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At the request of the Ministry of Industry and Coemge, FIAS was asked to carry out a
study of the effective tax burden in five sectbr§he appraisal was extended to include
an analysis of tax and customs administration ssagwell as license fees, which affect
the business environment. This study is partjofra FIAS / Department for
International Development (DFID) study of eight otnies in Africa examining revenue
authorities and the tax impact on business. Themonent, in particular the Ministry of
Industry and Commerce, is keen to determine wheh®ecurrent tax/incentive/license
scheme regime in each of the sectors studied dumive to growth goals and whether
these sectors are competitive domestically andriat®nally?

This study aims to provide the government with infation it seeks through use of
marginal effective tax rate calculations carriedlialeach of the identified sectors and
through qualitative analysis about the approprieserof the tax /incentive scheme
carried out by sector experts. Again, the lensugh which the tax system is analyzed in
this study is responsible growth, not revenue maation. To this end, the final report
will provide analysis and recommendations aimeidharoving the effectiveness of the
tax and license regime to responsibly promote dgnaweach sector and will also present
cross-country analysis from which international petitiveness will be assessed.

An additional and important component built intestbtudy has been a capacity building
exercise, with the group of international consuligasked to work closely with a
counterpart group to transfer the knowledge andatkilogy underlying such an
analysis. FIAS consultants held a workshop in Mamn Thursday 27 July, which
focused on the techniques used in the qualitatideqaantitative analysis of the
tax/incentive schemes on the five sectors chosen.

The mission worked liaised closely with Ministry loflustry and Commerce, Ministry of
Finance (General Tax Directorate, DGI), and Miyistf Planning and Development over
the period 14th-28July and met with government officials, privateéstors (foreign

and local), the Confederation of Business Assamiatin Mozambique (CTA), trade
groups and associations, and the donor commuiithg mission wishes to express its
gratitude to the Government of Mozambique for itse collaboration and cooperation
in support of the mission and project.

This aide memoire is divided into three sectiombe first section presents the key
findings of the study. The second section provaleseliminary analysis of the effective
tax burden on the overall tax system and on eatheofive sectors studied and the small
business regime. The final section outlines neefiss Following the text, the aide
memoire includes annexes showing a summary ofdhgibution of taxes to the total tax
take, and the METR results and simulations undérént scenarios (vis-a-vis other
countries in the region).

! Agriculture, manufacturing, mining, financial seGtand tourism.



l. Preliminary Results
After two weeks of data gathering and analysisté¢laen of tax policy, license and sector
specialists offers the following preliminary resiilbased on the marginal effective tax
rate and sector investigations:

Summary of Key Findings

The structure of the overall tax system and investent code is broadly appropriate
and conducive to growth of the five sectors studiedhowever problems remain with
specific tax instruments, investment incentives anthx administration which
negatively affect the business environment.

While the private sector acknowledges that tax admistration has improved over
the last five years, substantial capacity constrais remain in both the tax and
customs administration.

On a sector-by sector level, outside the CPI FiscBenefits regime, our METR
analysis indicates that capital investment in theiancial services sector is the most
highly taxed, followed by mining, tourism, and mandacturing. Under the CPI
regime the order changes somewhat: Mining is the dst taxed, then agriculture,
manufacturing, tourism and finance. (Annex 3).

The marginal effective tax burden on small businegs under the simplified IVA
regime face a very high METR on capital of 78% dueo the higher cost of finance as
compared to large firms, and their inability qualify for CPI Fiscal Benefits because
they are too small to qualify (Annex 3).

The investment code provides for standard incentiwefor all sectors but requires a
minimum level of investment. The fiscal incentiveéegime is complex and yet
excludes many benefits which would be of more intest to investors. Mozambique
would benefit by having few investment incentivesrad a more uniform and
transparent tax regime.

The DGI does not have an effective program of infanation dissemination, and has
yet to reach small businesses especially in infortsector, thereby missing a
potentially large source of growth in the economy.

The problems of excessive licensing and discretioryefines are still a major concern
for investors.




I. Preliminary Analysis

Since 1998 Mozambique has implemented severalfgigni tax instruments over the
last five years. Notwithstanding this progress, phivate sector has the following
concerns regarding the current tax regime:

* The new tax laws are too complex for local condiio

» Tax rates are too high;

* The tax base is too narrow;

» Tax administration is inefficient, arbitrary, ancbpe to corruption;

* The tax system unduly impairs business cash fladvraises financing costs;

» Various tax provisions tilt the playing field agsirmany domestic producers; and

* Public information on the tax system is highly iagdate, and public—private

dialogue has been insufficient.

A. Overall tax regime: Instruments and Policy
1. Tax regime

Since 1998 the Government of Mozambique (GoM) lenhiphasing in a comprehensive
tax reform program to modernize and strengthenakaystem. The arsenal of taxes
available to the government is now equivalent wiibst tax authorities across Africa,
and include:

* The value added taxnfposto sobre o Valor AcrescentadoIVA) at 17%

* Income tax for corporation$niposto sobre o Rendimento das Collectias
IRPC) at 32%

* Income tax for individualslifhposto sobre o Rendimento das Pessoa Singulares
or IRPS) at increasing rates up to 32%

* Withholding taxes at 20%

e Stamp Duty mposto do Se)aat rates from 0.02% to 4%

« Specific Consumption (Excise) Tabkn(posto sobre Consumos Especifjomrs
ICE)

* Fuel Tax Taxa de Combustiveisurrently 3,811 per liter Mtn for petrol and
3,505 Mtn per liter for diesel.
There are also fiscal implications of license faed fines on business.

