A Strategic Evaluation
Internal and External Constraints to Investment in the Mozambique Textile and Apparel Industries  
December 2006
[image: image2.emf]0

2

4

6

8

10

12

14

16

6 months 1 year 3 Year 5 Year 10 Years

Months of Service

Current Labor Law New Labor Law



Table of Contents3Introduction


4Internal Constraints to Investment and Sector Growth


4Shipping and Delivery Times


10Labor Laws


15Corporate Taxes and Incentives


18External Constraints to Sector Development—Market Access


18African growth and opportunity act (AGOA)


20Preferential Access to the EU Market


21Southern African Development Community (SADC)


22Conclusion





Introduction

“The best method for encouraging the development of an export oriented garment industry in Mozambique is to develop government policies that promote transparency; reduce the risks and uncertainties in starting a business; promote productivity, innovation and incentives for the labor force; and ultimately create an environment conducive to doing business and attracting foreign direct investment.  These policies will also encourage a broad range of industries and services outside of the textile and apparel industries.”  These policy recommendations were made in Nathan Associates Inc. March 2004 report “A Mozambique Textile and Garment Industry Strategy.”  This first strategic analysis identified the major constraints to the establishment of textile and apparel industries in Mozambique.  

This report updates that study to reflect evolving market access and competitive conditions in world markets.  Moreover, the Ministry of Industry and Commerce (MIC) has requested detailed information on the major constraints within Mozambique’s borders to the development of the textile and garment sectors.  Regarding these constraints, MIC requested specific guidance to the development of policy reforms that would eliminate the constraints.  Therefore, this report is an extension of the aforementioned strategy report and includes current information comparing Mozambique’s policies to today’s most dynamic competitors.

Since the March 2004 report, little has changed in the Mozambique’s business enabling.  Labor laws have only recently been challenged with new legislation, and the old labor laws are likely to remain for some time.  Tax incentives still favor large capital investments and are not on a par with other leading textile and apparel exporting countries.  Corruption is reported to plague low to mid-level government service.  Judicial services and the regulatory environment are reported to be cumbersome, at best, lengthy and non- transparent at worst.   Shipping times still remain one of the largest barriers to the major export markets, despite having access to major ports in Mozambique and South Africa.  
Today’s textile and apparel industries are highly competitive and continue to demand more efficient production and supply chains.  Therefore, suppliers (or potential ones) that are not advancing reforms are becoming relatively less competitive, even while standing still.  In this regard, it must be recognized that Belita, one of the two remaining textile and apparel firms in Mozambique, closed in 2005, reportedly from shipping and customs delays and to a lesser extent, labor disputes.  
The following report is organized into two main topic areas. Internal barriers to sector development  including taxes, labor laws, local transportation, suitable factory shells and export promotion programs are reviewed in the first section.  External constraints, largely outside the control of the Mozambique government,  such as changing market access and global competition are reviewed in the second section.  
Internal Constraints to Investment and Sector Growth
The elimination of textile and apparel quotas in 2005 have given global investors unfettered flexibility when choosing where to locate and invest.  With literally dozens of countries seeking to lure these investors to boost their industrial production and employment, Mozambique must consider carefully its internal constraints to attracting textile and apparel sector investors.    Many countries can count liberal US and EU market access as a benefit to investors, therefore, liberal market access can not compensate for excessively restrictive local regulations and poor infrastructure.  
In this section we review Mozambique’s internal constraints in  relation to other countries regarding three major factors of importance to textile and apparel industry investors:

· Getting goods to market reliably;

· Flexibility of labor laws regulations;

· Taxes and incentives for the sectors.

Bringing these key factors into alignment with major regional and global competitors is a prerequisite for the establishment of both textile of apparel industries and any strategy must address them adequately.
Shipping and Delivery Times

Getting goods to market reliably and efficiently is critical to the establishment and growth of any textile and apparel industry.  Textile and apparel goods have more in common with perishable produce, such as fruits and vegetables then they do with metals or machinery.  The value of apparel and textiles is tied to fashion trends and seasonal sales patterns.  Goods that arrive late are usually worth a fraction of goods delivered on time.  This fact is often overlooked, since so many of the tangible production processes are carried out in developing countries—the casual observer mistakenly focus on labor costs alone.  However, the reality is that the majority of value added occurs thousands of miles away from the production floors.  Moreover, the maximum value of a garment is only fully realized when it is delivered to the retail floor when the consumer wants it, not one minute later.  Goods that do not meet the timely demands of consumers are often heavily discounted by 50% or more.  Worse yet, an empty shelf represent the potential for a lost sale.  Even for standard garments, such as white t-shirts, efficient supply chains are required; if less for the fashion appeal, then for the management of material and inventory costs (work in progress must be financed). For these reasons, reliable and rapid shipping times are crucial to the global textile and apparel sectors.  The upshot of this is that reliable delivery is an important factor producers have to weigh when considering where to locate operations.
Table 1 illustrates the time required (in weeks) to manufacture and ship a garment from the time an order is placed from Mozambique.  The same data are shown for Lesotho, a close regional competitor with a successful making-up industry.  The data in table 1 assume that the fabric and materials are sourced from China; a common practice in sub-Saharan Africa, since US African Growth and Opportunity Act (AGOA) permits the use of non-regional fabrics.  Six distinct processes are listed in table 1 along with summary data:
· Manufacture of fabric from order (in China);

