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14th June 2007

The Hon. Zakia Hamdani Meghji (MP),
Minister for Finance,
United Republic of Tanzania,
Dar es Salaam.

Honorable Minister,

LETTER OF TRANSMITTAL

I hereby submit the Monetary Policy Statement (MPS) of the Bank of
Tanzania for the financial year 2007/08 in accordance with the Bank of
Tanzania Act 2006, Section 21 Subsections (1) to (7).

The Statement reviews macroeconomic developments and monetary
policy implementation during the current fiscal year 2006/07, and
outlines the macroeconomic policy objectives earmarked for 2007/08 and
monetary policy measures that the Bank of Tanzania intends to pursue
during 2007/08.

Part I gives a summary of the Statement, while Part II stipulates the
modalities of monetary policy implementation employed by the Bank of
Tanzania to facilitate monetary policy decisions.

Part III presents the macroeconomic policy framework that guided the
monetary and financial operations during the financial year 2006/07,
highlighting the Government’s macroeconomic objectives and the Bank
of Tanzania monetary policy objectives.

Part IV outlines monetary policy implementation measures taken and
challenges faced during the period July 2006 to April 2007, and where
data is available, covers also the month of May 2007.
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In Part V, macroeconomic developments during 2006/07 are highlighted,
in respect of GDP, inflation, money, credit, and interest rate
developments. The section also covers developments in respect of
government budgetary operations, external sector, and economic
developments in Zanzibar.

Finally, Part VI of the Statement presents the macroeconomic policy
framework for the fiscal year 2007/08, and outlines the monetary policy
measures that the Bank of Tanzania commits to implement during the
year, in pursuit of conducive liquidity conditions aimed at achieving low
inflation rate, and a higher and sustainable economic growth in Tanzania.

Yours sincerely,

Daudi T. S. Ballali
Governor
Bank of Tanzania
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PART I

1.0 EXECUTIVE SUMMARY

The economy of Tanzania has been growing at an average rate of 6.3
percent in the past five years to 2006. Given the estimated
population growth rate of 2.9 percent, it means that real per capita

GDP had been increasing at an average rate of 3.4 percent in the same
period, depicting an improvement in the living standard, which is not
adequate to reduce poverty in the country. Therefore, there is need to
design and implement measures which will generate higher GDP growth
rate of between 8 and 10 percent, sustainably in the medium to long-term. 

In 2006, the country experienced a number of economic setbacks, which
included the rising oil prices in the world market and the drought that
adversely affected crop production, livestock development and
hydropower generation. As a result of these developments, real GDP
growth slowed to 6.2 percent in 2006, down from 6.7 percent recorded in
2005. 

Amidst the rising world oil prices, coupled with the effects of drought on
food supply and hydropower generation, the economy experienced strong
inflationary pressures, and there was an extra demand for imports mainly
energy sector related imports to address the energy crisis. The huge
import demand exerted extra pressure on the shilling exchange rate
against major currencies, which in turn had an upward influence on the
prices of imported consumer goods and services. On the other hand,
exports registered a marginal increase during the period under review – a
situation that led to a worsening current account balance. 

Despite the pressure, the annual inflation rate was maintained at a single
digit level throughout the year, although with a rising trend.  From 5.4
percent in July 2006, annual inflation peaked at 7.3 percent in February
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2007, and then declined to 6.1 percent in April 2007. Inflation is expected
to decline further, on account of an expected good agricultural production
with the return of favourable weather conditions. The Bank of Tanzania
will continue to pursue appropriate monetary policy targeting an inflation
rate of less than 5.0 percent in the medium term consistent with inflation
rates of Tanzania’s major trading partners.

On monetary policy front, the Bank of Tanzania succeeded in containing
the monetary aggregates within desired levels, although strong liquidity
expansion was registered towards the last quarter of 2006/07. The
expansion was mainly attributed to the impact of a sustained growth in
credit demand by the business sector and the year-end bulge in
government expenditure in a bid to commit the balances of the allocated
budget before year end.

The growth of the extended broad money supply (M3), which averaged
31.7 percent during the financial year 2005/06, decelerated to an average
of 24.1 percent during the first ten months of 2006/07. This level
compares well with 24.2 percent targeted growth of M3 for the year
ending June 2007. 

Credit demand continued to record strong growth in line with the
increasing momentum of economic activity in the country. During
2005/06, credit to private sector grew at an annual average rate of 33.6
percent, firming to an average of 39.4 percent in the first ten months of
2006/07.  Besides the increased pace of economic activities in the
country, the other factors behind the strong growth in credit demand
include the increased competition in the banking sector that pushed
lending rates downwards; and the existence of credit guarantee schemes
that stimulated banks to lend to small and medium sized businesses.

Fiscal performance for the Union Government and the Government of
Zanzibar during the first ten months of 2006/07 was broadly within the
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budgetary targets. For the Union Government, revenue collections
surpassed the targets, while development partners’ support to the budget
was frontloaded, allowing smooth execution of the government
expenditure plans.  The power crisis and the subsequent power rationing
that persisted during the first half of the financial year 2006/07, had no
serious adverse effects on revenue performance on local goods, mainly
because productive sectors were given priority to electricity during power
shedding. Moreover, the increase in imports resulted into higher import
taxes. As a result, during the period under review, total revenue
collections were above the target of TZS 2,015.0 billion by TZS 204.0
billion, the main contributor to domestic revenue being import taxes,
which accounted for 41.3 percent of total revenue collected. Total
resources available for the ten months of the year amounted to TZS
3,117.6 billion, out of which development partner’s support to the budget
amounted to TZS 898.6 billion as at end April 2007. Government
expenditure during the same period was TZS 3,466.2 billion. The
resulting overall deficit was financed by foreign concessional loans.

