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INTRODUCTION

The rat ‘
o l:;iil.:::a]‘e of developrpent banking and its
theoretical ::‘:dpli])’j[ea.dln.g concept has a
between fina tl -pinning in the relathnship
say that {in : nC(i e dcvelopmem- Thisisto
Patrick (1966) d eads and causes development.
as the Cl‘cal') cflnefi sup;‘)]y-!ead.ing finance
advance of {;On of financial institutions in
effort (o qlc.mand for their services in an
DevelOPnlCI"l ”}“;lﬂt.e economic growth.

emand Lo ‘IOl the fman_cxal services precedes
developmeni Selr services and economic
it the 1960 developfnent bank§ were start_ed
as supply.Je *lcfll_ 19?05 in d‘evel.opl'ng countries
inance in an:t' ng f}nance nstitutions to offer
10 resolve I'CIPaUOn Qf developmenrm.order
Particula] a perceived market failure
deVe]mee-v (ljn the rural sector. The UN
reSPOnsib]:; ecadfe of the 1960s was possibly
Provide med‘or their birth. Their role was to
25 being ab] ium and long-term finance as *‘:v.ell
related 1o d: tolcarry out promotional acuvities
aimed at velopment. They were also often

poverty alleviation.

STA:
TEMENT OF THE PROBLEM

I

:‘nierid; tmjiny developing countries have placed
evelopmeeal of e.mphams on flpanc1al
ether f; l'1t assuming a suppl}r-l.eadnng rgle.
can haye 1lnanc;a] development in 1ts oW1 right
or in oti«lzausal effec}‘ upon economic growth,

emPiricanr words if it is theoretically an
.e"elopmey correct to say Fhat financia
1ssue amonntdls supply-leading, 1s a.content'lous
evideng frog e}‘l’el?pment economists a5 will be

here im the llterat}lre review below.

which be]isean opposing schoc?l of thought
ves in finance being demand

following. This asserts that finance s passive in
the development process and therefore should
be provided where there is already a demand
for its services. In other words we assume that
development should be seen only as a
consequence of the real side of the economy.
There are numerous influential economists who
also believe that finance is a relatively
unimportant factor in economic development.

Other economists find it to be neutral and even

a few suggest that the direction of causation
L]

changes overtime.
In spite of these divergent views, policy and

e 1960s and 1970s assumed 2
ng role. Both donors and
governments shared this vision particularly
resulting from World Bank development
strategy regarding the poor and the UN decade
of the 1960s. The stable financial and economic
climate at the time was conducive to the
implementation of this philosophy. The current
emphasis on financial liberalisation by the
financial sector also assumes a positive
relationship between financial and economic
development.' Without that relationship
resources wouldonly be used in productiveareas

of the economy.
However, the supply-leading philosophy'of

development banks and more precisely its
attendant cheap interest rate policy that was
pursued has failed to ac.hieve its intendfed
objectives in almost all third-world countries
where it was tried- The question that arises from
this failure is whether the supply leading finance
;s a sound development theory. To resolve this
problem, we need first to test wheth;r thereisa
significant relationship between finance and

practice in th
supply leadi

-
1 See Clarke and Dann
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development. Secondly, there is also the need to
account for the failure of development banking
in order to find a positive relationship, as rhetoric
has not matched experience in this field.

Research Questions

There are a few studies, some based on a group
of countries in a given period and a few of
them on individual developing countries, that
have tried to resolve these issues. Unfortunately,
hardly any study has attempted to shed lighton
this question using Tanzanian data. This research
is 2 modest attempt at filling this gap using
correlation analysis and a theoretical discussion
on the role of the financial system in economic
development. An ambitious and perhaps more
accurate means of capturing causation using
sophisticated modeling techniques such as the

Granger econometric method will be attempted
in future.

The main hypothesis to be tested is:

HO: There is no relationship between finance
and development. Our belief is that
there is a positive relationship. We would
therefore need to minimise the type 1
error of rejecting a truly null hypothesis.

