lending rates, not responsive to any monetary
policy changes, poses stress on demand for borro
access to their services. The World Bank FSDA report gives a clear set of policy improvements

to fix these issues which are ready for implementation, particularly, advice on capital market

devel opment and banksdéd ability to raise money,
inefficiencies for bankruptcy and collateral collection.

In summary, there is sufficiently strong evidence to conclude that the supply of finance is
not a binding constraint for the manufacturing sector in Tanzania. It is not the case that only
sectors that need little finance are able to thrive in the country, in fact the opposite is the case.
Tanzania is surprisingly capital intensive for its level of income, and the segments of the broader
economy and of the manufacturing sector in particular that are more intensive in finance tend to
be larger and grow faster. Most tellingly, decreases in the cost of finance and increases in the
supply of finance to the private sector do not bring about increases in growth, neither for the
economy broadly nor for the manufacturing sector.

Thisdoes notmeanthatal I i s well in the c oThoughTandariaehjoys anci al
stable macroeconomic indicators and a high savings rate, these savings do not make it into the
financial system, likely due to a large cash-based informal economy, and result in low levels of
credit to the private sector despite a reasonably competitive banking system. Financial
intermediation is not terribly efficient and requires improvements, and access to international
finance is quite limited. As a result, real interest rates are persistently high, and the limited supply
of credit is a common complaint of firms in the country. It is particularly harmful to those who can't
finance internally through retained earnings from their larger domestic or foreign business group.
Despite these deficiencies, there is insufficient evidence to suggest that improvements to financial
intermediation and access to external finance, though necessary, would unleash accelerated
growth in manufacturing output in Tanzania.
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2.2. Low social returnsinfrastucture

This section provides a high-level analysis of infrastructure as a part of the low returns to
economic activity branch of the Growth Diagnostics tree, examining if different types of

infrastructure are | ikely to reeopomie grewtht andathec onst r

manufacturing sect or-ewl raviewof ttansponiaion tinfrastiuctunei(rgakls,
rail, ports, and air) and communication networks is followed by a deep dive into electricity and
general power supply issues as a potential constraint.

2.2.1. Transportation

Transportation infrastructure is particularly important for Tanzania given its strategic
location in East Africa. The country has direct access to the Indian Ocean with a 720 km long
coastline and borders eight other nations six of which are landlocked: Uganda, Rwanda, Burundi,
Democratic Republic of Congo (DRC), Malawi, and Zambia. The transport infrastructure therefore
not only supports domestic connectivity but intraregional as well with important implications to
trade and economic integration. The transport and storage sector contributed 7.8% to the
countrydés real GDP i n billof gdnstanta2015) @dcading to the Qé&trAl
Bank of Tanzania and has shown a significant increase in the past decade, growing at an average
rate of 6.43% since 2012.

Tanzania ranks in the middle with respect to comparator countries, steadily increasing its
overall ranking in quality of infrastructure indicators. The country has an average ranking of
3.5 (of 7) and ranks just below Kenya, South Africa, and Ghana (Figure 41). Quality of
infrastructure has been improving overall, particularly driven by improvement in the quality of
roads and railroads since 2007, but with port and air transport infrastructure also seeing significant
increases. While the quality of air transport infrastructure ranks the lowest among peers and saw
some declines in 2013, it has been back to an upward trajectory since 2014 (Figure 41).

Figure41: Quality of infrastructure
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A significant share of companies in Tanzania perceive transportation as a constraint,
though its importance relative to other obstacles has declined. Despite improvements in
quality, 40% of all firms in the economy and a fifth of companies in the manufacturing sector
identify transportation as a major constraint, the highest among peers (Figure 42). That said, the
rate is in line with Tanzani ads GDP per capita and the
Moreover, the share of firms choosing transportation as their biggest constraint has remained low,
and this is the case for all firms and the manufacturing sector specifically (Figure 42).
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In terms of logistics, Tanzania performs well, though there is some evidence of
inefficiencies. Tanzania ranks fourth among peers in the Logistics Performance Index (LPI) and
is significantly above trend with respect to its GDP per capita. Tanzania performs even better with
respect to the quality of trade and transport-related infrastructure, ranking only below Kenya and
South Africa, and significantly above trend for its GDP per capita (Figure 43). Furthermore, the
cost to export has gone down in the past years, highlighting improvements. At the same time,
however, the country also has an unusual share of products lost to breakage or spoilage during
shipping (Figure 43). Though the absolute figure is low (around 4%), it is the highest compared to
peers, signaling some inefficiencies.

Tanzania has made significant strides in transport infrastructure which renders
infrastructure an unlikely candidate to be the most binding constraint. Overall, Tanzania
seems to have made significant strides in improving the quality of transport infrastructure and
while there are some inefficiencies and room for improvement, especially regarding air transport,
the country does not seem to be performing significantly worse off than its peers. The
improvements in transportation infrastructure over the recent decades have not brought about an
unleashing of manufacturing output that would increase its share of GDP, further supporting the
conclusion that it is not a binding constraint. The next sections deal more in depth with each of
the components of transportation infrastructure.

Figure42: Comparative Perceptions on Logistics (Enterprise Survey)

Percent of firms identifying transportation as a major constraint Percent of Manufacturing firms identifying transportation as a major constraint
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Figure43: Comparative logistics (Enterprise Surve
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2.2.1.1. Roads

Tanzaniabds road infrast mabdity ofrpeople and gaodsowiitiairi and or t h e
between regions and cities, as it is the dominant mode of transportation in the country.

Roads are claimed to be used for ficarrying over 9
in the ®oUdmMuusyothe coverage and quanhyihavgalarfle Tanza
impact on daily intra-regional and urban movements. While the coverage consists of more than

86,000 kilometers (km) of roads, Tanzania has one of the lowest road densities in the region, with

only about 8.9 km of road per 100 square km of land. Although that is above the African average,

it is also the lowest among peers.® The roads are divided into national roads (around 40% of all

roads, managed by TANROADS), with the rest being attributed to urban or district roads, under

the supervision ofthe Pr i me Mi ni sterds Office Regional® Admini

Even though there have been recent efforts to improve the road network, including the
construction of new highways and the upgrading of existing roads, the road infrastructure

needs further enhancement. While the Quality of Roads index has been reported to grow

consistently over the years 1 starting from below 3 in 2007 and going to 4 in 2019, making

Tanzania third in terms of road quality among its peers (Figure 44) i anecdotal evidence suggests

that the majority of roads in the country are unpaved and in poor condition, which can make travel

difficult and slow. At the same time, Tanzania ranks in the middle of the peer group in terms of

the World Economic For umd&2but&oove the fiedianrfoe Sub-Saharany | nde
Africa (Figure 44).
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Figure44: Roadnfrastructure
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2.2.1.2. Railways

Tanzania also has a significant rail network infrastructure, which is deemed critical for
long-distance freight along the main transport corridors of the country. Rail networks have
an estimated 3,676 km of railway lines and are operated by two systems: the Tanzania Railways
Corporation (TRC) and Tanzania-Zambia railways (Tazara) which link the country to Uganda and
Kenya as well as Zambia, respectively®3. The country moved from a score of 2 in 2014 to 3 by
2017, ranking fourth among peers, but does not have railway infrastructure to connect it with its
other five neighboring countries. In terms of ranking, Tanzania ranks above Cambodia, Ghana,
and Uganda and above the Sub-Saharan Africa median (Figure 45).