Revenue collections for Government of Zanzibar were also above targets,
while its expenditure was below target. TZS 75.0 billion was collected as
revenue against the target of TZS 72.2 billion. Total expenditure during
the period under review stood at TZS 119.7 billion, being far below the
target of TZS 214.8 billion for the year. The low expenditure was mainly
recorded in development projects due to lower than projected foreign
resources.

The performance of the external sector in Tanzania was moderate, as the
export sector remained vulnerable to climatic conditions, and terms of
trade shocks. A sharp increase in international oil prices, coupled with
increased demand for oil in the energy sector resulted in higher imports
which outpaced the marginal export gains, with consequent widening of
the current account deficit. The overall balance of payments position,
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however, remained satisfactory mainly due to continued strong inflows of
donor assistance and debt relief received under the Multilateral Debt
Relief Initiative. 

Despite the surge in the import bill during the period under review, the
stock of gross international official reserves stood at USD 2,247.5 million
by end May 2007, being higher than the level recorded for the same
period of 2005/06, enough to cover 5 months of imports of goods and
services. However, this level was below the target of 6 months import
cover for 2006/07.

In the case of Zanzibar, the performance of the external sector registered
improvement during the period under review. The deficit in the trade
account narrowed to USD 51.5 million compared to USD 66.4 million
recorded in the corresponding period of the previous year. Exports rose
by 18.8 percent while imports declined by 14.4 percent. The drop in
imports is partly associated with the ongoing rehabilitation of the
Zanzibar Port.

In conclusion, the Tanzanian economy still faces economic challenges
despite the strong growth momentum. Structural weaknesses continue to
exist particularly in the productive and energy sectors. Agriculture and
power generation are weather dependent, productivity in major
productive sectors is very low; the export sector is weak and non-
competitive, the financial sector is beset by large interest rate margins and
low domestic savings.

An aggressive approach in dealing with the above challenges is needed
now than ever before. The country faces globalisation, which entails new
opportunities, but at the same time exposes the country to international
competition for its goods and services produced for the international
market. On the other hand, the underdeveloped financial sector, which if
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adequate reforms are not taken in a timely manner, will continue to have
a negative impact on the accessibility of financial services to a wider
population and thus adversely affect the productive capacity of the
economy and therefore hinder poverty reduction initiatives of the
government.  

Looking forward, the continuation of structural reforms across a wider
range of sectors will therefore be required to transform the Tanzanian
economy into one where the financial sector contributes optimally to
economic growth, and where the productive sectors are export driven, so
as to ensure the country achieves high and sustainable growth rates
necessary for poverty reduction.
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PART II

2.0 THE MODALITIES OF MONETARY POLICY
IMPLEMENTATION

The Bank of Tanzania mission is to maintain price stability that is
conducive to the attainment of financial and macroeconomic stability
with the objective of promoting a high and sustainable rate of economic
growth. In conducting monetary policy, the Bank of Tanzania follows
modalities stipulated in the Bank of Tanzania Act 2006 and uses indirect
monetary policy instruments.

2.1 The Modalities of Monetary Policy Implementation

● At the beginning of every fiscal year, the Bank of Tanzania sets
annual monetary policy targets in its Monetary Policy Statement.
The targets are reviewed at mid-year.

● The Monetary Policy Statement is submitted to the Minister for
Finance, who submits it to Parliament.

● The Monetary Policy Committee of the Board of the Bank of
Tanzania, chaired by the Governor, closely monitors monetary
policy implementation on a monthly basis.

● At the operational level, the Bank of Tanzania Management
discusses progress on monetary policy implementation on a weekly
basis and sets plans for the subsequent week. In addition a
technical sub-committee of the Bank’s Management reviews daily
liquidity developments and decides on market intervention
strategies.
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2.2 Monetary Policy Instruments

● The main instrument used by the Bank of Tanzania in
implementing its monetary policy is Open Market Operations
(OMO), which involves the sale and purchase of government
securities, to withdraw or inject liquidity into the economy.

● Other indirect instruments include repurchase agreements (REPO),
discount rate, statutory reserve requirements, and moral suasion.
The Bank also participates in the Interbank Foreign Exchange
Market (IFEM) to sell or buy foreign exchange, and in doing so
mops-up excess liquidity or provides  liquidity to the economy.
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PART III

3.0 MACROECONOMIC POLICY FRAMEWORK FOR 2006/07

3.1 Macroeconomic Policy Objectives of the Government

In 2006/07, the Government focused its fiscal policy towards maintaining
fiscal discipline through strengthening tax administration and
expenditure management. Priority was on improving domestic revenue
mobilization by broadening the tax base, curbing tax exemptions and
enhancing revenue administration. On the expenditure side, more
resources were directed at prioritized poverty reduction initiatives as
stipulated under the National Strategy for Growth and Reduction of
Poverty (NSGRP) and the Millennium Development Goals (MDGs).

