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EXECUTIVE SUMMARY

Tanzania’s Pilot Rural Investment Climate Assessment (RICA) measures the economic
environment of non-farm enterpreneurs. The pilot assessment has three key objectives: it aims to
better understand the rural non-farm economy in Tanzania, shed light on rural enterprise
dynamics and business constraints, and reflect on areas where government policies are readily
directed to help promote rural non-farm enterprise activity. The RICA is based on an analysis of a
unique survey data set collected by the National Bureau of Statistics (NBS) during January and
March 2005, covering enterprises, households, and communities in all seven geographical zones
of the country. Selected findings are summarized below.

Non-farm enterprise characteristics

Rural non-farm enterprises matter. Non-farm activities are an improtant source of income for
approximately 1.4 million rural households, an increase from 1.2 million in 2001, The highest
enterprise densities are in the Lake region and in Central Tanzania. Over the past decade the share
of rural non-farm self-employment income has almost doubled. In 2004, some 28 percent of rural
households reported that at least one member was working in a non-farm business. Non-farm
enterprises are an essential source of livelihood for a significant proportion of Tanzania’s rural
population. Households that run a non-farm enterprise have an income that is about 24 percent
higher than that of those without, suggesting that access to informal employment in the rural non-
farm sector could provide a path out of poverty.

Tanzanian rural non-farm enterprises differ from their urban counterparts. The capitalization of
businesses is extremly low. The median value-added per laborer of a rural non-farm business is
only US$ 83, a stark contrast to an urban micro-enterprise in Tanzania that has an estimated
median value-added per laborer of US$ 474 (World Bank, 2004b). About one-half of the
enterprises are located in rural areas, while the other half is located in rural market towns. Non-
farm enterprises are very small with the majority operated by one person during most of the year.
However, during peak seasons enterprises often employ part-time or casual labor with these being
mostly family members. The level of education among enterprise owners is high by rural
standards, with the majority at grades seven and eight.

Rural trade dominates. The overall landscape of non-farm enterprises in Tanzania is quite
diverse. However, the predominant entrepreneurial activity is trading. About 57 percent of rural
enterprises are engaged in wholesale or retail trading. Consequently, more than 75 percent of
Tanzanian enterprises are heavily affected by seasonality, which typically constrains enterprise
growth. Non-farm enterprises in rural Tanzania buy and sell locally, operating in relatively thin
markets. Only 19 percent of the enterprises are formally registered.

Labor productivity is low. For a typical rural business, sales are less than US$ 1.5 per day of
labor. However, there are differences. Small enterprises are relatively more productive than their
larger counterparts (which could be due to the intensive use of household family labor). The
opposite is true of urban enterprises, which are more labor efficient at the higher end of the
employment spectrum. Enterprises in Tabora are more productive than enterprises in any other
surveyed region. Productivity differences by sector, however, are not very pronounced. The
exception is mining, where labor productivity is higher than in other sectors.

Registration is associated with higher labor productivity. Formal enterprises have higher levels of
labor productivity than informal. The median formal enterprise generates US$ 149 per laborer,
versus US$ 82 for informal. Regulatory barriers to entry are costly, estimated at about one-third
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of enterprise annual gross sales. The productivity differences between formal and informal
enterprises are more pronounced in rural market towns. However, additional study is necessary to
understand benefits derived from enterprise formality.

Table 1: Snapshot of Tanzania’s Rural Non-farm
Enterprise Sector, 2005

Total number of enterprises ¥ 1.2 mio
Formally registered enterprises 19%
Sector of operation
Trading 57%
Services 21%
Production 19%
Two or more sectors 3%
Location
Rural towns 46%
Rural areas 54%
Production
Median net earnings per enterprise (US$) 113
Median value added per worker (US$) 83
Labor force
Enterprises using only family labor 83%
Enterprises using only hired labor 1%
Both family and hired labor 15%
Family workers (average) 1.6
Hired workers (average) 0.6
Total workers (average) 2.2
Characteristics of entrepreneur
Female 23%
Primary education (1-6 years) 11%
Primary education (7-8 years) 69%
Secondary education 17%
Tertiary education 3%
Work experience (average in years) 4.9

Source. 2005 Tanzania RICS. a/ 2001 HBS

Rural enterprise dynamics

The rate of new firm creation appears to be lower than in other African countries. This could be a
result of investment climate constraints or a weaker rural enterprise culture. In line with the
findings from RICAs for other countries, rural entrepreneurs believe that access to finance and
basic infrastructure are among the most important constraints that impact on enterprise start-up
and closure. The majority of start-ups are small firms, and entry into the non-farm sector is
dependant on income generated from agriculture — 77 percent of start-up capital is from
agricultural earnings. When agriculture is prospering and overall demand for non-farm products
or services is high, starting a business can mean prosperity. But when agriculture is languishing
or population growth is high, start-up jobs may simply reflect the news that firms are acting as a
sponge, soaking-up excess workers in margina!l activities. In Tanzania, both demand-pull and
supply-push forces seem to determine entry into the rural non-farm enterprise sector.

A minority of enterprises propels employment growth. About one-third of established rural
enterprises (operating five or more years) are high performers. The estimated overall high
employment growth rate of 4.5 percent annually for these established enterprises is impressive,
considering that the majority of small enterprises in rural areas did not grow at all. Employment



growth is regionally defined and occurs mostly in the formal sector. Tabora employment growth
proved strongest among the regions.

Box 1: Characterization of Rural Non-farm Enterprises

The rural non-farm enterprise sector in Tanzania is quite heterogeneous. Nevertheless, at risk of
oversimplification, some characterization is possible. Firms are owned and solely operated by a male with
five years relevant experience and often with primary education. Owners occasionally hire seasonal labor,
but seldom look further than for household labor.

The large majority of enterprises are involved in informal wholesale or retail trading or processing of
agricultural commodities. Earnings are subsistence with a net income of some US$ 113 per year — or about
one third of annual income. Most entrepreneurs complement their agricultural income with seasonal non-
farm activities. Business operations are dependent on readily available resources within the proximity of
the local community.

Investment climate constraints

Due to relatively rapid agricultural growth in recent years, demand exists for more rural non-farm
economic activity. However, entrepreneurs are now constrained mainly from the supply-side in
their response to this increased demand. Overall, the report finds that access to rural finance and
road infrastructure are among the main rural investment climate constraints. Access to finance
was generally perceived by rural entrepreneurs as the main business constraint. This is not a new
finding by ICAs or other studies of the rural economy in Africa. The interpretation is complex as
this could simply reflect the desire for additional financial resources. Appendix 4 therefore places
the results in the context of what is currently known on rural finance in Tanzania.

Business constraints are assessed in three ways throughout the report:

1. Entrepreneurs are asked directly about what they believe are the major constraints to
business operations and growth (Figure 1). Rural entrepreneurs generally perceive rural
finance, public utilities and road infrastructure as major constraints. More than 60 percent
of entrepreneurs believe that access to finance hampers growth. Regionally, Tabora
scores relatively well in three aspects of the investment climate — access to finance,
transport, and governance. Financing constraints are perceived as particularly severe in
the Lake region, Northern Highlands and Southern zones. Access to public utilities and
transport infrastructure is perceived as a major and severe constraint in the Western zone.
Demand-side and governance business constraints show lower variability and magnitude.

2. The perceived business constraints are benchmarked with the Sri Lanka Rural and Urban
ICA (World Bank, 2004c¢) and a comprehensive study on rural non-farm enterprises in
Africa (Liedholm and Mead, 1999). Such a comparison shows that the overall level of
constraints perceptions is relatively high in Tanzania. A comparison with the urban and
formal industry based ICA for Tanzania (World Bank, 2004b) shows that the level of
perceived constraints for the urban and formal industry-based enterprises is generally
higher than in rural Tanzania. A common finding, however, is the perception that access
to finance and transport significantly constraint growth. Interestingly, rural and urban
enterprises in Tanzania perceive access and costs of finance as a problem of almost
similar magnitude.




Figure 1: Top Five Rural Business Constraints, 2005
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As part of the analysis of this report, the relative impact of investments constraints on
enterprise growth is measured with objective data at the community level via econometric
techniques. Overall, perceived business constraints generally coincide with these more
objective measurements. An empirical analysis suggests that better access to roads and
rural finance would have the strongest impact on enterprise employment growth.
Interestingly, rural cell phone communication ranks third. Demand-side factors related to
agriculture rank fourth. For those rural entrepreneurs who do use electricity, increased
reliability of the electricity grid could stimulate growth. Simulations suggest that even
marginal improvements of the rural investment climate could significantly increase non-
farm enterprise employment growth.

Reflections for policy and future analysis

The pilot approach and methodology taken in this assessment call for a careful evaluation of the
following recommendations, which are presented to stimulate dialogue and future analysis. This
Rural Investment Climate Assessment is the first of its kind in Tanzania, and only a few
assessments are available from other regions of the Bank. Acknowledging the regional dimension
and heterogeneity of rural enterprises is important. The main issues are:

1.

Most rural non-farm enterprises in Tanzania are highly dependant on the performance of
agriculture. This suggests that favorable policies and investment for agriculture play a big
role. Policies and investments to meet the Government’s agricultural growth targets, as
described in the Agricultural Sector Development Strategy, are fundamental for the non-
farm rural enterprise sector. Operationalizing the strategy through the recently developed
Agricultural Sector Development Program therefore remains a priority.

Almost 60 percent of rural non-farm enterprises are trading enterprises. Maintaining
favorable internal trade policies may therefore be of utmost importance in determining
enterprise performance. Revenues of these enterprises come mainly from local sales.
Therefore, internal trade policies set by both local government authorities and line
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ministries may need to be revisited. Continued enforcement of recent changes should also
be a priority.

3. Road infrastructure is among the main constraints that impact on rural business
operations. Easing bottlenecks in rural infrastructure is therefore important. Priority areas
are maintenance and rehabilitation of the existing road network. Differing regional
impacts should be considered in resource allocation for rural infrastructure, particularly if
rural employment growth is a key objective. This should be considered in both national
level expenditure prioritization and the local government formula base allocations.
Prioritization could be based on the expected rates of return to infrastructure and impacts
on the agricultural and rural non-farm economy. Private sector participation may require
a strengthening of regulatory institutions and ensuring their independence.

4. Access to rural finance appears to be among the main supply-side constraint — but
interpretation is complex and requires future analysis. Microcredit may offer a tool for
promoting rural non-farm activity. However, interventions should pay sufficient attention
to the performance of the agricultural economy. In buoyant rural markets, where ongoing
agricultural income growth drives demand for non-farm goods and services, injections of
credit can play a role in enabling non-farm entrepreneurs to participate in growing market
niches. Priorities may be the promotion of rural saving schemes, the establishment of
greater linkages between commercial banks, SACCOs and MFTs, and credit guarantee
schemes to offset risks.

5. Cell phone communication reduces transaction costs. Exploring options for better
telecommunications via private sector cell phone nodes may therefore be an attractive
policy option. This includes the adoption of a new Electronic Communications Bill, the
implementation of the new licensing framework, and the review of policies and
regulations to generate competition and reduce communication and operational costs. In
addition, capacity building and the continued use of global experiences to enhance the
efficiency of the telecoms sector could be important.

6. The large share of informal rural non-farm enterprises may be explained by the fact that
being formal is costly. Reduce direct costs of doing business may therefore be important.
Despite recent reforms, transaction costs and taxes for formal non-farm enterprises
remain very high. Continuation of business registration reform and effective
implementation at the local level remains a high priority.

