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g::ll?illl;ltal Systems indeveloping countries normally
inteml] Z{gQIﬁcantly and persistently larger
devel ediation sPreads on average than in
veloped countries. These high spreads have
fgiinera.lly been‘attributed to high operating costs,
i ;:t‘?lal taxation, lack of competition and high
deten:j): rates. Thus, to the extent that the
Proble ants of the spread are distortionary, these
Spread;ns canberedressed .to permit interest rate
eCOnom('IRS) to narrow with positive effects on
allocari Ic growth and efficiency of resource
on.
, g:iglancial systems in Tanzania have shown
un denﬁy high and persistent spreads even after
14 year g ﬁnancnal.hberalization over thg past
than i ; IRS Tanzania is not only much higher
oo eveloped economies but also higher tl?an
Beck erage of Sub-Saharan African countries.
Spreadand Funchs (2002) reported interest
COUnm'S for OECD countries, Sub-Saharan
and 13elsoand that of Tanzania to be 4.1%, 1115%
the Ta' 7 r.eSpectwely. In addition, over iime
decrean-zaman IRS has shown a very slow
was Sti]slmg' trend, where up to 2004 the spread
i wide, at 10%. This spread is more than
I;‘ ofthe developed countries.
ad ditliih IRS rate spreads to borrowers reflect
Speed ?al cost of borrowing which deters the
in dust:j development in the country as it stifles
Other s'adl growth and business activity. Onthe
€Posi tl ¢, high IRS mean a low return
anks (;;S who opt to invest their funds with the
once, igh or non-declining IRS causes a
™M to both borrowers and depositors about
tendency to maximize profits ina free and
compohzed e‘_’OUOmy. Customers’ worrie's are
Tajse feunded ifthe commercial banks periodically
© and charges on banking services-
€ Primary objective of this article was to

C
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find out the key determinants of bank IRS in
Tanzania. In addition to this general objective,
the article was to map out the nature of
relationships or associations and strength vis a vis
bank IRS. The article was to also develop a
model for use by various stakeholders of the
financial system in the determination of bank IRS
in Tanzania. Such amodel is useful in the efforts
to narrow the bank interest rate spreads.
Although high IRS in Tanzania are generally
suggestive of underlying problems in financial
intermediation, so far no published attempt has
been made to identify factors contributing to such
high spreads. This article sought to bring insight
as to the determinants of IRS.

The remainder of the article is structured in five
parts. The second part after this introduction
covers prior literature, followed by a brief
overview of banking reforms in Tanzania which
provides the research context. The third part
outlines the methodology employed inthe article
followed by results and adiscussionof the results.
The final part is conclusion along with
recommendations and suggestions for further

research.

Prior Literature

between lending and deposit
rates constitutean incentive for abank to continue
to remain in the industry, the magnitude of the
spreads however varies across the world. It is
actually inverselyrelated to the degree of efficiency
ofthe financial sector Earlyinvestigationof factors
behind large IRS began with the concern thata
Jarge spread was 2 serious impediment to
expansion and development of ﬁnancnal
intermediation by discouraging potential savers
with low returns on deposits and potential
investors with reduced feasible investment

opportunities (Jayaraman and Sharma, 2003).

Setting a spread
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Hanson and Rocha (1986) in a World Bank
initiated study provides one of the early works
that ascribed high spreads to factors such ashigh
operating costs, financial taxation or repression,
lack of competition and high inflation rates. Hanson
etal (1986) analyzed the determinants of interest
rate margins by exploring the impact of explicit
and implicit taxes and other causes such as bank
costs and profits, inflation, economies of scale and
market structure. Using aggregate interest rate
data for 29 countries for the period 1975-83,
they found a positive correlation between interest
rate margins and inflation.

Utilising Canadian data, Yu (1995) tested a
number of hypotheses about bank IRS based on
risk-neutral bank objective function which was
to maximize the return on equity capital. Results
appeared to report a consistent size effect in the
determination of interest rate margins which
favored large banks. Yu (1995) also showed that
the margin increased with bank capital-to-asset
ratio so that the increase in the cost of capital,
which resulted from bank capital regulation
seemed to be transferred to borrowers.

However, no direct link was identified between
interest margins and bank non- interest expenses.
Wong (1996) identified several factors that were
positively related to high bank interest spreads.
These included a bank’s market power, operating
costs, credit risk and the magnitude of interest
raterisk. Increase in bank’s equity was found to
be negativelyrelated to IRS especially when the
bank faced little interest rate risk. Angbazo (1997)
tested the hypothesis that banks with more risky
loans and higher interest rate risk exposure
selected loan and deposit rates which achieved
higher net interest margins. Using Call Report data
for different size classes of banks for 1989-1993,
he demonstrated that the net interest margins of

commercial banks reflected both default and
interest-rate risk premiums.
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Barajas et al (1998) on the other hand
analysed the impact of financial liberalisation in
Colombia on interest rate margins in the banking
system. Mixed results were reported: liberalisation
increased banking sector competition significantly,
lowering market power and reduced financial
taxation fromits highest level of late 1970s. The
results also showed that banks appeared to be
moreresponsive to changes in loan quality, which
according to them might be an indication of an
improvement in banking supervision and/or
reporting.