The government of Tanzania has made efforts to increase railway connectivity as part of
efforts to strengthen intraregional connectivity. In December 2022, the government of
Tanzania awarded a USD 2.2 billion contract for the final section of the Standard Gauge Railway
which will connect the port of Dar es Salaam to Lake Victoria where a large share of intraregional
trade occurs. The completed project would add 2.561 km of rail lines and would complement the
existing railroad infrastructure by eventually reaching Burundi, DRC, Uganda, and Rwanda. It is
expected to lower transport costs, with DRC by at least a third (from USD 6.000 per ton to USD
4.000), thus making a step forward in facilitating cross-border trade.®*

Figure45: Railroad infrastructure
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Because of Tanzaniads strategic position in Easte
I ndi an Ocean, the countryds watefMaayannbhdoaswanet
serve several landlocked neighbors (including Rwanda, Burundi, Uganda, and the DRC) thus

playing a strategic role in regional trade integration. Between 2015-2020, the volume of trade for

these countries handled at Tanzatil@nill®nmetictons i ncr e
i a 16.6% increase®. State-owned Tanzanian Port Authority (TPA) is in charge of managing the

ports and waterways of the country since 2005 and has worked continuously on expanding and

improving the infrastructure.

Tanzania has three major seaports, the largest of which being the Dar es Salaam port

handl i ng more than 90% of the countryds internatio
of over 10 million tons®*. Dar es Salaam is the fourth biggest
coast and is in competition wit h ritkre hupia Bast AfNba.mb a s a |
Alongside Dar es Salaam, the ports of Tanga and the Mtwara service the Eastern coastline. The

Tanga port is near the Kenyan border in Northern Tanzania and is the second largest port in the

country with a cargo capacity of 1-2 million tons. Meanwhile, the Mtwara port is located in southern

Tanzania near Mozambique and also serves Malawi and Eastern Zambia. As the third largest

port, it has a cargo capacity of approximately 750.000 tons. The Mtwara port operates at a much

lower capacity than the Dar es Salaam and Tanga ports. The seaports mainly support the export

activities of the agriculture sector and the metals industry.

Given Tanzaniabs str at &mpatkca ki eaagion, the country dlsb hasat h e
significant number of lake ports that connect to landlocked countries. Inland waterways
infrastructure serves Lake Victoria, Lake Nyasa, and Lake Tanganyika. The Mwanza port is the
largest maritime facility serving Lake Victoria connecting the country to Uganda while the Kigoma,
Kasanga, and Kyela ports in Western Tanzania serve as a key connection route to Malawi,
Burundi, Rwanda, Zambia, and the DRC?’.

Tanzaniads port infrastructure riate gdineneunh neokepandi n
significantly as a key strategic location for the East African region, especially in a context
where regional integration is increasing. The quality of port infrastructure has been increasing,
albeit at a slower pace than ground infrastructure, remaining just below 3.5 points since 2011,
highlighting room for further investment. The country ranks just above Ethiopia and Uganda
according to the World Economic Port Competitiveness Index though with a higher ranking than
the Sub-Saharan Africa median (Figure 46)8. As interest in expansion and concerns over
congestion rise, the country has plans for additional port infrastructure. This includes a port near
Dar es Salaam with the objective of hel ping ease
Moreover, improve ment s i n Dar es Salaamés port wusing a ¢
World Bank, and the Foreign Commonwealth and Development Office of the United Kingdom
(FCDO), have led to gains in efficiency. At the same time, however, during the interviews on the
ground firms still reported the capacity being insufficient in the Dar es Salaam port, with the
expansion of docks and other facilities (such as cooling spaces for perishable goods) being slow.
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Figure46: Portinfrastructure
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2.2.1.4. Air transport

Tanzani aabhsporaimfrastructure stands the most to gain from new investments. The
guality of air transport infrastructure is the second to lowest among peers, only above Uganda,
and ranks overall worse than the Sub-Saharan Africa median. That said, the quality of air transport
infrastructure has been back on an upward trajectory since 2014 moving from a score below 3 to
just about 3.5 (Figure 47).

Figure47: Air transport infrastructure
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Tanzania has many airports, however not all are utilized at full capacity. 58 airports operate
in Tanzania, managed by the Tanzania Airports Authority (TAA). The Julius Nyerere International
Airport (JNIA) in Dar es Salaam is the largest airport and servesover 70% of the cou
passengers. The Kilimanjaro, Zanzibar, and Arusha airports follow with a significant proportion of
international travelers. Of the rest, only 15 transport more than 2.500 passengers a year. The

number of air passengers has increased significantly from 5.2 million in 2015 to 6.2 million in 2019
i an increase of 18%°°.

Air cargo capacity is highly concentrated as well. The JNIA airport is also the largest player
carrying 89% of all air freight shipping. Total air freight reached just under a million tons-km in
2019%. Imported cargo represents 90% of all cargo, of which a third is machinery and electronics.
In terms of exports, air cargo transports animal products, machinery, and metals as well as fish
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products*’. In line with efforts to boost the sector, the Ministry of Works and Transport has
announced fresh investments for the air transport sector for 2023-2024 seeking to expand
coverage domestically and a particular focus to bringing airport infrastructure up to international
standards*?.

2.2.2. Information technologies and telecommunications

Tanzaniabds telecommunications infrastructur
as the country has focused on expanding 5G adoption. Adoption of 4G had been slow given
the high costs relative to average income levels but 5G adoption presents a particular opportunity
to increase digital penetration. Tanzania is one of 10 African countries to have incorporated 5G
technology per a recent Ecofin Agency report*®, with The Tanzania Communications and
Regulations Authority (TCRA) regulating and overseeing the sector.

Continuing investments in telecommunications could help Tanzania overcome its lag in
technological adoption. Tanzania lags in both adoption of mobile telephone subscriptions as
well as broadband and access to internet. In terms of mobile telephone subscriptions, Tanzania
has 85 mobile subscriptions per 100 people, only above Ethiopia and Uganda and below what
trend with respect to its income per capita (Figure 48).

Figure48: Telecommunicationsfrastructure
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In terms of fixed broadband subscriptions, Tanzania had only 1.95 subscriptions per 100 people
by 2021, ranking in the middle versus comparator countries but above the Sub-Saharan Africa
average of 0.76. It lags further behind in terms of internet access with only 22% of the population

e

ef fo

reporting using the internet in 2020, the second
Itis also below Sub-Sahar an Afri cads Figuedd?* ge of 29. 3% (
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Fixed broadband subscription

Figure49: Broadband and internet access
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As access expands, there is an opportunity to enhance adoption in business. According to
the World Banko6s di gratkadecorttitodoivesteamahg peerslirabotlz averdll a
adoption and in particular, adoption by businesses (Figure 50). This signals that there is still
potential for businesses to benefit from the gains of digital adoption. Tanzania enjoys the cheapest
price of broadband data (measured as US per gigabyte) in East Africa at an average price of USD
0.71 and ranking in the middle with regards to comparator countries - with only Cambodia,
Vietnam, and Ghana recording lower prices*. According to the TCRA, this places Tanzania as
the seventh cheapest in Africa and 50" in the world.

