Comments on: Alfieri, Cirera and Rawlinson, “Estimating the Impact on Mozambique of Different Trade Policy Regimes: SADC, SACU or MFN?”

This is an ambitious and in some respects useful paper that attempts to shed light on some major trade policy options for Mozambique. Among its most useful functions is to present in a fairly methodical way some basic trade, tariff and tax data for Mozambique, especially on imports, that will be relevant and helpful in assessing these options.

Unfortunately the paper suffers from a number of deficiencies, some more serious than others. This review of the paper starts with a discussion of the scenarios chosen for the empirical analysis and then turns to some critical issues related to the measurement of welfare changes. It concludes with some observations on trade policy options facing Mozambique.

The general conclusion is that the paper as currently written needs to be interpreted with extreme caution by policy makers involved in the policy choices under discussion. 
Choice and Definition of Scenarios

The paper considers several trade reform scenarios for Mozambique: completion of the SADC FTA, entering SACU, with or without inclusion in the SA-EU TDCA, and full MFN tariff liberalization, with all MFN tariffs reduced to zero.

The choice and specification of these scenarios raises several questions.

· The scenarios are presented as alternatives rather than complements. Mozambique is already committed to SADC and to a number of significant further MFN tariff reforms. 

The relevant question about SADC and SACU is not which one to choose, but rather what are the additional gains that would arise from becoming a member of SACU. The issues here are a) the elimination of the need for SADC rules of origin (RoO) if Mozambique joined SACU (not treated in any of the estimates in the paper; see below), b) the need to adopt the SACU tariff and excise tax schedules, with significant loss of independence in future MFN trade reform, c) the nature of the revenue sharing mechanism that would be likely to arise when joining SACU (see below). 

Similarly, it is not necessary to choose between SADC and further MFN reform. The paper includes already-committed MFN tariff reforms as part of the impact of completing commitments to SADC. These are not mutually exclusive, of course, but the impacts of the two sets of commitments should be considered and presented separately, with the gains from MFN reforms estimated under the assumption that SADC is also completed. Similarly, the analysis of any further MFN reforms should be considered on the assumption that commitments to SADC are completed as scheduled. This would highlight the impact of MFN reforms in reducing trade diversion. (See more on this in the following subsection.)

· In comparing the SACU and SADC scenarios, there is no consideration of the impact of SADC RoO. Nevertheless, many of the significant impacts from completing SADC are in sectors in which there is considerable doubt whether the South African exports would actually meet the conditions of the SADC RoO. Ignoring this overstates the benefits (or costs) of completing the SADC Trade Protocol commitments and understates the additional gains from joining SACU.

· The examination of SACU considers only the scenario in which the current import tariff revenue sharing formula remains in place. This results in a huge revenue windfall for Mozambique. The revenue sharing formula is already under serious attack in South Africa, as a result of huge and unanticipated increases in the revenue pool due to rapidly rising South African automobile imports (making the pool much larger than modeled in this paper). Even if South Africa agreed for historical reasons to continue to make existing revenue transfers to the BLNS members of SACU, which is unlikely, it would be foolish to imagine that they would agree to do the same with respect to new members. Any estimate of the likely benefits of joining SACU should be based on a more or less revenue-neutral way of sharing SACU customs and excise revenues, not on the hope of a revenue windfall from the revenue sharing formula.   

· The analysis of the SACU scenarios rests on other important assumptions. It is observed that by far the largest share of Mozambique’s imports come from South Africa. In at least some important HS chapters, it is almost certain that many of the “South African” exports are actually transshipments from elsewhere.  Do all or just some of these transshipments get exemption or drawback of import duties collected when the goods arrive in South Africa? Which ones? For those that do not get such rebates, joining SACU would not mean replacing the Mozambique with the SACU tariff as modeled in the paper; it would just mean removal of the Mozambique tariff, since the SACU tariff is already being paid, leaving scope for greater price reductions and more trade diversion than as currently modeled.