Future analysis of rural non-farm enterprises should focus on three aspects: (a) assessment of the
role of larger firms and their economic linkages, particularly in small rural market towns, (b)
identifying entry or mobility barriers to high-return niches within the dynamic part of non-farm
economy, and (c) for cost-effective interventions, analysis of a handful of specific subsectors, and
supply chains within them, that hold the potential for growth.



Muhtasari Jumuishi

vya data za kipekee za utafiti mpana zilizokusanywa na Ofisi ya Takwimu ya Taifa kati ya
Januari na Machi, 2005, ikijumuisha shughuli, kaya, na jumuiya katika kanda zote saba za
kijiografia nchini Tanzania. Ufuatao ni muhtasari wa matokeo ya utafiti huo.

Sifa za Shughuli Zisizo za Kilimo

kipato kwa kaya takribani milioni 1.4 nchini Tanzania, ikiwa imeongezeka toka kaya milioni 1.2
mwaka 2001, Shughuli hizi nyingi hufanyika katika kanda ya Ziwa na katikati ya Tanzania.
Katika kapindi cha muongo mmoja uliopita mchango wa shughuli zisizo za kilimao katika pato
litokanalo na kujiajiri vijijini limeongezeka maradufu. Kwa mfano, mwaka 2004, kiasi cha

zina kipato cha takribani asilimia 24 zaidi ya kile ambacho kaya zisizo na shughuli hizo hupata,
jambo linaloashiria kuwa fursa za ajira zisizo rasmi katika sekta ya shughuli zisizo za kilimo

anayejishughulisha na shughuli ndogondogo za mijini nchini Tanzania ambapo wastani wa pato
lake ni dola za Kimarekani 474 (Benki ya Dunia, 2004). Kiasi cha nusu ya shughuli hizi ziko

Shughuli zisizo za kilimo ni chache sana ambapo kiasi kikubwa huendeshwa na mtu mmoja
katika kipindi chote cha mwaka. Hata hivyo, wakati wa msimu, shughuli hizi mara nyingi huajiri
vibarua wa muda mfupi ambao mara nyingi huwa ni wanafamilia. Kiwango cha elimu miongoni

Tanzania hununua na kuuza kienyeji, zikiendeshwa katika masoko madogo sana. Ni asilimia 19
tu ya shughuli hizo ndizo zimesajiliwa rasmi.

siku ya nguvukazi. Hata hivyo kuna tofauti. Shughuli ndogondogo zina tija zaidi kuliko kubwa
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(jambo linaloweza kutokana na matumizi makubwa ya nguvukazi ya familia ya kaya). Hali hii ni
kinyume kwa shughuli za mijini, ambako tija ya nguvukazi ni kubwa zaidi kileleni mwa
mlolongo wa ajira. Shughuli mkoani Tabora zina tija zaidi kuliko sehemu zingine zozote ambazo
zilihusika katika utafiti huu. Tofauti za tija kisekta , hata hivyo, si bayana sana. Sekta ya migodi
imeonesha tofauti kubwa, ambapo tija ni kubwa sana kuliko sekta zingine.

Picha ya Sekta ya Shughuli Zisizo za Kilimo

Jumla ya shughuli 1.2 mio
Shughuli zilizosajiliwa 19%
Sekta ya Uendeshaji
Biashara 57%
Huduma 21%
Uzalishaji 19%
Sekta mbili au zaidi 3%
Mahali
Miji ya vijijini 46%
Maeneo ya vijijini 54%
Uzalishaji
Pato la wastani la jumla kwa kila 113
shughuli (dola za Kimarekani)
Thamni ya wastgni iliyopat.ikana ‘ 83
kwa kila shughuli (dola za Kimarekani)
Nguvukazi
Shughuli inayotumia nguvukazi ya familia o
fu 83%
Shughuli inayotumia nguvukazi ya 1%
kuajiriwa
Familia na nguvukazi ya kuajiriwa
Familia zote mbili na nguvukazi 15%
ya kuajiriwa
Wafanyakazi wa familia (wastani) 1.6
Wafanyakazi wa kuajiriwa (wastani) 0.6
Jumla ya wafanyakazi (wastani) 2.2
Sifa za mjasiriamali
Mwanamke 23%
(miaka 1-6) 11%
Elimu ya msingi (miaka 7-8) 69%
Elimu ya sekondari 17%
Elimu ya juu 3%
Uzoefu kazini (wastani katika miaka) 4.9

Chanzo: Utafiti wa Tathmini ya Hali ya Uwekezaji Vijijini Nchini
Tanzania, 2005. /2001 HBS

Usajili unahusishwa na tija kubwa ya nguvukazi. Shughuli rasmi zina viwango vikubwa vya tija
ya nguvukazi kuliko zile zisizo rasmi. Shughuli rasmi ya wastani huzalisha kiasi cha dola za
Kimarekani 149 kwa mhusika, ikilinganishwa na dola za Kimarekani 82 kwa shughuli isiyo
rasmi. Masharti ya udhibiti wakati wa kusajili shughuli ni ghali sana; inakadiriwa kuwa ni 1/3 ya
mauzo yote ya mwaka. Tofauti za tija kati ya shughuli rasmi na zisizo rasmi ni za wazi zaidi
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Kiwango cha uanzishwaji wa shughulii mpya kinaonekana kuwa cha chini zaidi kuliko katika
nchi nyingine za Kiafrika. Hii inaweza kuwa imesababishwa na hali ya vikwazo vya uwekezaji au

miongoni mwa vikwazo vikuu vinavyoathiri uanzishaji na ukamilishaji wa shughuli husika.
Shughuli nyingi mpya ni ndogondogo, na uingiaji katika sekta isiyo ya kilimo hutegemea kipato
kitokanacho na kilimo. Kilimo kinapostawi na mahitaji ya bidhaa au huduma zisizo za kilimo
yanapoongezeka, uanzishaji wa biashara huweza kuleta mafanikio. Lakini kilimo kinapodorora
au ongezeko la idadi ya watu linapokuwa kubwa, shughuli mpya huweza kutafsiriwa kama njia
ya kufyonza nguvukazi ya ziada katika shughuli zilizopuuzwa. Nchini Tanzania, msukumo wa
mabhitaji na nguvu ya usambazaji huonekana kuwa ni mambo muhimu yanayomsukuma mtu

ajira hutafsiriwa kikanda na mara nyingi hutokea katika sekta rasmi. Ukuaji wa ajira mkoani
Tabora ulikuwa ni madhubuti zaidi kuliko katika mikoa mingine.

mambo yatakuwa yamerahisishwa sana, inawezekana kuainisha baadhi ya shughuli hizo. Shughuli
humilikiwa na kuendeshwa na wanaume wenye uzoefu wa miaka mitano na mara nyingi wenye elimu ya
msingi. Mara chache wamiliki huajiri vibarua wa msimu, lakini kwa kawaida hutumia nguvukazi ya kaya.

Kiasi kikubwa cha shughuli ni za biashara ya jumla au rejereja isiyo rasmi au usindikaji wa bidhaa za
kilimo. Mapato ni ya kujikimu ikiwa na kipato cha jumla cha dola za Kimarekani 113 kwa mwaka, au kiasi
cha 1/3 ya pato la mwaka. Wajasriamali wengi hujazilia kipato chao kitokanacho na kilimo kwa kipato
kitokanacho na shughuli zisizo za kilimo. Uendeshaji wa biashara hutegemea rasilimali zilizopo katika
jamii husika.

Vikwazo vya mazingira ya uwekezaji

Kutokana na ukuaji wa haraka wa kilimo katika miaka ya hivi karibuni, kuna mahitaji makubwa
hasa na kikwazo cha usambazaji katika jitithada zao za kuitikia ongezeko hili la mahitaji. Kwa
ujumla, ripoti inabaini kuwa tatizo la upatikanaji wa fedha na miundombinu ya barabara ni

barani Afrika. Tafsiri ni ngumu kwa kuwa hali hii huweza kuashiria tu shauku ya kupata




rasilimali fedha za ziada. Kiambatisho 4 kinabainisha matokeo katika muktadha wa

Katika ripoti hii, vikwazo vya biashara vinatathminiwa kwa njia tatu:

L.

Wajasiriamali wanaulizwa moja kwa moja kuhusu wanachoamini kuwa ni vikwazo vikuu
vya uendeshaji na ukuaji wa biashara (Mchoro 1 katika tafsiri ya kiingereza).

inafanya vizuri katika maeneo matatu ya hali ya uwekezaji—upatikanaji wa fedha,
uchukuzi, na utawala. Vikwazo vya fedha vimechukuliwa kuwa ni vibaya zaidi katika
kanda ya Ziwa, kanda ya Nyanda za Juu Kaskazini na kanda za Kusini. Tatizo la
upatikanaji wa rasilimali za kijamii na miundombinu ya uchukuzi limeonekana kuwa
kikwazo kikuu na kibaya katika kanda ya Magharibi. Upande wa vikwazo vya mahitaji
na vya usimamizi wa biashara vinaonesha kutotofautiana sana na kutokuwa tatizo kubwa.,

Vikwazo vilivyotajwa vya biashara vinabainishwa pia katika tathmini ya hali ya

kuhusu shughuli zisizo za kilimo vijijini barani Afrika (Liedholm and Mead, 1999).
Ulinganisho huo unaonesha kuwa kiwango cha jumla cha mitazamo ya vikwazo ni cha
juu kidogo nchini Tanzania. Ulinganisho wa mijini na sekta rasmi kwa kuzingatia
tathmini ya hali ya uwekezaji kwa Tanzania (Benki ya Dunia, 2004b) unaonesha kiwango
cha vikwazo vinavyotajwa kwa shughuli za mijini na za sekta rasmi ni cha juu kidogo
nchini Tanzania. Mwelekeo kwa ujumla , hata hivyo, ni kuwa matatizo ya fedha na

wa fedha na gharama za fedha kama tatizo lenye uzito sawa.

Kama sehemu ya uchambuzi ya ripoti hii, matokeo ya vikwazo vya ukuaji wa shughuli
hupimwa kwa data halisi zilizotokana na jamii kwa kutumia mbinu za kiikonometriki.
Kwa ujumla, vikwazo vilivyotajwa vya biashara huoana na vipimo hivi vyenye uhalisia
mkubwa zaidi. Uchambuzi yakinifu unaashiria kuwa hali nzuri ya upatikanaji wa
barabara na fedha vijijini ingeweza kuwa kichocheo madhubuti cha ukuaji wa ajira

Tafakari kuhusu sera na uchambuzi wa baadaye

Mkabala na mbinu zilizotumika katika tathmini hii unadai upimaji wa mapendekezo yafuatayo,
yaliyotolewa ili kuchochea majadiliano na uchambuzi wa siku zijazo. Tathmini hii ya Hali ya

kilimo. Hii humaanisha kuwa sera nzuri na uwekezaji katika kilimo ni mambo ya

9-



muhimu. Sera na vitegauchumi vyenye kutimiza malengo ya Serikali ya ukuaji wa
kilimo, kama ilivyoelezwa katika Mkakati wa Kukuza Sekta ya Kilimo, ni muhimu sana
uliobuniwa hivi karibuni wa Kukuza Sekta ya Kilimo kunabaki kuwa ni kipaumbele cha
kwanza.

ndani zinazofaa kunaweza hatimaye kuwa muhimu sana katika kuamua utekelezaji wa
biashara. Mapato ya shughuli hizi kwa kiasi kikubwa hutokana na mauzo ya kawaida.
Kwa hiyo, sera za biashara ya ndani zilizowekwa na mamlaka za serikali za mitaa na
wizara zinaweza kuhitaji kutazamwa upya. Kuendelea kutekeleza mabadiliko ya sasa ni
swala linalopaswa kupewa kipaumbele.