Specifically, the Government intended to attain the following
macroeconomic policy objectives during 2006/07:

i. A real GDP growth of 5.9 percent in 2006, revised downwards
from an earlier projection of 7.0 percent due to the anticipated
impact of the drought experienced in the country towards the end
of 2005.

ii. The annual rate of inflation was projected to decline from 6.8
percent recorded in June 2006 to 4.0 percent by end June 2007.
However, this target was later revised upwards to 5.0 percent
during the midterm review, taking into account persistent rise in
world oil prices, and high domestic food prices due to drought-
related food shortages.

iii. Increase domestic recurrent revenue to 14.5 percent of GDP from
14.1 percent of GDP recorded in 2005/06.
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iv. Limit total government expenditure to 28.3 percent of GDP.

v. Limit net domestic financing of the Government to 1.0 percent of
GDP.

3.2 Monetary Policy Objectives

During 2006/07, the Bank continued to focus on sustaining price stability
by maintaining an appropriate level of liquidity in the economy, while
responding appropriately to any risks to economic prospects and to the
attainment of macro-economic objectives of the Government stipulated
above. Monetary policy measures were, therefore aimed at decelerating
the annual growth rate of monetary aggregates in order to dampen the
inflationary pressures in the economy, while at the same time facilitating
the provision of adequate financial resources to the productive sectors of
the economy.  

Specifically, the Bank of Tanzania aimed at:

i. Containing annual growth rate of reserve money at 24 percent – a
contraction from the growth of 26.6 percent targeted for the year
ending June 2006.

ii. Limiting the annual growth rates of both broad money (M2) and
extended broad money (M3) between 23 percent and 24 percent
by end-June 2007. 

iii. Allowing commercial banks credit to the private sector to grow at
an annual rate of 37 percent by end June 2007; and

iv. Maintaining an adequate level of foreign reserves to cover for not
less than 6 months of imports of goods and services.
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The Bank of Tanzania remains committed to its mission of maintaining
price stability that is conducive to the attainment of financial and
macroeconomic stability in the economy, with the ultimate objective of
promoting a high and sustainable rate of economic growth. 

The strategy used by the Bank in controlling inflation, and the Bank’s
focus on assessing the effectiveness of monetary policy in controlling the
long-run inflation is summarized in Appendix I.

3.3 Interest Rate Policy

Interest rates in Tanzania are market determined, with interest rates
obtained in the treasury bills market providing an anchor. However,
interest rates in the treasury bills market, by and large, reflect the
shallowness of the market and weak competition among few investors,
more significantly than reflecting the real cost of funds. 

Looking ahead, the Bank expects that more realistic (less distorted)
market based interest rates will be achieved, upon the completion of the
on-going reforms aimed at deepening and widening the financial markets,
improving competition, providing information about the borrowers and
reducing the cost of doing banking business in Tanzania. 

3.4 Credit Policy

The credit policy of the Bank of Tanzania aims at providing an
environment for increased flow of credit to the private sector
commensurate with the requirements of the growing economy, while
maintaining price stability.  The strategy used by the Bank to achieve this
objective is to encourage the Government to reduce its budget deficit,
which is financed by borrowing from domestic banking system so that,
more resources of commercial banks could be used to provide credit to
the private sector, which is the engine of growth. 
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3.5 Exchange Rate Policy

Tanzania adopted a free-floating exchange rate policy since 1994. This
means, the shilling exchange rate against foreign currencies is determined
by the demand and supply of the trading currencies in the market.
However, the Bank of Tanzania periodically intervenes in the market with
the objective of promoting an orderly foreign exchange market where
excessive volatility in the exchange rates are minimized through a gradual
sale or purchase of appropriate amounts of foreign exchange. 
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PART IV

4.0 REVIEW OF MONETARY POLICY IMPLEMENTATION
DURING 2006/07

4.1 Liquidity Developments

Liquidity conditions in the economy were broadly contained within the
desired levels during 2006/07, although expansionary pressures were
eminent throughout the period.  During the period, liquidity in the system
increased significantly mainly on account of the spurt in foreign
exchange inflows from development partners; the high demand for
currency in consonance with acceleration in economic activity after the
favourable rains and also reflecting the intra-year seasonal pattern; and
the sustained demand for private sector credit.  There was also a surge in
liquidity in the last quarter of the fiscal year, mainly attributed to the
normal phenomenon of the year-end bulge in government expenditure by
the implementing agencies in a bid to commit the balances of the
allocated budget before end of the fiscal year.  

Moreover, commercial banks also injected substantial liquidity into the
system as they liquidated part of their existing investments in government
securities to meet the growing credit demand from the private sector.
Consequently, commercial banks holdings of government securities
declined to nearly 30 percent of their total deposits during the period
under review from an average of 34.7 percent recorded in the
corresponding period of the previous year.

The increase in excess liquidity in the economy was mirrored by the
developments in reserve money, which is the operating target of the Bank
of Tanzania. The annual growth of reserve money closed at 25.9 percent
in the year ending June 2006. However, the developments explained
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above led to increased liquidity and pushed the annual growth of reserve
money to 36.7 percent in July 2006, thus exceeding the projected growth
of 24 percent for 2006/07. The excessive liquidity situation obtained in
the economy at the beginning of the fiscal year 2006/07 called for an
immediate response from the Bank of Tanzania.

