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STABILIZATION AND STRUCTURAL
ADJUSTMENT IN MOZAMBIQUE:
AN APPRAISAL

by
Channing Arnat

1. Introduction

Economic and socid policy in Mozambique has undergone a sequence of truly remarkable changes
during the past 25 years. Emerging out of coloniaism in 1974, the newly independent country initidly
opted for a command-type economic system inspired by Marxism. It was soon recognised that this
approach would not be successful. However, attempts a economic reform could not withstand the
vicious war and destruction fuelled by aracist South Africa Economic collgpse became inevitable in
1986, and a st of market-oriented policies was formulated under the auspices of the IMF and the World
Bank. Only limited progress was realised before peace was agreed on in 1992. Peace was accompanied
in October of 1994 by free and democratic dections, in which the leader of the former Frelimo liberation
movement, Joaguim Chissano, was elected President. Frelimo al so retained government control, while
the former rebd movement, Renamo, became the main opposition party. A new political scene was s,
and attempts at reinvigorating economic reforms within the framework of the liberdigtic inspired
Economic and Socia Rehabilitation Programme (ESRP) wereinitiated.

The trangtion to democracy in Mozambique was precipitated by fundamentd changes in the
internationa political environment. The collgpse of the Eastern European and South-African political
systems removed many of the external economic and political forces that kept looming behind the
devastating internd gtrife of Mozambique during the 1980s. Nonethel ess, the development challenges
in the early 1990s and the structural deformation of the economy remained overwhelming, rooted as
they arein (i) Portuguese coloniad domination from the late 19th century, (ii) a decade long military
struggle leading up to independence in 1975, (iii) ingpt economic policies pursued by Freimo in the
immediate post-independence years, and (iv) the vicious guerillawar staged by Renamo with South
African backing from 1980 until cease firein 1992. Mozambique has now been trying to come to grips
with these chdlenges for more than adecade. Thus it is most pertinent to try to distill the policy lessons
leerned from the post-1992 period where peace and relative politica stability have been characteristic.
Have the reforms implemented so far led to desired results in terms of stabilising and adjusting one of
the poorest countries in the world, and has a sound foundation for future growth and stability been
established? Answering questions such as these is by no means easy due to awhole gamut of reasons.
Neverthdess, peace and the avalability of new data have certainly made the task more manageable and
meaningful than in the past.

The analyss of the Mozambican reform process in this article will draw on a new set of nationa
accounts, put together by the National Ingtitute of Statistics (N1S). The NIS data set coversthe period
1991-96, and preliminary aggregate figures are available for 1997. The new data have been compiled
in accordance with the UN standards for national accounting, and they are widely believed to be of
higher qudity than the officid st of nationd accounts, published by the National Directorate of Planning
(NDP). Since the implications of the two sets of national accounts diverge, the current analysis will
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provide new indghtsinto the adjustment processin Mozambique. Given the importance of the historical
heritage in understanding present chalenges, Section 2 provides an outline of the path to economic
collapse as well as basic palitica, economic and socid background. Thisisfollowed in Section 3by a
detailed review of the reform efforts from 1987 onwards, whereas the macroeconomic trends, which
emerge from available data sources, are studied in Section 4. Section 5 contains an overal analysis of
the stabilization and structurd adjustment experience and Section 6 concludes.

2. Higtorical setting

The early colonid economic system in Mozambique was, besides trade in gold with present-day
Zimbabwe, based on the so-cdled prazo system under which Portuguese settlers were granted land as
wel as absolute power and authority over loca people. Many prazos were abandoned before 1700 as
indigenous res ance towards the Portuguese pushed the colonidists out of rurd aress. Y, therisein
davetrade followed soon after, and avariety of policies to ensure an ample supply of chegp labour were
put in place once davery was officidly abolished around 1850. Forced labour and taxes, which could
only be settled in cash, were ingtitutionalised, and this left rurd populations with little dternative, but to
try to increase their production of marketed crops such as cashew and cotton or work as wage labour
on plantations or in mgor investment programmes in Mozambique or the minesin South Africa

Portuguese colonisation intensified at the end of the 19th century, but Portuga did not have sufficient
capital and power to enforce the occupation. This became possible instead through the investment of
foreign capitd by avariety of British, Rhodesian and South African companies. These companies were
given extensive concessions and adminigtrative rights. Thus, by 1917 - when the occupation was
complete - Mozambique was to a large extent run by foreign capital. In pardld with the more
dominating role of foreign capitd, the physica infrastructure became highly skewed towards the needs
of neighbouring countries. Due to Mozambique' s unique geographica location, roads and railways
were geared towards the provison of trangt services, from which large rents were generated. Little
attention was given to intracountry logistical needs. The result was a dgnificant lack of
interconnections between the regions of Mozambique a the end of the colonid period. Basic
communications were at the time either lacking or - asin the case of the mainrail lines - running east-
west, from ports on the coastline to South Africa, Rhodesiaand Maawi.

Even by the standards of colonid adminigtration in Africa, there was little investment in socia
infrastructure in Mozambique, and even jobs requiring only minima skills were restricted for European
settlers. In other words, the economy catered to the needs of the Portuguese, who assumed
responsibility for abroad range of functions. Loca human capita accumulation was extremely limited
with the result that black Mozambican literacy remained under 10 percent (Green, 1991). Though
secondary and technical education grew after 1960, and anew university with room for 1,500 students
was established, these ingtitutions amost exclusively served the settler community. Accordingly, a the
time of independence the number of Mozambicans with university training amounted to only
approximately 40 (FAO, 1982).

Thelagt 15 years of colonia rule were characterised by (i) the struggle for independence from 1962, (i)
agradud removad of racidly discriminating legidation such as the labour laws, (iii) acontinued inflow
of Portuguese sitlers and (iv) anincrease in foreign invesments. In particular, Portuga wasfor the first
time making available substantid financia resources. This benefited especialy industries such asfood



processing, textiles and mechinery and equipment, oriented towards the domestic settler community. In
pardld with this colonid investment strategy, the focus in the composition of imports shifted from
consumption to cgpitd goods. Thus, this period was characterised by capital accumulation and growth.
Nevertheless, the basic contours of the coloniad economic system remained in place. The dependence
on imports for investment and consumption purposes continued unabated, and agricultura exports,
migrant worker remittances, and trangt and tourist services were critica for foreign exchange earnings.
Moreover, the Portuguese colonid rule left alegacy of widespread administrative controls, combined
with the phenomend reliance on Portuguese human capital.

During the 1974-75 trangition and the first year of independence, some 90 percent of the Portuguese
settlers or an estimated 200,000 people left Mozambique. This left the country with a deserted and
damaged capital stock and a nation with a serioudy depleted human capacity in terms of skilled and
semi-skilled workers as well as experienced professionas and adminigtrators. It isillustrative that the
agricultural marketing network literdly collgpsed within ameaiter of months after the Portuguese exodus.
Therurd population suddenly found themsalves without access to even rudimentary networks for the
distribution of goods and marketing of output. At the same time, externa service and tourist receipts
began dropping dramaticaly, and South Africatook steps to cut back the number of migrant labourers,
and divert trangt cargo esewhere. Further potentid revenue from transit services was lost due to the
application of the United Nations Resolution on Sanctions against Southern Rhodesia and Support to
the Patriotic Front.

Government intervention in agriculturd pricing and marketing was well established before Mozambique
obtained independence. The colonia Portuguese government set producer and consumer prices as well
asmarketing marginsfor an exhaugtive lig of agricultural products. In the 1960s, a marketing board for
cereals was created. The focus on centralized decison making, which underpinned the agricultura
pricing and marketing system of pre-independence Mozambique, was clearly in line with the ideologica
preferences of the new government. The continuing centralized marketing system was, subsequently,
put under control of the state marketing enterprise, Agricom. Following independence, the rationae of
the new government for Sate intervention was, neverthdess, different, as policy actions were in generd
conceived within the framework of a centraly planned economy. Hence, dl land, banks, schools and
medicd sarviceswere ndtiondized, and administrators were appointed by the state to run the more than
2,000 abandoned commercid farms and industrial companies.