2. Macroeconomic perspective (or mix of tax instrurants)

Annex 2 shows that Mozambique relies heavily ondrifaxes (duty and IVA), totaling
41% of revenue. This surprising given the tradegtted average import tariff is only

! Taken directly from Bolnick (2004) “Tax Reform atite Business Environment in Mozambique: A
Review of Private-Sector Concerns”. This repoavides a review of the validity of these concerns.



9%. Using comparable 2004 data, the share of intpres in Tanzania (32%) or
Zambia (29%).

In contrast, Mozambique raises a relatively sntadrs of revenue (28%) from income
and profits, despite the IPRC rate of 32%. In Bdftica this figure is 57%, Zambia
48% and 30% in Rwanda.

The fuel levy plays an important role in raisingesue in Tanzania, raising 7.3% of
revenue as compared to 5.7% in Rwanda and 4.6%nnahia.

B. Overall effective tax impatt

Investments that go through the CPI are providet fiscal Benefits, Exchange Control
Benefits (the right to repatriate profits) and Imputy benefits. Typically all foreign
investors go through the CPI as this allows theeagr freedom in their operations. The
requirement to get the benefits through the CiBhlg when their investment is more
than US $50,000. Domestic investors can qualifyttiese benefits on application to the
CPI with investments of value greater than an eajaivt of US $5,000. One of the
requirements for applying to the CPI is that thm$& have audited accounts. This
precludes many small investors from these benadithis condition places an additional
burden of compliance on them.

This special CPI Fiscal Benefits regime affectsNtagginal Effective Tax Rates
significantly. Hence the METRs have been compimedthvestments through the CPI
and the normal regime.

Over all the METRs for Mozambique ranges from 1@#¥cthe agriculture sector to 57%
for the financial sector under the normal regime amow of 5% for the mining sector to
a high of 20% for the financial sector for investiteemade through the CPI.

Separate METRs have been calculated for small bssiand they face very high
marginal rates of tax on capital. It is assumed lrge businesses have access to
international capital markets and as a result firencing costs are considerably lower.
Sector-wise descriptions of the METR, as well aglitptive issues affecting them, are
given below.

C. Sector Effective Tax Impact
1. Agriculture
Agriculture in Mozambique faces many significant alenges, including poor rural

infrastructure, land tenure issues and difficultynimeeting the standards required for
exports.

! Appendix 1 provides a full description of the MEBRalysis.



There is no shortage of studies and reports ird@mbstacles and policy responses needed
to stimulate growth in the agricultural sectdiax is rarely, if ever, raised as a major
issue hindering developmentThis is not surprising given the other challendpesdector
faces and the significant tax benefits which actoude sector. IPRC is effectively 2%
(80% of 10% until 2010) for those who benefit frtime Fiscal Benefits code. The
majority of inputs and outputs are IVA exempt oraeted (although IVA remains on
some inputs, notably fuel and electricity). In @&idd, large scale investments have been
able to negotiate bespoke tax arrangements, fangheain the Zambeze River Valley.
Finally, one of the largest tax burdens commeiaggiculture routinely encounters is on
fuel (import duty at 5%, IVA at 17% and tkexa de combustiveisalthough this is an
input tax and not a tax on capital. However, tetar has recently been able to lobby for
50% reduction in théaxa de combustiveis

Certain crops also have industry specific tax regnsuch as the 18% export tax on
unprocessed cashew nuts and the variable imporolesugar. These public policy
instruments have been widely analyzed and the aggtsrior and against are broadly
known.

Fishing (mainly shrimp) is an important industryMimzambique, especially for export
earnings. Again, the industry’s largest tax cdmition is through IVA, import duty and
thetaxa de combustive@n fuel. The industry has been able to negoti&i@%a
reduction in this levy, up to a maximum amount g@p (as determined by the Ministry
of Fisheries). The industry also pays a licensefde access to the (renewable) shrimp
resource as well as for by-catch. The fishing stdy and larger agro-processing
operations (especially those exporting) face maonplpms common across the private
sector, including VAT refunds, duty drawback prabseand fines.

The METR for the Agriculture sector is 40% in theonmal regime while that for
investments through CPI is as low as 6%mall business agriculture faces a very high
METR of 71% despite the low tax rate. The combaraof high financing cost and the
distortion to investments due to the regular tadecaises the METR considerably.

2. Mining

Mining is currently subject to a panoply of specitx regimes and exemptiongAll
mining projects are exempted from customs dutiesnported materials, equipment and
spare parts throughout the project life, and ase akempt from IVA and excise taxes on
imported materials, equipment and spares duringxpération and development phase.
Mining projects involving a direct investment of 5000 or more are eligible to sign a
“mineral agreement,” which allows them certain @ty benefits, including a 25%
reduction in the corporate income tax rate until@as well as the flexibility to

negotiate their own tax regime. Smaller mining pames, which do not have a special
agreement, pay a royalty of 10% of the sale valudiamonds, 6% on other gemstones
stones, 5% on gold and other precious metals, @8mdr8all other minerals.



