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Preface

The objective of this study was to identify mechanisms to facilitate and accelerate sustainable private
sector growth in Zambia, and indicate which of these might require USAID assistance over the next
fiveyears. Aspart of this process, the consultant was to:

* provide a brief assessment of Zambia s macro-economic environment;

* identify the mgor condraints to private sector growth in Zambia, with specid attention to
human resources, culturad congtraints, business practices, access to capital, regiond and
international competition, transaction cogts, and infrastructure;

* review and discuss GRZ policies that assst or retard private sector growth, with specific
attention to policies that inhibit investment or further development of the economy, such as
licensing procedures, taxes, pricing policies, import/export controls, land tenure, or contract
law;

* identify private sector activities that have the most potential for encouraging growth in
investment, employment, and growth generdly;

* determineif there is arole in macro-economic assistance, and advise on three or four other
most promising areas for USAID assistance in private sector development, and identify
requirements for further investigations to develop specific interventions, devel oping scopes
of work for further sudies,

* review the current HRDA and |ESC assstance, to assess thair rdevance within the advised
interventions and recommend ways to enhance these activities,

* describe other donor activitiesin areas identified for possible USAID assistance and
determine whether there is duplication or conflict in USAID involvement; and

* comment on the cross-cutting themes of gender and Southern Africa Regiona Linkages.

This study was undertaken between April 22, 1997 and May 24, 1997 in Lusska, Zambia.
Approximately 65 persons from the private sector, the public sector, and NGOs kindly provided in-
depth interviews of theissues. In addition, over 100 persons provided short commentary on the
private sector Stuation. Over 80 recent documents related to private sector growth in Zambiaand
with direct relevance to the country were reviewed. Thelist of personsinterviewed and a
bibliography are included as Annexes to this document.

The private sector isacomplex animd, full of many surprises. The consultant would like in particular
to thank Messrs. North, Thomas, Soroko, Hartenberger, Wolters, and Polhemusfor ther ingghtful
comments and critique of how thingsarein Zambia. Ms. Gale, as director of this study, has her
finger on the pulse of the private sector and provided both invaluable contacts and direction, often
from her own forward thinking. All of those interviewed, from both private and public sector,
deserve thanks not only for sharing their views, but for their ongoing commitment to the devel opment
of this nation.



Many discussed the issues with me but asked not to be specificaly mentioned; | am aso grateful to
you. Drs. Wood and van Bastelaer and Mses. Voland and Brickell of the IRIS Center provided
both logistics and substantive technica backup, whichis crucid in astudy of this nature, and Drs.
Wood and Caldwell made substantive comments on the draft.

The consultant has consulted awide variety of sources, but the find extrgpolation into this report is
her own respongibility. Any errors, omissons, or misstatements of fact are not intentiona but are an
inevitable part of data-gathering in developing nations, in particular during the planning periods of
donors, and are regretted.
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|. Background and Introduction

Zambiais alandlocked country of 8.3 million inhabitants located in southern Africa. Its 750,000
square kilometers of high plateaus are cut by numerous rivers, including a border in the mighty
Zambezi River. Recently it has been nicknamed the “hub of Southern Africa’, referring to its eight
neighbors. Zimbabwe, Botswana, Angola, Namibia, Zaire, Tanzania, Maawi, and Mozambique.

Theland isrich, in both agriculturd potentid and in both minerals and gemstones, though some of
the country is prone to drought. Zambia slow population dengty, though threetened in the medium
term by its 3% population growth rate, means that much land is unoccupied, and thereis great scope
for investment in agriculture and agro-related businesses. Its abundant wildlife and beautiful scenery
has opened the doors to growth in tourism. The known copper and cobalt reservesin the
Copperbdlt, long mined, are daily being expanded by new exploration and discoveries of both new
copper/cobat deposits and additionad mineras such as gold and nickel. Zambian amethysts and
tourmdines are being joined by high-quaity emeraldsin world markets.

While water is problematic in the drought-prone south, the rivers are an important source of both
irrigation water, tourism potentid, and hydro-electric power. Thereis good scope to follow on from
the early example of the Kariba Dam, which since 1963 has provided sufficient hydropower for
serving part of the domestic needs and for export.

Zambiawas higoricaly atrangt areafor many semi-nomadic peoples, dthough eventualy seven
magjor linguistic groups settled in these areas. In the early 1900s mining of copper began, and with it
the establishment of the then-Northern Rhodesia as an urbanizing locae providing an export product
for Britain. Southern Rhodesia (now Zimbabwe) supplied the food for the mining communities,
which were generdly discouraged from farming. However, there were benefits to being amagjor
copper exporter, and at Independence in 1964 the country had a per-capita GDP similar to South
Koreaand Chile.

In 1964 the country embarked on a socialist developmental approach, to be funded by the copper
revenues which formed 90% of foreign exchange earnings and 50% of GDP. A manufacturing
sector which was highly protected was created from both copper revenues and debt. President
Kaunda committed the nation to a public stance as a front-line state, and to a high degree of socid
sarvices for his people, including subsidized food from a controlled agricultura sector. The up-side
was the widespread education of the population, and a commitment to solid living Sandards
regardless of race or tribal background. The down side of this approach was the disastrous
developmentsin the economy, which ultimatdy pulled socid services into the morass.

The fird ten years were the best. Copper prices were reasonably high, donor inflows were as well
In response to Zambid s role as a front-line state, and investments in cod, hydro-electricity, and
manufacturing initidly paid off. From 1964-1974, the economy grew at a respectable 2.4%. There
were some signa's however; agriculture was not growing as fast, despite the huge potential.

Particularly from 1975, when widespread nationdization of businesses occurred and copper prices
fell, the nation careened into a seventeen year period of consstent declines in every sngle socid and
economic indicator. Some of this was undoubtedly due to the costs of the war to the south, which
created the need for dternative trangport links to be built and more defense spending, as well aslack
of trade with what was a long-traditiona food source.



But ultimately, the policies which supported a subsidized lifestyle for urban workers without requiring
gringent performance from them in return came hometo roost. Parastatal performance was never
strong, and ultimately collapsed. Collapsing copper prices and huge increases in the import bills
were not adjusted to by atighter belt; the government smply borrowed to cover the shortfals.
When the plans didn’t work well enough, manufacturing suffered. The economy declined & an
average of 1.5% per year for the next ten years.

By 1985 things were getting rather desperate. The Zambian government had ingtituted price and
exchange controls, tripled its debt, overvalued the currency, and cut capital investment to the point
where the infrastructure was starting to collapse. By then two piecemed attempts at IMF/World
Bank structura adjustment programs had been set up, but the government continued to fal off the
program, returning to the existing structure when political problems arose.

For the next seven years, Zambia and the donors danced intricately, and there were sincere attempts
to sart the economic adjustment program. However, in the end the country kept failing to keep to
the drict diet of devaluation, monetary and fisca control, and deregulation. Ultimately the result was
the virtua collgpse of the economy, lack of availability of even smple goods such as flour in urban
areas, and continuation of decline in infrastructure, manufacturing, and agriculture. Even the mines,
after many years without critica reinvestment, started to declinein their production performance.

By 1991 the Zambians had enough. Everyone could see that their sandard of living was hdf of that
a Independence. They dected the Movement for Multiparty Democracy, or MMD, in the first
multiparty eectionsin many years. Unlike many re-emergences of multi- partyism in Africa, this
group was made up of alarge number of businesspeople. Thusthe MMD manifesto read like a
sructurd reformers dream. The government, led by President Chiluba, rapidly put in place a
program with the IMF and the World Bank, and by early 1992 things were moving at arapid pace.
A number of key reformswere set in place, including privatization; complete currency liberdization
and opening of the foreign exchange regime; monetary controls, and other measures. (More details
follow in the next section.)

The MMD government was re-elected in 1996, albeit after severe donor concerns about eection
legitimacy and other governance issues, and withdrawal of some baance of payments support thet
year. This second term for the President is marked by the lack of an opposition in sufficient
numbers to prevent MMD from unilaterd action, and most of the prominent economic reformists of
the firgt term are noticeably absent from both the Cabinet and, in many cases, from MMD itsdlf.



The donors, including USAID, have been staunch supporters of the economic liberdization

program, which has been the fastest in Africa. Their gpproach in the early years of Chiluba's
adminigtration was to focus on those areas where government most needed to move, and provide a
united stance and financia support to ensure movement in these areas. Examples include the closure
of ZIMCO, the umbrdla holding company for paragatds, cutting of al subsdiesto parastatal
bodies, including Zambia Airways, and privatization of ZCCM. On other issues, in particular
governance concerns, and of late in the economic reform areas as well, donor voices are not so
united or congstent on the key issues, and the Zambian government sometimes decides not to
proceed according to their advice.

The next section discusses macro-economic performance of late, and the key issues considered by
the private sector in the overall macro-economic environment.



II. Macro-economic and Ownership Situation

A. Generd Approach by the Zambian Government

Since the Chiluba government was elected in late 1991, it has pursued a standard structural
adjustment program, punctuated by fits and starts associated with donor dissatisfaction (and balance
of payments support hiccups) over some key political decisons. The overal gpproach has been to
take the "strong medicine” by means of very rgpid adjusment and stabilization package, to shift the
overal economy from public involvement and direction to an open and private sector-driven stance.

The strong focus is on the IMF program, and most donor programs are linked to it. 1n 1992
Zambia embarked on an IMF rights accumulation program, from which Zambia graduated in 1995
to an Enhanced Structural Adjustment Fecility, or ESAF. The mid-term review was gpproved in
late February 1997, with waivers for adherence to six of the ten requirements made on December
1995 economic gatigtics. The December 1996 benchmarks, which were less rigidly reviewed,
were al made except for oneitem. However, the March-end 1997 statistics showed a program
that was off course again, and the IMF has made extremdy drict requirements of the GRZ by the
end of June in order to remain on track.

The macro-economic and economic structura achievements since 1991 are very impressive, and a
review demondtrates the strength of the changes.

* Adaptation and (largely) adherence to a cash budget and a certain degree of budgetary
discipling, resulting in strong reductionsin inflation;

* complete restructuring of the tax system to create economic incentives for growth balanced
with revenue for the government, along with creation of an independent Zambia Revenue Authority,
and effective introduction of aVAT;

* conversion of the currency to full exchangability, and a market-determined exchange rate,
adong with an interbank foreign exchange (or foreign exchange (or forex)) market, stock exchange,
and other financia sector liberdization;

* opening of trade: dropping of non-tariff barriersincluding quotas, bans, and most of the
onerous licensing procedures, substantia lowering of tariffs and customs duties;

* debt rescheduling: renegotiations of commerciad and Paris Club debt and debt buyback has
eliminated arrears, which have aso been cleared with the multilaterals; setup for access of overdl
debt writedowns under the HIPIC conditionsis planned for 1998 or 1999;

* remova of price controls and interest rate controls,

* dimination of subsdies for parastatal operations and for food (with socia safety net
exceptions), and a highly successful privatization program which should have privatized over 70% of
the economy by the end of 1998;

* passage of numerous Acts for privatization, financid sector, and company operations,
modernizing the legd framework for business operations; and



* improvement of both organizationa structures and government's capacity for monetary
management and supervison of the financia sector, including the opening of a stock exchange and
better bank reporting on arrears and capital adequacy.