· Shipping of fabric from China to South Africa;

· Unlading of cargo and customs inspection;

· Making up the garment ;

· Pre-shipment inspection;

· Delivery to South African port.

Three data points are presented for each process for each country—the minimum time required, the maximum time required, and the difference between the maximum and minimum or variance in shipping time.  The variance figure reflects what is called here reliability of shipping.  The minimum time from order to delivery of the garment to the dock of the closest South African port is 11.6 weeks for Mozambique and 10.8 weeks for a producer in Lesotho.  These shipping times can be contrasted with shipping times from Asian apparel firms, which can deliver a garment to a US port in 10-12 weeks, on average.  It takes on average 3 weeks to ship a garment from South Africa to the US, therefore, both Lesotho and Mozambique are one and a half to two and a half weeks behind an Asian competitor in delivery time.  This competitive disadvantage for Southern African producers is balanced by duty free access provided them by the AGOA programs.  
More important than the minimum delivery time is the reliability of shipments or the variance, the difference between the minimum and maximum shipping times.  All manufactures and shippers experience delays at one time or another; these can be due to seasonal volumes, unexpected events or natural causes.  At other times, it can be due to routine government or port activities, inconsistently applied such as processing of shipments through customs offices and variable vessel departures.  The maximum shipping time and hence the variance data in table 1 illustrate delays due to routine activities.  In the case of Mozambique, a producer can guarantee a shipment only within a 3.7 week window, nearly one month.  In contrast a Lesotho based producer can routinely guarantee a shipment’s delivery within half a week.   Where do these variable delays come from when producing in Mozambique?
Table 1.

Production and Shipping Times, Time from Order to Free Along Side Ship( FAS) Mozambique vs. Lesotho

	
	Weeks

	
	Mozambique
	Lesotho

	
	Min
	Max.
	Variance
	Min
	Max.
	Variance

	( Order Initiation (Chinese Fabric to Southern Africa)
	
	
	
	
	
	

	       Manufacture of fabric
	4.0
	4.0
	0.0
	4.0
	4.0
	0.0

	       Delivery of fabric from Asia to South Africa
	4.0
	4.1
	0.1
	4.0
	4.1
	0.1

	         Port Elizabeth (PE) or Durban to factory
	
	
	
	
	
	

	            Land  (Durban - Maputo US$1,600 /20' ) 
	0.3
	0.4
	0.1
	0.1
	0.1
	0.0

	            Rail ($300)
	--
	--
	--
	0.1
	0.1
	0.0

	            Sea  ($200 / 20' Container)
	0.3
	2.6
	2.3
	--
	--
	--

	Total  least cost transport (Rail or Sea)
	8.3
	10.7
	2.4
	8.1
	8.2
	0.1

	Unlading of cargo and customs inspection and release (fabric)
	0.4
	0.7
	0.3
	0.1
	0.4
	0.3

	Sub-Total Factory Gate Least Cost Transport for Fabric
	8.7
	11.4
	2.7
	8.3
	8.7
	0.4

	Making up garment
	2.0
	2.0
	0.0
	2.0
	2.0
	0.0

	Pre-shipment processes
	0.4
	0.4
	0.0
	0.0
	0.0
	0.0

	Delivery to South African Port  PE or Durban to factory
	
	
	
	
	
	