In the face of excess liquidity in the economy emanating from the factors
explained above, coupled with the inflationary pressures, the Bank of
Tanzania imposed restrictive monetary policy measures, so that the
liquidity expansion would be unwound gradually without adversely
hampering economic growth. The Bank engaged an appropriate mix of
monetary policy instruments at its disposal under both – the open market
and foreign exchange operations. The Bank succeeded to reduce the
growth rate of reserve money to 25.6 percent during the year ending April
2007 from 36.7 percent recorded in July 2006.

4.2 Open Market Operations

The Bank enhanced its sales of treasury bills and bonds; increased its
repurchase agreements with commercial banks; and sold substantial
amount of foreign exchange for liquidity management purposes. The
Bank increased the monthly tender size from the lowest level of TZS
159.5 billion in July 2006 to the highest of TZS 300 billion in October
2006. The Bank offered TZS 2,186.5 billion in treasury bills, while sales
amounted to TZS 1,873.4 billion during July 2006 to April 2007. The
amount sold was lower than the amount offered because the Bank had to
leave out outlier bidders. Otherwise, interest rates on treasury bills would
have been higher.

During the period under review, the Bank intensified its involvement in
repurchase agreements with commercial banks to complement the
mopping up efforts. Repurchase agreements worth TZS 892.5 billion,
being an increase of 66 percent over the previous year, were conducted. 
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4.3 The Outcome of Monetary Policy Implementation

In the course of implementing monetary policy, the Bank experienced a
range of challenges including the unpredictable demand for monetary
policy instruments mainly caused by the shallow financial markets,
coupled with the low foreign exchange absorption capacity of the
economy.  

Despite the challenges, monetary policy measures undertaken by the
Bank during the review period, succeeded in reducing the growth rate of
reserve money from an average of 27.0 percent in 2005/06 to an average
of 23.7 percent in the first ten months of 2006/07, thus containing reserve
money within its target of 24.0 percent for the year ending June 2007. 

The Bank has taken into account the lessons from the past experiences,
and the implications of existing challenges of conducting monetary
policy in shallow and underdeveloped financial markets, as well as the
new and expected developments in the financial markets, and the medium
term prospects in the economy to set the course for its monetary policy
for the coming year, 2007/08. 
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PART V

5.0 REVIEW OF MACROECONOMIC DEVELOPMENTS
DURING 2006/07

5.1 Gross Domestic Product

Tanzania continues to enjoy a good overall macroeconomic performance,
after sustained economic reforms over the last ten years. However, 2006
was characterised by a slow down in economic activity on account of
persistent drought, which adversely affected agricultural production and
hydro-power generation, and the high oil prices in the world market. The
provisional figures produced recently by the National Bureau of Statistics
indicate that, real gross domestic product (GDP) grew by 6.2 percent in
2006, a decline from 6.7 percent recorded in 2005 (Table 5.1). Given the
estimated population growth rate of 2.9 percent, it implies that real per
capita income increased by 3.3 percent in 2006. This level, however, is
not enough for the achievement of the Millennium Development Goals
and for the reduction of abject poverty in Tanzania. There is therefore a
need for designing and taking measures which will generate higher real
GDP growth of between 8 percent and 10 percent, persistently in the
medium to long-term.

The GDP growth in 2006 was driven by a better than anticipated
performance in the trade, mining, financial and communication sectors.
Notwithstanding the slow down in the growth of the agriculture sector
due to the impact of drought, it still holds the highest share (44.7 percent)
of total GDP.
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5.2 Inflation developments

During most part of the year 2006/07, the economy experienced
inflationary pressures coming from the rising world oil prices, domestic
food prices and high cost of power generation. Headline inflation moved
upwards from an annual rate of 5.4 percent in July 2006, peaking at 7.3
percent in February 2007, before starting a downward trajectory.  By
April 2007, the annual headline inflation had dropped to 6.1 percent.  In
July 2006, food inflation was recorded at 7.0 percent but eased to 4.8
percent by April 2007 following improved domestic food supply.
However, the underlying inflation, which was low at 3.9 percent in July
2006, rose sharply to 8.2 percent in the year ending April 2007, reflecting
mainly the impact of high oil prices and thus increased cost of production
in the economy.  

In the coming months, inflation is expected to decline further, on account
of an expected good agricultural production with the return of favourable
weather conditions and stability in power generation.  As we continue to
pursue appropriate monetary and fiscal policies, the inflation rate will be
contained below 5.0 percent in line with our major trading partners.
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5.3 Monetary and Credit Developments

Money Supply

During July 2006-April 2007, the Bank of Tanzania implemented tighter
monetary policy measures to safeguard its overriding policy objective of
price stability. The tight monetary policy led to a general slowdown in the
growth of money supply. 

The annual growth of extended broad money (M3) contracted from an
average of 31.7 percent in 2005/06 to 24.1 percent, while that of broad
money (M2) was reduced from 29.2 percent to 18.6 percent (Chart 5.1)
The growth rates for the above monetary aggregates were both within
their targets for 2006/07. 
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The deceleration in monetary expansion was mirrored in the slow growth
of currency in circulation and in all types of deposits. This development
is mainly attributed to the large withdrawal of these components of
money supply for investing in government securities sold by the Bank for
liquidity management.