What is notable is both the speed and pattern of the changes. Largely, most of the radica reforms -
- cash budget, exchange rate decontrol, changesin legidation, and privatization with attendant
pricing and subsidy removals -- occurred between 1992 and mid-1995. Since that time, there
appears to have been areluctance to press on for completion of the program. Thisis evidenced by
dowdowns or turnarounds in the following aress.

* Privatization: though ZCCM isin negatiations, ZESCO will now not be privatized, nor will
the media; there are doubts about ZNCB; ZAMTEL will be delayed by the dismissd of the
regulatory board for financid mismanagement; Indeni Refinery has not even been mentioned, nor
have the many areas identified within the current civil service functions for privatization;

* civil service reform:  has not yet commenced, despite years of creating misson Satements
and detailed plans for Ministries. The government appears to be unwilling to renegotiate current
retrenchment agreements, over-generous and unaffordable by any standard; there seemsto be little
willingness to discuss the implementation plan or the financing arrangements;

* fiscal reform: though the budget has been redlocated to cover larger amounts of socid
sector expenditure, it till gppears that the budget and planning processis very wesk, and that in
particular the expenditure Sdeis problematic. Tax collections are not up in red termsfor some
years, despite the ZRA efforts; it iswiddy believed that those who are paliticaly connected can
avoid paying. An IMF report on the fisca processes was submitted to GRZ in November; they
have yet to make this public, although the Finance Minister has reportedly agreed to accept along-
term IMF fisca advisor. A World Bank report noted that “there has been a disturbing tendency for
fiscal performance to go off track, especidly in the early part of the year... it is clear that there are
problems with the budget making process...”* and

* agriculture: the ASIP program continues to languish thorough a number of changes of
Ministers and senior civil servants, dong with an apparent unwillingness to remove government from
fertilizer digribution or rurd financia services despiteits codly faluresin these aress.

The variation in both performance and consequences are a hint of the sSine wave pattern of
adjustment and program adherence, and increasing donor willingness since 1995 to accept Zambia's
tumbles off the political and economic reform ladder.

*Implementation Completion Report, Republic of Zambia Privatization and Industrial Reform Adjustment, and Second Privatization and
istrial Reform, December 1996, pp 8-9.
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A World Bank implementation report on the Second TA, provided for macroeconomic reform
work, saes(p 12) “ Overdl the implementation experience tended to call into question the
government’s commitment to the objectives of the project... Although notable progress and
improvements have been made in some areas of macroeconomic andyss, findings highlight
continued wesknesses in: macroeconomic andyss, particularly in public investment programming
and its linkage to the budget process; budgeting and revenue estimate and projections, particularly in
accounting for donor funding; and financid management...” but then continues in a counter vein: *
Despite the week performance of this TA project, ... there isroom for further capacity building in
Zambia”

B. Fiscd and Monetary |ssues

For the last year the system has been "waiting to exhade' with the privatization of ZCCM, carved
into nine pieces which were internationally tendered and are in negotiations now, with a public target
date for completion of June 30

1° Thelack of sufficient planning for ZCCM cashflows and production measures has meant that as
of the end of April, $81 million in externd arrears and Kw 55 billion' ($42.6 million) internally were
due to ZCCM creditors. In addition, copper production hit record lows during a period of
internationally high prices, and ZCCM was dso unable to pay its taxes.

The result of this Stuation has been afreeze up of virtudly the entire economy. Tax collections are
behind, both directly because of ZCCM and indirectly because suppliers have not been paid and
thus cannot pay taxes due. The Bank of Zambia has recently negotiated loans to cover the cashflow
problems, with Kw 33 billion in domestic funds on its own guarantee, and $125 million in offshore
money secured by copper saes revenues (and thus implicitly by the privatization saes revenue for
ZCCM). But until the ZCCM privatization isfindized, thisis expected to continue to be a mgor
problem in the economy.

Onthetax sSde, there has been no perceptible increase in the real value of tax collections since
ZRA wasfounded. In particular, VAT and PAYE are successful, while income tax avoidanceis ill
alargeissue. Thismay be predicated on some continual compliance issues, part of the culture of
non-repayment which seems gtill pervasive (see business culture section.) One example cited is that
5,000 firms are registered to pay VAT, while only 2,000 have filed income tax returns. Under-
invoicing of imports and cash sdesto avoid VAT are often mentioned asissuesfor the ZRA. Some
have suggested that a carefully-crafted tax amnesty could bring some long-hidden playersinto the
arena

Questions have been raised about the management of the cash budget. The private sector
complains that the length of time to payment from the government has extended in many casesto
over oneyear.

negotiations have had their problems, perhaps partly due to the President’ s having named the chief negotiator without fully consulting the ZP;
‘d. Thisisapparently still an issue.

* The current market exchange rate of Kw 1290.$1 has been used for the purposes of thisreport.
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The implication of thisisthat the budget is being increasingly overspent, but that the payments are
not made for longer periods of time while revenues are coming more quickly. As aresult of the
payments issue, the government is consdered to be a client of last resort, and companies are
complaining about the payment delays. Members of the Trangport Association have reported that
the government requires them to provide transport services for some proportion of their trucks at
sub-standard rates and accept the delayed payments, or problems such as excluson from
government tenders occur.

The 1997 budget was considered by many to be a"non-budget” due to the lack of many changes.
In some ways, that was consdered positive. The government presented targets of 5.5% GDP
growth based on good westher and non-traditiona export growth, and 15% inflation. The GRZ
dated its expectations of asmal budgetary surplus, dong with a commitment to cutting down
government domestic borrowing to put downward pressures on interest rates and open the credit
market for the struggling private sector. Thiswould be a switch around from years of government
squeezing the private sector and using the domestic savings (39% according to Chan, 1996.)
Expenditures are targeted to roads, agriculture, and socid services, however, there isaworrying
increase in adminigrative and non-targeted expenditure heads, which are much less transparent.
Asociated with the legd changes, the SEDO Act 1996 gives some useful tax incentives for the
small-scale sector: a5 year tax holiday, and tax exemptions to any firm renting indudtria estatesto
the SVIEs or for interest on loans to smdl firms.

Government first quarter 1997 budget performance was worrisome. There was a substantia deficit,
which the government funded by borrowings from the central bank. These were sterilized by its
purchase of foreign exchange funds for balance of payments outflows. In order to rebuild free
reserves, which are now at about three weeks of import cover, the government will haveto run a
solid surplus for the rest of the year. This may prove difficult given the problems of ZCCM as
discussed above. Otherwise, we can expect an inflationary jump and pressure on the exchange rate.

On the monetary sSide, there has been extremdy tight management of the money supply over the last
18 months, dong with increases in both the liquid assets requirements (currently 43%) and the
capital assets requirement (currently Kw 2 billion). The Bank of Zambia has sought to mop up
excess liquidity in the system by sales of Treasury bills and upward adjusment of the liquidity ratio.
This seems to have been very effective. The Bank of Zambiais dso closdly monitoring the financid
sector's hedlth, and some retrenching is going on preparatory to any deegpening.

C. Exchange Rates

The private sector monitors three areas in the macro-economy on a short-term basis: thellE, or
inflation rate, interest rate, and exchange rates. Most recogni ze the inter-relationship between them,
and watch the exchange rate as the lead indicator. The exchange rate has been more or lessflat for
about 18 months, during atime when the dollar has appreciated againgt many currencies. Thusthe
red exchange rate is declining fast, mogt particularly againgt the rand but also against other mgjor
currencies.
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The pressure on the exchange rate has so far been dleviated by three factors:

-- oversess borrowing and savings. businesses report that they are increasingly looking to overseas
borrowings, which are lower-cog, in preference to expensive loca currency debt. Such funds are
being brought in, and donors are also providing such windows (the EIB, for example). The private
sector then funds repayments from export revenues. Some aso report bringing in savings held as
dollars externdly in, to support businesses during what many fed isthe lull before growth picks up
late this year or early next yeer.

-- cash transactions: observations indicated that as much as 40% of business activity could be
outside the forma banking system, due to Zambias having become a trading hub due to its open
foreign exchange (or forex) regime. Tanzanians, Mdawians, and Zimbabweans bring in goods and
take out dollars. Tradeto Zaire and the Great Lakes plus Angola takes out goods and bringsin
dollars. Some funds are sent outside through non-bank transactions to avoid repatriation to places
such as RSA, where re-export of foreign exchange can be problematic.

-- centra bank operations. The Bank of Zambia reports the rate is market-determined. However,
commercid bankers have mentioned the decline of officia foreign exchange reserves by $40 miillion
in first quarter 1997, and informa pressure being brought to bear on ZCCM (for foreign exchange
(or forex) sdes rates to the loca banks), aswell ason bureaux. The mopping up of excess liquidity
has dso clearly ensured that there is less kwacha around to buy foreign exchange.

The private sector firms consulted advised that they are projecting budgets on adollar rate of Kw
1500 to Kw 1800 exchange rate by year-end, drawing an expectations band of a 15% to 40%
devaluation. Thisiscondgstent with recent experiences of the last three years, and strongly consistent
with ared exchange rate which has declined by 9% againgt the dollar and by 23% againgt the rand
since 1994.° Interestingly, the rate is expected to stay at this level for the next two to three years
and possibly gppreciate as mining investment comesinto the Copperbelt.

D. Interest Rates

Interest rates have been faling since late 1996, with commercia bank interest rates lagging behind
the Treasury bill rates and very sticky. Red interest rates are high enough, and funds short enough,
so mogt firms are not borrowing. The banks and accounting firms date thet this rigidity is largely due
to commitments to pay high interest rates to savers on fixed deposits which will not be adjustable for
some months. Others argue that collusion may be occurring; bank profits for this year will be
something to watch. Thereis clear evidence that the Bank of Zambiais exerting mora suason as
well inthisarea, and that the offersof T bills at low interest ratesis more atractive to banks than no
return a al on their very high liquid assets requirement. 1t can be argued that the gap between the
T-hill rate and the bank interest rate may reflect more that the banks have no other investment
option for their liquid assets than it does what the red interest rate may be.

Interest rates are tied to fiscal performance. With the GRZ having run a deficit in first quarter 1997,
market speculation isthat interest rates will decline, and then increase later in the year to inflation
plus 6% or more, once there is demand pressure from both public and private sector for funds. As

> Hill and McPherson note the need to focus on a stable real exchange rate over time as an absol ute requirement of sustainable
vsth. See Bureaucratsin Business, World Bank, for further details.
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the private sector islargely borrowing offshore, there is potentia for incomplete serilization of
incoming dollar-based |oans as imports by these firms. The Bank of Zambia has Sated its intention
to keep money supply growth low and mop up liquidity through sales of Treasury hills; this could
also drive up interest rates. However, over the next three years, interest rates locally are expected
to stabilize somewhere between 14-20%.

Interegtingly, those firms which foresaw a kwacha shortfall and were able to do so have diversified
ether into trade or fast-turnaround processing (such as maize milling) in order to generate local
cashflow for their other activities without the need to borrow.

E. Inflation

The GRZ target for inflation by year-end is 15% annuaized, which Price Waterhouse, in its 1997
budget commentary, noted was the 1995 target aswdl. Inflation isfdling after a serious blip in the
first quarter; it is currently annualized at about 27% according to Finance Minister Penza. Thereis
an expectations problem, because the private sector anticipates an inflation rate near that of last year
or about 35%, to be driven largely by a deva uation about mid-year. Some anticipatory pricing
seems to be occurring dready. However, the medium-term view isthat interest will fal into sngle
digits over the next three years.