The Mining Act of 2002 exempts larger companiesgthholding mineral agreements)
from royalties, though in practice Government neges royalties for large projects on
an individual basis. Larger mining companies cagatiate an investment tax credit that
reportedly can reach 25%, while smaller projectscgadits of 5% to 15%, depending on
the region. Accelerated depreciation (generalBbZdraight-line) is available to all
projects, and the allowed basis for depreciatidwise the actual asset value. Losses
can be carried forward for a maximum of five years.

Many of these incentives are rendered ineffecte@alise the long development lead
time for most mining projects exceeds the five-yemait for loss carry-forward.

Most mining projects apply for CPI incentives nethuse of the value of the incentives
themselves but because of the more liberal comdifeertaining to repatriation of profits
and access to foreign exchange — normally, ther@lddank Governor must approve all

foreign supply or service contracts worth more t$8900.

The new fiscal regime for mining (drafted in 2003ibyet to be passépoffers several
improvements over the existing systeri offers full foreign exchange convertibility,
fixes the mining royalty at 10% for diamonds and f&fveall other minerals (with no
special exemptions for large projects). Miningjects under the proposed new law will
be subject to 10% instead of the normal 20% wittiimgl tax on dividends paid to non-
resident shareholders, while interest and othanfting charges paid to non-resident
creditors will be exempt from withholding. Capigdins would also be taxed at 10%.
The new draft law extends loss carry-forward prawis from 5 to 10 years. The new
law would also allow prospecting and developmepeexitures to be depreciated on a
straight line basis or for the life of the minerstay in the first year of production. The
new draft law also eliminates most ring-fencing atidws consolidation of accounts for
determination of taxable income among multiple mgriitles and/or mining and
processing installations held or operated by alsitide-holder.

Most provisions of the proposed new mining fisegime represent a clear improvement
over the existing system. It would reduce the aigp in tax treatment between large
mining projects and smaller projects. It woulddenthe mining tax regime more
transparent and would provide stable and consisagriteatment that would conform
more closely to international best practices, waeltlice disparities in tax treatment
between mining and other sectors, would reducentrginal effective tax rate on the
mining sector, and would increase the mining seeoibase.

The new draft law, however, allows mining compantesapply royalty payments as a
tax credit. This is contrary to standard internatial practices, which allow deduction
of royalties from taxable income but not their apghtion as a tax credit.Mining

companies do not receive such a benefit elsewmerela not expect it in Mozambique.

! \We are aware of a recent comprehensive reviewsafurce taxation undertaken by a joint World Bank,
IMF and DFID funded initiative.



The cost of applying royalties as a tax credit widog more than three times as high as
applying them as a deductible expense.

The METR for the ‘normal’ mining regime is 51% whits the second highest among all
sectors. Investments in the mining sector in gdrgoes through the CPI and hence
qualifies for the special tax benefits (describbdwee) which lower the METR to 5%.
This is the lowest METR for any sector under thé Bime and makes investments in
the mining sector through the CPI very attractifée METR for small business in the
mining sector has not been calculated as suchrasoas unlikely.

3. Manufacturing

Manufacturing firms in Mozambique are subject to ¢hgeneral tax regime, under

which they are particularly burdened by high admstrative costs and uncertainty
arising from discretion in tax administration. Manufacturing businesses fall under three
categories: (i) mega-projects anoha francdirms which benefit from special fiscal
incentives; (ii) other manufacturing such as fooacpssing, beverages, leather products
and apparel, plastics which can apply for the gdnecentive scheme, and (iii) small and
micro enterprises that manufacture handicraftsiiture etc. which are either below the
minimum tax thresholds or avoid taxes and operatke informal sector.

In general, firms in the manufacturing sector asidedge the improvement in the tax
system in recent years. No special tax regimen@nufacturing sector, so the key
problems faced with tax administration are commanoss the private sector, and
include:

« Uneven application of tax regimelt is a widely held view that some businesses are
able to negotiate fiscal incentives, while lesddaftial/smaller/domestic
manufacturers are unable to gain special incentnesare thereby at a competitive
disadvantage. It is also believed that firms atedively targeted and some more
heavily inspected. As a result, businesses paxdhat they are subject to unfair
competition with informal competitors.

- Lack of guidelines to fully comply with tax requireents.From the perspective of
tax authorities, the key problems found in tax mesurelate to incorrect classification
of disallowed expenditure and lack of issuanceroppr IVA invoices from
businesses. According to some businesses, parlicgmaller ones, they are
inadequately informed about some of the requirem@ng. name of print shop that
produced IVA invoices), and that there is discreiio determining assessments and
penalties. Also, it is perceived that requiremesoish as the 10-year allowance to
check past accounting records are not practicatoessary.

« Complicated and time-consuming procedureSor example, some manufacturing
firms claim to not take advantage of tax and daotentives due to complex
procedures, further tilting the playing field towlararger and more sophisticated
firms. Another example cited is the long procesgfansferring management fees



(getting required tax certificates and preparingutoentation for the Central Bank
can take 30 days). Similarly, given the complexity delays in claiming IVA
refunds, some eligible small/medium sized busirebsge stopped claiming IVA
credits.

« Non-refunding of excess advance corporate taikirms are required to pay quarterly
advance corporate tax payments based at 80% dfleaxecome from the previous
year. However, businesses (both large and snatiptain that refunds are not
obtained when profits are lower in the given yearthat the process to prove that
taxable income is lower is lengthy. Businesses @lgim to have incurred large
penalties because they were unable to pay the eetar due to poor financial
performance.