The dedrefor strong centrdization of decison making was reaffirmed by the Third Congress of Frelimo
in 1977. On the same occasion, focus was put squarely on therole of the state in savings, investment,
production and trade. The annua centra state plan, which contained detailed investment and output
targets, acquired the status of law. Meeting targets, set by the centra planning authorities, became
obligatory with little reference to costs and profits, and state control started permeating dmost all
commercia activities in the economy. Private companies remained in existence, but as smdl scade
entities, and they were subjected to strict regulation. Great hopes were attached to the new centralised
politicd system, and the Ten Year Perspective Plan launched in December of 1981 envisaged GDP
growth rates of no lessthan 17 percent per year over aten year period (Government of Mozambique,
1981). Y et, Mozambique lacked the necessary human and capital resources to achieve growth rates of
such magnitudes, and snceinvestments did not yield expected economic returns, a critica foreign debt
burden started accumulating. Moreover, the failure on the part of the government to provide adequate



support on a continuous basis for peasant devel opment gradually affected confidence of the population
in Frdimo.

The negative economic trends and the lack of support to the rura smallholder sector, was recognized
already in 1983 by the Fourth Congress of the Frelimo party. The one-eyed focus on dtate farms,
excessve cantrdization of decigon making and the management system’ srigidity and inability to adjust
quickly to changing needs were identified as main problems to be resolved. It was a so recognised that
planning as so far practised, based on aset of materid balances, had |ft the economic system extremely
vulnerable to exogenous shocks. Consequently, Frelimo committed itself to initiate a set of reforms,
including grester economic flexibility and decentrdisation and reliance on market forces. Renewed
emphasis was put on the importance of the peasant sector, private initiative was to be promoted in al
sectors of the economy, and reformswereindituted in labour legidation and in the regulation of foreign
investment. It was highlighted that Agricom, which purchased around 40 percent of the total amount
of crops marketed, should act as a buyer of last resort and not as a monopsonist in the procurement of
crops from peasant farmers. Moreover, nominal consumer and agricultura producer prices were raised
sgnificantly, and producer incentives came more into focus as an issue and overal objective.

However, due to the escaation of hodtilities in rural areas, the measures adopted to decentrdize
decision-making and strengthen the reliance on market forces were not effective. In the late 1970s
Mozambique had become a voca member of the group of frontline states, in oppostion to the
Rhodesian and South African governments. Consequently, Renamo was created with the support of the
white regime in Rhodesia, and after Zimbabwe gained independence in 1980, it was maintained with
support from South Africa. A politicad move by the Frelimo leader Samora Moises Machd to stop the
war by signing the Nkomati Accord in 1984, was to no aval. The unrest disrupted road
communications throughout the country. In addition, the agricultura marketing system, which had
started to regain momentum after theinitial exodus of the Portuguese, was serioudy affected. On top
of thediguptive internd drife, asaries of natural disasters, including in particular the droughts of 1982-
83 and 1983-84, occurred with devastating consequences for the economy. The find result was a
complete economic collgpse in 1986.

All ssctors of the economy were affected. Theindustrid sector had been unable to cope with the large
invesment projects initiated under the auispices of the Ten Y ear Perspective Plan due to issues such as
centrdized control of prices and digtribution, lack of foreign exchange, shortage of inputs, and irregular
power supplies. Theworld recesson in the early 1980simpacted aswell. Thus, industry operated at only
20-30 percent of capacity, and by 1986 industriad output had been reduced to less than hdf its 1981
level. A smilar downward trend could be observed for the agricultura sector, where the disruptive
effects of war and the series of natural disasters were the magjor causes behind the fall of more than 50
percent in officialy marketed production. In sum, GDPfdl & 6 percent per year in real termsfrom 1981-
86, and the accumulated per capita drop amounted to about 45 percent (Tarp, 1990 and World Bank,
1996). Internd and externa economic baances were close to impossible to manage, while repressed
inflation mounted due to a loss of monetary control. Generdized shortages were endemic, padld
markets grew rapidly, the exchange rate became grosdy overvalued and dependence on donors for
financid assgance and food ad reached excessive proportions. Hence, it was clear that drastic economic
reform messures were required, but even more pressing was the need for peace, as repeatedly stressed
by SamoraMachd, until his desth in a plane crash in South Africain 1986.



The severity of the Mozambican avil war isdear from UN esimates. More than one million people died
during the 1980s, while close to five million were displaced from rurd areas, out of atota population
of less than 15 million (UNICEF, 1989). Furthermore, a large part of the socia and economic
infrastructure was destroyed, including some 1,000 clinics and health posts as well as 3,000 schools.
No less than 400 teachers were killed. In addition, livestock populations were literaly decimated, and
the Livestock Directorate of the Ministry of Agriculture estimates that it will take decades before cattle
herdsre-attain levels existing in 1983 (Songane, 1996).

Despite ongoing civil war, alibera condtitution was adopted following discussions a the Fifth Congress
of Frelimo in 1990. With this step, Mozambique moved decisvely towards palitical plurdism and
democracy. The congtitution of 1990 provides for separation of the executive, legidative and judiciary
powers and manadates regular dections. Following the signing of the peace accord, the UN ingtalled its
third largest peace keeping operation ever. General eections were held in October 1994, and
Mozambiqueis currently nurturing a multi-party democracy, in which basic human rights are protected

by law.

3. Economic reform efforts

To counteract the economic collapse, the Government of Mozambique introduced in 1987 a
comprehensive Economic Rehabilitation Programme (ERP). Subsequently, the reform effort was
renamed Economic and Socid Rehabilitation Programme (ESRP) in 1989 to put focus on the socidl
dimension of the effort.* The stated intention of the programme was to lay the foundation for economic
growth through ashift to amore market based economy. The ESRP, as originaly concelved, wasfairly
standard in design. The diagnosis was of an economy which falled to maintain monetary control,
consumed beyond its means, focussed production excessively on non-traded goods, and relied on
ineffident and inflexible microeconomic sructures. The ESRP included a series of standard stabilisation
messures such as fisca adjustment, monetary restraint, and devauation of the exchangerate. In order
to enhance microeconomic efficiency and the capacity of the economy to withstand external shocks,
substantia price and trade liberdisation was pursued. Smilarly, ingtitutiona reforms of the financia
sector and a privatisation programme for state enterprises were included as key components of the
programme.

Congderable efforts at price liberdisation occurred in the three years following the initiation of the
reforms. While products with fixed prices accounted for about 70 percent of GDP in 1986, this
proportion hed, by 1989, fdlen to about 30 percent. Four years later, in July 1993, the government took
the substantia step of liberalising prices for mgor food products such as maize med, cooking oil, and
rice. Price liberadisation continued such that administered consumer prices were, in early 1996, limited
to whest flour, bread, rents, fudls, utilities, and certain transportation fares. By the end of 1996, these
few remaining controls hed either been removed or a system of regular updating had been put into place
usudly with reference to world prices (World Bank and Republic of Mozambique, 1996).

However, minimum producer prices for nine agricultural products, including white maize, beans,
groundnuts, sunflower, raw cashew nut, cotton, mafurra, paddy, and tobacco persisted into 1996 (World

'To keep the number of acronyms to a minimum, adjustment programmes ongoing since 1987 will be
referred to as the ESRP.



Bank, 1996). Particular concern was atached to the impacts of minimum prices on maize markets, even
though the minimum prices were not generdly enforced. Thus, there were reports of selective sanctions
againg traders purchasing a prices below minimum price levels (Moall, 1996). Since risk of sanction
mitigates againgt the development of private trading activities, the World Bank and other donors
continued to push for abolition of de jure minimum prices. Consequently, the government transformed
food crop minimum prices to indicative prices in 1997. In sum, domestic price liberaisation has been
carried very close to meeting the intentionsin the ESRP.

Trade liberdisation, including a move from a system of managed trade towards a liberd trade regime
with imports subject to ad-val orem tariffs, has been more gradual. Since 1987, quantitative restrictions
on imports and exports have been scrapped, the number and average leve of tariff rates substantialy
reduced, and licensng procedures smplified or rendered automatic. Accordingly, the import tariff
gructure, implemented in November 1996, contained only three rates: 2.5, 7.5, and 35 percent (Ministry
of Planning and Finance, 1996). Despite the smplified tariff rate structure, it ill implies sgnificant
effective protection for some agricultural processing industries. For example, the rate applied to wheat
is 2.5 percent while the rate gpplied to wheat flour is 35 percent. This implies that the effective
protection afforded to wheeat milling activities is quite high. Also an export redtrictions (taxes and
guotas) have been in place for raw cashew nuts in order to protect the domestic cashew processing
industry.

