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Growth recovered from the floods in 2000 to reach almost 14 percent in 2001, led by agriculture and construction. The first year of operations at the MOZAL aluminum smelter also contributed to a narrowing in the external current account deficit (including grants) to under 11 percent of GDP. In 2002, growth is expected to be close to the average of 8& frac 12; percent recorded since the mid-1990s.
Inflation surged to over 22 percent at end 2001. Steps taken to tighten monetary policy in mid-year were slow to take effect and the depreciation of the metical prompted unexpectedly large increases in administered prices. Improved monetary control and the metical’s stability helped limit cumulative inflation to under 1 percent in the first four months of 2002.
All quantitative and structural performance criteria and benchmarks were observed except for the benchmarks on reserve money. Revenue collections were ½ of 1 percent of GDP higher than programmed in 2001. Despite a shortfall in external assistance, priority social expenditures were in line with the poverty reduction strategy paper (PARPA), and the domestic primary deficit was also ½ percent of GDP smaller than programmed. The new public financial management law has been approved and the new income tax law is being considered by parliament.
Banco Austral was successfully re-privatized in December in line with program understandings. The authorities and the new owners have begun to implement a strategy for the recovery of nonperforming loans and steps are being taken to establish accountability. Resolution of an additional recapitalization need in Banco Comercial de Moçambique (BCM), which merged with Banco Internacional de Moçambique (BIM) in late 2001, was a key issue in the discussions. The need to ascertain the reasons for the capital shortfall and put in place safeguards to minimize the use of public funds led to some delay in completing the review.
The PARPA’s medium-term framework remains valid, although modifications are needed to take account of HIV/AIDS. The government has established processes for monitoring of the PARPA’s implementation with the involvement of the parliament. Updated medium-term projections reaffirm that Mozambique is well placed to maintain long-term debt sustainability; the recent global economic slowdown has not led to any deterioration in external debt indicators.
The program aims to reduce inflation to 8 percent by the end of 2002 through fiscal consolidation and improved monetary control. Structural reforms focus on bank supervision, tax reforms and public expenditure management.
The staff recommends that the Executive Board completes the fourth review of the current PRGF arrangement and approves the authorities’ request to extend the arrangement for one year.
1. A staff team visited Maputo during the period February 20 to March 9 to hold discussions for the fourth review under the Poverty Reduction and Growth Facility (PRGF) arrangement and the 2002 Article IV consultation.1 The mission met with Ministers of Planning and Finance (Ms. Diogo), Industry and Commerce (Mr. Morgado) and State Administration (Mr. Chichava), the Governor of the Bank of Mozambique (Mr. Maleiane), and with senior officials. Discussions on the program for 2002, including the strategy for additional recapitalization of Banco Internacional de Moçambique (BIM), the largest commercial bank, were concluded in Washington at the time of the spring meetings.
2. In addition to requesting completion of the fourth review under the PRGF arrangement, the authorities are seeking a one-year extension of the current PRGF arrangement to allow full disbursement of the committed amount in support of the reform program(Table 1). The government’s letter of intent and memorandum of economic and financial policies (MEFP), as well as a supporting memorandum of technical understanding (TMU), are presented in Appendix I. Other appendices summarize Mozambique’s relations with the Fund and the World Bank Group, discuss statistical issues, and present selected social and demographic indicators.
Table 1. Mozambique: Revised Phasing of Performance Criteria, Reviews, and Disbursements Under the PRGF Arrangement, 1999-2003
1 Structural performance criteria had or will have test dates at or near the same date as quantitative performance criteria.
3. On the occasions of the last Article IV consultation and attainment of the completion point under the enhanced HIPC Initiative, Directors commended the authorities for their strong record of program implementation and for their efforts to combat poverty.2 Directors noted the progress on fiscal management and structural reforms under the PRGF-supported program and the authorities’ commitment to, and strong ownership of, the program. They urged the authorities to address lingering problems in the financial system and to continue efforts to improve execution and tracking of poverty-related expenditures.
4. Economic activity has recovered strongly from the devastating floods that reduced growth in 2000 to less than 2 percent. Aided by a rebound in agricultural output, post-flood reconstruction activity, and the first full year of production by the MOZAL aluminum smelter, growth reached almost 14 percent in 2001, bringing average growth for the last two years close to the annual average of 8½ percent recorded in the second half of the 1990s (Table 2). Initial indications point to a continuation of growth at close to 9 percent in 2002. Prospects have not been significantly affected by the temporary slowdown in world growth, given the strong domestic orientation of agriculture and the continued demand for MOZAL’s output (para.16). In addition, initial reports indicate that the severe drought affecting southern Africa has had only localized effects in some parts of the central and southern regions of the country. However, a fuller assessment that is underway may indicate that the drought is leaving a more widespread impact in Mozambique.
Table 2. Mozambique: Selected Economic and Financial Indicators, 1999-2005
1/ A minus sign indicates depreciation.
2/ Public and publicly guaranteed, in percent of the three-year average of exports. The data for 1999-2000 include the impact of total debt relief grai original HIPC Initiative. Data for 2001-05 include the impact of total debt relief under the enhanced HIPC initiative, additional bilateral assistance, borrowing.
5. Inflation, which had subsided in early 2001 to less than 1 percent, rose to 22 percent at year’s end, reflecting an overly expansionary monetary stance that went hand in hand with a depreciation of the metical. In nominal effective terms, the metical depreciated by 13 percent in the first half of 2001 after having depreciated by 11 percent in 2000 (Figure 1). The impact on domestic prices of the resulting increase in import prices began to be felt in mid-2001 and was sharply accentuated in the fourth quarter by unexpectedly large increases in administered prices, particularly an increase of one-third in private bus fares. As a result, inflation averaged over 3 percent per month during the last quarter of 2001.
Figure 1. Mozambique: Exchange Rates
1/ A more depreciated rate for the metical is usually offered on cash denominations transacted without record by informal operators and some foreign exchange bureaus.
Sources: Mozambican authorities; and IMF, Information Notice System.
6. The central bank began to tighten monetary policy in mid-2001 by raising reserve requirements and interest rates (MEFP para. 4,Table 3, and Figure 2). Although pressure on the exchange rate abated, broad money growth remained in excess of 40 percent through October. The central bank responded by tightening the enforcement of reserve requirements, introducing automatic and escalating penalties for noncompliance, and establishing a minimum daily reserve requirement (of 10 percent of applicable deposits). In addition, the central bank stepped up its open market operations, leading to a 30 percent increase in treasury bills outstanding between June 2001 and March 2002, and increased sales of foreign exchange to ensure adequate sterilization of aid-financed government spending. The 12-month rate of broad money growth declined to 30 percent by March 2002, underpinning continued stability in the metical and reinforcing the normal seasonal decline in inflation; in the first four months of 2002 the cumulative increase in consumer prices was less than 1 percent.
Figure 2. Mozambique: Inflation and Interest Rates, January 1998 - April 2002
(In percent)
Source: Mozambican authorities.
Table 3. Mozambique: Monetary Survey, December 1998 - December 2002
(In billions of meticais, unless otherwise specified)
Sources: Bank of Mozambique (BoM); and Fund staff estimates and projections.
7. Revenue collections were ½ of 1 percent of GDP higher than programmed in 2001 as a result of buoyant income tax collections and the favorable impact of the depreciation on customs collections. This outturn was reflected in the domestic primary deficit (excluding expenditures for bank restructuring), which, at 5.6 percent of GDP, was also ½ of 1 percent of GDP lower than programmed (Table 4) Capital expenditures were sharply lower than programmed as a result of a shortfall in external project financing (MEFP para. 3). Other expenditures (excluding expenditures for bank restructuring) were in aggregate close to programmed levels. Within this total, priority spending amounted to 18.8 percent of GDP, an increase of ½ of 1 percent of GDP over 2000 (Table 5) Expenditures on bank recapitalization (2.3 percent of GDP) were 1 percent of GDP lower than programmed because the bonds to recapitalize Banco Austral (BA) were issued in two tranches (in December 2001 and March 2002), rather than one, as programmed.
Table 4. Mozambique: Government Finances, 1999-2002
Sources: Mozambican authorities; and Fund staff estimates and projections.
Table 4. Mozambique: Government Finances, 1999-2002 (concluded)
1/ Residual discrepancy between identified sources and uses of funds.
2/ Revenue minus noninterest current expenditure minus locally financed capital expenditure and locally financed net lending. Unallocated revenue and expenditure are included in the primary balance.
Table 5. Mozambique: Expenditure in PARPA Priority Sectors, 1999-2002 1/
(In billions of meticais, unless otherwise indicated)
1/ PARPA stands for National Action Plan for the Reduction of Absolute Poverty, which is the Portuguese acronym for the Poverty Reduction Strategy Paper (PRSP).
2/ Relates to expenditures viewed complementary to PARPA priority areas and which contribute to income generation and employment opportunities.
3/ Maintaining constant share in GDP from 1999 base.
8. External developments in 2001 were more favorable than envisaged under the program. The current account deficit (including grants) narrowed slightly in 2001 to 10.5 percent of GDP from 11.8 percent in 2000, as aluminum exports from MOZAL and a decline in imports contributed to a further narrowing of the trade deficit, which has been more than halved since 1999 (Table 6). Aided by this strong performance, net international reserves increased by US$7 million despite a shortfall of US$120 million in external assistance.
Table 6. Mozambique: Balance of Payments, 1999-2007
(In millions of U.S. dollars, unless otherwise specified)
1/ Private borrowing, not guaranteed by the government or the Bank of Mozambique.
2/ The BOP presentation changes in 2002: debt relief is incorporated above the line so that debt service to official bilateral and commercial creditors reflects what is owed after relief. Debt service to multilaterals is still shown before debt relief, but with HIPC assistance grants a new entry under
9. Difficulties in the banking sector in 2001 brought to the fore issues of financial sector soundness, accountability, and the role of banking supervision. In April, the last-minute withdrawal of the private shareholder from the recapitalization of BA resulted in a government takeover of the bank. In line with the strategy presented at the time of the last review, the BA was successfully resold in December to Amalgamated Banks of South Africa (ABSA) (MEFP para. 7). Safeguards put in place during the period of interim management helped to minimize the need for further liquidity support. Steps were also taken to strengthen banking supervision, including the tightening of regulations on connected lending to shareholders and bank employees. However, the emergence of a capital deficiency in another bank (BIM), underscored the need for further action in the 2002 program (MEFP para. 8).
10. Important progress was made in key fiscal reforms with the passage of a new public financial management law and parliamentary consideration of a new income tax law. A large taxpayer unit was launched in Maputo in December 2001. However there were further delays in developing the strategic plan for the justice system, in part resulting from the complexity of a consultation process involving autonomous institutions in the sector. A draft was circulated in February 2002, and the authorities expect to finalize detailed plans for the four branches of the system during the year.
11. All quantitative and structural performance criteria for end-December 2001 were observed (MEFP, Table 1 and Table 2). Despite the sizable shortfall in external program support, the unadjusted end-December target for international reserves was even exceeded. Other quantitative performance criteria and benchmarks for end-September and end-December 2001 were also observed by comfortable margins, with the exception of the benchmark on reserve money. The program’s structural benchmarks were all observed.
12. The implementation of Mozambique’s first full poverty reduction strategy paper (PARPA under its Portuguese acronym), which was submitted to the Executive Board in September 2001, has been at the center of the government’s efforts to combat poverty. The elaboration of the PARPA has brought a sharper focus on social welfare issues, which has been enhanced by improvements in tracking of social public expenditures. Although updated social indicators for 2001 are not available, the combination of higher social spending and broad-based economic growth has been generally conducive to improvements in social conditions during 2001 and early 2002.
13. The medium-term strategy in the PARPA aims to reduce the incidence of poverty from 70 percent in 1997 to 50 percent by 2010. The strategy relies on growth at an average rate of 8 percent through 2010 and increased social spending in priority areas, including education, health, agriculture and rural development, and basic infrastructure. Aided by the maintenance of macroeconomic stability and the continuation of reforms to create an enabling environment for the private sector, the main sources of growth are expected to be agriculture and industry, with growth of the latter accelerating as four “megaprojects” go on stream by 2005. Investment is projected to average more than 40 percent of GDP through 2005, with roughly two-thirds covered by FDI and related private foreign borrowing.
14. The PARPA’s medium term framework calls for a significant fiscal adjustment and a reduction in aid dependence. Ensuring the delivery of government services in priority areas will require concerted efforts to mobilize domestic resources and enhance the efficiency of spending. Tax reforms, including the new income tax, and continuing efforts to strengthen tax administration are geared to raising revenues to 15 percent of GDP by 2005. Expenditures are expected to fall from current high levels as bank restructuring operations and post-flood reconstruction come to an end. In addition, expenditure rationalization will be supported by improvements in public expenditure management (PEM) and, over the longer term, civil service reform. In line with these immediate priorities, tax reform and improvements in PEM are key elements for the program in 2002.
15. The PARPA strategy remains valid, although some modifications to the framework are required to take account of additional factors. The joint staff assessment (JSA) of the PARPA noted the need to more fully incorporate the impact of HIV/AIDS into the PARPA.3 While work is continuing on the quantification of the likely macroeconomic consequences of HIV/AIDS in Mozambique, the authorities have, as an interim step toward a full revision of the framework later this year, lowered the projected growth rate through 2010 by 1 percent per annum (Box 1). Revisions have also been made to the macroeconomic framework to incorporate the costs of servicing bonds issued to recapitalize banks which would peak at just over 1 percent of GDP in 2002 and average½of 1 percent of GDP annually through 2010. These costs will be accommodated without additional recourse to domestic borrowing.
Box 1. HIV/AIDS
Latest estimates indicate HIV prevalence in Mozambique in 2000 at about 12 percent of the adult population, with the incidence ranging from 20 percent in the central region to 6 percent in the north. It is estimated that, without concerted efforts to stem the spread of the disease, population growth would decline from 2.5 percent to 1.6 percent, so that by 2010 the population would be 10 percent lower than in the absence of AIDS. By then, 15 percent of the population would be orphaned, and life expectancy at birth would have declined from 50 to 36 years.
The impact of HIV/AIDS differs according to country circumstances, but the main macroeconomic consequences stem from:
households suffering losses in income and savings because of a gradual loss of capacity to work and the costs of treatment and care;
firms experiencing higher labor costs owing to lower productivity, higher absenteeism, and increases in training and insurance costs; and
the government suffering similar losses and increased costs as a main employer and provider in health and education, while losing tax revenues.
The overall macroeconomic loss arises from lower productivity growth, mainly owing to lower returns on human capital and slower technical progress. Based on other countries’ experience, it is estimated that growth would be lowered by up to 2 percent per annum.
Preliminary results from an analysis being carried out by the authorities and supported by the World Bank indicate that the overall impact of HIV/AIDS on the growth rate, if the government does not react to the pandemic, increases over time, ranging from about 1 percent in 2004 to about 4 percent difference in 2010, compared with the no-aids scenario. The study suggests that awareness campaigns (preventive) are highly important for limiting the scope and duration of the AIDS pandemic. Maintaining high school enrollments and expanding the supply of educational services to compensate for the loss in productivity growth is key policy advice for mitigating the negative medium-term effects of the pandemic. The emphasis of the National Action Plan for the Reduction of Absolute Poverty (PARPA) on educational investment should, therefore, be strengthened in the medium term.