- Delays in IVA refunds. Manufacturers face delays on IVA refund claims \argan
range between three months to four years. Thisl@mois more severe for suppliers
to IVA exempt industries (e.g. Mozal) and export@rg. textiles). IVA refund
claims currently trigger automatic audits. Aneead@vidence suggests that some
firms are able to expedite IVA refunds through mfial payments. Yet, there has
been recent progress in refunding claims, includitggal amendment (decree yet to
be issued) to allow the off-setting of IVA credgaanst other tax liabilities. Until
such measures are implemented, delays will constinai cash flow of firms
especially given that the cost of capital is high.

- Breaks in IVA chain.A significant issue for domestic firms relatesitai being able
to claim input IVA due to sales to IVA exempt bussses or due to non-registration
and non-compliance of many small suppliers or b&y&irms in agro-business that
source inputs locally from farmers that are mosty IVA registered are also unable
to claim IVA on inputs.

The special customs regime for manufacturers airosstipport the sector, but creates
an un-level playing field. There are currently 60 firms registered understtfeeme

which provides duty free inputs to firms that addeast 20% value in production.
Eligibility is restricted to firms with sales of mothan Mtn 3 million in six specified sub-
sectors. The scheme applies to imports of raw materiatsintermediate goods that are
not available domestically. According to the Ministifyindustry and Commerce, the
application process takes 15 days. However, therse is biased towards large firms
which qualify for the exemption and can meet trghtadministrative requirements (for
example firms claim that assembling required doauaten takes far longer).

The METR for Manufacturing under the normal regimes 40% while it is much lower
at 11% under the CPI regimeThe combination of the Investment tax credit @ &nd
the accelerated depreciation of twice the regate under the Fiscal Benefits code,
drastically lowers the METR. On the other handakimusiness manufacturers who
finance their operations from the domestic markekt @ not go through the CPI regime

! Textiles, clothing and footwear; food processiotiyer agro-based industries; metal mechanical,
chemicals, plastics and rubber



face an extremely high METR of 78% primarily dughe higher finance costs. The
analysis for small business also assumes thatfttiey the simple regime for VAT and
hence pay VAT of 5% on total sales.

4, Tourism

The tourism industry receives favorable treatmentthe investment code compared to
investments in a number other sectors; however thegentives provide very little
benefit. Accelerated rates of depreciation have limitepgaot due to limitations on loss
carry forward. Investments tax credits are aldoapplicable to most capital equipment
and machinery in the sector and customs duty exengpare only applied to items in class
K almost all of which are not imported by the teunisector.

Poor local production and the high reliance on irtgoplace a relatively significant burden
on the profitability of all tourism businesses drave an impact on the viability of
investments. Greater impact is felt in highly #tasub-sectors such as the leisure beach
tourist market, which have to compete with othexrdbedestinations such as Zanzibar,
Thailand and Mauritius, where import duties hattéelor no effect. This is also further
exacerbated by relatively higher IVA rates vis-a-oiher major competitors such as
Mauritius, Seychelles, Thailand and Maldives.

The main issue amongst tourism businesses, edgacialitlying areas, relates to the
inconsistent and irregular administration, coll@stand monitoring of taxes, invariably
resulting in unjustifiable, excessive and reguaafly) fines and penalties. Formal legal
recourse is usually not sought due to the laboyibme consuming and costly legal
process, usually resulting in settlements thronfirmal payments.

Although tax can be considered as an impedimengtowth there are a number of other
factors of equal or greater importance impacting ¢ime sector. These include: cost and
access of flights, poor infrastructure, administeabarriers, bureaucracy, low labor
productivity, lack of skilled staff, limited inteational marketing and exposure and high
cost and limited access to finance.

IVA is applicable to all goods and services intingrism sector which increases the
compliance and simplicity of IVA, especially witegards to tourism packages. In other
countries the application of multiple rates withisingle tourist package increases the
complexity of the calculation and monitoring of utgosts between non-IVA and IVA
revenue generating products and services.

Yet IVA is not working equitably and efficiently ithe tourism sector. Large proportions
of suppliers to the tourism sector are informal aatlVA-registered, resulting in a break

in the IVA chain. Although IVA tax revenue is ldbsrough this process, revenue is gained
through the introduction of a 20% withholding taxmurchases from non registered
suppliers or purchases from suppliers’ with non plent invoices. This tax is not only an
effective means of raising revenue (thus combagrgnue lost through the IVA system)
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but also, theoretically, promotes formality by em@ging non-registered vendors to drop
prices or form part of the formal system.

Tourism bears an METR of 40% in the ‘normal’ regimeUnder the CPI regime on the
other hand the METR drops to 16%. Under the Cgihme, the tourism sector enjoys an
additional 3% investment tax credit as compared\estments in other sectors. But,
this tax benefit does not include any investmentuidings (including furniture, fixtures
and fittings) and as hotels are building intenshesactual tax benefit is lower than the
additional rate suggests. This sector also ergogslerated depreciation of three times
the normal depreciation. Both of these tax incestioring down the METR by more than
half. A small business tourism investor who doetsavail of the CPI regime faces a
very high METR of 78% due to the higher cost ofdiras they do not have access to
foreign credit markets.