Figure50: Digital Adoption Index
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Overall, while there is room for Tanzaniato fully leverage the advantages of improvements
in telecommunications infrastructure, it does not seem to be a binding factor. The recent
improvement in trajectory and push to expand 5G access and adoption, signals that
telecommunications infrastructure is unlikely to be a binding constraint for the manufacturing
sector at present given the available evidence.
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2.2.3. Water

Tanzania is a water abundant country located in the Great Lakes region and has plenty of
freshwater resources from river basins, lakes, and natural wetlands. This includes the lakes
Victoria, Malawi, Tanganyika, and the Wami-Ruvu and Rufiji River basins. The Ministry of Water,
in charge of implementing the National Water Policy (NAWAPO), manages to supply 226 billion
cubic meters of water (about half from underground sources and half from surface water)“6. The
sector is regulated by the Energy and Water Utilities Regulation Authority (EWURA).

Tanzania has made significant progress in its efforts to expand access to water and

sanitation. Access to basic water supply increased to 63% of the population in 2021 from 50% in

2015, however, the gap between urban and rural was high (with 79% and 37% access
respectively). Now in its third phase, the Water Sector Development Programme has been
Tanzaniads main strategy for water infrastructur e
support from international organizations including the World Bank which has provided $300 million

to this new phase which aims to expand access to an additional 10 million Tanzanians*’.

Water is perceived as an obstacle for firms, as measured by reports of water
insufficiencies. More than a third of manufacturing firms report experiencing water insufficiencies
and cite about three instances of insufficiencies a month (Figure 51). This is high compared to
peers (only below Kenya, Ghana, and Ethiopia) and high for its GDP per and the Sub-Saharan
Africa average of 22%. Yet despite being an obstacle, the share of water destined for industrial
uses is extremely low. Agricultural activities take a large proportion of water usage at 89%,
compared to a global average of 70%. Meanwhile, 10% is destined for domestic consumption and
only 1% is used for industrial production, which is low compared to global standards*. The low
intensity in water usage in industry therefore likely limits its relevance to the manufacturing sector.
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Water insufficiencies seem to be both related to water scarcity and inefficiencies in water
management. Tanzania is water abundant, however, due to the rapid increases in population
Tanzaniab6s per capita amount of 1000’ pepersentof r e s h w.
1,600 m? in the last 25 years, which is below the 1,700 m? indicator for water stress*. This has

also been partially driven by droughts, which increased water strain and led the government to

ration water in 2022. Moreover, there is evidence that there are some limitations in management,

especially in agricultural activities that use water inefficiently.
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While water has not been a constraint for the manufacturing sector so far given its low use,

as the manufacturing sector grows, this could become morerelevant. As Tanzani ads i ni
diversifies, water demand for industrial purposes is likely to increase, putting pressure on water

sources. Further investments in water management would likely be needed as the industry

expands®°.

The power sector in Tanzania is mostly owned and operated by the state-owned vertically

integrated company Tanzania Electric Supply Company (TANESCO), which serves as the
countryods principal electricity geWikle aANBSCO tr ans
operates the main grid and 18 isolated grids to provide mainland Tanzania with electricity, its

services are complemented by independent power producers, who also generate their own

capacity and the Zanzibar Electricity Corporation (ZECO) which serves the islands of Zanzibar

and Pemba®!. Despite that, the electricity sector is not very competitive, with several initiatives to
unbundl e TANESCO6s concentrated generation seeing
bodies include the Ministryof Ener gy, which i s responsible for th
development, the Energy and Water Utilities Regulatory Authority (EWURA) which independently

oversees the energy sector, and the Rural Energy Agency (REA), which promotes access to

power in isolated areas.

Tanzaniads electricity gener-botdiowentheilastc2d gearsand mor e
has always been well diversified. While in 2000 local electricity generation stood at 2.5 TWh, it

has since grown to more than 8 TWh (Figure 52). In 2021, the dominant source of energy for

electricity production was hydropower, representing more than 35% of the total, followed by oil

(30.8%), and natural gas (24.4%) (Figure 52). This composition changed significantly over time.

Natural gas was not massively used for domestic power production up until 2017, with hydro
dominating the mix up to 2010 and becoming the second most important source after that. While

the historical dependency of the country on hydropower makes it vulnerable to climate shocks,

Tanzania has engaged in diversifying its energy mix to include renewables and natural gas to

ensure a reliable supply of power for the economy, which stood at 1,605.86 MW as of 202152,

Figure52: Electricity generation
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Total electricity consumption has also been growing, particularly at the household level,
with energy demand projected to increase four-fold from 1,120 MW in 2019 to more than
4,000 MW in 2030%3. In 2020, domestic electricity consumption stood at around 7 TWh, compared
to less than 2 TWh in 1990. While at the beginning of the period residential consumption was
comparable with that of industry, in 2020 the divergence between the two was a striking 80%, with
households consuming electricity at a much faster pace (Figure 53). Considering the current trend,
the International Energy Agency forecast shows that in the future, the difference between
residential and industrial consumption might rise even further: by 2030, the gap is projected to
widen to 4,000 GWh, or more than 200% difference (Figure 54).

Figure53: Electricity consumption by market segment
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While average electricity consumption per capita in Tanzania is low when compared to

peers, Sub-Saharan, and the world average, electricity demand is projected to grow
substantially. Tanzani aés el ectric power consumption per
group (Figure 55), standing at 108 kWh per year i compared to the 550 kWh average in Sub-

Saharan Africa and the 2,500 kWh average in the world®*. Even though electrification expanded

rapidly over the last 20 years, just below 40% of the total population had access to electricity in

2020, the lowest level among peers (Figure 55). These low numbers seem to be driven largely by

the access to electricity problems experienced in rural areas; only 22% of the rural population had

access to electrical power in 2020, compared to more than 70% in urban areas (Figure 56).
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5 See the following link.

Report
GrowthDiagnostics and Competitiveness Study of the Manufacturing Sector in Tanzaiia

=


https://www.nishati.go.tz/uploads/documents/en-1638532283-PSMP%202020%20UPDATE%20FINAL%20signed.pdf
https://www.tanzaniainvest.com/power

Figureb5: Access to electricity
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Figure56. Access telectricity,urban &rural
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Despite large domestic energy resources and the fact that current domestic demand is
comparable to supply, data up until 2019 shows that Tanzania relied on fuel-based energy,
which required oil imports from Uganda, Zambia, and Kenya. Even though Tanzania is
estimated to have 57 trillion cubic feet of gas reserves® i enough to cover the domestic energy
needs and export abroad® i in 2022 Tanzania was still importing 115,000 thousand kWh of
electricity from Uganda and 46,000 thousand kWh from Zambia®’. Imports of electricity and oil-
based electricity production are expensive, tend to be volatile and are sensitive to currency
depreciation.