	         Land  (Maputo -Durban $700 / 20' Container)
	0.3
	0.4
	0.1
	0.1
	0.1
	0.0

	         Rail
	--
	--
	--
	0.1
	0.1
	0.0

	         Sea  ($200 / 20' Container)
	0.4
	1.4
	1.0
	--
	--
	--

	(Made-up Garment FAS at South African Port
	11.6
	15.2
	3.7
	10.4
	10.8
	0.4


Source:  Interviews of producers and freight forwarders
The vast majority, or 3.4 of the 3.7 weeks, comes from shipping delays.  These delays arise from the reduced schedule of regular shipments from and to the Maputo port.  By far, the longest delays come from the Durban to Maputo shipping schedule, which is really not a schedule at all, since container ships only load cargo for Maputo if there is sufficient volume to justify stopping in Maputo port and are sufficient to cover warfage fees.  This means that a container arriving from Asia must sit in Durban for an indefinite time before being loaded on the first available ship to Maputo.   Producers and freight forwarders estimate this time between shipments from fourteen to twenty-one days on average.  The alternative for a producer, waiting for time sensitive cargo is to pay eight times more than ocean freight cost, and ship the container by truck.  Not only is this a more expensive option, it is a riskier one, since cargo trucks are subject to hijacking and theft.  The producer is presented with a Hobson’s choice; receive materials late by ship, or pay more, and possibly receive them on time, or not at all by truck.
In contrast, a producer in Lesotho can confidently estimate the final arrival of materials to their factory in Lesotho by either rail (secure and cheap) or truck (less secure and more expensive).  In fact, many producers in Lesotho purposely delay receiving shipments from South African ports, in an effort to reduce warehousing costs in Lesotho, taking delivery of material shipments exactly when they need them, not any earlier.
While there is little that can be done in the short to medium term to increase the frequency of shipping between Durban and Maputo; the fact remains that  this is a significant obstacle to the development of a globally competitive industry based on least cost supply chains.  This fact has wide sweeping impacts on any textile and apparel strategy.  What can the government do?  First, the government can mitigate the impacts of variable shipping times by ensuring that all procedures within its control are executed with consistency and efficiency.  At first glance, this may seem to be of little consequence, since customs delays are usually measured in days not weeks.  However, this would be an oversimplification of the impact random customs delays have on the problem.  If producers could plan shipping times within Mozambique, with a high degree of certainty, they could possibly reduce the impacts of infrequent shipping.  For example, a producer that knows the departure of the next ship within a week of departure could adjust their production and packing times to coordinate with that ship.  If, however, delays in customs cause that ship to be missed, even if only by hours, the whole shipment is subject to the uncertainty of the next departure.  
Several areas could be addressed to improve the consistency of Mozambique’s customs and shipment handling.  These issues are summarized in Table 2.
Table 2.

	Constraint
	Proposed Intervention

	Mozambique customs is currently employing new scanner technology to inspect all in-bound cargo, increasing shipping times by 3-5 days
	Reduce scanner time by:

· Employing a risk managed approach to selecting only high risk  containers for scanning;

· Implementing an electronic documentation process which would facilitate a sound risk selection program;

· Allow inspection of cargo at the factory when it is unloaded (the time cost of two customs agents for this purpose would be minimal and could be paid by the producer and have little or no impact on custom’s budgets)

	Trucks at land border require 2-3 days to cross border (long lines for inspection, which are not done by scanner)
	· Implement electronic documentation that would facilitate a risk selection program, reducing the number of trucks selected for inspection;

· Allow containers to be inspected at the factory, when they are unloaded

	Despanchante system is reportedly highly inefficient
	· Implement electronic documentation so that producers can interact directly with government agencies based on sound risk assessment and performance of producers

	Small scale, but frequent corruption in customs, frequent changes to rules
	· Electronic documentation can reduce small scale corruption, by reducing the human element in customs processing;
· Rule changes should be subject to review for their impact on the industrial supply chains and shipping times, not just policy expediency (this can be done by implementing time study for document processing)


Source: interviews with producers and freight forwarders.
If all these recommendations would be implemented, shipping times could be reduced by twenty to twenty five percent.  The impact on reliability would be significant, but impossible to estimate.  It is important to note here that many of these issues could be addressed by establishing a free trade zone, with its own customs clearance agents and rules, in one rapid project, rather than waiting for the government of Mozambique to institute laws and regulations across the country.  

Beyond the government’s actions, the strategic plan must take shipping times and supply chains constraints into account.  Table 3 lists major shipping constraints and the manner in which Mozambique’s sector strategy can overcome them.
Table 3.

	Constraint
	Response of Strategic Plan 

	Fabric from Asia increasing shipping time by four weeks
	· Attract investors that have a low reliance on Asian fabric sourcing including producers with the potential for vertical knits or woven’s and South African garment producers familiar with established regional fabric suppliers

	Major markets are three to four weeks away by ocean freight
	· Focus on regional markets in SADC and South Africa in particular
· Focus on basic garments such as work uniforms with low styling requirements and high labor content


One obvious fact arises from table 4, a heavy reliance on Asian supply chains is a risky strategy that will continue to increase as global supply chains continue to squeeze time from production schedules.  Therefore, Mozambique greatest potential may be in integrating into regional supply chains, in particular, with South Africa.  In this case, Mozambique could be an outward processing location for producers who would otherwise choose to manufacture in South Africa.   South African textiles would be shipped by rail or truck to Maputo, made up into garments and shipped back to South Africa, taking advantage of Mozambique’s lower labor costs.  This strategy would be premised on two conditions:

· Mozambique’s labor laws (covered in a following section) being on a par with other SACU producers, such as Lesotho, Botswana and Namibia (covered in a following section); and

· South African textiles meeting the rule of origin (are manufactured of yarns spun and fabricated in South Africa)

A strategy that emphasizes regional supply chains combined with efficient and dependable customs processing would have to be central components of a market led strategy.