Tatizo la miundombinu ya barabara ni miongoni mwa vikwazo vikuu vinavyoathiri

sana. Maeneo ya kipaumbele ni matengenezo na ukarabati wa mtandao wa barabara
uliopo. Tofauti za kikanda zizingatiwe katika uelekezaji wa rasilimali kwa ajili ya
lizingatiwe katika vipaumbele vya matumizi ya kitaifa na yale ya ulekezaji wa fedha
katika serikali za mitaa. Vipaumbele vinaweza kuzingatia matarajio ya viwango vya faida
kwa miundombinu na matokeo yake kwa kilimo na uchumi usio wa kilimo. Ushirikishaji
wa sekta binafsi unaweza kuhitaji uimarishaji wa asasi za udhibiti na kuhakikisha uhuru
wao.

Tatizo la upatikanaji wa fedha vijijini linaonekana kuwa ni miongoni mwa vikwazo vya
usambazaji—Ilakini ufafanuzi wake ni mgumu na unahitaji uchambuzi zaidi. Mikopo

mahitaji ya bidhaa na huduma zisizo za kilimo, utoaji wa mikopo unaweza kuwa na
jukumu muhimu katika kuwawezesha wajasiriamali wasio wakulima kushiriki katika
shughuli za soko linalokua. Vipaumbele vinaweza kuwa uendelezaji wa mifuko ya akiba
na kukopa pamoja na asasi za kati za fedha, na mipango ya dhamana ya mikopo ili
kuepuka hatari.

Mawasiliano ya simu za mkononi yanapunguza gharama. Kutafuta njia mbadala ya
mawasiliano bora ya simu kupitia mitandao ya simu ya sekta binafsi kunaweza kuwa ni
juhudi nzuri kisera. Hii hujumuisha Mswada Mpya wa Mawasiliano, utekelezaji wa
mfumo mpya wa leseni, na upitiaji upya wa sera na kanuni ili kuchochea ushindani na
kupunguza gharama za mawasiliano na uendeshaji. Hali kadhalika, ujenzi wa uwezo na
kuendelea kutumia uzoefu wa kiulimwengu katika kuendeleza ufanisi wa sekta ya simu
ni swala muhimu.

kutumia ukweli kuwa kuingia katika sekta rasmi ni ghali, Kupunguza gharama za moja
kwa moja za kufanya biashara kunaweza kuwa muhimu. Pamoja na marekebisho ya hivi
karibuni, gharama na kodi za kuuza na kununua kwa shughuli rasmi zisizo za kilimo
bado ni za juu sana. Kuendeleza marekebisho ya usajili wa biashara na utekelezaji
madhubuti wa katika kiwango cha jamii ni swala la kupewa kipaumbele.
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ndani ya sehemu muhimu za uchumi usio wa kilimo, na (c) Kwa ajili ya uchambuzi wa uingiliaji

kati wenye faida, uchambuzi wa masuala ya sekta mahususi, na kuweka mikufu miongoni mwao,
inayotoa fursa za ukuaji.
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1. INTRODUCTION

This report is organized into five chapters. The first chapter lays the analytical groundwork for
assessing the rural investment climate in Tanzania and establishes a broader context for the
empirical findings. The second chapter describes the profile of Tanzania rural non-farm
enterprises.' The third chapter analyzes enterprise dynamics: start-up, closures and growth. The
fourth chapter is dedicated to the rural investment climate that determines a large part of this
dynamics. The fifth chapter provides reflections for policy and future analysis.

The following chapter argues that the rural investment climate measures the economic
environment of the poor. By assessing supply- and demand-side constraints of the local economy,
one can identify critical areas of reform and prioritize public investments. Changes in measures of
poverty in Tanzania are largely determined by the performance of the rural economy. Private
entrepreneurs in these areas are of particular importance because they create beneficial links
between the non-farm economy and agriculture. In this context, rural non-farm enterprises
contribute to alleviating rural poverty, and are of growing significance.

WHAT IS THE RURAL INVESTMENT CLIMATE?
Assessing the economic environment of the poor

Investment climate refers to the opportunities and incentives for firms to invest productively,
create jobs, and expand (World Bank, 2004a). Among others, the investment climate includes
factors that are incentives or disincentives for starting and running a business, including financial
services, infrastructure, governance, regulations, taxes, labor, and conflict resolution. The
investment climate is recognized as important to improve output, employment, and enterprise
productivity (Dollar et al., 2005), all of which hold the potential to stimulate employment growth
and reduce poverty. Micro-entrepreneurs in rural areas create jobs needed to increase income.
They provide goods and services and often pay taxes needed to fund public investments, but the
size of their contribution largely depends on the environment in which private business can
operate. Both risks and barriers can undermine rural entrepreneurship, hence, it is important to
understand the conditions necessary to develop rural non-farm enterprises.

The Tanzanian Rural Investment Climate Assessment (RICA) is among the first to take a
comprehensive look at the business environment in rural areas.” The majority of Investment
Climate Assessments (ICA) has not considered the heterogeneity of the investment climate across
rural areas and industries. The standard approach is heavily biased toward registered (bigger)
enterprises in the manufacturing sector, which are typically located in urban areas. Rural areas
have lower population densities, making infrastructure and many services costly to maintain.
Transaction costs are high, there are relatively more market failures, and the rural economy has
distinct seasonality and employment patterns. Most important is that the rural population typically

! Non-farm enterprises include all rural businesses engaged in non-primary productive activities. This includes the transformation,
transport, and marketing of primary products, but excludes agriculture, forestry, hunting, and fishing. Households primarily engaged
in the production of goods and services for home consumption are excluded.

? Tanzania is the first pilot assessment for the African continent. Part of a larger World Bank initiative, these piloting RICAs cover Sri
Lanka, Nicaragua, Tanzania, Indonesia, Benin, and Ethiopia. Two related studies are also carried out in Bangladesh and Pakistan.
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works on farms or in micro-enterprises. In Tanzania, where about 75 percent of the population
. . . . . 3
resides in rural areas, it is thus essential to conduct comparable analyses in rural areas.

Box 2: Design of the Tanzania Rural Investment Climate Survey

The empirical basis of this report is a pilot Rural Investment Climate Survey (RICS). Tanzania’s National
Bureau of Statistics (NBS) conducted the survey during the months of January and March 2005. Data was
collected using face-to-face interviews with members of selected rural households, community leaders and
owners or managers of non-farm enterprises. Three separate, but interrelated survey questionnaires for
households, enterprises and communities were used to collect data (for more details on the methodology,
see Appendix 3).

The survey covers a total of 150 communities, 1,239 enterprises and 1,610 households in selected rural
areas and small market towns. Agricultural households that operate a non farm enterprise make about 40
percent of the sample, households that do not operate an enterprise make up another 40 percent, and
enterprises that are not household-based another 20 percent. The survey was focusing on non-farm
enterprises and did not cover commercial farms.

A stratified multi-stage cluster sampling was used for each survey module. To ensure representation of all
geographical and climatic zones, mainland Tanzania was initially stratified into seven zones based on agro-
ecological characteristics. One region from each geographical zone was selected into the sample. Thus,
Morogoro, Kilimanjaro, Tabora, Kagera, Kigoma, Mtwara and Mbeya were selected respectively from the
East, Northern Highland, Central, Lake Victoria, West, Southern and Southern Highland zones.

Overall, the Tanzania RICS has collected extremely detailed rural data — covering both the farm and non-
farm economy. It achieved high response rates for all of the three survey modules. The data also compares
favorable with the 2000/2001 Household Budget Survey. Unfortunately, the weights that were originally
prepared could not be used (see Appendix 3). In addition, a wealth of the survey data could not be fully
explored. Merging the three survey modules required careful but time-consuming revisions. Given the
uniqueness of the Tanzanian RICS, these issues may be taken up in further analysis

Understanding constraints of rural enterprises

Both supply and demand constraints affect rural non-farm enterprises. In Tanzania, demand
constraints for rural enterprises are mainly related to agriculture. Profits from agricultural
production, income earned from non-farm enterprises, and demand generated outside the rural
economy can all contribute to effective demand for the goods and services produced by rural
entrepreneurs. Which of these sources of demand is the most important depends on the local
environment and the degree of development in which the enterprise operates.

A virtuous cycle of development can arise through the interaction of farm and non-farm activities.
Agricultural and non-farm activities are linked in several ways — through consumption (demand
for final products), production (backward and forward supply of inputs among businesses),
finances (remittance and savings channeled through urban institutions), and labor market links. In
Tanzania, agriculture has major growth links to the non-farm sector, but almost entirely through
consumption. Estimated expenditure multipliers range from two to three — Tsh. 1,000 (US$
0.77) of new household income from crop sales in a remote area can lead to a further Tsh. 2,000
in additional local employment in the production of goods and services. This is a demonstration

* An urban ICA for Tanzania has been conducted by the World Bank in 2004. A basic comparison between the urban and rural ICA
findings is developed in Chapter 4.
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of the importance of agricultural growth, which provides the necessary stimulus to create other
economic activities (World Bank, 2000).*

On the supply side, a wide variety of factors determines the ability of rural enterprises to produce
goods and services. Supply constraints also affect the cost of goods and services that may include
the state of local infrastructure, ability to access finance and the cost of doing so, cost and quality
of labor, quality of the local regulatory environment, and extent of competition, knowledge of
market opportunities, and stability and security in the area. If enterprises use old and highly labor-
intensive technologies to deliver goods and services, unit costs can be high and productivity low.
Under such circumstances, it is only profitable for enterprises to serve a local clientele because of
high transaction costs.

What is the role of the investment climate in this context? First, private entrepreneurs are needed
in the creation of the beneficial links between the non-farm economy and local farmers, for
example, through agricultural trade. However, unjustified risks, transaction costs, or other barriers
to business operations can undermine rural entrepreneurship. Second, the investment climate not
only affects rural non-farm entrepreneurs but also farm activities. For example, poor access to
rural finance and infrastructure hits both farm and non-farm activities. This RICA may therefore
be useful in a broader context. Assessing the economic opportunities and constraints of rural
firms sheds light on the general factors pertinent to poverty and rural development. By
quantifying the associated costs of a weak business environment, this assessment can help to
prioritize rural investments.

SNAPSHOT OF TANZANIA’S RURAL ECONOMY
Overall economic performance improved

Tanzania is among the world’s poorest countries, with a per capita income of about US$ 330
when measured at the official exchange rate in 2004, During most of its post-independence
history, Tanzania pursued socialist policies that led to extended periods when economic
performance was below the country’s potential. In the mid-1980s, Tanzania embarked on
economic reforms that were not sustained, and after an initial period of economic growth in the
late 1980s, the early 1990s were again characterized by macroeconomic disequilibria and poor
economic growth. In the mid-1990s, Tanzania resumed its reform course with a commitment to
macroeconomic stability. Macroeconomic stabilization was accompanied by wide-ranging
structural reforms, including privatization of state owned enterprises, liberalization of the
agriculture sector, efforts to improve the business environment, and strengthening the
management of public expenditures.