To meet the projected demand increase Tanzania is actively engaging in expanding its
installed capacity for gross energy generation, which is projected to increase from below
8,000 GWh in 2019 to more than 28,000 GWh in 2030%. Several ambitious initiatives have been
put forward over the recent years, including the TANESCO-owned Julius Nyerere Hydropower
Project. With an installed capacity of 2,115 MW, this would be the largest hydropower station in
the East African Community (EAC). If completed i the mega-dam faces significant criticism
associated with potential negative environmental and socio-economic impacts®® i the mega-dam
alone would cover existing domestic demand and allow for the export of electricity to neighboring
countries. Other projects include the 300 MW Mtwara Gas-Fired Power Plant, the 330 MW
Somanga Fungu Gas-Fired Power Plant, and the 87 MW Kakono Hydropower Project®®.
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percentage of revenues

While electricity prices are low and even falling over time, they do not reflect the true cost

of energy: prices are heavily subsidized by the governmentandares et bel ow TANESCC
long-t er m mar gi nal costs, which does ntérminadstmentss t hem
and generate market returns. According to TANESCOO6s income stat
more particularly in recent years, operating revenues are not growing fast enough to cover

expenses and cost of sales, which includes electricity generation and transmission, the purchase

of electricity, distribution expenses, and depreciation. For example, by 2013 operating revenue

had grown by 642 billion TZS with respect to 2007, while the operating cost of sales increased by

1033 billion TZS over the same period. I n 2010, T
90% of its revenues, with the biggest losses coming from subsidizing tariffs (Figure 57)5.
Moreover, from 2011 to 2013, accumulated TANESCO®?
to 1,450 billion TZS®?, with the total comprehensive loss for the year ending on June 30™ 2018

standing at 112 billion TZS (down from 256 billion in 2017)°2.

Figure57: TANESCO revenues & costs
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Even though the overall quality of electricity supply has been increasing over the years
(Figure 58)%, Tanzania still underperforms its peer group in many electricity-related
metrics. The country has a disproportionately high share of firms experiencing electrical outages
and is the worst-off peer in terms of the number of electrical outages in a typical month (lasting on
average nine days per month). In 2013, according to the World Bank Enterprise Survey, more
than 85% of firms experienced electrical outages, well above what one would expect for
Tanzaniads | ev e lpowertransmissionnaed. disthhtior l@sses have gone down
from their peak in 2010 i putting Tanzania in the middle of the peer group for the first time in the
observed period i firms still complain about the unstable power supply, and voltage fluctuations,
making the electricity problem in the country multifaceted (Figure 58).

61 See the following link.

62 See the following link.

63 TANESCO Annual Report 2017/18, p. 58: link.

64 All data used is the latest data available for the respective indicators. The years are outlined in each figure
separately.
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https://documents1.worldbank.org/curated/en/468531468134380668/pdf/WPS5962.pdf
https://www.oxfordenergy.org/wpcms/wp-content/uploads/2014/07/Executive-Summary-Sustainable-electricity-pricing-for-Tanzania.pdf
http://www.tanesco.co.tz/attachments/financial_statements/iFhzYH5t8nShNVPsTwoz91zHM11iTlZD_2022_11_30_07_36_31.pdf

Figure58: Transmission and distribution losses and electrical outages
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For Tanzanian firms, average losses due to outages are among the highest in the peer
group and internationally. An average firm in Tanzania loses more than 15% of its annual sales
because of power disruptions, which puts the country among the worst for its income level and
within its peer group (Figure 59). Indeed, qualitative interviews with firms in Tanzania suggest that
they even make their business location decisions within the country based on electricity availability
and quality, which varies significantly by region. Adil Khan et. al (2018) illustrate how much
residential electricity access varies by geography in Tanzania, from 75.2% in Dar es Salaam to
just below 40% in Arusha and 24.3% in Morogoro (Figure 59)°%°.

Figure59: Electricity acces
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65 Adil Khan et. al (2018). A Novel Off-Grid Optimal Hybrid Energy System for Rural Electrification of Tanzania Using

a Closed Loop Cooled Solar System.
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Signals resulting from a thorough deployment of the principles of differential diagnosis
suggest that access to power has been and remains one of the most significant binding
constraints in Tanzania. Prices per kWh are among the lowest in the peer group (Figure 60),
but as they are regulated and subsidized, they cannot be interpreted as signals of relative scarcity.
The most recent data shows that the average electricity prices per kWh in 2022 were even lower
than in 2019, with residential prices standing at 0.098 USD and industrial prices i at 0.101 USD®®.

However, these pricesar e not i nformative as diagnostic si
they do not reflect cost, quality, or excess demand.
Figure60: Price of electricity
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When prices per kWh are not informative, firmso
shadow price signal. The country has a disproportionately high share of firms reporting electricity
as their most important constraint. Though improving from 2006 to 2013, this complaint is still very
salient (Figure 61). Tanzania is the second worst-off peer in terms of the number of firms choosing
electricity as the main obstacle to businesses. As a matter of fact, the country comes second only
to South Africa, which is well-known for its electricity generation and transmission problems and
is currently wundergoing an energy <c¢crisis, wi t h
di sastero®.to tackle it
Figure6l: Electricity as one of the most important constraints (Enterprise Survey)
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66 Electricity rates per kWh are calculated using the average annual household electricity consumption and, for
businesses, the estimate of 1,000,000 kWh annual consumption. Source: link.
67 See the following link.
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https://www.globalpetrolprices.com/Tanzania/
https://www.engineeringnews.co.za/article/ramaphosa-says-govt-looking-into-state-of-disaster-to-tackle-energy-crisis-2023-01-31
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The same is true if zeroing in on the manufactu

Over the decades, access to electricity has been a persistent issue for larger firms in
Tanzania. In 2006 when the first wave of the Enterprise Survey was conducted, electricity was
clearly and by a large margin the biggest problem facing businesses in Tanzania. From 2006 to
2013 (the most recent year of the available), electricity had become less of an issue for firms of
all sizes, as other constraints began to rise (Figure 62). Yet in both waves, the issue with electricity
access remained the biggest problem for large firms, consistent with the fact that bigger firms are
more energy-intensive by design®. Indeed, all firms with more than 100 employees interviewed
during the field trip to Tanzania complained about electricity as one of the most important
constraints they face.

Figure62: Most important business obstacle by firm size (Enterprise Survey)

sector has one of the highest rates of el ectr

of outages. While more than 30% of manufacturing firms report electricity as the main obstacle,
more than 80% experience outages in 2013 (Figure 63, Figure 64). As industry and manufacturing
tend to be far more energy-intensive than agriculture or services, they are more vulnerable to
power cuts. Evidence collected on the ground suggests that these issues persisted in 2022, with
the firms in the Textiles, Metals, and Food processing sub-sectors indicating the power outages
continue and countermeasures (for example, owning a gasoline generator) are expensive. Firms
in the manufacturing sector tend to be more affected by outages in terms of costs and lose more
in monetary value, especially in the poorer counties i as suggested by a higher concentration of
points in the upper-left quadrangle of Figure 64. However, in Tanzania, the losses seem
comparable across the firms in the economy.