Randall (1998) examined IRS over a six-year
period in the Eastern Caribbean and found them
to be persistently high compared with other low-
inflation countries. He concluded that reserve
Costs, operational costs and provision for loans
accounted for over 75 per cent of the observed
margin.

Demirguc-Kunt & Huizinga (1998) analyzed
the determinants of commercial bank IRS, margins
and profitability for 80 countries in the 1988 -
1995 périod. They found out that the differences
ininterest rate margins in different countries were
associated with a number of factors; bank
characteristics, macroeconomic conditions,
explicit and implicit bank taxation, deposit
insurance regulations, overall financial structure
and several underlying legal and institutional
indicators. Controlling for differences in bank
activity, leverage, and the macroeconomic
environment, Demirguc-Kunt & Huizinga (1998)
report that a larger bank asset to GDP ratio and
alower market concentration ratio lead to lower
margins and profits. Foreign banks had higher
margins and profits compared to domestic banks
indeveloping countries, while the opposite holds
indeveloped countries. Also, evidence was found
that the corporate tax burden was fully passed
on to bank customers.
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tImhbe;e] ge sc;,)veml explanations for limited changes
ineﬂicie;:f fel;]awqur, persistent hi gh.sprgads, and
Pioneerinz o 0\\{{ng ﬁnanclal liberalization. Inhis
conduct a; dcontl ibution on market s}ructure,
Su"gest; " tr;qunanoe (S-C-P?, Bam (195.1)
sector l-efla 1igh IRS may sustain if financial
chanees iom]1s do not brlng about S}gnlﬁcallt
Operabte prt he structure within which banks
ﬁmcﬁolia] é ﬁ:qn and Tsakalo}os (1994) argue mgt
increase whe Clg;CYOfﬁllmjglal mtem}edlauon will
and com et'tl‘i c FQlllpetlt.lqn pernts e.a§y entfy
put presspu itive pricing. Pricing competition will
lendin reon reduction of the spread between
ng and deposit rates.

fOrI;]lZdebzfted ‘Vlletl}er IRS are a good indicator
su gges:ls;rmg banking efficiency because as
e .e by Sal'r. (2000) IRS maynotbea g(?od
2004) re of efficiency ('Clm'wa and Mlacln{a,
develo' Neverthel.ess, it has been noted 1n
posi tivpmg countries that hi gh IRS mayhavea
SuggeSte fole. Barajas et al. (2000) for example,
the bamktit1 athigh IRS allov\{ bg.nks to consolldfnte
againgt g system by pr'ov1dmg some protection
Monjt inherently high risk, associated with high
0ring costs in developing countries. Lower
conseI Ncrease exposure to high risks and
-leque“ﬂy makes the banking system more
ind?;:fre eXiS_tS: some empirical evider}ce thgt
Etweee apositive and significant relatppslnp
intereStn l]}a"ket structure and p'roﬁtablh'ty or
Mixeq rSpl eads. However, the evidence point to
evidencesult_s- Neveﬂ.heless, reasonably good
Market S;E)O“’lt toan important role. played by
BWel] g cture in changing the behavior quanks
Spreadg E'mpacgng on the levels of bank interest
e ]yp'o l’)(tant literature on bank spreads sppport
0Sitive]t esis that intermediation margins are
iang 1 g’gfelated to market power (Flannan and

> 1993; Barajas et al. 1999; 2000)

On the other hand literature exists arguing for the
position that removal of credit controls during
financial liberalization may actually make quality
of loans get worse and lead to even larger
systemic crises. As noted by Brownbridge and
Kirkpatrick (2000) liberalization of interest rates
and removal of credit controls may allow those
banks with moral hazard and those that are not
constrained by prudential regulations, to investin
risky assets in order to maintain larger market
shares. Consequently, the quality of assets may
tumble which may lead into ahigher levels of non-
performing loans and provision for doubtful debts.

Barajas et al. (1999) suggest that charging of
higher lending rates may be oneavenue forbanks
to offset the cost of screeningand monitoring due
to bad loans and/or the cost of forgone interest
revenue. Randall (1998) also reports a positive
and significant relationship between spreads and
provisions for doubtful debts.

Literature also point to evidence that highnon-
financial costs are a source of persistent and wide
intermediation spreads in developing countries
(Demirgiig-Kunt and Huizinga, 1999; Barajas et
al, 1999; 2000; Brock & Rojas-Suarez, 2000).
Demirgiig-Kuntand Huizinga (1999) for example
reportevidence ofa positive relationship between
net interest margin and overhead costs. Barajas
and others (1999; 2000) as well as Brock and
Rojas-Suarez (2000) find significant evidence of
positive relationships between interest spreads

and wages or financial costs.
Finally Saunders and Schumacher (2000)

report that the holding of capital above the

regulatory minimum capital requirementsin order

to maintain a cushion against expected and

unexpected risks may lead to high sgreads.
Widening the interest spread between lendingand

deposit rates may be one approach towards
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covering such costs of high regulatory and/or
endogenously determined capital ratios. This
proposition is supported by Saunders and
Schumacher (2000) who provide evidence of the
positive and generally significant relationship
between spreads and capital ratios in developing
countries. Where there are often inadequate rules
and regulations governing the functioning of the
financial system it is suggested that capital to asset
ratios mean very little (Brock and Rojas-Suarez,
2000).