F. Privatization

The privatization of the 80% of the economy which was publicly owned in 1991 is the gem of the
Zambian structura adjustment program. It is progressing faster than anyone's expectations. Of the
326 units over 204 are divested, and most of the rest are well under way. The process has been
independent, transparent, very well-financed, and is consdered the best-managed in Africa The
donor consortium has worked well in filling funding and technical gaps, and the extensive long-term
TA has been effective in skills transfer under the leadership of an internationaly-experienced
Zambian Chief Executive. ZCCM negotiations are now under way, moving the chief assets of the
government into private hands by the end of thisyear. The program looks largely on track to
complete most activities by the end of 1998. Zambids private sector players are largely pleased
with the program and its progress.

There have been hiccups in the privatization process, notably in the lack of certain gppropriate legd
and regulatory structures which had to be developed. (In thisway, ZPA has also been adriving
forcefor overdl liberdization, pushing for policy change faster then it otherwise might have
occurred, so they could get the paragtatds divested.) The hardest find privatizations will be
Zamtdl, ZESCO, and Indeni Refinery. Regulations and regulators are not in place, and may not be
for ayear a leadt; thiswill cause other countriesin the region to precede Zambiain privatizing their
utiliies and have thefirst choice of investors.
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The privatization revenues have been well below those origindly anticipated, due to the state of the
firms and their debt sructures being far worse than initid indications. Initid estimates of up to $175
million in cash payments for non-mining assets have resulted in less than $50 million of actua
divedtiture payments. In the case of ZCCM, it is quite likely that most if not dl of the revenues from
the sdleswill be used for supplier payments and associated costs due to management collgpse over
the two years prior to the divestiture. Fortunately, the Zambians have recognized that this processis
far lesslikely to be revenue-generating on the sales sde than on subsequent taxes from companies
which are now making money. The time has been short, but anecdotal evidence shows thet thisis
clearly the case.

Investors seek consstency, and with regard to privatization this has of late become aconcern. The
President, in his speech to the Financia Times Investor Conference on May 14, reiterated his
commitment to privatization, reminding the audience that "there are till no sacred cows."
Regrettably, the next day in aradio interview he mentioned that the mediawould not be privatized.
In the 1997 Budget Speech, ZESCO was redotted for commercidization, removing it from the
privetization tranching lig.

G. The Officid Debt Burden

Finaly, in reviewing the overal economic framework one cannot lose sight of the debt scenario.
Zamhbia currently owes over $6.3 billion. The composition of debt isrigid, with over haf of it being
non-reschedulable multilateral debt, and some non-Paris Club officia debt which is difficult to be
renegotiated. With the inevitable delays in such long-term investments, the cashflows will be
insufficient and the economic growth too dow to meet the debt obligations. Zambia' s debt-to-
export ratio of 415% in 1995 is far above the 200% consdered a maximum to avoid a severe
insolvency problem; itsratio of debt service was 31% in late 1994 (and it had accumulated payment
arears as well); the usua standard of 25% to avoid severe liquidity congraintsin the economy.

The crunch will comein about 2001, according to an extremely grim Annex to the World Bank
growth projections report. At that time, government will default unless they become digible for the
HIPIC specid multilateral debt writedownsin discussonsin 1999. The government is aware that
the donor requirements for digibility will be IMF program-based, and will adhere to economic
targetsif they arerigidly defined. What isless clear isif the bilaterd donors will make governance
targets aso a part of their support for Zambiato receive HIPIC relief. Meanwhile, a note of
concern must be raised that the World Bank continues to lend very fredly to the country while
supporting a program which will cause bilatera taxpayersto take up the dack later. 1ts own report
advises (Annex B pg 9):

“ The debt Stuation of Zambiawill remain unsustainable even if the Naples stock reduction option
were implemented in 1999 and if the financing gap were filled with highly concessiond resourcesin
IDA-like terms from officid bilaterd creditors... There exists an urgent need to secure alarger
proportion of future externd financing on grant terms, which would prevent the rapid buildup of new
debt. Asregardsthe debt relief operation, the existing instruments for such relief appear to be
insufficient to improve the critical debt situation of Zambia. “ (Consultant’s emphasisfor last
line)

Zambids debt is anon-issue for smal and medium-sized firms, who concentrate much more on
basic macro issues. It isamuch hotter topic for mid-level and larger firms; they consult donors
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regularly on their ance, knowing how much Zambia relies on them for BOP and debt/investment
support. Most expect that the donors will allow the writedown of debt, percelving that otherwise,
the economy will never fully recover.

To summarize, the private sector circumstances in terms of macro-economic stability are fair for the
short-term, and very good for the medium term. The requirements are that the adjustment program
stays on track to provide lower and stable interest rates, exchange rates, and inflation; donors
support the program with grant funding; and debt relief occurs. Adherence to donor agreements
and economic targets, fisca and civil service reform, the ZCCM privatization, and improving the
Sability of the liberdization process will be key factors that the private sector and donors watch.
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[11. Government Policies and Private Sector Growth

One of the most impressive aspects of the economic liberdization program in Zambia has been
improvements in the structures under which businesses operate. A number of pieces of key
legidation have been passed, and the overdl focusis changing from regulation to facilitation of
private sector activities. The word entrepreneur isno longer onefilled with negative connotations
of exploitation and corruption. Rather, the officid and often-mentioned approach isto “get
government out of the business of business’. These changes are impressive, and show every sign of
being permanent. Zambiais undoubtedly one of the most liberd placesin Africato do busness, and
the word is getting around.

What isinteresting about the liberdization processis that the rules of the game have been improved -
- that is, the way in which individuas and organizations interact. Laws and policies have radicaly
changed, and for the better. However, the indtitutions -- the civil service, business associations,
political organizations, utilities, and others -- have not made the same dterations. In discussons with
the private sector, they no longer talk about the rules which congrain them. Instead, they talk about
how dow it isto get papers processed in the bureaucracy, how hard it is to find staff who have been
gppropriately trained within Zambian educationa ingtitutions, and why the phones don’t work.

A. Business investment/licencing practices

Generdly, this system has greatly improved. Businessregidration is smple and relatively
inexpensive through the Registrar of Companies, and most fed that the 2.5% fee on paid up capita
isnot onerous. However, there are a number of licencing requirements within sectors. These reflect
both the incomplete changeover from a highly regulated economy pre-1991, and a certain degree of
protectionist behavior on the part of the exiging firms. In addition, the rules are not uniformly
gpplied, and this can create some difficulties. For example, there are a number of firmswhich have
been higtorically operating in Zambia which do not have investment licenses, despite the fact that
they have invested in the past, and may be consdering new investment; investment licences are not
required unless some specific benefit is sought for which an investment license is required.

The Investment Centre has been set up under the Investment Act (twice amended) as a one-stop
shop for investment opportunitiesin Zambia. Since 1991, they have provided licenses worth $1.27
billion in invesiment pledges for the agriculture, manufacturing, transport, services, congruction,
finandd inditutions, fisheries, touriam, mining, engineering, hedth, and consultancy sectors. The
Centre reports that gpproximately 42% of the promised investment has occurred or a value of $533
million, according to an ad-hoc survey; better data and some system of investment followup would
be useful.

Origindly, the Investment Act set up the Centre as a one-stop shop. However, the setup of the
Centre did not facilitate this, Snce Ministries did not either empower the Centre to provide licenses
which line Minidries provide, or trandfer saff with this authority to work in the Centre. Theresultis
what some have designated as * one window and many doors.”
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Investors spend a short period receiving an investment licence, after which they spend a number of
months acquiring other items needed for running a business: work permits, land leases, tourism and
food licenses, etc. Countries such as Maaysa have resolved this by assgning an Investment
Facilitator to work with new invegtors, literally escorting them through the licenang maze. Zambia
may use this modd, or require secondment of decision-makers from line ministriesinto the
Invesment Centre. In any case, areview of the entire licenang structure, and revison to
amagamate the process into as few discrete licenses as possible, is very important & thistime.

The GRZ is dso sruggling with the revenue generdtion vs. investor incentives issue,. On the
incentives issue, many if not most of those which were origindly provided in the 1991 Investment
Act have subsequently been removed. This has been under the argument that investors look for
dtability and consistency of business structures, rather than incentives. While thisis certainly true for
mining, hydropower, and agriculture, it isless so for manufacturing and tourism, since other countries
in the area have equd or better basicsto offer inthese areas. A comparative taxes and incentives
paper done by the Investment Centre for the Presdent’s Forum in April 1997 showed clear
advantages for investors in neighboring countries for manufacturing in particular. Thisis something to
watch; an even playing field throughout the region is crucid, and Zambiawill not wish to lose
investors through a combination of inadequate incentives and a disabling trade regime (see later).

The other areafor policy and Structurd change for the GRZ is where and how to house business
regulation vs. business promotion. Currently there isthe Ministry of Commerce, Trade and
Industry, the Zambia Privatization Agency, the Investment Centre, and the Export Board, all
handling various aspects of commercia regulation and promotion. Streamlining and very clear
delinestion of respongbilitiesin thisregard isimportant to use the government’ s rare resources
wisdly, and to ensure that investors are equaly clear about where to go for assistance.

At the lower end, firms often don’t register in order to avoid tax, or because they see no benefit in
business regidration. A potentid mechanism for improvement in this regard is to notify firms that
they receive afive year tax holiday if they are smal businesses. Government might aso consider
provison of vouchersfor training (see Section V1), or structure SEDO to explicitly provide services
to newly registered samal firms.

B. Tax regimes

The tax regimes are much improved in most respects. The system for corporate tax is smple and
very clear; see atable for thisinformation in the Annex. The generic rate is 35%, but agriculture and
non-traditiona exports are taxed at 15%. Listing on the stock exchange alows a5% cut in the
taxation rate. Persond taxes are now made on the entire benefits package paid to employees rather
than the base sdlary done. Thisisdoing agreat ded to cut away the adminigtrative costs firms bore
of non-base benefits, Snce now a straight cash package is becoming the norm.

There are three areas where taxaion isaproblem. Thefirg isinthe VAT. Itishigh, unevenly
applied (eg smdler traders, vendors, and those paying cash for someitems avoid it), complex to
administer, and has grestly increased the cost of goods, in particular for those firmswhich are
relatively smal. The cut to 17.5% as of July 1997 was greatly welcomed. Research on the impact
of the VAT at the lower end of the business scaleis badly needed in order to smooth its effects and
improve compliance &t that end.

Cusgtoms duties, while greetly improved, till have some classification problems. What are fina
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products for some are inputs for others but are taxed at the higher rate; rubber was cited as an
example by one manufacturer. In addition, the reintroduction of the 5% import declaration feeis
problemétic; the minimum import costs will now be 17.% VAT plus IDF of 5% plus minimum duty
of 5%, or 27.5%. Thisisdifficult to ded with when many neighboring countries alow tax-free
import of al inputs. Manufacturersin particular have complained that they are disadvantaged in this
regard.

Interviewees stated that bribery at the border stationsis till common, as is under-invoicing, but that
enforcement isweak in these aress.

