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KEY ISSUES

Context and policy challenges. Mozambique's macroeconomic performance remains
robust, with strong growth and low inflation. In spite of the heightened risks from an
uncertain global outlook, growth is expected to be broad-based in the medium term
and boosted by the natural resource boom and infrastructure investment.

Short-term policy framework. The main short-term challenge is to maintain the
growth momentum while preserving fiscal and debt sustainability. The 2014 fiscal stance
is expansionary, and fiscal consolidation needs to be initiated in the 2015 budget to
restore prudent fiscal management. While low international prices have dampened
inflation, the Bank of Mozambique should stay vigilant and adhere to its medium-term
inflation target. Key structural reform priorities include improving VAT and overall tax
administration, continuing public financial management reforms, strengthening capacity
for transparent public investment management and borrowing, and enhancing the
business environment and financial sector development. Completion of the LNG contract
negotiations is a critical milestone for the launch of this project, one of the largest in
sub-Saharan Africa.

Medium-term reforms. Fiscal adjustment over the medium term will be essential to
preserve debt sustainability and macroeconomic stability. This requires measures to
contain current spending pressures while bringing investment to a more sustainable
level. Structural reforms focusing on public financial management, monetary policy tools
and banking supervision, and business facilitation should be implemented vigorously to
sustain growth and render it more inclusive. With foreign aid likely to decline over the
medium term, increased borrowing can provide additional resources for improving both
Mozambique's physical infrastructure and human capital. To ensure the efficiency of
investment and borrowing, further strengthening of investment planning and
implementation, and debt management are essential.

Staff supports completion of the review. Program performance has been mixed. All
but one quantitative assessment criteria for June 2014 were met. There were delays in
implementing structural reforms.
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A staff team comprising Ms. Ross (head), Messrs. Inui, Medina, Xiao (all AFR), and
Perone (SPR) visited Maputo during October 22-November 6, 2014. The mission
met with Ministers Chang (Finance), Cuereneia (Planning and Development), Bias
Ranil Salgado (Natural Resources), Namburete (Energy), Bank of Mozambique Governor Gove
and other senior government officials. The mission also met with President-elect
Nyusi, the presidential candidates from the two other large parties, development
partners and representatives of civil society, and the private sector. It was assisted
by Mr. Segura-Ubiergo (Resident Representative), Mr. Simione and Ms. Palacio
(resident representative office). Messrs. Tivane (OED), Revilla and Blanco Armas
(World Bank) participated in some of the policy discussions.
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REPUBLIC OF MOZAMBIQUE

BACKGROUND AND RECENT DEVELOPMENTS

1. Economic growth continues to be Mozambique: CPI Projections
strong while inflation remains low. 30 LZmenthchange perceny
Rebased national accounts were issued in July
resulting in an 11 percent increase in the level 20
of GDP for 2009, but only modest changes in
the sectoral composition (Box 1). Real GDP
expanded by 7.2 percent in the first half of
2014, led by the extractive industries,
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bumper harvest that held down food prices,

and stability in administered prices (fuels, public transport, and utilities),

12-month consumer price inflation fell to 1.3 percent in October. The real @
effective exchange rate has been broadly stable since 2012.

2. Budget implementation in the first half of the year was largely as anticipated, but
the supplementary budget adopted in July implies a more expansionary fiscal stance than
programmed. Staff project total expenditure in 2014 about 0.3 percent of GDP higher than
expected during the 2nd PSI review, attributed to a 0.8 percent of GDP increase in current
spending (mainly goods and services, and a slight increase in the wage bill), costs of holding the
elections, and the political agreement with the main opposition party (Renamo) (see Paragraph
5), offset somewhat by a projected under-execution of investment. Given unchanged revenue
projections and lower expected grants, this would result in a need for additional domestic bank
financing of 1.1 percent of GDP. Preliminary data through September show revenue slightly
lower, relatively low priority spending, and large other spending—likely related to the elections

and the truce agreement; with slightly lower and late disbursements in external financing this led
to a substantially higher use of domestic financing than programmed.

3. In the first half of 2014, the current account deficit narrowed by 15 percent
compared with the same period last year, due to a slowing down of the investment
activities by megaprojects. Exports revenues fell by 8.4 percent driven by lower commodity
prices for both traditional and megaprojects exports, including for aluminum and coal, while
imports fell by 7.5 percent. The Bank of Mozambique (BM) continued to strengthen its net
international reserves (NIR) position, although its value in dollar terms experienced sizeable
valuation losses owing to the strengthening of the U.S. dollar.

4 INTERNATIONAL MONETARY FUND



REPUBLIC OF MOZAMBIQUE

4, Program performance to date has been mixed.

e All but one assessment criteria (AC) through June were met, but more than half of the
indicative targets for September were missed (MEFP Table 1). The targets for reserve
money at both end-June and end-September were missed by small margins, but inflation
remains in the low single digits and well below the BM's target range. Performance through
September 2014 was mixed with 3 of 8 indicative targets (ITs) met, three missed by small
margins (reserve money, government revenue and priority spending) and one (NIR) missed
due to valuation losses. The target for net credit to government was missed by a significant
margin due to slightly lower revenue, spending pressures and lower and delayed foreign
financing.

e The structural agenda is advancing, but with delays: only 3 of 7 structural benchmarks
(SBs) were met on time. There has been follow-up on three other SBs, but more time is
needed to complete them, thus these have been rescheduled by 3-9 months. The June 2014
SB on the Integrated Investment Plan is out of reach in the near future due to deep capacity
limitations.

5. The ruling party (Frelimo) won the presidential and parliamentary elections in mid-
October 2014, but with a significantly reduced margin. President-elect Nyusi's new
government is expected to take office in January or February 2015. A truce agreement between
Frelimo and the main opposition party (Renamo) was signed in early September 2014, which has
improved the security situation by putting an end to the disruptive clashes between the army
and Renamo fighters. This agreement is likely to require additional spending to help integrate
Renamo troops into the army and police or demobilize them.

INTERNATIONAL MONETARY FUND 5
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Box 1: GDP Rebasing

In July 2014, GDP data were revised upward by about 11 percent for 2009 with a switch from
2003 to 2009 as the base year. The changes in the real growth rates in the historical data series were
marginal, and there were only modest changes in the sectoral composition. In contrast to large recent
revisions in Ghana and Nigeria, the more modest changes in Mozambique are due to the short time lag
between the current and previous base years (only 6 years) and the fact that coal production started
only in 2011 after the new base year. Also, with the rebasing, the Statistics Institute (INE) adopted a new
Classification of Economic Activities consistent with international standards: the changes in sectoral
classification include the merger of agriculture and fisheries, a split between coal and natural gas under
the category of extractive industry, and a split between transportation and communications. All figures
in this report are based on the revised GDP data series.

GDP in Current Prices (Nominal) Real GDP Growth Rate
(Billions of meticais) (Percent)
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INE has improved the quality of national accounts data over time, and further refinements are
planned. A recent IMF TA mission suggested updating the estimated rates for the intermediate
consumption for many products and activities once more data become available, particularly
methodological improvements needed in the estimates of the output of the financial services sector and
consumption of fixed capital in the government sector. Also, the compilation of quarterly GDP in current
prices and based on expenditure approach would be helpful once the relevant data become available.
Improvements in data sharing among government authorities, particularly between the Revenue
Authority and INE, should be helpful to improve the quality of estimates, especially for industrial and
financial sector activity.
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Figure 1. Mozambique: Impact of Global Developments

Despite weak global growth and floods in early 2013,
Mozambique's growth outlook remains robust.
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The current account deficit declined somewhat in 2013,
but continues to reflect sizeable investment imports by
the natural resource sector since 2011-12.
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Megaprojects’ strong export growth was counterbalanced
by investment-related and fuel imports.
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In the face of strong private capital inflows and import growth,
the reserve cover was maintained at about 4 month of
projected non-megaproject imports since 2010.
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Sources: Mozambican authorities and IMF staff estimates and projections.
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Figure 2. Mozambique: Inflation and Monetary Developments

Inflation has remained low since 2012, despite a Low inflation was helped by favorable developments in
temporary rise related to the floods in early 2013. international prices.
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The BM’s policy rates and the T-bill rates have been Reserve money exceeded its program targets slightly in
stable, but banks’ lending rate remains very high. June 2014 as currency in circulation picked up.
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8 INTERNATIONAL MONETARY FUND



REPUBLIC OF MOZAMBIQUE

Figure 3. Mozambique: Fiscal Developments

Windfall capital gains tax receipts in 2012-14 added to
buoyant revenue collections but are not expected to
continue.
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External loans are gradually replacing grants for the
financing of capital spending.
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higher current spending in 2014.

Domestic Current Expenditures
(Percent of GDP)

> B Compensation ofemployees il
25 F. Goods andservices

Subsidiesand transfers e
20 # Interest payments e -]

15

10

2007 2008 2009 2010 2011 2012 2013 2014 2015
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domestic financing) reflects windfall revenues in 2013-14.
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ECONOMIC OUTLOOK AND POLICY DISCUSSIONS

A. Outlook and Risks

6. Mozambique’s economic outlook remains favorable. In the
medium term, growth is projected to be broad-based and remain at 7%-- @
8 percent. Although coal production is expected to stay flat in 2015,

growth is projected to be led by construction of megaprojects and infrastructure investments,
transport and communications, large-scale agriculture, and financial services. Inflation is
projected to remain within the BM'’s target range of 5-6 percent. The large investments in natural
resource projects financed by foreign direct investment (FDI) and private funding will continue to
dominate the balance of payments, further widening the current account deficit to 50 percent of
GDP over the next 4-5 years with the construction of the gas liquefaction plants.

7. Mozambique’s medium-term policy agenda remains focused on maintaining
macroeconomic stability, investing in infrastructure and social sectors, fostering inclusive
growth and capacity building. Preparations for a successful transition to a resource-rich era will
need to shift into higher gear under the new government. At the same time, improvements in the
business climate to facilitate the development of non-resource sectors such as agriculture will be
important for increasing agricultural productivity and job creation in the private sector as
currently 80 percent of the labor force work in agriculture and population growth is high. A new
household survey is underway with results expected in the second half of 2015 that should
provide a strong basis for a new poverty reduction and medium-term development strategy to
be formulated by the new government.

8. Economic risks remain moderate, but downward risks have risen. Lower-than-
expected international coal prices and high transport costs have caused mining companies to
suffer losses on their exports. Unless coal prices recover and costs are contained, production
expansions originally planned after the new Nacala railway becomes operational in early 2015
may be postponed. A further weakening in the outlook for international gas prices could also
affect other major megaproject plans. In August 2014 the government obtained parliamentary
authorization to negotiate, by end-2014, with the gas companies the fiscal and other contractual
terms of the Rovuma basin LNG project associated with concession contracts for oil and gas
exploration and development. This is a private investment project financed by FDI and project
finance instruments, and includes production sharing with ENH, the public hydrocarbon
company. At a cost of at least $40 billion (or 2.5 times estimated 2014 GDP) for the first phase of
the project, which could be expanded to $100 billion later on, it is one of the largest projects in
sub-Saharan Africa. As LNG production is expected to start only in 2020 and government mining
revenue will remain small for the next decade, these short-term developments have little effect
on the budget in the near term. If the broader risks to growth materialize, fiscal consolidation
would become more difficult, but the risk of debt distress would likely remain moderate.

10 INTERNATIONAL MONETARY FUND
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9. In view of recent program performance and the economic

outlook, staff and the authorities updated understandings on the @
macroeconomic policy mix for 2015. The main objectives are to slow

the recent rapid expansion of government expenditure in order to maintain fiscal sustainability,

preserve a low-inflation environment while facilitating private economic activity and access to
credit, and reinvigorating the structural reform agenda.

B. Fiscal Policy and Reforms

10. The authorities and staff reached an understanding that the 2015 budget needs to
reverse the 2014 expansion and return to a more prudent policy stance. The draft 2015
budget envisages lowering current spending by 1.1 percentage points of GDP compared to 2014
projections (excluding one-off spending in 2014 related to the elections and EMATUM) and
reducing the (still high) level of domestically financed investment. This expenditure containment,
coupled with continued efforts to broaden the revenue base, would reduce the domestic primary
deficit in 2015 by 2 percentage points of GDP and the overall fiscal deficit after grants by 3 per-
cent. This should be achievable in a manner that protects social spending such as basic health
and education and social assistance programs.

Tax Revenue

11. Total revenue is projected to reach 25.4 percent of GDP
in 2015. This increase is consistent with Mozambique's past MEFP 928-30
performance which averaged an annual increase of tax revenues of

1% percentage points of GDP during 2010-14. The authorities plan to achieve continued revenue
growth through broadening

Mozambique: Key Fiscal Indicators

the taxpayer base,

2011 2012 2013 2014 2015

improving efficiency, and IMF

. . CR  Revised IMF
aUdItS' Ong0|ng efforts Act. Act. Act. 14/148 Proj. Neutral' Proj.
include reg Isteri ng (Percent of GDP, unless otherwise stated)
taxpayers in the electronic Total revenue 197 224 269 273 273 243 254

f which capital gain tax 0.0 1.2 39 30 31 0.0 0.0

tax payment (e-Tax) system °

pay . ( ) y Total expenditure and net lending 319 314 349 416 419 390 364
and expanding e-Tax of which current expenditures 178 185 197 233 241 212 204
beyond the value added tax  overall balance, before grants 124 91 81 143 -145 147 -111
(VAT) and the S|mpl|f|ed Grants 74 5.2 53 52 40 4.0 3.6
small tax payer regime and Overall balance after grants -5.0 -4.0 -2.8 -9.2 -10.6 -10.8 -75

d .. h ' Net external financing 35 33 5.8 92 94 73 6.4
modernizing the Net domestic financing 15 07 -30 0.1 12 35 11
organizational structure of Memorandum items:
the Tax Authorlty to Domestic primary balance -2.8 -1.0 09 -3.0 -29 -3.7 -09
. . . - Real GDP growth (percent) 74 71 74 83 75 7.5 7.5
|mprove Its eff|C|ency. The Average CPI inflation (percent) 104 21 42 46 26 26 50

revised fiscal regime for the

new mini ng and hyd ro- L IMF Neutral adjusts for one-off receipts and expenses. Revenues exclude USD 520 million windfall (Mt 16,064
Ca rbon |aWS have been million), while expenditures exclude EMATUM (Mt 10,920 million), and a portion of election-related

approved by parliament in expenditures (Mt 4,209 million).
August 2014, albeit some provisions do not reflect best international practice (Annex 1).