The average annual growth of currency in circulation fell from 23 percent
in 2005/06 to 19.3 percent in the first ten months of 2006/07. Similarly,
growth of demand deposits dropped significantly from an average of 28.5
percent to 12.3 percent, whereas time deposits grew at a lower rate of
16.7 percent in the current year, compared to 36.4 percent in the previous
year. During the review period, savings deposits growth rate declined to
an average of 28.9 percent from 34.9 percent recorded in the previous
year. 

Private Sector Credit 

During the year 2006/07, monetary policy was set to facilitate private
sector credit to grow at an annual rate of 37.0 percent, which translated
into an increase of TZS 613 billion above the outstanding stock at end-
June 2006. 

The economy experienced an increased momentum of economic activity,
particularly after the return of favourable weather conditions and steady
availability of hydropower. Consequently, the demand for credit by the
business sector rose. Commercial banks credit to the private sector grew
by 39.3 percent in the year to April 2007. The strong growth in private
sector credit is supported by increased competition in the banking sector
that pushed lending rates downwards, existence of negotiated lending
rates, credit guarantee schemes that stimulated banks to lend to small and
medium sized businesses. Furthermore, some commercial banks have
entered into special arrangements with micro-finance institutions and
introduced wholesale lending through SACCOS for on-lending to their
members. 
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It is worthy noting that, commercial banks liquidated part of their existing
investments in government securities to meet the increased demand for
private sector credit. As a result, commercial banks holdings of
government securities declined from an average of 34.7 percent of total
commercial banks deposits in 2005/06 to 29.5 percent in the first ten
months of 2006/07. 

In a bid to improve financial intermediation in the banking sector, the
Bank of Tanzania in collaboration with other stakeholders, intends to
speed-up the completion of on-going reforms in the financial sector.
These include among others, the establishment of credit information
bureau, reforms in the pension sector aimed at making the sector a source
of medium to long term finance, and reforms in the legal sector, in order
to create a more conducive environment for banks to operate effectively
and efficiently in providing banking services to a wider population.  

Interest Rate Developments

The trend in treasury bill rates influences a similar pattern on interest
rates structure in the banking sector. However, the existing structural and
legal and regulatory rigidities that work against the banking and financial
system continued to affect the determination of realistic interest rates in
the economy.

During the period under review, the weighted average yield for all
treasury bills maturities rose from 9.17 percent in July 2006 to 13.49
percent in May 2007. Similarly, commercial banks lending rates
increased from 16.18 percent in July 2006 to 17.22 percent in January
2007, before declining to 15.70 percent by April 2007. On the other hand,
overall time deposit rate improved from 6.98 percent in July 2006 to 7.75
percent in April 2007.
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As lending rates moved downwards, the interest rate spread between one-
year deposit and leading rates  narrowed to 4.3 percentage points in April
2007 from 7.1 percentage points recorded in June 2006 (Chart 5.2).

Exchange Rate Developments

During the reporting period, the Bank participated in the IFEM to
smoothen excessive exchange rate volatility in the market in order to
promote an orderly foreign exchange market. Despite the intervention,
the shilling depreciated by 9 percent on average, mainly on account of the
high demand of foreign exchange for imports.  The shilling traded at an
average exchange rate of TZS 1,283.93 per USD between July 2006 and
May 2007, compared with TZS 1,176.04 during the corresponding period
of 2005/06.

5.4 Government Budgetary Performance 

Fiscal performance during the first ten months of 2006/07 was broadly
within the budgetary targets. Revenue collections surpassed the targets,
while development partner’s support to the budget was frontloaded,
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allowing for smooth execution of the government expenditure plans.  The
power crisis and the subsequent power rationing that persisted during the
first half of the financial year 2006/07, had no serious adverse effects on
revenue performance, because productive sectors were given priority to
electricity during power shedding due to the fact that they contribute a
significant amount of tax revenue.  As a result, total revenue collections
were above the target of TZS 2,015.0 billion by TZS 204.0 billion.  Total
resources available for the ten months of the year amounted to TZS
3,117.6 billion, out of which development partner’s support to the budget
amounted to TZS 898.6 billion as at end April 2007. Government
expenditure during the same period was recorded at TZS 3,466.2 billion.
The resulting overall deficit was financed by foreign concessional loans.It
is worthy noting that, during the year under review, the Government in
addition to implementation of development projects, took special
measures to alleviate problems in the energy sector.
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5.5 External Sector Developments

The performance of the external sector in Tanzania has been moderate, as
the export sector remained vulnerable to climatic conditions and terms of
trade shocks. During 2006/07, developments in the external sector were
highly influenced by changes in global oil prices and high import for
drought - related requirements. 

During the year ending April 2007, current account  deficit widened
substantially  reflecting a rising trade deficit. Increases in export earnings
and tourism receipts were offset by expansions in merchandise imports
(Table 5.2). Nonetheless, the overall balance of payments position
remained satisfactory due to continued strong inflows of donor assistance
and debt relief received under the Multilateral Debt Relief Initiative
(MDRI).  