The areaof trade policy, which caused the gravest concerns was, however, customs adminigtration. In
1995, the Mgputo port authority reported that between 300 and 400 import containers had been sitting
at the port for more than 180 days, and the average dwell time in port was 114 days (Castro, 1995).
Avallable evidence, moreover, suggeststhat illicit means existed for traders to speed up the importing
process, not to mention avoiding import duties. The unsustainable Situation in Maputo port, has given
momentum to the ongoing efforts to reform the customs adminidtration. Thus, adminigtrative
responsibilities have now formally been contracted to a private UK-firm, Crown Agents, which began
operationsin mid-1997.

Asone of the key components of the ESRP, a comprehengive privatisation programme was initiated in
1989, and by September 1994, about 370 small and medium size enterprises had been privatised
(USAID, undated). Nevertheless, very dow progressin privatisng large firms meant that around two
thirds of total industria output was still accounted for by state owned firms? Starting in 1994, the
privatisation of large enterprises accelerated. By 1996, 32 large enterprises amouting to alarge part of
the existing stock had been privatised, while another 27 large enterprises were scheduled to be sold in
1997. Moreover, the performance of firms, once privatised, has been postive. A joint World
Bank/Government of Mozambique study found that, on average, large enterprises increased output by
amultiple of nearly four in the three year period following privatisation (World Bank and Republic of
Mozambique, 1997). Regarding the M ozambican raillways (CFM), earlier assstance programmes have
ensured that rehabilitation of the three port railway systems, al ravaged by war, has been completed.
Nevertheless, a decison has been made to ddlay privatisation in favour of a restructuring and
revitalisation programme.

2 A state owned firm is defined as a company with majority state ownership either through direct state
ownership or indirectly through majority ownership by other state owned enterprises.
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Another key component of the ESRP was the privatisation of the commercid financia sector. In 1989,
the banking system effectively consisted of two state owned banks, Banco de Mogambique (BM) and
Banco Popular de Desenvolvimento (BPD). Efforts to gain control over money creation meant that the
commercid banking functions of BM were separated out in 1992, by the creation of Banco Commercial
de Mogambique (BCM). Privatisation of BCM was contemplated shortly after, but audits of BCM
accounts for 1992-93 reveded “ substantia losses’, mainly due to soft loans to parastatals. Continued
poor performance of both BCM and BPD impaired the ability of BM to maintain monetary control, and
faced with the consequences of dow and partiad banking reform, the government made a decision in
March 1995 to proceed as quickly as passible with the privatisation of both financia ingtitutions (World
Bank, 1995). Subsequently, BCM was privatised in the summer of 1996, while privatisation of BPD
occurred in late 1997.

The agricultural marketing system is now to a large extent in private hands, and magor markets for
agriculturd output, particularly in the central region, appear to be active. Thus, circuits for treating
marketed agricultura production have been developing, while state involvement in purchase, storage,
and trangport of marketed surplus has been dedining, particularly in the southern and central parts of the
country. In 1994, the state marketing enterprise, Agricom entrusted with a broad mandate for
purchasing, storing, and transporting a wide array of agricultura products, was restructured and
renamed Indituto de Cereais de Mocambique (ICM). The reconstructed ingtitution was, subsequently,
given a mandate to act as a buyer of last resort, manage strategic stocks to ensure food security, and
contribute to the stabilisation of producer and consumer prices. Despite, the officia status, ICM has
effectivdy operated like a private organisation, Snce no budgetary alocations, working capita, or donor
support has been received (Coulter, 1996). Moreover, ICM is ill an important player in the
procurement of agricultural output, with a storage capacity of approximately 235,000 tons. Reports
indicate, among other things, that ICM has been successful in procuring some maize for export out of
the northern provinces (Miller, 1996). No future strategies regarding ICM have so far been outlined by
the government.

Since the cessation of hodtilities in 1992, the use of agriculturd production inputs has remained
rudimentary. It is difficult to determine whether the negligible use of purchased inputsis due to lack of
effective demand or limited supply. An examination of Semoc, the mgjor seed company of Mozambique,
provides some insight into the current state of input markets. As aformer state enterprise, Semoc was
privetised as part of the privatisation programme. Since 1994, the company had made substantid efforts
to develop aretail network, but the retracting of donor support for resettlement of displaced people,
meant that week sales failed to cover costs. The company survived by downsizing, generating revenue
through trading activities, and converting land previoudy alocated to seed production activities to
straight agricultural production. Semaoc projects the market for seed to grow dowly, and it envisages
that it will need to rely on other income sources for severd years before it can focus exclusively onits
core business of producing seed (Bay, 1996).

Inedequate transport infrastructure has been one of the magjor constraints to the development of trade,
particularly in the agriculture sector. While substantia infrastructure investments have resulted in a
distinctly improved primary and secondary road system, serious problems remain in transporting
agriculturd surplus from the farm gate to the roads. This difficulty is compounded by a war-induced
shortage of animd traction. After gpproximately one billion USD in investment, the fertile northern parts
of the country remain poorly integrated with the rest of the country, while distinct improvements have



been made in the southern regions. The extent of the road network improvementsin the south can be
meesured in part by adetailed sudy of maize market integration between Maputo and Chimoio (amgor
market on the Belra corridor). It suggeststhat sgnificant price linkages exist between these two markets
(Donovan, 1996).

The marketing system for cashew has been the focus of intense policy debate in recent years. After
having raised a ban on exportsin 1991, the government has, since 1993, set and abided by a schedule
for diminating the export tax on raw cashew by the year 2000. Previous lack of competition in export
markets and extreordinary inefficiency in domestic cashew processing permitted the domestic price for
the raw cashew nut to fall to 16 percent of the export price or about one third the level received by
farmersin neighbouring Tanzania (Castro, 1995). Recently, privatised cashew processors seem to have
redised efficiency gains. Accordingly, increased competition between processors and exporters, has
allowed producer prices to increase to 40 percent of the export pricein 1996.

Macro-economic reform effortsin Mozambique have over the past decade been at the core of the ESRP
programme. Nevertheless, despite stated intentions from the outset, fiscal adjustment has only recently
begun on any sgnificant scae. Effects of the ESRP are visble on the expenditure side. Initiatives to
raise government revenue collection include the recent privatisation of the customs administration and
the planned introduction of a value added tax (VAT). Overall, the key recommendation of the World
Bank’ sfirgt public expenditure review in 1989, to increase government revenues, has not so far been
achieved. The peragent inflows of substantial amounts of aid have therefore been essentid in financing
public expenditure. Efforts towards retrenchment of the government work force have not been
successful, but the so-called peace dividend did materidise. In combination with strict limits on wages
and salaries of civil servants, spending on public administration and defence has been reduced
ggnificantly.

Onthe monetary Side, the ESRP was very specific in recommending monetary restraint. However, the
entanglement of the central and commerda banking functions of the Banco de Mogambique (BM), was
astumbling block. Thus while BM performed central bank functions, it so held more than two thirds
of al commercid loans, with the mgority of its portfolio directed towards parastatals. While direct
subsdiesto these companies, amounting to 12 percent of GDP in 1987, had been substantialy reduced
by 1992, indirect subsidies via soft loans from BM proved difficult to control. A survey of industrial
companiesin 1993 found that most state owned companies had non-performing loans with the banking
system (Cadtro, 1995). Privatisation of BCM coincided with the regaining of monetary control in 1996.
The inflation rate dropped to one-digit levels, after having hovered around 50 percent during most of
the previous period. Although adjustment to the new low-inflationary environment has been dow,
nomind interest rates have recently started to provide market-oriented signals. Accordingly, redl interest
rates have turned positive after remaining negative up until 1995.

Overvduaion of the exchange ratein 1987 was of mgjor concern, and devauation of the exchange rate
was one of the essentid building blocks in the structura adjustment programme. Between 1987 and
1995, the exchange rate continuoudy lost value relative to magjor currenciesin nomind terms. Parallel
markets existed throughout this period; however, pardld and officid rates have converged. In 1987,
pardld maketstraded the Meticd & fifty timesthe official rate. By 1995, this differential had narrowed
to gpproximatdy 10%. With the establishment of monetary control in 1996, the exchange rate came into
line with the rate on paradlel markets. Subsequently, these pardld markets have dl but vanished.
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Reform efforts have dso been directed towards the socid sector, in particular the health and education
networks. Educationd rehabilitation has in particular concerned primary education, where amost al of
the school network has been rebuilt. Rehabilitation of hedth care has dso seen some progress, in
relation to the recent initiation of a Sx-year health programme. In line with the generd liberdisation
efforts, private education was reintroduced in 1990, while private hedlth care has been alowed since
1992. A variety of safety net initiatives has also been pursued, but the need for increasing attention to
socid issuesis widdy recognised.