Overview of Banking Reforms in Tanzania

Between 1967 (when banks and financial
institutions were nationalized under the Arusha
Declaration) until 1991, the financial system was
entirely owned and controlled by the state. The
system was extremely narrow comprising of the
central bank, three commercial banks, five DFIs,
two insurance companies, two contractual savings
institutions and one hire purchase company. The
state owned many of these institutions including
the three commercial banks, the two insurance
companies, the single social security institution and
three of the five DFIs. The National Bank of
Commerce was the only commercial bank of any
significance, with 90% of all deposit liabilities of
deposit-taking institutions. These institutions were
subject to neither competition nor adequate
supervision.

The system was therefore subject to massive
financial repression and was geared mainly
towards the provision of cheap credit to the
central government, parastatals and cooperatives,
with the Bank of Tanzania acting as the lender of
first resort. Lending to the private sector was
residual (mostly about 5% of the total credit
supply). Interest rates were fixed for much of the
period, with real rates negative up to 1988,
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reaching alow in 1984. Many branches of the
National Bank of Commerce and some of the
DFIs made large losses mainly due to bad project
choice and poor management.

Financial reforms began slowly in the 1984/
85 budget but were intensified in 1986 with
Economic Recovery Program (ERP). The
objectives of ERP (among others) wereto reduc'e
the monetization of the deficit, reduce credit
expansion and to direct more credit to the private
sector.

A Presidential Commission of Inquiry into the
Monetary and Banking System in Tanzania was
established in 1988 and a Banking and Financial
Institutions Act was passed in 1991 to efffect
financial sector reform through the restructuring
of the then existing financial institutions. Other
objectives were to promote private banking, to
deregulate the capital market and rationalize and
strengthen the legislative and supervisory powt?rs
of the central bank. Private banks and financial
institutions (domestic and foreign) were free to
enter the market. Since 1992, banks were a}SO
free to determine both the deposit and lending
interest rates. Open market operations were
introduced with weekly auctions of short and
long-dated treasury bills to absorb liquidity,. to
finance government expenditures and to deterrmine
government rediscount rate. Provision was rr}ade
for restructuring the existing financial institutions
and for tighter regulatory control of the financial
system. Non-performing loans were estimated at
about 60% of total assets or 50% of government
expenditure in 1993/94. The restructuring of
balance sheets started in 1991 under t.he
provisions of the Loans and Advances Realization
Trust Act (LART) whose main function was t0
clean the banks’ balance sheets and to coll_ect
bad debts on their behalf. The non-performing
portfolios of the banks were transferred or sold
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{‘)"yﬂ:;LART, whose liabilities are fully guaranteed
o ¢ government. This was completed for
H{fhermal banks in October 1993.
O prevent future mismanagement and
i decl:;;l distress, the Bank of Tanzania issued new
25 v I%m 1991 togov athelicensing o anks,
manaeel as prudential guidelines for the
‘he a (i rTem Ofassets, provision for losses and
require al of interest. The minimum capital
and themen@s to obtain a license was increased
ability ftlppllcants were rgquired to demonstrate
pru dent]o Operate efficiently, profitably and
to dive y. Financial institutions are also required
allowe;&fy in order to spread risk and are not
capita] to lend more than 25% of their core
oyste to individual borrowers. To oversee the
a.nkm’ the Bank of Tanzania strengthened its
S Supervision Directorate.
cveral beneficial effects have resulted from
Wa“CIal liberalization in Tanzania (Lwiza and
Stroinko’ 2002). Liberalization has enabled a
am ger legal, supervisory and regulatory
the SeWork that provides free entry and exitin
relaﬁecmr' It has also enabled formation of a
o velycompetiﬁveenvironment(pam’cularlym
Mwan areas such as Dar es Salaam, Arusha,
mOrznZa and Moshi) that has forced banks to be
com Customer oriented as a means to beat
enab]ietltloq and ensure survival. Reformshave
ed existence of relatively stronger and
cancially viable banking insttutions Lwizaand
anko (2002) also cite other benefits of financial
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liberalization as improvement of accountability of
the banks through statutory requirements to
publish quarterly financial statements.

Customers now have the opportunity to shop
around in various banks for attractive/favorable
interest rates and fees. In addition to all of the
above, reforms have increased the number of
banking services providers (as at July 2005, as
per BOT data, there are 26 banks and 5 financial
institutions operating in Tanzania) and have
increased variety of financial products and
services to choose from.

Despite the reforms and the above mentioned
benefits, much remain to be done to further
strengthen the development and efficient
finctioning of the financial system. The Tanzania’s
authorities haverecently introduced wide-ranging
reforms in areas of legal, judicial, and information
infrastructure, including the Land Act 1999 and
the Companies Act 2002.