Figure63: Quality of electricity supply and complaints on electricity in the manufacturing secto
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68See Appendix 10 for further evidence coming from the Annual Survey of Industrial Production (ASIP).
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Figure64: Power outages in the manufacturing sector
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While firms complain about electricity, they do not seem to be trying to overcome the
constraint by relying on their own generators. Just below 45% of the firms in the economy
own or share a generator as of 2013, which is below the international average, and below peers,
particularly those that experience similar electricity-related problems like South Africa or Uganda

(

Figure 65. The same is true just for the manufacturing sector, where Tanzania stands as a clear
outlier with below 30% of the firms using a generator, half the share of South Africa. One potential
explanation for firms complaining about electricity but not owning generators is the massive gap
between the heavily subsidized electricity prices and the costs of independent power generation
T heavily influenced by fuel market prices of gasoline. That hypothesis is consistent with the
reports coming from firms on the ground, which stated that generators are a significant
incremental expense and cannot be used to run the whole plant but rather to maintain a share of
their production lines functioning during power outages.

Figure65: Generator ownership
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This report relies on a consistent definition of high, moderate, and low energy-intensive
industri es, based on UéherfyGbatstios boomeconormit analysis tof
test for electricity as a binding constraint. UNI DO6s definition is

industry classification and allows for tracing sectoral performance over time and comparing
statistics internationally. According to this classification, low energy-intensive industries include,
among others, Tobacco (ISIC 16) and Furniture (ISIC 36), moderate energy-intensive industries
I Food and Beverages (ISIC 15), Wood products (ISIC20), and high energy-intensive industries
T Textiles (ISIC 17), Non-metallic mineral products (ISIC26), Base metals (ISIC27), and Chemical

Report

Percent of Manufacturing firms experiencing electrical outages If there were outages, average losses due to electrical outages (% of annual sale
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products (ISIC 24)%°. Relying on the UNIDO dataset allows to overcome the large variations in
average electricity usage within the same industry observed in the ASIP data (Figure 66).

The contrast between the size and growth of existing industries and their different energy
intensities can be used to test for the factor as a potential binding constraint. If firms in
sectors intensive in the use of electricity tend to be less prevalent in exports, value-added, or
GDP, it might mean that electricity is a constraining factor for their growth and expansion. In other
words, if electricity were the most binding constraint, we would expect to see the less electricity-
intensive industries thrive and the more electricity-intensive industries struggle.

Figure66: Average electricity consumption by subsector
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Tanzani abs domestic production i s domi nat-ed by
intensiveness, whose value added seems to have grown the most over the last 20 years.
From 2003 to 2019, the total value added from the moderate energy-intensive industries increased
more than four-fold. At the same time, however, as a share of total value added, it stayed
approximately the same, fluctuating around 75-80% of the total each year. The same is true for
the share of high energy-intensive industries in the total value added, which over the years
spanned from 9% to 18% (Figure 67). When decomposing the growth by ISIC sub-sector,i tbéem
driven by just a few of them: Food products and beverages (ISIC 15) for the moderate energy-
intensive cluster, and Non-metallic mineral products (ISIC26) and Chemical products (ISIC 24) i
for the high energy-intensivere.
%The UNIDO6s compilation of Energy statistics for economic

consumption subsectors is: 17 manufacturing, 21 paper and paper products, 23 coke and refined petroleum products,
24 chemical products, 26 non-metallic mineral products, and 27 manufacture of basic metals. The moderate energy
intensive subsectors are: 15 food products and beverages, 18 wearing apparel; dressing and dyeing, 19 manufacture
of leather products, 20 wood and wood products, 22 printing and publishing, 14 rubber and plastic products, 28
fabricated metal products. The low energy-intensive products are 16 tobacco products, 29 machinery and equipment
n.e.c, 30 office, accounting, and computing machinery, 31 electrical machinery and apparatus n.e.c., 32 radio, TV and
communication equipment, 33 medical, prevision and optical instruments, 34 motor vehicles, trailers, and semi-trailers,
35 other transport equipment, 36 furniture and other manufacturing n.e.c, and 37 recycling.

70 See Appendix 11.
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Manufacturing value added, total

Manufacturing value added, total

Figure67: Manufacturing in Tanzania: valselded by energy intensity
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While high and low-energy-intensive industries are underrepresented on an international

scale (Figure 68) the dominance of moderate energy-i nt ensi ve sectors [
domestic manufacturing sector is partially explained by trade policy. Figure 69 shows that

the large manufacturing industries of moderate energy intensity are protected by higher tariffs,
creating a wedge that allows Tanzanian firms to thrive in the domestic market with the electricity
handicap. Thus, Tanzanian consumers are forced to pay higher prices in these sectors than they

would for unrestricted imports from electricity-efficient countries, but those higher prices result in
Tanzanian firms specializing in manufacturing activities that might otherwise disappear.

Figure68: Manufacturing: valueadded by energy intensity versus peers
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Figure69: Value added and tariff protection in manufacturing

Value added vs. tariff protection, by manufacturing sub-sector
by energy intensity
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Manufacturing exports, net
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As the export basket is dominated by minerals and stones, its energy intensity is quite
high, in contrast to that of value added. While up until 2008, moderate- and high-intensity
exports grew at a comparable pace, the picture changed dramatically around 2012. From then
onwards, Tanzania started to actively expand its stone exports (gold and other precious stones),
along with minerals (precious metals ores), and metals (mostly, unrefined copper) (Figure 70).
Even though direct extraction of these products is not considered in manufacturing (as it is a part
of the Mining and Quarrying category, which corresponds to ISIC Rev. 3.1 Division 10-14), it has
large spillovers to manufacturing in the form of basic processing of mining-related exports. Indeed,
Appendix 12 shows that the manufacturing net export growth on the high energy-intensive side is
driven by a single sub-sector i Basic metals (ISIC 27). When decomposing further within ISIC 27,
the highest-growing sub-categories include Manufacture of basic precious and non-ferrous metals
and Manufacture of basic iron and steel.

Whenexcl udi ng Basic metal s, t he e x p more dignedewitk
domestic intensity. Given that net growth in manufacturing has been driven by mining-related,
low-complexity, and high electricity-intensity products, it is important to explore the dynamics of
the sector excluding those. Indeed, the picture changes dramatically after excluding ISIC-27
products, with moderate energy-intensive industries dominating the decomposition (Figure 71). At
the same time, however, high energy-intensity exports seem to be growing quite substantially
from below 10% of the total net exports in 2000 to around 35% in 2019.