Sources: Mozambican authorities and IMF staff estimates and projections.
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12. The authorities continue to strengthen tax administration, especially on the
management of VAT refunds, which has become a serious concern to

the private sector. The 2015 VAT collection will be administrated on a

net (of refund requests) basis. The authorities, in consultation with the

private sector, are preparing the securitization of the stock of unpaid

VAT refund requests, projected at $250-300 million by end-2014. A private placement covering
the whole refund backlog is expected in the first quarter of 2015.

13. The authorities and staff reached an understanding to include an ex-ante rule for
the use of windfall revenue in the draft 2015 Budget Law. Staff reiterated past advice to
establish an explicit budget rule for the use of above-budget revenue. Without such an explicit

rule in place, the windfall capital gains tax receipts in 2013-14 were
quickly allocated to expenditures, and partially on recurrent spending.
The authorities agreed to include in the 2015 budget document an

explicit commitment to spend additional windfall revenue on infrastructure investments
(consistent with implementation capacity) and debt reduction, although they emphasized the
need for an exit clause for national emergencies or cash flow difficulties associated with
temporary shortfalls in external budget support. Staff also stressed the importance of developing
an effective medium-term fiscal framework to define a fiscal anchor and guide the allocation of
resources.

Expenditure

14. Total expenditure in the draft 2015 budget is 4.5 percentage points of GDP lower
than in 2014. The consolidation is achieved through several factors.

e One-off spending in 2014 related to bringing on-budget the quasi-fiscal operations of
EMATUM (1.9 percent of GDP) and to the elections (0.6 percent of GDP) would not continue
in 2015.

e The government plans to reduce the wage bill by 0.4 percentage points of GDP through a
deceleration in the pace of new hiring; payment of wages via direct bank transfer in order to
prevent circumvention of the salary fund; enhancing the control of overtime pay; and
verification of the civil servants registry (e-CAF) in 2015.

e Public investment projects will be subject to a more rigorous assessment process to limit
investment spending and the associated external borrowing, while enhancing investment
efficiency. This would reduce investment spending and net lending by 1.8 percentage points
of GDP (of which 0.7 percent is domestically financed) to a level of 16 percent, which is still
high by international comparison.
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15. Mozambique’s public sector Wage Bill, 2013

wage pOIicy needs to be reformed (Percent of total expenditures)
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medium term. Staff noted that the
government wage bill has been
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Middle East

Western Hemisphere

|
|
Europe | |
|
|

and is projected to reach 11.1 percent Asta ]
of GDP in 2014, high by international SsA ‘
comparison. The authorities noted
that this is partly due to substantial

Low Income | |

hiring in the social sectors and wage
increases before the elections. They
agreed on the need to gradually
reduce the relative size of the wage o 5 10 15 20 25 30 35
bill over time.

Middle Income | |

High Income [ J

16. The authorities are strengthening their supervision of public enterprises. The
Ministry of Finance will submit a report covering all 14 fully state-owned enterprises (SOEs) to
the Council of Ministers by end-December 2014. These reports have been largely descriptive in
the past, and staff have recommended to strengthen their analytical content, but the authorities
noted capacity constraints. Four of the six largest SOEs already published

their 2013 annual reports and the remaining two large are finalizing
them. For the about 120 public corporations supervised by the State

Shareholding Management Institute (IGEPE), a draft Law on the Corporate Sector of the State
(SEE) was prepared. The government plans to consolidate its participation in enterprises over the
medium term, including through privatization and liquidation. EMATUM, while an SEE, is subject
to the stricter financial controls of the SOE framework; in July 2014 it submitted quarterly
operating and financial reports to the Ministries of Finance and Fisheries. The government

commissioned an external audit of EMATUM's 2013 accounts by an international audit firm,
which is to be published (by end-2014) as will future audited annual reports.

17. The authorities are taking steps to strengthen the management of fiscal risks. The
recent fiscal transparency assessment highlighted the presence of considerable fiscal risks
stemming from reliance on donor support for external financing, susceptibility to exogenous

shocks from natural disasters, activities of public enterprises, major and
multi-annual contracts for infrastructure, guarantees granted, contingent
liabilities and quasi-fiscal activities. To address these vulnerabilities, a

World Bank mission in November 2014 provided assistance in the design of a Fiscal Risk Unit
(FRU) in the MF, which is to be set up by March 2015. The FRU will be tasked with preparing a
comprehensive statement on fiscal risks for inclusion in the annual budget documents, but will
need time and significant training to become operational.
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C. Monetary Policy and Financial Sector Reforms

18. The BM’s policy stance in Credit Growth
2015 aims at safeguarding a low (Vear-on-year, percent
inflation environment while °0

lowering private sector borrowing 50

costs. With a favorable inflation 40

outlook, the BM will target a slightly 30

slower reserve money growth in 2015
than in 2014, which should bring about
some moderation in broad money and
credit growth. Staff suggested that,
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share of GDP stands among the
highest in Sub-Saharan Africa. Staff
noted that the limited access to credit by small and medium-sized enterprises (SMEs) and the
high borrowing costs are mainly due to structural rigidities, and reforms to promote competition,
transparency, and financial literacy such as the establishment of private credit registries, should
help lower the credit risk to banks and the cost to borrowers over time. The BM reiterated its
priority of promoting access of credit by SMEs, but agreed to stay vigilant and stand ready to
dampen monetary expansion should exogenous factors push inflation above its medium-term
target of 5-6 percent.
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14 INTERNATIONAL MONETARY FUND



REPUBLIC OF MOZAMBIQUE

19. The BM continues to strengthen its inflation analysis and forecasting capacity, and
enhance the monetary policy operations framework. It has made good progress in
developing a new inflation forecasting model. The BM cut its standing lending facility (FPC) rate
by 75 basis points to 7% percent in early November, narrowing the corridor between the FPC
and the standing deposit facility (FPD) rates (to a still wide 600 basis

points) in an effort to enhance its influence on the interbank market. @
The reform towards allowing T-bonds as collateral in money market
operations has experienced lengthy delays. Staff noted the importance of this step in developing

domestic financial markets, and the BM and the Stock Exchange committed to resolving the
remaining legal and IT issues and complete this reform by September 2015.

Mozambique: Interest Rates
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20. The banking sector remains overall healthy and reforms are continuing to

strengthen bank supervision and crisis management tools. Bank soundness indicators
suggest that banks are well capitalized and stress tests also suggest

that the banking system is resilient, with credit portfolio concentration
remaining the main source of risk. The definition of non-performing loans

(NPLs) was aligned to international standards as of January 2014, and recent data based on the
new definition show only marginally higher levels of NPLs. The BM performs regular home-host
supervisions with partner authorities to monitor contagion risks.. A simulation exercise of the

Financial Sector Contingency Plan is planned for early 2015 with the support of the World Bank,

while the operationalization of the Deposit Insurance Fund has experienced further delays over
its appropriate size and the contribution mechanism.

INTERNATIONAL MONETARY FUND 15
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21. The implementation of the 2013-22 Financial Sector Development Strategy (FSDS)
has had a slow start. The BM and the stock exchange have now

launched education programs to promote financial literacy, which
includes broadcasts on TV and radio and lectures throughout the

country. The BM drafted several regulations aiming at promoting access to banking services and
protecting mobile banking customers and is formulating a National Financial Inclusion Strategy.
The Law on the Creation of Private Credit Registry Bureaus was submitted to the Parliament in
February and is awaiting approval. The drafting of a Movable Collateral Bill, which will be key to
facilitating access to credit by SMEs, has been delayed due to a lack of experience in this area.
The implementing regulation of the Law on AML/CFT, was approved by the Council of Ministers

in August 2014 and the BM's Directive for commercial banks on AML/CFT is expected to be
approved by March 2015.

D. Investment Planning and Business Environment

22, Capacity development in investment planning and project evaluation is an urgent
priority. The structural benchmark on refining the Integrated Investment Program (IIP) by end-
June 2014 was missed due to difficulties in collecting and processing
information from a large pool of investment projects from line ministries,
reflecting capacity constraints as well as delayed technical assistance. As a
first step to improve the decision making process on investment, the government agreed to
strengthen the Investment Evaluation Committee, which has been inactive to date, and mandate
a technical assessment by this Committee for any new public investment project to be
considered for or included in the 2016 and subsequent budgets of a value of $50 million or
more.

23. Steps to strengthen public debt management are also being taken. The government
prepared an update of the DSA in October 2014 and expanded the coverage of the DSA and
public debt and budget execution reports to include government guarantees; weaknesses
include the quality of debt data, internal consistency and analysis. The

government acknowledged the need to monitor and assess the
probability and impact of potential default of these guarantees. The

Debt Management Strategy will be reviewed by end-June 2015. Staff stressed the need to

strengthen the institutional coordination between public investment planning and debt
management.

24. The business climate is improving slowly, although there is still a lot of room for

enhancing the enabling environment for private business activity.
Mozambique improved its ranking from 142" in 2014 to 127" (out of
189) in the World Bank’s “Doing Business 2015" index, the largest gain

by Mozambique in recent years. This is the result of improvements in the areas of starting a
business, construction permits and registering property. Going forward, the authorities are
implementing the Business Environment Improvement Strategy (2013-17), which aims to speed
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up the registration and licensing of economic activities, with an electronic platform for
registration and licensing services of new businesses already launched and a unified website for
all information related to legislation, procedures, required documents, and complementary
services planned in 2015. Further improvements will be essential in access to credit, contract
enforcement, resolving insolvency and access to electricity.

PROGRAM ISSUES

25. A waiver is requested for the non-observance of one assessment criterion for June
2014 and modifications are proposed for three ACs and one IT for December 2014, to
reflect recent developments. A waiver for the non-observance of the assessment criterion on
reserve money at end-June 2014 is requested on the basis that the deviation was minor and has
not harmed the achievement of the program'’s objectives.

26. It is also proposed to reschedule three SBs, and replace the missed end-June SB
with an alternative measure to achieve the same objective.

e The end-October 2014 SB on finalizing and operationalizing the IT application for tax
payments through banks for VAT and ISPC is proposed to be rescheduled to June 2015 and
broadened. The authorities are making progress in piloting tax payments through banks with
several tax offices and commercial banks, and have decided to broaden the scope of the IT
application to include payments of income taxes.

e The end-December 2014 SB on the payment or securitization of the stock of valid VAT
reimbursement requests submitted up to end-2013 is proposed to be rescheduled to end-
March 2015 as the authorities are making progress in designing the securitization operation
with external technical assistance and have decided to broaden the scope to all VAT
reimbursement requests submitted up to end-2014.

e The end-December 2014 SB on establishing a movable collateral registry is proposed to be
rescheduled to September 2015 as technical work has started with external assistance but
more time will be needed due to the complexity of the subject.

e The missed SB on the IIP is proposed to be replaced by a remedial action as described in
paragraph 22.

27. ACs (for end-June 2015), ITs and SBs through end-2015 are proposed (MEFP Tables
2 and 4).

STAFF APPRAISAL

28. Mozambique’s economy remains strong and resilient, but performance under the
PSI-supported program has been mixed. The government’s policies have been able to support

INTERNATIONAL MONETARY FUND 17



REPUBLIC OF MOZAMBIQUE

growth while maintaining low inflation. All but one assessment criteria for June 2014 were met,
and while the target on reserve money was missed by a small margin, inflation has remained well
below the BM's target range. Developments in the third quarter were more mixed, due to fiscal
slippages. The implementation of the structural reform agenda has experienced delays and
should be reinvigorated, including by completing the re-phased structural reforms on a timely
basis in order to make steady progress on the key objectives of the program.

29. Mozambique’s economic outlook remains strong and growth is broad-based, yet
downward risks have risen. Lower-than-expected international coal prices and high transport
costs may postpone the coal sector’s production expansion plans, and a substantial weakening of
global gas markets could affect the planned massive LNG investments. As mining revenue is
currently still small, these developments have little effect on the budget in the near term, and the
risk of debt distress is likely to remain moderate. The most important challenge remains making
growth more inclusive through enhancing agricultural productivity and job creation in the private
sector.

30. After the spending surge leading up to the elections, fiscal policy needs to return to
a more prudent stance in 2015. The draft budget contains appropriate revenue efforts and
expenditure restraint, but it will need to be endorsed by the new government in early 2015 and
approved by parliament.

31. The monetary policy stance aims to promote private sector credit in a low inflation
environment and was helped by external factors in 2014, but the BM needs to stay vigilant
to keep inflation to its medium-term target and build foreign reserves to maintain an adequate
import cover. Staff welcome the recent narrowing of the interest rate spread between the BM's
lending and deposit facilities as a step in the right direction. The authorities, including the BM,
should step up the implementation of measures needed to remove the structural obstacles that
inhibit the development of financial markets.