Asthetax structure improves and business sees the balancing of revenue generation and business
environment enhancement by the GRZ, some changes are occurring. Some companies which have
evaded taxes have expressed willingness to start paying taxes. However, they fear that if they
commence, any audit would show non-payment of previous years and they would go bankrupt. On
the other hand, many tax payersfed that those with political clout can and do evade tax payments.
The honest ones then are increasingly pressured to pay, and arbitrary smal mistakes found which
cause them to have to pay fines. Thus, resolution of this problem will betricky. A carefully crafted
tax amnesty might be useful in bringing anumber of new fish into the net.

Finaly, taxes are paid when payersfed that they are getting returns from their money. With the
roads in aterrible state, educationd system and hedlth system failing to perform to previous
standards, and Ministry offices dow to respond, taxpayers fedl less motivated to pay. A closer
recognition of the connection between what earners pay and what they want delivered isan
important part of capitalist democracies, and this has been dow to develop in Zambia

C. Pricing and marketing policies

This problem is largdly resolved, with pricing of both goods and services virtudly completdy
deregulated. Thisisastrong and rgpid change, due to GRZ commitment and the sde of the
parastatal sector.

D. Land tenure

Land in Zambiais of two types, date land, and cusomary land. Only 6% of the land is dienated;
the rest remains under customary control. All land is vested in the President, with others having the
ability to lease for 99 years, renewable for another 99 years. Short-term land rights can be granted.
Cusgtomary land has unlimited tenure, but may only be used by Zambian citizens under customary
rights, unless converted to leasehold tenure.

The Land Act of September 1995 was awatershed act, providing for land to have vaue for the first
time and to be sold without improvements. It dlowed land to be sub-divided without permission of
the government; set up faster mechanisms for survey/transfer; and designated ways of providing for
leasing of customary land. It dso alowed for common leasehold under which flats or units can be
sold individualy. However, there are il redtrictions for acquisition of title, and the process often
takes years, thus discouraging investors who need land access, especidly if they wish to build. The
land surveys are reported to be 8 years behind; new technologies might assist, or the contracting out
of more private surveyors to help the process. A forma commitment on government’s part to
improve the title deed process and the land access will assuredly result in improvementsin
investment, both for investor purchase and dso for use as collatera when borrowing for business
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development.

Interestingly, land ownership is dso a big problem for the urban compounds in Lusaka, where the
land is often under onetitle and sub-dividing for individua purchase has been anightmare. Access
for widows to land seems a nationd problem according to the ILO livelihood survey.

E. Labor

Zambia has the advantage of some of the lowest labor rates in the region in terms of salary. Benefits
structures which were mandatory and pumped up the cost of labor are being whittled away by
changesin legidation. The forma sector employment has dropped subgtantialy, and unions, despite
their political connections, are waning in terms of influence. The last vestiges of the control arein the
requirements for industry-wide wage negotiations, limits on paying piece rates for performance, and
the Indudtrid Court, which is reputed never to find in favor of an employer.

Productivity is aso a problem. The reasons why:

* AIDS. A recent WHO sdiva sample showed that as much as 50% of the key age groups
(20-40) tested HIV positive in urban areas. The rates are much lower in rurd areas, 15%
or s0. The World Bank Poverty Assessment stated that “ Sickness and death due to AIDS
could derail any development prospects for Zambia” Middle managers seem to be one of
the hardest-hit groups. Donors and the government have recognized and taken on this
problem; more explicit workplace partnerships, and more open discussions of how to dedl
with the epidemic in terms of hedlth services and intentiondl overdaffing, are crucid.

* Tying performance to productivity. Employers say that there are changes in the government
gpproach to this area, and that firing a non-performer is much easier than in the past.
However, it is ill hard to pay piece rates, which means that a piece rate Zimbabwean
cotton picker will gather 1.5 times as much cotton in a day as his fixed wage Zambian
neighbor.

* Know-how. There are few systems to replace those Zambian middle managerswho are
dying of AIDS or going to Botswana to work for higher salaries.
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An educationa system emphasizing quality training, both for middle managers and
for key blue collar skills such as carpentry and mechanics, will sand the government
in good stead for the 21t century, and will win friends and money from the

private sector.

* Outsde help. Thereis dill a problem with work permits, thus showing alack of
understanding of the underlying rationale. In abusiness, the owners want profit. If they hire
an expatriate, the costs are very high. As soon asthey find a Zambian nationd who can
perform those tasks for that cost or lessto equd leved of qudity, the firm ownerswill hire the
Zambian. Therefore, expatriates are (with the exception of owner-operators or key
executives in multi-nationals) temporary. The focus should be on demongtrating the
competence and cost-effectiveness of Zambians to handle the jobs, not on forcing the firm
to judtify why they want to use an expdriae.

F. Legd sysgem

The Zambian legd system is a hodge-podge of customary law, British common-law, Parliamentary-
based legidation, and Condtitutional law. Thereisasmilar digparity in the adminigtration of justice,
with the Minigry of Legd Affairs, the Minisry of Home Affairs, the Anti-Corruption Commisson,
the Human Rights Commission, the Law Development Commission, the University of Zambia, the
Ingtitute for Advanced Legd Education, and the Nationd Ingtitute for Public Adminigration, the
courts, and others dl having roles to play.

Commercid legidation has been given a great boost over the last ten years. A large number of Acts
have been rewritten in Smple, clear, logica language. They have dso been more carefully
interwoven into the overdl legd framework than in the past. The result isacommercid framework
which is much improved, and needs only fine-tuning at this point.

Senior members of the system have advised thet there have been a proliferation of organizations, but
ineffective delivery of sarvicesto the people, resulting in the findings of the Human Rights
Commission where numerous abuses were brought to light. There gppears to be confusion over who
is respongble for what, and the lack of appropriate systemic structure and clear administration dows
down dl processes, from legd drafting through court rulings. This result is particularly onerous for
businesses, for whom time is money.

Ininterviews, the business community stated that the system takes too long, that there are too many
delays, and that advocates and judges are insufficiently well-versed in the new legidation. The
Arbitration Law is outdated, and there are too few dternatives to resolve disputes outsde the
courts. Court timing and arbitrary protocols mean that cases are often lost on technicalities rather
than on their merits. The establishment of acommercia court and training of the judges and lawyers
would greetly improve this situation, and in particular speed up the processing of legd transactions.

G. Promotion/identified key areas

The GRZ has successfully identified and targeted investment in the following aress:
Mining, including exploration, smdl and large-scale mining of minerds and gemstones;
* Tourism, with emphasis on high-cost low-impact services,
* Agriculture and agro-processing;
* Hydropower, for the firgt time welcoming private sector involvement; and
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* Manufacturing usng loca raw materids and exporting.

For the most part, investment in these areasis facilitated, and the proper policiesarein place. The
exceptions seem to be in the lack of a comprehensive Nationa Parks Plan which is closdly
implemented; problems in the Structure of trade and tax for certain manufactures, leskage and illega
smuggling of gemstones; and a swinging door policy on fertilizer didribution and rurd credit.
Resolving these policy gaps with full participation of the private sector will go along way to
promoting further private sector growth in these key aress.

H. The public-private sector dia ogue

Austin Associates mention the weakness of the public-private sector didogues in the southern
African region.

In Zambia, there are a number of voicesfor the private sector. The Zambia Association of
Chambers of Commerce and Industry with its attendant loca chapters has become a more vocal
group, especidly asit beginsto be legaly mandated to participate with government in areas such as
the Zambia Privatization Agency Board. The Zambia Association of Manufacturers and the Zambia
Federation of Employers dso participate in the discussions of policies and practices of government
which affect their interest groups. Recently, provincid smal business federations have begun to form
and discuss issues with their local Members of Parliament. The Zambia National Farmers Union
represents farming interests across the spectrum, and a new National Tourist Board is the voice of
investorsin that area.

There are three essentid difficulties with the didogues, which can be resolved smoothly if the GRZ
and the private sector representative organi zations make concerted effortsin this regard.

* Cooperation, not confrontation. Organizations do have their biases, but they adso have
legitimate concerns which need to be addressed. Conflict is the most common mechanism
for relations between government and business, and it can never be productive in the long
run. Name-caling in the newspaper, in particular any racialy-oriented remarks or run-on
complaints, is very unproductive and counter to Zambia s wonderful history as arainbow of
colors of people dl working together. Work in negotiations technology says, “focus on the
problem not the person.”

* Make the case with facts and figures. Much of the argument made for change in Zambia a
thistimeis based on evidence which is anecdotal or opinion-based. A careful and
digpassonate andysis of the pro’s and cons of any change in Zambian government law,
policy, regulation, or practice should be made, and the winners maximized while losers are
minimized. Each party should review dternatives and options carefully; joint brainsorming
exercises must be encouraged.
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* Meet often, and be persstent but calm about following up on joint action. Thereisacaseto
be made for mandatory monthly dinners between key members of the public and private
sectors. Much of Zambian businessis done at meals and cocktall parties (and some dso
say that reconciliation occurs at funeras)) It is much easer to work closdy with people
whom you see often, and who become friends, colleagues, or a worst persons whom one
disagrees with but understands better.

|. Security issues

Investors mentioned security issues, particularly concerns regarding security of persons and property
inrurd areas. In urban zones, bars on windows and meta doors are a matter of course, and
neighborhood watches and private security companies have arisen in response to the lack of
capacity of the government to sufficiently minimizerisk. In the ILO sugtainable livelihood study,
some persons mentioned resorting to thievery in order to survive. Thus, we may be able to expect
some changes as the economy improves. As with other areas, making police more visble --
particularly in high crime areas -- and tracking and adjusting to crime patterns will help, aswill a
more streamlined and effectively administered crimind justice system. The public-private
partnership isakey dement of reducing thisrisk.

The next section discusses the most key issues to private sector investment and performancein

Zambia. Infragtructure has been included in the next section despite the government’srolein
providing it, Snce the issues are so fundamentd to nationa growth.
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V. Key Issuesfor Private Sector Growth

-- capital access -- equity and debt
-- human resource capabilities'gender
-- infragtructure
-- business practices

Interviewees said that margins are getting dimmer and quality better, as competition increases.
Innovative services are being required of service indudtries; price, qudity, and timing of delivery are
much more important in goods than previoudy. Thereis a noticeable improvement in the non-
pricing aspects of saes, service isfagter, and the atitude to clients much more facilitating.
Advertising is more common, athough it is usudly the larger firms which are advertising, snceit is
viewed as a“firg-digposable’ cost.

-- trade issues

-- transaction costs

-- "demondtration effect”

-- gender issues

-- regiond integration and competition
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V. Donor Involvement and USAID Assistance

A. Review of donors involvement in macroeconomic/private sector reforms’

Donors have been involved in Zambia s economic trangtion both in financing the setup of certain
paradtatds earlier in its history, and in supporting the liberdization process which began engagement
in1991. A table of current donor activitiesin Zambia, designated by program aress, is shown asan
Annex to illugtrate both the volume and the variety of services being provided for private sector
growth enhancement. In addition, ZAM has published a 1997 Directory of Donor Programmes,
Financial and Other Services to Busness which may be very useful. The incomplete nature of the
table reflects the circumstances of donor information flows and the fact that much of the activity is
undergoing a planning review & the current time.

Canada is providing assistance largely to smadl projects. A proposal for a comprehensive private
sector program was turned down by the GRZ last year due to its scope when compared to the
resources anticipated.