16. Mozambique’s current account deficit is expected to widen sharply in 2002 and remain large in 2003, reflecting imports for megaprojects, before narrowing over the medium term. In 2004, the net contribution of large projects to the current account becomes positive, reaching about US$400 million in 2008, with MOZAL continuing to account for about half of total exports over the medium term. Given MOZAL’s very low production costs and the movement of prices of imported ore in line with the price of its output, the prospects for MOZAL are relatively robust to world economic and aluminum cycles.
17. Updated medium-term projections reaffirm that Mozambique is well placed to maintain long-term debt sustainability. The recent global economic slowdown and decline in commodity prices have not adversely affected external debt indicators. In comparison with the completion point, the ratios of the net present value (NPV) of debt (after enhanced HIPC Initiative debt relief) to exports, GDP, and revenue are either unchanged or slightly improved over the medium term,4 reflecting somewhat lower debt service and strong economic performance. Projected debt relief over the medium term is about US$12 million higher per annum than anticipated at the time of the completion point (see para. 32 below).
18. There are, however, some risks over the medium term. The Maputo Iron and Steel Project (MISP), which was to begin this year, has been suspended following the bankruptcy of Enron, a key participant in the project. While the impact will largely be mitigated by a new titanium ore project in Nampula, which is expected to begin exports in 2003, the suspension underscores the risk that such large-scale projects may not materialize. In the initial years, the impact of the cancellation of a typical megaproject would be moderate, as lower FDI and private borrowing would be offset by lower imports of investment goods. Over the longer-term, export growth would be cut by about 1 percent per annum from the baseline projection, resulting in higher current account deficits and some additional borrowing. In such a scenario, after some initial decline, the debt service ratio would by 2010 revert to its current level, although at under 5 percent of exports of goods and services, it would still afford a significant margin of safety in the event of additional adverse shocks.
19. Net aid inflows, which increased to 16 percent of GDP in 2001 partly as a result of exceptional assistance after the 2000 floods, are projected to decline in dollar terms and by over 5 percent of GDP through 2005 to somewhat below the levels before the floods. By incorporating such prudent assumptions, the scenario underscores the need for revenue mobilization and the efficient management of public resources. A change in the composition of external support, with grants declining to US$300 million in 2005 instead of averaging US$380 million over the medium term, would give rise to higher debt service costs. However, under this scenario, the debt service would still decline to less than 3 percent of exports by 2010. Despite these risks, Mozambique’s external vulnerability is moderated by the government’s policies of only contracting or guaranteeing concessional debt and of targeting reserve coverage at above six months of nonmegaproject imports.
20. The authorities reaffirmed the macroeconomic framework set out in the PARPA, which calls for fiscal adjustment over the medium term to safeguard fiscal and external sustainability while reducing aid dependence. Against this background, the discussions focused on bringing end-period inflation back down to 8 percent in 2002; ensuring that expenditures meet the priorities set out in the PARPA; resolving recent banking sector difficulties and strengthening banking supervision; implementing the new income tax law; and strengthening public expenditure management.
21. The authorities agreed that, in support of the objectives set out in the PARPA, of fiscal consolidation, and of the tightening of monetary policy, the program for 2002 should aim to reduce the primary deficit and avoid recourse to domestic borrowing (both defined to exclude bank restructuring operations), as already reflected in the budget. They recognized, however, that it was necessary to reassess fiscal targets in the budget in light of the strong revenue performance in 2001 and the surge in inflation in late 2001.
22. On the basis of existing policies and the application of the new fiscal incentives code, revenues are projected to amount to 13.0 percent of GDP in 2002, matching last year’s performance. The staff argued for an increase in the specific duty on petroleum, which, in real terms, has been significantly eroded since 1997. The authorities agreed that such a measure would support the medium-term objective of increased revenue mobilization, but they argued that it should be timed to avoid further rises in pump prices, which could affect sensitive transport prices. Recognizing these concerns and the role that this measure could play over the medium term in financing higher social spending, the staff supported the authorities’ intention to make this the subject of an ex ante Poverty and Social Impact Assessment (PSIA), to be conducted in mid-2002 with donor assistance. The latter would also serve an important role in helping to build capacity to undertake PSIAs and provide greater experience in using the results to further policy debate within and outside government.
23. The program targets a reduction in the domestic primary deficit (excluding bank-restructuring operations) from 5.6 percent of GDP in 2001 to 3.4 percent in 2002. Despite higher-than-expected inflation, the authorities intend to hold the nominal wage bill at its budgeted level (MEFP para. 17). This position was reaffirmed following the conclusion of annual tri-partite wage negotiations in May. This resulted in a 22 percent increase in the minimum wage, which restored its dollar value to the level prevailing since April 1999. Although the authorities were reluctant to revisit nominal spending levels in the budget, they agreed that some revisions to spending on goods and services and domestic capital were needed to preserve the real values of budgeted priority spending. While rapid growth with the return to low inflation is seen as key to poverty reduction, high levels of social spending envisaged in the PARPA provide a direct means of tackling poverty. In this vein and following these adjustments, priority expenditure would account for 67 percent of noninterest spending (excluding bank restructuring costs) in 2002, compared with 66.2 percent in 2001. In line with the expected reduction in total spending following the end of postflood reconstruction, total priority expenditure will fall to 17.2 percent of GDP in 2002 from 18.8 percent in 2001. As envisaged in the PARPA, education spending will decline from the temporary peak in 2001, which included large capital expenditures, with spending on post-primary education also declining in line with PARPA priorities in 2002. In total, the decline in education spending accounts for all of the net decline in PARPA expenditures as a percent of GDP.
24. The authorities agreed that structural reforms in the 2002 program would focus on the key challenges of implementing the new corporate and personal income tax and reforms of public expenditure management. FAD is already taking a lead role in coordinating the income tax reform and has approved a request to provide similar support to public expenditure management (Box 2 and Box 3).
25. The authorities shared the staff’s concern over the upturn in inflation in 2001. While noting that special factors had contributed to the surge in prices, the authorities agreed that monetary policy had been too accommodating, and that the initial steps taken in mid-2001 to tighten liquidity had not been effective. The staff concurred on the importance of ensuring full compliance with reserve requirements as sought under the second package of measures taken at end-2001 that contributed to the subsequent deceleration in money growth. In this regard, the staff noted that the sale of the BA had removed an obstacle to effective liquidity management. The staff also advised that a closer coordination of fiscal and monetary policies was essential. In this regard, it stressed the importance of coordinating the pace of expenditures financed with external budget support and the sales of foreign exchange to ensure adequate sterilization, noting that during the first half of 2001 foreign exchange sales had fallen short of programmed, as well as actual, aid disbursements.
26. As announced by the Bank of Mozambique in its annual policy statement in December, monetary policy in 2002 will be geared to limiting the growth in broad money to 19 percent by year’s end. The staff suggested that implementation should be monitored through a performance criterion on reserve money rather than on net domestic assets. The central bank agreed that it would closely monitor changes in its reserve money, as a leading indicator of the expansion of broad money and of liquidity conditions in the system. However, in view of the uncertainty surrounding the demand for money and need for further refinement of the monetary policy framework, especially the sterilization of externally financed expenditures, it was agreed that the performance criterion under the 2002 program would continue to apply to net domestic assets of the central bank, and that a benchmark on reserve money would be retained.
Box 2. Income Tax Reform
Following the overhaul of customs tariffs and the introduction of a modern value-added tax (VAT) in 1999, the income tax is now the focus of reform. The current system includes a business profits lax; a labor income tax; a complementary tax, which, in practice, is applied only to some capital income; a tax on rental income, a national reconstruction tax; and taxes on the production of petroleum and other minerals. The complexities of the system and generous exemptions and deductions have eroded its yield, with revenues from the income and profits tax receipts falling to only 2 percent of GDP in 2000. In addition, administrative costs are high, particularly for the complementary tax, which has a negligible yield.
A new income tax law was submitted to the parliament in December 2001, and preparations are under way, with Fund technical assistance, for its full application to 2003 incomes. The new law is intended to raise the tax yield by broadening the tax base and simplifying both the tax structure and procedures for assessment and collection. At the same time, the reform aims to foster economic growth by removing distortions and providing for a more equitable treatment of different sources of income. The main elements of the reform, as reflected in the law and the tax codes now under development, are as follows:
A corporate tax and an individual income tax will replace the current five taxes on income.
Administration will be simplified by eliminating filing requirements for small taxpayers, die majority of whom only have employment income, and fostering withholding at source on other forms of income, including interest paid by financial institutions and rental income from properties.
Large taxpayers, especially legal entities, will be subject to self-assessment, supported by ex post audits as needed. As well as simplifying administration, this will facilitate a move to prepayments during the tax year and thus smooth government tax receipts.
Income earned abroad will be included in the tax base, and a tax credit (not exceeding the rate at which profits are taxed in Mozambique) would be granted for tax paid abroad. This will bring the system into line with the principle of taxation on worldwide income that South Africa and other important commercial partners have adopted or are to adopt.
Technical improvements, such as updating the provisions for depreciation business assets, inventory valuation, and the treatment of doubtful loans, and allowing losses recorded in one fiscal year to be carried forward for deduction from profits in the five subsequent fiscal years, instead of the current three, will be made.
In tandem with the income tax reform, a new fiscal incentives code, to be adopted in 2002, limits the type and scale of tax exemptions that can be granted to investors, thereby creating conditions for their effective control and tracking. The new code also includes more transparent rules for tax incentives for investors in large projects.
The government is also consolidating indirect taxation and adjusting other taxes:
VAT consolidation will be achieved by providing systematic support, particularly in drafting the needed supplementary legislation, for the processing of refunds, collection, supervision, and training for persons working in the tax sector.
Other taxes need substantial adjustments: (a) the stamp tax will be eliminated on actions subject to the VAT; (b) a new annual property tax on vehicles, based on engine size, will be implemented; and (c) SISA, a tax on the transfer of property, and in particular of real estate, will be revised, since the privatization of property was initiated only recently in Mozambique and is still getting off the ground.
Box 3. Public Expenditure Management Reform
The 2001 fiscal transparency Report on Observance of Standards and Codes (ROSC) for Mozambique and the 2001 World Bank public expenditure review recommended several measures to improve public expenditure management (PEM) that are now being implemented: (a) public availability of fiscal information has been enhanced by publishing a quarterly budget execution report; (b) budget execution reports in 2002 will include extrabudgetary activities, especially donor-financed programs, and the 2003 budget will include self-generated revenues of ministries and their related expenditures; (c) budget preparation and execution has been improved by using a more detailed functional expenditure classification; and (d) a modern and more comprehensive public finance law covering all aspects affecting the PEM area was approved in 2001.
Prominent among these measures is the promulgation in 2002 of Law No. 9/2002, which establishes the government financial management system (SISTAFE), intended to create an integrated financial information system encompassing all stages of the federal budget process. As such, the SISTAFE would mark a fundamental change from an archaic manual system, of limited scope and of little help for decision making, to a modern financial management system that through the timely production of more comprehensive and analytically useful data, supports effective decision making and helps to improve the transparency of government activities. A technical coordination unit, UTRAFE, was set up in the Ministry of Planning and Finance (MPF) to coordinate all ongoing reforms related to the implementation of SISTAFE. The SISTAFE would:
integrate complementary subsystems or processes, such as budget preparation, financial management, asset management, public accounting, and internal control; and
be supported by information technology that permits standardized treatment of budget and financial information {unified data bank), the respective accounting entries, consolidation, and, finally, follow-up and control.
A recent FAD technical assistance mission developed an action plan for implementing the SISTAFE, covering a number of sequenced phases, and donors have indicated their desire to support this process. Implementation of the following recommendations is seen as crucial to the success of the action plan:
Strengthen UTRAFE and improve the coordination of TA in the area of public finance by (a) providing an advisor on long-term assignment to assist the MPF; (b) establishing a steering committee, coordinated by the UTRAFE, with the participation of all deputy directors of MPF; (c) fostering the involvement of line ministries (especially Education and Health) and the provincial directors of the MPF in developing the SISTAFE; (d) unifying under the UTRAFE coordination of the ongoing technical assistance being provided by different external donors in the area of PEM; and (e) halting other initiatives to introduce similar budget and financial control systems at the sectoral level of other budgetary institutions.
Augment MPF senior management’s involvement in the work of the SISTAFE to include the participation of the minister and vice-ministers in the tasks and the definition of the implementation strategy.
Adjust the organizational structure and redefine the role of the institutions in the budgetary execution process.
Disseminate the information on SISTAFE implementation and further enhance the transparency of the project by (a) preparing periodic, routine reports describing the progress made and problems encountered in the implementation of the SISTAFE; and (b) executing the SISTAFE financial expenditures entirely through the budget.
27. The staff welcomed the sale of the BA to ABSA, noting that this was an important step toward promoting the integrity and efficiency of the domestic financial system. However, the authorities agreed that unfinished business remained regarding loan recovery, accountability for the bank’s difficulties, and lessons for banking supervision. Understandings were reached on a strategy for the recovery of the BA’s nonperforming loans (MEFP para. 20) and the government agreed that it would include the results of loan recovery efforts in published quarterly budget execution reports. Steps to establish accountability for the losses in the BA will be monitored by the World Bank under its prospective Economic Management and Private Sector Operation (EMPSO) (Box 4).
28. It was recognized from the outset that the cost of the required recapitalization of BIM would be a fraction of those previously undertaken for the Banco Comercial de Moçambique (BCM) and BA. Nevertheless, the government’s role in another bank recapitalization was a major issue in the discussions, in view of the systemic and governance implications. As a first step to expediting the recapitalization, the budget for 2002 included an appropriation of Mt 500 billion (½ percent of GDP). In the interim, the central bank placed restrictions on BIM’s new lending. While pressing BIM’s management to call upon shareholders to recapitalize the bank, the government also announced its intention to divest from the bank as soon as feasible. Accordingly, at a shareholders’ meeting at end-April, it was decided to proceed with an initial capital injection equivalent to Mt 240 billion to restore compliance with the Basel capital adequacy ratio, with the government contributing in proportion to its 23 percent stake in BIM. To underscore its intention of divesting from BIM, the government’s contribution to the recapitalization was in the form of nonvoting shares rather than equity. However, an additional capital injection might be needed, depending on the results of independent audits of BIM’s accounts and its pension fund. In line with conditionality under the proposed EMPSO credit, the central bank has instructed BIM to produce a business plan, including provisions for bad loan recovery, aimed at improving financial performance.
29. Financial sector soundness has become increasingly tied to the health of the two now largest banks (BIM and BA) that jointly account for about two-thirds of the assets of the system. Aware of the special challenges that such concentration poses for bank supervision, the central bank has focused its efforts on restoring rigorous compliance with prudential ratios by the system’s major institutions. Given the majority foreign ownership of BIM and BA, the central bank is also stepping up contacts with home country supervisory authorities to enhance cross-border supervision. The authorities also look forward to further advice on strengthening supervision in the context of an FSAP to be conducted later this year.
