	
	
	


Mozambique
Investment Climate Assessment

DRAFT REPORT

March 2009
World Bank

Regional Program for Enterprise Development (RPED)

Africa Finance and Private Sector (AFTFP)

REPUBLIC OF MOZAMBIQUE—FISCAL YEAR

(January 31—December 31)

CURRENCY EQUIVALENTS

(Exchange Rate Effective as of 03/27/2009)

Currency Unit = Mozambique Metical 

US$ 1.00 = 26.55
ABBREVIATIONS AND ACRONYMS

	ACP
	African, Caribbean, and Pacific

	AGOA
	African Growth and Opportunity Act

	ANE
	National Road Administration

	ATM
	Automated Teller Machine

	BCI
	Commercial and Investment Bank

	BIM
	International Bank of Mozambique

	CEM
	Country Economic Memorandum

	CFM
	Mozambique Railroad

	CNELEC
	National Council of Electricity

	COMTRADE
	United Nations Commodity Trade Statistics Database

	CTA
	Confederation of Economic Association of Mozambique

	DNEAP
	National Directory of Studies and Policy Analysis

	EBA
	Everything But Arms

	EC
	European Commission

	EdM
	Electricity of Mozambique

	GDP
	Gross Domestic Product

	GSP
	Generalized System of Preferences

	GSTP
	Global System of Trade Preferences

	HCB
	Cahora Bassa Hydroelectric

	IAF
	Inquérito aos Agregados Familiares (Household Budget Survey)

	ICA
	Investment Climate Assessment

	ICT
	Information, Communications, and Technology

	IGEPE
	Institute for the Management of State Holdings

	IMF
	International Monetary Fund

	INCM
	National Institute of Communications of Mozambique

	INE
	Instituto Nacional de Estadistica (National Institute of Statistics)

	ISO
	International Standards Organization

	LAC
	Latin America and Caribbean

	MW
	Megawatt

	ODA
	Official Development Assistance

	OLS
	Ordinary Least Squares

	PARPA
	Poverty Reduction Support Strategy

	POS
	Point of Sale

	RF
	Road Fund

	SADC
	Southern Africa Development Community

	SME
	Small and Medium Enterprise

	TdM
	Telecommunications of Mozambique

	TFP
	Total Factor Productivity

	USAID
	United States Agency for International Development

	VAT
	Value Added Tax

	WDR
	World Development Report

	WTO
	World Trade Organization

	
	


 EXECUTIVE SUMMARY

Mozambique’s recent history is a rare example of a successful post-conflict recovery and economic takeoff. Emerging from decades of economic stagnation and decline, a consequence first of a failed socialist economic experience and then of a vicious civil war that only ended in 1992, the country has achieved a commendable degree of political stability. This has been accompanied by prudent and stable economic policy continuity, as well as coordinated and ever more efficient use of substantial international aid. These factors have contributed to sustained economic growth that averaged 7.8 percent between 1992 and 2006. Furthermore, this growth has been “pro-poor”: increasing output has been accompanied by real and significant decreases in poverty levels, with the poverty headcount index declining from 69 percent in 1997 to 54 percent in 2003. 
In spite of these achievements, sustained and broad-based growth is still a challenge for Mozambique. Some of the key drivers of shared economic growth present in the recent past are bound to fade over time—the catch-up effect associated with the end of the war as well as the current volumes of development partners’ aid—and need to be replaced by long-run productivity growth. Moreover, growth in the past decade has been concentrated at one end of the productive spectrum: foreign-owned, capital-intensive, and export-oriented “mega-projects.” These projects are dependent on world commodity prices, have had limited impact on employment creation and productivity spillovers, and, until recently, have also brought limited fiscal benefits. At the other end of the productive spectrum are the vast majority of firms, primarily small and medium enterprises, which sell mostly to the local market, face severe resource constraints, and contribute modestly to economic growth and exports. Sustained and broad-based growth in output and employment requires a diversification of exports and production and the creation of a better business environment for greater participation of this part of the Mozambican private sector in the country’s economic activity.
Achieving sustained, broad-based growth in Mozambique requires a strategy that maximizes Mozambique’s export potential through productivity improvements across firms in the country. The Mozambican economy is small, relatively open and integrated economy, and is strategically located as a conduit for regional trade. Therefore, a strategy that focuses on maximizing Mozambique’s capacity for export can help to bring about higher growth in the private sector.
 However, as will be shown in this report, Mozambican firms do not have the productivity levels that allow them to compete in global markets (see figure 1). Improvements in key aspects of the investment climate in the country can help firms raise their competitiveness and dynamism, allowing them to link to global markets. The government of Mozambique has already recognized this and has placed the private sector as the main engine for investment, growth, and employment, as shown by the second Poverty Reduction Support Strategy (PARPA II) covering 2006–09. 
Figure 1 Cross-Country Firm Performance Relative to Mozambique
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Source: Author’s calculations based on Enterprise Surveys 2003-08
Note: All five countries shown in this figure present better firm performance when compared to Mozambique. For example, South African firms have productivity levels that are about 200% better than Mozambican firms.