Figure70: Manufacturing exports by energy intensity
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Note: Own estimations based on UNIDO's Compilation of Energy Statistics for Economic Analysis (2010)
and ISIC 3.1 classification of Manufacturing sectors

Figure71: Manufacturing exports by energy intensity (excluding Basic metals)
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Despite their lower proportion in terms of value-added, the share of energy-intensive
manufacturing i n 3Fiaomreahtheaiysestamgno peers (Figure 72). This
signal is difficult to interpret. Even after removing basic metals from consideration, the share of
highenergy-i nt ensi ve industries in Tanzani adysoSeuwthport s
Africa. This is puzzling, since electricity is known to be one of the most binding constraints in
South Africa. T a n z a nmire@lselatednmanufacturing exports only represent 1.6% of GDP
in 2020 (with net exports standing at below 1%), which compared to domestic manufacturing value
added (9% of GDP) is relatively insignificant. Finally, anecdotal evidence gathered during field
interviews indicates that some energy-intensive export industries are also shaped by trade policy,
in this case by prohibiting exporting raw forms of natural resources and agricultural goods to force
domestic processing.

Figure72: Net manufacturing exports by energy intensity vs. peers
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Evidence based on firm-level data available for 2013-2016 also suggests that electricity
poses a binding constraint in the manufacturing sector: the total value-added per sub-
sector and the growth in value added are negatively correlated with energy intensity. In this
specification of the test, energy intensity is defined as the average electricity consumed (in kwh)
per value added generated, aggregated on a sub-sector level (ISIC Rev. 3.1), which is a more
detailed measure than the three UNIDO categories of intensity. Despite data being limited to only
four years of observations, it is sufficient to see a negative correlation present for both, average
value added and its growth, and energy intensity. In other words, we see that less electricity-
intensive industries tend to generate higher value added and at a higher pace, than more
electricity-intensive ones (Figure 73), which provides supportive evidence of electricity potentially
being a binding constraint for the manufacturing sector.
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Figure73: Electricity consumption and vaadded

Electricity consumption and value added, by ISIC3 sub-sector g Electricity consumption and value added growth, by ISIC3 sub-sector
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The analysis of the Amissingod thatdu et Minawteribospnp! i e s
of skills seem to be moderate in energy use, notas much low orhigh. The product s
(fromOto 1) aims at capturingt he extent of a | ocationdés existing
as measured by how closely related a product is to its current basket of exports.”* Sorting by the

products that Tanzania does not currently export (RCA <1) and ranking them by density and PCI

shows that fnearbyod products of a higher density
have a low PCI. Thus, it does not seem to be the case that Tanzania is currently constrained in

its economic diversification by energy. However, the products that seem more likely to drive
diversification are less complex (PCl)t han t hose that are #fAfarthero a
(Figure 74).

Figure74: Energy intensity, density and complexity at the product level
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71 Density equals 1 minus distance. For more details: https://atlas.cid.harvard.edu/glossary
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Electricity appears to have been a key binding constraint over the past two decades 7 its
full impact blunted by trade policyi but some improvements in the supply have helped in
releasing the constraint. The pipeline of new power projects is substantial and should further
relieve this constraint, yet demand will also continue to climb significantly and the impact of prices
on TANESCOOGs f i na naffdactahkeir apildysd deliveoam plans. Tile tesults suggest
that further relaxing electricity as a constraint would likely translate into higher GDP growth and
the value added of the manufacturing sector, as was the case in the last decades (Figure 75). And
the inverse is true: failing to deliver on new generation projects to keep up with increasing demand
by manufacturers as well as consumers could severely hamper future growth: South Africa
represents a clear cautionary tale.

Figure75: Electricity consumption and GDP growth
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2.3. LowSocialReturnsd Human Capital

Human capital at the individual level is defined as the acquisition of knowledge and skills through
education, training, or work experience. This knowledge allows workers to increase the marginal
productivity of their efforts. Given this definition, to assess human capital as a binding constraint
to growth, we need to identify if the skill spectrum is sufficient for companies to compete in
productive economic activities can adopt new technologies in their production’?. Human capital
would reduce social returns to investment and become binding for the manufacturing sector if the
stock of skills in the country is inadequate, rendering firms unable to exploit opportunities.

Despite important educational improvements in the country, enrolilment rates for
secondary and tertiary education are very low compared to peers and countries in the
region. There have been important educational advances in the country. Education reforms
during the late 1990s resulted in an increase in enroliment rates at all levels of education (USAID,
2013). Primary education enrollment rates improved from 70% at the end of the 90s to almost
100% in 2021. Nevertheless, enrollment rates for secondary and tertiary schools in Tanzania are
still low. Despite improving secondary enrollment rates from 5.7% in 1996 to 31% in 2020, the
country is still well below the peer and regional average (Figure 76). Tertiary enrollment rates are
also lower than peers and the sub-Saharan region, reaching 7.8% in 2020, less than half the
peer s b eandé0Rodgow Sub-Saharan countries. As a result, the working age population
of the country is composed mainly of individuals with low levels of education, and the proportion
of tertiary-educated Tanzania is very low, reaching approximately 2% of the working age
population in 2021, below the peer average (4.6%)"3.

”?Santos and Hani, #fADi agnBisndign duCGuams tCragiirntalt casGraowt h. 0

73 For more information see Appendix 14.
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Figure76. Secondary and tertiary enrollment ra
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Source: WDI data.

In terms of overall educational attainment Tanzania ranks similar to peers and at the
expected level given its income. When comparing Tanzania with other countries in the world
we observe the expected educational attainment i measured as years of schooling of the working
age population (15-64 years old) 1 for its level of income (Figure 77). On average, in 2021 the
working-age population had 7.1 years of schooling, over the regional average. The country has
almost doubled the years of schooling in the last three decades, going from 4.2 in 1990 years to
7.1 in 2021. Although higher educational enroliment rates are relatively low, that represents a
relatively small portion of the overall population.

Figure77: Years of schooling and GDP papita, 2021
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Educational attainment in Tanzania is improving when measured both in terms of access
and quantity of education, but there are significant challenges in terms of quality. The
guality of education T measured as learning-adjusted years of schooling (LAYS) 7 is lower than
other countries with similar income per capita (Figure 78). Compared to peers, Tanzania is among
the lowest in terms of LAYS. The Ministry of Education, Science and Technology accounted for
the lack of adequacy in learning outcomes, indicating that the country is facing learning outcome
challenges related to low levels of pass rates i particularly in secondary examinations i lack of
qualified teachers, and curriculum coordination problems that result in poor skill development
(MoEST, 2018). Moreover, the country also shows high rates of dropout, low competition rates at
secondary levels partly due to shortages of teachers and schools, and low levels of advancement
to higher education (World Bank, 2019).
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Figure78: Learningadjusted years of schoolifgAYS
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Source: LAYS database (2018). Note: The learning-adjusted years of
schooling is a measure that combines quantity and quality of
education.

To assess if human capital is a binding constraint to the manufacturing sector, we need to
evaluate whether the supply is sufficient relative to demand from the private sector. Low
|l evel s of educational att ai n mewhetherahurean 6apital islree ms e | v
binding constraint. If the supply of skilled labor is constraining investment, firms should be bidding
up a premium for it. We should then observe high returns to skills and education, relatively low
unemployment of skilled workers, and firms indicating problems in finding an adequate workforce.