30. To improve the monitoring of prudential ratios the central bank issued a circular in April 2002 changing the frequency of the commercial banks’ reporting on compliance with capital adequacy requirements from semiannual to monthly. In addition, it will rigorously apply existing penalties for providing incomplete or erroneous information to the supervision department and, building upon Fund technical assistance, is introducing a comprehensive reporting format, to be used in all bank inspections (MEFP para. 22).
Box 4. Structural Conditionality
Coverage of structural conditionality in the current program
Structural conditionality under the 2002 program focuses on implementing tax reform, improving public expenditure management (PEM), and strengthening bank supervision. Implementation of the new income tax law and the fiscal incentives code are central to the medium-term strategy, while improvements in PEM—drawing on the 2001 fiscal transparency Report on Observance of Standards and Codes (ROSC)—are key to ensuring the efficient use of resources, including donor assistance, In the financial sector, further safeguards are needed in light of the recent costly and disruptive problems with commercial banks.
Status of structural conditionality included in earlier programs
In partial observance of a performance criterion for end-March 2001, the Banco Comercial de Moçambique (BCM) was recapitalized as envisaged at the time. However, in the process of merging BCM with the Banco Intemacional de Moçambique (BIM), it became apparent that the bank was not observing capital adequacy requirements. Given the importance of compliance with prudential ratios by the system’s largest bank, and the earlier large bank recapitalization operations, resolution of BIM’s capital deficiency, including an assessment of the sources of the losses and remedial actions, became a focus of discussions for this review.
While progress in dealing with BA has been in line with previous understandings, the staff and the authorities concurred that further actions are needed; these are being supported under a prospective World Bank operation (see below).
Separately, an end-May 2001 benchmark on the drafting of a new fiscal incentives code was observed but, in view of subsequent revisions and delays in implementation, adoption of the new code is proposed as a performance criterion for June 2002.
Structural areas covered by World Bank and other donor lending and conditionality
Under an Economic Management and Private Sector Operation (EMPSO), the World Bank is taking the lead in supporting reforms to the judicial and regulatory systems, privatization, and strengthening the financial system Under the EMPSO, the World Bank staff has reviewed the overall strategic plan for the justice system and will monitor its progress; and has agreed on conditionality for BA’s loan recovery and establishment of accountability for its losses, in line with the leading advisory role that the World Bank has played in BA’s resolution. Other multilateral and bilateral donors have support programs for Moçambique with conditionality that draws upon the PRGF-supported programs or requires its continued implementation.
Other relevant structural actions not included in current program
Consideration was given to including conditionality on the enforcement of reserve requirements. However, under the system now in force, penalties for noncompliance are immediately deducted from banks’ balances. The implementation of a new computerized information system will strengthen this process by including the automatic calculation and deduction of penalties. Consideration was also given to the establishment of an escrow account for external debt-service payments, pending conclusion of bilateral agreements on HIPC Initiative debt.
31. Mozambique’s total external financing needs will rise by over 70 percent in 2002 to US$1.7 billion. This increase reflects a very sharp widening in the current account deficit, before grants, to almost 40 percent of GDP as a result of further large-scale foreign investment, including MOZAL II, which will double the smelting capacity. Taking into account a small programmed accumulation of net international reserves, the total external financing requirement is expected to be covered by a mix of grants, concessional loans and private investment flows, and debt relief (Table 7).
Table 7. Mozambique: External Financing Requirements and Sources, 1999-2007
(In millions of U.S. dollars)
1/ Including the Fund.
2/ Excluding the Fund.
3/ Including commercial banks accumulation of net foreign assets.
4/ Includes IDA interim assistance under the original HIPC Initiative in 1999 (US$150 million).
5/ Includes the 1996 Paris Club flow rescheduling on Naples terms; the rescheduling of the debt to Russia after an up-front discount of 80 percent; the 1997 commercial debt rescheduling with the Bank of Brazil; total assistance under the HIPC Initiative; the Paris Club deferral; and the application of traditional rescheduling mechanisms by non-Paris Club creditors.
6/ Since debt relief is no longer shown as a below-the-line item once a country passes its completion point, the memorandum items provide the data on debt relief after 2001.
32. Total disbursements of official loans and grants (excluding HIPC Initiative debt relief provided by multilaterals in the form of grants) are projected to decline by about 11 percent in 2002, as exceptional assistance after the 2000 floods comes to an end. Within this total, grants are expected to be more than US$100 million lower than in 2001, while borrowing rises with the disbursement of the first tranche of the EMPSO credit from IDA. Private sector capital flows, in the form of private borrowing and FDI, are projected to rise to US$ 1.1 billion, in line with the sharp increase in imports of goods and services related to the megaprojects. The total debt relief of US$416 million in 2002 includes the outcome of the Paris Club meeting in November 2001, which resulted in higher debt relief than expected at the enhanced completion point because of a greater-than-expected concentration of remaining claims in the hands of creditors who have agreed to go beyond HIPC Initiative terms.
33. Mozambique is negotiating bilateral agreements with Paris Club creditors and has contacted non-Paris Club official bilateral and commercial creditors, requesting that they reach agreements in line with the terms of the enhanced HIPC Initiative debt relief. The staff suggested the establishment of an escrow account, in which estimated payments to official non-Paris Club and commercial creditors due after HIPC Initiative debt relief would be set aside.5 This procedure would ensure that resources were available to meet debt-service payments and provide an incentive for non-Paris Club and commercial creditors to reach agreements with Mozambique. While the authorities did not agree to establish such an account, they will give further consideration to this issue. In this context, Mozambique is also expected to benefit by using IDA’s Debt Reduction Facility to buy back at a discount “sovereign debt of a commercial nature.” The authorities are working with a donor on updating and enhancing its debt-management system to ensure the timely payment of debt service.
34. Following its large depreciation in the first half of 2001, the metical has appreciated by 5 percent in real terms, reflecting the surge in inflation and the weakness of the rand. This still left the metical1’s value at some 10 percent below its average in real effective terms in the previous three years. Over the same period, Mozambique’s terms of trade have improved by some 6 percent and are projected to improve further over the medium term. Strong growth in non-megaproject exports, including agricultural products, does not suggest a shift away from the production of tradables. These developments also suggest that the real value of the metical is not posing difficulties for Mozambique’s competitiveness. Accordingly, despite the currently high levels of external assistance, there is also no clear evidence that Mozambique is suffering from aid-induced Dutch disease. While inadequate sterilization of aid-financed expenditures has, at times, complicated monetary management, aid inflows appear to have been within the country’s absorptive capacity, as evidenced by the strong domestic supply response, which underlies the continued strong growth performance. In addition, the large import component of recent high levels of assistance for reconstruction has moderated pressures on domestic demand. While this issue needs to be kept under review, reducing aid dependence in line with the PARPA will help to guard against the development of aid-induced Dutch disease while supporting fiscal sustainability.
35. Mozambique will continue to pursue a flexible exchange rate policy under the program.6 The authorities are committed to abstaining from intervention in the foreign exchange market for the purpose of influencing the exchange rate. They are improving the management of foreign exchange inflows, with a view to ensuring that the amount and timing of central bank sales of foreign exchange are sufficient to sterilize the liquidity expansion that would otherwise result from externally financed government domestic expenditure.
36. Mozambique continues to conduct a relatively liberal trade regime, with average import tariffs of 13.8 percent, low tariff dispersion, and no significant nontariff barriers,. although both sugar production and cashew processing benefit from protective surcharges (Box 5). The authorities reiterated their commitment to trade liberalization, notably in the regional context of the Southern African Development Community (SADC) Trade Protocol. As part of the protocol, which aims to eventually eliminate tariffs on intra-SADC trade, the government will adhere to its intention to reduce the top tariff rate from 30 percent to 25 percent, with the reduction becoming effective in January 2003 (MEFP, para. 26). The authorities reiterated their intention to accept the obligations under Article VIII, Sections 2, 3, and 4. The outstanding issues with regard to Mozambique’s acceptance of ArticleVIII include controls on the use of domestic currency and on nonresidents’ accounts; domiciliation requirements for the release of foreign exchange for imports; repatriation requirements on export proceeds; and controls on payments for and proceeds from invisible transactions and current transfers.
Box 5. Sugar and Cashews
Since 1999, the government has supported the sugar sector through an import surcharge. The rationale for this—which was upheld by an analysis undertaken for the Food and Agriculture Organization—is akin to an “infant industry” argument in that the government advocates protection to allow output at rehabilitated sugar mills to rise to full capacity, with a corresponding decline in costs. However, no “sunset” clause or phase-out period has been established; instead, the policy is reviewed annually in the light of domestic and international sugar market developments. Employment in the sector is expected to rise from the current level of 20,000 during the peak season toward the pre-independence level of over 40,000
Aided by this protection, foreign direct investment in four sugar estates raised output to 67,000 tons in 2001, and production is expected to rise to 200,000 tons this year and 400,000 tons in 2005—when the mills will be operating at full capacity—or almost one-third higher than the peak of 30 years ago. Although current production is less than domestic consumption Mozambique exports limited amounts under preferential access to the highly protected markets of the United States and the European Union (EU). The EU’s decision to allow such imports for the first time in 2001 under the Everything But Arms Initiative and grant progressively higher access until the EU sugar regime is dismantled in 2009 has improved the prospects for long-term viability of the sugar sector in Mozambique without the prop of the import surcharge. Nevertheless, sugar producers continue to suffer large losses, as imports, in particular from Zimbabwe, have circumvented the import surcharge. In response to this, the government has temporarily suspended the value-added tax on sugar.
In the wake of the liberalization of the domestic cashew nut industry in the mid-1990s, the government decided to replace an administered price system favoring the domestic processing industry by an export tax on unprocessed nuts. Since 1999, the export tax has been 18 percent; it is estimated to have generated the equivalent of about US$2 million in 2001. Nevertheless, domestic processing has continued to decline, partly owing to the un-competitiveness of the industry. The government wishes to maintain the export tax and use the proceeds to support a gradual regeneration of the cashew tree stock, aimed at doubling production to 100,000 tons by 2005, as stipulated in the National Action Plan for the Reduction of Absolute Poverty (PARPA). However, the sector, which now accounts for less than 2 percent of export earnings, is suffering largely as a consequence of a sharp fall in world prices, which in 2001 were about half the average recorded in 1995-2000.
37. In line with the PARPA, other structural reforms continue to be geared to providing an enabling environment for private sector growth. Reforms to be supported under the prospective EMPSO credit include further liberalization of the mobile and fixed line telecommunications markets through new tenders and a pro-competition telecommunications law; and privatization of the government’s holdings in the national telecommunications company (TDM) and the national airline (LAM), complemented by new regulations to remove barriers to the free licensing of carriers. Restructuring of the national oil company (PETROMOC) is envisaged in 2003 to increase efficiency in the energy sector and alleviate budget costs.
38. Reforms to build a more responsive and reliable judicial system that addresses governance and equity issues are key to the long-term success of the government’s strategy. The staff, therefore, expressed concerns over further delays in the completion of the integrated plan for judicial reform, while recognizing the complex consultation process that has involved all branches of the judicial sector and civil society. The government now intends to present a final integrated plan, including the operational plans of the four judicial branches, by September 2002. In addition, other actions have been taken: a money-laundering law has been approved; a new commercial code has been submitted to parliament; and the legal requirement that contracts be written in long hand has been ended.
39. A comprehensive public sector reform continues to be an aim of the government. It has established a technical unit (UTRESP) that is supporting the development of plans for a civil service that is more decentralized, efficient, better-qualified, and responsive to the society’s needs. These plans interlink with and complement other existing reform programs, including the judicial reform project.
40. Implementation of the program will be monitored by reference to quantitative and structural performance criteria and benchmarks, as specified in Tables 3 and 4 of the MEFP (Appendix I, Attachment I), with supporting definitions and elaborations contained in the TMU (Appendix I, Attachment II). Provided the one-year extension of the arrangement is granted as requested, the fifth review under the PRGF arrangement is expected to be completed by the end of November 2002, at which time the conditions for the sixth and final disbursements would be specified.
41. The government continues to attach priority to improving the accuracy, timeliness, and coverage of national statistics. To this end, the government has requested participation in a data dissemination Report on Observance of Standards and Codes (ROSC) that is expected to be completed later this year. As laid out in Appendix IV, the government is addressing on several fronts multiple shortcomings in Mozambique’s economic and social databases. With technical assistance from STA, the central bank began in 2001 the transition of its balance of payments statistics to the fifth edition of the Balance of Payments Manual presentation, and this work is to be concluded during 2002. Mozambique has not yet completed the reserves template, though it has undertaken an exercise toward this objective in consultation with staff (see Appendix IV). A new household survey is to be completed in 2003 that will be the basis for a more representative consumer price index and a fuller analysis of recent trends in poverty.
Box 6. Safeguards Assessment
Under its current arrangement with the Fund, Mozambique is subject to the transitional procedures governing safeguards assessments. These procedures require the Bank of Mozambique (BM) to demonstrate, by providing certain documentation to Fund staff, that it publishes annual financial statements that are independently audited in accordance with internationally accepted standards.
The staff reviewed the documentation provided and noted that the BM published annual financial statements were independently audited in accordance with internationally accepted auditing standards. The staff did, however, note certain vulnerabilities in the BM’s external audit mechanism that should be resolved. In particular, the BM should improve its follow-up of auditor recommendations and should establish an audit committee to provide additional support for responsible financial disclosures, and for active oversight and monitoring of the internal and external audit mechanisms.
In addition, the staff identified certain weaknesses in other safeguards areas that raise concern about the control environment, especially in the areas of internal controls and financial reporting. The staff therefore also recommends that the BM submit to the Fund audited financial statements, related audit reports, management letters, and any special purpose reports that become available during 2002.
During the Article IV consultation discussions, the authorities indicated that they had made progress in establishing a detailed plan to implement the external auditor’s recommendations. Moreover, the functions of the existing audit board are being broadened to cover the responsibilities of an audit committee that would conduct oversight of the internal and external audit mechanisms, as recommended in the safeguards assessment.
42. The authorities expressed their satisfaction with Fund technical assistance, which has been provided in most areas of Fund expertise, often in close coordination with donors and other international agencies. They highlighted the importance of technical assistance in the key area of tax policy and administration, in particular as regards the successful implementation of the value-added tax (VAT). In the financial system, Fund technical assistance supported the successful introduction in 2001 of an automated check-clearing system and the resolution of problems with commercial banks; in previous years, moreover, it supported the update of prudential norms, training in off-site and on-site supervision, and the preparation of a new plan of accounts for commercial banks. The authorities stressed that they would like to continue this collaboration, as underscored by recent requests for advice on foreign exchange management, commercial bank restructuring, banking supervision, public expenditure management, tax reform, and balance of payments statistics.