Labor Laws

While shipping times can determine the final price a garment may fetch in the market, labor costs are a significant component of manufacturing costs, perhaps only exceeded by the cost of fabric and finishing.   While it is attractive to focus on the wage rate alone, sector investors know that wages are the starting point for an analysis of total labor costs, which include many of the non-wage costs such as vacation pay, sick leave, overtime costs, and severance pay.  Moreover, there are many regulatory issues such as registering workers, having the ability to fire them, and the government’s involvement in the hiring and firing process.  How these non-wage costs are balanced with wages is an important factor determining where an international investor in textiles and apparel is likely to locate. Therefore, it is important that a countries labor laws compare with those of major producers of textiles and apparel.  These countries maintain a careful balance between labor rights and productivity that must be matched.  

At the outset of any discussion or analysis on labor laws, it is important to review internationally recognized principals of basic worker’s rights.   The International Labor Organization’s (ILO) Declaration on Fundamental Principals and Rights at Work
 include four main guiding points:

· Freedom of Association;

· Prohibitions against child labor;

· Prohibitions against forced labor; and

· Equality of opportunity and treatment (non-discrimination).

Most textile and apparel industries uphold these basic worker’s rights, with the right to organize (unions) being by far the most controversial and problematic from a producer’s perspective.  Beyond these basic rights, labor laws and regulations can be organized into five major categories: severance and notice; vacation and sick leave; government involvement; and apprentice laws.  These categories are listed in the first column of table 4, with the remainder of the columns indicating Mozambique’s current law and the laws of two competitors, Lesotho and Cambodia.  
Table 4
	Item
	Moz. Current
	Lesotho
	Cambodia

	Severance and Notice (non-economic reasons)
	Three months notice three months severance (6 months)
	One month notice, six weeks severance (2.5 months)
	One week notice three weeks severance (1.0 – month)

	Government Involvement
	Significant
	Minimal
	Minimal

	Vacation (w\o holiday)
	Six weeks (45 days)
	One day per month (12 days)
	One day per month (12 days)

	Sick Leave
	Practically without limits
	One day per month (12 days); 24 days half pay
	One day per month (12 days)

	Apprentice Law \ New Hire
	Six month probation
	First 2 months at reduced pay; terminate employment at will for 4 months
	First two months as apprentice; terminate at will first 4 months


Source: Nathan Associates Inc.
Note: Assumes an average of three years seniority on the job.

The first category, severance and notice, often referred to as the “flexibility” of the labor law, are the conditions under which a producer can retrench workers.  Normally, two categories of severance are defined.  First economic dismissal addresses the needs of producers to reduce production and the work force because of means outside of their control, such as an economic recession.  The second type of dismissal address the occasion when producers wish to retrench workers for any reason other than those covered under the economic dismal category, such as poor performance by the worker.  The data in table 4 illustrates this case of non-economic dismissals.  In the case of Mozambique a producer is required to notify a worker three months before they are retrenched and the producer is still required to pay the worker three months severance pay.   For all intents and purposes, notification and severance are nearly equivalent, since few apparel factories normally maintain workers on the factory floor who have been given notice.  This means that a producer in Mozambique that wishes to retrench a worker for non-economic reasons must pay 6 months in wages.  In contrast, the same producer located in Lesotho must pay a total of 2.5 months severance and notice and a producer in Cambodia must pay one month severance and notice for a worker with the same seniority.  In other terms, a producer in Mozambique is required to pay six times the severance cost for the same worker in Mozambique as Cambodia.  It is important to keep in mind that the cost of high severance pay goes well beyond the wages when they are added up.  A modern production process is managed on an incentive basis.  The incentive for a factory worker to apply themselves in the factory must come from two sources, first their current income and incentive pay, and the second is the risk of being fired if they do not perform up to the same standard as their peers.  High severance pay, therefore, puts the worker at odds with productivity incentives, including rewards and consequences for productivity. A worker with several years of experience realizes there is a high cost for the management to retrench them—a game where the owner and the worker challenging each other ensues.   In this game, the worker dares the owner to fire them, realizing the lucrative severance pay they will receive. On the other side, the management tries to get the worker to perform at the level of their peers.  It should not be surprising to see workers in this scenario performing at one-half of world class productivity levels, in essence, doubling the daily cost of workers in addition to the steep severance costs, should they be incurred.
The high cost of Mozambique’s labor laws, in comparison to regional and global competitors with growing apparel industries should be viewed as a significant impediment to the development of a textile or apparel industry.  In fact, it would likely retard the development of most manufacturing industries that are labor intensive.  The government of Mozambique is currently considering revisions to the labor laws to address some of these concerns.  Figure 1 illustrates the total notice and severance that a producer must give a worker under the current labor law and under the proposed labor law.  Each bar is associated with the seniority of a worker-from six months to ten years on the job.  The first bar indicates the current labor law, and the second bar (blue) illustrates the new labor law.  In the period between six months and three years, the new labor law appears to be competitive within the textile and apparel industries.  At year three, the current and new laws are nearly equal.  After ten years, the new labor law is worse than the current law.
Figure 1