4, Economic and social developments

Given the momentous economic and political changes over the past decade, the scope for recuperation
and improvement in economic performance has, particularly since 1992, been enormous. However,
assessing such change is criticaly dependent on the availability of reliable data. The Nationd Indtitute
of Satistics (NIS) has produced coherent sets of national accounts in accordance with the UN System
of National Accounts (NIS, 1997).2 The NIS figures differ from the current official nationa accounts
published by the Nationd Directorate of Planning (NDP). These differences reflect that the NDP data
are basad on problematic estimation and cross-checking procedures (Johnson, 1995). More specificaly,
the NDP nationd accounts rely heavily on datafrom technica ministries and public enterprises, and they
do not capture a variety of activities in the services sector. In contrast, the NIS data are based on a
variety of surveys* and adjustment is made for items which go unnoticed in the NDP approach.
Accordingly, the more rdiable NIS datawill be the main data source in what follows. Y et, Since balance
of payments dataare compiled in accordance with NDP nationa accounts only, both sets of data must
be relied on in putting together a coherent assessment.

The evolution of red GDP according to NIS aswell asthe official NDP figuresis set out in Table 1
below. Concentrating on the NIS data, it appears that overal growth of real GDP has been respectable
in the period 1991-96. A dramétic drought-induced fall in redl GDP in 1992, was reversed the following
year, marking the beginning of a period with continuous growth. More specificaly, the reasonably high
real GDP growth rate in 1994 was supported by the presence of sgnificant externa funding of elections,
disarmament and mine removal, amounting to nearly 5 percent of GDP. Despite the disappearance of
these specid programmes, red per cgpita growth remained pogdtivein 1995 and even accelerated dightly
in 1996. Preliminary GDP figures for 1997 indicate very rapid overall growth of more than 12 percent
on an annua bass.

Looking a the differencesin growth rates between the NIS and NDP estimates, they paint as expected
different pictures of the evolution of GDP. Thus, NIS data imply a significant drop and consequent
rebound in 1992-93, and reasonably high and stable growth rates during 1994-96. The officiad NDP
figures imply, on the other hand, that the drought did not affect rel GDP significantly, while an
unprecedented 19 percent growth rate followed in 1993. After this jump, the NDP recorded more
modest growth rates in 1994-95, while the 1996 estimated performance matches that of NIS. In sum,
there are some Smilarities among the two sets of data, including low growth in the drought stricken year

% Formal ly speaking the NIS was only established in 1998, taking over the duties of the former National
Directorate of Statistics (NDS). In what follows, the acronym NIS will be used.

* These include demographic, expenditure and production surveys.
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of 1992, followed by high growth ratein 1993, alevelling off through 1995 and a resumption of high
growth in 1996. Nevertheless, the NIS data tell astory of an economy, which has maintained stability
and continuity in the adjustment process, while the NDP figures indicate more erratic movements. The
former are judged to be a more adequate picture of the post-1992 period.

Table 1. Real GDP (100 bn. Mt. in 1991 prices)

1991 1992 1993 1994 1995 1996
Real GDP (NIS) 29.0 26.6 289 311 325 34.8
Growth rate -8.1 84 7.8 4.3 7.1
(NIS)
Growth rate -0.8 19.3 4.4 14 6.4
(NDP)
Source: Anuario Edtatistico, Statistical Bulletin, and National Ingtitute of Statistics
(1997).

Movementsin the component shares of red vaue added are presented in Table 2. Thesefiguresindicate
that the share of the agricultural sector hasincreased from 1994. The sector contributed with amost a
third of real GDP at factor pricesin 1996. Increasing real GDP shares have also been recorded in the
investment related condruction sector and the export oriented transport and communication sector. The
relative importance of the commerce, service and manufacturing sectors (excluding food processing)
have declined.

Table 2. Sectoral sharesof real value added (%)

1991 1992 1993 1994 1995 1996
Agriculture 30.7 26.8 304 28.1 315 32.6
Fisheries 35 3.3 3.3 29 2.8 2.8
Agricultural Processing 6.5 6.6 5.6 55 5.7 7.1
Mining 0.4 0.3 0.3 0.3 04 0.3
Manufactures 2.8 2.7 25 1.6 1.7 0.8
Construction 6.5 7.1 6.7 8.1 9.0 9.6
Transport and 7.0 9.3 10.3 10.1 10.9 11.3
Communication
Commerce 23.3 232 19.9 214 19.9 18.2
Other Services 19.3 20.8 21.1 21.9 18.1 17.3
Totd 100.0 100.0 100.0 100.0 100.0 100.0
Source: Nationd Ingtitute of Statistics (1997).
Note: The base year for red value added is 1991.
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The changing structure of nomina value added as set out in Table 3 stands in sharp contrast to the
gructure of red vaue added. In nomind terms, the share of agriculture declined to only 25 percent by
1996, whereas the commerce sector increased to asimilar proportion. Considering the movementsin
the real GDP shares, these trends demondtrate that there have been significant differences in the
movements of the redive price of vaue added across sectors. Accordingly, the price of labour intensive
agricultura value added has decreased relative to other sectors. Thisis most likely due to downward
pressures on agricultural producer prices following increases in production. Thus, under the
arcumstances faced by Mozambique, the repeated depreciations of the exchange rate have not been able
to counterval the genera downward pressures on agricultural prices. The decline in the reative
agriculturad value added price appears especidly steep when compared to the price in the capita
intensive commerce sector. Rising relative prices can aso be observed in the equdly capitd intensve
congtruction and manufacturing (other than food processing). Thus, the share of construction in nomina
vaue added has dmost doubled to 12.8 percent, while the share of manufacturing has stabilised around
1.3 percent.

Table 3. Sectoral sharesof nominal value added (%)

1991 1992 1993 1994 1995 1996
Agriculture 30.7 25.7 28.0 24.2 23.3 25.3
Fisheries 35 4.0 35 3.0 39 31
Agricultural Processing 6.5 5.7 4.8 5.6 5.7 5.9
Mining 0.4 0.3 0.4 0.4 05 0.4
Manufactures 2.8 2.7 2.1 11 1.3 1.3
Congtruction 6.5 8.3 7.7 114 125 12.8
Transport and 7.0 7.5 8.1 7.5 6.9 6.0
Communication
Commerce 233 21.9 175 22.3 239 25.3
Other Services 19.3 239 27.9 24.4 22.0 19.9
Tota 100.0 100.0 100.0 100.0 100.0 100.0
Source: Nationd Ingtitute of Statistics (1997).

The evolution over time of the expenditure components of real GDP is depicted in Table 4. These
figures show that the share of private marketed consumption declined significantly from amost 75
percent to less than 60 percent of GDP in the period 1991 to 1996. Moreover, the vaue of marketed
consumption underlying the sharesin Table 4 includes the value of NGO expenditures, which expanded
sgnificantly during 1995-96. Excduding NGO expenditures from marketed consumption brings the 1996
marketed consumption to GDP ratio down to 56 percent. The GDP share of real home consumed
production has remained stable at around 23 percent, implying inter alia that the growth rate of real
home consumed production has matched that of real GDP. In contrast, government consumption has
dedined asashare of red GDP. These devdopmentsimply that the overal contribution of consumption
towards GDP has decreased sgnificantly.
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The mirror image of the large drop in the GDP share of red consumption is a significantly reduced
negative trade baance to GDP ratio. Thus, the export share increased during 1995-96 to almost 20
percent, while the import share decreased to 36 percent. This reflects adrop in the imports of consumer
goods, which is consstent with the fact that the GDP share of the import-heavy red investment
component hasincreased in more recent years. It is uncertain whether the increasng GDP share of red
investment can be characterised as robust. Nevertheess, preiminary data indicate that the share
remained at 25 percent in 1997.

Table 4. Expenditur e components of real GDP (%)

1991 1992 1993 1994 1995 1996
Home Consumption 23 20 23 22 23 23
Marketed Consumption 73 70 64 61 62 59
Government 12 12 14 19 10 9
Consumption
Gross Investment 23 23 22 25 28 25
Exports 12 15 13 14 17 19
Imports -42 -40 -36 -41 -40 -34
Total 100 100 100 100 100 100

Source: Nationd Ingtitute of Statistics (1997).