Foreign exchange inflows, and the relief in government foreign debt
obligations, led to accumulation of gross international reserves to the tune
of USD 2,245 million as at end-May 2007. This level of reserves is
enough to cover 5 months of imports of goods and services.
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Export Performance

In the past five years to 2005/06, the export earnings have been growing
at an average rate of 15.5 percent. However, during the year ending April
2007, export earnings stood at USD 3,277.4 million, representing a
marginal improvement of only 6.7 percent over the corresponding period
in 2006. The dismal performance was caused by significant decline in
traditional exports. Tourism earnings and gold export revenue continued
to dominate, accounting for about 27 percent and 25 percent of the total
exports of goods and services, respectively. 
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The performance of traditional exports, that is coffee, cotton, cashewnuts,
tea, tobacco, sisal and cloves has been worsening over time, partly
reflecting a deterioration in external competitiveness. The Government
has embarked on a number of measures to address the low growth of
exports. The measures include improvement of business environment,
aimed at attracting strategic investors, establishing export processing
zones and special economic zones, as well as allowing special incentives
for export agro-processing activities.

The Bank of Tanzania on its part intends to continue taking appropriate
measures to ensure desired levels of liquidity in the economy sufficient to
bring down inflation to the level consistent with that of its trading
partners. The Bank will also continue to monitor closely Tanzania’s
external competitiveness by addressing the exchange rate misalignments
with its competitors.

Import Performance

The value of imports for the past five years prior to 2006/07 averaged
USD 3,197.4 million (an average growth rate of 17.8 percent over the
period), compared with an import bill of USD 5,577.3 million during the
year ending April 2007.  The sharp increase in imports during 2006/07 is
attributed to the surge in the world oil prices, coupled with the increase
in the volume of oil needed to address the energy related crisis in the
country. There was also an increase in the importation of capital goods,
industrial raw materials and petroleum products during the period under
review, which were essential for economic development. However, there
is a need for the government and the Bank to discourage importation of
luxury goods, and instead concentrate on importation of goods beneficial
for productive activities.
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5.6 Review of Economic Developments in Zanzibar

Zanzibar Government Budgetary Developments

Zanzibar Government, planned to spend TZS 214.8 billion during
2006/07 and at the same time mobilize resources to the tune of TZS 199.9
billion. Domestic resources were estimated at TZS 83.2 billion while
foreign resources were TZS 116.7 billion.  

During the first ten months of 2006/07, domestic revenue amounted to
TZS 75.0 billion accounting for 90.2 percent of annual target.
Development partners’ budget support amounted to TZS 52.5 billion
representing 44.9 percent of the target. The budgetary operations
recorded a deficit of TZS 13.1 billion, which was financed by foreign
loans. 

Revenue collections amounted to TZS 75.0 billion, surpassing the target
of TZS 72.2 billion. Tax revenue amounted to TZS 69.5 billion of which
tax on imports amounted to TZS 16.3 billion; accounting for 23.3 percent
of the total tax revenue. VAT and excise duty amounted to TZS 24.2
billion, and accounted for 34.8 percent of the tax revenue. On the other
hand, income taxes amounted to TZS 8.2 billion and contributed 12.0
percent of tax revenue, while other taxes reached TZS 20.7 billion and
accounted for 29.8 percent of total tax revenue (Chart 5.4).
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Expenditure 

During the period under review, total expenditure by Zanzibar
Government amounted to TZS 119.7 billion, compared to an annual
target TZS 214.8 billion. Recurrent expenditure reached TZS 80.0 billion,
against TZS 110.4 billion targeted for the year, whereas development
expenditure was TZS 39.6 billion (Chart 5.5).
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External Sector Developments

Current Account 

During the year, Zanzibar trade account improved by posting a lower
deficit amounting to USD 51.5 million, compared to a deficit of USD
66.4 million registered in the corresponding period last year. The deficit
was financed by surpluses from services and current transfers arising
from improved tourism receipts and partially from remittances income
from abroad. 
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Exports Performance

In the period under review, Zanzibar exports of goods and services rose
by 18.8 percent to USD 108.0 million compared to USD 90.9 million
registered in the corresponding period in 2005/06. The increase was
mainly due to a rise in proceeds from services sector largely owing to
earnings from tourism. Services receipts reached USD 91.8 million.
While cloves export earnings amounted to USD 10.9 million, seaweeds
exports earned USD 1.8 million. Other export receipts including
manufactured goods earnings amounted to USD 3.5 million.
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Imports 

During the review period, Zanzibar import bill declined by 14.4 percent
to USD 120.3 million in the first ten months of 2006/07. The drop in
imports is partly associated with the ongoing rehabilitation of the
Zanzibar port. Meanwhile, consumer goods imports declined by 29.4
percent to USD 19.4 million owing to a slow down in food imports as
local supply increased. 

Services Account 

Service account surplus rose to USD 39.2 million from USD 16.6 million
registered in the corresponding period in 2005/06. The increase followed
a rise in foreign receipts coupled with a decline in foreign payments.
Foreign receipts amounted to USD 78.4 million and were mainly
dominated by tourism-oriented receipts and remittances. Foreign
payments were driven by travel related payments, which amounted to
USD 42.3 million, representing 80.4 percent of total foreign payments.
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PART VI

6.0 MACROECONOMIC POLICY FRAMEWORK FOR 2007/08

6.1 Macroeconomic Objectives of the Government 

During 2007/08, the Government will continue to focus its fiscal policy
towards achieving the poverty reduction goals.  Priority will be given to
improving domestic revenue mobilization efforts and adequate allocation
of resources to sectors with high impact on poverty reduction. 