Severance and Notice for Non-Economic Reasons Under Mozambique’s Current and Proposed Labor Laws
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Source: Analysis of the current and new labor laws.
While the proposed labor law is an improvement over the current law, especially in the short to near term, it is still not competitive.  After three years on the job (not uncommon for an apparel firm) the laws are nearly identical, and the same cycle of disincentives and low productivity are set in motion
.  Some counties, such as South Africa and Indonesia, maintain similar laws, but from a practical perspective, they do not benefit all workers or producers, since the pressure to generate jobs and reduce costs cause large scale circumvention of the laws through subcontracting regimes, producers locating to remote locations where enforcement of the laws is lax, or loop holes in local laws and free trade zones are created to relieve the stifling pressure of these laws.  In some countries, such as South Africa, elaborate systems of hiring and firing workers on a cyclical basis is conducted to ensure the workers do not accrue unreasonable severance benefits.
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Figure 2.

Severance and Notice for Economic Dismissal under Mozambique’s Current and Proposed Labor Laws
Source: Analysis of the current and new labor laws.

Figure 2 illustrates the same data for dismissal of a worker for economic reasons.  Once again, the current law imposes a high cost on Mozambique’s prospective and current producers should they have to retrench workers for economic reasons.  Six months notice and severance is required for a worker with three years of seniority. In the case of the proposed labor law, there is a dramatic improvement over the current labor law, even when looking at a ten year tenure.  

There is currently a great deal of uncertainty as to when Mozambique’s proposed labor law might be approved.  It remains to be seen if Mozambique has actually done enough to attract investors.  This analysis indicates that the proposed labor law has not gone far enough with reforms to put it on par with its major competitors in the textile and apparel sectors.

The second item listed in table 4 is the level of government involvement in labor disputes that do not violate the ILO basic code of workers rights listed earlier.  In most countries with growing apparel industries, the government does not get involved when an employer dismiss a worker, as long as the proper procedures of the law involving severance and notice are lawfully applied.  In Mozambique, the employer is required to notify the government of its intention to dismiss a worker, and the government intervenes or arbitrates.  Producers in Mozambique find this process extremely cumbersome, and any fault in carrying out this process, favors the worker.  Once again, a process is put in place that raises the cost to the producer of dismissing workers not performing to the level of their peers, since the worker knows the process will work in their favor.  Productivity and management of the factory, therefore, suffer, in addition to the producer having to disengage from their primary concern—running a factory and meeting the buyer’s needs.
Paid vacation and sick pay also raise the costs of employment.  A worker in Mozambique is entitled to six weeks of paid vacation (1.5 months) after three years of service with an employer.  The standard for vacation in countries with strong and vibrant textile and apparel industries is one day of paid vacation for every month of service or a little over two weeks of vacation (0.5 months) for the same worker. Therefore a producer in Mozambique must pay three time the annual leave costs as compared to the regional and global standards presented here.  Likewise, paid sick leave is allocated at the same rate as vacation, one day per month of service.  In contrast, the Mozambique labor law appears to set no limits on how long a factory must pay a worker on sick leave, assuming reasonable justification is established.  
Finally, regional and global apparel producing countries have provisions for apprenticeship programs and new workers to a factory.  These allow producers to pay a reduced rate for apprentice workers and allow management to dismiss a worker without cause in the first few months of service.  This is important to a factory, since a worker’s skill and aptitude for a job can only be evaluated as they are observed on the production floor.  Workers that do not meet the standards for the job are dismissed. 

Table 5  summaries the main constraints of the current labor laws and modifications that would put Mozambique’s labor laws on a comparable basis with competitors in the textile and apparel sectors. 

Table 5.