43. To enhance monitoring of the implementation of the PARPA, the government is establishing with civil society participation a PARPA and poverty observatory. Building on existing procedures, the government has prepared reporting plans, with the first annual reports on the attainment of PARPA objectives to be presented to parliament in August 2002.8 Monitoring will primarily be done through quarterly, semiannual and annual reporting under the government’s Social and Economic Plan (PES) at the national, provincial, and sectoral levels, and with wider public participation. Quarterly and annual budget execution reports using the new budget classifier will allow more comprehensive reporting on expenditures in the PARPA priority areas. Annual household inquiries will continue to measure changes in basic social and economic indicators. Looking further ahead, the results of a second full household survey, designed for comparability with the initial 1997 survey, are expected to be available in early 2003; these results should facilitate analysis of the links between the recent rapid growth and poverty reduction.
44. In 2001, Mozambique recovered from the effects of the 2000 floods and resumed the rapid growth that is essential to achieving the government’s ambitious poverty reduction goals. At the same time, the continued strong implementation of a broad-based reform agenda was underscored by observance of all performance criteria and all but one of the benchmarks under the 2001 Fund-supported program.
45. However, it is essential to bring inflation under control to support sustained and equitable growth. The pickup in prices reflected excessive money growth in late 2000 and early 2001, as well as the lagged effect of the resulting currency depreciation. The tightening of monetary policies in the second half of 2001 was, therefore, overdue, and, although there are welcome signs that inflationary pressure is abating, the authorities should persevere with the current policy to ensure a return to single-digit inflation this year. Improved coordination of fiscal and monetary policies will be essential and, in this regard, the staff urges the central bank to link its foreign exchange sales to the pace of externally financed budgetary spending. Such sterilization would help to contain inflationary pressures and, in the context of the central bank’s flexible exchange rate policy, maintain external competitiveness.
46. The strategy set out in the PARPA remains valid, although some adjustments have been required to the macroeconomic framework. The inclusion of the costs of redeeming bonds issued for bank recapitalizations and the outlook for external assistance both underscore the need to ensure improved revenue mobilization. The staff encourages the authorities to continue working, with the help of a World Bank study, to incorporate the effects of HIV/AIDS into the framework.
47.A number of the key issues in the banking system that dominated the policy debate in 2001 have now been resolved. The sale of the BA to a reputable international bank has removed a major threat to the financial system and a serious obstacle to liquidity management. A strategy has been put in place for the efficient recovery of the BA loans that combines commercial banking procedures and the use of the government’s strong executive powers. The authorities’ commitment to include the results of the loan recovery effort in published quarterly budget execution reports is a welcome step toward ensuring transparency and accountability in this area. The envisaged launch of an investigation into the causes of the bank’s difficulties will also help to provide important lessons and send a strong signal to avoid a recurrence of similar problems.
48. With regard to the BCM, which merged with BIM in late 2001, some further recapitalization needs emerged. These additional needs were significantly smaller than the recapitalization requirements that were met in 2000 and 2001. In light of the systemic importance of restoring compliance with the prudential ratios by the country’s largest bank, the government has agreed to participate in the recapitalization in line with its minority shareholdings in the merged entity, and to sell those shareholdings as soon as feasible. The staff agrees on the strategy to give priority to the restoration of prudential requirements while minimizing the budgetary impact of the needed recapitalization. In any event, it will be important to design and implement the envisaged divestment of government’s banking sector holdings as soon as possible.
49. The emergence of an additional capital shortfall in BIM and the delays in ascertaining the banks’ financial situation underscore the need to strengthen banking supervision. In this regard, the staff welcomes the shift to the more frequent monthly reporting of data on compliance with prudential ratios; it also welcomes the authorities’ commitment to rigorously apply penalties for the submission of incomplete or incorrect information and to follow through on technical assistance recommendations to start producing regular, standardized reports on all banks. The challenge ahead is to ensure that the powers of the supervision department are used to the fullest extent to guard against a recurrence of problems in the banking system. In this context, the staff urges the Bank of Mozambique to ensure that any instances of noncompliance with new regulations on connected lending are addressed without delay.
50. The major reforms in tax policy and public expenditure management launched in 2001 are now well under way. It is essential to ensure that the new tax regime enters fully into force at the beginning of 2003. Given the uncertainties inherent in the introduction of a new tax regime, the government should resist calls for lower income tax rates until and unless the intended increase of collections has firmly been established. Although considerably delayed, the recent approval of a new fiscal incentives code, stipulating more transparent and equitable tax incentives, is also a welcome step to help bolster revenue collections over the medium-term.
51. The publication of a new financial management law in early 2002 created the basis for greater transparency, efficiency, and accountability in all stages of the budgetary process. Such improvements are particularly important with regard to allocating and tracking priority spending under the PARPA. Following the approval of the law, the government has embarked on the challenging task of designing and implementing a modern financial management system. The staff encourages the Ministry of Planning and Finance to assume a leading role in this process, while close involvement of other public institutions should help ensure broad support for the envisaged reforms.
52. The government has recently approved a monitoring strategy for the PARPA that envisages the integration of progress reports on implementation into the budget process. The staff considers this strategy to provide a good balance between relying on existing instruments, focusing on key indicators, and the need to enhance monitoring through greater participation. In this latter respect, the formal involvement of parliament through its request for periodic reports on implementation is particularly welcome. The staff encourages the authorities to include in this reporting the results of the forthcoming Poverty and Social Impact Assessment.
53. The integrated strategic plan for judicial reform is now expected to be completed only by September 2002. While the staff recognizes the difficulties involved in coordinating actions of independent institutions, the authorities should avoid further delays. Failure to move forcefully on justice reform could ultimately become a serious obstacle to the continued expansion of private investment and growth on which medium-term poverty reduction depends.
54.The staff welcomes the priority given by the authorities to comprehensive public sector reform and agrees that it will take many years to accomplish this complex task. However, the staff cautions that more attention should be paid to the potential pitfalls that may arise from an inappropriate sequencing of the many areas of reform that are currently envisaged. In particular, the staff recommends that the intended role of central government—and, thus, the implied human resource needs—-be more clearly defined at an early stage of the reform process and as a precursor to salary reform.
55. Following the attainment of the completion point under the enhanced HIPC Initiative, debt-management capacity needs to be strengthened to ensure that existing external obligations are met and that the contraction of new debt is monitored and remains within the country’s payments capacity. This strengthening will require improved coordination between the Ministry of Planning and Finance and the Bank of Mozambique, and the development of a debt strategy, including private external debt, in line with the country’s medium-term financing requirements. The authorities should also continue to press for agreements with non-Paris Club and commercial creditors. In this regard, the staff urges the authorities to give further consideration to the establishment of an escrow account into which post-HIPC Initiative debt-service payments would be made, pending agreements with these creditors.
56. Improvements are needed in the quality and timeliness of Mozambique’s statistical data. The government’s request to participate in a data dissemination ROSC is welcome, particularly as this should help to mobilize technical assistance to build capacity in the most critical areas.
57. The staff recommends the extension of the arrangement as requested by the authorities, and the completion of the fourth review. It is proposed that the next Article IV consultation be held on the standard 12-month cycle.
June 3, 2002
Dear Mr. Köhler:
1. The Executive Board of the Fund approved a three-year Poverty Reduction and Growth Facility (PRGF) arrangement for Mozambique on June 28, 1999. The attached memorandum of economic and financial policies describes progress under the government’s reform program for the year 2001 and sets out the objectives and policies that it intends to pursue during 2002. On this basis, the government requests that the fifth loan under the PRGF arrangement in an amount equivalent to SDR 8.4 million be disbursed following the completion of the fourth review under the arrangement, and further requests that the period of the PRGF arrangement be extended for 12 months to allow time for the completion of the remaining reviews and related disbursements envisaged under the arrangement.
2. The Government of Mozambique will provide such information as the Fund requests in connection with the progress made in implementing the economic and financial policies and achieving the objectives of the program.
3. The Government of Mozambique believes that the policies and measures set out in the attached memorandum are adequate to achieve the objectives of its program and will take any further measures that may become appropriate for this purpose. During the remaining period of the arrangement, including the period of the requested extension, Mozambique will continue to consult with the Managing Director on the adoption of any measures that may be appropriate, at the initiative of the government or whenever the Managing Director requests such a consultation. Moreover, after the period of the PRGF arrangement and while Mozambique has outstanding financial obligations to the Fund arising from loans under the arrangement, the government will consult with the Fund from time to time, at the initiative of the government or whenever the Managing Director requests consultation on Mozambique’s economic and financial policies.
4. The Government of Mozambique will conduct with the Fund the fifth review of the three-year PRGF arrangement not later than end-November 2002, based on quantitative and structural performance criteria for end-June 2002 and end-July 2002, respectively.
Attachment
Mr. Horst Köhler
Managing Director
International Monetary Fund
Washington, D.C, 20431
U.S.A.
1. The Government of Mozambique presents this memorandum in support of its request for the fifth loan disbursement under the Poverty Reduction and Growth Facility (PRGF) arrangement for Mozambique approved by the Executive Board of the Fund on June 28, 1999. The economic and financial policies and related structural reforms here described are intended to secure the stable macroeconomic framework that is critical to sustained growth and poverty reduction, as underscored in the government’s National Action Plan for the Reduction of Absolute Poverty (PARPA) which was presented in 2001 as Mozambique’s poverty reduction strategy paper (PRSP) in the context of the PRGF-supported program.
2. The Mozambican economy has recovered strongly from the devastating 2000 floods, which limited growth to under 2 percent. Aided by the first full year of production of the MOZAL aluminum smelter, and buoyant agricultural production and construction activity, growth is estimated to have reached 13.9 percent in 2001. The current account of the balance of payments narrowed from 11.8 percent of GDP in 2000 (excluding grants and large projects) to 10.7 percent of GDP in 2001, and gross international reserves of the Bank of Mozambique (BM) increased to US$727 million, or the equivalent of six months of imports of goods and services. However, price developments were less favorable; after declining early in 2001, the 12-month rate of inflation increased very sharply in the last quarter of the year, reaching 22 percent in December.
3. Implementation of the economic policies set out in the PARPA was supported by the observance of all of the quantitative performance criteria through December 2001 established under the PRGF arrangement (Table 1). The fiscal outturn for 2001 was stronger than programmed as regards both revenue (0.5 percentage point of GDP higher) and expenditure (4.2 percentage points lower). The revenue gains were generated by income and international trade taxes, reflecting continued improvements in coverage of taxable transactions. Expenditure shortfalls were recorded mainly in capital investment 2.0 percent of GDP, owing to lower-than-envisaged external project assistance. In response to large and unexpected delays in disbursements of external budget support in the latter part of 2001, the government resorted to cash control of current expenditure. As a result, wage payments and expenditure in goods and services were 0.5 percent and 0.6 percent of GDP lower than programmed respectively. The domestic primary balance deficit (excluding bank restructuring net lending) was 5.6 percent of GDP, compared with the program target of 6.2 percent, and in nominal terms it remained well below the performance criterion for end-2001.
4. The performance criteria on the net domestic assets and net international reserves of the BM were observed—the latter by a large margin. However, reserve money continued to exceed the program benchmark. Following a period of sustained pressure on the metical, the BM acted to tighten liquidity conditions. Reserve requirements calculated over each two-week period were increased by 3.5 percentage points to 11.5 percent with effect from July 2001, and the interest rate on liquidity support operations (facilidade permanente de cedência) was increased to 35 percent and maintained above the treasury bill rate. Although pressure on the exchange rate rapidly abated, the 12-month rate of broad money growth remained in excess of 40 percent through October. The impact of larger reserve requirements was partially offset by incomplete compliance with reserve requirements, especially by Banco Austral (BA), and by a shift in government deposits from the central bank to commercial banks. In response to these difficulties, the BM has tightened the enforcement of reserve requirements, issued new regulations to increase penalties for noncompliance, and introduced a daily minimum requirement of 10 percent. In addition, the BM placed higher volumes of treasury bills in the market and gradually increased its sales of foreign exchange to sterilize the liquidity impact of government expenditures financed with external budget support. These measures have begun to improve monetary control, with the 12-month rate of broad money growth declining from 43 percent in June 2001 to 30 percent in March 2002.
5. After averaging over 3 percent per month in the final quarter of 2001, the monthly increase in the consumer price index slowed to an average of under 0.2 percent per month in the first four months of 2002. However, the 12-month rate of inflation stood at 22 percent in April 2002. The metical has remained broadly stable vis-à-vis the U.S. dollar since October 2001. As a result of this stability, the recent sharp depreciation in the South African rand, and the higher rates of inflation in Mozambique, the 12 percent depreciation of the trade-weighted real effective exchange rate during the first half of 2001 has been largely reversed.
6. Further progress was made in the implementation of structural reforms in tax policy and public expenditure management (Table 2). The new income tax law (lei de bases do sistema tributário), which rationalizes corporate and personal income taxes and broadens the tax base, was submitted to the parliament in December (a performance criterion), and preparations are under way, with external assistance, for its implementation in time for its full application to 2003 incomes. Adoption of a new code of fiscal incentives, which establishes standard concessions for foreign investors (including transparent rules for investors in large projects) was delayed, pending the approval of the new income tax law. Although a draft was completed in May 2001, further rounds of consultations were held and the code will come into force in June 2002 (a performance criterion). Steps to improve tax administration included the launching of a large taxpayer unit in Maputo in December 2001 (a structural benchmark). The budget for 2002 was prepared using the new expenditure classification that will, inter alia, allow for a more detailed reporting of priority social spending. A new public financial management law, which, building on the results of the fiscal transparency assessment (ROSC) establishes the basis for fundamental improvements in public expenditure management (PEM), was approved by the parliament in October 2001. Work has now begun on the long and challenging process of implementing these reforms in PEM throughout government.
7. Difficulties in the financial sector came to the fore in 2001 after private shareholders in the insolvent BA refused to participate in its recapitalization. The government purchased the BA for US$1 and the central bank took control of the bank in April, appointing interim management to prepare the bank for reprivatization. At the end of December 2001, the BA was successfully sold to Amalgamated Banks of South Africa (ABSA). The final costs of recapitalizing the bank will depend on a further review of the bank’s assets, to be completed by July. The net cost to the government of the BA sale is currently estimated at US$107 million, which corresponds to the sale price of US$10 million, net of the costs of recapitalization. In addition, the government is assuming the cost of pension obligations, which, subject to an actuarial review, are estimated at Mt 497 billion. Since the central bank’s intervention in the BA in April 2001, delinquent loans in the amount of Mt 102 billion have been recovered as of end-December 2001.
8. Banco Comercial de Moçambique (BCM) was recapitalized in late 2000 and March 2001, on the basis of the bank’s 1999 accounts. The size of this capital injection, including government’s participation pro rata to its 49 percent shareholding, was in line with the amounts established in the program. However, a further capital deficiency later became apparent and the audited accounts for December 2000, which were received by the BM in August 2001, indicated that the recapitalization had not been large enough to cover losses incurred in 2000. Resolution of this capital deficiency was delayed by the merger of BCM with Banco Internacional de Mozambique (BIM), which took place in November 2001. The BM initially established a deadline of end-March 2002 for the recapitalization, which was subsequently extended to end-April to allow additional time to ascertain the reasons for the capital shortfall and establish safeguards to limit the potential for further losses.