Economic performance in Tanzania has improved consistently over the past decade. Inflation fell
from 27 percent in 1995 to 4 percent in 2004, The exchange rate is more stable, with positive
effects on agricultural trade, in particular export crops. Annual average GDP growth increased
from about 3.5 percent in the mid-1990s to about 6.3 percent in 2004. A key feature of the
Tanzanian economy is the continued large share of informal sector activities: estimates suggest
that informal activities, including agriculture, may count for up for 60 percent of Tanzania’s GDP
(World Bank, 2006¢).

* Also from the development literature, there is overwhelming evidence for the potential of agriculture to cause non-farm economic
growth. For a recent overview and analysis, see Tiffin and Irz (2006).
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Increased growth occurred in all sectors, with industry — in particular manufacturing — as the
fastest growing sub-sector. Increased aid financed an expansion of government investments and
created favorable demand conditions that supported accelerated growth. In the manufacturing
sector, productivity was a result of accelerated entry and exit of firms. An important result of
prudent monetary and fiscal policy, combined with ongoing financial sector reforms, is the
recovery of credit to the private sector that grew by more than 30 percent annually in recent years
(World Bank, 2006c).

Recent increase in agricultural growth

Agriculture plays a dominant role in Tanzania’s economy, accounting for nearly 46 percent of
GDP and employing around 75 percent of the labor force in 2004. Agriculture provides three-
quarters of merchandise exports. In total, about 5 million hectares are cultivated annually, of
which 85 percent grow food crops. For the past 10 years, the sector has grown more rapidly than
in most other African countries. Agricultural growth has been increasing steadily and at a rate
higher than population growth since 1999 (Figure 2). Given the magnitude of agriculture,
improvements in overall economic growth rely heavily on the performance of the sector,

Figure 2: Growth of Agricultural GDP, 1991-2004 (in percent)

1991 1992 1993 1994 1995 1986 1997 1998 1999 2000 2001 2002 2003 2004 2005

b—Annual growth ----- Mean growth 1991-2004]

Source: Tanzania National Bureau of Statistics

Recent increases in agricultural growth stem from overall economic and sector reforms that began
in the mid-1990s. Farmers have responded to improved incentives and adapted to the challenging
external price environment for traditional exports by increasing the production of exportable food
crops. Starting from a low base, productivity levels have also improved for several crops.
However, agriculture is largely rainfed, and the major constraint for the agricultural and rural
sector remains low labor and land productivity. In the absence of major technological
breakthroughs or diversification into higher value crops, agricultural growth is mainly driven by
cultivation of new land and growth of the labor force (World Bank, 2006¢).
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Significance of rural economic growth

As most people live in rural areas, changes in the head count of national poverty are almost
exclusively determined by the performance of the rural economy. Simulations suggest that rural
economic growth has a strong effect on overall poverty (Demombynes and Hoogeveen, 2004).

Map 1: Percentage of Population Below the Poverty Line, 2001
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Source: Tanzania Bureau of Statistics (2002)

Rural growth patterns observed during the 1990s may have led to an initial increase in total
poverty, followed eventually by a decline. According to these simulations, during the first half of
the 1990s per capita incomes actually declined, but in the mid-1990s, economic growth started to
accelerate again. The genuine change in poverty will only be known with the next representative
household survey.” Due to the increase in agricultural and rural growth, however, projections
suggest rural poverty may have declined from about 39 percent in 2001 to 34 percent in 2004.
However, according to official figures, rural poverty remained virtually unchanged from 1991 to
2001. A comparison of poverty indicators calculated from the National Household Budget
Surveys (HBS) shows that total poverty declined only marginally from 39 to 35 percent from
1991 to 2001. In rural areas, poverty remained almost unchanged (moving from 41 to 39 percent).
The poverty rate in rural Tanzania is substantially higher than in urban areas, where the incidence
of poverty declined. Only Dar es Salaam experienced a statistically significant change in poverty
levels. Regionally, poverty rates are high in most regions of the country, but are highest in the
South, Singida, and along Lake Victoria (Map 1).

Rural non-farm enterprises matter
Non-farm enterprises are essential for a significant proportion of Tanzania’s rural population, and

the sub-sector is of growing importance. According to community data from the Tanzania Rural
Investment Climate Survey (RICS), some 28 percent of the households report that at least one

* An update may build on the Tanzania RICS because the household module has detailed income and asset data.
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member is working in a non-farm business. This is still a relatively low number. For Sub-Saharan
Africa, frequently cited figures claim that on average up to 40-45 percent of households
participate in rural non-farm wage and self-employment activities (Barret et al., 2001).

Figure 3: Evolution of Main Sources of Household Cash Income, 1992-2004 (in percent)
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Source: 2005 Tanzania RICS

Box 3: On Structural Transformation of the Rural Economy in Asia

The rural non-farm economy is a result of economic transformation. The process often begins with a
countryside dominated largely by self-sufficient and primarily agricultural households. These produce
largely for themselves most of whatever farm and non-farm goods and services they need. There is little
trade or commerce and the prevailing agricultural technologies require few if any external inputs.

Some non-farm activities can prosper in rural areas dominated by agriculture, particularly in the larger
villages and rural market centers where they can better capture local demand (for example, retail
establishments, shops, and agricultural services). Rural towns grow in importance and as the rural economy
continues to grow, trade with larger urban centers also expand and more urban goods become available.
These often displace many traditional rural products, forcing structural changes in the composition of the
rural economy and its towns. G

Gradually, as population densities and market access increase, new technologies and modern farm inputs
become available, leading to increased agricultural surpluses in some commodities and increased
opportunities for trade. Increasing agricultural productivity also raises income, which in turn increases the
number and amount of consumer goods and services that rural households wish to purchase. Household
begins to specialize, taking greater advantage of their particular skills, resource endowments, and market
opportunities. Some non-farm activities that were initially undertaken by farm households for their own
consumption expand and are spun off as separate full- or part-time businesses. There is greater trade among
rural households and in small market centers and rural towns. The latter is beginning to grow more rapidly.

Source: Adapted from Rosegrant and Hazell (2000)

Over the past decade, however, the share of rural non-farm self-employment income has almost
doubled in Tanzania (Figure 3). The average share of household self-employment income in the
non-farm sector rose from about 6 percent in 1992 to more than 12 percent in 2004. While the
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sale of food and cash crops is the main source of household income, the share of agricultural
income has declined over the past decade.

A significant body of empirical evidence shows that rural non-farm enterprises positively affect
household welfare in Tanzania.’ The Tanzania RICS also confirms a positive impact of non-farm
activities on household income. Table 2 illustrates the incidence of enterprise ownership and its
relation to household income. Self-employed households that run a non-farm enterprise have an
income nearly 24 percent higher than that of those without (Sundaram-Stukel, Deininger and Jin
2007). Moreover, the average earnings from enterprises account for about one-third of the total
income generated in households currently operating enterprises. The differences in per capita
income are statistically significant and suggest that non-farm activities are important for the
generation of additional income.

Table 2: House Income Characteristics With and Without Non-farm Enterprise, 2005

Statistically
significant
Total Non-enterprise  Enterprise difference (5%
households households level)
Income and its composition
Per capita income (TTshs) 288.7 256.8 317.9 YES
Share from crop production 40.7% 54.4% 30.2% YES
Share from livestock 15.5% 18.5% 11.1% YES
Share from non-farm self- YES
employment 21.1% 4.6% 35.9%
Share from wage 12.3% 9.7% 14.6% YES
Share from transfer 10.4% 12.7% 8.3% NO

Source: 2005 Tanzania RICS

Self-employment in the rural non-farm sector does not reduce household engagement in
agriculture. When comparing household income with and without enterprises, the average eaming
level from agriculture in both groups is almost equal, with no statistically significant difference in
the level of agricultural income between the two groups. In addition, a comparison of the average
area farmed, about 4.6 acres per household, reveals that both groups farm approximately the same
area. One explanation for Tanzanian household-based enterprises engaging in agriculture is the
need to diversify risks across agricultural and entrepreneurial activities (Angermann, 2001). In
rural Tanzania, farm and non-farm enterprises are therefore complementary.

¢ A decomposition of changes in rural consumption suggests that shifts from agriculture to non-agricultural activities have been an
important contributor to poverty reduction (World Bank, 2006c¢). Also Lanjouw et al. (2001) and Ellis (2003) find that non-farm
activities offer an important route out of poverty in rural Tanzania.
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2. PROFILE OF RURAL NON-FARM ENTERPRISES

This chapter profiles Tanzania’s rural non-farm enterprises sector. The highest enterprise
densities are in the Lake Region and Central Tanzania. About one-half of the enterprise
population is located in rural market towns. Formal primary schooling is an important
qualification for entry. Enterprises are typically very small and operate in local markets with
limited competition. About 57 percent of rural businesses are engaged in wholesale or retail
trading, predominantly in the informal sector. Local regulatory barriers to entry into the formal
sector appear to be insurmountable for most enterprises. Yet, registration has a significant impact
on the scale and success of rural business operations. A labor productivity analysis reveals that
self-employment is largely the most profitable form of rural non-farm activity. Labor productivity
is highest in Tabora, which is associated with an apparently more favorable rural investment
climate than in the rest of the country.

BASIC CHARACTERISTICS
Magnitude and location
Tanzania’s rural non-farm sector includes about 1.2 million rural enterprises. Regionally, there
are large differences. Enterprise densities (the number of non-farm enterprises per 1,000
households) ranges from only 13 in Ruvuma to up to 126 in Shinyanga. The highest enterprise

density is around the Lake region and in Central Tanzania (Map 2).

Map 2: Density of Rural Non-farm Enterprises, 2001

Source: 2001 HBS
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This pattern tends to mirror the concentration of roads or railways and associated economic
activities, However, the concentration is not related to one single factor. For example, high
densities can be found in regions with high agricultural productivity, but also in regions that tend
to perform poorly. About one-half of the enterprises are located in rural areas, while the other half
is located in small rural market towns.” Enterprises in rural towns tend to be bigger. Rural non-
farm enterprises are almost entirely sole proprietorships. About 77 percent are owned by men in
contrast to other Sub-Saharan countries where a larger share are owned and operated by women.
Small-scale activities may explain the low share (Box 4).

But other aspects of the Tanzanian sector are very similar to other countries in Sub-Saharan
Africa (Liedholm and Mead, 1999). In particular, the capitalization of rural businesses is low. The
median total value for fixed assets claimed by Tanzanian rural entrepreneurs is only US$ 120 per
enterprise.® About one-half of the enterprises own buildings and land, but only 20 percent own
storage facilities and less than 6 percent own machinery or other equipment. The main means of
transport are bicycles or pack animals. Less than 1 percent of the firms own motorvehicles.

Enterprises are young and small

Figure 4: Number of Workers per Enterprise, 2005
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Source: 2005 Tanzania RICS

Non-farm enterprises in rural Tanzanian are very small. The majority are operated by one person
during most parts of the year. Self-employment is thus a crucial element in rural Tanzania.
However, during the peak season, enterprises often employ part-time or casual labor. Figure 4
shows the estimated number of workers per enterprise, including permanent, part-time, and casual
laborer. Some 58 percent of the enterprises are managed by the owner (self-employment). About
26 percent of the enterprises employ up to two workers (including the owner) but mostly through
household family labor. Very few enterprises are larger than this size,

Most enterprises are young and new firms emerge rapidly. The median firm age is 5 years (Figure
5). There is little regional variation in enterprise size and age. The only exceptions are

7 As defined by NBS geographical classification. Rural towns have higher population densities than rural areas and usually have their
own markets or social service providers, such as schools and health centers.
¥ Whenever the distribution of a variable is skewed, the median instead of the arithmetic mean is used throughout the report.
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Kilimanjaro, where businesses tend to be bigger, and Tabora, where enterprises are more
experienced.