Based on the Enterprise Survey
 results for Mozambique, this report assesses the main obstacles to achieving an investment climate that supports private sector growth and provides policy options for improving the business environment and increasing competitiveness, with the goal of achieving sustained and broad-based growth. The focus is on microeconomic constraints and reforms where, according to a recent World Bank report, most of the challenges for sustainable growth are concentrated.
 

Box 1: What Is an Investment Climate Assessment and How Does it Differ from the Doing Business Reports?
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Main Findings

Improvements to the business environment and increased access to finance are the most critical aspects to firm growth in Mozambique identified in this report. Despite recent progress, the business environment for the Mozambican enterprise sector is still in many ways problematic. Based on econometric evidence as well as on business perceptions and quantitative data, this study indicates that while all aspects of the investment climate are important, reform priorities should focus on increasing access to finance and improving the business environment, as discussed below.

Mozambican businesses identified competition from the informal sector as the top constraint to their operations. While unfair competition is well known as one of the undesirable consequences from informality, this result in Mozambique is somewhat surprising, as concerns with access to finance and infrastructure aspects normally top the list of most important obstacles for businesses in Africa. Our interpretation for this result is that informal competition is partly a consequence of challenges in the regulatory framework for business operation and the quality of governance in Mozambique. This conclusion is supported by results from cross-country analysis of determinants of informality, as well as by survey results showing that crime, corruption, and tax rates were also cited among the top obstacles by firms. Indeed, there is now considerable evidence showing that the varying incidence of informality found across countries with similar levels of per capita income is significantly linked not only to the nature of business regulations but also to the quality of governance. The analysis presented in this report suggests that the scope for action is wide: it should include policies that encourage entry in the formal sector, including taxation and labor issues, as well as policies aimed at improving governance, including  the strengthening of institutions and rule of law. Furthermore, as informality tends to prevail among smaller firms, policies targeted to improve the business environment for microenterprises and for small and medium enterprises (SMEs) are particularly important.
 
Figure 2 Main Obstacles
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Source: Enterprise Survey 2008.
It is also useful to compare perceptions from this survey with the figures from a previous survey, carried out in 2003. The figures in table 1 show that there were important changes in the ranking of obstacles: energy dropped from 2nd to 6th position, and labor regulation from 11th to 15th. On the other hand, crime, tax rates, and transport moved up in the rankings, being perceived as more important constraints in this last survey.
Table 1 Most Often Cited Obstacles, 2003–08
	Major or severe obstacles to business
	Ranking