Denmark has been focusing on vocationd and informa training for entrepreneurs and others, in the
area of private sector development.

The European Union isdeeply involved in avariety of areas for private sector development, and
undertook a study late last year to be used for thisyear’ s programming. Under its Export
Development Program, it focuses on four sectors: tobacco, textiles, coffee, and horticulture. It
works with the key organizationsin each of these areas, providing a 50% pre-shipment credit
facility, and technica assstance for the associations. Work with the Export Board will include
technica assstance, funding for trade fairs and promotional materias.  Under itstrade and
enterprise support facility, firms can access forex loan funds for feasibility sudies, and later for
investment. Small business marketing studies and microfinance is being supported. It is planning
work in gemstone market strengthening, foreign investment promotion (mainly technology trandfer) ,
and SME work in non-financia (eg business development) services and associated ingtitution-
building.

Finland currently islimited to participation in a micro-enterprise program in Luapula Province which
has a micro-credit component. The project is converting to an agriculture focus consistent with
ASIP. However, the micro-credit component is likely to be spun off and run separately, possibly by
CMS. It hasdone an internd review of private sector enhancement options, and may invest by
funding key people in business associations, or place asmall component within existing projects. It
may aso partner with another collaborating donor on a private sector project.

Germany has anumber of projectsin the area of private sector enhancement. On the macro leve,
they are one of the co-financers of the macroeconomic assstance METAP 2. In private industry,
they are providing advisory sarvices to the Ministry of Commerce, Trade, and Industry in industry
and (short-term) in trade, and to the ZPA on privatization and parastata reform, adong with ZACCI
on policy and smdl business. They are co-financing the Zambia Venture Capitd Fund, and
providing funding for the Industrid Training Center along with other vocationd training. A regiond

% The author isindebted for much of this section to the summary notes from the Working Forum for the Private Sector donor group meetir
dMay 7, 1996.
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project will provide chamber of commerce strengthening and act as a channel for support to key
indugtries in areas such astrade fair participation. Another regiond project islooking at cross-
border trade. In addition, the Germans are working in water, forestry, agriculture, and natural
resource management, including some private sector promotion within the sectoral projects.

The | M Fisfocusing its assstance very tightly to monetary and fiscal control, in particular to banking
supervison and to budgetary reform with long-term advisors either in place or due to come soon.
The Fund effects change by its performance indicatorsin order to continue to provide a structura
adjustment facility for balance of payments support. Itsinfluenceis very broad, snce mos bilatera
donors and the World Bank link their assstance to Fund approva.

Ireland has been working with the Investment Centre, and with industrid estate development for
SMEsin Mazabuka, Lusaka, and with the YWCA.. It isadso working to increase the knowledge
and understanding of SME activities and behavior viaresearch and creation of a database.

Japan isworking mainly on vocationd training, though there are so some programs in energy
dternatives, and poverty dleviation.

Norway will have consultations this month on funding in its key areas of mining, energy, tourism, and
forestry. They expect to shift away from roads and into education, as part of the new World Bank
multi-donor exercise.  Norway has just Signed new agreements to fund the Investment Centre in
materids production, technica advice, and internationd promotion. It will aso continue to support
the regigrar of companies with inditutional strengthening. Work on small enterprise which has gone
onin Kasama for some time will draw to a close, and the NGO will befindly capitaized and cut
loose. Funds for specific privatization work are forthcoming, asis funding of training for ZESCO.
They expect to link some key Norwegian firms with Zambian counterparts for technology transfer
and to promote stronger relations.

Sweden core programming is going on now for anew cycleto sart in 1998; it was delayed one
year by the donor withdrawa of Baance of Payments support last year. There has been an overdl
reduction in SIDA funds worldwide, which will aso affect Zambia SIDA will be moving away from
work in capacity building and in infrastructure. The main programs continuing are the joint
macroeconomic support to the Minigtry of Finance and Bank of Zambia; work on Kafue Lower for
hydropower; hedlth; education; and work on Zamseed in agriculture. In addition, the partnering of
Swedish firms with Zambian companies for technology transfer and trade will continue, ong with
support to reform government procurement systems through the Tender Board. SIDA will assstin
Medicad Stores and Zambia Railways restructuring.  Work is being considered in microfinance and
in strengthening of the loca chambers of commerce. Thereis an economic expangon in outlying
areas program which provides training to entrepreneursin rura aress.

26



UK has recently sponsored a very useful survey study of SMEsin Zambia. In addition, they are
providing legd assstance to ZPA, co-funding for the Zambia Venture Capita Fund, money for
CARE to establish its microfinance services, fundsto VSO to provide volunteers for the private
sector. New work areas anticipated are in export development, microfinance in the Copperbelt,
and vocationd training.

UNDP will invest in employment as a core objective with afocus on SMEs, value-added, women,
downstream activities, viable employment generation schemes, and connected policy supports.
UNDP isworking largely through UNIDO and the ILO in some important work in the private
sector. Having wound up a multi-pronged project which supported the ZPA, the Lusaka Stock
Exchange, the Investment Center, and others, UNIDO is now developing anew program in the
framework of its Alliance for Africa’s Indugtridization to put in place later thisyear. Thisinvolves
assgting African governments to develop gppropriate strategies, marketing Africato the world, and
grengthening the public-private dislogue. The focus areawill be agribusiness, with technology
transfer (particularly in rura aress), industrial connections to outgrower schemes, and industria
subcontracting links for SVIEs will be options for activity. A design team for an $8.5 million
program in Employment and Susgtainable Livelihood, for which advance research has been done, will
arive shortly. Gender maingtreaming work in private sector support is also due for design shortly,
aong with ILO funding of microfinance.

TheWorld Bank has emerged as the single largest funder of private sector activities, from legd
reform through privatization to direct business financing. Under the recently negotiated Enterprise
Credit, funds will be provided for matching grants for medium-size and larger businesses to acquire
training or technica advice; actud financing of investment through a new government apex caled
Zambia Enterprise Finance to the banking system; and TA for financid sector supervison.
Privatization of ZCCM and ZPA indtitutiond costs will be borne through ERIPTA, dong with
inditutional strengthening of the Minisiry of Mines, and asmal amount of further assistance for legd
drafting and training of judges to the Minisgtry of Legd Affairs under both ERIPTA and FILMUP.
The establishment of a mandatory socid security schemeis being put in place with Bank assistance.
A new adjustment credit islooking &t trade, the budget, public service reform, and the
macroeconomic management. A power rehabilitation loan will focus on the need for private sector
investment following establishment of an effective and competent regulatory body for energy. The
Bank is coordinating work on a multi-donor Roads Network Investment.

B. USAID program and commitments

USAID is currently desgning a new strategic phase, to cover the years 1998-2002. Under this
phase, it will continue to support its core competencies and investments, which are;

* Reduce the Stat€ srole in the provision of goods and services, including work in

privatization, and management of privatized SOEs improved through business training and
entrepreneuria support;
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* Increasing the productive participation of rura enterprises and communitiesin the nationa
economy, involving efficient product marketing associations, productive economic
participation increasing rurd investment; diversfied and productive farm enterprise
management practices,

* Increased use of practices that improve child and reproductive hedlth, which involves HIV-
AIDS prevention, family planning, decentraization of hedlth services to the community leve,
upgrading of health worker skills and nationa planning and monitoring capeacities a dl leves,
and support of public-private hedth partnerships, and

* A more sugtainable multi-party democracy built, including improved citizen awareness of
rights and respongibilities, independent journadism, improved public policy implementation.
Work on the rule of law is being consdered in areview taking place now.

Interested readers are referred to the USAID Mission for the strategy paper which is dueto be
completed and approved shortly.

C. Exiging USAID private sector assstance: HRD, |ESC, privatization

USAID private sector assstance since 1992 exigtsin five areas. privatization, advisory services for
amd| business, training of Zambian managersin the USA, and domestic and internationd training
programs for small busnesses. The privatization program has been reviewed (Boone, 1995; Price
Waterhouse, 1997.) Although it istoo early to determine the overall macroeconomic effects of the
privatization program, by world standards (and particularly by African sandards) it has been rapid,
honest, and successful. The USAID program as it stands will be completed in November 1997.
Potential add-ons until privatization isfindized over the next two yearsisincluded in Section VI.

University training programs for Zambians overseas has been successful, but the benefits tend to
accrueto avery smdl group of individuas. It isclear that the ATLAS program produces top
achievers, and that in particular the women who are so-trained become role models. Retention of
this program should be linked into the priority growth areas, and potentialy limited to women
participants, asthey arein criticaly short supply in the management structuresin Zambia.

The International Executive Service Cor ps(IESC)

IESC isanon-profit US organization which provides the services of (largely retired) American
professonds as volunteer technical advisors to requesting businesses. The volunteers have actud
ubstantive business experience in the field which they advise. The local business, depending on its
capacity, will absorb some portion of the transport, lodging, and med sincidentals codts of the
volunteer and spouse, who travel together as part of the IESC agreement. (Overhead costs are
borne by USAID directly.)

Since 1992, USAID has provided $2.7 million in grant financing to enable the provision of
volunteersto over 100 firms as of 5/97. Services rendered by volunteers have been both firm-
specific, asin the improvements of a bakery, and generic, asin legd servicesto the ZPA and to
association-building for both ZACCI and the nascent provincia business associations. The work
and approaches are hands-on and tailored to the needs of the requesting business. At thistime, the
British and Dutch governments have quite Smilar programs; the three do very occasonaly passon
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requests between each other, but there are no formal arrangements.

Previoudy the focus of the program was on newly privatized firms and smdl indigenousfirms. In the
last few months, the IESC program has been restructured to focus on tourism (as a privatizing sector
generdly), newly-private firms and in particular MBOs, women-owned firms, manufacturing, and
agribusness. Work isongoing in plastics, bakeries, hotels, and citrus. Work is being consdered in
sausage-making, smdl private hedth clinics, and insurance. Firmsin the 20-50 employee range can
best use an IESC volunteer, both in terms of covering costs and aso to be able to take advantage of
externd links with suppliers and buyers. The new IESC Director is expanding the reach so that that
the volunteer can aso advise 3-5 smdler firmsin the same or closdy-rdated type of busness. This
“piggy-backing” of volunteer work makes the overall cost lessto the firms, and makes assistance
avallable to those smdl firms which otherwise could not afford it.

The mechanism for provison of sarvicesinvolves arequest from afirm; an assessment by the
director in discusson with the smdl firm on issues and needs; design of a Terms of Reference and
determination of the contribution of the firm to the volunteer codts, clearance of the TOR by
USAID; recruitment of the volunteer by IESC in the USA and clearance/acceptance locdly;
refining of the TOR once the volunteer arrives, to ensure it is correct as he/she sees the Stuation on
the ground; agreement with the requesting firm of the fina TOR; and performance of the agreemert,
which isusudly 1-3 monthsin total duration. Once completed, the volunteer eva uates the project,
and thisis discussed with the participant firm(s). Six months later, a post-project evauation is
carried out.

Firm contributions can be in kind (asin provison of aguest house as accommodetion) or cash, but
there will ways be some form of contribution. The contribution is determined by the Director,
looking at turnover, number of employees, actud and potentid profitability, and other factors.