· The estimated impacts of joining SACU arise from changes in import tariffs and excise duties. The reported results should separate these two effects, since welfare changes from excise tax changes cannot be measured in the same way as those of tariff changes, and are certainly not measured by changes in excise tax revenues. (There are also no welfare implications, and certainly not as measured in the paper, following from changes in VAT revenues. See more on this in the following subsection.) 

· The proposed MFN reform is quite radical—a complete removal of all MFN import tariffs. While it might help to have this as a benchmark, it would be at least as useful to consider several more realistic MFN reforms, such as further narrowing and reduction in the rate bands now in effect and/or committed to. Many of the most important impacts of such changes would be in the reduction of production distortions arising from Mozambique’s cascading rate structure, and exemptions on input tariffs for many producers. Production distortions arising from the tariff structure are not dealt with in this paper (see more in the following section). 

Calculating Welfare Impacts of Tariff Regime Changes

The methodology for measuring welfare changes resulting from trade reforms is explained in some detail in the appendices, and the detailed results at the 2-digit HS chapter level for each of the scenarios are also presented in appendix tables. An examination of these appendices reinforces some concerns that arise in looking at the summaries of the results in the main text.

· The paper considers only imports, and not exports, thus ignoring one of the major gains from trade liberalization, removal of the anti-export bias of taxes on imports, and of course on exports.

· In its treatment of imports, the paper considers only net imports, the difference between domestic consumption and domestic production of any good. In sectors with no domestic production of import substitutes this is not a problem—the principal distortion on imports in that case is the nominal tariff on the good in question. However, in the case of domestically produced tradable goods, the relevant production distortion imposed by tariffs is the effective rate of protection, and not the nominal rate. The paper makes no attempt to measure effective rates of protection and hence has nothing to say about production distortions arising from different tariff structures. Effective protection rates are also critical in estimating the distortions facing exporters as a result of the import tariff regime.
· The paper incorrectly identifies changes in VAT and excise tax revenues arising from trade policy reform as welfare impacts of the reforms. In fact, both the VAT and excise tax are trade neutral (i.e. they do not discriminate between domestic and imported goods, at least in principle) and so changes in the amounts collected on imports are welfare-irrelevant. Changes in excise tax rates, as would occur in the case of the SACU scenarios, do have a welfare impact, of course. But the welfare impacts are not measured by changes in excise collections on imports. Changes in overall excise and VAT collections are relevant in fiscal planning for trade reform, but, contrary to what is suggested in the paper, they are not a measure of change in any relevant form of economic welfare.
· In the case of the MFN scenario, the calculations miss a very important additional source of welfare gain—the elimination of trade diversion arising from existing preferential trade arrangements, such as the SADC Trade Protocol. The methodology as described in the appendices assumes that pre-MFN reform tariffs are actually collected on imports from all sources, thus overstating the tariff revenue loss from MFN tariff reductions. The non-collected revenues arising from preferential tariff regimes are a measure of the welfare loss due to resulting trade diversion from tariff preferences. Further unilateral MFN trade reforms will occur in the context of preferential trade arrangements in which Mozambique is participating and this should be taken into account in measuring the effects of such reforms.  

· Even ignoring the problems mentioned in the four points above, there still appears to be a major problem with the welfare change measures as calculated. The table of results for the MFN tariff reform scenario shows many sectors in which reduced tariff collections exceed consumer welfare gains, often by sizable amounts. For a small open economy, this result is impossible. 

Elementary economics shows the standard welfare gain triangle—the (positive) difference between increased consumer welfare and decreased tariff revenue—as the welfare gain from any MFN tariff reduction. For some reason that I have not been able to identify, the paper does not show this standard result. Adjustments later in the paper make a substantial correction for the overstatement of pre- and post-reform tariff collections that does produce a more “standard” result. But this result should be independent of the rate of tariff prior to the reforms and/or diminution in smuggling arising from lower tariff rates. There appears to be something fundamentally wrong with the calculations underlying at least this scenario, and possibly the others. Until this problem is fixed none of the paper’s results can be trusted. There is something fundamentally wrong as well with the fact that the main results arise from ad hoc across-the-board adjustments to tariff collection estimates, with no reported analysis of their sensitivity to different ways to make these arbitrary adjustments. 