Note: Theincrease in the GDP share of Government Consumption in 1994 is due to specia
programmes.

The nominal GDP sharesin Table 5 are only dightly different from the readl GDP sharesin Table 4,
reflecting that changes in relative prices among the different expenditure components of GDP were
minor. Consistent with price movements in the agriculture and commerce sectors, the price of home
consumed production hasfdlen relative to marketed consumption. From the red GDP sharesit isclear
that this shift in relative prices has been accompanied by a shift in the consumption pattern away from
marketed consumption towards home consumed production. It is aso clear that the relative price of
investment goods hasrisen Sgnificantly. This accords well with asmilar increase in the rdative price of
imports. Nonetheless, red investment expenditures have increased over time, indicating that the
increased rddive prices on imports have primarily had a negative effect on imports of consumer goods.

Thelack of adiscernibletrend in the trade balance deficit until 1995, was the cause of much concern.
An dready large trade deficit in 1987 increased to an even higher deficit in 1990 due to rapidly growing
imports and subdued exports. Some smal headway towards reducing the trade deficit was madein the
ealy nineties, but Table 5 demonstrates that imports remained a very high levels until 1995. A
sgnificant improvement of the trade balance deficit, due mainly to import compression, was, however,
recorded in 1996, and preliminary data suggest that the trade balance as a share of GDP hasfdlento a
new low in 1997. Accordingly, the trade baance to GDP ratio, which was only dightly above 20 percent
in 1996, seems to have falen below 16 percent in 1997. The main driver behind the improvement in
1996, was a sgnificant decline in the imports of primary agriculture and agricultural processing, while
a smaller contribution came from a fal in non-agriculturaly related imports. In absolute terms, the
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decrease in agriculturally related imports was twice as big as the decrease in non-agriculturally related
imports The sgnificant decrease in imports of agriculturally related goodsisin particular related to the
bumper crop which resulted from the generous weather conditionsin 1996. Thus, imports of maize, i.e.
food ad, which had aready been reduced significantly in 1995, dl but vanished in 1996. The decrease
in non-agriculturaly related imports can be a so traced to decreases in imports of consumption related
items, while imports of e.g. congtruction materials and industrial machinery increased. On the export
gde, the legp in share of exportsin GDPin 1995 is primarily due to an increase in exports of services.

Table 5. Expenditure components of nominal GDP (%)

1991 1992 1993 1994 1995 1996
Home Consumption 23 19 22 19 19 19
Marketed Consumption 73 73 65 63 65 62
Government 12 14 16 21 10 9
Consumption
Gross |nvestment 23 27 27 32 36 30
Exports 12 15 13 13 19 19
Imports -42 -49 -43 -48 -49 -39
Totd 100 100 100 100 100 100
Source: Nationa Ingtitute of Statistics (1997).

Devdopmentsin public finances are summarised in Table 6, from which it gppears that the totdl deficit
hesfdlen dgnificantly in red terms during 1995-96. Moreover, the current fiscal deficit has been turned
into asurplusfrom 1995. Thisis in accordance with the fact that emphasis has been put on expenditure
retrenchment throughout the whole adjustment process. Since real government investment has aso been
reduced in 1995-96, the deficit on the total balance has been on the decrease. Neverthdess, fdling grants
imply that the deficit after grants remains high.

Concerning recurrent expenditures, defence spending made up an overwhelming 34 percent of the
recurrent budget in 1992, increasing even further to a staggering 38 percent in 1994. This year was
characterised by large externdly funded mine remova and disarmament programmes, counteracting the
ongoing process of down-gzing the military capacity. In accordance, defence expenditures as a
proportion of recurrent expenditures was at 23-24 percent in 1995-96. The retrenchment of defence
gpending, i.e. the peace dividend, has therefore proven to be amagjor precondition for the appearance
of arecurrent budget surplus and the accompanying reduction in the overall government budget deficit.

A ggnificant drop in the real value of grants meant that the 1996 real investment expenditure fell back
toits 1992 leve. In this context, account must be taken of the fact that the investment budget islikely
to contain recurrent expenditure items. For example, dl aid funded spending, including spending on
technica assstance, is considered to be investment. As such, this extreme accounting convention is
likely to have inflated in particular the 1994 investment figure. Accordingly, the baance between
recurrent spending and investment expenditures should be interpreted with caution.
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Turning to the revenue side of the government budget, total tax receiptsin rea terms have remained
essentidly constant throughout 1992-96, indicating that tax receipts have declined to a very low 12
percent of GDP in 1996. The poor revenue performance is consistent with relatively strong growth in
sectors of the economy, which do not comprise part of the tax base. Thus, the tax performanceisin
accordance both with the observation that real growth in Mozambique has been relatively strong in the
informa agricultura sector and the fact that mgor tax reforms are yet to be implemented.

Table 6: Public Finances (bn. Mt. in 1992 M aputo CPI prices)

1992 1993 1994 1995 1996

Tax Receipts 661 768 660 675 669

Current Expenditures 765 820 855 612 592

Current Baance -104 -52 -196 62 77

Investment Expenditures 694 771 916 801 711

Tota Balance -798 -823 -1111 -738 -633

Grants 690 655 803 584 441

Baance After Grants -108 -168 -309 -154 -193
Source: Anuario Egtatigtico.

Inflation and money stock growth ratesfor the period 1991-96 are set out in Table 7. Greater monetary
stability emerged in 1996 after a period where monetary development was clearly out of control. Due
to currency devauation and the deregulation of prices, inflation surged at the onset of the adjustment
period in 1987, hitting rates around 200 percent per year. However, annud inflation, as measured by the
GDP deflator, had dready by the end of 1988 been reduced to around 50 percent, and Table 7 shows
that inflation, as measured by the December-on-December change in the Maputo consumer price index
(CH), remained at gpproximatdy thislevel until 1996, where inflation dropped considerably. However,
the numbersin Table 7 do not provide a clear picture of the actua speed with which price-inflation was
brought down. Thus, dmaost complete price Sability was registered between April 1996 and April 1997,
with an inflation rate of no more than 4.6 percent.

The monetary authoritiesdid not manage to control the money stock immediately after the initiation of
the ESRP. Thiswas primarily dueto the dud role of the Banco de Mogambique (BM) as a central bank
with the authority to issue money and asacommercia bank with the responghility of supporting state
owned enterprises. Despite the separation of commercia and centra banking functionsin 1992, BM
continued to make overdraft lending available to the two state-owned commercia banks Banco
Comercial de Mocambique (BCM) and Banco Popular de Desenvolvimento (BPD). Since BM had no
other option than printing money in order to finance these loans, the money stock soared in the period
leeding up to 1995. The correlation between M1 and CPl was closein this period, but it became even
closer during 1996. Thus, the December-on-December growth rates of M1 and CPI for 1996 was very
amilar in 9ze, and both growth rates were sgnificantly down from the year before. The correspondence
between M1 and CPl growth rates suggeststhat inflation was in this period to alarge extent a monetary
problem, although thisis a debated issue. In any case, neither generd wage-pressures, private sector
credit expangon or government expenditure growth gppear as plausible causes for the observed inflation
rates (EIU, 1997).
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The exchange rate between the Metical and the US$ was devaued in severd steps after the inception
of the ESRPin 1987, and following avery largeinitid jump it has moved more or lessin line with the
domedticinflation rate. Despite the initial depreciation of around 700 percent, the overvauation at that
time is likely to have been much greater. This implies that the depreciation of the Metical has
continuously lagged behind the rate of domestic inflation, and, consequently, that Mozambique has
experienced an overvaued exchange rate during much of the sructurd adjustment period. This may well
have contributed towards the impressve return to price stability in 1996 and 1997. Though the Metica
isdill likdy to be overvaued, it has sabilised d ong with prices. Accordingly, during asix month stretch
in 1996, the Meticad depreciated by only 3.6 percent againgt the US dollar, implying a further red
appreciation.®

Table 7. Growth ratesfor the money stock and the Maputo CPI (%)

1991 1992 1993 1994 1995 1996
M1 35.7 59.3 78.8 57.6 56.2 19.9
CPI 35.2 54.5 43.6 70.1 55.0 16.2
E 4.4 69.6 531 58.9 50.2 253

Source: Anuario Edtatistico and Statistical Bulletin.
Note: Growth ratesfor M1 and CPI refer to December-on-December changes.