Specifically, the Government intends to attain the following
macroeconomic objectives during 2007/08:

● A real GDP growth of 7.3 percent in 2007

● An annual inflation rate of 4.5 percent by June 2008

● Domestic recurrent revenue of TZS 3,517.0 billion equivalent to
18.0  percent of GDP

● Total expenditure of TZS 6,066.8 billion equivalent to 31.3 percent
of GDP in 2007/08 

● Official foreign exchange reserves, sufficient to cover 5 months of
imports of goods and services in 2007/08. 

6.2 Monetary Policy Objectives

In support of the macroeconomic objectives of the Government, the Bank
of Tanzania will direct monetary policy measures towards maintaining
low and stable inflation. In the light of the anticipated persistent rise in
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oil prices due to continued political tensions in the Middle East; the
increasing demand for money in line with the expanding economic
activities, including increased government expenditure on poverty
reduction programmes, the Bank will pursue measures that will ensure an
appropriate level of liquidity in the economy so as to maintain the macro-
economic stability and at the same time achieve its monetary policy
objectives for 2007/08, which are:

● Attaining the annual growth rate of money supply of 21.0 percent
by end June 2008;

● Maintaining adequate level of international reserves equivalent to a
minimum of 5 months of imports of goods and services; and

● Allowing commercial banks credit to the private sector to growth
at an annual rate of 39.5 percent, consistent with the projected GDP
growth for 2007/08.

6.3 Monetary Policy Implementation Outlook

Economic Performance

Substantial progress has been attained towards macroeconomic stability.
Much of the foundation for higher economic growth has been laid, and
policies have been developed to alleviate poverty and improve the
delivery of social services, as well as banking services. The growth of the
economy of Tanzania is projected at 7.3 percent in 2007. This implies a
per capita income growth of 4.4 percent. This level of growth is still small
to bring about a significant impact on alleviating poverty in Tanzania in
line with Millennium Development Goals. Studies on growth
requirements for poverty reduction have shown that, to eradicate poverty
in sub-Saharan Africa growth rates of 8 – 10 percent  per annum are
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required and should be sustained for a decade. The main challenge for
Tanzania is on how to achieve the minimum GDP growth rate required
for poverty reduction. This calls for the need to address structural
weaknesses that continue to exist in the form of dependency on weather
for agricultural production and power generation; low productivity;
relative absence of agro-processing; low export growth; widening current
account deficit; large interest rate margins; and low domestic savings.

To address these structural weaknesses, the Government must continue to
improve the business environment including provision of proper
incentives to attract strategic investors in irrigation, agro-processing, and
manufacturing for exports.

On the other hand, the current financial sector reforms need to be
completed in a timely manner to provide the required accessibility of
financial services to a wider population. The Bank of Tanzania will
continue to spearhead reforms aimed at transforming the financial sector
into one that contributes optimally to economic growth.

Liquidity management 

During 2007/08, the Bank of Tanzania will implement monetary policy to
ensure monetary growth targets are achieved using reserve money as an
operating target. In view of the expected large foreign exchange inflows
to support the Government budget for poverty reduction expenditures, the
Bank will collaborate with the Government in increasing the number of
instruments to be used in the market for liquidity management. The Bank
will engage an appropriate mix of monetary instruments in order to
achieve the desired level of liquidity, while responding appropriately to
monetary and financial stability risks in the economy. 
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Credit Policy

The Bank of Tanzania will continue to spearhead reforms that will
accelerate the provision of credit to private sector by commercial banks
in order to support the anticipated GDP growth.  Some positive gains
have been recorded under the second generation financial sector reforms
in support of credit to the private sector. These include the decision to
transform Tanzania Investment Bank (TIB) into a development finance
institution that will provide medium to long-term finance, establishment
of credit information system, credit guarantee schemes, on-going legal
and regulatory reforms in the pension sector, leasing and mortgage
financing. To safeguard the achievements obtained so far, the Bank will
continue to support development of financial products, promote
competition in the banking sector, and ensure that the financial sector is
supervised and regulated in line with the international best practices.

Interest Rate Policy

Despite the positive endeavors mentioned above, a lot more needs to be
done particularly in respect of interest rate spread. Commercial banks’
deposit rates remain too low to attract domestic savings, while lending
rates are too high to attract borrowing for investments. The interest rate
margin is essentially associated with perceived risks of doing business
with private clients. In this regard, the Bank in collaboration with the
Government will address the remaining structural impediments, as well
as legal and regulatory anomalies in the financial sector with the aim of
protecting both the borrowers/depositors and the banks, in order to
improve the accessibility of financial services to a wider population. 

As competition in the financial sector intensifies and risks of lending to
private sector are reduced following the completion of reforms, interest
rates applied by commercial banks will be more realistic and positive in
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real terms. Moreover, the spread between the deposit and lending rates
will continue to narrow down.

Foreign Exchange Policy

The Bank of Tanzania will continue to pursue a free floating exchange
rate policy during 2007/08, while intervention in the market will continue
to be limited to smoothening short-term fluctuations in the exchange rate.
The Bank will also ensure that foreign exchange operations are
conducted in a manner that would ensure an orderly market, and facilitate
a build up of sufficient foreign exchange reserves, while protecting
external competitiveness of Tanzanian’s exports. 