in 2008
	Ranking

in 2003

	Practices of informal competition
	1
	5

	Access to finance
	2
	1

	Crime
	3
	8

	Tax rates
	4
	7

	Corruption
	5
	3

	Electricity
	6
	2

	Transport
	7
	14

	Tax administration
	8
	10

	Workforce education
	9
	12

	Licensing & permits
	10
	13

	Customs & trade regulations
	11
	9

	Access to land
	12
	15

	Telecommunications
	13
	16

	Political instability
	14
	

	Labor regulation
	15
	11

	Courts
	16
	


Source: Enterprise Surveys 2003 and 2008
Access to finance was the second most often cited obstacle to business operations by Mozambican firms and is confirmed as a key obstacle through empirical analysis linking the access to finance indicators to firm-level productivity in Mozambique. The empirical analysis of this ICA, taking into consideration demand factors, found a highly credit constrained environment: more than two-thirds of the sample was credit constrained. The percentage increased to 82 percent when the sample was limited to credit-demanding firms that (i) had applied for and been denied credit or (ii) had not applied for credit due to reasons such as “application procedures too complex,” “collateral requirements unattainable,” or “possible loan size and maturity insufficient.” Survey results also showed that lending is highly collateralized and that financing for investment is largely based on retained earnings. Furthermore, the percentage of firms accessing lines of credit is not only low at 13 percent, but also has declined from previous surveys in 1997 (35 percent), 2002 (29 percent), and in 2006 (26 percent)—especially for SMEs. There are several possible explanations for the reduction as something more than an artifact of different representative samples. First, this survey may denote a better, albeit lower, credit quality portfolio, because the privatizations in the financial and industrial sectors may have resulted in more selective lending. Thus, while the volume of loans may have increased, it was to a smaller number of better-managed, privately owned firms. Second, the reduction could point to the recent regulation Aviso 5/2005.
 The regulation resulted in a decrease of aggregate lending in foreign currency from 60 percent in early 2005 to 36 percent in late 2006. Several firms now had to borrow in meticais at a higher interest rate (around 25 percent) rather than at an interest rate of about 10 percent. According to USAID (2007), this interest rate gap was greater than exchange rate risk alone would suggest and Aviso 5/2005 might have reduced credit demand for certain types of firms. Third, but likely to a lesser degree, the improving regulatory, accounting, and provisioning regulations and the entry of international banks into the sector with home country regulators requiring higher standards of credit assessment may have contributed to a reduction in firms with access to easy credit. Finally, there is evidence that overdraft use across firms increased compared to the Enterprise Survey results of 2003; this may suggest that there has been some degree of substitution in how firms finance their operations.
Reconstruction of roads and ports has been significant, but physical infrastructure, including the provision of reliable energy, remains a key constraint for businesses. Adequate infrastructure facilitates access to inputs and foreign markets, increases the productivity of existing firms, and gives incentives for the creation of new businesses. After more than 15 years of reconstruction, Mozambique’s infrastructure is beginning to approach the level of its regional competitors. Reflecting this improvement, entrepreneurs in Mozambique today are less worried with energy provision, for example, than they were in 2003. Yet firms still face significant losses due to outages and losses of merchandise while in transit. Combining direct and indirect costs (sales losses due to energy outages, and breakage during transportation and inventory), the median firm in Mozambique spends on average 22 percent of its sales on infrastructure. Moreover, electricity provision outside of Maputo is still inadequate both in terms of access and quality, especially in peri-urban and rural areas. Rural provision of electricity was one of the main goals of the government’s Energy Reform and Access Program, but the inability to sustain private investment has delayed the expansion of electricity service. Results from the econometric analysis confirm the regional disparities in firm performance, as well as infrastructure’s current negative impact on firm productivity in Mozambique. Finally, a large fraction of firms considers the road transportation system inadequate for their production activities; and, despite reform, customs’ weak performance still represents an important obstacle for firms trying to access international markets. 
Another challenge for Mozambique is weak governance structures—institutions, the rule of law, and security. Crime and corruption are perceived to be a serious constraint to growth, particularly by exporters and foreign firms. Weak governance increases security costs needed to prevent theft, as well as firm costs directly though informal payments needed to “get things done.” Mozambican firms spend 3.5 percent of their sales on security and losses due to crime, more than comparator countries such as Angola, Madagascar, Vietnam, and Zambia. These costs have a direct impact on reducing domestic investment as well as in dissuading foreign investment.
Finally, there is a complementary agenda (at the macro level) linked to human capital and technology absorption. The country’s endowments of human capital are comparable to other countries in the region and lack of skilled workers is not perceived as a major obstacle by firms. However, the empirical analysis done with the survey results shows, not surprisingly, a strong association between firm-level productivity and human capital variables. Moreover, in order to tackle the informality issue, at least in some segments of the informal economy, policies to directly address productivity are required. The fact that informal firms exhibit lower productivity than formal firms, even controlling for observable attributes, is not convincing evidence that there would be a significant growth dividend from reducing informality. Assuming that firms have some knowledge about their current productivity and future growth prospects, such productivity differentials between the formal and informal sectors could be explained by self-selection among firms.
 In other words, policies to address informality may need to go beyond trying to make firms formal and should include specific actions to help lift productivity levels across firms, including informal ones.