Interest Rate Spreads (IRS) in Tanzania,
1999-2004

Tanzania experiences relatively high bank IRS
which can be associated with high intermediation
costs. Such spreads are not only much higher
than in developed economies, but also higher than
Kenya and the average of Sub-Saharan African
countries (Table 1). Over time, IRS in Tanzania
have showna very slow decreasing trend (Figure

Table 1: Cross-Country Comparison: Interest Rates,

Spreads, 2002.

Table I Cross-Country Comparison: Interest Rates, Spreads, 2002
Real Real Interest rate
Lending deposit spread
Rate rate
| OECD countries 4.6 0.5 4.1
Sub Saharan countries 9.9 -1.5 11.5
| Low Income countries 10.8 -1.6 12.4
Kenya 16.5 3.5 13.0
Tanzania 12.0 -1.2 13.1
| Uganda 19.4 59 13.5
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Figure 1: Tanzanian Interest Rate Spreads 1995-2003

Synthesis of the Literature Review

Literature points to several determinants of RS
whichinclude operating expenses, loan provisions,
market share and magnitude of non-interest
income. These variables can be altered to ensure
achievement of desirable profit margins of the
banks.

Magnitude of Operating Expenses

This comprises wages, salaries and housekeeping
costs as well as newly emerging costs due to
introduction of innovations. The latter involves
computerization, installation of ATM machines and
debit card facilities and their annual operation. One
of the offshoots of innovations is the rise in wage
cost as banks are forced to employ highly
qualified and skilled persons. Although
computerization has enabled retrenchment of
clerical staff, higher salaries for technically qualified
persons have given rise to higher wage bills. It

turns out that higher operating expenses require
higher IRS.

Loan Loss provisioning

Adequate level of loan loss provisioning 15
considered necessary to reflect the quality of
available loans. However such provisions aré
negativelyrelated to the attainment of a deSﬁfed
net profit figure. Consequently where provisions
arelarge itis expected that interest margins aré
increased to cover such loan loss provisions.

Market Share

Banks with higher loan portfolios may trade *,‘t
lower spread and still meet net profit targets. This
also applies to banks with huge deposits since
they are able to source cheaper funds. However
banks with a lower loan portfolio are forced t
charge higher margins to achiever their profit
targets. Also banks with lower deposit levels arc
forced to obtain funds from other sources such
as borrowing from other banks at expensive rates
and consequently forced to increase their spreads
to attain desired profits. However in imperfect
markets banks with higher market share tend tC;
use this as an opportunity to obtain super norma
profits by operating with higher spreads.
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Non Interest Income

ﬂ::rlget derived by banks from other sources than
nOn-ini rate charges decrease the spread. The
andeh erest incorne is derived mainly through fees
such arges levied on loans and other transactions
chas forelgn exchange business.
andnss’ that is the determination of the lending
affeCteIZIO?)lt rate 1s a dependent vanablg thatis
operatin Y a number of faptors which are
andno g expenses, loan provisions, market share
banks nnterest income. To attain pre-set proﬁts
Fore must manage all or some of the variables.
wi dexailnple’ banks could decrease factors that
incren the spread such as operating expenses by
ahe a]agnl'ng efficiencies. They could also maintain
loan] er loaq portfolio and consequently reduce
'0an loss provisions, etc. However, ina free but
IMperfect competitive market such as Tanzania,
pgféks may opt for an easier route of increasing
le de_s oftheir products such that they charge high
Nding rates or lower deposit rates, or both.

Methodology

Sample Selection

g]h]? targeted population in this article was allbanks
p osa{IZmna Choosing such a large population was
an dSIble as only secondary data was collec;ted
int Oa‘nalyled- Tanzanian banks were categorized

tWo major groups - foreign and local banks.
peﬁankS that did not operate throughout the
Po 01 ‘fnde_r review were removed from the
relgu lation list. In their individual groups, the
des dining banks were then arranged In a

cending order based on their Average Total
Weizts. Total Assets mean values for each group
asset computed. All banks. with average total
clag S above the groups mean value Were

sified as big banks and below the mean as

where, P/A = Gross returno

small. The process resulted into the following four
bank categories:

i. Foreign owned - big banks,

ii Foreignowned- smallbanks,
iii. Local owned - big banks, and
iv. Local owned -small banks.

Simple random sampling was used in the selection
of 4 banks from each category resulting into a
sample of 16 banks. Since the review period was
for 5 years, from 2000 to 2004 there was a
sample of 80 financial statements over five years
for 16 banks. Each bank’s annual financial
statements were obtained from respective bank’s
offices. There were occasions where audited
annual financial statements published in print press
were used especially where information could not
be obtained timely from the banks.

Data Collection and Analysis

Data collected was analyzed using 2 models. The
first model was a less sophisticated and simple
model that was employed by Randall, 1998

summarised below:

The consolidated income statement of
commercial banks defines profit before taxes ®)
as interest income (I) plus non-interest income
(NII) minus interest €xpense (IP), operating cost
(OC)and provision for loan losses (Prov). This
identity can be rearranged and expres§ed in
Equation 1 as the interest margin, that is, the
difference between interest income and interest

expensec.