Figure 5: Distribution of Enterprises by Age, 2005
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Box 4: Women’s Microenterprises in Rural Tanzania

To supplement their husband’ income or their own, a large share of women engages in some cash earning
activity. These activities are significant, but at the same time too small to be fully captured through the
Tanzania RICS.

A small survey among village women in the Morongo and Ruvuma region in the 1990s finds that more
than 90 percent have at least one income generating activity, and almost two thirds have two. Almost half
of the women think that their main business is a reliable source of income. Interestingly, the most common
problem is not lack of capital; but rather a lack of raw materials (the economy was not yet liberalized),
inadequate technology, and low market demand.

Brewing and beer selling top the list of women’s business ventures: this popularity is due to substantial
income and because it does not require regular labor. This is followed by cooking and selling food, and by
selling agricultural or fishing surplus products. A variety of other occupations is also common, for example
hair plaiting and hairdressing. Although profits can be high, demand tends to be low, and selling these
services is done on a sporadic basis.

Source: Adapted from Tovo (1991)

Formal education is important for entry

Formal schooling appears to be an important prerequisite for entrepreneurial activities. Some 75
percent of rural entrepreneurs have primary education. About 11 percent have completed primary
schooling. Secondary education is less common in rural areas, but it becomes more important
when the enterprise is located in a rural market town. Also an empirical analysis, undertaken for
this study, revealed that the probability to start-up a non-farm enterprises raises by 2.3 percent for
each additional year of schooling of the household head (Sundaram-Stukel, Deininger and Jin
2007). The educational profile of hired workers is rather similar to the entrepreneurs — almost all
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employees working in the rural non-farm sector have some sort of primary education. Men and
women entrepreneurs do not have significantly different education levels or work experience.

Entrepreneurs have as little as 5 years average working experience in their sector. More than
three-quarters of the entrepreneurs have learned their management skills from relatives, friends,
or through self-learning. Only a minority received formal vocational training or relevant working
experience. Training through NGOs or local associations is not common generally. Moreover,
formal schooling seems to be more rewarding than vocational training. The marginal rate of
return of 1 year of formal education ranges between 4.8 and 17.5 percent. This is in comparison
to a marginal rate of return to 1 year of vocational training that ranges between 1.4 and 2.8
percent. Vocational training, therefore, does not appear to be a substitute to formal education for
entrepreneurs in rural Tanzania (Kahyarara and Teal, 2006).

ECONOMIC ACTIVITIES
Rural trade dominates

The overall landscape of non-farm enterprises in Tanzania is quite diverse. However, the
predominant entrepreneurial activity of rural non-farm enterprises across all regions is trading.
Figure 6 shows that 57 percent of rural enterprises are engaged in wholesale or retail trading.
Rural services also play an important role with a participation of 21 percent. The production
sector accounts for 19 percent of all enterprise activity. Activities without a clear sectoral
association are not very common.

Of the trading enterprises, 42 percent of rural enterprises buy and sell unprocessed agricultural
commodities, while about 31 percent trade processed agricultural products. Despite the
dominance of agriculture in rural Tanzania, only 2 percent of the trading enterprises are engaged
in agricultural input trading. The service sector is dominated by a variety of personal and business
services, followed by hotels, restaurants, and the transport sector. About 0.5 percent of the
enterprises are engaged in rural financial services."

Seasonality constrains growth

Seasonality is a hallmark of the Tanzanian rural non-farm sector, a variation largely due to labor
supply, demand for rural products, and availability of raw materials. More than 75 percent of
Tanzanian enterprises are heavily affected by seasonality. Sales in all sectors usually peak before
planting and after harvesting seasons. Not surprisingly, the seasonal variation in sales is
particularly pronounced in the trade sector, Figure 7 illustrates the seasonal patterns from January
to December. For each month, entrepreneurs were asked to rate the level of activity from very
low to very high. The busy season arrives earlier for production and trade enterprises, with a
pronounced lull early in the year among service enterprises. Enterprises that indicated activities in
more than one sector experienced fewer fluctuations.

® The sectors are defined by the largest proportion of annual sales produced by the establishment in a specific sector. Enterprises are
classified here as multisectorial if they attribute equal shares of sales revenues of a sector (for example, 50 percent in agroprocessing
and 50 percent in trade). This definition underreports the multisectorial character of rural activities.

' The detailed sectoral disaggregation for trade and services is derived from a decomposition of sales revenues.
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Figure 6: Sectoral Distribution of Enterprises, 2005
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Seasonality negatively affects enterprise performance in rural Tanzania in the following ways.
First, with worker participation in both agriculture and the non-farm economy, many firms
experience an ebb and flow of workers that hampers continuity and ability to upgrading skills.
Second, seasonal demand fluctuations can also drive entrepreneurs into informality with a variety
of implications. Third, seasonal rains deteriorate rural roads and increase transaction costs or
make mud roads impassable.

Seasonality often implies an additional need for short-term capital that cannot be met. For
example, manufacturing or construction enterprises cannot buy necessary inputs, even when raw
materials are available during peak periods. In construction, which is concentrated during certain
periods of the year, raw materials such as cement can not be purchased any time so producers
often try to build their inventories of finished products in anticipation of seasonal demand peaks,
but are constrained by their limited supply of working capital (Angermann, 2001).

4.



A: Production B: Services

100% 1C0%

80% 80% [mvery ngh |
M High

Average

i
80% 80% E
]
!

40% 40% {Biow

20% 20% Dvery low

0% 0%

C: Trade D: Mixed

100% 100%

80% 80%

B Very high
1‘ WHigh

‘ BAverage |
‘ Qlow

O Very low
e 2

60% 60%

40% 40%

Amor

20% +

0% 0%

Source: World Bank (2006a) based on 2005 Tanzania RICS
Local markets with thin competition

Non-farm enterprises in rural Tanzania buy and sell locally with little access outside markets.
Marketing is often perceived as a key factor for enterprise success, thus one important goal is to
build a distribution network that increases sales and operates at a low cost. Such distribution
networks include intermediaries such as brokers, wholesalers, or retailers, or simply selling direct
to the customer. The latter predominates in Tanzania. Only manufacturing enterprises have a
more diversified client structure (Table 3). Moreover, most rural enterprises activities are locally
defined. Revenue is generated almost entirely within the enterprise’s own ward or district.

The degree of competition in the rural enterprise sector depends mainly on market attractiveness
and industry structure. The relationship between competitors can be a continuum, ranging from
conflict to collusion, passing through competition, coexistence, and cooperation along the way.
Data from the rural enterprise survey about these relationships is somewhat scarce.

From the available information, however, it may be inferred that market competition in rural
Tanzania is low. On average, a rural enterprise has only five competitors.'' Similarly, the average
market share is 20 percent (Table 3). One interesting finding is that informal enterprises in rural
market towns face a higher degree of competition, which could indicate additional barriers to
enter the formal sector. Further analysis may clarify whether substantial entry or mobility barriers

' Also Angermann (2001) suggests in her empirical and qualitative assessment that rural manufacturing enterprises have a low degree
of market competition in rural Tanzania. Future analysis could deepen this assessment by verifying regional price differentials. If
markets were integrated and there is competition, there should be little price fluctuation.
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to “high return niches” within the non-farm economy limit the access to a sub-population of
relatively well-endowed households.

Table 3: Market Links, 2005

Indicator (in percent) Trade Services Production
Buyers’ structure
Government 9 9 14
Traders n/a n/a 20
Agricultural producers & cooperatives 12 15 15
Consumers 73 66 41
Other 6 10 10
Location of sales revenue
Within ward 71 78 75
Within district 18 16 17
Within region 8 4 4
Within country 3 1 4
Average market share for main product/service 26 20 17

Source: 2005 Tanzania RICS

Table 4: Average Market Shares for Main Product or Service, 2005

Total Formal Informal
Total 20 21 19
Rural area 22 26 22
Rural town 16 18 16
Source: 2005 Tanzania RICS
LABOR PRODUCTIVITY

Low productivity of informal enterprises

One of the most interesting finding is the difference between the relative productivity of
enterprises based on registration, size, sector, and region. Survey data show that about 20 percent
of the sampled enterprises claim to be unprofitable because total annual costs exceed sales
revenues.'? Standard measures such as total value added per worker are therefore unreliable. Total
annual sales per average working day are used as an approximate indicator for labor productivity,
a measure that also considers seasonal employment patterns and can serve as an approximate
welfare indicator.

12 An economic interpretation of this number is difficult given the fact that most entrepreneurs simply estimate their operating costs,
which is more difficult that estimating sales revenues.
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Tanzania’s rural economy is dominated by informal sector activities."> Only 19 percent of the
enterprises are formally registered. Enterprises in rural areas are more likely to be informal than
their counterparts in rural towns. About 27 percent of rural enterprises in towns are registered
compared to 14 percent in rural areas. There is little variation by enterprise size, economic sector,
or region. Asked about reasons for not registering a business, 54 percent of rural enterprises claim
that there is no need to register. However, about 30 percent of businesses perceive registration

and license fees as too high. Also, empirica

1 analysis undertaken for this study reveals that

enterprise size, registration costs, and education are correlated with the decision to enter into

formal sector (Appendix 2).

Figure 8: Median Sales per Day of Labor by

Location and Registration, 2004
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Figure 9: Median Sales per Day of Labor by

Sector and Registration, 2004
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B Formality of rural non-farm enterprises is defined as not being registered with any government agency and not complying with any

legal obligation concerning taxes, safety, or labor laws. This

definition somewhat oversimplifies the Tanzanian reality. Many small

enterprises operate under various degrees of semi-formal legal status. For example, they do not register but pay taxes to local

authorities.
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Registration is therefore associated with the scale of rural business operations. Figure 8 illustrates
that informal enterprises have lower sales than their formal counterparts. Informal enterprises in
the manufacturing and mining sectors, however, report higher sales levels than their formal
counterparts (Figure 9). Manufacturing activities that take place at home are usually on a very
small scale. Being informal in the mining sector appears to be advantage when exploiting
precious metals.

Figure 10: Reasons for Not Registering With Government, 2005
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Source: 2005 Tanzania RICS

Median sales per labor day for formal enterprises in rural towns are more than double than for
their counterparts located in rural areas. The difference is statistically significant and suggests that
most informal enterprises can expand their operations only up to a certain threshold. The
difference between formal and informal businesses is more pronounced for businesses located in
rural towns — in rural areas, productivity gains would be marginal if transitioning to formal. It
therefore appears rational for many enterprises in rural areas to stay informal to avoid associated
cost increases. In rural market towns, however, becoming formal appears an attractive option.

What are the reasons for low productivity of informal enterprises?