32. The authorities achieved commendable improvements in the “Doing Business
2015” indicators, but the room for further improvements remains significant and the
implementation of structural reforms across a broad spectrum of areas needs to be
invigorated. This includes in particular ongoing PFM reforms and the identification of fiscal risks,
revenue administration (in particular clearing the VAT refund backlog), supervising public
enterprises, deepening money and capital markets, and strengthening the authorities’ banking
supervision and financial contingency framework. Building institutional capacity will be important
to prepare for managing the future LNG boom.

33. Capacity development in investment planning and project evaluation is an urgent
priority. The expected gradual move from traditional donor financing to other borrowing
requires the authorities to take charge of project analysis and selection, and monitor project
implementation closely to ensure value-for-money. Transparency of decision making and
adherence to due process in investment planning, selection and financing based on the country's
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economic and social priorities need to be strengthened, and the authorities should closely
monitor the related debt dynamics and preserve debt sustainability.

34. Staff reccommends the completion of the third PSI review. Program performance has
been mixed recently, but with the envisaged fiscal adjustment in 2015 and renewed vigor in
structural reforms the economic outlook remains strong. The attached MEFP outlines the
macroeconomic objectives and policies for the period ahead. Staff supports a waiver for the non-
observance of the assessment criterion on reserve money at end-June 2014 on the basis that the
deviation was minor and has not harmed the achievement of the program'’s objectives. Other
structural reforms are ongoing, albeit with slower progress than anticipated. Staff also supports
the authorities’ request to modify the end-December assessment criteria and indicative target as
these would be consistent with the achievement of the program'’s objectives.
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Table 1. Mozambique: Selected Economic and Financial Indicators, 2011-19

2011 2012 2013 2014 2015 2016 2017 2018 2019
Act. Act.  CR 14/148 Est. CR 14/148 Proj. Projections
(Annual percentage change, unless otherwise indicated)
National income and prices
Nominal GDP (MT billion) 385 424 461 470 528 526 595 680 774 882 1002
Nominal GDP growth 11.5 10.2 13.0 10.9 144 11.9 131 141 13.8 14.0 13.6
Real GDP growth 7.4 71 71 7.4 83 7.5 7.5 81 7.8 8.0 76
GDP per capita (US$) 539 590 593 605 645 637 694 752 817 891 969
GDP deflator 38 29 55 32 5.6 41 52 5.6 5.6 5.6 5.6
Consumer price index (annual average) 104 21 4.2 4.2 4.6 26 5.0 5.6 5.6 5.6 5.6
Consumer price index (end of period) 55 2.2 3.0 3.0 6.0 3.0 55 56 5.6 5.6 5.6
Exchange rate, MT per US dollar, eop 27.3 29.8 29.9 30.1
Exchange rate, MT per US dollar, per.avg. 29.1 285 30.1 30.1
External sector
Merchandise exports 336 236 8.4 6.9 17.7 11.8 7.5 82 26.3 171 6.3
Merchandise exports, excluding megaprojects 65.8 484 124 176 0.4 42 13.8 7.7 10.5 10.3 10.0
Merchandise imports 52.8 47.2 85 7.3 15.6 8.5 19.2 125 4.8 20.0 82
Merchandise imports, excluding megaprojects 46.2 50.8 8.6 136 8.7 9.5 5.5 8.8 8.8 8.3 8.0
Terms of trade 28 -5.7 9.2 9.0 -2.6 -33 15 -0.7 -1.2 -0.2 -0.3
Nominal effective exchange rate (annual average) 124 7.6 -1.7
Real effective exchange rate (annual average) 19.8 5.5 -04
(Annual percentage change, unless otherwise indicated)
Money and credit
Reserve money 85 19.7 15.7 15.7 17.0 19.0 185 15.6 15.6 154 15.0
M3 (Broad Money) 9.4 294 163 163 185 181 19.0 15.9 15.4 15.6 15.2
Credit to the economy 6.4 19.9 287 287 20.7 21.2 18.0 15.0 15.0 14.9 14.8
(Percent of GDP) 255 27.8 329 322 347 349 36.4 36.7 37.1 374 37.7
(Percent of GDP)
Investment and saving
Gross domestic investment 317 514 50.1 49.5 49.8 49.0 54.1 574 553 63.8 67.7
Government 141 12.9 15.5 15.2 183 17.8 16.0 16.0 157 154 15.1
Other sectors 17.6 385 345 343 315 312 381 414 39.6 48.3 52.6
Gross domestic savings (excluding grants) 21 4.1 75 8.8 -0.5 6.8 6.0 7.6 10.0 74 10.2
Government 19 39 7.4 72 4.0 32 5.0 54 6.1 6.8 74
Other sectors 0.2 0.2 0.1 16 -4.5 36 11 22 38 0.6 28
External current account, before grants -29.6 -47.2 -42.6 -40.7 -50.3 -42.2 -48.1 -49.8 -45.4 -56.4 -57.4
External current account, after grants -23.1 -43.6 -39.5 -37.7 -46.9 -394 -457 -47.6 -433 -54.5 -55.7
Government budget
Total revenue * 19.7 224 275 269 273 273 25.4 255 256 25.7 25.9
Total expenditure and net lending 319 314 35.6 349 41.6 41.9 364 36.0 35.2 343 336
Overall balance, before grants -12.4 -9.1 -8.3 -8.1 -143  -141 -11.1 -10.6 -9.6 -8.7 =77
Total grants 74 5.2 54 53 5.2 4.0 3.6 33 31 29 26
Overall balance, after grants -5.0 -4.0 -2.8 -2.8 92  -101 -7.5 -7.3 -6.5 -5.8 -5.0
Domestic primary balance, before grants -2.8 -1.0 0.9 0.9 -3.0 -29 -0.9 0.1 0.7 11 17
External financing (incl. debt relief) 3.5 33 7.0 5.8 9.2 9.4 6.4 6.1 5.6 5.1 4.7
Net domestic financing 15 0.7 -3.0 -3.0 -0.1 12 11 12 0.8 0.7 0.4
Privatization 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total public debt 2 375 411 53.1 523 56.5 56.8 60.9 61.8 61.5 60.3 59.1
Of which: external 31.2 355 44.2 435 49.2 484 511 52.0 521 514 50.8
Of which: domestic 6.3 5.6 89 8.8 73 8.4 9.8 9.8 9.4 9.0 8.2
(Millions of U.S. dollars, unless otherwise indicated)
External current account, before grants -3,922 -7,023 -6,523 -6,352 -8,592 -7,119 -9,043 -10,409 -10,563 -14,671 -16,627
External current account, after grants -3,059 -6,484 -6,048 -5,893 -8,007 -6,655 -8,599 -9,947 -10,082 -14,175 -16,114
Overall balance of payments 323 177 390 396 400 120 249 375 671 91 778
Net international reserves (end of period) 3 2,239 2,605 2,996 2,996 3397 3117 3,367 3,742 4,413 4,504 5,282
Gross international reserves (end of period)3 2,428 2,799 3,192 3,192 3,591 3,310 3,524 3,863 4,497 4,552 5,294
Months of projected imports of goods and nonfactor services 24 27 25 2.8 2.6 2.6 2.5 25 23 21 24
Months of projected imports of goods and nonfactor 3.0 4.0 4.2 39 4.4 38 39 39 4.2 4.0 4.1

services, excl. megaprojects

Sources: Mozambican authorities; and IMF staff estimates and projections.

! Net of verified VAT refund requests.

2 Consistent with DSA definition, the nonconcessional Portuguese credit line is included under the external debt. Domestic debt projections include planned securitization
of VAT refund backlog in the amount of MT 8 billion in 2015.

*Includes disbursements of IMF resources under the ESF and August 2009 SDR allocation.
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Table 2. Mozambique: Government Finances, 2011-15
(Billions of Meticais)
2011 2012 2013 2014 2015
2nd Rev.
Act. Act. Act. Proj. Proj.
< < < cr14/148 ' o
Total revenue® 75.8 94.8 126.6 144.0 1440 151.0
Tax revenue 662 809 107.6 1231 1232 1286
Income and profits 249 368 55.8 57.2 57.2 54.0
Capital gain tax 0.0 5.0 18.6 16.1 16.2 0.0
Others 249 317 373 41.2 411 54.0
Goods and services® 33.0 333 383 494 494 55.8
Of which : on petroleum products 47 13 22 25 25
International trade 6.7 76 10.0 10.8 10.8 12.2
Other 15 3.2 35 57 57 6.6
Nontax revenue 96 140 19.0 208 20.8 224
Total expenditure and net lending 1228 1331 164.2 2195 220.6 216.9
Current expenditure 68.5 783 926 123.1 1269 1214
Compensation to employees 357 415 495 579 584 634
Goods and services® 121 151 204 374 41.6 273
Of which: Maritme security 10.2 10.2
Interest on public debt 3.6 41 4.0 7.0 6.1 6.9
Domestic 26 29 22 3.7 35 4.2
External 1.0 12 1.7 3.3 2.6 27
Transfer payments 17.2 17.5 18.8 20.7 20.8 237
Capital expenditure 506 504 61.6 83.8 76.1 827
Domestically financed 203 247 336 43.1 40.0 41.2
Externally financed 303 256 28.0 40.7 36.1 415
Net lending 3.7 4.5 10.0 127 175 12.8
Domestically financed 04 -04 -0.3 0.8 0.8 0.9
Externally financed loans to public enterprises 3.3 4.9 10.3 118 16.7 119
Unallocated revenue (+)/expenditure (-) 2 -0.8 -04 -0.5 0.0 0.0 0.0
Domestic primary balance, before grants, above the li -10.7 -4.1 4.2 -16.0 -15.2 -55
Overall balance, before grants -47.8 -38.7 -38.1 -75.6 -76.6 -65.9
Grants received 286 219 24.9 27.2 209 21.2
Project support 164 133 18.5 18.8 14.0 17.2
Budget support 123 8.7 6.4 84 6.9 4.0
Overall balance, after grants -19.2 -1638 -131 -48.4 -55.7 -44.7
Net external financing 135 13.8 271 48.8 49.3 383
Disbursements 14.6 154 29.6 526 53.2 424
Project 105 6.7 12.2 216 221 243
Nonproject support 4.1 8.7 17.5 20.1 20.1 18.1
Cash amortization -1.1 -16 -25 -3.9 -39 -4.1
Net domestic financing 5.7 29 -13.9 -04 6.4 6.4
Memorandum items:
Overall balance excluding windfall receipt -192 -218 -31.7 -64.5 -71.8 -44.7
Gross aid flows 417 351 483 58.1 50.2 585
Budget support 131 12.5 136 16.6 104 10.2
Nonbudget support 286 226 40.1 50.3 48.7 51.0
Project support 269 20.0 30.7 404 36.1 41.5
Concessional loans to public enterprises 1.8 26 9.4 99 126 9.5
Sources: Mozambican authorities; and IMF staff estimates and projections.
VAT presented on a net basis (collection minus requested VAT refunds).
2Residual discrepancy between identified sources and uses of funds.
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Table 3. Mozambique: Government Finances, 2011-19

(Percent of GDP)
2011 2012 2013 2014 2015 2016 2017 2018 2019
At At Act 2ndRev. 5 Projections
ct. ct. ct. CR14/148 roj. j
(Percent of GDP)

Total revenue 197 224 269 273 273 254 255 25.6 257 259
Tax revenue 172 191 229 233 234 216 217 218 219 221
Nontax revenue 25 33 40 39 4.0 38 38 38 38 38

Total expenditure and net lending 319 314 349 416 419 364 36.0 352 343 335
Current expenditure 178 185 197 233 241 204 200 195 189 185

Compensation to employees 9.3 9.8 105 110 111 10.7 10.2 9.8 9.5 91
Goods and services * 31 36 43 71 79 46 44 41 38 38
Of which: Maritme security 0.0 0.0 0.0 19 19 0.0
Interest on public debt 0.9 1.0 0.8 13 12 12 15 16 16 16
Transfer payments 45 41 40 39 4.0 40 40 4.0 40 40
Capital expenditure 131 119 131 159 145 139 134 122 121 117
Domestically financed 53 5.8 71 8.2 76 6.9 6.7 6.9 72 7.2
Externally financed 79 6.0 6.0 7.7 6.9 7.0 6.7 53 49 45
Net lending 10 11 21 24 33 21 26 35 34 34
Domestically financed 01 -01 -0.1 0.2 0.2 02 0.2 01 01 0.1
Externally financed loans to public enterprises 038 11 22 22 32 20 25 33 32 33

Unallocated revenue (+)/expenditure (-) 2 -0.2 -01 -01 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Domestic primary balance, before grants, above the line -28  -10 0.9 -3.0 -29 -0.9 01 0.7 11 17

Overall balance, before grants -124 91 -81 -143 -145 -111 -10.6 -96 -8.7 <77

Grants received 74 5.2 53 5.2 40 36 33 31 29 2.6
Project 43 31 39 36 27 29 27 25 23 22

Investment projects 17 17 21 17 14 14 13 12 11 1.0
Special programs 25 14 18 18 1.2 15 14 13 13 12
Budget support 32 20 14 16 13 0.7 0.6 0.6 0.5 0.5

Overall balance, after grants -5.0 -4.0 -2.8 9.2 -10.6 -75 -73 -6.5 -5.8 -5.0

Net external financing 35 33 5.8 9.2 94 6.4 6.1 56 5.1 47
Disbursements 38 36 6.3 10.0 10.1 71 74 71 6.6 64

Project 27 16 26 41 42 41 40 28 25 23
Nonproject support 11 21 37 38 38 3.0 34 43 41 41
Loans to public enterprises 0.8 11 22 22 32 20 25 33 32 33
Budget support 0.2 09 15 16 0.7 1.0 1.0 0.9 0.8 0.8
Other disbursement 0.0 0.0 0.0 21 21 0.0
Cash amortization 03  -04 -0.5 -0.7 -0.7 -0.7 -14 -14 -15 -17

Net domestic financing 15 0.7 -3.0 -0.1 12 11 12 08 0.7 04

Memorandum items:

Overall balance excluding windfall receipt -50 -51 -6.7 -122 -136 -7.5
Gross aid flows 112 84 103 110 9.5 9.8 91 78 72 6.6
Budget support 34 30 29 31 20 17 16 15 14 13
Nonbudget support 78 54 85 9.5 9.2 86 8.2 6.7 6.2 5.7
Project support 70 47 6.5 77 6.9 70 6.7 53 49 45
Concessional loans to public enterprises 0.8 0.7 20 19 24 16 15 14 13 12
Nominal GDP 385 424 470 528 526 595 680 774 882 1002

Sources: Mozambican authorities; and IMF staff estimates and projections.