Observations on Mozambique’s Policy Choices

The close attention being paid to the SACU option is based in large part on two perceptions.

· Following some statements by South Africa’s President, there is a general impression that South Africa is anxious to move quickly to expand SACU and to offer the first opportunity to Mozambique. Since then, however, there has growing recognition of the many issues that need to be sorted out among SACU’s existing members before SACU expansion can become a reality. Among these are the revenue-sharing regime, which as discussed above is creating great disquiet, especially in South Africa, and the development (or lack thereof) on joint decision-making mechanisms for tariff policy and trade remedies. The perverse incentives created by the revenue-sharing formula are likely to make any future SACU tariff reform almost impossible (see Flatters and Stern 2006). In light of these problems, there is likely to be little enthusiasm in SACU for immediate expansion. This view is expressed most strongly among the senior trade negotiators in South Africa’s Department of Trade and Industry (the DTI). The only strategic reason being put forward for SACU expansion is to force discussions of reform of the revenue sharing formula. This would remove one of the main benefits of SACU membership identified in the Alfierei et al paper.

In summary, there is less enthusiasm for expansion of SACU than envisaged when South Africa’s President made his initial overtures several years ago. And in any case, Mozambique should certainly not count on any revenue windfalls resulting from extension to them of benefits accruing to the BLNS as a result of the SACU revenue sharing formula.

· The second perception is that SADC itself is moving rapidly towards a customs union. Since South Africa is by far Mozambique’s largest trading partner in SADC, this would not be much different from a practical perspective for Mozambique than joining SACU. The official target for achieving a SADC customs union is 2010. As with SACU expansion, this scenario is completely unrealistic. Issues addressed in the Mid-Term Review of implementation of the SADC Trade Protocol have not begun to be addressed, which means that implementing the Trade Protocol, a much more modest target, is highly unlikely by 2010 or even 2015.
What should Mozambique do? 

It should concentrate on what it can do by and for itself—implementing its own trade and domestic reforms that will be of far greater benefit than any preferential trading arrangements that are currently under discussion. Ruling out revenue windfalls from the SACU revenue sharing formula, which is not realistic anyway, there is nothing that Mozambique could gain from joining SACU or encouraging the development of a SADC customs union than it could not do for itself with further MFN-based reforms. And even in the event of deepening regional integration, MFN reforms would become even more urgent in order to prevent costly trade diversion. Joining a customs union, of course, would make such independent reforms impossible.

Mozambique’s MFN tariff structure is simpler and hence better overall than SACU’s. However, It can certainly gain from more tariff reform, and has already committed to further improvements. Mozambique should not be satisfied with adopting the SACU tariff regime, which actually would be a step backwards. Further MFN-based reforms will have the additional advantage of reducing trade diversion from existing preferential arrangements, a serious danger for Mozambique. 

Tariff reform is only one part of trade policy. And trade policy is only one element of the set of policies needed to enhance the benefits from and effectiveness of Mozambique’s integration with and participation in global markets. 

An important and often underrated element of trade policy is trade facilitation—reducing transactions and other costs of importing and exporting. This has been a longstanding problem for Mozambique and needs to be a major focus of the trade policy agenda. 

Beyond that, a wide range of “red-tape” or “cost-of-doing-business” issues is receiving increased and overdue attention in Mozambique. This is something for which the government should be applauded. But it needs to be reminded as well that the problems require a much broader range of actions than simply improving the country’s score on a few easily measured indicators. It requires a change in mindset in approaching a wide range of regulatory, fiscal and trade policy issues. New attitudes need to be displayed through concrete and meaningful actions on an ongoing basis. 

Frank Flatters 
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