Moving Forward

Creating a long-term reform agenda with a broad-based consensus among the various segments of society can be an important step forward. Substantial reforms are often politically costly in the near term, while the benefits may not be visible for years to come. In this regard, the recommendations made in this report must be seen as but a small part of a broader economic reform process, including regional integration. This Mozambique ICA identifies potential areas of reform that can accelerate the private sector’s contribution to higher growth and a reduction in poverty.
 In order to discuss policy recommendations, the report does not restrict itself to the results of the survey. The survey is essentially a diagnostic tool that helps identify key bottlenecks for firms’ growth, but it was not designed to devise policy recommendations. Several sources of information are used to complement the analysis, especially other documents prepared by the World Bank.
Box 2: The Financial Crisis Adds Urgency to Improving the Business Climate
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Mozambique should continue reforming its regulations for private business activity—particularly for SMEs. The Strategy and Action Plan to Improve the Business Environment, along with the SME strategy approved by the Cabinet, are encouraging indications of a commitment to undertake needed reforms. Additionally, the government has undertaken recent measures related to business start-up and licensing (elimination of minimum capital requirement, streamlining of license requirements for SMEs) as well as the establishment of commercial courts and the simplification of tax and customs requirements for small investors. Cumulatively, these measures could have a positive impact on the business environment. In addition, there are plans to pass the bankruptcy law and to further strengthen the one-stop shops for business licensing delivery. However, even with the progress that has been made, there is still a need to deepen and broaden the reforms so they involve all affected ministries and also to tackle some fundamental issues that impact the business environment such as labor regulations and land and property registration. Trade facilitation remains a major bottleneck and there is a need to streamline the regulations related to import and export clearances. Furthermore, in order to have an enduring impact, the reforms passed through legislation should be complemented with capacity building of public sector agencies in charge of implementing these reforms. There is also a need for raising awareness and improving consultative processes through strengthened public-private dialogue with business representative organizations. As mentioned earlier, the government’s passage of the Business Environment Strategy is a positive sign of commitment, and the reform effort should continue to be championed at the highest political level. This can be accomplished by empowering the interministerial committee in charge of implementing the Strategy and Action Plan to Improve the Business Environment so that the targeted reforms are realized as planned across the different ministries. On corruption and governance issues, the country would benefit from modernizing conflict of interest regulations, and adopting codes of conduct and instituting ethics committees at different levels of government. 

A periodic updating of the country’s legal and regulatory framework is necessary to ensure greater access to finance for the private sector. Rules on transparency, capital, leveraging, accounting, and auditing must be regularly modernized. Based on the findings of this assessment, the government should consider (i) revising the recent regulation Aviso 5/2005 (this should help to bring down interest rates for a group of firms unnecessarily affected by this legislation); (ii) exploring an alternative mechanism for collateral-based security, including the use of credit risk guarantee schemes; (iii) enhancing efforts to improve the accounting and auditing standards in the country, given that firms that are audited are less likely to be credit constrained, and that improved standards are likely to yield positive results (assuming there is no reverse causality); and (iv) improving competition among banks by taking steps to promote greater transparency of bank fees and charges, increase financial literacy, and encourage the unbundling of financial services. As with all legal and regulatory reforms, the above recommendations should involve working on the statutory framework; professional education and training, including strengthening the capacity of public sector agencies responsible for the implementation of reforms; and establishing/strengthening mechanisms for the monitoring and enforcement of the applicable standards. Furthermore, regular and closer consultations between the public and private sectors would go a long way to ensure that reforms passed continue to reflect the main constraints faced by entrepreneurs.
In infrastructure, the most pressing needs in terms of policy action are concentrated in energy and transport. In the energy sector, Mozambique should continue investing in capacity building and the gradual transition to a fully functional independent regulator. Meanwhile, the Ministry of Energy should periodically review the performance targets for the government-owned electricity utility, Electricity of Mozambique (EdM), and intensify monitoring. The design of additional incentive mechanisms, such as fines for unwarned power outages and an excessive number of complaints, is also an effective tool to enhance service quality. Mozambique’s government is currently investing heavily in the extension of the electricity grid to peri-urban areas. Nevertheless, the problem of attracting private investment to construct independent grids in low-density rural areas remains unsolved. Based on the experience of the pilot project, the government should reevaluate some aspects of the concession contracts and bidding process. Instead of promoting competition over tariffs, the government should fix tariffs and award contracts to firms proposing the most efficient subsidy schemes. This model should reduce the risks of ex post tariff adjustments that are poorly perceived by local communities. In addition, increasing transparency and commitment to contracts will reduce the risks for private investors and attract the necessary resources to the sector. In regards to transportation, the “soft” side seems to deserve more attention. A strategic reduction in the number of procedures and inspections, and the intensification of the ongoing process of automation of border activities, can improve the exchange of information with neighboring countries and the monitoring of activities. This would help to shorten times spent at customs without compromising the need for controls and inspections. 
Summary of Policy Recommendations
	Investment climate topic
	Diagnostic
	Policy recommendations