VAT presented on a net basis (collection minus requested VAT refunds).
2 Residual discrepancy between identified sources and uses of funds.
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Table 4. Mozambique: Monetary Survey, 2012-15

(Billions of Meticais, unless otherwise specified)

2012 2013 2014 2015
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
Act. Act. Act. Act. Act. CR14/148 Proj Proj. Proj Proj Proj.
Bank of Mozambique
Net foreign assets 731 85.7 95.6 94.8 91.3 103.1 925 88.9 914 96.8 103.3
(US$ billions) 25 28 30 3.0 29 33 3.0 28 29 3.0 3.2
Net international reserves 775 90.1 100.5 99.6 96.3 107.7 97.1 93.8 96.3 101.9 108.0
(US$ billions) 2.6 30 32 3.2 31 34 31 3.0 3.0 32 34
Net domestic assets -32.0 -38.1 -50.3 -45.0 -38.5 -47.5 -35.9 -35.0 -31.6 -33.7 -36.3
Credit to government (net) -27.6 -45.7 -63.1 -60.8 -52.7 -48.6 -45.7 -49.0 -55.0 -58.8 -46.7
Credit to banks (net) -12.7 -10.0 -3.0 -0.5 -6.9 2.0 -8.1 -23 8.0 6.0 -4.5
Credit to the economy 1.3 1.3 14 1.7 1.5 13 13 14 1.7 1.5 1.3
Other items (net; assets +) 6.9 16.2 144 14.6 19.7 -21 16.5 14.8 13.7 176 13.6
Reserve money 41.1 47.5 453 49.8 528 55.6 56.6 539 59.9 63.1 67.0
Currency in circulation 26.2 304 273 313 334 36.1 36.0 324 37.2 39.8 4238
Currency outside banks 19.7 227 214 25.0 26.7 274 26.5 250 29.2 309 309
Currency in Banks (Cash in Vault) 6.6 76 5.9 6.3 6.8 8.8 9.5 7.5 8.1 9.0 119
Bank deposits in BM 14.8 17.2 18.0 18.5 194 21.0 20.6 214 226 233 242
Commercial Banks
Net foreign assets 213 143 114 124 11.8 21.2 20.7 211 215 20.5 319
(Millions of U.S. dollars) 0.7 0.5 04 04 04 0.7 07 0.7 0.7 0.6 10
Net domestic assets 1439 1781 182.8 191.2 198.1 207.9 208.6 210.1 220.5 230.7 241.5
Banks' reserves 222 243 233 234 26.6 29.7 30.1 289 307 322 36.1
Credit to BM (net) 123 10.1 3.2 28 3.9 -2.0 8.1 23 -8.0 -6.0 4.5
Credit to government (net) 275 317 376 373 357 229 256 33.0 305 33.0 33.0
Credit to the economy 1165 150.3 156.7 168.0 1734 180.3 181.6 188.2 2004 206.1 214.6
Other items (net; assets +) -34.5 -383 -379 -40.2 -41.4 -23.0 -36.7 -42.2 -33.1 -346 -46.7
Deposits 165.3 1924 194.1 203.5 209.9 2291 2292 2311 2420 251.2 273.5
Demand and savings deposits 1084 122.0 1213 1317 1373 145.0 1453 1425 154.6 159.6 1729
Time deposits 56.8 704 729 705 727 84.2 839 88.6 87.5 91.6 100.6
Monetary Survey
Net foreign assets 94 .4 100.0 107.0 107.1 103.2 1243 1131 110.0 1129 117.3 1352
(US$ billions) 32 33 34 34 33 39 3.6 3.5 3.6 3.7 4.2
Net domestic assets 91.6 1165 1094 1217 1346 1322 1426 146.1 1583 164.7 169.1
Domestic credit 117.7 1376 1325 146.2 157.9 157.3 162.8 1735 177.6 181.8 202.2
Credit to government (net) -0.1 -14.0 -25.5 -234 -17.0 -258 -20.1 -16.0 -24.5 -25.8 -13.8
Credit to the economy 117.8 151.7 158.0 169.6 1749 183.1 1829 1895 2021 207.6 2159
Cred. economy in foreign currency 288 344 342 355 341 379 379 40.9 41.9 457 440
Other items (net; assets +) -26.1 -21.2 -23.1 -24.5 -23.2 -25.2 -20.2 -274 -194 -17.0 -33.0
Money and quasi money (M3) 186.0 2164 216.3 22838 2378 256.5 2557 256.1 2712 2820 3044
Foreign currency deposits 533 55.6 56.1 55.7 56.1 65.1 64.9 65.6 65.2 65.7 77.5
(US$ billions) 18 18 1.8 18 1.8 21 21 21 21 21 24
M2 1327 160.8 160.2 1731 181.7 1914 190.8 201.8 214.6 226.8 258.2
Currency outside banks 19.7 227 214 25.0 264 274 26.5 250 29.2 309 309
Domestic currency deposits 1131 1381 1389 148.1 1553 164.0 1643 176.8 1854 196.0 2273
Memorandum Items
Avg daily reserve money in 3rd month of quarter 40.3 46.5 45.0 489 527 544 55.3 53.6 589 629 65.5
12-month percent change 211 154 183 20.2 221 17.0 19.0 19.0 203 194 185
Avg daily currency in 3rd month of quarter 25.0 289 271 301 325 344 343 322 358 387 40.7
12-month percent change 18.0 157 224 228 264 19.0 18.6 18.9 19.0 19.0 189
NCG stock (prog def.) -9.8 -27.2 -40.4 -355 -31.6 -30.2 -24.6 -20.5 -26.5 -30.3 -18.2
NCG flow (prog def) cum from end-year 29 -17.4 -13.2 -8.2 -4.4 -3.0 26 41 -1.9 -57 64
12-month percent change
Reserve money 19.7 157 20.2 211 217 17.0 19.0 19.0 20.3 194 18.5
Currency in circulation 198 157 224 228 264 19.0 18.6 18.9 19.0 19.0 189
Currency outside banks 125 155 221 235 303 204 16.5 16.7 169 15.6 16.8
Currency in banks 48.8 16.1 235 20.3 130 147 249 265 273 325 248
Bank reserves 196 158 169 182 143 221 19.7 19.2 225 20.0 17.8
M2 256 212 245 254 248 19.0 18.6 18.9 19.0 19.0 189
Domestic deposits 281 222 249 258 242 18.8 19.0 19.2 193 194 19.2
M3 294 16.3 17.7 205 184 18.5 18.1 184 18.5 18.6 19.0
Credit to the economy 19.9 287 274 27.8 20.8 20.7 20.6 19.9 19.2 18.7 18.0
Money multiplier (M2/reserve money) 3.23 3.38 3.54 3.48 344 3.44 3.37 354 344 343 3.38
Velocity (GDP/M2) 3.20 293 276 276 2.62
Nominal GDP 424 470 526 526 526 528 526 595 595 595 595
Nominal GDP growth 10.2 109 119 119 119 14.4 119 131 131 131 131
Policy lending rate (end-of-period) 9.5 8.3 83 8.3 83
T-bill 91 days rate 26 5.2 52 5.3 54

Sources: Bank of Mozambique; and IMF staff estimates and projections.
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Table 5. Mozambique: Balance of Payments, 2012-19

(Millions of U.S. dollars, unless otherwise specified)

2012 2013 2014 2015 2016 2017 2018 2019
Act.  CR/14/148 Est CR/14/148 Proj. Projections

Current account balance -6,484 -6,048 -5,892 -8,007 -6,655 -8,596 -9,776 -9,901 -13,988 -15,895

Trade balance for goods -4,048 -4,393 -4,357 -4,990 -4,594 -6,010 -6,800 -5,967 <7373 -8,099
Of which: Megaprojects 75 110 267 -40 567 -733 -1,201 79 -884 -1,178
Exports, f.0.b. 3,856 4,179 4,123 4,920 4,610 4,958 5,367 6,780 7,940 8,437

Megaprojects 2,219 2,430 2,201 3,071 2,604 2,675 2,908 4,061 4,941 5,138
Other 1,637 1,749 1,922 1,849 2,006 2,284 2,460 2718 2,999 3,299
Imports, f.o.b. 7,903 -8,572 -8,480 -9,910 -9,204 -10,969 -12,167 -12,747 -15,313 -16,536
Megaprojects -2,143 -2,319 -1,934 -3,111 -2,037 -3,407 -4,109 -3,982 -5,825 -6,316
Other -5,760 -6,252 -6,546 -6,799 7,167 -7,562 -8,059 -8,765 -9,488 -10,219

Trade balance for services -3,273 -2,969 -2,802 -3,950 -3,230 -3,196 -3,390 -3,831 -6,156 -6,993

Income balance 7 13 -52 -176 -162 -246 -474 -1,030 -1,431 -1,824
Of which: Dividend payments by megaprojects 0 -6 -1 -166 -127 -135 -293 -718 -978 -1,074

Current transfers balance 829 1,300 1,319 1,109 1,331 857 888 926 971 1,021
Of which: External grants 538 475 460 585 464 444 462 480 496 513

Capital and financial account balance 6,748 6,388 6,240 8,407 6,805 8,846 10,151 10,561 14,051 16,654
Capital account balance 456 371 486 583 560 611 661 717 774 835
Financial account balance 6,292 6,017 5,754 7.824 6,245 8,234 9,490 9,844 13,277 15,819

Net foreign direct investment 5,215 5,055 5,935 4,883 4,230 4,833 4,952 5015 5,962 7,856
Net foreign borrowing by the general government 546 1,017 1,055 1,776 1,673 1162 1,150 1184 1,145 1,254
Net foreign borrowing by the nonfin private sector 516 -99 148 902 411 1,845 2,902 3,396 5810 6,203
Other 14 44 -1,385 264 -69 395 486 251 360 505

Net errors and omissions -87 50 49 0 0 0 0 0 0 0

Overall balance 177 390 396 400 150 250 375 660 64 759

External financing -177 -390 -396 -400 -150 -250 -375 -660 -64 -759
Reserve assets -273 -387 -393 -397 -147 -214 -338 -623 -27 -723
Net use of credit -43 -3.0 -30 -3.0 -3.0 -36.0 -37.2 -36.7 -36.3 -355

Of which: Net use of Fund credit =22 -3.0 -3.0 -3.0 -3.0 -36.0 -37.2 -36.7 -36.3 -35.5

Memorandum items:

Current account balance (percent of GDP) -43.6 -39.5 -37.7 -46.9 -394 -45.7 -46.8 -42.5 -53.8 -54.9
Excluding external grants -47.2 -42.6 -40.7 -50.3 -42.2 -48.0 -49.0 -44.6 -55.7 -56.7
Excluding Mega-Projects -226 -38 -255 -4.4 -307 -311 -276 =271 -26.1 -24.2

Net foreign assets 2,349 2,739 2,745 2,221 2,056 2,305 2,680 3,340 3,404 4,163

Net international reserves * 2,605 2,996 2,996 3,397 3,147 3,398 3,773 4,433 4,496 5,255

Gross international reserves 2 2,799 3,192 3,192 3,591 3,340 3,555 3,893 4,516 4,544 5,267
Months of projected imports of goods and nonfactor services 27 25 2.8 26 26 25 26 23 21 24
Months of projected G&S imports (excl. megaproject imports) 4.0 4.2 39 44 39 4.0 40 43 4.0 4.2
Percent of broad money (M2) 62.7 59.4 59.7 59.5 54.5 50.3 49.1 50.5 45.1 46.3

Sources: Data from Government of Mozambique and projections by IMF staff.

* Includes net portfolio investment and other investment assets.