Summary of Labor Constraints and Proposed Interventions

	Constraint
	Intervention

	· Severance (and notification)  pay for non-economic reasons (old and new) much higher than industry standard
	· High severance pay is a major obstacle for foreign investors in a labor intensive sector; reduce severance pay to 1 week for every year of service with a standard two weeks of notice

	· High number of paid vacation and sick leave
	· Limit sick pay to 1 day per month of work and vacation pay to 1 week per month of service

	· High level of government involvement in labor issues; labor laws not transparent
	· Reduce government involvement in labor issues to basic worker rights (child labor, forced labor, safety, right to organize and non-discrimination) listed earlier

	· No apprenticeship or evaluation period for permanent workers
	· Allow for short term apprenticeships of 2-3 months and an equal period for evaluating all new hires 


Corporate Taxes and Incentives
The textiles and apparel industries are intensive in their use of unskilled labor and many developing countries seek to reduce unemployment by encouraging these industries.   This has led to many countries to reduce, and in most cases, eliminate taxes on corporate profits to encourage foreign investors in these labor intensive sectors.  The premise of these policies is that reducing tax rates on companies is a cost effective means for generating low skill jobs and reducing poverty.  It has become the de facto standard in the textile and apparel sectors to offer complete relief from corporate taxes for a period of time that ranges between three to five years.  Table 6 illustrates corporate taxes across the globe for major textile and apparel exporting countries.  In all cases listed here, countries offer foreign investors complete relief from corporate taxes at least for some period of time.  In contrast, Mozambique offers a 50 percent reduction in the standard corporate tax rate of 32 percent, or a 15 percent tax on corporate profits.  Mozambique’s tax on corporate profits is, therefore, uncompetitive.
Table 6.

Corporate Tax Rates in Mozambique and Major Textile and Apparel Exporting Countries

	Country
	Corporate Tax
	Notes

	Mozambique
	50% reduction of 32% tax for first five years (15% tax rate)
	Only for holders of FTZ certificates

	India
	Zero (0%) percent corporate tax for first five years
	FTA companies only; 50% deduction after 5 years

	Lesotho
	Zero (0%) percent for first ten years
	Many companies now face a 12% tax as they are over the ten year limit; the government is looking to extend the benefit in the face of global competition in the sector

	Cambodia
	Zero (0%) percent for the first eight years
	Nine 9% after the first eight years

	China
	Zero (0%) percent for the first two years; 50% of local rate thereafter
	Many special exceptions for apparel firms that vary from city to city and region to region


Source: Nathan Associates Inc.
Some countries find that the elimination of corporate taxes does not provide sufficient incentive or they project that when these benefits are lifted, there will be little incentive for the companies to stay. In some countries, wider incentives packages are offered to address these concerns.  These incentives vary considerably across countries. There are, however, common elements to many of these programs.  These elements include finance for worker training programs that will enhance the skills of workers and the productivity of the companies for the medium to longer term.  In some instances, the government provides basic training for operators (Cambodia, Dominican Republic, Egypt, etc) and in others, the government shares in the companies training costs (South Africa, Lesotho, Malaysia).  In the case of Mozambique, there is little in the way of systematic support for training initiatives.  This stands in stark contrast to Mozambique’s tax laws, which provide generous tax benefits to companies that install expensive capital machinery, encouraging capital intensive industries over labor intensive ones, such as apparel manufacturing.
Although no formal survey of training programs has been carried out in the textile or apparel industries, producers are quick to note that training programs implemented in the factories are more effective than government run training institutions, since government run institutes rarely keep up with the pace of changes in industry. Therefore, initial evidence indicates that programs that co-finance factory implemented training should be favored over government implemented training programs.

Table 7

Constraints and Interventions Required in Corporate Taxes and Incentives

	Constraint
	Intervention

	Mozambique has high tax rate on corporate profits (ranges from 15%– 32%)
	Reduce tax on corporate profits to zero (0%) percent for labor intensive industries, such as textiles and apparel for a period of eight to ten years.

	Mozambique has no incentive for the development of labor intensive industries such as textiles and apparel
	Provide matching funds for investment in worker training.  Provide ready made factory shells for reduced rent to speed the rate of industry growth


External Constraints to Sector Development—Market Access
External constraints to the development of a textile and apparel sector include market access (preferential tariffs) and global competition and its effects on prices in major markets.   Market access, such as preferential tariffs, in the textile and apparel sectors can be a major advantage, since tariff rates in the sector often exceed 10 percent or more and can reach 30 – 40 percent in selected instances, providing a valuable competitive advantage for producers that can claim such benefits.  At the same time, preferential market access can provide benefits that can also impose costs in the rules that must be met to gain the preferences.  Moreover, trade preferences are always evolving and new actors and benefits are being provided to a wider array of producers, undercutting the advantages of early beneficiaries. 

The elimination of textile and apparel quotas in 2005 has rapidly accelerated competition in the US and the EU, despite the imposition of special safe guard restrictions against China.  This means that global investors in the textile and apparel industries will be carefully reviewing any new investments for cost reduction purposes.