Estimates documented in the literature suggest that returns to schooling in Tanzania were
amongst the highest in the peer group in past decades. Considering the estimations for all
the countries conducted by Psacharopulos & Padrinos (2018) on average an extra year of
education increased wages by 11.1% in Tanzania. The returns schooling in Tanzania were the
fourth highest in the peer group (Figure 79, Panel A). Moreover, compared with regional and
income classification averages presented by the authors, it was slightly above the overall rate for
the Sub-Sahara region (10.5%) and low-income countries average (9.3%)’4. Tanzania had the
third highest returns to secondary education (11%) and the second highest for tertiary education
(15%) (Figure 79, Panel B). It is important to note, however, that these results for Tanzania were
using data from 2006.

74 Psacharopulos & Padrinos (2018).
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Figure79: Returns to schooling, Tanzania and peers
A. Returns by years of education

20
18
16
14

12
* 111 ¢ 119
10

¢ 18.7

& 125

Returns to schooling

& 57
4.2

o N A O
*

Ghana Vietham Cambodia Tanzania Uganda  Ethiopia South Africa

B. Returns to educational attainment

40
35
30
25
20
15
10

5
, B I i O I I

Ghana Vietham Cambodia Tanzania Uganda Ethiopia South Africa

Returns to educational attainment

®m Primary m Secondary m Tertiary

Source: Psacharopulos & Padrinos (2018). Note: The data used for the estimations were from 2007 for Tanzania,
Cambodia, and Ghana, from 2008 for Uganda and South Africa, from 2011 for Ethiopia and from 2014 for Vietnam.

Our own estimations of the returns to schooling with more recent data show a decline in
returns during recent years, and particularly low returns in the manufacturing sector.
Based on the latest Integrated Labor Force Survey conducted in Tanzania (2020-2021), the
average increase in income per year of schooling went from 11% in 2007 to 10% in 2021
(controlling just for experience)’®. When adding sociodemographic controls to the estimation, the
return to schooling decreased to 8% (Table 2). Within the manufacturing sector, the returns to
education are lower (6%) compared to non-manufacturing sectors (8%). Aside from these, it is
noteworthy the size of gender gaps, running from 46% lower wages for women (with respect to
comparable men), 61% within the manufacturing sector.

5 The estimation is comparable with the regression made by Psacharopoulos & Padrinos (2018).
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Table2: Mincerregressiorcoefficients

Variable (1) All (2) Non-manufacturing (3) Manufacturing
sample sector sector
Years of schooling 0.0804*** 0.0814** 0.0595***
Experience 0.015*** 0.0143*** 0.0162***
Exp2 - -0.000189*** -0.000304**
0.000204***
Women -0.461™* -0.447*** -0.608***
Urban 0.406*** 0.422%** 0.237%*
Manufacturing dummy -0.157*** - -
Constant 11.29** 11.26** 11.5"**
Observations 8534504 7749046 785457
Adjusted R-squared 0.174 0.175 0.165

Source: ILFS 2020/21 (Tanzania). Notes: (i) Column 1 is the result of the following estimation: | TQ¢ @£ a/Q | 2
OQ0hE D& £ a0 VO'QOE WO Ql "QNEZGOD@OE Won Qi QO H0QG HAaQzZ6 1T OOE 2

G e 6 QOO dAIGER Dolumns (2) and (3) are the result of the same estimation separately for non-manufacturing
and manufacturing sector respectively. (iii) Standard errors in parentheses* p<0.1, ** p<0.05, *** p<0.001.

While the unemployment rate for those with primary education and those with vocational
training has fallen over the past decade, it remains high for those with secondary
education, and has risen rapidly for those with tertiary education. Though Tanzani ads
enrollment rates are low, their growth in recent years has been accompanied by a near doubling
of the unemployment rate for that group (Figure 80), which suggests either a lack of demand for
those skills or potentially a quality or mismatch problem. Unemployment for those with secondary
education has been flat at 14%. Vocational training is the only category above primary education
where we observe increased demand for those skills and corresponding reduction in the
unemployment rate. The fact that vocational training is undersupplied may be related to the
misallocation of funds coming from the Skills Development Levy (SDL). Only one-third of the funds
goes directly to the Vocational Education Training (VET) fund and the other two-thirds are
destined to other funds, including higher education funds (SOAS, 2018).

Despite increasing unemployment, the wage premium for tertiary education is high. In 2021
an individual in the manufacturing sector with secondary education earned 21% more than those
with primary or less education, controlling by sociodemographic variables (Figure 81). Workers
with tertiary education receive 143% more income than those that completed primary school.
Disaggregating by region, returns to tertiary education are particularly high in Dar es Salaam
(153%).

Individuals with VET education also receive awage premium of 77% (Figure 81). Vocational
training is the one category with a higher wage premium in manufacturing compared to the rest of
the economy, not only in Dar es Salaam but country wide.
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Figure80: Unemployment rate anthborparticipation by educational attainment, 2014 and 2020/2
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Figure81. Educational premia manufacturing sector Tanzania, by region
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The proportion of firms indicating that an inadequately educated workforce is the main

obstacle is low compared to peers and other countries intheworld. Fi r mds percepti

the competence of the workforce speaks to the scarcity or excess of skills. The last version of the
WBES included a question about the biggest barrier firms face. The ratio of manufacturing firms
that indicates an inadequately educated labor force as the main obstacle is very low (0.3%),
compared to peers and countries with similar income (Figure 82). In contrast, more than 40% of
firms indicated that finance was the major constraint, followed by electricity’®. A more recent
analysis can be done using the Annual Survey of Industrial Production (ASIP), conducted annually
from 2008 to 2016. According to ASIP, by 2016 approximately 18% of the firms indicated that their
most important challenge was shortage of qualified labor T among the factors with the lowest
mentions. Major challenges faced by the establishments were the high cost of production (74%)
and shortages of raw materials (46%), amongst others’’.

76For more information see Appendix 17.
77For more information see Appendix 18.
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Figure82: Percenageof firms identifying an inadequately educated workforce as the main obstacle
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Source: Own elaboration using WDI data and World Bank Enterprise Survey.

A recent expansion in the supply of education (measured by years of schooling and
proportion of individuals with tertiary education) is positively correlated with value added
per worker in the manufacturing sector. If human capital is constraining manufacturing output,
then increases in human capital should be accompanied by increases in manufacturing output. In
Tanzania, the years of schooling of the working-age population almost doubled in the last three
decades (from 4.2in 1990 to 7.1 in 2021). During the same period, the manufacturing value added
per person increased 2.3 times. There is a positive relationship between years of schooling and
the manufacturing value added per capita in Tanzania, Cambodia, and Uganda (Figure 83, Panel
A). For South Africa and Kenya, the slope indicates a lower increase in the manufacturing sector
despite the rise in schooling. Using the share of individuals with tertiary education as a proxy of
education supply, we observe a positive relationship between both variables (Figure 83, Panel B).

Figure83: Education supply and manufacturing value added per capita

A.- Education supply as years of schooling

7

6
L

5

T T T
4.000 6.000 8.000

Years of schooling

T
2.000

@ Kenya
—&— Ghana

* Cambodia

—&— Uganda
South Africa
—&— Tanzania

Manufacturing value added percapita (US constant 2015), logs

T
10.000

B.- Education supply as share of tertiary

7

6

!