2 The ratio to short term debt is not presented due to availability of the data.
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Table 6. Mozambique: Financial Soundness Indicators for Banking Sector, 2008-14

June
2008 2009 2010 2011 2012 2013 2014
Capital adequacy
Regulatory capital to risk-weighted assets 13.9 15.1 14.4 171 17.9 16.9 15.9
Regulatory Tier | capital to risk-weighted assets 12.4 13.0 13.7 16.1  16.9 16.0 14.5
Capital (net worth) to assets 7.5 7.7 8.0 9.0 9.5 9.5 10.1
Asset composition and quality
Foreign exchange loans to total loans 32.8 32.4 29.5 251 281 219 221
Nonperforming loans to gross loans 1.9 1.8 1.9 2.6 3.2 2.9 3.3
Nonperforming loans net of provisions to capital ' 2.5 5.9 5.6 6.6 6.8 4.5 6.8
Earnings and profitability
Return on assets 3.5 3.0 2.6 25 1.9 2.0 2.2
Return on equity 44.7 36.6 32.9 265 19,6 21.0 23.0
Interest margin to gross income 58.8 55.7 59.4 64.9 589 55,6 57.3
Noninterest expenses to gross income 58.7 58.4 59.7 61.3 66.1 65.3 629
Personnel expenses to noninterest expenses 451 45.9 45.5 471 491 47.6 481
Trading and fee income to gross income 40.5 44.3 23.8 17.2  19.5 17.0 19.2
Funding and liquidity
Liquid assets to total assets 2 36.2 27.9 22.4 27.8 33.4 30.7 28.3
Customer deposits to total (non-interbank) loans 165.7  138.2 131.2 131.6 143.8 1325 123.7

Source: Bank of Mozambique (BM).

1

2 Includes deposits at parent banks.

Prior to 2014, nonperforming loans are defined according to Mozambican accounting standards (they include only part of the past-due loans).
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Appendix L. Letter of Intent

Maputo, Mozambique
December 12, 2014
Ms. Christine Lagarde
Managing Director
International Monetary Fund
Washington, D.C. 20431
US.A.

Dear Ms. Lagarde:

The Government of Mozambique requests the completion of the third review under the Policy
Support Instrument (PSI) and the modification of three assessment criteria and one indicative target
for December 2014 to reflect the continuation of trends observed in September: increased demand
for cash in circulation, valuation changes on reserves, and additional government financing needs
related, among other factors, to the Agreement for a Permanent Cessation of Military Hostilities in
September 2014. We also request (i) to set assessment criteria and indicative targets for end-June
2015, and indicative targets for end-March, end-September, and end-December 2015; (i) to
reschedule existing structural benchmarks and set new structural benchmarks for 2015, in part
reflecting delays in the implementation of earlier benchmarks. In support of this request, we are
transmitting the attached Memorandum of Economic and Financial Policies (MEFP), which reviews
the implementation of the program supported by the current PSI and establishes policy objectives

and assessment criteria and indicative targets for the short and medium term.

The Government’s economic program aims to maintain macroeconomic stability, promote inclusive
growth through public investment and the promotion of productive employment, and reduce

poverty.
The Government is of the view that the policies outlined in the MEFP are adequate to achieve the

objectives of the PSI-supported program. We stand ready to take any additional measures necessary

to achieve our policy objectives.
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The Government will consult with the IMF on the adoption of these measures—at its own initiative
or whenever the Managing Director requests such a consultation—in advance of any revision to the

policies contained in the MEFP, in accordance with the Fund'’s policies on such consultation.
The Government will provide the IMF with such information as the IMF may request to be able to
assess the progress made in implementing the economic and financial policies and achieving the

objectives of the program.

The Government authorizes the publication of this Letter of Intent, its attachments and the

associated staff report.

Sincerely yours,

/s/ /s/
Manuel Chang Ernesto Gouveia Gove
Minister of Finance Governor

Bank of Mozambique

Attachments: Memorandum of Economic and Financial Policies
Technical Memorandum of Understanding
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Attachment 1. Memorandum of Economic and Financial Policies

(MEFP)
December 12, 2014

1. This MEFP (i) describes recent developments and performance of the Government's
economic program under the three-year Policy Support instrument (PSI) to date, and (ii) elaborates
on economic and structural policy intentions. It builds on the MEFP underlying the Second PSI
Review of April 2014.

I. RECENT ECONOMIC DEVELOPMENTS AND PERFORMANCE UNDER
THE PROGRAM

2. The Mozambican economy remains strong and was little affected so far by the weak

global economy.

e Economic growth remains high. During the first half of 2014, growth was estimated at
7.2 percent compared with the same period of the previous year, moderated by slightly lower-
than-projected performance in extractive industries (coal production), and transport due to
some constraints in the railway system, though the extractive industry was among the sectors
with highest growth rates. Other main growth sectors were financial services, manufacturing,
and restaurants and hotels.

o Inflation and monetary policy. Inflation remained low along the year with an annual rate of
1.3 percent in October, well below the same period last year. Factors that contributed were
unchanged administered prices, an increase in domestic food supply and the decline in
international commodity prices. Notwithstanding the overshooting of the reserve money target
for June 2014 largely due to unexpected movements in currency in circulation, there was a
noticeable slowdown in the year-on-year credit expansion from 35.4 percent in September 2013
to 20.8 percent in September 2014.

e Exchange rate: The real effective exchange rate of the Metical remained overall stable
throughout 2014, despite a slight nominal depreciation against the US Dollar and appreciation
against the Rand. This stability was due to a greater availability of foreign currency in the
market. The Bank of Mozambique (BM) continued to ensure the availability of foreign exchange
for essential imports such as fuel, and to smoothen temporary exchange rate volatilities.

e External current account: In the first half of 2014, the current account deficit declined by 15
percent to $2.6 billion (in comparison with the same period last year), due to the substantial
reduction of imports (7.5 percent) in line with the slowing of the investment activities by
megaprojects. At the same time, exports revenues fell by 8.4 percent to $1.8 billion (of which
$1.1 billion from megaprojects), driven by lower commodity prices for both traditional and
megaprojects exports, including for aluminum (9 percent) and coal (16 percent).
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e Budget Implementation

e Revenue collections in the first 9 months of 2014 reached 20.8 percent of GDP, over 4
percentage points of GDP higher than a year ago. In addition to the capital gain tax
collected in March ($523 million, about 3.1 percent of GDP), most categories performed
better relative to GDP than a year ago. Nonetheless, the program'’s indicative target was
missed by a small margin.

e Expenditures up to September of 2014 amounted 26.8 percent of GDP, 2.6 percentage
points higher than a year ago, with current expenditures leading the acceleration, mainly
through increases in the wage bill and outlays on goods and services. Even though capital
expenditure performance surpassed that of 2013, reaching 1.4 percent of projected 2014
GDP, it was mostly domestically financed investment as lower-than-programmed foreign
financing kept the execution rates of externally financed capital expenditure and net lending
below those of 2013.

e The fiscal deficit before grants stood at 5.3 percent of GDP by end-September, financed
through a combination of grants (3.2 percent of GDP) and external financing (2.8 percent of
GDP), enabling the government to constitute (net) deposits (0.7 percent of GDP).

e FDI, aid/loan disbursements, reserves. FDI flows into the country more than doubled in the
first six months of 2014, compared with the same period of previous year, mainly related to the
ongoing investment in the mining industry, particularly of gas and coal. Furthermore, the
country benefited from windfall revenues from the sale of shares of companies in the natural gas
sector. This boosted the international reserves to historically high levels of $3.1 billion at end-
September 2014 (about 4.4 months of current imports of goods and non-factor services
excluding mega projects).

3. Program Performance

e All but one assessment criteria (AC) through June were met (Table 1). The AC for reserve
money was missed by a small margin, largely due to a larger-than-programmed rise in currency
in circulation.

e Performance of the September indicative targets (IT) was mixed with 3 of 8 indicative
targets met (Table 1). Three targets were missed by small margins: reserve money due to
persistent large rise in currency in circulation, priority spending and government revenues were
slightly below target. One target was missed for technical reasons: The strengthening of the
US dollar against some non-dollar components of the NIR basket caused valuation losses and
the nonobservance of this indicative target, while the underlying reserve accumulation path
remained on track. One target was missed by a significant margin: net credit to the
government due to extra unexpected spending required in order to implement the peace and
political stability agreement signed in September 2014, higher-than-expected election-related
spending with goods and services, and increases in wages and current transfers.
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e Performance on the structural benchmarks (SBs) was mixed with only 3 of 7 SBs met on
time. Three others needed to be rescheduled by 3-9 months, and one SB no longer
attainable (Table 3). As explained in para. 17 below, the SBs on the Integrated Investment
Program cannot be attained in the near future due to both technical assistance constraints and
limited capacity; we have suggested remedial actions. The SBs on tax payment through banks,
the clearance of VAT refund backlog, and the establishment of a movable collateral registry
need to be rescheduled.

II. MACROECONOMIC POLICIES

A. Economic Objectives

4. Economic outlook for 2014-19. We expect strong economic growth in the medium term
reflecting large investments in infrastructure and the boom in the mining and the hydrocarbon
sector, supported by the recovery of the world economy and commodity markets. However, there is
a downside risk if the current weakness in global commodity markets persists.

5. GDP growth. The economy is expected to grow by 7.5 percent in 2014 and 7.7 per-cent in
2015 as a result of strong growth in financial services, electricity, construction, and transport and
communications sectors. The expected increase in agriculture production for the 2014/2015 harvest
is subject to climate risks such as drought and above-normal rainfall. The completion of new
transport investments by 2015, including the Nacala railway, Nampula airport and upgraded Sena
railway, would allow an increase in coal production and exports during the next few years, assuming
world market conditions for coal improve. Over the medium term, the implementation of other
infrastructure projects, the development of natural gas liquefaction, the related activity in transport
and communications and construction, and a continued strong performance in other sectors are
projected to keep economic growth at an average of 7-8 percent a year.

6. Inflation. In light of the low inflation recorded so far this year, average and year-on-year
inflation rates of 2.6 and 3.0 percent are expected. In 2015-17 inflation is expected to rise somewhat
to our medium-term objective of an average annual inflation of 5-6 percent per annum.

7. External current account. Balance of payments developments in coming years (2015-19)
will continue to be driven by large investments in natural resource projects. The current account
deficit is expected to deteriorate on account of imports of machinery, equipment and services by
megaprojects. Thus we expect a reserve cover ratio of about 2.4 and 4.0 months of projected
imports of goods and services, including and excluding megaprojects, respectively.
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B. Macroeconomic Policy Mix

8. We will seek to maintain macroeconomic stability and promote sustainable and
inclusive economic growth by reducing the after-grants fiscal deficit gradually to around 5 percent
of GDP in 2019. Revenues should average some 25.6 percent of GDP per annum during 2015-2019,
in the absence of further windfall revenue from capital gains taxes. In the medium term, it is
expected that the growth of current expenditure will slow and investment expenditures will fall from
its current high level with the forecast reduction in external financing (mainly grants). We expect to
parallel the continued revenue effort with increased rigor and rationality of public expenditure. Fiscal
policy will be geared towards maintaining debt at sustainable levels, gradually reduce dependence
on external financing, as well as minimizing the exposure of the debt portfolio to currency risk. In
addition to assuring price stability, monetary policy will create an environment conducive to high
growth of credit to the private sector in order to support investment and production.

C. Monetary and Exchange Rate Policy

9. The monetary policy stance for 2015 will be moderated. The Bank of Mozambique (BM)
will continue to intervene in the money and foreign exchange markets in order to ensure reserve
money growth consistent with our price stability objective. The BM will seek to keep base money
growth to 18.5 percent in 2015, and monitoring risks and stand ready to tighten monetary policy if
inflation significantly exceeds the medium-term target.

10. We remain committed to a flexible exchange rate regime. The BM will allow the
exchange rate to adjust freely to evolving patterns of trade and financial flows and closely monitor
developments in the real effective exchange rate vis-a-vis a broad basket of currencies, with a view
to ensuring external competitiveness and a comfortable level of international reserves.

11. The Mozambican authorities remain committed to their obligations under Article VIII,
sections 2, 3, and 4 of the Fund’s Articles of Agreement. The BM will continue to monitor the
implementation of the new foreign exchange regulations, its implementation norms, as well as the
functioning of the foreign exchange market, with a view to avoiding practices that could turn out to
be inconsistent with Article VIII principles. We will keep IMF staff informed of any developments that
could potentially run against those principles.

D. Fiscal Policy

12. Fiscal Stance and 2015 Outlook. The fiscal stance for 2014 is expansionary with an overall
fiscal deficit after grants that is expected to increase from 2.8 percent of GDP in 2013 to 10.6 percent
of GDP in 2014, reflecting significant spending increases both on the wage bill and goods and
services and on investment. As a continuation of this fiscal stance could create problems in the
future, a consolidation effort will be required in 2015. The adjustment to a fiscal deficit after grants
to 7.5 percent of GDP in 2015 will be made through a combination of revenue efforts and
expenditure restraint.
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13. Revised 2014 budget

14.

The Budget Law for 2014 was amended after the approval of the new Electoral Law by the
Parliament. This required additional expenditures to finance the October 15 elections (bringing
the total budgeted cost of the elections to around $136 million). Additional spending was also
required to complete investment projects that lost foreign support in 2013 ($25 million), and
parliament allocated an additional $100 million to priority sectors.

After the 2014 budget amendment, Parliament approved Law 29/2014 on the Definitive
Cessation of Military Hostilities that affected the country, requiring extra expenditure of $15
million. We will take measures to contain other spending and stay within the overall limits set
by the state budget.

Revenue outlook for 2015. We are committed to continuing our efforts to strengthen

revenue collections gradually, continuing our trajectory of improving revenue administration in the
medium term.

15.

Expenditure policy for 2015. The 2015 budget will contribute to poverty reduction by

prioritizing the allocation of resources to the economic and social infrastructure, human capital,
expansion and diversification of public goods and services and public sector reforms. Nonetheless,
some reduction in spending relative to GDP will be needed.

32

Wage bill policy. We expect to reduce the weight of the wage bill slightly through (i) a
deceleration in the pace of new hiring and in the creation of new institutions in Public
Administration; (ii) payment of wages via direct bank transfer in order to prevent circumvention
of the salary fund; (iii) enhancing the rigor of the institutions in the payment of allowances
related to extra hours; and (iv) verification of the civil servants registry (e-CAF) in 2015.