Dividing this expression by total deposits (D) as
a scaling-factor and using tota_l loans (L) and
assets (A), the following expression results:

2

nassets (ROA)
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Using the fact that interest income is equivalent to
the average lending rate times the average volume
of loans and that interest expense is equivalent to
the average deposit rate times average deposits
as well as the fact that the ratio of loans to deposits
is equal to one minus the required reserve ratio,
an expression for the IRS is obtained as given by
equation (3):

The African Journal of Finance and Management

¢ =residual
The residual reflects errors that result from
combining data from the income statements (flow
data) and stock data from the consolidated
balance sheet as well as the assumption that
loanable funds are comprised of deposits net of
required reserves.

i -ip

=p *ji; +OCD+Prov'D+ROA*A/D - NI/D+¢ /D 3

where, = Required Reserve Ratio

ROA =Return on assets

1L, =Interest Income on Loans/ Total Loans
iD = Interest Expense on Deposits/ Total

The above model uses information from balance
sheets and income statements of commercial
banks to derive an accounting framework that
decomposes the IRS. This method does nothave
any predictive power but it provides an anatomy

The second model is a regression model
adapted from Ramful (2001) to fit the problem
athand as summarised below:

Deposits
L/D=(1-77) ofthe IRS.
SPR =0ao+a,;COST+a, PROV + a3NII+ a,MS

Where:
COST =Operating Cost/ Total Assets
PROV =Provision for bad debts/ Total Loans
NII =Non-interest Income/ Total Assets
MS = Market share based on Total Deposits
SPR  =Interest rate spread based on the

model by Randall, 1998 above.

Theoretically, the coefficients were

expected to take the following signs:
o 170, & 20, o 3<0 and o 4=>0

Results

Bank by Bank Financial Summaries

A summary ofkey financial components of the 16 banks generated from the financial statements over

aperiod of 5 years are as summarized in Table 2.
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Table 2: Average annual Financial results of sampled Banks: 2000-2004 [figures in million TAS.]

Bank Bk | Nt Non | Operating [ Net Toal | Provision| Tol | Retum
Category | interest | Interest | Expenses | Profit | Loans for Assets | on Asset
income | Income Before | ad Losses ROA)
Tax | Advances | (BS)
NBC IB 718 | 1576| 21201| 1080] 13202| 842| 417316| 260%
NvB IB | 15564| 1504| 2008| 103%| 256% 23| 35849 29m%
CRDB IB aoa | 10577 1720| sa6| 60%| 37| 61| 1L7%
Standard
g':ﬂl(‘(ﬂed FB e | 13059 12086| 13025| 107936| 1369 231 |  460%
Citibank B 1| 50| 6ws| s49| 91| 160 2276| 220%
SembicBnk | FB 65| 50| 88| 87| &6sl| 3175| 1766| L%
Barclays Bank | FB 32| 20m| S00| 38| 87 g3| 91251| 030%
_EdmBank IB 76| 252| 3m3| 235 30869 %7 B3w| 310%
Tanzania
Postal Bk IS 30| 362| 606 2| 67 6| 53005 040%
People Bank
of Zangiber IS 4| 1eo| 207  s| 1s79|  7214( 42B| 170%
e ]
Investient IS 1384 1407 2402 447 7,82 315 RRA| 140%
Bk
Dianond
Tt Bk FS os| | 19| 0| 1047 18| 3| 26%
Burafiican 1
5| 9456 10| 1912] 070%
Bk S go| | L7683
Kenya
Conmrercial B o6 sa7|  133| MO 368 36| 14646| -1.00%
Bk [ .
o 320%
Commercigl 1S 1,572 537 1,502 474 8289 338 | 14617 A
Bank
Int.
Conrercial ES | 2 | 45| sa3| 21| 1220 040%
Bk
Keyq__“*““'"l;;':;;l“;;g‘;;;;;;:f;-eign B]; [;;k, LB = Local Blg bank and FS = Foreign Small bank.
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As observed in Table 2 basing on average total
assets fora 5 - year period, NBC is reported to
be the largest bank with an average Total Assets
of TShs. 417 billion whereas International
Commercial Bank the smallest (Total Assets TShs
12 billion). As for profitability, Standard
Chartered Bank is shown as the highest profitable
bank with a Return on Assets (RoA) of 4.6%
and an average annual profit of Shs 13 billion.
Kenya Commercial Bank is reported with the
lowest with ROA of —1% and an average annual
loss of Shs 474 million.

Results on the Anatomy of Interest Rate
Spreads

In the first step, IRS for each of the 80 annual
financial statements were computed based on the
above equation and using normal spreadsheet
formulas. These results show Akiba Commercial

The African Journal of Finance and Management

Bank with the highest average spread of 15%
while Peoples Bank of Zanzibar with smallest
average spread of — 0.6%. In the case of PBZ
this would indicate serious operational losses as
there were more costs incurred than revenues
earned. The total results in a descending order
with spreads in brackets is: Akiba Commercial
Bank (15 .3%); Kenya Commercial Bank
(13.5%); International Commercial Bank
(13.2%); Barclays Bank (12.8%); Tanzania
Investment Bank (12.4%), Euraftican (8.6%),
Diamond Trust Bank (8.2%), Tanzania Postal
Bank (8.1%); CRDB (7.1%); Exim Bank
(7.0%); Stanbic Bank (6.2%); Standard
Chartered Bank (5.9%); NMB (5.6%); NBC
(5.6%); Citibank (4.6%) and PBZ (-0.6%)-
Figure 2 summarises by a graphical presentation
the average interest spreads for each of the
sampled banks during the five-year period.