Asareault of the Misson's participation in the New Partnerships Initiative, local managers with key
kills are forming the Zambia Management Assstance Program. Under this initiative, a mentoring
program for selected SME businesspeople will be put in place, with senior business executives
volunteering to support their growth.

The IESC program has merit and isimportant to Zambia, but there are afew glitches to be ironed
out. Theimprovementson firmsare not tracked sufficiently to see how many firms take the advice
they are paying for, and what resultsensue. Thisis particularly important to see whether the
experimental “piggyback” system is effective in ddivery of services. In this regard, establishment
and use of adatabase by IESC isvery important. The system of determination of firm contribution
seems not to be standard, and in lieu of arigid formula some guiddines should be made, so firms
themselves recognize that the gpproach isfair.
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To this can be added or calculated the overhead costs of voluntear services; in the case of some
larger firms, they may be able to absorb some of IESC’ s running costs as well.

The guiddines for firm assstance should be closdly tied to and consstent with the overdl USAID
program, and areas such as private hedlth services, agribusiness, women's firms, small business
asociations, and newly privatized firms should be actively sought and given preference. There
should be very dlear linkages (including shared office space) and joint clients with HRDA, something
which is neither clear or documented by either project. The Mission may wish to establish some
mechanism for ensuring that the Health and Ag offices are informed when volunteer TORs are
presented which they may have someinterest in; the officersin these sections may have additiond
vauable input to provide to the process. Findly, this program is very management-intengve, with
the USAID project manager having to provide clearance on every TOR and volunteer. A more
tightly structured grant would dleviate some of this burden.

Human Resour ces Development Activity (HRDA)

HRDA commenced operationsin September 1991, with the objective of training Zambiansin basic
business operations. The project rightly recognized that in a socidist environment, most people had
not been exposed to business operations and activities, and thus would need access to information
about how competitive economies operate, and more particularly how individuad smal firms
commence and develop. The project concentrates on training service delivery of smal business
management, marketing, and planning to smdl (ten employees or less) and medium-szed businesses,
and has trained gpproximately 840 persons, largely owners, in the last 5 years, most of whom have
been in the last three years. Participant businesses have averaged ten employees or less, and work
in at least forty mgor manufacturing and service aress.

From 1991 through 1993, training was managed from within the USAID Mission by a persona
services contractor who contracted training services out. In 1993, a cooperative agreement with
Clark Atlanta University enabled design of atraining curriculum, specid training of loca trainersfor
ddivery of traning services, and organization of training workshops. Training was provided in the
aress of policy anadyss and planning, business planning and basic finance, business contracting,
production management, and export marketing strategies.

In 1995, a project review showed that a of a45% sample of the 450 trainees through May 1995,
ninety-nine percent said that they have used learned skillsin their businesses. Between 53-87% had
put the information directly to use in business plans, accounts, and production management, with
good results. Over 75% reported increases in gross revenue, which was largely reinvested in the
business. Seventy percent or more of the respondents found new markets, improved financia
control, and/or improved the qudlity of their goods and services and attributed this change to the
training program.

In 1996, as part of the trangtion phase to locd implementation, discussions were held with
graduates regarding small business associations, as it seemed obvious that the businesses did not
have a network or collective voice. An IESC volunteer worked with HRDA graduates in the
provinces, explaining the purpose and operation of small business associations. Mr. Solomon aso
discussed the importance of such organizations for business networking and discussed with
graduates how such associations can be formed.

The result was that within one year, provincia business associations have been formed by the client
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group without assstance in dl nine of Zambid s provinces. The associations have condtitutions,
democratically dected leadership, branch offices, have dl registered, and charge fees of up to Kw
10,000 for joining and up to Kw 30,000 per year. The estimated membership is over 1,300 and
rising quickly, whileloca Chambers of Commerce are largely in decline. Field reviews throughout
1996 in the provinces show both an exceptionaly strong commitment and local ownership of the
associations, and commencement of using them as a voice for government and a network to do
business with each other.

Aninterna review of HRDA clients undertaken in late 1996 showed that on average, within one
year the participants had increased their employee levels by an average of 3 persons. Businesses
cutting staff were outnumbered by those hiring new staff 3-1. In acountry where under- and
unemployment are key issues, such results are heartening if not astonishing.

In 1997, atwo year cooperative agreement was let through ZACCI for the services of HRDA to be
provided under its umbrella, following a 1995 survey by GTZ which stated that the only sustaingble
umbrella association with the requisite administrative capacity was ZACCI. The target for the two
year period is 20 training courses per year, reaching 4,500 persons, with a particular focus on rura
businesses. The cost per workshop is about $6,000, of which a quarter is covered by the trainees
infees. The management expects to exceed this number of trainings, and will provide traningsin
socid safety net and other services funded by other donors. HRDA subcontracts the trainers, who
are largely from the Copperbelt University.

Under this arrangement, provincial business associations are respongible for setting up the training
courses. Once they have located 25 enrollees and collected Kw 30,000 of the 50,000 fee, they
contact the HRDA office to arrange atraining program. The provincia small business associations
arangethelocd gte, dl logigtics, and collection of the remainder of the regigration fee within two
months after the course is completed.

A mesting in March 1997 with three representatives from each of the provinces learned that training
setup was ready from HRDA,; within the month, every single province was reedy for training
programs, and many are well over-subscribed. The next step is clearly linkages between them, and
formation of anational small business association which is member-driven in terms of services and
activities. The businesses have dready identified their chief problems as credit; physica facilities;
and gtationery/communications, in that order, and want to use the associations and training to work
on these problems.

A recent report on best practices by the Inter-American Development Bank States that the
programs specidize in business development services, reach more than 500 dlients, focus on
businesses with 10 or less employees, charges afee for services, and serves clientsin a specific
sector. Keysto sustainability involve helping to form loca business networks, providing technica
assgtanceltraining, and no provision of credit with the services (ingtead faciliaating links to other
organizations which do this).

31



By eveary single sandard of success, the HRDA project is outstanding in its performance.

The project should be expanded and certain areas added to it, particularly an internal monitoring
system, direct links to IESC following training completion, funding for Internet accessto share
businessideas and create new markets domesticaly, and the establishment and facilitation of
member-driven nationa small business association. The project should be set up as a gand-adone
project, with a supervisng board made up of provincial representatives. HRDA should be delinked
from ZACCI, which currently has alarge number of donorsinvolved with it and is having
management difficulties asaresult. Linkagesto the CLUSA activity under the Agriculture office,
and to private sector promotion in the hedth services areas, are natural and should be encouraged.
Please refer to Section VI for further details on this area.

The next section discusses donor investment options for private sector enhancement. They are

rank-ordered, and the four requested by USAID to be further developed have been discussed in
more detail. Others are provided for general consideration by al donors.
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VI. Recommended Areasfor Private Sector Growth Enhancement

A. Ovedl Commentary

“ Western aid, and the conditions under which it is given, must focus on the extent to which
the reforming countries promote the growth of the nascent private sector... as we learn that
macr o-economic adjustment does not guar antee economic success, that multi-party
democracy is not enough for political success, we begin to focus on the institutions through
which economic and political activity are carried out and mediated...” Klitgaard, p 44

Zambia has made a great deal of progressin the past Six years, and the US ass stance has been an
important part of that process. In order to continue to contribute actively, what is proposed is four
options for assstance to strengthen the indtitutions which reinforce growth in any country, and the
rules of the economic game. The areas of trade relations, commerciad law and practice,
privatization, and small business representation deserve the most attention, and are deemed both by
the consultant and those interviewed as being the maost contributory to degpening and broadening
economic growth in Zambia. Two of these build on strong programs dready in operation, and two
of them are new areasfor USAID. Two areas involve ongoing partnership with the Regiona Center
for Southern AfricaMisson. All four reinforce and provide synergy for both Agency and Misson
programs and other donor activities.

Privatization work can continue, to complete the larger firm divestitures, get government out of
production, and establish a mortgage market to encourage long-overdue nationd savings. It will
aso start the process of moving government into its true core competencies, and away from
digtorting markets and sub-optima public investment.

The cost of being the first one on the block to open an economy can be severe. Zambia has found
itself exposed, with neither solid regiond/bilaterd trade agreements nor the domestic capability to
protect its own industries from unfair competition, particularly from Zimbabwe and South Africa
The credtion of aleve playing field, with innovative mechanisms involving the private sector
intimately in the agreement and enforcement processes, can both strengthen the economy and
provide crucia ongoing mechanisms for public-private sector didogue and interaction.

Though Zambia has dramaticaly improved itslegd framework for business, there are glitchesin the
physical operation of the courts and the adminigration of justice. Time is money, and assurance that
the legd inditutions function effectively, impartidly, and rapidly in support of commercid activitiesis
crucid. More effective systems of administration and better-trained players can both reinforce the
power of law and the capacity of businesses to function in the globa marketplace.

Findly, broadening the base of economic growth and ensuring that the poverty-stricken rura areas
benefit by emergent forma sector busnessesis crucid. In Zambia, the emergent Nationd Small
Business Association, with over 1300 member businesses in nationwide provincid associationsin
just over one year, provides a unique opportunity for training and advisory services, advocacy, and
linkage to credit opportunities.
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Information on training activities from 1996 done demongtrated a 20% overdl increase in number of
employeesin one year. Bringing more of these busnessesinto the forma sector and forging linkages
between them, larger businesses, and government can commence the re-engagement process
currently lacking in the economic structure.

Before going into the details on the four recommended areas, a comment on the gppropriateness of
macro-economic assistance is provided as required by the Terms of Reference. On the macro-
economic advisory Sde, the GRZ has closed out its long-term technical assi stance services from
expatriatesin the areas of budgets, |oan servicing, and macroeconomics. The current senior
technocrats have advised that they would prefer not to have such assstance a thistime. Thisis
consstent with arising view throughout the government that such advisory services are not desirable,
dueto a) potentia for leakages of information pre-emptorily to outsiders -- particularly donors; b)
problems with creation of dependency on consultants; ¢) lack of sufficient resultsin counterpart
programs, and d) the government' s own uncertainties associated with an incomplete civil service
reform.

It can be observed that particular weaknesses in macroeconomic management and in strategic
planning can only be handled by a combination of long-term advisors paired with a program to
provide PhD level overseastraining to a set of committed Zambians, followed by their return and
one year handover. After this, the key must be to pay these newly-trained economists sufficient
amounts to retain them within government. Failing this, the Zambian government should look
towards recruiting Zambian economids internationdly for their nationd financid and planning
management, and paying them accordingly.

In thisregard, the Bank of Zambiamay be consdered amodd, with the retention of the international
economist and Zambian nationd Dr. Mwansa as Governor/ The BoZ has a solid ongoing training
program with an external M'S in economics from Aberdeen University run through the Bank training
center, and asdary package which ensures recruitment and retention of the highest caliber of
professonds. It has accepted long-term ass stance from the IMF in bank supervision, and
continues to use expatriate advisors fully and sparingly.