Strengthening social protection. Continuous implementation of the Basic Social Protection
program in 2015 will require an amount of MT 3.522, 3 million, of which MT 2.339, 9 will be
raised domestically and MT 1.182,4 from external financing. The number of beneficiaries his
expected to increase by 25 percent from 439.144 in 2014 to 550.000 in 2015.

Subsidies for petroleum products. The Government currently subsidizes only diesel prices for
general consumption (other than megaprojects, construction, public works and other large
consumers), but not other fuels. The full diesel price is charged to megaprojects, construction
companies, and roads and railway companies. The amount of compensation paid to fuel
importers in 2013 was 0.6 percent of GDP related to fuel sales in 2012; the amount due and
paid in 2014 (mainly on fuel sales during 2013) was 0.05 percent of GDP. We expect that the
recent drop in international fuel prices will contain the amount of compensation due to fuel
importers in 2015 (on fuels sales during 2014).

Other subsidies. The Government continues to subsidize the price of bread flour, public

transportation, and school feeding programs. The subsidy cost is expected to reach 0.1 percent
of GDP at end-December 2014. The draft 2015 budget envisages their continuation. Subsidies
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for public transportation and wheat flour are intended to hold down the cost of living, while the
school feeding program increases student attendance and quality of school learning.

e  Electricity tariffs. While not a direct budgetary expense, low electricity tariff have required the
government in the past to forgive debt owed to it by the electricity company (EDM). A tariff
study was completed and submitted to the Cabinet, but approval of its recommendations
depends on the Cabinet agenda. EDM's performance contract is currently under negotiation
and expected to be signed during the 1st quarter of 2015.

16. Deficit and financing. The budget deficit for 2015 before grants is forecast at 11.1 percent
of GDP to be financed by domestic credit of 1.1 percent of GDP, and foreign credit of 6.4 percent of
GDP, as well as by grants of 3.6 percent of GDP. The domestic primary deficit is projected to narrow
to 0.9 percent of GDP.

III. PUBLIC FINANCE STRUCTURAL REFORMS

Investment Planning and Debt Management

17. Public Investment Management. The structural benchmark on refining the Integrated
Investment Program (IIP) by end-June 2014 was missed due to both unanticipated constraints in
implementation of the initial time schedule for technical assistance and to limited capacity and
difficulties in collecting and processing information from a large pool of investment projects of line
ministries. We will prepare a detailed report on the main weaknesses identified with a roadmap to
implement this reform. A revised version of the IIP was prepared in October 2014 that provides
more financial information for investment projects in which funding has been secured, albeit still too
partial to adequately inform the DSA and the Medium-Term Fiscal Framework (MTFF). Going
forward, the government will strengthen the investment planning process as part of implementation
of the Framework for Planning and Budget System (SPO) over the next few years, drawing on
ongoing work to develop instruments for design and project selection to include in the IIP.
Furthermore, under the upcoming review of the entire planning and budgeting system, we plan to
conduct an assessment of the status of the linkages between various instruments, including how IIP
fits in the system. As a first step to improve the decision making process on investment, we will
include in the budget guidelines to be issued by May 2015 the requirement of a mandatory
technical assessment by the Investment Evaluation Committee for any new public investment project
to be considered for or included in the 2016 and subsequent budgets of a value of $50 million or
more (structural benchmark).

18. Strengthening public debt management. We updated the DSA in October 2014 (including
scenarios for future borrowing and sensitivity analysis). All key indicators remain below the critical
thresholds in the baseline scenario, but are vulnerable to shocks such as FDI and the exchange rate.
We expanded the coverage of the DSA, the annual and quarterly public debt and budget execution
reports this year to include government guarantees. We have reconciled the stock of public external
debt with creditors and upgraded our debt management software (CSDRMS2000+). We will work
with an IMF technical assistance mission in December on debt reconciliation and projecting debt
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service and loan disbursement profiles. We plan to revise the Debt Management Strategy by end-
June 2015.

19. Guarantee management policy. With the 2013 public debt report published in May 2014
we started to disclose all government debt guarantees and their beneficiaries. We are developing
capacity to assess the probability and impact of potential default of this exposure. The projects that
benefit from such guarantees are regularly monitored by the Ministry of Finance to minimize the risk
of default.

Public Financial Management (PFM)

20. To refocus the PFM reform process, we plan to establish a PFM User Forum including
representatives of line ministries, provinces, private sector and development partners. The PFM User
Forum would provide oversight, give strategic direction and monitor reform progress, and ensure
consultation on user needs and priorities. We are also working to strengthen the staffing of the
technical team dedicated to PFM reform coordination (CEDSIF), which will coordinate the PFM User
Forum.

21. Expenditure Coverage and Tracking. Substantial efforts have been made to increase the
coverage of the integrated financial management system (e-SISTAFE). We are committed to
increasing the share of expenditures paid through e-SISTAFE directly to the beneficiary, and expect
to meet the end-2014 target of reaching 65 percent of total spending. The system is expected to
reach 70 percent in 2015 and 75 percent in 2016, which requires completion by end-2015" of the
system’s geographical roll out, technical conditions permitting. A major reform will be to start using
e-SISTAFE also to record real-time expenditure commitments and verifications. We have successfully
tested this in the area of public debt service, and plan to expand this to salaries paid through e-
Folha by end-December 2015. The roll-out will require substantial training, minor adjustments in our
current rules, and the development of our cash management techniques.

22, Wage bill management. The government wage bill has risen to around 11 percent of GDP
due to substantial hiring in the social sectors and for the elections and the recent real wage
increases granted. The government is considering ways to gradually reduce the relative size of the
wage bill. We continue to improve the management and transparency of the wage bill. As a result of
the reforms introduced last year, 85 percent of civil servants registered in the civil service registry (e-
CAF) now receive their salary directly in their bank account. We plan a proof-of-life audit for all
registered civil servants in 2015. The Government remains committed to expanding the electronic
salary processing system (e-Folha). By end-October 2014, 70 percent of registered civil servants were
paid through e-Folha. We plan to increase coverage to 95 percent by end-2015.

23. Cash Management. Extending the use of the treasury single account (CUT) remains a high
priority. The administrative order to reduce the number of bank accounts outside the CUT (Circular
No. 02/GAB-MF/2014) needs to be complemented by additional instructions to ensure enforcement

171 percent of spending units (UGBs) currently have direct access to the system.
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in the financial sector. We plan to complete a mapping of all government bank accounts outside the
CUT by end-March 2015. To increase the use of the CUT, we will transfer all revenues into the CUT
regardless of their classification.

24. We are clarifying the scope of the public sector. We are in the process of identifying (i)
public funds, autonomous entities, and other bodies of public law with legal, administrative and
financial autonomy (“equiparados”), (ii) public enterprises and corporations owned and/or controlled
by the State, (iii) minority state shareholdings in private companies, and (iv) indirect shareholdings of
the State, via other public entities. The statute of public funds and autonomous entities has been
drafted and is expected to be approved in 2015.

25. Fiscal Risk Management. A World Bank mission in November 2014 is expected to provide
assistance in the design of a fiscal risk unit in the Ministry of Finance. This unit will be set up by end-
March 2015. This will enable the Government to produce an initial description of fiscal risks for
inclusion in the 2016 budget documentation by October 2015.

26. Fiscal Rule for Windfall Revenue. We have benefited from substantial capital gain taxes
associated with transactions involving transfers of ownership stakes in large natural resource
projects (especially in the gas sector). These transactions provided cumulative one-off tax receipts of
about 8.1 percent of GDP in 2012-14. While the large and regular influx of natural resource revenue
from LNG is expected to start only in a decade, it is possible that additional transfers of ownership
could generate additional capital gains taxes in the next few years. To ensure the use of these
resources only for public investment, debt repayment, and national emergencies’, the Draft 2015
Budget Law includes an ex-ante rule for the use of windfall revenue (structural benchmark).

Revenue administration

27. VAT administration. We have made some progress in preparing the securitization of the
stock of unpaid VAT refund requests, which we estimate at $250-300 million by end-2014. It is
expected that a private placement covering the whole stock of arrears takes place in the first quarter
of 2015 (structural benchmark). The 2015 budget proposal includes VAT revenue on a net (of
refund requests) basis.

28. Implementation of e-Tax. We have made some progress in registering taxpayers into the
new electronic system; 51 percent of VAT taxpayers and 100 percent of the small taxpayers subject
to the simplified tax (ISPC) have now updated their data in e-tax (e-tributacao). We have successfully
piloted e-tax to collect VAT and ISPC taxes in two tax offices and we are preparing a roll-out plan to
further expand this system to all tax offices, starting in November 2014. Our intention is to collect
VAT and ISPC taxes through e-tax by end-2015, technical conditions permitting. In parallel, we will
pilot income taxes in this new system by end-2015. The on-line taxpayers’ portal connected to e-tax
will be developed by end-September 2015.

?In case of temporary severe cash constraints generated by unexpected shortfalls in budget support, windfall
deposits could be used on a temporary basis.
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29. Tax Payment through Banks. Given the fact that the full implementation of e-tax will take
until end-2016, during the transition phase we have created an IT application outside e-tax, which
can be used to pay all taxes through banks (including VAT, ISPC (simplified tax for small taxpayers),
corporate income tax, and personal income tax). This IT functionality allows for both on-line
submission and electronic payment of tax assessments. We are currently testing this IT application in
collaboration with two commercial banks. A pilot will be conducted in December 2014 and will
involve several tax offices and banks. We intend to expand this application throughout the country
to make it fully operational by end-June 2015 (structural benchmark).

30. Modernizing the Revenue Authority (AT) to improve revenue collection. For 2015, the
AT will revamp its organizational structure with IMF technical assistance. A taskforce has been
created to assess the current organization structure with a view to improving managerial practices.
Part of the efforts to adapt the AT to the new challenges will include (i) enhancing management of
large taxpayers, (ii) improving management capability, (iii) strengthening the audit function, and
(iv) developing expertise in natural resource revenue collection.

Natural Resource Management

31. Extractive Industry Transparency Initiative (EITI). The fifth report on transparency
initiative related to 2012 is being drafted according to the new EITI principles and is expected to be
finalized end-December 2014. The mining cadaster is now accessible online; also available on the
Government website are the contracts, legislation and regulations, reports and publications from the
extractive sector. A public education campaign is ongoing and the Secretariat of the Coordination
Committee is continuously improving the implementation of EITI in the country. We are also taking
actions to disseminate the reports and interpretation of the new principles of the EITI for the benefit
of all stakeholders, aiming to cover the whole country. Besides the natural means of dissemination,
we also promote TV and radio debates on the EITI and reports.

32. Mining and Hydrocarbon Legislation. The Mining and Hydrocarbon Laws have been
approved by Parliament in August 2014, and currently we are drafting the respective regulations to
be subject to consultation with line ministries and stakeholders before submission for approval of
the Cabinet in the first quarter of 2015.

33. Strengthening the Mining and Hydrocarbon Tax Regime. The revised Mining and
Hydrocarbon Fiscal Laws have been approved by Parliament in August 2014. We are preparing the
respective regulations for submission to the Cabinet by end-2014.

34. Development of natural gas liquefaction. The Law authorizing the Government to
establish a special regime for the LNG project was approved by Parliament in August 2014 to
facilitate the implementation of the LNG Project of the Rovuma Basin, areas 1 and 4. The Decree-
Law for the special LNG regime is being finalized and is expected to be approved by the Council of
Ministers by end-December 2014.
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Public Enterprises

35. We are strengthening our supervision of public enterprises as described in paragraphs
22-23 of the MEFP of April 13, 2014.

e The 14 fully state-owned enterprises (SOEs) monitored by the Ministry of Finance are
subject to special controls. In particular, four of the six largest SOEs already published their
2013 reports and accounts, the remaining two large SOEs are in the process of finalizing their
reports. We expect to submit a report about all 14 SOEs to the Council of Ministers by end-
December 2014. We monitor and supervise the fiscal risks of SOEs as their indebtedness is
subject to authorization by the Ministry of Finance based on a case-by-case analysis of an
enterprise’s financial sustainability.

¢  For the public corporations supervised by IGEPE, we prepared a draft law on the
Corporate Sector of the State (SEE), and consulted with stakeholders, including the donor
community. Currently, the recommendations for improvement are being incorporated and the
draft is being vetted by the Legal Office. We expect to submit it to the Council of Ministers
before the end of 2014. The draft law is an effort to improve transparency and aims to
consolidate and clarify existing legislation that currently applies to the SEE and fills a gap in the
regulation of public corporations created under the commercial law/regime.

¢ The Government plans to consolidate its portfolio of enterprises over the medium term,
including through privatization and liquidation. Since January 2014, we reduced the
portfolio by 2 enterprises (4 were sold and 2 new, including EMATUM, were incorporated) to a
total of 117 public corporations. We aim to sell all shares in non-strategic companies where
government participation is below 20 percent. With some technical assistance from the World
Bank, we are (i) preparing a financial assessment of the portfolio of state shareholdings in
companies; (ii) compiling information on indirect participation of the State; (iii) training public
managers in matters of governance; (iv) consolidating financial statements; (v) standardizing the
remuneration of state enterprise managers; and (vi) improving the control of indirect state
holdings through assessing business plans, attending all general meetings and discuss the
financial and operational performance of the company concerned.