6.4 CONCLUSION

As noted in the preceding sections, despite the substantial progress made,
the Tanzanian economy still faces serious challenges due to structural
weaknesses that continue to exist. These challenges are particularly
associated with the country’s dependence on rain-fed agriculture,
underdeveloped financial markets, low level of productivity in the
productive sectors of the economy; poor export base leading to large
current account deficits, and globalisation with its associated stiff
international competition.

The need for an aggressive approach in dealing with the above challenges
can not be over emphasised. Indeed, the continuation of structural
reforms across a wider range of sectors, including reforms in the financial
sector, are therefore required to transform the Tanzanian economy into
one whose growth is export driven, agro-processing is given priority, so
as to ensure high growth rates necessary for poverty reduction. However,
the effectiveness in addressing the above challenges requires combined
efforts from all the stake holders, including the Government, the Bank of
Tanzania, commercial banks, and the private sector.
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APPENDICES

A1: THE BANK OF TANZANIA INFLATION CONTROL
STRATEGY

The primary objective of the Bank of Tanzania is price stability. The Bank
therefore, has the responsibility of ensuring that it establishes monetary
conditions that are consistent with low and stable inflation.

● The Bank holds that low inflation allows the economy to function
more efficiently, thereby contributing to a better overall economic
performance.

● The Bank of Tanzania focuses on the Consumer Price Index (CPI)
as a measure of inflation. The rate of change in the overall CPI is
referred to as the HEADLINE INFLATION RATE.

● However, the inflation rate that excludes food prices, which is
referred to as NON-FOOD INFLATION or UNDERLYING
INFLATION is used as a measure of long run inflation.

● In Tanzania, the underlying inflation traditionally excludes food
prices because of their volatility, which depends on the supply side
factors and believed to be short lived and revert backwards once
supply improves.

● The Bank of Tanzania also monitors food prices and their index.
This is because food prices are sometimes affected by non-
monetary factors like drought and floods, which can affect inflation
substantially, regardless of the stance of monetary policy.  The rate
of change in food price index is referred to as the FOOD
INFLATION RATE.
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● The Bank further belives that inflation control is not an end in
itself, but rather, the means by which monetary policy contributes
to overall economic performance.

● Central Banks control inflation by influencing the growth of money
supply. The Bank of Tanzania focuses on the growth of broad
money- M2, which is defined as currency in circulation outside
banks, and total deposits held by commercial banks, excluding
foreign currency deposits. M2 is chosen because it is the monetary
aggregate that is estimated to have closest relationship with the rate
of inflation.

● To influence the growth of M2, the Bank targets reserve money,
which is directly related to money supply through the money
multiplier. Reserve money is defined as the liabilities of central
bank, which include currency outside the central bank and deposit
money banks’ reserves held by the central bank.
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GLOSSARY

Currency in Circulation Outside Banks

Notes and coin accepted as legal tender in the domestic economy,
excluding amounts held by the banking system.

Discount Rate

The rate of interest the Bank of Tanzania charges on loans it extends to
commercial banks.  At present, it is also the interest rate charged on
government overdraft from the Bank of Tanzania. It is derived from the
weighted average yield of treasury bills of all maturities plus five-
percentage points.

Exchange Rate

This is the price at which one currency can be purchased with another
currency, e.g. TZS per USD.

International Reserves or Reserve Assets

They consist of those external assets that are readily available to and
controlled by Central Banks for direct financing of balance of payments
imbalances, and for indirectly regulating the magnitude of such
imbalances through intervention in exchange markets. For the case of
Tanzania, international reserves comprise its holdings of monetary gold,
SDRs, its reserve position in the International Monetary Fund, and
foreign exchange resources, which can be made available to the Bank of
Tanzania for meeting external financing needs.
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M—Money Supply

The sum of currency in circulation outside the banks and deposits are
defined in various concepts of Money Supply in the narrower and broader
sense, i.e., Narrow Money (M1), Broad Money (M2), and Extended
Broad Money (M3).

M0—Monetary Base, Base Money, or Reserve Money

The Bank of Tanzania’s liabilities in the form of (1) Currency in
Circulation Outside Bank of Tanzania, and (2) banks’ Reserves (deposit
money banks’ domestic cash in vaults plus their required and free
deposits with the Bank of Tanzania) is referred to as Base money, or the
monetary base or reserve money.

M1—Narrow Money

It consists of currency in circulation outside banks and demand deposits.

M2--Broad Money  

It is equivalent to Narrow Money (M1) plus time deposits plus savings
deposits.

M3—Extended Broad Money

It consists of Broad Money (M2) plus foreign currency deposits.

Nominal Exchange Rate

It is the price at which actual transactions in foreign exchange markets
occur.
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Non-Food Inflation Rate

This is a measure of price movements caused by factors other than food
prices.  It is an important measure, which monitors the effectiveness of
Monetary Policy on Inflation since price movements in these items are
caused largely by Monetary Policy factors.

Weighted Annualised Yields of Treasury Bills of all Maturities

This is the average yield of treasury bills, which is weighted by the
volume, sold of 35, 91, 182, and 364 - day treasury Bills, expressed in
percent per annum.
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