African growth and opportunity act (AGOA)
The African Growth and Opportunity Act (AGOA) has provided sub-Saharan African (SSA) countries the most generous access to the US apparel market since 2001. Mozambique has been included in this group of beneficiary countries.  A key provision of the AGOA legislation allows SSA countries (except South African and Mauritius) to processes imported fabric, from anywhere in the world.  This third party fabric provision provides instant access to established global supply chains for the beneficiary countries.  This provision has been considered a key benefit for many SSA countries to jump start their apparel industries, since the manufacturing of textiles in SSA is extremely limited and is not expected to rise rapidly any time in the near future.  While the AGOA legislation was set to expire in 2015, the third party fabric provision has had a much more turbulent existence.  As originally written, the third party fabric provision was set to expire in September 2004.  It was then extended to September 2007.    
One of the last acts of the US Congress in 2006 was to pass the AGOA Investment Incentive Act of 2006.  This act contains three provisions that are importance to Mozambique:

· The extension of the third party fabric provision through September 2012;
· The inclusion of a provision that can limit the use of certain third country fabric that are in “abundant supply” in SSA;

· A provision extending duty free benefits to articles of textiles wholly formed in SSA.
The benefits of the extension of the third party fabric provision are viewed by many textile and apparel producers as mixed.  On one hand, most SSA apparel producers depend on imported fabrics for the apparel they export to the US.  On the other hand, that access to cheap third party fabrics discourages investment in the SSA textile industry. The development of a textile industry still lags far behind apparel exports in its ability to supply the fabrics required by the US market with quality and prices of regional fabrics being chief barriers to their widespread use in the export industry.  The second major provision in the AGOA Investment Incentive Act addresses this concern, by closing the door to third party fabrics when local materials are available or are judged by the US International Trade Commission (USITC) as being in commercial supply.  While the extension of the third party fabric provision allows Mozambique the opportunity to attract those foreign investors in the apparel sector interested in exporting to the US, using non-regional fabrics, Mozambique still has considerable hurdles within its own borders to overcome before investors can look favorably on Mozambique as an investment opportunity.  

Finally, the third provision of the AGOA Investment Incentive Act extends duty free benefits to articles of textiles, such as home textiles, if the products are wholly formed in SSA.  A wholly formed product must be made from SSA fiber on up to the final product, a much stricter standard than that for apparel. 

With the recent extension of the AGOA third party fabric provision for six more years, the greatest constraint on Mozambique will be its own ability to make the internal reforms needed to attract investors.  The window of opportunity will again close, but probably sooner than 2012, when the third party fabric provision expires.  For an investor to take full advantage of the costs of setting up an apparel company, they must be confident that their markets will be secure for 2-3 years.  If Mozambique waits too long to make the internal reforms required attracting investors, the attraction of setting up a firm in Mozambique to take advantage of AGOA will be reduced.  In this regard, the government of Mozambique should consider the establishment of a free trade zone with factory shells already in place for investors to take up.  This free trade zone would also have protections from the rigid local labor laws, customs delays and taxes.  
Preferential Access to the EU Market

While the passage of new AGOA legislation put aside uncertainty over Mozambique’s preferential access to the US market; preferential access to the EU market is still uncertain.  Today Mozambique can access the EU market via two preferential trade agreements:
· 
The African, Caribbean and Pacific Islands (ACP)/Cotonou Agreement; and

· The EU GSP program for least developed countries—Everything But Arms (EBA).

The EU ACP/Cotonou agreement is more generous than the EU EBA program in that it provides for the use of regional textiles for apparel benefiting from duty free treatment exported to the EU (although South African textiles have never been approved for eligibility in apparel benefiting from duty free access).  In contrast the EU EBA does not permit the use of regional or third country fabrics requiring apparel exported from Mozambique to include fabrics knit or woven in Mozambique.  
Of considerable importance, the ACP/Cotonou Agreement is set to expire in 2008.  As a direct consequence, ACP countries are expected to negotiate and conclude Economic Partnership Agreements or EPAs with the EU before the expiration of the ACP/Cotonou agreement.  These EPAs are not unilateral like the ACP agreement, and are full fledged Free Trade Agreements (FTAs) requiring reciprocal market access provision.  The process of negotiating these EPAs is far behind schedule and the EU’s intentions are just starting to be established.  Two points that are being negotiated today give an early indication of new provisions to come:

· ACP countries are being organized into regional blocks, where supply chains will be linked (cumulation provisions); and

· New value added rules of origin are being explored as an alternative to the current EU systems of lists and transformation criteria.