Figure 2: Interest Rate Spread in Tanzanian Banks, 2004
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Table 3: Average Decomposed Interest Rate Spreads Of Sampled Banks: 2000-2004
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Fort.aign Foreign Local Local ALL
Big Small Big Small

banks | Banks | banks | Bamks | P20

Interest rate spread 72% 10.9% 6.3% 8.8% 8.3%
[Factors increasing the spread (+)

Operating expenses 8.8% 13.4% 1.1% 14.8% 11.0%

Reserve 1.0% 1.4% 1.3% 1.5% 1.3%

ROA 1.2% 0.3% 2.0% 1.3% 1.2%

provision for bad debts 0.7% 0.7% 0.4% 0.4% 0.4%
}l;’actors decreasing the spread (-)

on Interest Income 4.5% -5.0% -5.0% -8.8% -5.8%

Subsequently, to assess the relative importance

of the factors behind the high intermediation

spreads, the average spread between deposit and

lending rates was decomposed into following

categories:

L Operating costs allocated based on the share

i of total deposits,

I The interest paid to recover costs of funds

_ deposited as required reserves,

ii. Loan loss provisions as a share of total

_ deposits,

Iv. Pre-tax profit margin on total assets and

v. Non-interest income as a share of total
deposits.

Results are as summarised on Table 3.

Foreign owned small banks have the highest IRS
of 10.9% while Local big banks have smallest
spread (6.3%). The operating expenses are by
far the most important component of IRS
accounting for about 7-15 points of the spreads.

Thepositive signsignifies the positive relationship
with the spread. On average, about 1.3% of the
spread is used to cover for reserves deposited
with the central bank that bears no return.
Contributing to shareholders returns is between
0.3-2.0% of the spread. The last factor adding
to the spread of Tanzanian banks is the provisions
for bad and doubtful debts with points between
—0.4% and 0.7% of the spread. Non interest
income is depicted to decrease the spread for

about 4.5% to 8.8%.

Explaining the Interest Rate Spreads using
Regression Analysis

The IRS decomposition as presented above is
based only on accounting identities calculated at
the level of peer groups of banks (Cihak and
Podpiera, 2005). Further insight into the factors
underlying high IRS can be obtained by
econometric estimates that attempt to explain the
spread on a bank by bank level as a function of
various parameters. The regression model
adapted from Ramful (2001) and covered in the
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Data Analysis part of the paper yielded results
presented in subsequent paragraphs.

Because of unavailability of average deposit
and lending rates and thus a series of spreads for
individual sampled banks, results of the accounting
framework were used to arrive at each bank’s
spread. To avoid heteroscedasticity, ratios
insteadof shillings values of the independent
variables were used. Since data for non-
performing loans are not available, provision for
bad and doubtful debts were used to substantiate
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The sample used consisted of a panel data from
16 commercial banks over a period 5 years from
2000 to 2004. Yearly data was extracted from
annual income statements and year end balance
sheets of individual banks.

Regression Results: Foreign owned Big
Banks

Regression results of foreign owned big banks
are reported in Table 4.

asset quality of individual banks.
Table 4: Model Coefficients for Foreign Owned Big Banks
Unstandardized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
Constant) -2.504E-02 018 -1.428 174 |
Non interest income -1.717 446 -357 -3.849 | .002
Operating Expenses 2.000 152 995 13.118 | .000
Provisions for Loan Losses 3% 209 126 1.883 [ .079
Market Share 553 .180 315 3.079 .008

Allpredicting variables are statistically significant
meaning they can be used indetelmining the IRS.
significant at 1% and 10% levels of confidences
respectively.

The coefficient of operating expenses is 2.0
depicting a positive relationship with interest
spread. The coefficient of 2.0 means that for a
one percentage increase in the ratio of operating
expenses/total assets we would expect an
increase of 2 points of interest rate spread,
assumning other variables are held constant.

The coefficient for non interest income is
negative (-1.717) which means a one percentage
unit increase of the ratio of non interest income/
total assets would result into a decrease of 1.717
percentage units of the spread.

Similarly, a one percent increase of the ratio
for loan losses provision to total loans or of the
market share to total deposits for this category of
banks would result into an increase of .394 and
553 respectively percentage points of the spread;
other things being constant.

The Beta coefficients which are the
standardized regression coefficients used to shoW
therelative strength of regression variables shows
operating expenses as the strongest variable with
Beta value of .995 and provisions the smallest
with beta of .126 for this category of banks



M. J.Assad
and Z. Nanyaro; /nterest Rate Spreads: Empirical Evidence from Tanzanian Banks

71

g:gress.ion Results: Foreign owned Small Banks
gression results of foreign owned small banks are reported in Table 5.