The four areas of assistance recommended to enhance private sector growth and broadening of
participation are listed below:

B. Privatization

Background

The privetization program has continued to be successful by al accounts, and is on target for a
completion in late 1998 or early 1999. The internationd consultants have largely completed both
transactions work and the transfer of killsinto the ZPA Zambian staff. The Chief Executive advises
that, between funding from the World Bank and ongoing GTZ consultants, there is no need for
further assstance in ongoing standard transactions. At this point, four activities remain to be
wrapped up, for which USAID can consider further assistance through early 1999:
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a) Housing and mortgage finance. Thisisasource of savingsin many countries, and the traditiona
provison of housing by employers has robbed Zambians of this opportunity. There have not until
very recently been any mechanisms for long-term finance; nor have salary structures and interest
rates been congstent with mortgages on existing housing prices.  (The Zambia Nationd Building
Society, a parastata, has been non-operationd for some timein this area, becoming ared edtate
investment operation instead.) Ironicdly, the politica pledges to provide homes to Sitting tenants at
very subgtantia discounts, while favoring one set of the population at the expense of the rest, has
opened a door for mortgage opportunities. Thefirgt private building society has been established,
and has made 25 mortgages to date on afive year repayment schedule, a interest of 45%
adjustable.

The parastatal-based housing stock is made up of houses ranging from one room shacks to
mansons, with the vast mgority smple worker housing. There are gpproximatdy 12,000 houses
outside the mining units, and 44,000 in the mines. The rough estimated vaue of the non-mining
housing is $40 million, and $600 million for the mining housing. Digposd of this housing stock isan
integral part of the privatization process, and is hel ping the mortgage market to be established.

Within ZPA, the housing stock team is evauating the stock (which had never before been listed,
titled, or vaued) and determining, for current and previous dedls, exactly what housing belongsto
whom. For nor-mining units (the mines and housing are dill in negotiations) the team locates the
houses, arranges for each to have title, acquires alist of tenants, and sets up sdlesto tenants.  Since
there are gpartment buildings, ZPA has aso become involved in setting up the first-ever common
ownership associations, with the associated teething problems. The team is currently up to date with
housing associated with recent parastatd's sold, but have a backlog of firms previoudy sold which
should be completed by the end of 1998,

Once housing is designated, the ZPA team is developing a unique system for disposal of medium
and low-vaue homes (high-end homes are easily sold for cash).  Firdt, since there has never been
an appropriate pricing mechanism due to lack of mortgage finance, they are pricing based on
extrapolating market rental payment values for that and smilar units. Then, the conditions of sale
involve adown payment of 30-35% of the rental cost-based price. The remainder due is converted
to dollar-equivaents, and payments are scheduled for payment of the kwacha equivaent of the
dollar payment at a 10% interest rate over five years. Because the timeis short, the interest
payments are away's positive, enabling a double-cap system to be arranged. Each quarter, the
payments are adjusted by up to 25% for any devauation of the currency, and then the entire loan is
rescheduled and lengthened accordingly, up to aminimum of payment of interest only. In thisway,
the dollar basis of the loan is preserved, without creating an undue pressure to increase the
payments. The system works because of the large down payment, short period of the mortgage,
and implicit expectation thet the inflation rateswill stay below 100% and decline.

The ZPA will tender out the collection and management of these housing mortgages to afinancid
ingtitution for some percentage of the total mortgages. Ultimately, the mortgages can be bundled
and sold to afinancid indtitution, adding ancther financid vehicle to the stock exchange. Funds
received from housing payments might have avariety of extremey vauable uses, from forming a
pool for additiond private sector mortgage financing to investments in housing areas, where power
and water services are poor to non-existent. As the kwacha stabilizes, the market will move to
variable-rate mortgages, and this market will further develop.
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b) Teecommunications. A recent very senior investment advisor commented that modern
telecommunications is the sSne qua non for international market participation. Zambia s telephone
systems have been mentioned in the Presdent’ s Forum on Enhancing Zambid s Invesment Climate
as “poorly maintained and could be made considerably more effective. Its current sate is
responsible for the loss of more than one investment project...”

Currently, USAID’ s regiona center has been providing assistance in the areas of
telecommunications regulation and Zamtel privatization. The assistance has been less than successtul,
due to acombination of difficulties with consultant performance and regulator interna problems.
The GRZ recently dismissed the Board and executive of the Communications Authority, citing
financid irregularities. Establishment of anew Board will take time, and setup and establishment of
gppropriate regulations will necessarily follow. Regrettably, as Dr. Luders, former Minister for the
Economy in Chile during its successful privatization period noted in his gpeech to the Zambia
Investor Forum on May 15, no reputable investor, either public or private, will involve itsdlf in this
relatively small telecommunications market until there is evidence of both established regulations and
areasonable degree of competence and stability in the regulating body. Therefore, assstancein this
areawill be required for the next 18 months to two years, both on the regulatory side and to keep
Zamtel from collgpsing until it can be divested.

C) Other key privatizations. Generdly, asinthe ZCCM casg, larger firm privatizations are handled
by specidist teams. These teams are interim short-term consultants who are specidigtsin that field,
who have been involved in specific privatizations of that nature worldwide. They commonly work
with privetization agencies on the market evaluation and bid documents, pre-qudification, evaluation
of bids, and negotiations. Areas which may require this assistance if the President adheresto his
recently reiterated “no sacred cows’ privatization stance include ZESCO, if ZPA recommendations
on unbundling are accepted by the Cabinet; ZNPF if the issues of Socid Security/pension
privatization is determined; Medica Stores Ltd; and Indeni Qil.

D) Privatizing key areas of the civil service. ZPA has undertaken a study to determine which areas
of the public service can be effectively placed in the private sector, and anumber of fruitful options
have been presented by the consultants. Thisis a crossover area between civil service reform and
privatization, but -- pending Cabinet gpproval and donor agreement -- it could be the work that
kickdtarts the downsizing of the civil service.

M anagement/M echanisms
The most gppropriate mechanisms appear to be:

-- the securing of the housing long-term consultant through end 1998 in order to ensure skills
transfer and the processing is complete.

-- continuance (with more intensve management oversight from the RCSA) of the regiond
telecommuni cations ass stance from Price Waterhouse for both regulation and privatization
preparations through the end of 1999. USAID Zambia should consider co-financing some of this,
S0 asto take fuller ownership of the process and management.

-- financing of apool of peciaist short-term technica assstance for key privatizations, to be drawn
upon as needed by ZPA through mid-1999.

-- provision of one long-term advisor with specific skillsin this areaand some short-term technical
assstance for the government department privatizations for a period of up to mid-1999.
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The packaging of dl but the telecoms ass stance can be done in either one overall tender, orina
local grant agreement to the ZPA,, which can then adminigter the process. Cogting will emerge as
part of the design process. The design TOR can be found in Annex B.

Internal Synergy

Completion of the overdl privatization program supports the USAID agency goa of broad-based
economic growth, through the objective of strengthened markets.

Privatization of Medicd Stores, and of any of the hedth or hedth-related services in government,
sarvesthe Misson's Hedlth Strategic objective. Privatization of any agricultura or ag-rel ated
sarvices within the civil service, and the privatization of both the lodges and agribusiness parastatals,
serves the Agriculture srategic objective. Divedtiture of activities within government, stripping it
down to key essentia functions, serves the democratic governance objective.

External Synergy

Completion of the privatization program strongly serves economic liberdization and the emergence
of aprivate-sector driven economy from one which was 80% stat-owned Six years ago. Donor
partners are GTZ, ODA, Norad, and the World Bank. GTZ will continue with along-term program
advisor and support for related socia safety net services. ODA will continue support for lega
advisory servicesto ZPA. Norad will continue team support for certain specific transactions, and is
expected through its ass stance to the Investment Centre to continue the process of parastatal
internationad marketing which USAID has financed. The World Bank is expected to finance any
additiona needs not funded by other donors, including completion of the ZCCM privatization
process.

Indicators

a) housing units divested; sde of at least one bundled mortgage package

b) issuance of internationally acceptable regulations for Zambia s tel ecommunications sector; tender
of Zamtel

c) al possible completed for divedtiture of any specid firm;

d) percentage of budgetary expenditure transferred from public to private provision of services.

C. Indudrid courts and legd training; links to legidative reforms

Background

Zambid s court system has just become independent of the Minidtry for Legd Affairs, under
legidation passed in late 1994 which is il being implemented. The courts consst of a Chief Judtice
who presides over the Supreme Court, with subsequent tiersin the High Court, magistrates’ courts,
and anindudtrid court which handles|abor issues. Over 400 local courts only preside over
customary law cases.

In discussions, the Minister and Permanent Secretary for Legd Affarssad

that the legd framework, in particular that for business, has greetly improved over the last ten years,
but till needs fine-tuning. In thisregard, the publishing of the Laws of Zambia and their expected
availability on CD-ROM shortly, along with expected smilar documentation of case law, isagreat
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improvement. Training of legd drafters has been very solid, and resulted in much smpler, more
logicd legd framework. Regrettably, they have dl Ieft for work in neighboring countries with better
conditions, putting pressure on the few remaining drafters to cut back research and count on
memory, a dangerous practice.

The separation and establishment of autonomy of the courts is an important change, and in particular
the requirement that the Judicial Services Commission must recommend judges for appointment
before they can be so appointed by the President. One problem isthat alarge number of justices
have died recently. Over 20 new justices will be proposed in the next session of Parliament for
confirmation, and they range across the political spectrum. Sdaries and benefits have been
increased, but procurement of transport remains a problem; the Lusaka Court Presiding Judge
walks to her court every day.

Exigting problemsinclude poor government investigetive and prosecutoria capacity, as lavyers
cannot be retained due to better private practice options; inadequate physica structures for court
operations; a shortage of prison capacity; poorly-qudified magistrates, severe congestion of the
Lusaka courts, and inability to set up acongstent system of circuit courts in the provinces, and the
overd| adminidration process, including court adminigtration and separation of responghilities
among the various players on the legd scene. Both the Minister and Permanent Secretary explicitly
mentioned the long delays in having cases heard, and the high costs they know are borne by the
private sector as aresult.

Private sector interviewees stated that while the law itsdlf is much better, actud administration of law
isanightmare. Delays of up to five yearsfor acourt decison are not unusua, and this causes savere
difficultiesin terms of contract adherence and enforcement. Arbitration is not afeasible option due
to antiquated legidation and lack of an operating structure. Businesses cited problems locating
competent legal counsd; dedling in particular with international contracts, labor issues, and bad
debts, dockets and filesbeing “lost” by the court clerks; and dedling with myriad arbitrary court
rules, which result in cases being lost due to procedura rules rather than considered decisions by the
justices. Experiences with judges themsalves are mixed; the view islargely that lack of information
rather than incompetence or corruption is the substantive problem, athough integrity was a question
inafew minds. On the lawyer Sde, LAZ is viewed as not doing a sufficiently good job of ensuring
sdf-policing amongst the legd profession; senior lawyers are not regular participants, and it has
taken on astrongly political dant, possibly at the cost of emphasizing technica excdlence.

The Minister mentioned that there has been discussion about division of the courtsinto civil, crimind,
family, and commercid sections. The divison would dlow specific development of both practicing
lawyers, magigtrates, and justices in these specidist areas, and improvement of cashflow and overdl
adminidration. The chief justiceis congdering this option serioudy. Private sector interviewees
unanimoudy cited a specia commercid court as crucid for a better business environment.

M anagement/M echanisms

The support of commercia court operations would require as a pre-requisite that the Chief Justice
decide to divide the courts as listed above (and it may aso require an Act of Parliament; the 1994
Act will need to be reviewed to ensure it fits existing legidation). Once this has been determined, the
St up of the commercid courts and strengthening of commercid legd services can occur. This
results package could be broken down into the following activities:
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-- establishment of the commercid court adminigrative systems; thiswill require along-term advisor
and funds for short-term technica assstance as needed.