 The EU has designated six regional trade blocs for negotiations and Mozambique is include in the “Southern Africa--SADC” trade block.  The fact that this block excludes South Africa and includes SACU countries raises numerous questions of how this trade block will work.   South Africa already has a free trade agreement with the EU, but is only an observer to the SADC-EPA negotiations.  SACU countries are actively engaged in the EPA negotiations, but as members of SACU, are more closely align with South Africa.  The EU has already signaled its desire that SADC strengthen its role as a regional trade block to implement the EU-EPA.  So, it may be that the biggest impact on Mozambique of the EU-EPA will be the strengthening of the SADC community.   This would have important implications for any Mozambique textile or apparel industries, since it would mean tighter regional integration with SADC supply chains from cotton, yarn, fabric and apparel.  Mozambique would do well to actively participate in this process to maximize its access to the EU market, through the use of regional textiles and fabrics on an unrestricted basis.  Today, the use of regional textiles in apparel benefiting from tariff free access to the EU is limited, since South African textiles are notable excluded from materials permitted preferential access.  Moreover, Mozambique’s access to SADC markets is notably reduced because SADC rules of origin require two stages of transformation (yarn spinning and fabric forming, or fabric forming and garment making) for any material or product to be eligible for duty free treatment within SADC—a condition which greatly limits Mozambique’s advantage as a low cost labor country that is potentially competitive in apparel with limited opportunities in the capital intensive textile industry.  Therefore, Mozambique has much to gain from the reorganization of SADC and the alignment of the trade block with the EU.  
Southern African Development Community (SADC)

With long shipping times and limited textile capacities, SADC’s largest member state, South Africa, will offer perhaps the greatest potential to Mozambique’s development of an apparel industry and eventually a textile base.  However, today, Mozambique’s preferential access to the South African market, via SADC, is limited.  The constraint being the SADC rule of origin for textiles and apparel that requires two stages of transformation for a good to be conferred originating status.  In this case, apparel cut and sewn in Mozambique of fabric formed in South Africa is not eligible for duty free status unless the South African fabric is also made of yarn spun in South Africa.  The key ingredient that is lacking is a provision for “cumulation” of origin across SADC countries.  In the case of cumulation, SADC would require two stage of transformation in any SADC country be counted towards originating status. In this way, fabric formed in South Africa, and sewn in Mozambique would be eligible for duty free treatment anywhere within SADC.  
It is important to recognize the role of the EU-EPA negotiations and their potential to transform the SADC region and the rules of origin that constrain SADC trade.  Mozambique would do well to monitor the EU-EPA negotiations for any opportunity to not only improve their access to the EU market, but to further the integration of SADC textile and apparel industries and markets.  
Finally, under SADC, Mozambique is granted a small quantity of exports to South Africa under the MMTZ quota for apparel that is constructed of third part fabrics.  It has been suggested that this quota not be expanded to encourage a Mozambique textile industry.  With only a shadow of an apparel industry, hoping to try to develop a textile industry through restricting access to markets and fabrics appears to be an unwise policy choice.  Mozambique would do well to focus on the first major step in the supply chain, cutting and sewing, even with imported fabrics.  After apparel industry is growing and vibrant, policies could be tuned toward the encouragement of a textile sector

Conclusion
The principal constraints on the development of a Mozambique textile sector is the development of a Mozambique apparel sector.  Mozambique’s constraints to attract investors into the apparel sectors are primarily in the area of domestic policies and regulations.  It would be easy to attribute the slow development of an apparel sector to transportation issues beyond the government’s control, but that would ignore the true potential for Mozambique to develop an apparel industry.  It is because Mozambique is so far from major markets in shipping time that it must be competitive in all other areas of competitiveness, including labor laws, tax incentives, customs, and low level corruption.  Significant  advancement of reforms in these areas could lead to the development of a making up industry for products in which speed to market is not a key criteria.  These would include standardized garments such as work wear and basic garments such as denim jeans and perhaps knit shirts.  

With the internal constraints to investment eliminated, Mozambique could make the most of new market access to the EU and SADC countries.  But without internal reforms, the potentials of foreign markets are not likely to be realized.  In the short run, it may be unrealistic to expect the normal political mechanisms to offer up such radical reform on a nation wide basis.  Therefore, the government of Mozambique should consider creating special industrial zones, close to central transport hubs, such as the Durban—Maputo corridor.  These industrial zones would go beyond what exists today by offering special tax advantages, labor regulations that are comarable with competitors and perhaps ready made factory shells that could be rented by the government to companies.  The clustering of firms would also permit the policing of low level corruption and transparency through simplified ownership and finance laws that put these companies outside the reach of the normal political and regulatory process—giving investors the confidence they need.
The success of apparel firms and the demonstration of the government’s ability to work with industry would set the stage for the development of more capital intensive processes such as weaving, knitting and finishing. [image: image1.png]
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� An additional possibility is the continuation of the MMTZ quota under the SADC protocol, but his quota would have to be expanded through a process of negotiation, which is strongly opposed by SACU apparel producers for the obvious disadvantage their producers are subject too, since they are not eligible for the MMTZ quota under SADC.


� Found at www.ilo.org/dyn/declaris.


� A common argument in Mozambique is that there are temporary contracts laws that allow employers to hire workers for shorter period of time, without severance or notice, but these short term contracts come with their own costs and inflexibilities and are only useful if a producer can reasonably predict how long they will need a worker in advance.
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