	Financial system

	Analysis of Enterprise Survey data found a highly credit constrained environment in Mozambique: more than two-thirds of the sample was credit constrained. Moreover, the percentage of firms accessing lines of credit has declined in the past five years.

Limited competition has resulted in a nondynamic financial system with low levels of financial intermediation, high profit margins (helped by excessively high fees on banking services), and a large interest rate spread between deposits and loans (to some extent driven by high reserve requirements).

Most lending in Mozambique is collateralized (around 90 percent of loans) and a significant percentage of firms applied for and were denied credit or did not apply for credit due to unattainable collateral requirements.
Firms without audited accounts are less likely to receive financing. Accounting and auditing standards are weak, and as a consequence banks look more at collateral potential than corporate financial statements when reviewing prospective borrowers.
	· Revise the recent regulation Aviso 5/2005 (this should help to bring down interest rates for a group of firms unnecessarily affected by this legislation).
· Explore alternative mechanism for collateral based security including the use of credit risk guarantee schemes.
· Government should consider enhancing its efforts to improve the accounting and auditing standards in the country as they are likely to yield positive results.
· Improve competition among banks by taking steps to promote greater transparency of bank fees and charges, to increase financial literacy and to encourage the unbundling of financial services 

	Business regulation

	The Enterprise Survey shows that informality, crime and theft, tax rates, and corruption are major constraints to business according to firms interviewed.

International comparisons continue to show that Mozambique’s business environment remains constrained. Among others, performance in the Doing Business rankings for Mozambique is particularly poor on Employing Workers, Dealing with Construction Permits, Registering Property, Starting a Business, and Trading across Borders. 

High rates of informality may be a consequence of institutional constraints, including lengthy and cumbersome registration procedures and difficult interactions with government agencies.
	· Accelerate implementation of the Strategy and Action Plan to Improve the Business Environment and implementation of the Small and Medium Enterprise strategy.
· Adopt codes of conduct and instituting ethics committees at different levels of government.
· Streamline the business licensing regime.
· Update and modernization of the system of property registry.
· Support the creation of commercial courts. 

· Pass a new bankruptcy law.
· Consider simplifying the tax system for micro and small firms.
· Improve government coordination in implementation of business environment reforms.


	Infrastructure


	Although EdM experienced improvements in the expansion of services, labor productivity, and financial management, the company still struggles with high distributional loss and unwarned interruptions.
Electricity provision is still restricted in access and quality outside Maputo, especially in peri-urban and rural areas.

Customs requirements are commonly perceived as one of the most relevant in determining border crossing time. Mozambique’s border also experiences a shortage of skilled labor for operational, legal, and supervising functions.
	· Continue investing in the capacity building and the gradual transition to a fully functional independent regulator. 

· Periodically review the performance targets for EdM and intensify monitoring. The design of additional incentive mechanisms such as fines for unwarned power outages and excessive number of complaints is also a helpful tool to enhance service quality.