The setting up of a tourism business remains complane consuming and costly which
places considerable burden on foreign investors amdsmaller businesses in the tourism
sector.Business start-up and registration processesstafsnany unnecessarily complex
and sometimes discretionary procedures requiripgoapls from multiple sources, this
coupled with the lack of definitive guidelines, nealit almost impossible to undertake this
process without assistance from professional seprioviders.

Operators receive frequent yearly inspections fvanous authorities. Clear guidelines on
requirements and standards upon which inspecti@ensased are not available.

Inspections are highly discretionary and subjeatgilting in liberal interpretation of the
laws by inspectors. Fines are a frequent occuerespecially in tourism businesses in the
outlying areas. In cases where fines are isswethtin purpose does not seem to be to
correct the issue but more as a means of raisugnue or an opportunity to settle the issue
through informal payments.

5. Financial Sector

Financial service providers such as banks and inance companies are subject to
normal corporate income taxes of 32%, with few exgans. Several foreign investors
that acquired domestic financial institutions ie tate 1990s or early 2000s received a
five-year exemption from corporate income tax, iy tax legislation in 2002
eliminated this incentive, so that all instituticar®, or will soon become, subject to
normal income taxes.

Financial services are exempt from IVA; they arestead subject to stamp duty, which
is applied at different rates to financial transaonhs. The current Code of Stamp Duty,
which came into effect in April 2004, lists morath120 transactions subject to stamp
duty. Not all of these apply to financial instituts, but 25 of them apply specifically to
the banking sector and 9 to insurance companigi,rates that range from 0.02% on
short-term bank guarantees up to 4% on issuanceedit cards. The most recent Stamp
Duty code and schedule was introduced without momsultation with financial
institutions and without any period to allow ingtibns to adapt their IT and accounting
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systems. As a result, all financial institutionsrevsubjected to hefty fines during their
phase-in period. Although the banks and insuraoncgpanies have by now
accommodated the changes, it is not clear the @& Bdequate IT and human resource
capacity to manage a system of such complexity.

Stamp duty is payable immediately when a transadtikes place, even if the transaction
is subsequently cancelled or its value reducedsudbi cases, the payment can be
credited against future stamp duty payable, but tmlthose transactions falling under
the same number or point in the schedule. In dasekich a given category of
transaction is relatively rare, this can resuliimecessary delays in reconciliation.

Financial institutions are required to pay estirdaterporate income tax in advance,
amounting to at least 80% of taxes paid in theiptessyear. In 2004 this resulted in
substantial overpayments by most institutions, beedhe tax law had changed to
exempt investment income from Treasury bills astell securities from income tax,
which effectively reduced their tax liability by asuch as 50%. Most financial
institutions assumed that they would be allowedré&dlit these overpayments to their
final tax bill, but the DGI reportedly refused, isting on full and immediate payment,
and imposing large fines and interest penaltietnpayers.

Financial Services suffers the highest METR amond sectors of 57%.The primary
reason is that financial services are exempt fempitlirpose of VAT and as a result bear
the implicit sales tax on capital inputs. Finahservices pay tax on their income at the
regular rate of 32%. Investment in the financabges that go through the CPI bear a
lower METR of 20% due to the accelerated depremabenefits and investment tax
credit. The METR for small business has not bedcutated as such a scenario is
unlikely.

6. Customs

Mozambique’s trade policy is among the most progige in SADC. The top tariff is
only 25%, the average applied tariff rate is 12.4d the trade-weighted average tariff
is only 9%. Mozambique has eliminated specific tariffs indaef ad valorem duties.
Mozambique’s effective rate of protection, whil@él siffering significant protection, in
most sectors is lower than for most of its SouthAdrican neighbors.

Customs administration nevertheless poses a sepsyblem for companies that must
import or export. The main challenges are: 1) physical infrastmecand capacity at
border crossings; 2) human capacity and trainingrejtCustoms officers and
brokers/agents; 3) IT resources; and, 4) corrup#acording to the World Bankoing
Businesseport for 2006, it takes 41 days to clear an irhppan export shipment in
Mozambique. This is better than the African aveydge far worse than the OECD
average of 12.6 days for exports and 14 days fpoits and worse, too, than Mauritius
(16/16), South Africa (31/34), or Namibia (32/2%jor Mozambique to offer an
attractive and competitive alternative to Southidsin ports, export clearance times and
procedures must improve. Assembly and processidgauments accounts for about
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half of the delay for both imports and exports.t&diing finance and effecting duty
payments takes a long time for most small tradéheagh Customs has the capacity to
receive online payment notification from banks andourages traders and agents to use
this method rather than paying by cash or cheque.

Other problems include: 1) a high rate of inspecbbboth export and import shipments,
reportedly between 70% and 80%; and, 2) continakance on pre-shipment inspection
for imports, handled by Intertech Co., at consibdkra&ost to importers; 3) lack of a
properly-functioning duty drawback/duty suspensaod VA rebate system. In addition,
a long-term Customs reform contract carried ouCbywn Agents endowed
Mozambican Customs with a proprietary Crown Agerdde management information
system (TIMS) in preference to ASYCUDA or anothgstem that might be more
commonly used and which would offer greater contyplétr with other countries’
systems. Since Crown Agents shifted from an opsrakto an advisory role, corruption
has reportedly increased, and revenue collectisrdh@pped somewhat.