Table 5: .
le 5: Model Coefficients for Foreign Owned Small Banks

—
Unstandardized Standardized )
— Coefficients Coefficients t Sig
Std.

| B o | Bea
&&“{“a“t) 837602 | 040 2064 | 057
On mnterest income -1.662 884 414 | -1.880 | .080
| Operating Fxpenses 1,159 05 | 548 | 2304 | 036
| Provisions for Loan Losses 7 312 403 2478 | 026
| Market Share 4352 235 | o344 | 1787 | 0%

glgil/atlmg €xpenses and provisions are sigﬂﬁcmt
inco olevel of confidence where as non interest
income at 10%, The operating costs are the most
::ggﬁm variablein explaining the IRS of foreign
coeffic: anks with a beta value of 0.548. The
poimsqem value of 1.159 means such percentage
incr, of the spread will increase for a one percent
oth:aSe of the ratio operating costs/total assets,
im ; vanabl§s being held constant. The next
is If rtant variable is non-interest income which

egatively related to the IRS with a coefficient

of -1.662 and beta value of -.414. This can be
interpreted that a percent increase in the ratio of
non interest income/total assets will resultintoa
decrease of 1.662 percentage points of the
spread, ceteris peribus.

Loan loss provisions is next with coefficient
value of .773; and the weakest variable is the
Market share with coefficient of -4.352. Thelast
two coefficients can be explained as 0.773 IRS
points will increase for a percentage increase of
provisions/total loan and 4.352 percentage points
decrease for a 1% increase in the ratio of market

share to total assets respectively.

R .
egression Results: Local Owned Big Banks

R :
®gression results of foreign owned big banks are repo

Tabe ¢,
LMOM Coefficients for Locally Owned Big Banks

rted in Table 6.

Unstandardized Stenderdized| Sig

T Coefficients Coeficients
T — B Std. Exror Beta
—Constan) 3258602 | 918 1852 | 084
~Non interest income -.889 531 -461 1674 | 115
—perating xpenses 1.330 301 972 4425 | 000
~Provisions for Loan Losses 3.897E-02 062 153 633 536

Market Share —7531B02_| 052 o | 1466|163
~YorketShare | 738
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Aswith foreign owned banks, operating expenses
emerged the highest contributor of the variability
of IRS with a positive coefficient of 1.330, abeta
valueof 972 and is statistically significant with p-
value of .000.
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Therest of the variables are not statistically
significant (p > 10%) and do not seem to be
related to IRS for this category of banks.

Regression Results: Local owned Small
Banks

Regression results of local owned small banks
are reported in Table 7.

Table 7: Model Coefficients for Locally Owned Small Banks

Unstandardized Standardized ¢ Sig,
Coefficients Coefficients
B Std. Error Beta

(Constant) 9.654E-02 .027 3.602| .003
Non interest income -.962 419 -.349 -2.299| .036
Operating Expenses 1.112 .369 470 3.015| .009
Provisions for Loan Losses -.161 .033 -.577 -4.955( .000
Market Share -1.962 762 -.269 -2.575( .021 |

All predicting variables are significant at 5%
level of confidence. The loan loss provision is
the most important variable in explaining the
interest rate spread of local small banks witha
beta value of -0.577. Its coefficient is —1.61
depicting a negative relationship with interest
rate spreads and is interpreted as 1.61 points
increase in spread results from a one point
decrease of the ratio of provisions to total loans.
The next important variable is operating
costs and is positively related to the interest
rate spread with a coefficient of 1.112 and beta
value of .470. Non- interest income is third
with coefficient value of -0.962. The weakest
variable is the Market share with a coefficient
0f—1.962 and a beta value of —0.269.

Discussion Of The Results

The primary objective of this study was to find
the key determinants of bank interest rate

spreads in Tanzania. In addition to this general
objective, the study also sought to map out the
nature of relationships and strengths of
variables that influenced bank interest rate
spreads. Results show the smallest 3 banks 11
terms of total assets have the highest spreads-
Akiba Commercial Bank, one of the smallest
banks in Tanzania (based on Total Assets) and
the only micro finance bank sampled in this
study, is seen to have the highest interest rate
spreads. Itis also the second top proﬁfab]e
bank in the sample in terms of profitability to
Asset ratio (ROA=3 2%). Microfinance 15
categorized as risky business as it deals with
small customers who may have no permaI1erlt
address or any formal legal assets to mortgag®
against loans. This is a typical organization that
takes high risks and reaps the rewards throu
higher profits.
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:]ha: qther two smallest banks having highest
In eng]::f are Kenya Commercial Bank and the
theso twon;] Commercial Bank.Itisplausiblethat
they re b aqks chqrge higher spreads to ensure
incurr ‘“galn In business due to the losses they
because during the ‘study period, probably
scale bﬁgiﬁexed operating expenses and the small
marker ss they are able to generate from the
Whg}f Interest are two banks, Eurafican Bank
ren 1s actually making losses but is charging
Za;;nable spreads and People’s Bank of
- tbar that is actually charging negative margins
o Yetprofitable, deriving its income from other
Thn core businesses.
B ¢ most profitable bank, Standard Chartered
q ank, with also reasonable margins, seems to
enve the bulk of its income from non interest
flli] arges sources, Its non-interest income isactually
gher than its net interest income. Standard
Shartered Bank offers lower margins but
Ustomers presumably pay high fees, commissions
:?t‘i banl.< Charge§. Other banks with higher non-
pe rest income include Tanzania Postal Bank,
In oples Bank of Zanzibar and Tanzania
vestment Bank.
o Citibank appears to be an efficient bank when
ne looks at the bank on a purely business
ser Spective. It is a bank with smallest positive
bpr €ad and yet ranked number 7 on profitability
asis (ROA=2.2%)). Its non-interest income is
actually the lowest when one compares such
Income as a percentage of net interest income.
Other banks that appear to be efficient are
NBC and NMB. These make good profits,
charge lower margins and operate the largest
Number of branches across the country. Exim
Bank also records good performance in terms of