The development of the different components of the current account according to officia figuresis
presented in Table 8.° It appears that officia dataaso show an improvement in the real trade balance.
Moreover, the service baance has improved in recent years, due to a stabilisation of interest payments
combined with increasing service account income. Despite these improvements, the current account
bd ance has remained essentidly unchanged, due to the devel opments of capital trandfers. The red vaue
of foreign capita transfers has decreased by two-thirds since 1993, and since the mgjor part of these
trandfers has been of an unrequited nature, this drop represents amajor decreasein grant aid alocations.
A large part of this decrease can be rdated to the completion of aid financed specid programmes, as well
astheinflow of food aid related to the drought of 1992. Since these externdly financed projects are
likely to have been very import-intensive, a large share of the concurrent decrease in imports has
probably been caused by the disappearance of these projects. Nevertheless, the picture of a Sgnificant
decreasein direct grant ad trandfers fill remains. Unrequited transfers, which decreased from 565 mio.
USS in 1995 to 339 mio. US$ in 1996, fdl even further to 283 mio. US$ in 1997, according to
preliminary data

®Itis likely that part of the currency overvaluation problem isrelated to “Dutch disease” effects stemming
from the substantial inflows of foreign aid.

® The trade balance data, included in the balance of payments, is the official data compiled by the NDP.

Accordingly, the current account resembles closely the NDP estimate of the trade balance deficit. The difference
between the trade balance and current account amounts to the recurrent service balance deficit.
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Table 8. The current account balance (bn. Mt. in 1992 prices)

1991 1992 1993 1994 1995 1996
Exports 337 339 345 383 433 484
Imports -1868 -2080 -2498 -2606 -1807 -1717
Trade balance -1531 -1741 -2154 -2224 -1374 -1233
Service balance -228 -323 -332 -411 -316 -191
Capitd trandfers 1267 1482 1644 1797 843 606
Current account -492 -582 -341 -838 -847 -818
baance

Source: Anudrio Egtatistico and Statistical Bulletin.

Note: The current account numbers (in US$) have been inflated by the officid yearly Metica/US$
exchange rate, and deflated by the yearly average of the monthly Maputo consumer price index.

The capitd account of the baance of paymentsis presented in Table 9. The capital account baance has
improved sgnificantly in red terms. Accordingly, the capital account has turned from alarge deficit in
1993 to alarge surplus in 1996. Mozambique has been able to attract externa loans on an increasing
scale ance 1993, reaching alevel in 1996 which surpassed the leve of capita transfers. Accordingly, in
combingtion with a 50 percent decrease in amortization payments, this makes up the lions share of the
big improvement in the capital account baance. Amortization payments have been decreasing, semming
from a combination of debt-rescheduling and debt reductions. The direct investment component has
recently shown significant progress, reaching a peak in 1996 when it climbed to more than 20 percent
of the value of new externd loans.

Table 9. The capital account balance (bn. Mt. in 1992 prices)

1991 1992 1993 1994 1995 1996
Externd Loans 300 413 485 666 702 744
Amortization -736 -852 -849 -812 -670 -419
Direct Investment 47 62 84 90 112 155
Capitd Account -390 -377 -280 -57 143 481

Source: Anudrio Edtatistico and Statistical Bulletin.

Note: The capita account numbers (in US$) have been inflated by the officia yearly Metica/US$
exchange rate, and deflated by the yearly average of the monthly Maputo consumer price index.

The financing of the balance of payments deficit during 1991-96 is set out in Table 10. It follows that
thered vaue of thefinancdng requirement has decreased drasticdly through 1996 due to an unchanged
current account and the significantly improved capitd account. Despite the fdl in the financing
requirement, debt relief has remained a a high level, making it possible to increase foreign exchange
resarves in each of the years 1994-96. Furthermore, changes in arrears have been an important source
of finance in severd years.
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Table 10. Financing of the balance of payments deficit (bn. Mt. in 1992 prices)

1991 1992 1993 1994 1995 1996
Change in Reserves -26 -97 121 -136 -148 -339
Debt Relief 800 1626 555 595 310 663
Changein Arrears 178 -540 465 429 475 -131
Financing 952 989 1142 887 637 193

Source: Anudrio Egtatistico and Statistical Bulletin.

Note: The financing numbers (in US$) have been inflated by the officid yearly Metica/US$
exchange rate, and deflated by the yearly average of the monthly Maputo consumer price index.

Indicatorsfor socid sector rehabilitation during the adjustment period, including in particular the hedlth
care and educational systems, are given in Table 11 below. From the observations regarding
immunization againg DPT and meedes, it isdear that extension of hedlth care has been improving. The
generd revitalisation of the health system isdso vigble from the infant mortality rate, which has been
declining since the cease-fire in 1992. Nevertheless, absolute levels are still among the worst in the
world. Therecongtruction of the educationa system has only made dow progress, as witnessed by the
gross schoal enrallment figures. Thus, the enrollment rate of the priority sector of primary education has
only increased modestly, while enrollment rates in secondary and tertiary education have remained
essentidly unchanged. The increasing number of primary school teachers and the concurrent increase
in the pupil-teacher ratio shows, however, that gross enrollment in primary education has been
increasng Sgnificantly. Thus, the dow progress in the gross enrollment rate can mainly be attributed to
adggnificant increase in the number of school age children.
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Table 11. Social Indicators

1991 1992 1993 1994 1995 1996
Immunization, DPT
(% of children under 12 46 50 49 55 57 NA
months)
Immunization, meades
(% of children under 12 55 56 62 65 71 NA
months)
Mortdlity rate, infant
(per 1,000 live hirths) NA 134 NA NA 126 123
School enrollment, primary 67 NA NA 57 58 60
(% gross)
School enrollment,
secondary 8 NA NA 7 7 7
(% gross)
School enroliment, tertiary NA NA NA 0.4 0.4 05
(% gross)
Primary education, techers | oo»a6l  ooazal 22306 NA| 24575 NA
Pupil-tescher ratio, primary 54.7 53.4 54.8 NA 57.6 NA
Source: World Development Indicators (1997)
Note: NA indicates that data are not available.

5. Economic stabilization and structural adjustment in per spective

Maor macroeconomic reform issues, singled out by the Bretton Woods ingtitutions at the beginning of
the adjustment process, included as dready noted in Section 3 that M ozambique consumed beyond its
means, production was focussed excessively on non-tradeables, and monetary and credit control was
lacking. In addition, the economy was characterised as inefficient and inflexible due to government
faluresinterms of interventionist measures and outdated legidation. It is clear that action has been taken
in each of these problem areas. Thus, most of the available policy measures, which were perceived as
preconditions for achieving economic Sability and growth, have been deployed. This section will put the
actual achievements into perspective, based on the policy measures implemented as well as other
devel opments outside of government control.

Turning firg to the performance of GDP, respectable rates of growth have occurred in Mozambiquein
recent years as shown in Section 4. It is moreover clear that established targets of 4-5 percent growth
onanannua basis (Arneberg, 1996 and World Bank, Policy Framework Peper, 1997) have in generd
been surpassad. Nevertheless, the positive economic performance, which has marked a turnaround, need
to be assessed in the light of factors, which have favoured a quick recovery. The 1992-97 period saw
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the return of millions of displaced people to productive activity in pardld with the reestablishment of
politicd stability. In addition, weather conditions have been excdlent, and aid inflows have remained
high. Congdering as well the very low initia level of GDP, following the collapse in 1986, the virtua
gtand il of the economy in 1987-91 and the drought in 1992, the growth actually recorded appears less
impressive.

Red investment expenditures, which grew quickly between 1992 and 1996, seem to have stabilised at
a reasonable 25 percent of GDP. In the past, concern was expressed over the effectiveness of the
investment expenditures, Snce growth ratesin red GDP per capitaremained at or below 5 percent. One
explanation offered for this apparently low impact of investment was that investment figures were too
high due to the common practise of including foreign funded items of a recurrent nature in the
investment budget. This practice has previoudy given an upward bias to officia investment figures.’
Nonetheless, the NIS investment numbers, which represent combined public and private investment,
have nothing to do with the amount declared as investment spending in the government budget. Thus,
NIS alocates expenditure between consumption and investment based upon expenditure categories. As
such, the NIS investment figures are representative of actual investment levels. This implies that
datigicd condderationsare not likdly to form part of the explanation why growth ratesin real GDP per
capitastayed below 5 percent prior to 1996. Accordingly, it seems that the productivity of investment
undertaken in the past has been lower than what could reasonably be expected. With reference to the
gpparently good 1997 GDP performance, it may nevertheess be that a turning point has been reached.