5

4

3

Manufacturing value added percapita (US constant 201

T T T T
2.00 4.00 6.00 8.00
Percent of population with tertiary education

@ Kenya
—&— Ghana

hd Cambodia

—&— Uganda
South Africa
—&— Tanzania

Source: Own elaboration using WDI data.

10.00

Foreigners working in Tanzania are heavily concentrated on high skill jobs and there is

evidence indicated that they operate as complements i

rather than substitutes 1

for

Tanzanians. Recent changes in the law to facilitate the hiring of foreigners allows us to observe
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the impact of an increase in the supply of skills on output. When human capital is a barrier to
growth, another way to address the lack of qualified workers in the short term is to import skills by
hiring foreign workers. In Tanzania, there are large differences in the composition between
domestic and foreign workforce, with the latter heavily focused on high skill. According to ASIP, by
2015 the proportion of foreign workers with a tertiary and STEM degrees was considerably higher
compared to Tanzanian workers (Figure 84), which indicates they are complement the Tanzanian
workforce rather than substitute for it.

In 2015 the parliament passed a law’® to curb foreign employment in response to the increase of
skilled and semi-skilled ex-pats. The instrument was overturned by the 2021 Written Laws’®, which
amended the Non-Citizens Act of 2015. The changes included an extension for work permits of
non-citizens from five years to eight years, and incentives for registered investors®® who have
been granted and can employ up to ten non-citizens without being subject to the conditions of the
Act of 2015. This means there is no strict condition of qualification for the ten non-citizen
employees for the registered investors. We dona have data to estimate the impact of this law, but
the reversal suggests that withdrawing access to their foreign skills was seen as a potential
constraint.

Figure84: Distribution of engaged workers by orig#015
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The proportion of firms offering formal training in the manufacturing sector is higher than
expected for the level of income, but this proportion decreased moderately from 2006 to
2013. Figure 85 indicates the relationship between the share of manufacturing firms offering
formal training to their workers and the income per capita. According to the figure, in 2013, 34%
of the manufacturing sector firms offered formal training for their workers. Tanzania is located over
the expected value given its income, and above four peer countries (Ethiopia, Vietham, Cambodia,
and South Africa).

8 Non-Citizens (Employment Regulation) Act of 2015.
7 Written Laws (Miscellaneous Amendments) (No. 4) Act of 2021.
80 Registered in the Tanzania Investment Centre and Export Processing Zone Authority
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Figure85: Firms offerig formal training vsincome per capita, manufacturing secto
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Growth in the manufacturing sector has come from subsectors that do not require large
proportions of high skill workers. If human capital is a binding constraint, we would see firms
moving away from skill-intensive to capital-intensive industries. Tanzania is a low-income
economy specialized in sectors requiring less human capital. But there is no clear relationship
between sector growth and human capital intensity. Some sectors with low intensity on human
capital are growing but others are not, and most education-intensive sectors are relatively small
and growing very little (Figure 86). When considering employment changes as a proxy of job
creation in each subsector, we observe that there is no a clear relationship with the proportion of
workers with tertiary education.

Figure86: Employment change, value added and workers with tertiary education, by subsector
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Despite some symptoms uncovered by our set of tests, the preponderance of evidence
suggests that human capital is not the most binding constraint to growth in the
manufacturing sector in Tanzania. Educational attainment is expanding, and the economic
returns to education are shrinking and are particularly low in the manufacturing sector. The
unemployment rate among those with secondary education is high, and for those with tertiary
education is rising quickly in the face of increasing supply. Moreover, the availability of skills is
one of the least mentioned major constraints among Tanzanian firms. Fewer firms are offering
their own training to compensate for insufficient public training, and there is no relationship
between sector dynamics and educational attainment.

It is true that there is more work to be done to improve educational quality in Tanzania, as
well as enrollment at the higher levels of education. Moreover, there is some evidence that
the returns to vocational education are high and unemployment low and falling for that group in
the manufacturing sector, suggesting that vocational training may be undersupplied, along with
pressure from firms to ensure access to importing the skills of foreign workers. If the supply of
technical education were particularly binding, we would expect clearer signals 1 such as more
firms complaining about it and production tilting away from sectors that need it. As such, human
capital does not appear to be the principal limiting factor for manufacturing growth in Tanzania.
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2.4. Governmerfailures Macreconomidrisks

Low returns to investment in manufacturing could be caused not by low social returns to
such investment, but rather by the inability of investors to appropriate those returns via
government failures 7 including macroeconomic failures. Tanzania's monetary policy has
maintained a stable inflation rate since the mid-1990s and according to established objectives
was aimed at supporting sustainable growth and price stability. In the context of a free market
economy, a private banking sector, and a free-floating exchange rate regime, Tanzania
successfully implemented its macroeconomic policy over the past two decades, committing to its
monetary mandate and reducing fiscal dependence on the Bank of Tanzania. However, several
advances will be required to improve the current monetary policy transmission mechanisms and
further develop the financial sector (IMF, 2022). This section explores the main features of
Tanzania's monetary policy, exchange rate dynamics, and external debt.

The Bank of Tanzania outlines the money supply as a monetary policy tool, keeping
inflation at its target during the last two decades. Central Bank independence and the reserve
money targeting framework implemented in 1995 allowed to control inflation and consolidated the
reduction of public sector funding. The use of the money supply as the operative monetary tool
was determined by Tanzania's context in the mid-1990s, where an interest rate-based approach
was unsuitable in an underdeveloped financial system, similar to many developing countries
(Kessy et al., 2017). Following these reforms, monetary policy successfully reduced inflation in
the late 1990s and kept it under 16% annually for 25 years. Moreover, Tanzania has achieved
greater price stability than its peers (Figure 87).

Figure87: Inflation and monetary framework

Inflation, consumer price Bank of Tanzania's monetary framework
(annual change)

Source: World Bank, WDI Source: Bank of Tanzania

The Bank of Tanzania maintains a variety of operating targets for its monetary policy. With
the primary objective of maintaining price stability to support economic growth and provide
adequate liquidity (Figure 87), the central bank conducts diverse operative interventions to achieve
its medium-term inflation targets. Indeed, the Bank of Tanzania controls the growth of the reserve
of money, which has consistently fed through to levels of private credit and interest rates (Figure
88). In addition, the Bank manages market-based instruments, such as local and foreign currency
operations, REPOs, and reverse REPOs®! (Figure 88). These transactions reach monthly amounts
of 20% of the total value of the stock market capitalization, representing 2% of the GDP of
Tanzania. Finally, the Bank of Tanzania defines other explicit targets, such as private sector credit
growth and maintenance of adequate official reserves to cover projected imports of goods and
services (Bank of Tanzania, 2020).

81 Other interventions correspond to the statutory minimum reserve requirement ratio (SMR) and discount rate are also
part of monetary policy instruments. There are also standby credit facilitiesd intraday and Lombard loan facilities.
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