9. With assistance from the Fund and the World Bank, steps have been taken to strengthen banking supervision. In line with program benchmarks, regulations were issued in October 2001 to commence consolidated supervision of related financial institutions, and, in October, regulations on connected lending were tightened by lowering limits on bank lending to shareholders and board members. In line with priorities identified in the context of discussions with World Bank staff on a new Economic Management and Public Sector Operation (EMPSO), the BM also tightened in March 2002 licensing requirements for financial institutions by significantly raising the minimum own capital requirements (in the case of banks, from the equivalent of US$800,000 to US$2.7 million); at the same time, it issued guidelines on the role of its banking supervision department, reiterating the central bank’s regulatory powers and referencing the relevant legislation.
10. Progress has been made towards the development of a strategic plan for the reform of the whole justice system, although the government regrets that this was not completed as had been expected by end-2001. A draft of the strategic plan was provided to the staff of the World Bank in February 2002; adoption of the final plan will form a condition for the release of the second tranche of the proposed EMPSO credit from IDA. A draft of the operational plan for the reform of the Ministry of Justice, consistent with the integrated plan for the entire system, was also completed in February 2002. The corresponding operational plans for the other three branches of the system—the Supreme Court, the Administrative Court and the Attorney-General—will be drafted by end-June 2002 and finalized by end-September 2002. The Commercial Code, which was drafted during 2001, and which subsequently went through a consultation process with civil society and the private sector, has been submitted to parliament where it will be debated shortly.
11. As established in the PARPA, the government’s key medium-term objectives are (i) the reduction of absolute poverty; (ii) the attainment of high and sustainable growth through the creation of an enabling environment for the private sector; (iii) the reduction of regional inequalities; and (iv) the consolidation of peace, national unity, and democracy. Achievement of these objectives will be supported, inter alia, by the maintenance of a stable macroeconomic environment. As described below, the government is drawing upon processes already in place to ensure comprehensive monitoring of the implementation of the PARPA with the participation of interested parties, including parliament.
12. The medium-term strategy elaborated in the PARPA calls for fiscal consolidation, including a widening of the tax base, to facilitate a reduction in foreign aid dependency and safeguard fiscal and debt sustain ability. At the same time, this strategy will help to ensure that inflows of external assistance remain within the country’s absorptive capacity and do not generate adverse macroeconomic consequences. While this broad strategy remains appropriate, some revisions to the macroeconomic framework will be required to take account of new developments. In particular, one of the envisaged large foreign private investments (or megaprojects), the Maputo Iron and Steel Project, which was due to begin construction in 2002, has been put on hold in the wake of the bankruptcy of its largest participant, Enron. As was recognized in the PARPA, further work is needed to assess the macroeconomic impacts of HIV/AIDS; this is continuing with the assistance of the World Bank and will be incorporated into revisions of the medium-term expenditure framework later this year.
13. In line with the strategy in the PARPA, the medium-term framework envisages a continuation of rapid growth at an average annual rate of 8 percent through 2010, with inflation declining to a range of 5 to 7 percent. In support of these objectives, and taking into account an expected gradual decline in external assistance over the medium term, the primary fiscal deficit (excluding bank restructuring costs) would be reduced from 5.6 percent in 2001 to 2.5 percent in 2005. As a result, the government would be able to avoid recourse to domestic borrowing while at the same time meeting the cost of the redemption of bonds issued for bank recapitalization. Improvements in domestic resource mobilization, especially through the new income tax regime, increased revenues from megaprojets, and more effective use of government spending, will be key to ensuring that these objectives can be maintained while meeting the expenditure priorities set out in the PARPA. Improvements in public savings are also expected to contribute to a gradual reduction in the current account deficit from under 24 percent of GDP in 2001 to about 11 percent in 2005 (excluding grants). At the same time, the net present value (NPV) of Mozambique’s external debt, which is estimated to have declined to about 116 percent of exports in 2001 as a result of debt relief granted under the enhanced Initiative for Heavily Indebted Poor Countries (HIPC) is expected to continue to fall over the medium term. Partly as a result of strong import growth in connection with megaprojects, the import coverage of gross international reserves is expected to decline from the current high level of 6.4 months of imports in 2001 to about 4 months over the medium term.
14. The program for 2002 is designed to foster rapid growth and further improvements in priority spending, both of which support the attainment of the poverty reduction goals. To safeguard macroeconomic stability, protect those vulnerable to inflation, and return to the path set out in the PARPA, policies will be geared to reducing inflation from 22 percent at end-2001 to 8 percent at end-2002. Although growth is expected to slow after the strong recovery in 2001, buoyant agricultural production and large foreign investments are expected to contribute to growth of 9 percent in 2002.
15. Against the background of strong private sector activity, fiscal policy will support the moderation of demand pressures to contain inflation while protecting social spending. In line with the budgetary framework of the PARPA, the government envisages a reduction in its primary deficit (excluding bank restructuring costs) to 3.4 percent of GDP in 2002. Revenues are expected to amount to 13.0 percent of GDP in 2002. The government is also considering an increase in the petroleum excise tax to restore the real value eroded since its last increase in October 1997, but is concerned that such an increase should be timed to avoid further increases in pump prices. To ascertain better the implications of raising the petroleum tax, including the consequences for key transport prices, the government intends to make this issue the subject of a poverty and social impact assessment to be conducted in mid-2002. In addition, small gains in collections are expected from the operations of the large taxpayer units in Maputo and Beira.
16. Public expenditure will continue to be channeled toward the PARPA priorities, which are expected to account for 67 percent of noninterest expenditure in 2002 (excluding expenditures for bank restructuring), up from 66.2 percent in 2001. The government is committed to the PARPA medium-term objectives and will use its quarterly and semi-annual budget implementation reports to closely monitor expenditures for PARPA priority areas to ensure meeting of PARPA objectives. Within this total, spending on education will decline from the peak levels reached in 2001 as envisaged in the PARPA. while spending on health will increase.
17. The budget for 2002 envisages a wage bill of Mt 6.0 trillion to accommodate (i) a general wage increase of 11.7 percent; (ii) automatic promotions under the new career system (corresponding to a 3.5 percent increase in the wage bill); and (iii) the hiring of about 4,000 teachers and 800 health workers as contemplated in the PARPA. Despite the sharp increase in inflation that became apparent after the budget was submitted to parliament, and an increase of 22 percent in the minimum wage that was agreed in May, the government intends to limit the wage bill in 2002 to this budgeted amount. In this regard, the unexpected shortfall in wage payments from the budgeted amount in 2001 provides additional room for the higher general wage increase of 18 percent that was granted after the decision was reached on the minimum wage; nevertheless, the wage bill would fall back from 6.6 percent of GDP in 2001 to 6.3 percent in 2002. Current spending on goods and services would decline to 3.5 percent of GDP with savings expected in nonpriority areas. Capital expenditure is expected to decline to 12.6 percent of GDP, as reconstruction after the flood damage in 2000 draws to a close. However, both domestic and external interest payments are expected to rise on account, respectively, of the servicing of the new bank recapitalization bonds and the end of the deferral of payments to the Paris Club that was granted to provide additional support in the aftermath of the floods. Expenditures on bank recapitalization, which are classified as net lending and largely take the form of interest-earning bonds, are estimated to total Mt 2,390 billion in 2002. Excluding the issuance of these bonds, the government would not need to resort to domestic financing in 2002.
18. The reduction in the 12-month rate of inflation to about 8 percent by end-2002 will be supported by a prudent monetary stance that aims at reducing the growth in broad money just under 20 percent by end-2002 from the rate of almost 30 percent in March 2002. With net international reserves of the BM roughly unchanged, the monetary program would accommodate growth in credit to the private sector of 22 percent to meet the needs of the expanding economy.
19. Monetary control will be assisted by strict enforcement of reserve requirements, which until January 2002 had been undermined by the BA’s persistent noncompliance and the adverse signal that this noncompliance sent to the system. With the recapitalization of the BA and the imposition of stronger and accelerating penalties for noncompliance in early January, full observance of reserve requirements has since been recorded for the banking system as a whole. To improve control of liquidity management, the BM will continue to work closely with the treasury in coordinating government spending and the absorption of any excess liquidity through sales of foreign exchange and treasury bills. While the envisaged deceleration in inflation should generate some room for reducing interest rates during 2002, interest rate rates will continue to be determined by liquidity conditions.
20. In line with its commitment to an efficient, equitable, and transparent process for recovery of the BA’s nonperforming loans that are reflected in the sales contract, the government has decided on the following course of action. First, as provided for in the sales contract, the new management of the BA is seeking to collect on nonperforming loans. In this regard, the contract provides attractive incentives for the BA to pursue these loans. Second, all nonperforming loans that are fully provided for and considered unrecoverable by the BA are being transferred to the government on payment of a nominal sum of one metical. The purchase by the government took place in May, immediately after the completion of a review of the BA’s loan portfolio. This constituted a crucial first step toward using all available means to swiftly pursue the most delinquent debtors. Subsequently, the government will use its powers of execução fiscal to pursue collection of these nonperforming loans, where necessary. In line with understandings reached with World Bank staff, the government will include reporting on the progress of debt collection efforts in the budget execution reports that are published on a quarterly basis.
21. In light of the further capital shortfall in BIM in which, following the merger with BCM, government is now a 23 percent shareholder, the authorities developed a strategy to ensure that the recapitalization take place without undue delay while at the same time putting in place safeguards to minimize the use of government funds and limit the potential for future losses in the bank. In line with this strategy, shareholders approved an initial capital injection of US$10 million; this took place on May 29 with government contributing 23 percent. BM has also required, and issued tenders for, an independent opinion to clarify the scale of, and reasons for, the bank’s losses and the reported sharp increase in the liabilities of the bank’s pension fund. Depending on the outcome of these studies, which are expected to be completed by September 2002, an additional capital need may emerge; on the basis of available information, this is not expected to exceed US$33 million, of which government would contribute no more than 23 percent. The BM has also required that BIM produce a business plan, including a plan to recover nonperforming loans, to show how the bank’s performance can be improved. Finally, the government has reiterated, at the special shareholders meeting on April 29, its intention to divest its shareholding in BIM. In line with the government’s policy of withdrawing from banking operations, the government’s contribution to the recapitalization is in the form of preference shares that can be converted to voting shares when the government divests from BIM.
22. In light of the problems recently experienced in the banking sector, the central bank has enhanced its regulations and tightened enforcement. These efforts are to continue during 2002. The BM has strengthened the enforcement of capital adequacy ratios by strictly applying the penalties envisaged in the law to noncompliant banks and is now prepared to withdraw the banking license of any bank that remains in prolonged noncompliance. To improve the monitoring of prudential ratios, the BM issued a circular on March 30, 2002 requesting banks to provide all the information needed to assess compliance with capital adequacy requirements on a monthly basis. This amended the earlier requirement of semiannual reporting on capital adequacy. To ensure the accuracy and timeliness of data provided to the supervision department, existing penalties for providing late or incomplete data will be rigorously applied, and the supervision department intends to insist on external audits to clarify data inconsistencies, as provided for in the regulations. The BM will follow up rigorously on the implementation of new regulations, including through on-site inspections, and will ensure that, for banks that are not in compliance with the regulations, timetables will be agreed with the supervision department for unwinding connected lending that exceeds the stipulated limits. To improve the operations of banking supervision, the BM intends to complete installation of the new information system in the supervision department by end-September 2002. The government has also requested Mozambique’s participation in the Financial Sector Assessment Program.
23. Following the promulgation of the public financial management law in February 2002, the government has begun to implement reforms in public expenditure management that are designed to yield major improvements in the transparency and accountability of the budgetary process. First, the government has implemented in the 2002 budget the more detailed new functional expenditure classifier, which facilitates monitoring of priority expenditures. The budget execution report for the first quarter of 2002, issued in mid-May, reported for the first time on expenditure incurred while using the functional classification as recommended by the IMF’s Government Finance Statistics Manual. Second, new procedures are being followed to broaden the coverage of budget execution reports to incorporate all externally financed public projects and programs; this information was included in the report on the first quarter. Third, to support the implementation of the new financial administration system (SISTAFE), the Ministry of Planning and Finance issued in March a ministerial circular (despacho ministerial) to strengthen the coordination unit (UTRAFE) and establish a steering committee of deputy directors in the ministry. A decree establishing regulations under the financial management law will be issued in June 2002. The government has also requested the Fund to provide a long-term fiscal consultant to assist UTRAFE in the implementation of the SISTAFE.
24. Tax reform has been a priority of the government’s reform endeavors under successive IMF-supported programs and will remain so in 2002 with the implementation of the new income tax law. The government attaches high priority to ensuring that the new tax law is fully applicable to incomes generated from January 1, 2003 onward. To this end, the tax codes for corporate and individual income taxes will be approved by the Council of Ministers in July (a performance criterion). The rates to be included in these codes, after a process of consultation with the private sector, will be geared to ensuring that the tax reform supports the revenue objectives for the medium term set out in the PARPA. Passage of new income tax law will also facilitate the approval, in June 2002, of the new fiscal incentives code to establish standard concessions for foreign investors, including transparent rules for investors in large projects (performance criterion). In addition, to improve the efficiency of the tax system, the Council of Ministers will approve in July regulations for a new annual property tax on vehicles based on engine size, and it will approve in June regulations eliminating the stamp duty on transactions subject to the value-added tax (VAT).
25. The government recognizes the importance of public sector reform and has begun to develop a strategy in this area, focusing on decentralizing government activities, addressing corruption and improving the effectiveness of the civil service through training and salary reforms. At the same time, work is under way to define more precisely the role of government, recognizing that decisions on this issue will be a crucial first step toward determining the course of public sector reform.
26. The government will adhere to its intention to reduce the top tariff rate from 30 percent to 25 percent. The rate reduction will now become effective in January 2003 as part of Mozambique’s participation in the Southern African Development Community (SADC) Trade Protocol, at which point the government will apply the reduction in the top tariff rate to all of Mozambique’s trading partners.
27. In the cashew sector, government policy is focused on assisting in the replanting and rehabilitation of trees, in line with the objective of increasing productivity and restoring cashew production to 100,000 tons by 2005. In accordance with the government’s existing policy, the export tax on raw cashews is to be maintained at 18 percent in 2002, and the proceeds of the tax be used to finance improvements in the sector’s productivity. The sugar sector has attracted sizable foreign direct investment in recent years, and the rehabilitation of four sugar mills is expected to be completed by 2005, when annual production is projected to reach 400,000 tons. In the interim, while production is running well below the capacity of the mills and costs are correspondingly high, the import surcharge on sugar imports imposed in 1999 will remain in place. This policy will continue to be subject to annual reviews, taking into account developments in the domestic and the highly distorted international sugar markets. To alleviate pressure from imports of sugar from Zimbabwe that evade the import surcharge, in April 2002 the government granted a temporary VAT exemption for sugar. The sector is benefiting from limited preferential access to regional markets under the SADC Trade Protocol, to the United States, and, since 2001, to the European Union.