HL: Thereisa relationship between financial
and economic development,

Although there is no unanimous agreement on
the supply-leading philosophy, most of the
evidence suggests a positive relationship,
Secondly, this positive relationship is also
theoretically investigated through a discussion
the role of the financial systemand is implicitly
assumed in the emphasis on financial
liberalisation as already stated above. If it can
be established that finance causes development
it may be ill-advised to close bank branche;
Ul’lle.SS alternative ways of supplying financial
services is developed. This is therefore an
tmportant research problem for Tanzania in this

era of financial liberalisation and e

| mphasis on
poverty reduction.
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The third consideration regards the policy
and implementation problems that may have
hindered the success of the supply-leading
philosophy. If indeed supply-leading finance is
conducive to development, the causes for its
dismal performance must be highlighted so that
past mistakes can be avoided.

Empirical Literature on Financial
Development and Economic Growth

The 19205 depression was believed to result from
the behaviour of the financial system. The
macroeconomics literature following the
Keynesian economic system by focusing on
money however, shifted the emphasis from
direct causation 1o one of indirect relationship.
It was Gurley and Shaw (1955, 1967),
Goldsmith (1965, 1969) and Patrick (1966) who
redirected the focus onto financial development
and development by stressing the role of
intermediaries in the credit supply process in
contrast to the money supply process. Another
earlier writer sharing the supply-leading role was
Galbis (1977, 1982). Recent literature includes
Gupta (1984), Jao (1986), Jung (1986).
Greenwood and Jovanovic (1990, 1998).
Bencivenga and Smith (1991), King and Levinc
(1993), de Gregorial Guidotti (1995) and Clarke
and Danns (1997)

Patrick (1966) helped to lay bare the supply-
leading and demand-following philosophy cited
above.?

The promotional role of development banks
derives from this Patrick Philosophy.
Development banks became specialised
institutions providing a whole host of
promotional services ranging from project
identification and appraisal to the supervision
and management of enterprises they finance.
In developing countries, where there are few
entrepreneurs, development banks assumed this

I

2 See Patrick (1966) pp. 50-52 for more explanation of
the supply-leading and demand-following concepts-
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;C(;:fr.l z?iznlizf:rtogk lrisky en;erpr.ises in t.he
and financial sew??:;‘:j l?f‘d f:lr eated lrfldustrxes
to stimulate devel ell in advance of demand
studies and evelopment. They dxd.sector
gOVernmer:] 'P:—E\'lded ad_vfsof}’ services to
They also ' “Ll € same spirit of devglopment.
later be Solejm ished enterprises wluc}.l yould
2s boards fctiF) entrepreneurs and partl.qpated
to demOno curectors n projects they f‘u?arfced
Patrick (it;zze thglr entrepr eneyrial initiative.
inanceas a ) did not view S“PPlYfleafifng
for econ n'eczssary condmgn or precondition
mercly th mxlc evelopment to take pl'acg. He
induce deoulg 1t that supply-leading finance could
Proceeds VE Olfl;}ent. However, asde\{eIOPment
financial ;1 e’ le ieved thfe sgpply-leadmg role of
iseventi] le\ j opment diminishes gradually a.nd
l.eSPOns;r %hOmm?tec.l by the demand-fol!omr.lg
this su 1. I ¢ majonty of authors believe 1n
SChooI])sp y-leading philosophy but there are other
of thought.
by iec 01:§§nsus appeared to have been reached
inanc; i 1970s on the 1:elat10nsh1p between
MCKinna and economic development.
Separat on (1973) and Shaw (1.973) in the{r
deba[ee ‘;’/IOrk? made a great contribution to this
develop; cKinnon ’f\rgued tl?at. investors 1
financpmg economies had limited external
Invest ¢ and Se]f'flflance. Hence, !JCC&USC
Consunr? ent efo?ndlt‘ures were lupmgler than
had i, ption exPeﬂdltur?s, poFentlal investors
investj St to accumulate financial assets beg;re
o Mdg-g in physical assets. Therefgre, acc':orl. Ir{xt
financiallnnon and Shaw, any financial policy lixe
assets | repession that kept. returns on ﬁnangl
l]inder'oW discouraged capital investmentt l:j
liberalling economic development. This ﬁfnanc;]
iberaliss:t~lon SChOOl‘ therf,-fore called for t'd:
or filqa;:9 ? Z])f the fl.nancml sector £ prox;ll1 e
growth, ial deepening leading to econ®
roles.ilf‘1 ™, on the Other htqnd, emgl?asi.sed the
finan, cizilnc:er est rates in savings mobilisation an
the voly r::velop.ment.‘ With ~}'ugh‘er deposit rates,
e of financial savings increases Wit