36. EMATUM is subject to strict financial controls in line with the framework that applies
to SOEs. The company has in July 2014 submitted quarterly operating and financial reports to the
Ministries of Finance (MF) and Fisheries. The government requested an external audit of EMATUM's
2013 accounts by an international audit firm, which will be published by end-2014. Starting with the
2013 accounts EMATUM will publish its audited annual reports.
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IV. FINANCIAL SECTOR POLICIES

Strengthen Monetary Policy Formulation and Implementation

37. Monetary policy framework. The BM will continue to strengthen the monetary policy
framework and to improve the analytical capacity and communication in the monetary policy
decision-making process, including by improving its inflation forecast model with technical
assistance from IMF.

e  The basic model structure has been set up and calibrated for the Mozambican economy; and a
shadow forecast process has been initiated since September 2014, while the model continues to
be improved.

e  Following the conclusion of the forecasting system, the BM intends to introduce improvements
in the forward-looking component of the Monetary Policy Committee press release and in the
Monetary Policy Report in order to enhance transparency.

38. The BM has made considerable progress towards improving its liquidity management
framework. However, there is the need to improve the forecasts of currency in circulation and
government cash flow, as well as deepening the money markets.

39. Information sharing and coordination between MF) and BM. Progress has been achieved
in the coordination between the MF and BM in recent years to improve liquidity management.
Under the MoU between BM and MF, the latter has been sharing, on a weekly basis, relevant short-
term statistics on government operations with BM. The MF will provide the BM with historical
information on classifications of payments to help improve its forecasting accuracy.

40. Liquidity forecasting. The data collection mechanism is under review. With IMF technical
assistance, work is ongoing to improve the currency and government operations forecasting
framework, including by lengthening the horizon of high frequency liquidity forecasts to one month,
or a full quarter.

41. Money market management. The BM is moving toward relying more on repo operations in
its liquidity management. The reform towards allowing T-bonds as collateral in money market
operations is underway. The BM, MF, and the Stock Exchange are working to resolve the remaining
legal and IT issues with a view to completing this reform by September 2015 (structural
benchmark).

Financial Sector Surveillance

42, The BM remains committed to strengthening of banking system supervision and crisis
management.
43. Stress testing and non-performing loans (NPLs). Stress testing has been carried out on a

quarterly basis and the BM continues to strengthen the data collection process, which remains the
main obstacle to effective stress testing. The June 2014 stress test report was produced and
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submitted to the Board of BM. While the results show low risk of financial sector distress, they point
to credit concentration as the largest source of risk. The stress test reporting for the second half of
2014 is under preparation. The adoption of the revised NPL definition starting in January 2014
increased the NPL ratio slightly, but the average ratio remains low at 3.5 percent at end-June 2014.

44, Risk-based supervision and Basel II adoption. All banks have submitted to the BM their
risk management programs. The BM continues to conduct on-site inspections based on each bank'’s
risk profile. Four banks with high and medium systemic relevance have been the objects of
inspection in 2014 and the goal is to gradually cover the whole banking system. The draft regulation
on concentration limits, including investment abroad, has been revised based on IMF technical
assistance and BM Board inputs. A study is ongoing based on data from June 2014 to assess the
compatibility of the draft regulation with the Basel II principles. The revision is expected to be
completed by end-June 2015.

45. Financial Sector Contingency Plan. The BM Board approved the terms of reference
requesting technical assistance from the World Bank to support the implementation of the Financial
Sector Contingency Plan. The technical assistance work started in November 2014 and an action
plan for the simulation exercise was approval by the BM board in late-November 2014. The
simulation exercise is expected to be initiated in the first quarter of 2015.

46. Deposit Insurance Fund (DIF). The Executive Board of DIF has completed the report on the
implementation process which was submitted to the BM Board in October 2014 for consideration.
Discussions between DIF, MF and BM are in the final stage, focusing on some key aspects, such as (i)
the deposits coverage, (ii) effective starting date for the DIF and (iii) annual premium to be paid by
banks. The DIF Board has benefited from KfW's technical expertise in DIFs and is discussing with Kfw
its financial support. The Government is expecting to make its initial contribution to the DIF in 2015.

Financial Sector Development

47. The Government and the relevant agencies have begun to implement the Financial Sector
Development Strategy (FSDS) 2013-2022. The main objectives are to: (i) maintain financial sector
stability; (ii) increase access to financial services and products, eliminating structural constraints in
the economy, specifically those that limit financial intermediation and access to financial services;
and (iii) increase the supply of private capital to support private sector development. The first
semester 2014 progress report is being prepared by an inter-agency working group by end-2014.

e Promoting financial inclusion. Consistent with the FSDS, we will prepare by end-December
2015 the National Financial Inclusion Strategy (ENIF); diagnostic work on this is under way.
Meanwhile, the BM launched the Financial Literacy Program in October 2014, which includes
financial education broadcasts on TV and radio and financial lectures throughout the country.
Following the Government's approval in June of the Decree 30/2014 that allows the creation of
banking agents, particularly in rural areas, to perform certain banking services, the BM will
approve the related regulation by end-March 2015.

e Establishing credit registry bureaus (CRB). The proposal of Law on the creation of private
credit registry bureaus was submitted to Parliament in February 2014, but has not been
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approved yet due to a very heavy parliamentary agenda in 2014. Nevertheless, the respective
regulation is being prepared and will be approved within six months of the approval of the Law.

¢  Promotion of mobile banking. We plan to approve new electronic money regulation by June
2015. The regulation will protect the users of mobile banking services by ensuring a clear
separation of funds deposited in the mobile operator’s trust account from the operator’s other
accounts.

¢ Promotion of competition within the banking sector. The Bank Notice 01/GBM/2014 on the
regulation of bank cards was approved in June and was published. The board of the BM
approved in July a draft revision of Notice 05/GBM/2009 aiming at promoting the transparency
of prices and commissions for financial services and products; we are consulting commercial
banks on it and expect final approval in June 2015.

e  Capital Market Development. During 2014, the Stock Exchange's financial education program
was implemented including (i) the launch of the National Capital Market Conference to
promote and disseminate the capital market and Stock Exchange in Mozambique; (ii) visits to 4
provinces targeted to Government officials, public entities and enterprises, private companies
and other market stakeholders. This dissemination envisages to raise awareness of the benefits
of the capital market as a vehicle through which businesses and other institutions are able to
obtain financing.

e Centralizing the registry of security holdings. The technological and operational conditions
for the full operation of the Central Securities Depository (CSD) were established in June 2014:
(i) approval of the legal framework related to the CSD operations; (ii) user training of brokers
and custodians to familiarize them with the CSD functionalities. The process of Data Verification
and Migration has started as one the first activities of the CSD, which was followed by the
registrations of new securities, in the 4™ quarter of the year.

¢ Movable collateral framework. The first phase of the diagnostic study on establishing a
movable collateral registry bureau was completed in October. It aimed at collecting
international experiences on the subject, mapping existing assets used as collateral, and
reviewing current collateral execution mechanisms. The second phase--preparation of the draft
collateral law--is currently underway with technical assistance in November. The submission of
the Law to the Council of Minister envisaged for December 2014 (structural benchmark) will
be delayed due to the complexity of the subject and scarcity of relevant international
experience, but we are now envisaging it in September 2015 (structural benchmark) with
technical assistance from GIZ.

48. AML/CFT Framework. The regulation of the Law on AML/CFT was approved by the Cabinet

in August 2014 and is now awaiting publication in the State Gazette. The BM's guidelines for
commercial banks on AML/CFT are expected to be approved in March 2015.
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Payment System

49.

Reforms in the Payment System

Enhancing BM oversight practices. The first annual oversight report was completed in
October 2014 (structural benchmark for November). Based on the methodology approved
by the BIS in 2001 on core principles for systemically important payment system, the first
annual report shows that in general the national payment system has made significant
improvements in terms of compliance with the best practices at national and international
standards, but the areas of liquidity management and credit risk in the system are slightly
lagging behind. With regard to mobile operators, the Payment System Oversight Unit
undertook an ad-hoc inspection of Mkesh in October 2014. The onsite inspection of M-pesa has
been postponed to the first semester of 2015 in order to benefit from the MEFMI technical
assistance mission scheduled for March 2015 on the implementation of the BIS Principles for
Financial Market Infrastructure of 2012.

Developing the retail payments network (SIMO). Seventeen ATM’s and seventeen POS from
three major banks and one medium-sized bank are connected to SIMO. The connection for the
remaining banks is expected to take place gradually, and we are working with individual
operators to establish a schedule.

Good Governance and Business Environment

50.

Anti-Corruption Package. Parliament approved the new Penal Code in July 2014 after

much discussion, but approval of the Penal Procedural Code is still pending. The draft Action Plan
for the effective implementation of the 5-law anti-corruption package is under discussion and it is
expected to be submitted to the Council of Ministers by end-2014.

51.

The implementation of the Business Environment Improvement Strategy (EMAN II

2013-2017) is underway.

The registration and licensing of economic activities is speeding up. Following the
approval of the Single Form in December 2013, which harmonizes procedures for registering
companies, the pilot phase is being implemented in the City of Maputo, Xai-Xai, Inhambane,
Beira, Nampula and Pemba. In addition, we are monitoring and evaluating the transition to
electronic means (e-BAU). The Single Form is being implemented in the same provinces where
e-BAU will be introduced. This allows a smooth integration of the Single Form into the e-BAU
platform.

An electronic platform for registration and licensing services of new businesses (e-BAU)
was launched in August 2014, and is operating in the city of Maputo (Balcdo de Atendimento
da Cidade de Maputo), bringing together all units related to the process of licensing of
economic activities. e-BAU enabled the registration of property within 2 days rather than the 10
day legal limit and decreased travel and time costs for economic agents. e-BAU is now being
expanded to the provinces of Maputo, Cabo Delgado, Nampula, Sofala, Inhambane and Gaza,
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and we expect to cover the whole country in 2015. We also expect to launch in 2015 a website
(www.portaldocidaddo.gov.mz) as a tool for the private sector for disclosure of all information
related to procedures, required documents, time, cost, legislation, licensing and complementary

services.
Program Monitoring

52. The proposed assessment criteria and indicative targets up to December 2015 are
shown in Table 2. Table 4 shows a list of proposed structural benchmarks. The 4™ PSI review is
expected to be completed by end-June 2015 (as specified in the MEFP date April 23, 2014)
and the 5" review by end-December 2015.
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Table 1. Mozambique: Quantitative Assessment Criteria and Indicative Targets for 2014

(Millions of meticais, unless otherwise specified)

2014
End-March End-June End-Sept
Indicative Assessment Indicative
Target Criteria Target
Prog. Adj. Act.  Status Prog. Adj. Act.  Status Prog. Adj. Act.  Status
Assessment Criteria for end-June/December
Net credit to the central government (cumulative ceiling) 889 -14249 -13,192 NM 7,985 7,985 8,247 M 13721 -13721 4,425 NM
Stock of reserve money (ceiling) 45100 45100 45007 M 48023 48023 48933 NM 50689 50,689 52713 NM
Stock of net international reserves of the BM (floor, US$ millions)
2,961 3452 3,192 NM 3,107 3,107 3,182 M 3,188 3,188 3,100 NM
New nonconcessional external debt contracted or guaranteed by the central government or the BM or selected
state-owned enterprises with maturity of one year or more (cumulative ceiling over the duration of the
program, US$ millions)? 1,200 1,200 926 M 1,500 1,500 978 M 1,500 1,500 1,298 M
Stock of short-term external debt contracted or guaranteed by the central government (ceiling)? 0 0 0 M 0 0 0 M 0 0 0 M
External payments arrears of the central government (ceiling, US$ millions)? 0 0 0 M 0 0 0 M 0 0 0 M
Indicative targets
Government revenue (cumulative floor) 25519 41583 41193 NM 75365 75365 75552 M 112616 112616 109976 NM
Priority spending (cumulative floor) 20686 20,686 21,664 M 46,299 46,299 47,652 M 80,738 80,738 78986  NM

Sources: Mozambican authorities and IMF staff estimates.

* For definition and adjustors, see the Program Monitoring Section of the Memorandum of Economic and Financial Policies and the Technical Memorandum of Understanding.

?Assessed on a continuous basis.
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Table 2. Mozambique: Quantitative Assessment Criteria and Indicative Targets for 2014-15"

(Millions of meticais, unless otherwise specified)

2014 2015
End-Dec End-Mar End-June End-Sept End-Dec
Assessment Indicative Assessment Indicative Indicative
Criteria Target Criteria Target Target
Prog. Proposed Proposed Proposed Proposed Proposed
Assessment Criteria for end-June/December
Net credit to the central government (cumulative ceiling) 2954 2594 4146 21902 5675 6,391
Stock of reserve money (ceiling) 54,370 55,299 53,559 58,866 62940 65529
Stock of net international reserves of the BM (floor, US$ millions) 3397 3147 2990 3048 3201 3308
New nonconcessional external debt contracted or guaranteed by the central government or the BM or selected
state-owned enterprises with maturity of one year or more (cumulative ceiling over the duration of the
program, US$ millions)? 1,500 1,500 1,500 1,500 1,500 1,500
Stock of short-term external debt contracted or guaranteed by the central government (ceiling)? 0 0 0 0 0 0
External payments arrears of the central government (ceiling, US$ millions)? 0 0 0 0 0 0
Indicative targets
Government revenue (cumulative floor) 143957 143957 30,200 69,460 110230 151,000

Priority spending (cumulative floor)®

121,294 119,000

Sources: Mozambican authorities and IMF staff estimates.

! For definition and adjustors, see the Program Monitoring Section of the Memorandum of Economic and Financial Policies and the Technical Memorandum of Understanding.