28. The government recognizes the crucial importance of timely debt-service payments in view of Mozambique having reached its enhanced HIPC Initiative completion point in September 2001 and agreement with the Paris Club in November 2001. The government aims to reach bilateral agreements with individual Paris Club creditors by the deadline of end-June 2002 and is continuing to seek agreements on comparable terms with non-Paris Club creditors. The government realizes that for Mozambique to fully benefit from its new post-HIPC Initiative status and avoid the risk of a recurrence of debt problems, it must strengthen its debt management capacity in order to ensure timely debt service payments. It intends to continue to improve its external debt database; prepare detailed monthly debt service projections; and extend its monitoring of debt data and assessment of debt-related vulnerabilities to private sector debt.
29. The government has prepared detailed plans for monitoring implementation of the PARPA. Based on existing procedures, the government will report annually on the attainment of PARPA objectives. A first such progress report on PARPA implementation, as requested by parliament, is expected to be available by mid-August 2002. In addition, quarterly budget execution reports will continue to be provided. The government is preparing its second full household survey, which has been designed for comparability with the initial 1997 survey. The results of the survey, which should facilitate analysis of the links between the recent rapid growth and poverty reduction, should be available in 2003.
30. The government is aware that, despite progress in recent years in improving Mozambique’s statistical databases, significant shortcomings remain. To address these issues, the government has requested participation in a data Report on the Observance of Standards and Codes (ROSC) in the second half of 2002. In the meantime, the government will proceed with ongoing efforts to revise Mozambique’s balance of payments in accordance with of the IMF’s Balance of Payments Manual (fifth edition).
31. During the period of the PRGF-supported program, the government will not impose or intensify restrictions on payments and transfers for current international transactions; will not introduce multiple currency practices; will not conclude bilateral payments agreements that are inconsistent with Article VIII of the Fund’s Articles of Agreement; and will not impose or intensify import restrictions for balance of payments reasons. Furthermore, the government will not incur any new external payments arrears, except in cases where despite good faith efforts by the government, debt-restructuring agreements remain pending.
32. The quantitative performance criteria and benchmarks that will be used to evaluate the implementation of the program are shown in Table 3 of this memorandum, with further definitions and explanations contained in a technical memorandum of understanding annexed to this memorandum. The first five quantitative targets represent key financial objectives of the program. As in the past, the program’s floor on net international reserves (NIR) and the ceiling on net domestic assets (NDA) will be adjusted for higher or lower disbursements of external budget support than envisaged in the program. In addition, a similar adjustor has been added for external debt-service payments. Thus, if debt-service payments arising from final agreements with creditors are higher than programmed, the NIR floor will be lowered, and the NDA ceiling raised to account for this; conversely, if debt-service payments are lower than programmed, the NIR floor will be raised. The other quantitative targets will help to maintain a sustainable external debt position. A number of structural performance criteria and benchmarks, drawn from this memorandum, are shown in Table 4. The government understands that its ability to request disbursement of the sixth loan under the extended PRGF arrangement will be contingent upon the observance of the quantitative performance criteria for end-June 2002 set out in Table 3, the structural performance criteria set out in Table 4, and upon the completion of the fifth review of the program, which is expected to take place, at the latest, by the end of November 2002, subject to approval of the requested extension of the PRGF arrangement.
Table 1. Mozambique: Quantitative Performance Criteria and Benchmarks Under the PRGF Arrangemein, December 2000-December 2001
(End of period)
1/ Defined as revenue minus noninterest current expenditure minus locally financed capital expenditure and locally financed net lending,
2/ Cumulative from the beginning of the calendar year.
3/ Defined as reserve money minus net loreign assets (NFA) of the Bankoi Mozambique, The foreign currency component of reserve money and NFA are valued at program exchange rates; NFA are defined to exclude the effect of any stock adjustments in medium- and long-term liabilities.
4/ To be adjusted upward/downward to the extent of any shortfall/excess of foreign program assistance valued at program exchange rates.
5/ To be adjusted downward to the extent that eligible bank reserves fall short of 11.51 percent of deposits in commercial banks at the end of each quarter.
6/ To be adjusted downward/upward to the extent of any shortfall/excess of foreign program assistance relative to the amounts shown in the memorandum item.
7/ I Loans of 0-1 year’s maturity, excluding normal import-related credit. Non-U.S. dollar debt converted to U.S. dollars at actual exchange rates.
8/ Continuous performance criterion; excluding arrears arising from debt-service payments that become due pending the conclusion of debt-rescheduling agreements.
Table 2. Mozambique: Structural Performance Criteria and Benchmarks Under the PRGF Arrangement, October 2001-December 2001
1/ Performance criterion.
Table 3. Mozambique; Quanliutive Performance Criteria and Benchmarks Under the PROP Arrangement, December 2001-December 2002
(End of period)
1/ Defined as revenue minus noninterest current expenditure minus locally financed capital expenditure and locally financed net lending.
2/ Cumulative from the beginning of the calendar year.
3/ Defined as reserve money minus net foreign assels (NFA) ot the Bank of Mozambique. The foreign currency component of reserve money and NFA are valued at program exchange rales; NFA are defined to exclude the effect of any stock adjustments in medium- and long-term liabilities.
4/ To be adjusted upward/downward to the extent of any shortfall/excess of foreign program assistance valued at program exchange rates.
5/ To be adjusted downward to the extent that eligible bank reserves fell short of 11.51 percent of deposits in commercial banks at the end of each quarter.
6/ To be adjusted downward/upward to the extent of any shortfall/excess of foreign program assistance relative to the amounts shown in the memorandum item.
7/ Loans of 0-1 year’s maturity, excluding normal import-related credit. Non-U.S. dollar debt converted to U.S. dollars at actual exchange rates.
8/ Continuous performance criterion; excluding arrears arising from debt-service payments that become due pending the conclusion of debt-rescheduling agreements.
Table 4. Mozambique: Structural Performance Criteria, and Benchmarks Under the PRGF Arrangement, March-December 2002
June 3, 2002
The purpose of this technical memorandum of understanding (TMU) is to describe concepts and definitions that are being used in the monitoring of the third year of the Poverty Reduction and Growth Facility (PRGF)-supported program, including the following:
central government domestic primary deficit; central government revenue;
net domestic assets, net international reserves, and reserve money of the Bank of Mozambique;
new nonconcessional borrowing contracted or guaranteed by the government or the Bank of Mozambique with a maturity of more than one year;
short-term external public debt outstanding;
external payments arrears; and
foreign program assistance.
This memorandum also describes the adjusters that will be applied to certain quantitative targets of the program.
The central government domestic primary deficit is defined as central government revenue, less noninterest current expenditure, less locally financed capital expenditure, less locally financed net lending, and excluding the cost of bank restructuring/recapitalization. Net lending is derived as gross lending to enterprises through acordos de retrocessão (excluding acordos de retrocessão that were required by donors), plus food aid disbursed but not collected in the period, minus repayments by enterprises of loans obtained through acordos de retrocessão and through refinancing agreements with the Bank of Mozambique, minus food aid collected but not disbursed in the period. The cost of bank recapitalization/restructuring is, for the purpose of the program, defined as the government’s contributions during 2002 to the costs of recapitalizing Banco Internacional de Moçambique (BIM) and Banco Austral (BA), including the respective pension funds, in the form of cash payments, securities issued, or loans extended.
The central government encompasses all institutions whose revenue and expenditure are included in the state budget (orçamento do Estado) central government ministries, agencies, and the administration of 11 provinces. Although local governments (33 municipalities, or autarquías) are not included because they are independent, the bulk of their revenue is registered in the state budget as transfers to local government.
Revenue is defined to include all receipts of the National Directorate of Taxes and Audit (Direcção Nacional de Impostos e Auditoría, DNIA), the National Directorate of Customs (Direcção Nacional de Alfândegas, DNA), and the net receipts from privatization received by the National Directorate of State Assets (Direcção Nacional do Património do Estado).
For the purposes of program monitoring, revenue is considered as collected at the time when revenue is received by the DNIA from private agents or other government-collecting agencies in cash or checks, or through transfer into a DNIA bank account.
Expenditure is defined as government outlays transferred from treasury accounts to other government accounts or private sector accounts and includes spending reported to the National Directorate of Public Accounting (despesas liquidadas) and any further treasury advances (operaçães de Tesouraria) that have been transferred out of treasury accounts but whose use has not yet been reported to the National Directorate of Public Accounting. Any expenditure arrears will be treated like expenditure for the purpose of monitoring the ceiling on the domestic primary deficit.
For program-monitoring purposes, expenditure carried out in the current budget year but accounted for as expenditure under the previous budget (período complementar) is treated as spending during the current budget year.
The financing of the budget deficit is measured as transfers into treasury accounts and from these accounts to accounts of the institutions included in the central government, as defined above, as well as transfers from private sector accounts. All treasury accounts held at the central bank are being monitored for purposes of measuring the financing of the budget deficit. There are no treasury accounts outside the central bank.
Any discrepancy between the overall deficit (revenue less expenditure, as defined above) and its financing will be included as “unallocated revenue/expenditure” in the budget balance.
Net domestic assets of the Bank of Mozambique are defined as reserve money minus net foreign assets of the Bank of Mozambique. The foreign currency component of reserve money and the net foreign assets is valued at program exchange rates; net foreign assets are defined to exclude the effect of any stock adjustments in medium- and long-term liabilities.
The central bank’s foreign currency-denominated assets and liabilities are converted in its balance sheet to meticais at actual exchange rates. For purposes of program monitoring, these amounts are converted into U.S. dollars at the agreed program exchange rate.
Stock adjustments in the central bank’s medium- and long-term liabilities are understood to mean any changes that are not the result of foreign exchange flows, such as write-offs, interest capitalization, etc.
Net international reserves are defined as reserve assets minus reserve liabilities. The Bank of Mozambique’s reserve assets include (a) monetary gold; (b) holdings of SDRs; (c) reserve position at the IMF; (d) holdings of foreign exchange; and (e) claims on nonresidents, such as deposits abroad. Reserve assets exclude assets pledged or otherwise encumbered, including but not limited to assets used as collateral or guarantee for a third-party external liability (assets not readily available.) The Bank of Mozambique’s reserve liabilities include (a) all short-term foreign exchange liabilities to nonresidents with original maturity of up to and including one year; and (b) all liabilities to the IMF.
The term “debt” will have the meaning set forth in Point 9 of the Guidelines on Performance Criteria with Respect to Foreign Debt adopted on August 24, 2000. Government debt is outstanding debt owed or guaranteed by the Republic of Mozambique or the Bank of Mozambique (but does not include debt of any political subdivision or government-owned entity with a separate legal personality that is not otherwise owed or guaranteed by the Republic of Mozambique).
The government will not contract or guarantee external debt with original maturity of one year or more with a grant element of less than 35 percent, calculated using a discount rate based on Organization for Economic Cooperation and Development (OECD) commercial interest rates. This performance criterion applies not only to debt as defined in Point 9 of the Guidelines on Performance Criteria with Respect to Foreign Debt adopted on August 24, 2000, but also to commitments contracted or guaranteed for which value has not been received.
The government will not contract or guarantee external debt with original maturity of less than one year. This performance criterion applies not only to debt as defined in Point 9 of the Guidelines on Performance Criteria with Respect to Foreign Debt adopted on August 24, 2000, but also to commitments contracted or guaranteed for which value has not been received. Excluded from this performance criterion are short-term, import-related trade credits.
The government undertakes not to accumulate payments arrears on external government debt with original maturity of one year or more owed or guaranteed by the government, with the exception of external payments arrears arising from government debt that is being renegotiated with creditors, including Paris Club creditors.
Foreign program assistance is defined as grants and loans received by the Ministry of Planning and Finance through Bank of Mozambique accounts.
Actual external debt-service payments are defined as cash payments on external debt-service obligations of the government and central bank, including obligations to Paris Club and other bilateral creditors rescheduled under enhanced HIPC Initiative completion point terms, multilateral creditors, and private creditors.
The quantitative targets (floors) for the central bank’s net international reserves will be adjusted upward (downward) for any excess (shortfall) of foreign program assistance; and downward (upward) to the extent that actual payments of external debt service exceed (fall short of) programmed amounts.
The quantitative targets (ceilings) for the central bank’s net domestic assets will be adjusted upward (downward) for any shortfall (excess) of foreign program assistance; and downward (upward) to the extent that actual payments of external debt service fall short of (exceed) programmed amounts;
The quantitative targets (ceilings) for the central bank’s net domestic assets and reserve money will be adjusted downward to the extent that eligible bank reserves fall short of 11.51 percent of resident deposits in commercial banks, excluding government-earmarked funds (fundos consignados), at the end of each quarter.
In addition to providing the monthly and quarterly data needed to monitor program implementation in relation to the programs’ quantitative targets and broader economic developments, the authorities will provide weekly updates of the daily data set out in Table 1 of this attachment and the weekly data set out in Table 2 of this attachment. Monthly updates will also be provided of the updates of the foreign exchange cash flow of the Bank of Mozambique as set out in Table 3.
Table 1. Mozambique: Daily Foreign Exchange Rates and Foreign Exchange Transactions, Week of [month/day-month/day]
Source: Bank of Mozambique (BoM.).
Membership Status
Joined 9/24/84; Article XIV
General Resources Account
SDR Department
Outstanding purchases and loans
Financial Arrangements
Projected Obligations to the Fund (SDR millions; based on existing use of resources and present holdings of SDRs):
Implementation of HIPC Initiative:
Under the Fund’s safeguards assessment policy, the Bank of Mozambique is subject to the transitional procedures with respect to the PRGF arrangement approved on June 28, 1999, which is scheduled to expire on June 27, 2002. The transitional procedures require a review of only the Bank of Mozambique’s external audit mechanism. This assessment determines whether the bank publishes annual financial statements that are independently audited in accordance with internationally accepted standards.
The external audit assessment was completed on October 11, 2001. The assessment concluded that the Bank of Mozambique’s current external audit mechanism may not be adequate in certain respects, and appropriate recommendations have been made to the authorities, as reported in Box 6 of this staff report.
The exchange rate for Mozambiques’s currency, the metical (plural: meticais) is market determined. Commercial banks may buy foreign exchange from, and sell to, individual customers on a freely negotiable basis. The Bank of Mozambique publishes daily a representative exchange rate in the form of the weighted average of all licensed operators’ transactions with the public of the previous day. As of end-December 2001, this rate was Mt 23.097 per U.S. dollar. Mozambique has expressed the intention to accept the obligations of Article VIII, Sections 2, 3, and 4 of the Fund’s Articles of Agreement in the near future. In this regard, a detailed examination of the exchange system is being conducted in collaboration with the Fund staff. It is expected that Mozambique will formally accept the obligations of Article VIII, Sections 2, 3, and 4 following resolution of a few outstanding issues.
Mozambique is on the standard 12-month cycle for Article IV consultations. The 2000 Article IV consultation was completed by the Executive Board on December 18, 2000 (EBS/00/62; 3/30/00).
In considering the staff report, Executive Directors commended the Mozambican authorities for their program implementation record and for their plans to improve fiscal management and banking sector soundness. They noted the authorities’ commitment to meet the conditions for the enhanced HIPC Initiative completion point by end-March 2001, but expressed concern about the realism of this timetable and emphasized the importance of quality over process. Directors also urged the authorities to improve tracking of poverty-related expenditures, particularly with regard to the use of resources freed up as a result of HIPC Initiative debt relief.