the enhanced incentive to save. The financial
institutions are then able to increase the
efficiency of investments, reduce transaction
costs, minimise risk and develop economies on
the scale indicated above. Both McKinnonand
Shaw therefore decried the use of financial
repressive policies. An additional contribution
was made by Galbis (1977, 1982) who
emphasised the impact of financial repression
on the quality and quantity of total investments.
Financial repression tends to encourage self-
financed investments at the expense of
intermediation and borrowing as it lowers the
incentive to save. The resulting credit-rationing
situation also discriminates against new
enterprises and entrepreneurs by favouring
those borrowers with security anda good track
record.

Notwithstanding the contributions of these
theorists, there were two weaknesses in this
economic literature. First, as already been stated
above, the methodological revolution in macro-
economics of the 1970s had diverted the
attention from the main question of finz'mcial
and economic development to other issues
which were indirectly related. The debate was
focused on interest rates and on the
complementary hypothesis that links
accumulation of money balances (flflanc1al
assets) with physical capital accumulation. An
increase in interest rates inducc?d more savings
that, ceteris paribus, enable capital investments
to take place. This complementary hypothesxs
assume that personal savings were }1mxted ;%nd
that capital investments requ'xr.ed prior
accumulation of capital. Indeed it s Patr.lck
(1966) who had focusgq on.the main question
at stake. Secondlys empirical investigation on the
; f financial and economic
1mportant o . (1969
development Was lacking.> Granger's ( fu)l
econometric method later Proved to beause
100l in studying this empirical relationship.

_—
3 Thisis reported by Odeducum (1996)

question 0
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The empirical works supporting the supply-
leading view, from Gupta (1984), Jao (1985),
Jung (1986), Gregorio and Guidotti (1995), and
Gupta (1984) on 14 developing countries and
Jung (1986) on 37 developing countries and 19
developed countries, used the Granger testing
theory to study this causal relationship. Their
results supported the supply-leading philosophy.
Jung’s analysis applied causality analysis using
time series data on Ml and M2 as financial
development indicators and per capital GDP
as indicators of economic growth. The ratio
of M2 to GDP was used as proxy for the
degree of monetisation in the economy. Recent
studies by Clark and Danns (1997) and
Greenwood and Jovanovic (1998) have used
similar approaches in their empirical
investigation. Greenwood and Jovanovic (1998)
assert that financial development makes a higher
return on capital to be earned and the resulting
increased growth then allows costly financial
structures to be implemented. In this way
financial developmenrt and growth are
completely linked together.

Jung’s (1986) econometric evidence shows
that causality may be in either or both ways.
This two-way causation was also found b
Greenwood and Jovanovich (1990). Economists
who believe in a neutral or passive relationship.
Include Guley and Shaw (1967), Goldsmith
(1973), Woolmer (1977) and Lucas (1988). This
school of thought suggests that financial
development follows rather than leads economic
development and their belief is shared by a
minority of authors. Lucas for example feels
the relationship is over-stressed.

Anthony Wood (1993) made an empirical
investigation into the direction of causality of
financial development in Barbados applying
Granger causality testing and found a bi-causa]
relationship for the data of 1946-199¢ When
he divided the data into two sub-samples, 1946-
1968 and 1969-1990, he found financial
development to be demand-following for the
former period and supply-leading for the latter.
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It should be remembered that Patrick (1966)
had argued that the supply-leading role would
dominate at lower stages of development and
become demand-following at higher stages of
development.*

Our study is modeled along the lines followed
by Clerk and Danns (1997), King and Levine
(1992) and Greenwood and Jovanovich ( 199?).
These studies correlated indicators of financxfnl
development with indicators of eco nomic
growth. They differed from much earlier
studies of this sort by taking broad money (MZ)
instead of Ml and by looking at the correlau.on
among several ratios instead of concentrating
onone. Their results support the supply leading
phenomenon.

The ratios used are:

i) Monetisation Ratio = Broad Money/GCP

Correlation with an economic development

indicator indicates the supply-leading
phenomenon.

ii) Domestic Assets Distribution Ratio

Examined as proportion of total domestic
creditand GDP and Credit issued to the non-
financial sector firms to Total credit or as a
ratio to GDP.