Profitability (3rd top profitable bank in the
sample) in spite of its large investments inenlarging

its branch network and investing in advanced
technology. Exim bank is the biggest local bank
that was registered and became operational after
financial liberalization.

The bank category with the highest spread by
far, is that of foreign owned small banks (spread=
10.9%). Despiteall this, it is actually the category
with the lowest return on profit (ROA =0.3). It
appears that the high spread is actually necessary
for their survival. They have very high costs and
earn only reasonable income from non interest
income.

Local Small banks is ranked second category
in terms of high spreads. However, unlike foreign
small banks, this category is actually the second
most profitable with return of 1.3% points of the
spread. However it is the category also with the
highest operating expenses and actually one with
cleanest loan portfolios looking at their provision
for bad and doubtful points.

The third group in terms of high spreads is
foreign owned big banks and followed lastly by
big local banks, with local big banks being the
most profitable category of all, at 2.0 percent.
Results confirm that operating €eXpenses, reserve
requirement, ROA, provision for bad and
doubtful debts and non-interest income are key
determinants of interest rate spreads. It shows
that the bulk of the spread is used to cover for
operating €xpenses, which also turns to be
positively related to the spread.

Non-interest income is also another key
determinant of bank spreads, and with anegative
sign it meansit is a factor that decreases the banks’
spreads. However when it is to0 highit leads to
the same outcry as the one we have now for high
spreads. The Bank of Tanzania has not considered
it prudent to impose any restrictions on bank
charges. In South Africa, its Competition
Commission is investigating high banking fees
(Mail & Guardian, 21 June 2005).
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Provision for losses seems to carry asmall portion
of the spreads. With also a positive sign, it is a
factor that adds to the spread meaning the higher
the bank’s provision the higher the spread.

All the bank categories except local big banks
fitted in the framework that predicted operating
expenses, provision for losses, market share, and
non-interest income as determinants of bank IRS.

The nature of the relationships also has been
largely confirmed: The decomposition of spreads
provided results that fitted the proposed model
except for only one bank category - local small
banks and for only one component, the provision
for bad debts. The regression results also depicted
anegative relationship between provisions and
IRS forlocal small banks. These are inconsistent
results that need to be investigated further. As
for the rest of the regression results, the
inconsistency on nature of relationship between
spread and market share is because such a
variable is perceived differently by each bank
category, some want to take advantage of it and
increase their prices as well, while others take
advantage through economies of scale and hence
decrease their spreads.

Conclusion

This article examined some of the factors behind
IRS in Tanzania both analytically and empirically.
The estimation results shows that interest rate
spread is used to cover the cost of operating
expenses and required reserves and also reflect
the prevalence of market power and compensates
for quality of loans. The article also showed that
banks with high non-interest income can afford
to narrow the spread.

On bank category levels, operating expenses
was the highest contributor to spreads and had a
positive relationship. IRS of all bank categories
except for local big banks revealed a negative
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relationship with non-interest income, where as
no significant relationship was observed for local
big banks. Mixed relationships between spread
and market power were observed. While small
banks (both local and foreign) had a negativ.e
relationship with market share regardless of their
ownership structures, large banks had different
patterns. Spreads for foreign big banks are
positively related to market share, however no
significant relationship was observed for local big
banks. Local small banks were the only category
with provision for loan losses negatively related
to their spreads.

Recommendations

Although the conduct of open market operations
by the Bank of Tanzania continue to be the key
component of any successful liberalization and
modernization of Tanzanian banking system.
further progress needs to be made in achieving 2
more efficient and competitive financial system
capable of operating with lower intermediation
spreads. For instance, to make deposit aqd
lending rates more market-conforming, it 18
imperative to have a wide range of instrume_nts
and an even wider range of financial intermediation
in order to promote sound competition in the
domestic financial market.

Greater transparency and information about
banks spreads, if promoted among the customers
could also help promoting competition. Perhaps
the Bank of Tanzania (BOT) may consider
drawing up regulations on publishing of each
bank’s interest rates as a move to the attainment
of perfect competitive financial market.

Suggestions for Further Research

This article did not obtain views of bankers t0
validate research results qualitatively. Perhaps 2
qualitative angle of understanding the phenomenon
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gf IRS may offer insights not currently captured
inthisarticle. Other than the variables studied in
this work other macro economic factors
dgtennining IRS could also be investigated.
Finally conclusions from this article are derived
from a sample of 16 out of 26 banks operating in
Tanzania. It would be interesting to cover the entire
spectrum of banks in Tanzania and the East
Afiican Community Region.
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