Investment expenditures have during the adjustment period relied heavily on ad grants for financing, due
in particular to the poor performance of government revenue. Recent advancements in attracting foreign
direct investment and foreign loans indicate that Mozambique has initiated tentative steps towards
lowering the dependence on foreign aid transfers. Moreover, a number of externally financed so-caled
mega projects has been outlined, including in particular an duminium smelter and a reduced iron plant,
both to be placed in Maputo. Neverthdess ad trandferswill in generd have to play abig role as a source
of invesment financein a leadt the short- to medium-term future. Donor dependenceis not likely to go
away rgpidly. Thisisunderpinned by the critical fact thet rdative investment goods prices have risen over
the adjustment period.

As regards consumption, an overly high private consumption share of GDP, amounting to 96 percent
in 1991, had been reduced to dightly more than 80 percent in 1996. Since the government consumption
share of GDP aso fell over this period, reasonable progress was made in reducing the initia
consumption to GDP imbaance. Thistrend isconfirmed by preliminary data for 1997. One of the mgor
features of the seemingly stable and continuous economic growth of recent years, isthat growth in the
informa agricultura sector has been high. Thus, the private household budget share of consumed
marketed goodsis decreasing rapidly while the budget share of home consumed production isincreasing.
This development must be viewed as a good thing, in the sense that increasing home consumed
production promotes food security a thefamily levd. It dso alows peasants to dlocate scarce financia
resources for other more productive use. Y &, this development can aso be seen as an indication that
the investment efforts, which have gone into improving informational networks and the marketing
opportunities for rura people, have not as yet been sufficient to ensure broad based market-oriented

" Official government investment figures amounted, in 1995, to about 45% of total investment as estimated
by NIS.
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economic development. It must also be kept in mind that consumption still remains a very low levels
in absolute terms. In other words, poverty remains widespread.

A mogt pertinent issue among macro-economic stabilisation problems yet to be addressed effectively is
fiscd adjusment. Despite recent improvement in the government budget balances, the development of
the government revenue sde is unsatisfactory. Thus, poor performance in most of the government
revenue items, has meant that overal government revenue has consistently failed to keep pace with
GDP. The privatisation of the much criticized customs adminigration islikely to increase not only the
efficiency and attractiveness of the Mgputo port asaprovider of transit servicesto South Africabut also
import tariff revenues due to a better custom declarations control. Nevertheless, widespread tax
exemptions, which havein the pagt detracted substantially from the revenue generating capability of the
important goods related taxes, is athorny issue. Accordingly, the envisoned introduction of aVAT in
the near future is expected to retain a sgnificant number of tax exemptions. Findly, sinceit isdifficult
to tax the growing informal sector activities, government is clearly faced with a need to pursue further
fiscd reforms induding in particular the design of more efficient mechanisms for generating revenuein
amarket oriented economy.

Dueto the poor performance of the government revenue side, dl of the budget adjustments have so far
taken place on the expenditure Sde of the budget. A large part of the adjustment was achieved through
the so-called peace dividend. However, instead of cutting back on the work force, the government
compressed wages and sdaies of dvil servants as part of the process of returning to arecurrent budget
aurplus. Accordingly, the government of Mozambique is now faced with the double-edged challenge of
wage decompression and the need to reduce the number of employees. Furthermore, much attention
must continue to be directed towards the modernisation of budgetary and financial administrative
procedures. In this context, corruption has been on the increase both as a consequence of inappropriate
legidation, still to be modified, and due to the failure of the legd system to address this issue in the
trangtion from acommand-type to a market economy. In sum, while fisca adjustment has taken place,
thisremains afragile area of the reform efforts.

Throughout the adjustment period, the balance of payments has been strongly affected by developments
in debt-rescheduling, debt reductions and aid grants. Foreign debt origindly started accumulating in the
late 1970s and early 1980s, and the build-up intengfied during the war period. In the early 1990s al debt
indicators had reached massive and clearly unsustainable levels, and in spite of debt relief, new loan
financing of the continuing current account deficits meant that the debt stock stood at 5.78 bn. USS$, or
16 times export earnings, in 1995. The debt-service obligations related to this huge foreign currency
debt, has continuoudy put strains on the balance of payments, and it will continue to do so until the debt
burden has been substantialy reduced. Some cautious optimism for the future can be expressed here,
as negatiations with the Bretton Woods ingtitutions towards reaching an agreement within the Heavily
Indebted Poor Countries (HIPC) initiative is envisioned to reduce outstanding debt by some 85 percent
by mid-1999. This would reduce the debt burden to a more sustainable 200 percent of yearly export
earnings.

The debt reduction initiative is all the more important given that foreign capitd transfersin genera and
aid grants in particular have been decreasing in recent years. The sharp negative trend, which can be
observed in the numbers from 1994-96, is largely explained by the externd funding of specid
programmesin 1994. Nonethdless, there gppears to be an additional downward movement in aid grants
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awarded to Mozambique. The combination of decreasing grants and increasing investment expenditures
has been redisad due to increesing loan inflows and reductions in amortization payments. Given that the
actual debt-service has fluctuated between 17 and 27 percent of amounts due in recent years, the
expected HIPC initiative should be able to help facilitate a continued capital account surplus, ensuring
the positive real resource inflow needed for investment purposes. Nevertheless, to avoid a recurrence
of the debt problem, continued ad inflows at a high level and on grant and concessonary terms are
indispensable to help close the financing gap from the current account. In this sense, Mozambique
continues to be one of the most aid dependent countriesin the world.

Great concern has in the past been attached to the large deficit on the foreign trade account, where
imports and exports have hovered around respectively 50 and 15 percent of GDP. More recently,
exports have been picking up, and Snce theimport-to-GDP ratio declined in 1996-97, the trade balance
deficit to GDP ratio was brought down substantialy. Optimism has been spurred by the fact that the
import compresson has been achieved without impairing GDP growth or investment spending.
Accordingly, the drop in the trade baance deficit has not affected investment expenditures, but has
mainly been achieved through a decrease in imports of consumer goods, particularly agriculture. Given
the scarcity of foreign exchange and the importance of imports for investment purposes, the decreasing
imports of consumer goods is a positive development.

Putting the interrelated consumption and trade bal ance patterns into perspective, the progress realised
ishotable, but caution is required when looking to the future. While some transformation of production
has taken place on the import Sde, further possibilities for relatively easy import substitution and
recovery may belimited. Thisisso snceinvesment goods and essential intermediate inputs such asfud,
are not produced localy. Moreover, progress on the export side cannot be attributed to a structural shift
inthe trandformation of production. Accordingly, mgor breakthroughs are yet to be made on the export
gde if the current trend of reducing the dependency on net capita transfersincluding aid from abroad
isto continue. Furthermore, the decreasing consumption share of GDP has not so far been associated
with the necessary shift in consumption pattern, towards a better balance between private and public
consumption. There is, for example, a need to increase expenditures in particular in regard to the
educationa sector, where pressure is mounting due to a quickly expanding population.

The excessve mongtary growth and high inflation rate were two of the problem areas identified by the
ESRP programme. Though lack of monetary control was identified as a problem from the outset,
progress towards sabilizing monetary growth was only made rather late in 1996-97 when
reconstruction and privatisation of the commercia parts of the formerly state-owned financia
ingtitutions was carried out. The fact that monetary growth has essentially made up for nominad GDP
growth, has meant that the velocity of crculaion of M1 has remained fairly congtant at dightly lessthan
4.0 since 1992. The very high monetary growth rates have over the years generated substantial
seignorage revenue, amounting to around 10% of GDP per year. Thisincome has, however, mainly been
directed to the State enterprise sector via the previoudy mentioned soft loans. The new low-inflationary
environment islikely to be associated with a gradud lowering of inflationary expectations. Accordingly,
the velocity of drculation should gart faling in the near future, dlowing the government to capture some
seignorage revenue without risking arenewed spurt ininflation. Similarly, the red rate of interest, which
has only recently turned positive, should gradudly start to come down from the very high current levels.
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The developments of the sectoral income shares of GDP at factor cost, show that the relative price of value
added across sectors has changed sgnificantly. The rlative price of vaue added in capital intensive sectors
like the commerce and congtruction sectors has risen, while prices in agriculture have declined. Thisisa

clear indication that capita has remained a scarce and constraining factor during the 1992-96 period.