Many small and informal firms in rural Tanzania that are profitable prefer to reinvest their
revenue into agriculture or eventually set up an additional small enterprise (Angermann, 2001).
The reason is that expanding the rural business beyond a certain threshold would require an entry
into the formal sector. Expansion would mean moving beyond the local market and incurring
higher transaction costs, registration, managing a more complex organizational structure, and
improved (and more expensive) service, production, or trading methods.
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Box 5: Costs and Benefits of Being Informal

Informality offers benefits to the rural entrepreneur. Informal entrepreneurs can avoid taxes and fees.
Seasonal demand fluctuations make it easier for an informal firm to adjust because of its simple and
flexible technology, and hence it can avoid some costs associated with idle capacity. The ease with which
an informal firm can vary its employment level saves labor costs. In addition, entrepreneur’s skill
requirements are less demanding. Government policies and regulations, to the extent that they apply, can be
circumvented. There are also other regulations, such as laws pertaining to property rights, which informal
firms may avoid. These advantages must be weighted against the costs and risks associated with operating
informally. Rural entrepreneurs may receive fewer services from the state, such as access to electricity and
water. Informality also means that it is difficult to access financial and other commercial services. Informal
firms may be unable to use formal channels of dispute resolution and have to rely on local networks,
confining them to local markets.

Source: Adapted from Bigsten and Séderbom (2005)

In particular, dealing with government agencies involves high costs. As such, entry into the
formal sector under the existing regulatory environment is a challenge for most rural enterprises.
Average one-time official registration costs are approximately 6 percent of annual gross sales.
Formal enterprises have to deal with more than three government agencies, which frequently
increase unofficial registration costs. These are estimated about 4 percent of sales revenue. In
addition, rural enterprises have to pay annual fees for operating permits or licenses, which can be
up to about 4 percent of annual sales. Furthermore, depending on the sector, the estimated annual
tax rate on enterprise profits is approximately 20 percent. Formal enterprises may have to pay in
total up to one-third of their sales revenue — a strong disincentive to enter the formal sector.

These findings should be placed into a context of broader local government tax reforms,
implemented since 2003. The main elements of the reform were the abolition of the flat rate
development levy in 2003 along with “nuisance taxes,” and the abolition of business license fees
for enterprises below a certain size—and capping of those fees for larger enterprises—in 2004.
The pre-reform situation in Tanzania had variable market fees, dues distorted relative prices,
small start-up businesses were taxed arbitrarily, collection costs were high relative to amounts
collected, taxes were patently not fair (the flat rate development levy was self-evidently
regressive), there was little transparency regarding amounts collected and disbursed, and citizens
were unable to perceive links between the public services they received (or failed to receive) and
the majority of taxes that they paid.

A preliminary rapid assessment of these ongoing reforms suggests that the impacts of the reforms
varied between groups, but were broadly progressive (World Bank 2006¢). Businesses recorded a
14 percent decrease in tax burden overall. Within this, medium businesses recorded 11 percent
less tax, small businesses 36 percent less tax, and microbusinesses (under Tsh. 54,000 turnover)
11 percent more tax. The increased payment by micro-businesses (an exception to the otherwise
progressive trend) probably results from their nonpayment of previous business license fees,
coupled with the wider use of other taxes (such as billboard fees) by councils after the reform:
these1 4Were all imposed on micro businesses with greater vigor than were the defunct license

fees.

' Future work is currently undertaken with World Bank support to identify viable sources of revenue and to model the impact of
various scenarios. This work includes modeling local taxation options.
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Table 5: Transaction Costs and Taxes for Formal Non-farm Enterprises, 2005 *

Indicator Value
One-time registration
Number of days to complete registration 21
Number of government agencies involved in registration process 35
Official registration cost (US$) 24.8
Unofficial registration cost (US$) 25.7
Average official and unofficial registration costs (as % of gross sales) 5.6
Operating permit
Number of days to obtain operating permit 22
Number of government agencies involved in obtaining operating permit 3.4
Official operating permit cost (US$) 19.5
Unofficial operation permit cost (US$) 12.5
Average official and unofficial permit costs (as % of gross sales) 3.6
Operating license
Number of days to obtain operating license 23
Number of government agencies involved in obtaining operating license 23
Official operating license cost (US$) 22.5
Average official operating license cost (as % of gross sales) 2.5
Taxes
Average income tax rate for manufacturing enterprises 21
Average income tax rate for trading enterprises 19

Source: 2005 Tanzania RICS.

a/ The survey data and technical documentation does not provide sufficient details on the type of taxes or how the data was collected.
Numbers are approximate due to small sample size and omitted responses.

Self-employed entrepreneurs are most productive

One-person enterprises are relatively more productive than their larger counterparts (Figure 11).
On average, these enterprises generate about US$ 1.5 on sales revenue per working day."
Overall, rural labor productivity tends to decline with enterprise size. The exception is enterprises
that employ more than four workers. Self-employment appears to be more attractive than wage
employment in the non-farm sector. However, due to the seasonality of non-farm activities, self-
employed entrepreneurs need to substitute part of their income trough agriculture.

Productivity differences by sector are small

Productivity differences by sector are less pronounced. Figure 12shows that the median sales per
day range from about US$ 0.9 to US$ 1.5, depending on the sector. Median sales generated
through the services, trade, or construction sectors are almost identical. The only exception is the
mining sector, which generates three to four times more enterprise revenue than any other sector.
Mining activities are mainly related to the discovery of gold around the country. Tanzania is
becoming an emerging gold producer with major gold mining activities located in the Biharamulo
District (Kagera Region) in the Lake Victoria goldfields.

'* This finding runs against mainstream evidence. A possible explanation could be the use of family labor. That is, larger rural firms
could use a higher amount of relatively less productive family labor.
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Figure 11: Median Sales Per Day of Labor by Size, 2004
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Figure 12: Median Sales per Day of Labor by Sector, 2004
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Regional differences — does the rural investment climate matter?

Enterprises in Tabora are more productive than their counterparts in other surveyed regions
(Figure 13). This finding is important because statistical analysis of the RICS data revealed this
productivity could be associated with a better investment climate in the region. In particular,
objective measurements of road infrastructure and financial constraints at the community level are
significantly correlated with higher levels of labor productivity in Tabora. Moreover,
entrepreneurs in Tabora perceive lower levels of major and severe business constraints in three
key areas — finance, transport, and governance. The perceived business constraints are
significantly lower from the constraints reported in other regions of the country.

-31-



Figure 13: Median Sales per Day of Labor by Region, 2004
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The remainder of this report expands on these findings. Chapter 3 discusses factors that affect
establishment and growth of rural non-farm enterprises, while Chapter 4 describes the magnitude
and regional dimension of the rural investment climate. It shows that Tabora is the only region
that has significant employment growth of rural non-farm enterprises in the informal sector, the
sector in which the majority of enterprises operate. Chapter 5 argues that a combination of factors
that determine the rural investment climate seem to matter. Tabora is rarely the region with the
lowest level of perceived or objective infrastructure, finance, or governance constraints. But it is
the only region that scores relatively better in all of these areas.
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3. ENTERPRISE DYNAMICS

This Chapter analyzes factors that affect entry and growth of rural non-farm enterprises.
Enterprise start-up is closely related to income generated from agriculture. These enterprise “birth
rates” are in the order of 11 percent, which is lower than in many other countries in Sub-Saharan
Africa. The majority of start-ups are small firms. The single most important factor that determines
start-up and closure is lack of access to formal credit. Employment growth is regionally defined,
occurs in the formal sector, and is systematically higher among small and young firms, a
powerful finding for those concerned with job creation in rural Tanzania.

ENTRY INTO THE NON-FARM SECTOR
Moderate “birth rate” among small enterprises

The non-farm enterprise sector in rural Tanzania is less dynamic than in comparable countries.
The annual rate of new start-ups was about 11 percent in 2004,'® a rate higher than the 6 to 7
percent rate often reported for industrialized countries, but substantially lower than the
approximate 20 percent reported for urban and rural enterprises in other Sub-Saharan African
countries (Liedholm, 2002)."” The comparatively low rate could be a result of high investment
constraints, or possibly due to weaker entrepreneurship in Tanzania than in other countries.

The majority of new enterprises are small firms — more than 60 percent are created as one-
person establishments, mostly in the informal sector (Table 6). Formal enterprises are more likely
to start as relatively big enterprise. A sectoral breakdown reveals that in the construction,
manufacturing, and agro-processing sectors comparatively more enterprises are created in the
category of having five or more workers.

Driving forces behind start-up enterprises

Start-ups of new rural non-farm enterprises can indicate “good” or “bad” news. When agriculture
is prospering and overall demand for non-farm products or services is high, starting a business
can mean prosperity. But when agriculture is languishing or population growth is high, start-up
jobs may simply reflect the news that firms are acting as a sponge, soaking-up excess workers in
marginal activities. Unfortunately, the survey data do not reveal the driving forces behind
creation because entrepreneurs were not asked their motivation for starting a new business.
Limited empirical evidence from other enterprise surveys suggests that in rural Tanzania both
factors may play a role. About one-half of Tanzania’s rural enterprise creation is due to demand-
pull factors, while the other half is due to supply-push forces (Angermann, 2001).

Enterprise start-up is closely related to agriculture (Figure 14), with about 55 percent of start-up
capital from agricultural production. The survey data provide some support for the finding that
both supply and demand drive the creation of rural non-farm enterprises in Tanzania. Seventeen
percent is from non-agricultural income sources and more than 13 percent from local friends or
relatives.

' This number is likely to provide a lower bound estimate because the estimate does not include firms that opened and closed during
the survey period. The calculations are based on cross-sectional data and follow the methodology advocated by Liedholm and Mead
(1999).

17 Surveys were undertaken for Botswana, Kenya, Malawi Swaziland, Zimbabwe, Lesotho, Niger, Nigeria, and South Africa, covering
more than 50,000 rural enterprises (Liedholm and Mead, 1999).
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Table 6: Decomposition of Start-up by Enterprise Size, 2005

Percentage distribution by enterprise size

Category Number of workers
1 2 3 4 5+
Overall 63 22 6 4 5
Formal 54 25 5 6 10
Informal 66 21 6 3 4
Sectoral breakdown ¥
Trading 65 22 6 4 3
Services 63 23 6 3 5
Manufacturing 62 20 2 1 15
Agroprocessing 58 18 8 3 13
Construction 64 16 2 2 16
Mining and quarrying 80 20 0 0 0
Two or more sectors 47 29 12 6 6

Source: 2005 Tanzania RICS. a/ The breakdown is approximate due the small number of observations in the production
sector, and the small number of observations for larger enterprises

Figure 14: Sources of Start-up Capital, 2005
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The most important factors that constrain rural entrepreneurs are capital and basic infrastructure.
A regression analysis on the determinants of entry undertaken for this study reveals that credit,
along with access to roads, is significantly correlated with new enterprises (Appendix 2).

BUSINESS CLOSURES
Why do enterprises in rural Tanzania close?

Tanzanian entrepreneurs perceive lack of access to formal credit as their main reason for closure.
A surprising finding is that only a minority of rural entrepreneurs attribute “traditional” business
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failure, such as the lack of market demand, as an important reason for closures. Lack of market
demand is often cited amongst the most important causes of business failure in Sub-Saharan
Africa (Liedholm and Mead, 1999). Another surprising finding is that electricity access ranks
second even though a large majority of rural entrepreneurs are traders without immediate need for
electricity. One reason might be a difficulty in separating household and enterprise needs. It is
also remarkable that the reasons for closure and preventing start-up are almost identical (Figure
15), which could suggest that those who have closed their enterprises were able to immediately
set-up a new business, and were as such not able to separate the constraints.