The World Bank Group has already provided somenfired support to construction of a
dry port adjacent to the Ressano Garcia custontsopafie main road border between
Mozambique and South Africa. The dry port may keamded to accommodate rail
traffic as well, and should substantially reduasacance times. Additional Bank Group
support should focus on training and capacity lngdor Customs officers and
management and for customs brokers and agentsnaypdlso include financial and
technical support for introducing better IT and @mg@ment information systems and
training Customs personnel in their use.

7. Small Business

The narrow tax base in Mozambique is attributed tomongst other factors, tax policies
and administration that create disincentives for &iness registration.The

administrative burden of complying with tax obligets falls relatively more heavily on
smaller than larger businesses. As a result, marajl businesses operate in the informal
economy (estimated at above 40% of GDP in Mozam@)ig@dbout 90% of the
approximate 32,000 private sector firms in Mozarabigre small (when defined as less
than 10 employees). However, there is no unifoefindion of a small business under
the IRPC, IRPS and IVA as reflected by the diffétdmnesholds.

There is no special income tax regime for small messes leading to high compliance
costs. Small businesses are taxed under the generaredeptax (IRPC). We
understand that a majority of small entreprenergsale proprietors and thereby subject
to the individual tax (IRPS). While maximum ratdgte IRPC and IRPS are
harmonized, the lower bands of IRPS and the higideind tax under IRPC (32% for
local firms) effectively reduce the incentives fiocorporation.

The majority of small businesses are unable to keeper records, maintain the

necessary documentation, and cannot afford qualdfeeountant services. They are
unable to comply with the administrative requiretsesf the standard regime. There is
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also the added cost from the risk of severe pesatir illicit payments to tax officers if
businesses fail to keep proper accounts. It is@eledged by both government officials
and businesses that the system of bringing smmaikfinto the standard regime — which is
good practice — is not accompanied by sufficientises such as training on tax
accounting and compliance or other incentives (eduax rates, access to finance etc).

The income tax code includes a simplified systemdmall enterprises without proper
accounts. Small businesses which lack organized accourtt$rame a turnover of less
than Mtn 1.5 million can follow a simplified systevhrecording accounts. Where small
businesses find these bookkeeping requiremenitsogtitcomplicated, taxable income is
determined through indirect assessments basedmpesstandard indicators for different
types of businesses. In practice, since incom&ufaover for IVA) has to be estimated
for small businesses without adequate accounts|dhds to venues for negotiation and
discretion by tax officials.

Small business under the Personal Income Tax (IRRS3ligible to a presumptive
regime on entrepreneurial or professional inconies fegime allows simplified accounts
and income is presumed to be 20% of revenue frensdke of goods and 30% of other
revenue.

There are also provisions in the income tax codmtmurage firms to formalize. Firms
can withhold income of unregistered suppliers &20 turnover. This is higher than the
17% tax on sales under the IVA regime (which cadéxucted), or 5% under the
simplified IVA regime.

A simplified IVA regime exists for small businessednder the simplified IVA regime,

a business with a turnover below Mtn 250,000 issléa 5% tax on sales. Businesses
with turnover below Mtn 100,000 are exempt from IVAver 40% of all IVA registered
taxpayers (46,800) fall under the simplified regirmensisting largely of sole proprietors
(18,600) and also corporations (56®Yhile this reflects the low threshold for IVA
registration, the actual numberaxtivetaxpayers under this system may be significantly
lower.

Small businesses below the general IVA registratimeshold do not have tlogtionto
register for the general IVA instead of the simptifregime. As a result, small
businesses cannot claim IVA on their inputs, angebsiof their products and services
cannot deduct input IVA. This system creates seakhe IVA chain, arising also from
the fact that many small businesses purchaseitipits from the informal sector.

In addition, taxes are levied by local municipaks which add to the multiplicity of tax
obligations. For example, small traders are subject to a snadlf thx from the
municipality. Other tax obligations levied on ssses include, for example, signage
tax, where small businesses complain that theymi@formed of such requirements are
thereby levied penalties for non-compliance (Secho.
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Small businesses complain about the lack of adeguatailability of tax information.
Programs carried out by the DGI have focused orodihechemes to try to formalize
informal traders, instead of more systematic amddibased efforts to educate taxpayers
on tax obligations and preparation of declaratiofss.a result, small businesses
significantly lack adequate taxpayer services agmformation on procedures and
requirements for tax compliance, and are largebrajing under the radar.

D. License Fees and Fines

Sub-national level. Mozambique is in the process of creating autongmounicipalities
(autarciag throughout the country. At the moment, there48enunicipalities
established covering most of the larger cities.alfantowns and the countryside are
governed by the provincial government on behathefstate government. Business costs
at the municipality level include:

* Annual business tax;

* Daily business tax for small businesses;

* Property tax;

* Residential tax;

» Other licenses.
Each municipality sets these taxes and fees ingialig within a range set by the state in
the Laws and Decrees on the Municipalities.

Annual business taxesEach business has to pay annual taxes to the ipalitigz. The
tax is calculated by the location and per squareencd the business premise.

Daily business taxes for small businesse&amall businesses in markets or on the streets
are taxed by day. The tax is a very low flat raténinistered by the Municipal Police.

Property Taxes.The property tax is calculated by the value dredsize of the location.
The tax is not very high and many municipalitiése the City of Maputo, have problems
to collect the tax due to low capacity.

Other Licenses.Municipalities have the right to create certanemhses for activities in
the borders of the city. Some of these licensedasiness related, for example, annual
licenses for using advertising signs on the busiesiding or car, the unloading of
trucks on the street, the use of space in frottt@business location.