These two ratios give good indicators of
financial deepening, as the private sector is more
efficient in its allocation of resources when

compared with the public sector. The credit to
banks is excluded.

iii) Financial Institutions Ratio

= Deposit money banks Domestic Assets

Total Bank domestic Assets

* Forsurveys of empirical literature sec Kitchen(1986),
Gregorial and Guidotti(1995), King and
Levine(1993) and Odedokum (1996)
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THEO

RELA;:I(E)’II'\IJCAL AND EMPIRICAL

DEV SHIP BETWEEN FINA
ELOPMENT NeEAND

The causal relati .
or thcore:t(}cla(il]af ionship is implicitly suggested
examine the fl) casily conceptualised when we
System. Tl—les(;nclt ions played by any financial
1n[erl‘l‘ledia[i0nre ate to resource mobilisation,
transfer, reduc ’(;ha[uflty Fransformation, risk
Insolving an as ed transaction costs and itsrole
A number of ymmetric information problem.®
done elsewc]: empirical studies have also been
etween finanecr :' tOdestablish the relationship
SQrts with a t} and development. This section
of the fina‘ t‘?eoretlcal discussion on the role
€mpirical n“_ml system and then conducts
work on the subject.

The F;
Financ;

ncia .
eVelopmeml System and Economic

The tradi;
recognis el ‘tfn_al economic literature seemed to
In rey] ecoe lmportance of the financial system
¢ lumpeternomlc activity. In 1911 Josep
y inancialar.g“ed that the services provide
Wlivities) of intermediaries (promotional
Projects. m m.Oblllsing savings, evaluating
and faCi,lit anaging risk, monitoring managers
techno], ating transactions are essential for
cvelop gical innovation and economic
At aTemS'G
have idle){fuor;e moment thereare people who
Mvegy themn. s or savings who do not wish to
Of the , 1sks in a productive venture, because
there are ouy At the opposite end of the scal€
Viable pro g ers with deficit finance but Wit
fisks, The uctive projects whoare willing to take
role of savings mobilisation 1S that

\

5 We
€ have re|;
or discusr;l:,ed on Getler (1988) and Patrick (196
n on the role of financial systems-

6 -
Thys i
derived §
erived from King and Levine (1993)

‘—’-_-—
6)

of pefsuading those with surplus funds to
deposit them witha financial intermediary for
a return. Without financial intermediaries th
funds would be idle. =
' Th? essence of intermediation is where a
financial institution acts as a middle-man
berween surplus and deficit units. The financial
rflarkets then become an indirect means of
!mking savers to borrowers. Without these
institutions, each borrower would have to search
for persons with surplus funds. Alternatively,

the borrower will have to depend on personal
savings. Savers who do not wish to invest will
have incentive to save. They will engage in
conspicuous the consumption. To throw more
light on why financial intermediaries are
necessary, We need at this juncture 0 discuss
their role in reducing transaction COStS,
diversifying of risk and dealing with
asymmetrical : nformation problems.
Financial intern iaries have their costs, SO
of the

they haveto justify their existence. One

critical dimensions 1s their role in reducing
w is this done? Two Ways

transaction COStS: Ho
de possible is through

in which this is ma
velopment 0

economies of scale and de
expertise 0 ction costs. Average total

lower transa
costs normally declineas thesize of transactions
increase. A direct link between a saver and an
investor would involve higher average costs
when compared with a situation where an
i rces of funds

scale. Tl;ey al

by lowering the cost per

th compared a situation where
to hire this costly

issue of reduction ©

hen they hiring of
jtor projects to
hazard

ocerns inequality
the financia
who wants

problems- . .

Asymmetric information o
of info rmation betweern
intermediary; O the individual saver
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to lend money, and the borrower. The borrower
has more information about the project he wants
to invest in and his willingness to pay than the
lender. Speculative investors borrow money for
high-risk projects but hide this information, as
they know these projects would not be
approved. Borrowers who are unwilling to pay
back often portray themselves as the best
creditworthy customers and are the most willing
to borrow when interest rates are high. Financial
intermediaries are more well-placed to deal with
this problem than individual clients, as they are
able to acquire information in many ways at
reduced cost. This information may be acquired
by forcing borrowers to have accounts with
banks and through co-operation with the banks
that to know the credit history of the customers
concerned.