Figure 15: Perceived Reasons for Closure of Business — and Reasons Preventing Start-up, 2005
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ENTERPRISE GROWTH
One-third of rural enterprises are high performers

Employment growth generated by rural non-farm enterprises has been low. The mean annual
growth rate of labor days for the period 2000 to 2004 is about 4.5 percent. However, employment
growth is being propelled by a minority of enterprises (Figure 16). The distribution of average
annual employment growth shows that about 60 percent of rural non-farm enterprises have been
stagnant, about 5 percent have contracted over the past years, with the remaining 35 percent
growing, some quite substantially.'® The differences are more pronounced between the formal
and informal sector. Formal enterprises grew faster. A decomposition of the relative contribution
of start-up and existing enterprises for 2004 suggests that most rural jobs (94 percent) were
created from the growth of relatively high-performing firms. Employment generation through
new start-ups had a relatively limited role (6 percent).

'® The cross-sectional and recall character of the data implies that the growth numbers are approximations. Employment growth could
be over- or underestimated depending on firm survival and new entries.
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Figure 16: Distribution of Enterprise Employment Growth,
2000-2004 (in percent)
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Box 6: Typology of Rural Non-farm Enterprise

Survivalists. These enterprises have survived the perils of start-up. Enterprises are often run by those who
have no choice but to generate non-farm income. The level of income may be at the poverty line or below.
The enterprise will not grow and eventually collapse.

Trundles. These enterprises have been in existence for some time. Enterprise turnover is roughly static and
entrepreneurs show no great desire to expand. Income is at the poverty line. Enterprises have added to their
workforce since starting but only in small amounts.

Flyers. Enterprises run by entrepreneurs who see opportunities for growth. Income levels may meet more
than basic needs. Enterprises will hire new labor and may graduate to the small enterprise spectrum.

Source: Adapted from Liedholm and Mead (1999),; Duncombe and Heeks (2002)

Enterprise growth is regionally defined

In general, when median growth rate of sales and employment are compared, annual sales growth
is always higher than employment growth (with the exception of formal enterprises in Kigoma).
One possible explanation is that only 50 percent of entrepreneurs are investing in their businesses:
additional income could be used for non-business purposes.

The data also show that employment growth is regionally defined. Significant employment
generation over 2000-2004 only took place in Kigoma, Kagera, and Tabora (Figure 17) but
employment generation was almost entirely due to jobs in the formal sector. The exception is
Tabora, the only region that also showed significant employment growth in the informal sector.
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Figure 17: Employment and Sales Growth of Formal and Informal Enterprises by Region, 2000-
2004 (Upper bars show median employment growth)
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Box 7: Why Do Rural Non-farm Enterprises Grow?

Growth of rural non-farm enterprises can be measured in several ways, including sales growth, profits, and
number of working days. If measurement error were not a problem, defining growth in terms of sales or
profits might be preferable to a labor-based measure from an accuracy standpoint. However, the Tanzania
RICS data rely on a retrospective technique. Since most proprietors do not keep records, they can only
estimate their sales or profits, even at the present time. Expecting that guesses from five years ago would be
accurate might be folly. As a result, the key measurement of growth used in the Tanzanian RICA is number
of working days.

There is no specific growth theory for rural non-farm enterprises, but by combining theoretical insights
with empirical evidence, it is possible to identify potential variables (Jovanovic 1982; McPherson 1996;
Evans 1987; and Sleuwaegen and Goedhuys, 2002). Besides the factors than determine the rural investment
climate, the two key determinants of enterprise growth are age and initial size. “Learning models” of
enterprise growth along with empirical evidence from the United States and developing countries support
an inverse relationship between these two variables and enterprise growth. Once firms are established they
learn about their efficiency, and competition forces the least efficient ones to exit. Managers learn about
their efficiency and adjust their scale of operations accordingly.

Young and small firms that are at the initial stage of uncovering their own efficiency level grow faster. It is
thus the youngest along with the smallest firms at start-up that are more likely to create jobs — a powerful
finding for those concerned with job creation in rural Tanzania.

Determinants of enterprise growth

Among those firms that did grow between 2000 and 2004, employment growth is systematically
higher among smaller and younger firms. The inverse relationship between size and age on
growth suggests an important role for these firms in rural Tanzania. Figure 18 predicts enterprise
growth as a function of size and age to facilitate interpretation of an empirical analysis
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undertaken for this study.'® The estimate is based on coefficients obtained from a regression
analysis of enterprise employment growth.

The analysis shows that after start-up, one-person rural enterprises in Tanzania will only grow
during the first four years and then remain stagnant. The average enterprise size is about 1.4
employees, a number that coincides with descriptive survey data for one-person start-ups (40
percent growth). By contrast, a bigger enterprise with an initial start-up size of five employees
contracts slightly during the first year, but grows relatively fast for five subsequent years (20
percent growth). Thereafter, employment growth declines and the firm eventually start to
contract,

Figure 18: Firm Growth, Size and Age in Rural Tanzania

Employment (number of workers)
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Source: 2005 Tanzania RICS

This “stylized” growth process shed light on the distribution patterns of employment growth in
Figure 18. Employment generated by rural enterprises is rather low and occurs mostly for a
minority of small and young enterprises. However, after a certain period small enterprises appear
to never grow substantially — unless other growth obstacles are considered. The following
chapter analyzes to what extent the rural investment climate aligns with this growth process.

' See Appendix 2 for the analysis.
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4. THE IMPACT OF A BETTER INVESTMENT CLIMATE

This chapter assesses the impact of the rural investment climate on growth of non-farm
employment. Entrepreneurs generally believe that they are mainly affected by supply-side
constraints and that access to rural financial services and roads are the main constraints to rural
business operations. More than 60 percent of entrepreneurs believe that access to finance hampers
growth. Regionally, Tabora scores better in three aspects of the investment climate — finance,
transport, and governance. Perceived business constraints generally coincide with measurements
that are more objective. The only exception is electricity, where reliability rather then access
matters. An empirical analysis suggests that better access to markets, finance, and cell phone
communication would have the strongest impact on growth. Demand-side factors related to
agriculture rank fourth. Even marginal improvements in the investment climate would affect
growth,

CONSTRAINTS TO ENTERPRISE OPERATIONS AND GROWTH ~— PERCEPTIONS
Finance and infrastructure as main constraints

One of the main goals of a rural investment climate assessment is to identify the leading factors
that constrain enterprise productivity and growth. The survey asked entrepreneurs whether they
perceived various problems as an obstacle. Although these subjective rankings are not a definitive
priority-setting tool, they can be a useful starting point. Additional and more objective data from
the community and household survey and quantitative analysis, which are presented in the next
section, can add weight to the survey results.

Figure 19: Top Five Constraints of All Rural Non-farm Enterprises, 2005 and Their Urban ICA
Ratings, 2003
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In rural Tanzania, non-farm enterprises are most concerned about access and costs of rural
finance (Figure 19). About 61 percent of rural entrepreneurs rate financing as a major or severe
constraint to business operations. Other important perceived constraints are access to public
utilities (mainly electricity, and water) and transport (roads). A surprising finding is that only 29
percent see demand (marketing) for rural non-farm services and goods as a major or severe
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constraint. Since the large majority of businesses operate in the informal sector, less than one-
third of rural entrepreneurs perceive that governance negatively affects rural business operations.
The claim that limited access to public utilities is the second most important constraint is difficult
to interpret because 57 percent of rural entrepreneurs are traders who may not need electricity or
water access for their rural businesses, but instead may reflect their household’s desire for better
access to services.

Benchmarking national and international data

A comparison of the ranking of perceived constraints with the urban or formal industry based
ICA (World Bank, 2004b) reveals several interesting findings (Figure 19; Figure 20).%° In urban
areas enterprises are mainly concerned with taxation (73 percent rated tax and 65 percent rated
tax administration as a major or severe obstacle). Corruption and economic policy are also
mentioned as important constraints. By contrast, taxation, corruption, or the overall policy
environment are rarely mentioned as a problem in rural areas. The fact that rural entrepreneurs do
not perceive these factors as a severe constraint to business operations reflects the high level of
informality in rural areas. A finding common among rural and urban enterprises in Tanzania is
the perception that access to finance, electricity, and transport constrains business operations.

Figure 20: Comparison of Selected Rural and Urban Business Constraints in Tanzania, 2003 and
2005 a/
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Source: 2005 Tanzania RICS and 2003 Urban ICS
a/ On a scale from zero to 60: percentage of enterprises reporting major and severe constraints.

Interestingly, there are differences and similarities in the /evel of rural and urban constraints. The
level of perceived constraints in urban Tanzania is generally higher than in rural areas. Rural and
urban entrepreneurs perceive access and cost of finance as a problem of almost similar

magnitude. This observation points to structural factors in the financial sector that constrain both
rural and urban enterprises. It is not surprising to note that smaller, informal enterprises perceive

¥ Comparisons are based on the full sample of the urban ICS. Comparing constraints for urban and informal microenterprises would
show less pronounced differences but are omitted due to small sample size.
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governance as a smaller constraint due to the weak presence of governmental institutions in rural
Tanzania.

Also a comparison with other countries confirms that finance is the main investment climate’s
bottleneck in Tanzania. The comparator countries are Sri Lanka and selected Eastern and Western
Africa rural economies. Figure 21 reveals that the overall level constraints perception is greater in
rural Tanzania than in any other country.”' The exception is market demand for which rural
Tanzania scores slightly lower. Tanzania scores particularly high on all aspects of rural finance:
access, costs and tedious loan procedures. International comparison of rural data should be taken
with prudence in the light of different concepts of rural space and non-farm activities.
Nevertheless, the comparison does confirm the earlier analysis.

Figure 21: Comparison of Selected Rural Business Constraints: Tanzania versus Sri Lanka and
Selected African Countries a/
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Source: 2005 Tanzania RICS; 2003 Sri Lanka RICS; Liedholm and Mead (1999)
a/ On a scale from zero to 50: percentage of enterprises reporting major and severe constraints, or principal problems.

Are rural enterprises supply- or demand-side constrained?

Rural entrepreneurs generally believe that they are mainly affected by supply-side constraints.
Demand-side constraints, such as marketing problems, seem to play a much less significant role.
Rural enterprises perceive markets as a lower priority than their urban counterparts (Figure 19).
Also an empirical analysis with objective investment climate data at the community-level reveals
that demand-side constraints are relatively less important than other supply-side constraints (see
Figure 25Error! Reference source not found.).

*! Benchmarking perceived constraints with regional and non-regional comparator countries is a widely used approach. In the case of
Tanzania, the non-regional comparison is based on the availability of rural data. Sri Lanka is chosen because it is the only pilot study
that has been completed. However, also preliminary data from Nicaragua and Indonesia suggests that finance is among the top three
constraints.
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This is an important difference between the rural and urban ICA. In urban Tanzania, enterprises
appear to be more driven by demand-side factors. Differences in the structure of enterprises could
be one explanation (Daniels, 2003). Rural enterprises have low costs of entry, particularly when
operating in the informal sector. Limited capital, skills, or experience do not prevent
entrepreneurs from entering the non-farm sector. By contrast, the more capital-intensive
industries in the urban sector require higher skill levels and are therefore more vulnerable to
fluctuations in market demand.