Municipalities part of the process to decide onligpfions for the Business license from
the Ministry of Industry and Commerce (see below).

National level. The main license for business activity is the higgefrom the Ministry of
Industry and Commerce. This license must be obthiby any business that is not
licensed by a line-ministry (e.g., Ministry of Tegm). Although the GoM recently
enacted a new law on licensing it is still the cse essentially all economic activities
require licensing. As pointed out in previous Flgt8dies of administrative barriers to
investment (1996 and 2001), this heavy approadicgasing is increasingly anomalous
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in the global market economy and tends to deterstnaent. Currently, the license is
issued for small and medium businesses at thermiabilevel while large businesses are
licensed at the state level in Maputo. After aitess submits an application, a
commission containing representatives from the Mirgs of Health, Environment,
Industry, and the City Council will inspect the prise and issue a report with
recommendations. The Ministry of Industry and Caree will issue a decision based
on the report. A license fee must be paid to thaidétry of Finance.

To speed up the process, the Ministry is in the@se of setting up “One-Stop-Shops”
for licenses at the provincial level. Where essdigd, businesses confirmed that the
situation has slightly improved but said also flaatlitation is not simplification and that
most problems are caused by complicated and nosgasent procedures. To ensure
operation before the license is issued, a provaibcense valid for 3-months can be
obtained. Renewal of the final license is necgss@ompliance will be ensured through
inspections by the Ministry of Industry and Comneerthe inspectors are entitled to
keep 25% of all fines issued. It is not clear hdlwose funds are distributed within the
inspectorate among the employeds.appears that there is a common fund thatlveill
distributed according to a formula among employddke inspectorate.

Issues. In general, businesses do not consider munitxals or activity licenses as high
or problematic.

However, thanunicipalities’ involvement in the commission tosige the business
licensefrom the Ministry of Industry and Commerce maysmgonsiderable problems.
The councils appear to have considerable discrefidrere is a lack of transparency
about the requirements for each type o business@me businesses reported requests
for bribes.

Time-consuming procedurelt takes at least 4 weeks to obtain the liceri3elays are
often caused by unreasonable requirements anccapidihave to push authorities to
conduct the inspections and issue the decision.

The requirements and decision criteria are non-trgparent. Businesses often do not
know about the decision criteria. The laws dodexcribe requirements clearly and the
Ministries do not issue such information.

Unreasonable inspection servicefelated to the lack of transparency are the pnoble
caused by inspection services. The conditionsl éitéwo previous FIAS studies of
admin barriers to investment have not improvedsiBesses often do not know the
requirements to be fulfilled and become an eagetdor fines. Although the Ministry
states their task in educating businesses abougtjuerements, businesses have the
strong feeling that they are deliberately kepthi@ dark to allow for more fines.

Inappropriate incentives for inspectorsinspectors appear make a considerable part of

their income through collection of fines. Ther&fothey have a strong incentive to
collect as much revenue in fines as possible.
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Among the many businesses interviewed by FIASpthset common complaint was that
fines were assessed on what appeared to be aragrlnésis. The fines are said to be
often quite severe.

At the Ministry of Finance, a new policy has raisaedaries for Tax Inspectors while
eliminating any sharing of revenue from fines. Altigh this is a relatively new reform,
whose impact has yet to be assessed, it seema qatity mitigates the incentive for
inspectors to try so aggressively to find faulthwat business.

High fines. Fines are kept high for the mentioned reasonkeVn doubt, the highest
allowable fine is usually chosen by the inspector.

FIAS would recommend that the new Ministry of Finampolicy be extended to all
government inspectorates. Further, all regulattbas businesses are expected to comply
with should be made publicly available. Inspecgirsuld be required to prepare a
written report for all inspections, with a copy tbe business that was the subject of the
inspection, stating the objective infractions anohg the law or regulation that is
applicable. Businesses should have an opportumitgdtify the problem or appeal before
a fine is issued.

Inappropriate incentives have a negative impacttwo levels: the inspector him or
herself and the Ministry as a whole is interestedhigh fines. This affects the
willingness of the entire Ministry to reform, natlg the inspectorate. It also means that
reform has to target also the budgetary rulesalfipreform needs to take into account
that the inspectors may try to replace the lostrime from fines by corruption. Because,
we should not forget, the inspectors have stilldtiek of imposing fines even if part of
the fines do not end up in their pockets afternrafo

1] Proposed Next Steps

FIAS will produce a draft report to present to goernment within 6 weeks, during
which the tax team will complete the METR comparatmuntry analyses and complete
the tax policy and license analysis. The repolitin¢lude conclusions and policy
recommendations based on international best peasti@re appropriate.

Simultaneously, the FIAS team will give the Minysof Commerce and Industry, and
Ministry of Finance a complete METR spreadsheegfm which can be used to do
further analysis. Technical support for this peogrwill be supplied by the FIAS team.