2Assessed on a continuous basis.

s Targets for 2015 are to be redefined with the new government during the 4th PSI review.
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Table 3. Mozambique: Structural Benchmarks for 2014

REPUBLIC OF MOZAMBIQUE

Date of

Structural Benchmarks . Status
Implementation

The Ministry of Planning and Development will End-June 2014 Not met

approve, and share with IMF staff, a revised IIP with
financial information for projects for which financing
has been secured and summary project information
to inform the DSA, MTEF and the budget. (114 of the
MEFP date April 23, 2014)

The Government will present VAT collections on a
net basis in the 2015 budget proposal documents.
(116 of the MEFP date April 23, 2014)

The Government will finalize and fully operationalize
the IT application for tax payments through banks
for VAT and ISPC. (116 of the MEFP date April 23,
2014)

The Board of BM will approve the action plan for the
simulation exercise pertaining to the Financial Sector
Contingency Plan. (127 of the MEFP date April 23,
2014)

The BM will issue the first annual payments systems
oversight report. (130 of the MEFP date April 23,
2014)

The government will either pay or securitize the
stock of valid VAT reimbursement requests
submitted up to end-2013. (116 of the MEFP date
April 23, 2014)

The Government will establish a movable collateral
registry. (128 of the MEFP date April 23, 2014)

End-October
2014

End-October
2014

End-November
2014

End-November
2014

End-December
2014

End-December
2014

(proposed to be
reformulated)

Met

Not met
(proposed to be
rescheduled to
June 2015 and
broadened)

Met

Met

Not met
(proposed to be
rescheduled to
March 2015 and
broadened)

Not met
(proposed to be
rescheduled to
end-Sept. 2015)

Source: IMF staff and the Mozambique authorities
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Table 4. Mozambique: Proposed Structural Benchmarks for Dec. 2014-2015

Date of Macroeconomic
Structural Benchmarks Imple- Comment Relevance

mentation
The Government will issue budget End-May Proposed Strengthening
guidelines requiring a mandatory 2015 remedial public
technical assessment by the action to investment
Investment Evaluation Committee for missed June management
new public investment projects to be 2014 1IP SBM
included in the 2016 and subsequent
budgets of a value of $50 million or
more. (117 of this MEFP)
The government will either pay or End-March Proposed to be Strengthening
securitize the stock of valid VAT 2015 rescheduled tax
reimbursement requests submitted up and broadened administration
to end-2014. (1 27 of this MEFP) from end-Dec.

2014

The Government will finalize and fully End-June Proposed to be Strengthening
operationalize the IT application for 2015 rescheduled tax
payments of VAT, ISPC, and corporate and broadened administration
and personal income taxes through from end-Oct.
banks. (116 of the MEFP date April 23, 2014
2014 and 129 of this MEFP)
The use of T-bonds as collateral in End- Proposed Deepening
money market operations will become September capital markets
operational. (T41 of this MEFP) 2015
The Government will include in the End-June Proposed Ensuring fiscal
draft 2015 budget a fiscal rule on the 2015 sustainability
use of windfall revenue only for
investment spending, debt reduction
and exceptional needs. (126 of this
MEFP
The Government will establish a End- Proposed to be Deepening
movable collateral registry. (128 of the September rescheduled financial markets
MEFP date April 23, 2014, 147 of this 2015 from end-Dec.

MEFP)

2014

Sources: IMF staff and the Mozambique authorities

46 INTERNATIONAL MONETARY FUND



1.

REPUBLIC OF MOZAMBIQUE

Attachment 2. Technical Memorandum of Understanding

December 12, 2014

This Technical Memorandum of Understanding (TMU) dated April 23, 2014 remains in effect

except for the updates below on the adjustors for net international reserves and net credit to central
government, and Tables 1-2.

ADJUSTERS

A. Net international reserves

3.

The quantitative targets (floors) for net international reserves (NIR) will be adjusted:

downward by the shortfall in external program aid less debt service payments (up to
US$200 million), compared to the program baseline (Table 1);

upward by any windfall capital gain tax receipts (beyond the programmed amounts) in excess
of US$30 million collected during the program period, less (i) payments beyond those
programmed on outstanding VAT refund requests, and (ii) any other debt reduction operations
vis-a-vis the domestic nonbank sector (Table 2);

downward/upward for any revision made to the end-year figures corresponding to the previous
year; and

downward to accommodate higher external outlays because of natural disasters, up to
US$20 million.

B. Net credit to central government

The quantitative targets (ceilings) for net credit to the central government (NCG) will be

adjusted:

upward by the shortfall in the MT value of external program aid receipts less debt service
payments (up to the MT equivalent of US$200 million at exchange rates prevailing at the
respective test dates), compared to the program baseline (Table 1);

downward by any windfall capital gain tax receipts (beyond the programmed amounts) in
excess of US$ 30 million collected during the program period, less (i) payments beyond those
programmed on outstanding VAT refund requests, and (ii) any other debt reduction operations
vis-a-vis the domestic nonbank sector (Table 2);

downward by privatization proceeds in excess of those envisaged in the program, unless these
proceeds are deposited in the government’s savings accounts abroad;

downward (upward) for any increase (decrease) in domestic financing from the nonfinancial
private sector; (Table 2) and
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e upward to accommodate the higher locally-financed outlays because of natural disasters, up to
the MT equivalent of US$20 million at exchange rates prevailing at the respective test dates.

TMU Table 1. Mozambique: Net Foreign Assistance, 2014-15

2014 2015

Q4 Q1 Q2 Q3 Q4

Proj. Proj. Proj. Proj. Proj.
Net foreign program assistance (US$ mn) 55 -18 85 12 26
Gross foreign program assistance 115 11 154 96 61
Program grants 5 1" 54 36 24
Program loans 110 0 100 60 38
External debt service 61 29 69 84 35
Cumulative net foreign program assistance in US dollars 103 -18 67 79 105
Gross foreign program assistance 333 11 165 261 322
External debt service 229 29 98 182 217
Net foreign program assistance (MT mn) 1,698 -550 2,670 389 831
Gross foreign program assistance 3,587 357 4,842 3,057 1,955
Program grants 162 357 1,689 1,158 752
Program loans 3,425 0 3,153 1,899 1,203
External debt service 1,889 906 2,172 2,668 1,124
Cumulative Net foreign program assistance in MTN millions 3,174 550 2,120 2,509 3,340
Gross foreign program assistance 10,351 357 5,198 8,256 10,211
External debt service 7,178 906 3,079 5,746 6,871

Source: Mozambican authorities and IMF staff estimates.
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TMU Table 2. Mozambique - Programmed VAT Requests and Refunds, 2014

Ql Q2 Q3 Q4 Total
Windfall capital gains tax, in millions of meticais 16,161 0 0 0 16,161
Windfall capital gains tax, in millions of dollars 523 0 0 0 523
Budgeted VAT refund payments, in millions of meticais 1,125 1,125 1,125 1,125 4,500
Budgeted VAT refund payments, in millions of dollars 36 36 37 36 144
Reduction of VAT arrears, in millions of meticais 0 0 0 0 0
Reduction of VAT arrears, in millions of dollars 0 0 0 0 0
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Annex I. New Sector and Fiscal Laws for the Mining and
Hydrocarbon Sectors

In August 2014 the Mozambican parliament approved four new natural resource laws—
sectoral laws for mining and hydrocarbons, and corresponding fiscal regime laws. These represent
an improvement over existing legislation. The authorities found TA from the Fund on the fiscal
regimes useful and have taken on board a number of recommendations, though the laws fall short
of best international practice in some respects. Parliament also authorized the government to
prepare a decree law for the large liquefied natural gas (LNG) projects offshore in the Rovuma basin
(Northern Mozambique), which are not covered appropriately by existing/the new legislation.

On the positive side, the new sector laws will improve transparency. This is achieved through
(i) requirements for publication of the main elements of all exploration and production contracts;
(i) strengthening reporting obligations from companies in extractive industries, in line with EITL;
(iii) clear consultation rules between the government, the companies and local communities in
extractive areas, and (iv) requirements for public tenders to award contracts rather than direct
negotiation between government officials and specific companies.

However, the sector laws introduce provisions that are problematic. For example, the new
hydrocarbon law earmarks a 25 percent share of production for the domestic market, and mandates
that some goods and services should be provided exclusively by Mozambican companies. While
these clauses could promote greater local content, they could also lead to inefficiencies if there is an
implicit subsidy in the price used for the domestic market. Another difficulty could arise if domestic
suppliers are not up to international quality standards or are too small to meet the requirements of
these huge projects. The hydrocarbon law also encourages the government and the private sector to
expand their participation in projects beyond their respective current 10-15 percent stakes;" at the
same time it is not clear how the government will finance its share.” The new institutional set-up
introduced by these laws, including the creation of an Extractive Industries High Authority and a new
National Mining Institute, will also generate coordination challenges with overlapping mandates
and limited institutional capacity.

The related fiscal regimes also represent an improvement over existing legislation. They
consolidate into a single document extractive industry taxation rules, including royalties, specific
income tax rules, such as depreciation schedules and ring-fencing provisions, fiscal benefits, capital
gains taxes and other. This will help provide a more consistent tax treatment, and help simplify tax

! This could become a source of fiscal risk if the government or the National Hydrocarbon company (ENH) finances
its participation through new borrowing. Participation of Mozambican nationals through the local bond market will
also be challenging, as the bond market is shallow relative to the financing needs of mining and petroleum projects.

2 The cost of the envisaged investment is about $40 billion, close to 2.5 times 2014 GDP, assuming construction of
four onshore liquefaction trains. The total investment amount would vary if the number of trains is
increased/decreased, or if floating liquefaction facilities are constructed.
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administration over time, reducing the administrative burden associated with multiple contract-
specific clauses and ad hoc rules. The new fiscal regimes also improve transparency as the
companies are required to present annual financial accounts certified by an independent auditor.

The new fiscal regimes seek to increase natural resource revenues, responding to concerns that
large (“mega”) projects had in the past benefited from relatively generous fiscal provisions—a fact
that has been recently criticized aggressively by civil society organizations. The new fiscal regime
maintains traditional charges (such as the royalty and the corporate income tax) and includes a tax
on “super profits” that will allow the government to capture a higher share of revenues when the
rate of return of a project exceeds a particular threshold. This is achieved through a resource rent tax
for the mining sector, and a production sharing mechanism for hydrocarbons that allows the
government’s share of profits to increase as the projects become more profitable. Rules for capital
gains taxes that were previously ambiguous have also been clarified.

Certain key aspects of the fiscal regimes remain problematic. As approved, the new mining fiscal
law still contains some serious flaws, including lower royalty rates for the domestic market (which is
equivalent to an export tax and will generate tax leakage and complicate tax administration), mineral
valuation rules, assessment of royalties on production (rather than sales), and the non-deductibility
of royalties for the assessment of the corporate income tax.
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International Monetary Fund
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Washington, D.C. 20431 USA
January 5, 2015

IMF Executive Board Completes Third PSI Review for Mozambique

The Executive Board of the International Monetary Fund (IMF) today completed the third
review of Mozambique’s economic performance under the program supported by the Policy
Support Instrument (PSI)." The Board’s decision was taken on a lapse of time basis.?

The PSI for Mozambique was approved by the Executive Board on June 24, 2013 (see Press
Release No. 13/231)

Mozambique’s macroeconomic performance remains robust. Growth is forecast at 7.5 percent
for 2014 with low inflation (12-month Maputo average through November was 2.4 percent)
despite an expansionary and higher than programmed fiscal stance and reserve money running
modestly above target. Performance under the PSI-supported program has been mixed—while
all but one of the quantitative assessment criteria were met at end-June, there were some
slippages during the second half of the year and some delays in implementing structural reforms.

The main short-term challenge is to maintain the growth momentum while preserving fiscal and
debt sustainability. Fiscal consolidation needs to be initiated in the 2015 budget to restore
prudent fiscal management. While low import prices have dampened inflation, the Bank of
Mozambique should stay vigilant and adhere to its medium-term inflation target. Key structural
reform priorities include improving VAT and overall tax administration, continuing public
financial management reforms, strengthening institutional capacity to ensure transparent public
investment management and borrowing, and enhancing the business environment and financial
sector development. Completion of the contract negotiations for the production of liquefied
natural gas (LNG) is a critical milestone for the launch of this project, one of the largest in sub-
Saharan Africa.

" The PSI is an instrument of the IMF designed for countries that do not need balance of payments financial support. The PSI
helps countries design effective economic programs that, once approved by the IMF's Executive Board, signal to donors,
multilateral development banks, and markets the Fund's endorsement of a member's policies (see
http://www.imf.org/external/np/exr/facts/psi.htm). Details on Mozambique’s PSI program are available at
http://www.imf.org/mozambique.

% The Executive Board takes decisions under its lapse of time procedure when it is agreed by the Board that a proposal can be
considered without convening formal discussions.



Despite the heightened risks from an uncertain global outlook, growth is expected to remain
strong and be broad-based in the medium term, boosted by the natural resource boom and
infrastructure investment. Fiscal adjustment over the medium term will be essential to preserve
debt sustainability and macroeconomic stability. This requires measures to contain current
spending pressures while bringing investment to a more sustainable level. With foreign aid
likely to decline over the medium term, Mozambique will need to borrow in order to provide
additional resources for achieving targeted improvements in physical infrastructure and human
capital. To ensure the efficiency of investment and borrowing, it is essential to further
strengthen investment planning and implementation, as well as debt management. Structural
reforms focusing on public financial management, monetary policy tools, banking supervision,
and business facilitation should be implemented vigorously to sustain growth and render it more
inclusive.