This information problem on the part of
financial intermediaries is two-fold before the
project is approved and after. The adverse
selection problem which occurs before the event
is when those who are mostly likely to be bad
customers are mainly the ones who seek the
loan and who are most likely to be selected. It
is this problem which creates a credit-rationing
situation at high interest rates. The moral hazard
problem, on the other hand, occurs when the
lender is subject to the hazard of the borrower
engaging in other activities which were not
approved and which often are very risky (hence
immoral) and therefore reduce the probability
that the loan will be repaid. Because of this
problem lenders may decide not to give loans.

Again 'financial institutions are well placed
to deal with the adverse selection and moral
hazard problems. The former is tackled through
project approvals, the necessity for bo
to offer collateral security, a ma
proportion of equity capital in th
financed, gathering of information

mandatory deposit accounts and g
guarantees.

rrowers
ndatory
e project
on clients,
overnment

The n}orgl hazard problem is compounded
by the principal agent problem that would not
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occur if no asymmetry of information existed
between owners and managers. Managers have
more information than their owners about the
enterprises they run and often can even ensure
that decisions are passed that benefit the
enterprise at the expense of the firm or their
owners. Itis therefore imperative that financial
intermediaries and owners think of ways of
reducing this moral hazard problem. This is
accomplished through project monitoring (visits
and progress reports) government regulation to
increase information, i.e. accounting data,
representation of financial institutions as
directors on the boards of projects they lend
to, debt contracts and enforcement of loan
covenants,

The question of Maturity Transformation
is one of changing short-term finance into long-
term finance. Most savers like to entrust their
funds to intermediaries for a short period of
time and be able to withdraw some of these
funds at short notice. Mainly because of the
confidence they have in intermediaries, they
never withdraw all their money. With experience
the intermediaries then know what proportion
of funds are necessary to meet the liquidity of
their clients. They can therefore lend the rest
of the funds for long-term investments. On
the other hand most borrowers require funds
for long-term investments. Without the
availability of these intermediaries, they could
only invest in short-term speculative projects
using short-term funds from individual savers.

The issue of risk transfer is also a critical
ingredient to savers who are unwilling to take
risks in lending money to individuals. Financial
intermediaries on the other hand try to diversify
the risk from clients they lend to through
acquiring collateral and guarantees. They also
have the knowledge and legal power to sue their
clients at lower cost. Through loan covenants
they are able to reduce the cost of loan default.
They may also apportion the risk between the
borrower and themselves through equity
participation and differential interest rates.
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funds 10 prit)o.-scrulmisc projects and allocate
efficient ;1]100l ity and profitable projects. This
would not h":il? I[: Of resources which otherwise
economic develo o ge“er?}t?d leads to faster
We may suspect P"“L’m- It is in this sense that
rodm financial dc-\;'lclh(;)l].l)lrslal relationship runnifg
and dev 1ent to economic
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We starr f:
lndicat;: cflfrfs-t by looking at a tab
Ol growth e deve10pment,onesource
Underak; and GDP growth iself before
Selecteq inrcl]'g a correlation analysis of some
~mentioncdlcator? along the lines of the above
Measure Sm‘?les- We use M2/GDP as 2
vestmen 3[ financial deepening 21
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“Table 1: Financial Development and Economic Growth(%of

GDP)

YEAR %DP M2/GDP | Iuestment/ GDP
1989 39 200 193
199 54 215 %2
1991 45 208 285
1992 -89 223 2.0
1993 122 228 2.7
1994 14 229 2.4
1995 26 219 21.2
199 41 198 180
1997 ol 162
1998 34 173 161

Source: African Indicators 2000and Bank of Tanzania

Economic and Operations Report June 1999,

M2/GDP ratio was computed.