Figure 22: Top Five Constraints of Rural Market Towns
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Figure 23: Top Five Constraints of Rural Areas, 2005
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Rural areas versus market towns

A comparison between rural areas and small market towns reveals that constraints related to
governance and taxation increase with the level of urbanization and market access ( Figure 22 and
Figure 23). This finding is consistent when the rural and urban ICAs are compared. The level of
perceived business constraints is generally higher in rural areas than in small rural market towns.
Not surprisingly, governance constraints score higher in market towns than in rural areas where
government presence is limited. However, the level of perceived tax constraints does not differ
between rural areas and market towns. Independent by the type of location, the accessibility and
cost of rural finance are perceived as the main constraints. The perception that finance is the main
constraint to entry and growth of existing rural enterprises is therefore robust throughout this
report. It echoes a large body of similar analyses for countries in Sub-Saharan Africa (Liedholm,
2002; Bigsten and Séderbom, 2005).

Regional differences

Factors that constrain enterprise productivity and growth differ by geographic zone. Map 3. plots
the top five business constraints identified by rural entrepreneurs — finance, public utilities,
transport, marketing, and governance. Three key findings emerge from the visualization.

First, finance, utilities, and transport infrastructure clearly emerge as the main factors that impede
business operations and growth, but there are large regional differences. Financing constraints are
perceived as particularly severe in the Lake region, Northern

Highlands and Southern zones. Access to public utilities and transport infrastructure is perceived
as a major and severe constraint in the Western zone. Finally, the map clearly indicates that
Tabora is the only zone that scores better in three aspects of the rural investment climate (finance,
transport infrastructure, and governance). With the exception of rural finance, it is rarely the
region with the lowest level of business constraints. However, it is the only zone that scores
relatively better in all of these areas.
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Map 3: Major and Severe Business Constraints by Geographical Zone, 2005
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Note: Business constraints for geographical zones are approximate. Morogoro, Kilimanjaro, Tabora, Kagera, Kigoma, Mtwara and
Mbeya represent the East, Northern Highland, Central, Lake Victoria, West, Southern and Southern Highland zones, respectively.
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FINANCE, INFRASTRUCTURE, AND GOVERNANCE — OBJECTIVE MEASUREMENTS
Limited access to financial services

Access to formal financial services for individual enterprises is extremely limited. The average
distance to the nearest money-lending institution is 30 kilometers. About 58 percent of the
surveyed communities claim to have access to financial services, predominantly through informal
channels.

More than one-half of the financial institutions are either cooperatives or other community-based
establishments, one-third are government-owned institutions or private banks, and the remaining
sources of rural finance are private moneylenders or other sources. In about two-thirds of these
communities, however, households can access loans for non-farm investment purposes.
Community-level data therefore strongly support the claim from entrepreneurs that access to rural
finance is insufficient. Regionally, access to rural financial institutions is particularly poor in the
northern and southern parts of the country, but better in Tabora (Map 3).*

Map 4: Mean Distance To Rural Financial Institutions, 2001
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Road and transport infrastructure

Community-level data supports perceived constraints from entrepreneurs that business activities
suffer from poor road infrastructure. About 17 percent of the surveyed communities do not have a
main road connection. Of those communities that have road access, about 40 percent are isolated
during the rainy season because the roads are seasonal (

Table 7). The available means of transportation are also limited. Only 28 percent of communities
have public transport services. Bicycles or pack animals are the main means of transportation for
about 8 percent of rural households.

*2 The Central zone encompasses Tabora, Dodoma, Singida regions. It is the driest zone in the country with an annual rainfall of less
than 500 mm. The major crops are millet and sorghum.
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As a consequence of poor road infrastructure, the time to travel to markets is high. For rural
households, it takes on average more than 80 minutes to travel to the next city, and more than 40
minutes to travel to the next market Map 5 displays spatial patterns of access to rural market
towns). Travel time is slightly lower for enterprise households than for non-enterprise
households. The difference is statistically significant and underlines the importance of
infrastructure for rural enterprises. Transportation costs for rural non-farm enterprises to the next
market are high — the travel costs to the next market are about Tsh. 90 per kilometer. This
suggests that, on average, a rural non-farm enterprise pays approximately US$ 3 to travel to the
next market.

Map 5: Estimated Travel Time to Rural Market Towns
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Table 7: Road Types Within and Outside Communities, 2005

Type of road Within community (%) Outside community (%)
Mud 73 52

Concrete 19 30

Asphalt 3 13

Gravel 3 4

Other 2 2

Source: 2005 Tanzania RICS
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Electricity and telecommunications

Only 40 percent of communities are electrified. Not only do most of the surveyed communities
lack access to electricity, but even in electrified communities most households do not have access
to power. As few as 30 percent of households in electrified communities use electricity.” In those
communities that have access to electricity, responding community leaders report that getting a
power connection for new businesses took more than 140 days (three times longer than in urban
areas as measured by the urban ICA). The public electricity supply is not very reliable. It was
interrupted on average 71 times during 2004. Consequently, 73 percent of rural non-farm
enterprises could not use national grid power for productive purposes (Temesgen, 2005b).
Development of electricity and telecommunication infrastructure often goes hand in hand, so
most entrepreneurs do not have access to basic means of communication.

Only 13 percent of rural entrepreneurs own a fixed line or cell phone. These number change
slightly when disaggregated by rural areas (8 percent) and rural towns (19 percent). Poor
telecommunication also implies that many entrepreneurs have limited timely access to market
information.

Figure 24: Confidence in Conflict Resolution and Legal Environment by Communities, 2005
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Local governance and conflict resolution

The evidence describing local governance is somewhat uneven. About two-thirds of the surveyed
communities do not report conflicts with local authorities that negatively affect the business
environment, but the other one-third does. A large majority of communities report confidence in
local dispute resolution and contract enforcement mechanisms (Figure 24). When conflict occurs,
it is mainly because of disputes over land holdings. About 60 percent of these conflicts were
resolved through local networks (Temesgen, 2005a). Within the past five years, more than 75
percent of communities claim to have taken action to improve the local business environment.
According to community leaders, a large majority of households participate in a variety of small
projects that aim to improve physical or social infrastructure. Local initiatives that have helped to
develop non-farm businesses conditions include improved market facilities, telecommunication,
or electrification.

% This is still higher than in the 2001 HBS where only some 11 percent of the communities were collected to the grid.
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SIMULATING GAINS FROM A BETTER INVESTMENT CLIMATE
Enterprises are mainly supply-side constrained

Empirical analysis undertaken as part of this report suggests that non-farm enterprises could
benefit substantially from an improved rural investment climate. Among the main supply-side
constraints are infrastructure, finance, and telecommunications. Demand-side constraints that are
linked to the performance of the agricultural economy rank fourth. The analysis confirms much of
the earlier descriptive evidence. Moreover, business constraints perceived by rural entrepreneurs
are broadly consistent with objective measurements at the community level. They also have a
quantifiable effect on enterprise growth.

Simulations were conducted on the determinants of objective investment climate constraints on
enterprise employment growth. The simulations are helpful to visualize the impact of potential
gains if such improvements could be made, but should be read with caution. They rely on
empirical data and methods that are subject to measurement error, do not fully consider some of
the interactions that encompass the rural investment climate, do not address causality issues, and
provide little guidance on how to achieve the selected improvements.

Figure 25 also illustrates that the estimated impact on employment growth sometimes has a large
margin of error.

The simulations are based on a regression analysis of the determinants of enterprise employment
growth. Key determinants were enterprise size and age, and a number of objectively measurable
investment climate constraints at the community level. Parameters that significantly affect
employment growth include transport infrastructure, access to finance, access to cell phone
communication, registration with a government office, a reduction in registration days, and
reductions in violent social conflicts. Interestingly, and contrary to the perceptions of
entrepreneurs, access to electricity does not turn out to significantly affect employment growth.
But for those rural entrepreneurs who do use electricity, reliability matters. A decrease in
interruptions could stimulate growth. Because most entrepreneurs are traders, these findings
appear plausible.

Infrastructure, finance, and cell phone communication are key

Removing the constraints of inadequate road infrastructure and finance would have the strongest
effect on employment growth, The simulations assumed a 50 percent improvement of selected
investment climate indicators.>* The ranking of a constraint’s impact on growth does not change
with different assumptions.

Figure 25 shows that improved access to markets would have the strongest effect on employment
growth, followed by access to rural finance. Interestingly, rural cell phone communication ranks
third. Demand-side factors such as higher rural wages due to productivity increase in agriculture
or other factors, rank fourth. For those rural entrepreneurs who do use electricity, a decrease in
interruptions could stimulate growth. Also legal registration and lower registration costs could
boost growth. Finally, reduced conflicts could potentially benefit growth.

* For example, mean distance to the next market was assumed to decrease from 17 to 11 kilometers.
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Figure 25: Improving the Rural Investment Climate: Estimated Gains on Enterprise Employment
Growth
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Marginal improvements in the investment climate matter for growth

The simulations show that the estimated effect of selected measures of the investment climate
would range from less than 0.1 up to about 0.3 percent on annual employment growth. How big is
this for a typical enterprise at start-up? Over the medium term, even a marginal improvement in
the rural investment climate could be significant and lift the rural economy out of stagnation.
Figure 26 builds on the simulations and plots the stylized enterprise employment growth process.
The scattered lines assume that a broad improvement of the rural investment climate would result
in a 0.1 percent increase in employment growth (much lower than the estimated impact of
individual constraints ranging from 0.04 up to almost 0.3 percent, respectively).

Even a marginal improvement of the investment climate could provide quite substantial gains for
the rural economy. Over a 10-year period, a one-person enterprise would reach the two-worker
category and experience continued growth. After an initial period of stagnation, a five-person
enterprise would generate on average up to four additional workers. Overall, this is in line with
the findings presented in the previous chapter. In relative terms, smaller rural enterprises would
benefit most from an improved investment climate. Over a 10-year horizon, a one-person start-up
firm could double while a five-person start-up enterprise could grow by 80 percent.
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Figure 26: Visualization of Business Constraints’ Impact on Employment Growth over 10 Year-
horizon
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Box 8: Productivity Analysis of Tanzania’s Rural Non-farm Enterprise Sector

Also a detailed analysis of the determinants of entry, investment, and productivity of non-farm enterprises
suggests significant potential gains from improvements in the rural investment climate. The study, which
was undertaken for this report, assesses the impact of entrepreneur perceptions and objective investment
climate constraints at the community level via multiple regression analysis.

It finds that elimination of major business constraints could:
e Increase participation in non-farm entrepreneurial activity by about §-12 percent,
e Expand new enterprise investments by about 20 percent, and
e  Boost total factor productivity by about 28 percent.

Access to markets and roads mainly affects total factor productivity. By contrast, financial constraints
impact more on entry into entrepreneurial activity, and on new investments. Small rural enterprises suffer
more from poor investment climate constraints than bigger firms, which are often able to overcome
constraints.

Source: Adapted from Sundaram-Stukel, Deininger and Jin (2007). For details see the Appendix
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Finally, careful collection of information on inputs, outputs, and inventories for different
enterprise types allows analysis of the effect of specific constraints on total factor productivity.
Doing so, this study find strong evidence of infrastructure-related constraints being critical for the
rural non-farm sector to expand and be most productive. With few exceptions, the productivity of
small enterprises is more severely affected by investment climate constraints than that of large
ones who are in a much better position to take action to avert such constraints. This suggests that,
in the case of Tanzania, policies to try and remove constraints of this nature would be a very
important strategy to facilitate pro-poor growth.
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Figure 31: Sources of Loans, 2005
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