Mozambique has not been subject to Financial Sector Assessment Program (FSAP) or offshore financial center (OFC) assessments. A Report on Observance of Standards and Codes (ROSC) on fiscal transparency was issued on February 22, 2001 (doc. #1155178). A FSAP and a data ROSC are to be conducted in fiscal year 2003.
Technical Assistance (over the last two years)
Mr. Schwidrowski has been Resident Representative since October 25, 1999.
(As of April 30, 2002)
Over the next three years (2002–04), disbursements under World Bank investment projects are expected to reach around US$85 million on average per year. Under the Country Assistance Strategy (CAS), the World Bank support to Mozambique will focus on agriculture, education, and infrastructure. The adjustment operation, the Economic Management and Private Sector Operation (EMPSO), is expected to go to the Board in the second quarter of 2002. The first phase of a public expenditure review, a collective effort among the government of Mozambique, the World Bank, and other donors, has been completed.
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Mozambican economic data are based on a limited number of primary statistical sources whose reliability is uneven in terms of countrywide coverage. Efforts to improve the situation have been ongoing for over a decade, including through continued technical assistance from the United Nations Development Program (UNDP); these institutions have supported Mozambique’s statistical development program since 1991, under which most of the progress with nonfinancial statistics has been recorded. Following a multisector STA mission in October 1994, the Fund has also been involved in data improvement efforts on several fronts, including, more recently, monetary, balance of payments, and external debt statistics.
Mozambique ‘s national accounts statistics are compiled by the National Statistics Institute (INE). Revised series starting with 1991 have been compiled in accordance with the 1993 System of national Accounts (SNA) and using a 1996 base year. The new series introduce a more detailed breakdown of the production accounts and incorporate the results of the 1996 census (household survey) on the expenditure accounts. Notwithstanding these improvements, the staff and authorities agree that the representativeness of national accounts remains hampered by the lack of coverage of remote national areas and of many largely informal transactions.
As of February 2000, a new consumer price index for Maputo, based on weights revised on the basis of the 1996 household survey results, was implemented. However, the concentration of the weights on a few basic food staples with relatively volatile prices makes the consumer price index (CPI) prone to significant swings. A preliminary national index obtained by integrating the indices for Maputo, Beira, and Nampula is under preparation.
There are very little sectoral labor market and employment data, and, where available, they have limited national coverage.
Although improvements in the Bank of Mozambique’s accounting practices have contributed to better-quality accounting information, fully consistent monetary statistics have remained elusive because of significant discrepancies in cross balances between commercial banks and the Bank of Mozambique. Moreover, the “other items, net” categories in the Bank of Mozambique’s accounts remain large and subject to significant monthly fluctuations.
Currently, the Bank of Mozambique publishes the monetary data on a regular basis in its quarterly statistical bulletin and uses a unified reporting system to submit data to the Fund (both AFR and STA) in an electronic format agreed with both departments. However, the data suffer from continuous revisions due to faulty commercial banks balance sheet data, and statistical adjustments are still made to obtain international reserves data. In addition, the modified plan of accounts for the commercial banks, implemented in January 2001, lacks the degree of detail needed for the complete sectorization of the analytical accounts for the depository corporations, as recommended by the IMF’s Monetary and Financial Statistics Manual.
The absence of firm data on foreign aid flows and their uses is one of the main data problems hampering the accuracy and reliability of the balance of payments, fiscal, and national accounts statistics. The major difficulty lies in tracking disbursements made outside the domestic financial system, which is exacerbated by the weakness of customs records. In response to this situation, AFR missions have worked with the authorities and donors to set up reporting templates for periodic updates of each donor assistance disbursement. Further progress would entail the institutionalization of this procedure under a national statistical agency.
The lack of information on external assistance undermines the accuracy and reliability of fiscal data because the foreign-financed portion of project execution is estimated on the basis of domestically financed execution data and its assumed proportion to total financing. Similarly, the monitoring of counterpart funds generation and collection is also weak. Moreover, the lack of reporting on the uses of foreign assistance prevents an accurate functional classification of donor-financed outlays. In 2001, a new classification of fiscal accounts was introduced, and, starting with the 2002 budget, the reporting of expenditure execution by functional category is expected to improve.
However, there remains much to be done on the statistical consolidation of government operations. At present, there is little reporting on accounts of government agencies, such as the Social Security Institute (INSS), and none for local and regional governments. In May 2000, the authorities started publishing quarterly budget execution reports. This action constituted an important step toward improving fiscal transparency and accountability and allowed the monitoring of poverty reduction strategy paper (PRSP) related expenditures, including those financed by HIPC Initiative debt relief, to be started. Mozambique does not report data for publication in the Government Finance Statistics Yearbook or International Financial Statistics.
The quality of the external accounts has been hampered by the weakness of key data sources, the absence of firm foreign aid statistics, a large informal sector operating in foreign currency, and problems with the definition of residency under the Exchange Law and Regulations. Efforts to improve the situation have been undermined by a lack of funding, coordination, and clear division of responsibilities among the government agencies involved in the production of these statistics (the Bank of Mozambique, the National Statistics Institute, the Ministry of Planning and Finance, and the Ministry of Industry, Commerce, and Tourism).
In response to this situation, STA in 2001 fielded a resident expert at the central bank to take stock of current practices and advise on improvements. The objective is to bring Mozambique’s balance of payments statistics in line with the fifth edition of the Balance of Payments Manual through a concerted plan of action, including improved reporting practices through existing data systems, a greater use of survey data and computer technologies, additional technical support, and the commitment of additional financial and human resources by the authorities. The advisor completed the first term of this assignment and is expected to return in 2002, for the second term, to check on progress and reassess areas of further need.
Mozambique has begun an exercise to complete the reserves template. The results of the preliminary exercise indicate that Mozambique reports gross international reserves data with the required periodicity and timeliness. It reports that only the category of outflows of principal and interest is relevant with regard to the template section on “foreign currency loans, securities, and deposits,” and that it has no contingent short-term net drains on foreign currency assets. With regard to outflows of principal and interest, data do not meet template requirements.
With the advent of its Poverty Reduction and Growth Facility (PRGF) supported program, Mozambique has made a concerted effort to generate representative and timely social indicators. Accordingly, the INE started in 2000 to publish selected social indicators on the basis of its surveys; however, the coverage and frequency of such information remain insufficient to fully monitor social conditions in time for a decisive policy response.
(As of April 30, 2002)
1/ D=Daily; W=weekly; M=monthly; Q-quarterly; V=collected during mission.
2/ A=Direct reporting by central bank or relevant ministry.
3/ C=cable or fax; V=staff visit.
4/ C=unrestricted use; D=embargoed for a period of time.
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1/ Based on World Bank, World Development Indicators, 2002, unless otherwise indicated.
2/ National Poverty Assessment, 1997 (published 1998).
3/ Data for most recent year available.
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On June 17, 2002, the Executive Board of the International Monetary Fund (IMF) concluded the Article IV consultation with Mozambique.1
Economic activity has recovered strongly from the devastating floods that reduced growth in 2000 to less than 2 percent. Aided by a rebound in agricultural output, post flood reconstruction activity, and the first full year of production by the MOZAL aluminum smelter, growth reached almost 14 percent in 2001, bringing average growth for the last two years close to the annual average of 8½ percent recorded in the second half of the 1990s. Near-term prospects point to a continuation of this pace of growth in 2002, fueled by further large-scale private foreign investment.
However, inflation, which had subsided in early 2001 to less than 1 percent, rose to 22 percent at year’s end, reflecting an overly expansionary monetary stance that went hand in hand with a depreciation of the metical. The central bank responded by tightening monetary policy from mid-2001 through higher reserve requirements, interest rates, and sales of foreign exchange and government bonds. This tightening of liquidity enabled the 12-month rate of broad money growth to decline from 45 percent in September 2001 to 30 percent in March 2002 and the metical to remain stable since October 2001. As a result, cumulative inflation in the first five months of 2002 was less than 1 percent.
The fiscal outturn for 2001 was stronger than programmed. Revenues were ½ of one percent GDP higher than programmed and the primary fiscal deficit was correspondingly lower than programmed. The government incurred significant outlays (2.3 percent of GDP) on bank restructuring, which were financed mostly by issuing bonds to the banks concerned.
External developments in 2001 were more favorable than envisaged under the program. The current account deficit (including grants) narrowed in 2001 to under 11 percent of GDP as MOZAL’s aluminum exports contributed to a further narrowing of the trade deficit, which has been more than halved since 1999. Aided by this strong performance, net international reserves were increased by US$7 million despite a shortfall of US$120 million in external assistance.
Problems with two of Mozambique’s largest banks were the focus of policy discussions. Accordingly, one of the banks (Banco Austral) was sold to a reputable international bank; the other (Banco Internacional de Moçambique) was recapitalized by the current shareholders. Steps have been taken to strengthen banking supervision and establish accountability for losses in the banking sector.
Important progress was made in key fiscal reforms with the passage of a new public financial management law and parliamentary consideration of a new income tax law. Despite further delays in developing a strategic plan for the justice system, a draft was circulated in February 2002, and detailed plans for the four branches of the system are expected to be finalized during the year.
Directors welcomed the strong recovery of economic activity in 2001 from the devastating effects of the floods in the previous year, and the good prospects for continued rapid growth in the period ahead. Directors commended the authorities for continuing their impressive record of broad-based reform, which formed an essential backdrop for the recent inflows of foreign direct investment and Mozambique’s strong growth performance. They observed that the Mozambican economy is now reaping the rewards of sustained implementation of sound policies, in terms of macroeconomic performance and a strengthened institutional framework. They expressed concern about the impact of drought, and welcomed the authorities’ action to address emerging localized food shortages.
Directors noted that inflation had abated in recent months, following its acceleration in 2001. They urged the authorities to persevere with the recent tighter stance of monetary policies to ensure that the inflation rate returns to single digits in 2002. Improved monetary control would require closer coordination of fiscal and monetary policies, Directors noted, and in this regard they recommended that the pace of foreign exchange sales by the central bank be consistent with externally financed budgetary spending and the international reserves target.
Directors agreed with the emphasis placed on fiscal adjustment over the medium term to support external and fiscal sustainability while safeguarding priority spending. They welcomed the authorities’ efforts to strengthen tax collection and improve public expenditure management. They noted that further progress in both of these areas will be fundamental to safeguard expenditures in support of Mozambique’s poverty reduction strategy (PARPA) and to reduce the current high levels of aid dependence. Directors stressed the importance of ensuring that the new income tax law enters fully into force at the beginning of 2003, and that it would be prudent to delay any reduction in tax rates under the new law until the desired increase in collections had been firmly established. Directors welcomed the passage of the new financial management law, which establishes the basis for greater transparency, efficiency and accountability in the budgetary process in line with key recommendations of the fiscal transparency ROSC completed last year. The challenge now is to follow through on these legislative changes and put in place improvements in public expenditure management. In this regard, Directors urged the authorities to implement the action plan developed by a recent technical assistance mission from the Fund’s Fiscal Affairs Department. At the same time, Directors pointed out the importance of an appropriate sequencing of key reforms—including the need to define more clearly the role of government and hence the size of the civil service before embarking on a salary reform.
Directors expressed disappointment about the delay in finalizing the integrated reform plan for the judicial system. While recognizing the complexity of such a project, they considered it indispensable to the government’s long-term growth strategy and strongly urged the authorities to complete the plan without further delay.
Directors commended the authorities for the successful sale of Banco Austral, despite some delays relative to the authorities’ own tight timetable. Nevertheless, the emergence of a capital shortfall in the largest bank, BIM, underscored the need for further actions to strengthen the financial system. They therefore urged the authorities to send a strong signal of the need for greater discipline in the financial system by pushing ahead with rigorous and transparent loan recovery and strengthening accountability for the problems in the banking sector. Directors also stressed the importance of enhancing banking supervision and strongly supported the government’s stated objective of ending all government participation in commercial banks. Directors supported the government’s request to participate at an early date in the Financial Sector Assessment Program. They also commended the recent approval of anti-money laundering legislation.
Directors were encouraged that Mozambique remained well placed to maintain external debt sustainability despite adverse developments in the world economy since reaching its completion point under the enhanced HIPC Initiative. They noted, though, that there remained significant risks over the medium term, and suggested that the projections embodied in the authorities’ poverty reduction strategy be updated to incorporate more fully the macroeconomic implications of HIV/AIDS. Directors observed that a key challenge is to muster domestic resources and to achieve broad-based economic growth, thus maximizing the impact on employment and poverty impact. In this regard, they encouraged the authorities to give priority to creating an environment favorable for the development of medium and small-size business enterprises, and to include more detailed plans in this area in the next revision of the PARPA.
Directors agreed that the current flexible exchange rate regime has served Mozambique well and that high levels of external assistance had not so far resulted in a sustained real appreciation of the metical or other symptoms of aid-induced Dutch disease, as underscored by strong export growth. While competitiveness had not been compromised, Directors stressed the need to closely monitor aid inflows. They commended the authorities for maintaining a liberal trade regime, and welcomed their intention to reduce the top tariff rate in 2003, and to accept the obligations of Article VIII, Sections 2, 3 and 4.
Directors noted that Mozambique had made progress in completing bilateral agreements with Paris Club creditors. They also stressed the importance of strengthening debt management capacity, to ensure that obligations remaining after HIPC and other debt relief are serviced in a timely manner and that new borrowing remains within the country’s payments capacity. Directors were concerned about the difficulty in reaching agreement with official non-Paris Club and commercial creditors, and urged these creditors to play their full part in debt relief for Mozambique. Some Directors also endorsed the suggestion that an escrow account could be established, into which estimated payments for these creditors would be set aside.
Directors noted that Mozambique’s data are adequate for surveillance purposes, but weaknesses were still evident, especially in national accounts and balance of payments statistics. Thus, Directors welcomed Mozambique’s participation in a data ROSC during 2002.
Public Information Notices (PINs) are issued, (i) at the request of a member country, following the conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the public. This action is intended to strengthen IMF surveillance over the economic policies of member countries by increasing the transparency of the IMF’s assessment of these policies; and (ii) following policy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2002 Article IV Consultation with Mozambique is also available.
Table 1. Mozambique: Selected Economic and Financial Indicators, 1999–2002
1/ A minus sign indicates depreciation.
2/ Public and publicly guaranteed, in percent of the three-year average of exports. The data for 1999–2000 include the impact of total debt relief granted under the original HIPC Initiative. Data for 2001–02 include the impact of total debt relief under the enhanced HIPC initiative, additional bilateral assistance, and new borrowing.
News Brief No. 02/48 | International Monetary Fund |
The Executive Board of the International Monetary Fund (IMF) today completed the fourth review of Mozambique’s performance under an economic program supported by a Poverty Reduction and Growth (PRGF) arrangement and approved the disbursement of SDR 8.4 million (about US$11 million).