Tabular Analysis
The table does not show

relationship between financt
GDPandgrowth. Thus whereasM2/GDP ratio
has been increasing between 1989-1991 the

d. The M2/GDP

GDP growth rate has fluctuate
to havea positive relationship

rate however seems
with the investment/ GDP ratio. Overall, we may
suspect some positive correlation between
financial indicators and growthi

When compared with other developing

countriesatd similar level of development the
M2/GDP ratio indicatesalow level of financial
development This has implications for financial
savings mobilisation, resource allocation and
efficiency of investments: According 10 the
financial |iberalisation thesis, this would imply
that financial sector [iberalisation has not greatly

improved the situation.

any easily-seen

al indicator M2/

Correlation Analysis
We use only one development indicator, namely
the ratio of Investment t© GDP to test our
hypothesis of the relationship berween finance
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and development, due to lack of other indicators
like GDP growth and GDP per capita growth
for the whole period on a consistent and yearly
basis. We also believe these other indicators are
influenced by many factors. Our statistics derive
from the IMF year book. We use M3 instead
of M2 and had to deflate the monetary figures
before dividing by real GDP from the IMF year
book. The computed figures are given in the
appendix to this paper. The data ends in 1996
because of the change in the base period for
the price deflector in the IMF year book.

A correlation matrix was computed from the
time series ratios in the appendix. This gives the
interrelationship between the financial indicators
and development indicator. The results were as
follows.

Table 2: Correlation Matrix

Rm3 |Dmbdar| Cpsrl | Cpsr2 Ir
Rm3r  [1.0000| 06795 |- 0.5854 |-0.5068 (0.1825
Dmbdar 1.0000 |- 0.4794 |-0.4528 |0.0953
Cpsrl 1.0000 | 0.8305 |0.2161
Cpsr2 1.0000 0.1914
Ir 1.0000

An examination of the correlation matrix shows
a positive association between the financial
indicators and the economic development
indicator of investment ratio. We can therefore
suspect that financial development causes
investment to take place leading to economic
development. Correlation analysis between the
financial indicators is positive except for credit
to the private sector ratio. This is probably due
to lack of emphasis on the private sector for
most of the period. We can test the hypothesis
that the correlation coefficients are significantly
different from zero using t < rv (n-2)/(1-r2)
where r is correlation coefficient.

The African Journal of Finance and Management Vol. 10 No. 1

The hypothesis to be tested is:
HO:p=0

HL: p=#0

tec = 2,086 < = 0.05

This gives the following statistical results:

Table 3: Significance of the Corvelation Coefficients with the

Development Indicator
Investmient ratio | Commient
RA3 18248 Insignificant
(0.830)
DMBDA 09533 Insignificant
0.4283)
CPSR1 21618 Insignificant
0.990)
CPSR2 19138 Insignificant
{0.872)
Key:

Rm3 = Ratio of broad money to GDP

DMBDA is domestic money bank domestic asscts ratio
CPSR1iscredit to private sector as proportion of total
domestic assets and

CPSR2 is credit to private sector as proportion of GDP.

Allthe ¢ values are not statistically significant at
95% confidence level. This confirms that the
correlation between financial indicators and
development indicator is not significantly
different from zero. We fail to reject the null
hypothesis. There is no strong evidence that
finance leads to development from our results,
although there is a positive non-significant
relationship. This result, plus the belief in the
supply-leading phenomenon theoretically
justified by our discussion on the role of the
financial system in development, makes us
suspect a positive causal relationship.
Correlation analysis is not a strong test
however. The reverse could also be true.
Correlation analysis among several variables is
influenced by partial correlation between the
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Catiop Ofclie‘lvCen bank branches and the
. e Natury, ccolts. There 1s great uncertainly in
o, ect'lng rumlﬂomlc and social environment
pOg.ar'les of the S’C"elopment projects. The
thathcs Q"Vix-ol-.memher’ counter-productive
chy May be upe entﬂ! and the cultural beliefs
b Nges have an“PPomve of new technological
tenileCts. For q| thlmpac[ on rural development
Part‘tos Y awa ;Se reasons, commercial banks
. telcglal-ly Wi, rom operating in rural areas
ohi TPrises, I i hen the focus is on micro-
N anosophy . f(?clml development banks whose
i max imisatioused on development rather
br mCe rurg] tecl? of profit that can help to
the, t}?_t")nal and s nological change. Their
Ols noble Causm'r epr epeurial role ensures

rnportWeve" it s oe 18 ac'hleved.
% ensuant evelo mne thing to appreciate this
o ure sustainpb, cnt role but another matter
the Uch emph e ility of services. In the past
dev;Xpe nse Of‘"‘s‘S was put on development at
o Lopmen sustainability of the rura
b rClopmep, 1. ution. Thisi inabl
nd ent. In the 1 is is not sustainablé
gOVern Were aygi) A 960s and 1970s cheap

ent bug able from donors a0

getary allocations for subsidies

to development banks were available. With the
onset o.f the external debt problem and
economic crises in developing countries, it was
no longer possible to sustain the activities of

de.velopment banks. They were now viewed with
mixed feelings. What then were the key mistakes
that were made? We hasten to say at this juncture
that these mistakes have nothing to do with the
supply-leading philosophy:

First is the important question of the lending
policy of development banks. Subsidised interest
rates have been justified by Keynesian
economics. This philosophy came © be shared
by governments and donors alike. Without
elaborating on this issu, stylised facts have

shown that concessionary finance does not lead
{s it an important

to distribution equity nor

inducement towards rechnological innovation.
The policy also undermines the viability of credit
;nstitutions in the presence of high lending costs
and default rates among large borrowers. East
d with subsidised interest rates
rventions because they were

moderateand commercial criveria were follow

where priorities had been :dentified. Given the
fact that the agricultural sector is a risky
enterprise, Interest rates must reflect this cost

for sustainable lending.

The failure to link savings
was an equally imporeant factor. Inducement ©2
save s enhanced by the promise of borrowing
for future investmer™ ting depostis also
avoids dependence o7 government and donors

for funds- More :
of information and insurance !
. irution. In't

Asia succeede
among other Inte

with investment
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of lending policy to find cheaper means of
delivering credit. Financial fragmentation has
worked to the detriment of our development
banking institutions.

Secondly, government intervention has in
many ways contributed to poor performance,
Price and exchange rate policy has often been
unsupportive of agriculture. It has reduced the
price margins of farmers thereby contributin
w failure to repay the loans. We have tended 1o
their replace markets instead of using them.
Political pressure to finance bad projects was
not uncommon. The failure to improve or
maintain existing infrastructure does make
marketing and distribution of commodities
difficult thereby contributing in a loss Particularly
to perishable products.

Thirdly, sources of funding have influence
on the autonomy of decision-making and
sustainability of the funding, Over-dependence
on donor and government funds may entail oss
of autonomy of the institution’s management
and sustainability becomes difficult in the
presence of budgetary restrictions and
withdrawal of donor funds. It also becomes
difficult to maintain an even leve] of operations
without its own funds. Againthereis tendency
for directives on branch expansion in places
where cheaper means of servicing these areqs
are available (i.e. informal and NGO network),
There is the further problem of underestimating
che real costs in external funds. As Harvey (1983)
has shown, there are many hidden costs of

external finance. A nominal interest rate 18 just
one consideration. Other factors like repayment
period, grace period, bureaucracy 1N approva)
of the loan, costs of tied aid and so on are of
equal importan.ce. Soft loans are not cheap
when examined in this context. Moreover, even
if these funds are really concessionary, they
should be lent outat thelr opportunity costs in
the economy for Cffl(‘:lent resource allocauqn.

Last but not least, is the essence of regulation
ind control. Where there is government
intervention one cannot expect strong regulation