Following the drought of 1992, mgor emergency packages of food aid were flowing into Mozambique

from abroad. Good weather conditions in more recent years have meant that domestic production has
increasingly been able to subgtitute for this emergency assstance. Thus, the large decreases in food imports
of maize were associated with concurrent increases in the read value of production of 30-40 percent, in

each of the years 1995-96. Following another bumper crop in 1997, Mozambique has achieved sdlf-
sufficiency in maize, and some progress has even been made towards exporting surplus production.
However, the potential for relatively easy import substitution as part of the recovery process has now been
used up, and further expanson of production will depend on more fundamenta changes in the
development constraints faced by agricultura producers.

In thisregard, significant efforts and resources have been put into improving primary and secondary roads
aswdl asrehahilitating the rail networks. These efforts have been first stlepsin promoting Mozambique

as an efficient provider of trangport services to neighbouring countries, and as such they have provided
Mozambique with possibilities for generating additional foreign exchange earnings. Transit services have
snce 1991 been the major export article of Mozambique, even surpassing the critically important fisheries
sector. Neverthdless, extension of infrastructure to underdeveloped rurd areas remains inadequate.
Mozambique has a large untapped potentia for agricultura development, not only as a supplier of the
domestic market, but aso as a provider of exports. This potential cannot, and will not, be utilized
effectively until magor extensons of the economic infrastructure are made.

While improvements in infrastructure are likely to boost the livelihood of some peasants, thisis by itsalf
insufficient to reduce poverty on amgor scae. The current production technology, used in small-scale
agricultura production, continues to be of avery rudimentary nature. Since little has been achieved over
the adjustment period in this area, technologica improvements are going to be critica, in any future
agricultura development strategy. Nevertheless, the financial needs associated with improved production
methods means that technologicad extenson on any larger scae will have to go hand in hand with an
extension of the branch network of the financial system to the rural areas. Thisis, however, only likely to
materidisein the longer perspective, and then only in connection with increased marketing opportunities,
and enhanced legd enforcement of contract laws.

Small-scade agriculturd development is aso going to depend on a proper solution to the emerging problem
of land entitlements. This has only recently started to attract attention. Mozambique is blessed with an
abundance of cultivable land, and only in the southern provinces of Maputo, Gaza, and Inhambane, does
the arearequired by traditional extensve techniques exceed the quantity of available land. Some parcels

of land are, however, more valuable than others due to natural fertility, and accessto irrigation water and
markets. Moreover, the current land law, which does in principle protect the rights of smalholders, is
difficult to enforce by the government due to alack of skill and money. Consequently, dispossession of
amalholdersis alooming problem, which is likely to become steadily more prominent as the possibilities
for resettlement on favourable land become more limited.
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Developments in processed food production aso bear evidence to the poor state of the road network.
Overdl grain milling production has remained at roughly the same level during 1993-96, and since the red
vaue of grain milling imports still makes up almost 75 percent of domestic production, there seemsto be
some further potentia for domestic expansion and import substitution in this sector. However, grain
milling imports consst mainly of processed rice and whest flour while domestic production is mainly maize
flour. Following the 1993 price liberalisation for maize flour, output increased in 1994 only, so domestic
production is gill hovering around the 1991 level. Moreover, the large effective protection afforded to
domestic whesat flour milling and the 1996 domestic price liberdisation have not as yet resulted in any
import substitution. Accordingly, the potentia for import substitution in processed food production
remains untapped.

Summing-up, one of the primary aims of the reform measures introduced in the adjustment process, was
to shift the composition of domestic output towards tradeable goods. In fact, while the export share of
GDP has gone up by about 50 percent, thisis mainly dueto aleap in export of services. Earlier food aid
is no longer imported. Accordingly, amgor part of the import substitution has occurred as part of the
return to more norma conditions, following the severe drought and the cessation of hogtilities in 1992.

Due to the fact that the mgor import substitution possibilities associated with the recovery of the
agricultural sector have aready been exploited, it follows that there is a need for a future devel opment
drategy to include afocus on how the tradeability of Mozambican goods can be increased.

The micro-economic efficiency enhancing instruments, employed as part of the ESRP programme,
includes the privatisation of state enterprises and the liberalisation of prices. During the period with
socidig rule, al banks and the vast mgority of companies had been nationalized, and the efficiency of
production declined. Thus, there was alarge potential for efficiency gains at the outset of the privatisation
programme. Coming off from a dow start, the privatisation of the important larger state companies has
accelerated more recently. However, an authoritative assessment of this process seems premature, as the
find verdict on the privatisation of the larger firmsis still out. Nevertheless, it isfair to conclude that the
privatisation of the commercia parts of the formerly state-owned banks, together with the entrance of new
banks, has helped to increase competition in the financia sector. In addition, the stated goals regarding
domestic price liberalisation has essentialy been met. Accordingly, domestic price liberaisation is no
longer regarded as amgjor policy issue.

Rehabilitation of the socia sector continuesto present major challenges for the government. Revitalisation
of the hedth care system is reflected in a decreasing child mortality rate, but alot remains to be done.
Improvements to the devastated educationa system have a so taken place. Hence, almost al of the school
network, which was closed down due to the civil war, has been reconstructed, and the number of primary
school teachers has increased. These improvements have not, however, been able to meet the increasing
requirements of acountry, characterized by a significant return of refugees and other displaced people as
well as arapidly growing population. Thus, significant budgetary reallocation towards socid sectors is
necessary in the future, if mgjor improvements are to be achieved.
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6. Concluson

More than a decade &fter the start of the stabilisation and structura adjustment programme in
Mozambique, and after five years of peace, macroeconomic stabilisation has as shown in this paper been
arrived at in Mozambique. Recent indicators show that monetary control is effective and inflation is low.
Furthermore, stable growth has set in over the past few years, and there is little left in terms of policy
induced digtortions. As such, key recommendations of the libera reform programme have been achieved.
While some see the results as fully satisfactory it isalso clear that much of the progress realised to date can
be attributed to economic recovery from an extraordinarily suppressed situation. In any case, it is evident
that the long climb towards greater prosperity has only just begun. Many basic requirements for economic
growth, such as physica infrastructure, functioning government administration, and human capital are still
suffering from prolonged neglect and underdevelopment. In addition, structural imbalances continue to be
endemic, including severe aid dependency.

Progress since 1992 includes that the excessive consumption share of GDP has been reduced. In addition,
the foreign trade position has improved. Y et, the composition of private consumption remains highly
focussed on home consumption of own production. Moreover, while the question of how large the
government should be isasubtle ong, it is clear thet thereis a critica need for fiscal and adminigrative
changes. The turn around in the trade baance has in particular been achieved through a decrease in the
imports of consumer goods. The actua import subgtitution, which has occurred so far, has however in
large measure been related to the recovery of the agricultural sector, following the 1992 drought and the
cessation of hodtilities. Some possibilities for import subgtitution remain, e.g. in grain milling activities.
Nevertheless, the continuing need for imports of investment and essential consumer goods to underpin
development put a strict limit on the effectiveness of further import compression. This puts focus on the
need to improve the tradeability of Mozambican products and their competitiveness in domestic and
international markets.

It is widdly recognised that the agricultura sector will have to play a key role in any poverty reducing
development processin Mozambique. Y &, this sector isin spite of some progress far from attaining its full
potential. Prices may have been liberdised, but mgor infrastructure impediments continue to hamper
market integration of the typica small-scale farmer. To this can be added that production technologies are
extremely crude, requiring both technologica and extension breakthroughs on a massive scale. A wide
range of ingtitutiona preconditions, including afinancid and judiciary system with the ability to enforce
contracts and land entitlements, is dso far from being in place. Accordingly, a coherent development
drategy directed towards poverty reduction remains to be implemented.

In sum, the successful stabilisation of inflation and monetary growth as well as the high and stable
investment leve reported in this paper give rise to optimism for the future of Mozambique. Many
digorting policy induced interventions have also been removed. Nevertheless, plain recovery has played
avitd rolein the turn around over the past few years. The underlying real development constraints remain
much the same, and while market forces have been set free, the government is caught with little capacity
and ability to act. The dleviation of widespread poverty will remain an elusve god unless ingtitutiona
requirements, such as an effective regulatory framework, and the promotion of agricultural production and
food security, beyond mere market liberaisation, are put at the top of the list of priorities for the future.

In fact, the more difficult development chalenges lie ahead.
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