· Reevaluate some aspects of the concession contracts and bidding process. Instead of promoting competition over tariffs, the government should fix tariffs and award contracts to firms proposing the most efficient subsidy schemes. This model should reduce the risks of ex post tariff adjustments that are poorly perceived by the local communities. In addition, increasing transparency and commitment to contracts will reduce the risks for private investors and attract the necessary resources to the sector. 
·  Reduce the number of procedures and inspections, and intensify the ongoing process of automation of border activities to improve the exchange of information and the monitoring of activities in a shorter amount of time. 






























































































































































The main objective of the Investment Climate Assessment (ICA) is to develop a better understanding of the constraints to investment and of the key elements that affect sustained productivity growth in a given country. The ICA uses as its primary data source an Enterprise Survey, which, for Mozambique, was undertaken in the first half of 2008 and covered 599 micro, small, medium, and large firms (see box 3 for further details on sample distribution). The ICA can add to the policy debate by improving the quantitative basis for discussion and, where possible, estimating effects of the constraints on firm growth and productivity. In particular, the proposed ICA seeks to (i) measure, in a standardized way, the investment climate conditions in Mozambique; (ii) develop a set of indicators at the regional level that allow for regional comparison within the country; (iii) provide comparisons of conditions with those prevailing in other countries and regions; and (iv) identify the features of the investment climate that matter most for productivity and therefore GDP growth. 


In the simplest terms, the investment climate establishes the rules of the game and the environment within which all firms must operate. It includes such items as (i) macroeconomic policies regarding interest and exchange rates, inflation, and both the tax and trade regimes; (ii) the quantity and quality of infrastructure services; (iii) quality of governance, including (a) rules and regulations regarding entry, exit, and access to land and utilities; (b) administrative regulations over operations including labor policy, operational permits and inspections (health, fire, social security, and so forth), which, if excessive, can raise costs and push firms into the shadow economy, or, if politically motivated, can favor one enterprise at the expense of its competitors; (c) corruption, bribery, and other forms of official harassment; and (d) crime and violence; (iv) access to and cost of finance; (v) access to new technologies and protection of intellectual property rights; (vi) the level and quality of workers education and the opportunities and incentives for training, and; (vii) general levels of competition. 


The Doing Business (DB) indicators deal with regulations that represent only one dimension of the overall investment climate in which firms operate. There are significant methodological differences: while ICA data is based on firm-level surveys, DB collects information from expert informants in each country, mostly lawyers and accountants. Although the latter can provide reliable information, it is not based on a representative sample and some data points are generated by just one or two firms. On the other hand, the strengths of the DB methodology include its cost-effectiveness, simplicity, and the quick and direct link to reforms. 


Despite differences in approach and the depth and range of the investment climate data, both the ICA and DB provide complementary information and analysis. Consolidating the findings, the Bank Group works collaboratively to help clients develop a more friendly business environment in the country.





The current crisis poses new risks and challenges for Mozambique. The real sector contagion is already a major concern for policy makers around the world, as the increasingly unfavorable external environment slows economic activity worldwide, leading to lower overall foreign direct investment  and trade flows (due to a flight to quality by international investors and to lower export demand), as well as a decrease in remittances. These emerging concerns put a premium on improving the business environment, as moving ahead with key reforms that can reduce the cost of operating businesses will be vital to stimulate trade and investments, two of the most important factors to restore growth.






































































































































































































































� See the forthcoming Mozambique CEM (World Bank 2009) for a more detailed discussion.


� http://www.enterprisesurveys.org.


� ““The growth of GDP may be measured up in the macroeconomic treetops, but all the action is in the microeconomic undergrowth, where new limbs sprout, and dead wood is cleared away.” Most growth-oriented policies and reforms are designed to foster this microeconomics of creation and destruction, and, crucially, to protect people who are adversely affected by these dynamics.” Commission on Growth and Development, 2008. 


� In Latin America, a region where informality is a ubiquitous phenomenon, Chile stands out as an exception where a policy mix encompassing human capital investments and sensible tax and pension reforms have led to a significant growth record, a reduction in poverty, high trust in institutions, and relatively low levels of informality.


� The regulation requires banks to set aside a 50 percent loan-loss provision against bad debts for loans denominated in foreign currency that are issued to nonexporters. Aviso 5/2005 is intended to discourage banks from lending in foreign currency to borrowers who do not have an income stream in that currency, to avoid a potential systemic risk of the Asian financial crisis type.


� If this were the real explanation, then removing barriers to formality would then lead to more formal firms but no change in firm productivity.


� The discussion on policy actions is focused on three main aspects: infrastructure, business environment and governance, and access and cost of finance. For a thorough discussion of policy options in the area of human capital, recognized as a key element for long-term growth, see World Bank (2008b). For policy options focusing on professional services such as auditing, legal, and engineering, see World Bank (2009 forthcoming). 
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