y ‘a1
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and control. Managers cannot be held
accountable when they are being directed f;or};
their parent agencies to act contrary to thet
beliefs. Professionalism was lacking and C“P*‘Cll[{y
for regulation and control was WZ‘ :
Government policy also did not quickly a ';PS
uself to failure and changing circumstances. Th
is why concessionary finance and a high degree
of non-performing assets persisted. . od
The 1980s in Tanzania were charalctcrlsfl
by inflationary pressures resulting {rom the
different forces affecting macroeconomic
instability. The external environment was also
hostile. The debt problem hiked up interest rates
in the international financial markets increasing
the cost of borrowing. World recession meant
lower prices for our exports. Devaluation
increased the cost of imports. Sertous
government budgetary deficits forced the cut
in subsidies. At the same time those responsible
or the repayment performance of the
deve]opment, as well as donors who had t]lC{
Same vision for the important role © .
development banks, had to rethink a nev
evelopment strategy for development banks.
The mistake provides key lessons for
successful development banking. The leading
policy of development banks must reflect bfﬁh
the costs of finance and the high transactiont
costs of ryra] development banking:
'COHCessiOnary finance is not the solution as
Interest rate is not the major item of cost. Where
We are forced to offer concessionary financé
moderate subsidies must be scen in the lighto
Performance criteria of efficiency. The most
credit-worthy clients must be selected as
INCeNtive to economie efficiency. Co-financing
of developmen, bank projects by private banks
will also tend 1o encourage the use of efficient
€conomic meaps, Savings mobilisation has in the
past also been for. gotten half as none of But
they was engaged in deposit mobilisation-
Tanzanian de"elopment banls have now already
aCIOI:’Fed universa| by mixing development
banking with commegcin] banking and savings
mobilisation js high on the agenda.
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10 be stren ;h oweven these institutions need
weak, gthencd first as they are currently
de]iv 1 .
of th:zlrggi::id“ ;:nd have a deeper knowledge
Linkage Witho rthy and risky c}nents they serve.
reduces traps Pl_ﬂOduct credit qmrkets also
defau]y, éo Saction costs and x:xsks of loan
INitiatives i r: P;—‘{ra.twes aqd private sector
and services ar egmgal:lddlstrlbutlon ofgoods
and Collecti(c)an e relied upon for delivery
ansaction oo n of loan arrears, reducing
hrough im S.ts and ensuring timely repayment.
transpory trlzl ovements in communication i
areas can i)e s.nszf?tlon costs and risks in rural
We can h lg;]l icantly rf:duced.
Or inde eard y emphasise enough the need
gOVel‘nnert ndence .of the Panks from
ictated b tl‘“t‘?'fvc'*r'mon_ Lending should be
esires o fy }? viability of projects @d not the
com merciflo fcians. Once priorities are set,
Wishes, A s Criteria must prevml over pol.mcal
high] igh “lZ[POrtnve macroeconomics policyas
8Overnm e a‘bOVe is essential. Where
ent fails, due to lack of resources,

for example, 10
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evelopment banking can move ahead Wit

Conmde.rable strength.
banksh;],e arguing for the indt?pendenc;: o§
gOVer,-’l ¢ are by no means negating thero i ot
ailure mernit in de\‘relolamem banking- Mf}fhe
in anPPO.blems will always tend to occur. Thus
zania, while several banks have starte

They provide a cheaper means of

operations, none has opened up branches in the
rural areas. It is up to government to provide
incentives to influence the location of these
financial services. Special funds need to be
created and made available to development
- stitutions like NGOs to assist under-privileged
groups and needs to be assigned this role to
development banks. Development banksare not
charitable organisations. They are development
nstitutions focusing on economic and financial
viability”

CONCLUSION AND RECOMMENDATIONS

n theme of this paper was the
relationship between financial and economic
development. We have used correlation analysis
to test this hypothesis. Correlation may not
necessarily indicate a casual relationship, but

from the theoretical perspective we have
established that this causal relationship runs from

financial to economic development. There is no
unanimous agreement on this conclusion but
we have said that most authors lean more
rowards supply-leading finance when compared
with demand-followingor neutral perspective/
rwo-way causation. Unfortunately our test
cannot establish the direction of causation and
does also have inherent weaknesses. We have
also failed observea significant relationship
petween finance and development. But we have
found a positive correlation. In spite of these
remarks and other weaknesses c1te4 in the

aper, from our theoretical discusston .a'nd
modest empirical work, we suspect a positive
and significant relauopshlp berween ﬁ‘nance and
development. We believe our cgncluswn can be
confirmed by use of more refined techniques
suchasthe Grangerian testing

The mai

and henceallude

tothe supply-leading philosophy:
This conclusion strengthens the case for
supply—leading finance/rural development

en borrowed from Stiglitz

7 Someof our views have been bo! rom S
6) in their explanation of Asian miracle.

and Uy (199
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banking. This is of prime importance at this
juncture when market forces are having an upper
hand in allocating our scarce resources.
Government must take responsibility in this
regard and must establish priorities within which
development banks can apply commercial
criteria and provide subsidised credit to
institutions working with the poor to fill the
vacuum left by development banks.

We have outlined the problems of rural
development banking in Tanzania. Therefore
we know that financial liberalisation per se is
insufficient to lead to financial deepening. The
policy options highlighted towards the end of
the paper give us hope for successful rural
development banking in Tanzania.
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