Mozambique’s economic program was originally supported by a three-year arrangement under the Enhanced Structural Adjustment Facility (ESAF) approved on June 28, 1999 (see Press Release 99/25), for SDR 58.8 million (about US$76 million). In March 2000, the commitment under the arrangement was increased to SDR 87.2 million (about US$113 million). So far, Mozambique has drawn SDR 62.00 million (about US$80 million) under the arrangement.
The PRGF, which is the IMF’s concessional facility for low-income countries, is the successor arrangement to the ESAF. It is intended that PRGF-supported programs will in time all be based, as is the case of Mozambique, on country-owned poverty reduction strategies adopted in a participatory process involving civil society and development partners, and articulated in a Poverty Reduction Strategy Paper (PRSP). This is intended to ensure that PRGF-supported programs are consistent with a comprehensive framework for macroeconomic, structural, and social policies to foster growth and reduce poverty.
PRGF loans carry an annual interest rate of 0.5 percent, and are repayable over 10 years with a 5 ½-year grace period on principal payments.
After the Executive Board’s discussion of Mozambique, Shigemitsu Sugisaki, Deputy Managing Director, and Acting Chairman, stated:
“Following the devastating effects of the floods in 2000, Mozambique has resumed the rapid rates of economic growth that are essential to the sustained implementation of the country’s ambitious poverty reduction strategy. Performance under the PRGF-supported program for 2001 extended Mozambique’s successful track record of financial stabilization and structural reform over the last decade. All of the program’s end-2001 quantitative and structural targets were met except for the benchmark on reserve money.
“The sharp increase in inflation in 2001 has been a cause for concern. However, the subsequent tightening of monetary policy initiated in mid-2001 has reinforced the normal easing in prices in the opening months of the year, and inflationary pressures have declined considerably. The government’s program appropriately calls for continued monetary restraint aimed at bringing the inflation rate down to single digits during 2002. At the same time, fiscal policy is suitably geared to meeting priority spending consistent with the government poverty reduction strategy, while lowering the primary fiscal deficit and avoiding recourse to domestic borrowing.
“The authorities have also faced difficult challenges in the banking system, including capital shortfalls in two of Mozambique’s largest banks. Steps taken to resolve these difficulties, including the sale of one of these banks, have been complex and costly. The government is committed to a rigorous and transparent process to recover nonperforming loans and to strengthening accountability for these problems. At the same time, in an effort to avoid the recurrence of these problems, the government’s program includes tightening of banking regulations and strengthening of banking supervision.
“The macroeconomic framework set out in Mozambique’s poverty reduction strategy paper (PARPA) appropriately calls for fiscal adjustment over the medium term to safeguard fiscal and external sustainability while reducing the country’s current high dependence on external aid. This will require concerted efforts to mobilize domestic resources and enhance the efficiency of government spending. In line with these objectives, the government’s structural reform program in 2002 focuses on the implementation of a new income tax law and of the new public financial management law, which aims at improving public expenditure management.
“Despite adverse developments in the world economy since Mozambique reached its completion point under the enhanced HIPC Initiative, there has been no deterioration in debt indicators. The country appears well placed to maintain external sustainability,” Mr. Sugisaki said.
My Mozambican authorities are grateful to the Fund for its positive cooperation and effective support and to the staff for their very constructive role during the numerous dialogues with the authorities, both of which have been invaluable for Mozambique’s long-lasting adjustment and reform process, initiated in the second half of the 1980s. My authorities are also appreciative of the steady and multi-faceted assistance provided by their development partners over the years, which has greatly facilitated the materialization of the ambitious targets set under successive programs. The staff report provides a candid and balanced assessment of recent economic developments and my authorities generally concur with the thrust of policy recommendations and view the report to be a useful contribution to the current policy formulation.
The report sets out in clear terms the considerable progress that my Mozambican authorities have made in implementing sound economic and financial policies. The economy is now reaping the rewards of these policies in terms of macroeconomic stability and strengthened institutional framework. These conditions were essential for laying the foundations for a sustainable and higher level of growth of the economy and reduction of wide-spread poverty. Determined steps taken to deregulate the economy, that included the liberalization of the trade and exchange regime, the reform of the financial sector, and the aggressive program of privatization of public enterprises, were fundamental in enhancing the overall efficiency and competitiveness of the Mozambican economy and in creating an enabling environment for increased private sector participation. The rising inflow of foreign direct investment is a testimony of the growing confidence in the economy.
Despite the impressive growth performance during most of the 1990s decade, at an annual average rate of 5.7 percent, sustaining such rapid economic growth and ensuring better living standards for the entire population is an immense challenge facing my authorities. In this regard, while the megaprojects have an important role to play in this process, the major test will lie on the ability to attract flow of resources to small and medium scale labor-intensive productive activities, which will assist in guaranteeing a more balanced growth of the economy while at the same time expanding the prospects for creating employment opportunities. In this connection, my authorities are fully cognizant of the need to boost national savings not only to stimulate domestic investment but also to reduce foreign aid dependency.
The evolving resilience of the economy is attested by the manner in which the country has swiftly recovered from the devastating effects of the 2000 floods that has beset Mozambique. Economic activity recovered strongly in 2001, when GDP growth reached almost 14 percent, over 4 percentage points above the program expectations, mainly on account of buoyant agricultural production and construction activity and to which the first full year of production of the aluminum smelter megaproject made also an important contribution. The fiscal outcome turned out to be much stronger than programmed, with the domestic primary deficit being 2.4 percentage points lower than projected, as a result of better than expected performance in revenue collection and a sharp reduction, predominantly, in capital spending due to a shortfall in external financing. Delays in the disbursement of pledged external budget assistance have prompted the authorities to rely on further restrictions on the wage bill and spending on goods and services. The external current account deficit has also narrowed significantly, compared to both the program target and the outturn in 2000. The international reserves position was further strengthened. Building on past achievements on structural reforms, additional actions were taken during 2001, particularly in the area of fiscal reforms.
In the pursuit of the goals clearly set in their poverty reduction strategy paper, PARPA, my authorities have continued to attach special attention to the implementation of a wide range of social policies aimed essentially at increasing investment in human capital and social and economic infrastructure. Improvements in tracking of public expenditures have been important in enhancing the quality of social sector spending.
Conversely, progress was less reassuring in relation to price developments, where performance has fallen short of expectations, with inflation reaching nearly 22 percent by end-2001 and reversing past gains. Some difficulties also emerged in the financial sector related to the recapitalization of the two largest commercial banks, Banco International de Mocambique (BIM) and Banco Austral (BA). The government has provided the necessary support to these banks, for augmenting their capital base. One of the banks, the Banco Austral, was successfully reprivatized in 2001, after the last minute refusal by its private shareholder to participate in its recapitalization. In the course of the year, it also became apparent that the recapitalization of another bank, Banco Comercial de Mocambique effected in 2000, was insufficient and the issue will be addressed in the context of the 2002 budget.
As a result of these generally very positive developments, Mozambique has exceeded by comfortable margins all quantitative performance criteria and observed all structural benchmarks for end-September and end-December 2001, with the exception of the benchmark on reserve money.
To sustain the gains achieved so far, the medium-term strategy, as outlined in the PARPA, aims essentially at maintaining a stable macroeconomic environment supportive of sustainable high levels of growth that benefit all segments of the population, particularly those most affected by abject poverty. It also aims at giving continuity to the structural reforms to further strengthen the functioning of market mechanisms and boost private sector activity. The authorities are fully aware of the importance of fostering progress to place the public finances on a sustainable path. To this end, special emphasis will continue to be devoted to strengthening domestic resource mobilization and enhancing the efficiency of spending while meeting the expenditure priorities related to poverty-reduction programs. In support of these objectives the medium-term strategy envisages a continuation of rapid growth at an average of 8 percent through 2010. Inflation is expected to be contained within a range of 5 to 7 percent. The projected reduction in the primary fiscal deficit (excluding bank restructuring costs) from 5.6 percent in 2001 to 2.5 percent in 2005 is regarded as necessary to reduce reliance on foreign assistance. The planned improvements in domestic savings will also assist in narrowing the external current account deficit to 11 percent of GDP by 2005, from 23.6 percent in 2001. While no significant changes are anticipated in this strategy, some adjustments to the macroeconomic framework are expected to occur once the full impact of the HIV/AIDS as well as of the postponement of a megaproject, are incorporated in the PARPA projections.
The policies envisaged in the program for 2002 have been formulated in line with the government’s poverty reduction strategy described in the PARPA, which was endorsed by the Boards of the Fund and the World Bank in September of 2001. Like other countries in Southern Africa, Mozambique has been facing both the social and economic adverse effects of the severe drought that is afflicting the region. While the full assessment of the impact of this natural disaster is being carried out, the authorities have decided to adopt a less ambitious approach than would have been the case, in setting the key macroeconomic goals for 2002. The economy is projected to still grow at a robust pace of 9 percent against the 12 percent initially estimated and the 12-month inflation rate is projected to be reduced back down to 8 percent.
As fiscal consolidation will remain one of the major challenges facing economic policy in the medium-term, the authorities’ intention is to continue to guide their fiscal policy to progressively reducing fiscal imbalances. To this end, a further reduction in the domestic primary deficit (excluding the bank restructuring costs) to 3.4 percent of GDP is envisaged for 2002, followed by additional declines in subsequent years. The authorities realize the importance of increased revenue mobilization efforts and they intend to explore additional feasible avenues that would assist in the materialization of this objective. They are ready to consider the staff’s suggestion to increase the petroleum excise tax, but would first like to ascertain its impact on poverty, especially on the prices of some transportation means used by a large majority of the people, which could further erode their already meager income. Accordingly, this issue has been made the subject of a poverty and social impact assessment, which is currently being conducted. The authorities will continue with the policy of improved monitoring and controlling public spending. Resources will also continue to be channeled with priority towards social programs with direct impact on poverty alleviation envisaged in the PARPA. The fact that the wage bill will be contained to its budgeted amount despite the higher-than expected inflation and an increase of 22 percent in the minimum wage that resulted from the tri-partite negotiations in May 2002, corroborates the authorities’ determination to maintain a tight lid on other expenditures. The authorities also intend to maintain the momentum of the tax reform initiated under previous programs, through the implementation of the new income tax law. With a view to improve transparency and accountability of the budgetary process important reforms were introduced in public expenditure management. A plan is being designed to introduce reforms in the public sector aimed at improving its effectiveness.
The measures in the fiscal area are to be complemented by keeping a tight rein on monetary expansion so as to be consistent with the projected decline in inflation. The growth of broad money is expected to slow down to 19 percent from about 30 percent in 2001. As a result of the substantive tightening of the monetary stance adopted in mid-2001 and continued into 2002, inflationary pressures are showing signs of subsiding. According to the latest developments, inflation has been kept in line as envisaged in the program, during the first five months of 2002. In May, the accumulated inflation was of 0.9 percent, while the 12-month inflation stood at 19.5 percent. These positive developments were made possible among other factors, by the significant slow down in monetary expansion and greater stability in the exchange rate against the US dollar. In addition, the central bank will continue to work closely with the treasury to improve the coordination between the monetary and fiscal policies and linking government spending to foreign exchange sales, which will assist to better control liquidity management and hence inflationary pressures.
My authorities were particularly concerned with the problems that recently emerged in the banking system. As a result, the monetary authorities are paying particular attention to strengthening the role of banking supervision, improving regulations, and tightening enforcement. These include measures to strictly enforce the observance of capital adequacy ratios, mandatory adherence to International Accounting Standards, and strict regulations on connected lending. Measures are also being taken to reinforce the capabilities of the supervision department through recruitment of new staff, training of the existing ones, and installation of a new information system. Recognizing the value of the Financial Sector Assessment Program, the authorities have already requested to participate in it and hope to be able to benefit from an FSAP soon.
Having reached the completion point under the enhanced HIPC Initiative, the authorities are keenly interested in further strengthening their debt management capacity. To this end, they have requested the assistance of foreign consultants who on the basis of the existing capability in managing the debt will be formulating a post-HIPC debt strategy to be proposed to the authorities. In moving in this direction, it is important to my authorities to see some progress being made towards the resolution of the outstanding debt to non-Paris Club creditors. However, despite the authorities’ continuous efforts to persuade these creditors to accord HIPC comparable terms in rescheduling the debt, apart from a few exceptions, there has been no progress. With no positive prospects in view to rapidly resolve these pending issues, the authorities do not see much merit in maintaining an escrow account as suggested by the staff.
Despite the very extensive period of time in which the economy has gone through a process of adjustment and reform, my authorities continue to believe that only through the pursuit of sound policies and reforms will the real potential of the Mozambican economy be able to be unleashed for the benefit of its people. In this effort, they hope to be able to count on the support of their development partners and the BWIs.
We are pleased to advise that my authorities, as has been the case in the past, have acceded to the publication of the staff report.
1 The staff team consisted of Mr. Andrews (Head), Messrs. Lopes and Engelke (both AFR), Mr. Manoel (FAD), Ms. Aylward (PDR), and Mr. Schwidrowski (Resident Representative). The mission collaborated closely with World Bank staff, including financial sector experts and an overlapping technical assistance mission from FAD (headed by Mr. Manoel), to advise on the implementation of reforms in public expenditure management. Ms. Patel, Advisor to the Executive Director for Mozambique, participated in the discussions.
2 Republic of Mozambique—Staff Report for the 2000 Article IV Consultation and Second Review Under the Poverty Reduction and Growth Facility (EBS/00/62; 3/30/00) and Republic of Mozambique—Enhanced Initiative for Heavily Indebted Poor Countries—Completion Point Document (EBS/01/156; 9/6/01).
3 Mozambique—Joint Staff Assessment of the Poverty Reduction Strategy Paper (EBD/01/73; 8/29/01).
4 For example, the ratio of the NPV of debt to exports for 2002 appearing in the completion point document was 115 percent, while, based on current data, it is 114 percent. For 2010, the relevant ratios of the NPV of debt to exports are 56 percent (completion point) versus 55 percent (current data), and this ratio is lower when additional bilateral debt relief beyond the HIPC Initiative is considered.
5 Another member country that has passed its enhanced HIPC Initiative completion point, Tanzania, intends to establish such an escrow account (see "Tanzania—Fourth Review Under the Three-Year Arrangement Under the Poverty Reduction and Growth Facility and Request for Waiver of Performance Criterion," EBS/02/56; 3/29/02).
6 The Bank of Mozambique publishes a representative exchange rate that is an average of all licensed operations (commercial banks and exchange bureaus). This rate has stayed within 2 percent of the official rate at which the BM transacts in the interbank market, although sporadically a somewhat larger margin arises between the representative rate and the rate on cash transactions, or “parallel market rate,” as designated by the BM.
7 Mozambique is subject to the transitional procedures governing safeguards assessments (Box 6).
8 The authorities intend this report to constitute also the first annual poverty reduction strategy paper (PRSP) progress report.
1 Under Article IV of the IMF’s Articles of Agreement, the IMF holds bilateral discussions with members, usually every year. A staff team visits the country, collects economic and financial information, and discusses with officials the country’s economic developments and policies. On return to headquarters, the staff prepares a report, which forms the basis for discussion by the Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of Executive Directors, and this summary is transmitted to the country’s authorities.