The FIAS team benefited from several diagnostiorepon the investment climate in
Mozambique, including the ‘Bolnick’ report for ti@&r'A, the World Bank’s Investment
Climate Assessment and the Diagnostic Trade Intiegr&tudy (DTIS). The priority for
Mozambique, with support from development partnersjld appear now to be in the
area of implementation.
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Annex 1: Marginal Effective Tax Rate Analysis

The underlying economic assumption for our METRIgsig is that any “real” capital
investment is feasible only with the expectatioat tthe rate of return to capital is
sufficient to cover the cost of capital from thergf view of a capital investor. The cost
of capital includes financing cost, replacement,casd tax cost. METR is the tax cost as
a share of the cost of capital net of replacemest and net of the rate of return required
by a “financial” investor who provides funding teetreal capital investor. METR is
different from the statutory income tax rate beeatisakes into account not only income
tax but also other taxes affecting the cost oftedsuch as an indirect tax on capital
inputs), and it considers not only statutory taeséut also various tax allowances that
make the effective tax rate differ from the statutiax rate. Finally, tax regimes interact
with non-tax economic and business conditions dt@h@roduce unexpected but
explainable variations in tax cost measured by MEGRlifferent business sectors.
Accordingly, the METR is a useful quantitative téot designing a tax structure that
minimizes tax distortions among business sectalssarproduces a more efficient, fair
and simple tax structure.

It is important to emphasize that the METRs cal@ddor this study measure the
effective tax burden ocapital, and that other taxes that corporations pay tbatod
impinge on the rate of return to capital, suchagqll taxes, are not reflected in the
METR on capital. Results of METR analysis candagnfl in Table 1 of the statistical
appendix

Preliminary calculations of the METRs on capital kozambique are provided for
several sectors and four asset types in Tabl¢i2.imhportant to point out that this table
is based on several underlying assumptions, eaatnich can substantially alter the
results. A more detailed discussion of these aptions will take place in the final
report, however at this point it is worth highligig two of them. The first is that the
METRs presented in Table 2 are for domestic inveats) that is investments that are
financed by domestic shareholders and not by fareigltinationals or branch plants.
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Annex 2. Mozambique tax instruments. Comparison wh Lesotho, South Africa,
Tanzania and Zambia.

Year 2003/4 S. Africa | Rwanda | Zambia | Tanza- | Lesotho* | Mozam-
nia bique**

Type of tax (%)

1. Direct taxes 59.9 30.6 47.6 29.22 24 28

1.1.Tax on income 57.3 30 47.6 29.22 28

and profit

1.1.1. Companies 18.3 13.7 6.6 7.86 5 11

- Large companies 7.2

- Small enterprises 3.3

- Arrears 3.2

1.1.2. Individuals 36.9 14.4 37.0 15.93 18.0D 17

1.1.3. Others 2.1 1.9 4.0 5.43 1.0

1.2. Property taxes 2.6 0.6 0.79

2. Taxes on goods and 36.0 50.1 41.1 58.61 52

services

2.1. Excise taxes 10.7 14.2 13.0 15.3 12

2.1.1. Beer 5.2 4

2.1.2. Wines & Liquors 0.3

2.1.3. Petrol 5.7 8

2.1.4. Cigarettes 1.4 1

2.1.5. Lemonade 1.4

2.1.6.Vehicles 0.1

2.1.7.Powder milk 0.1

2.2. Turnover tax / VAT 25.3 33.3 28.1 38.61 17.0( 40

of which: on imports 16.9 17.5 22.10 24

2.3. Road Fund / Fuel 2.7 4.62

Levy

3. Taxes on 3.3 19.3 11.2 14.48 60.00 17.2

international trade

3.1. Export tax 0.0 0.0 0.3

of which coffee 0.0

3.2. Import tax 3.3 15.7 11.2 9.53 16.9

3.3. Other 0.8 3.6 2.6

Total tax revenue 100.0 100.0 100.0 100.0 100.p0 00 1

Grants in percentage of 0 46.5 17.1 41 n/a 48%

total revenue

Tax revenue as 25 14.0 18.0 12.03 44.5 14.5

percentage of GDP, estl)

* Data for Lesotho is estimate for the year 2005-06
** Based on Data for first half of 2006
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Annex 3. Marginal Effective Tax Rates for Asset Cadgories and Sectors

Large Firms
Manufacturing | Tourism Agriculture Mining Finance
METR Equipment 46% 46% 16% 56% 71%
METR Building 34% 41% 14% 43% 41%
METR Land 8% 8% 38% -195% 8%
METR Inventory 29% 29% 9% 32% 29%
METR Total 40% 40% 16% 51% 57%
Large Firms — Investment through CPI
Manufacturing Tourism Agriculture Mining Finance
METR
Equipment 2% -19% -9% -4% 7%
METR Building 13% 23% -2% 7% 30%
METR Land 8% 8% 43% -76% 8%
METR Inventory 29% 29% 2% 24% 29%
METR Total 11% 16% 6% 5% 20%
Small Firms®
(registered under Simplified VAT)
Manufacturing Tourism Agriculture
METR Equipment 79% 79% 72%
METR Building 77% 78% 71%
METR Land 75% 75% 73%
METR Inventory 76% 76% 70%
METR Total 78% 78% 71%
Comparison of METR across countries and sectors
Rwanda South Africa | Tanzania (with Lesotho Mozambique
cess) (through CPI)
Agriculture 7% 5.7% 23.1% 18% 6%
Manufacturing 7% 21.3% 15.3% 11% 11%
Tourism 13% 13.9% 14.9% 43% 16%
Finance 28% 29.8% 28.9% 51% 20%

1\t is assumed that the Small Firms operate as aaiap (IPRC) not sole proprietors (IPRS).
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