-- training of justices. Only two of the judges sent to the UK for training under World Bank’s
FILMUP project chose specidizationsin commercid law. Both the Minigter and businesses
mentioned the importance of the previous USI S-gponsored assistance providing US justices to
work with their Zambian colleagues. Contact and exchange programs can be arranged both in
Lusaka and € sewhere with another court system, law faculty, or combination. Training upgrades for
judges can be established and met by providing training programs in key areas of commercia
legidation (both in Zambia and sawhere) in the Indtitute for Advanced Lega Education (IALE) in
Lusska Edablishment of a system of extrajudiciary arbitration, possibly aternative dispute
resolution, could be done now starting with those trained under the Privetization Support Project in
negotiation skills as a base group.

-- training of lawyers. The government is currently rewriting the Legd Practitioners Act, and
gppears very amenable to requiring lawyers to upgrade their skills and understanding of legidation
by mandatory course-hours each year. (In the absence of this, the LAZ could make the same
requirement, as does the Zambia Association of Accountants) Thisissmilar to legd and
accountancy requirements in many countries. The IALE, which isbeing housed in anew building
courtesy of World Bank funds, can be structured to provide this service. In addition, the
commercid court may require additiona certification in commercia law in order for lawvyersto
appear before it, and the certification can ensure a better quality of case presentations, and more
assurances to the business community that their legd practitioners are well-qudified. One or two
long-term advisors and/or a partnering arrangement with an externd law faculty can etablish this
and inditutiondize it localy. Strengthening of the LAZ could aso contribute to the process of sdlf-
policing of the profession.

-- improvement in access to basic commercia information. |ALE can provide basic courses for
accountants and businesses in common areas such as contract law, establishing a partnership or
corporation, how to hire alawyer and what to expect from them, how the courts work, and specia
seminars on key legidation. A smal pay-accesslibrary for commercid transactions, including
Internet access and standardized formats for the most common legal documents, would open the
door for businesses to access such information. The project could aso place the Commercid Laws
of Zambiaon ZAMNET through ZAMLII, making them universdly available to the public in the
absence of copies a the Government Printers.

-- finetuning commercid legidation. In particular, the Arbitration Act islong overdue for change. It
is strongly advised that the Zambian legal drafters be offered packages sufficient to encourage them
to return, with an agreement with GRZ that these positions be permanently specid-graded to dlow
payments of such remuneration permanently. The project can then diding-fund the postions over a
five year period.

All of this assstance is gppropriately packaged together in a Request for Application, which would
expect responses from non-profit lega associations and law faculties. Depending on the
determination of the Mission, this could become a component or partner project to a rule-of-law
initiative under the democratic governance Strategic objective.

Internal Synergy

The synergy of this proposed project is exceptiondly strong with the democratic governance
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drategic objective of the Misson. Systems in which the performance of the judiciary is bolstered,
the law itself made more understandable and transparent to the public, and speed of the courts
improved, dong with dternatives to court resolution of disputes provided, make the rule of law
effective for everyone, not just the private sector.

The Misson's Hedth initiative requires rewriting of legidation in order to dlow for private sector
participation in the provison of health services. This should and can be accomplished under this
project in the lega drafting section.

Agriculture will benefit from both strengthened capacity of the courts to deal with contractua matters
and debt issues. Decentrdization of such skills can benefit village-based enterprises and peasant
farmers participating in outgrower schemes, particularly if the improvement in access to commercid
legidation information work involves courses to provide basic training as an outreach activity.

External Synergy

Such a program will clearly contribute to balancing of powers by supporting a more independent
and competent judiciary. For the overal economy, as Klitgaard notes, “indtitutiondization may
occur through... having ajudiciary which rapidly, impartialy and fairly examines private sector
dams, (including those) for changesin government contracts and regulations.”

The World Bank assstance completesin 1999, and exigting and future activities are limited to
provison of one externd drafter, drafting of certain specific legidation, building of the IALE
premises, very limited generic training of judges, and publication of the Laws of Zambia and court
decisions on paper and CD-ROM. This program negtly dovetails and builds on the FILMUP work.

Indicators
-- gpeed at which the average caseis dispatched
-- numbers of actions handled by arbitration, and speed of settlement

-- key acts amended as needed
-- numbers of persons accessing Internet /commercid library sites

D. Trade policy and practices

Background

Until the early 1990s, Zambia had atrade regime typica of many protectionist Sates: high tariffs and
customs duties, non-tariff barriers, foreign exchange controls, and a great dedl of paperwork for
importation or exportation of any goods or services. Since 1992 the government has, as part of the
overdl liberdization process, dismantled many of the barriers to trade, and has shifted from being
highly redtrictive to having one of the most open economiesin the region.

Tariff rates are now on a 5-15-25% system, and many goods such as capital equipment for certain
industries comein duty-free. Though the 5% import tax has been reintroduced, VAT has been cut
to 17.5% so the net increase is 2.5%. Paperwork has been greatly smplified, and the foreign
exchange is unrestricted.
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While Zambia has liberdized rapidly, its neighbors have not followed suit. Others (notably
Zimbabwe and South Africa, which have long histories of protectionism) have continued to subsdize
exports (in some cases explicitly), maintain forex restrictions, use non-tariff barriers such asfood
qudity controls which are arbitrarily gpplied, and in some cases place unexpected punitive tariffs or
guotas on Zambian exports. This creates an uneven playing field, encouraging both multinational and
regional manufacturers to move production to more protected countries. Unfortunately, Zambia's
membership in COMESA, SADC, and WTO has not yet helped resolve these issues, and its
numerous bilatera trade agreements are in most cases outdated. Neither the legidation nor
practices are in place to enforce abuses. Zambia suffers as aresult from being the firgt in the
neighborhood to liberdize. As one businessman puit it, “It's Zambian business againgt the rest of the
world, with usin shorts and them in body armor -- and sofar, they are winning.”

A trade survey and study just completed by Mr. O’ Brien for GTZ illustrates some of the issues.
Manufacturers and producers generdly view export, in particular to the region, asavitd part of ther
invesment and growth strategy. The domestic market is smal and has shrunk due to the rigor of the
adjustment process.
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The areas in which Zambia has a naturd advantage: agriculture, mining, and tourism -- lend
themselves very well to exporting to other countriesin the region. In addition, the high cost of locd
capita compared to foreign exchange encourages firms to borrow internationdly, and then export to
fund the debt paymentsin lieu of an uncertain exchange rate for loca currency.

The business community cited a number of concerns about trade, including trade-restricting
agreements among independent firms, arbitrary home-country sourcing of meterias by multinationas
or regiond firms, the lack of capacity to ded with smuggling and unfair trading, theft in transport,
lack of market information, and non-tariff barriers. They remain skeptical of Zambia participating in
free trade areas in the region, and fed that key negotiations are crucia but are dubious of a good
outcome for new trade agreements with Zimbabwe and South Africa. Thereis concern, particularly
inloca firms, with a SADC agreement, but they do fed that a clear schedule for trade liberalization
within SADC should be negotiated as soon as possible, in very precise terms.

The O Brien study recommended a number of areas for action within Zambia, which form some of
the core of this potentia project:

* Proper classfication of imports for tariff purposes, and a generd revison of the tax structure
to ensure that importers face the same playing field as producers
tighter control of smuggling, under-invoicing, and other measures for tax avoidance
introduction of legidation for anti-dumping and countervailing duties, along with clear
explanations of mechanisms to employ when gppropriate to trigger these

* ongoing assessment of trade regimes with trading partners, to ensure the Studtion is
baanced and fair to Zambia

Trade policy is congdered to be an area where the Ministry of Commerce, Trade and Industry has
and can develop influence and competence. The Deputy Director for Internationd Tradeis Ms.
Bridgette Childa, who is asssted by four economigtsincluding Lillian Bwalyaand Ms. D.N. Tembo
(three positions are vacant). She mentioned that after Zambia liberdized, the competition became
fierce, and in some cases unfair. Most of the private sector does not understand the conditions of
the WTO or many of the other trade agreements, nor do her colleagues in other ministries who need
to be clear on the meaning and implications. The government needs assstance in the following
arees.

* determine how to set up antidumping and countervailing duties, and what should trigger
them, and how to carry them out
update dl trade legidation
facilitate training in trade negotiations. In this regard, the work with ZPA negotiators was
noted. These might, with a bit of additiona work, provide a strong base of consultant
negotiators for the GRZ to use in trade negotiations
* creste awareness of the new intellectua property rights agreement and its application, and
changes accordingly in Zambian legidation
work with the Bureau of Standards on phytosanitary conditions for exporters
training in how to improve market access to other countries
preparation and involvement on COMESA implementation

The Zambia Association of Manufacturers in particular has o reinforced the need for work in this
area.
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M anagement/M echanisms

The support of trade initiatives would require, a minimum, concurrence of the Ministry of
Commerce, Trade, and Industry and its collaborating ministries, and in particular the ZRA. Asthe
Permanent Secretary has expressed a preference for interim technica assstance, any long-term
advisors would need to be housed elsawhere. The private sector should be an ongoing and natural
partner for this project; ZAM is probably the best home for it at the current time, subject to GRZ
agreement on this.

Suggested areas for project implementation:
-- rewriting of dl legidation in trade and related areas to make agreements consistent.

-- training in trade analyss for Zambian economists/consultants as wdl as for Minidry saff. Inthis
way, the Ministry can hire people domegticdly for andyss of trade agreements, thus “ privatizing” the
initia anadyd's, which can then be reviewed by the Ministry for setup of negotiations or action.

-- negatiations skills training for negotiators (possibly starting with those whom ZPA has used),
Ministry staff, and others as gppropriate. This crestes a second pool of outside negotiatorsto assst
the Minidtry.

-- an education campaign for the private sector on the nature of the agreements, mechanisms for
dedling with unfair trade Stuations, and vehicles for diadogue with government on trade issues.

-- review of the tax regime to determine any difficulties or inconsstencies, and correct them
wherever possble.

This project can be tendered to one firm as a combination of one long-term advisor and a set of
combined locd and international short-term technica assstance.

Internal Synergy

Trade improvements will facilitate, in particular, export of agriculturd products, supporting the
Agriculture strategic objective. In addition, such an investment would link very naturdly to the
RCSA work on cross-border trade.

External Synergy

GTZ has commenced this work but does not expect to continueit in an intensgve form. Work
ongoing with the Investment Centre, macroeconomic advisory servicesviaMETAP, and with the
Export Board, aswdl as with the various export sector organizations, would benefit from such an
activity.

Indicators

-- legidation passed with improved trade provisons

-- % of trade taking place with countries whose trade agreements with Zambia are deemed “fair”
by private sector associations
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E. Expandon of sarvices/asssance to smal busnesses

Background
“Mogt Zambian businesses don’t understand what are the red issues they are facing.” A donor

In Zambia, many of the small and medium-sized firms have collgpsed during the last Sx years of
economic liberdization. Part of it was structural inadequacies, and part was lack of sufficient
information, market access, or credit to do business. While this paper does not recommend a credit
program for avariety of reasons (including the crowding of other donorsinto thisareg), it is
gpparent that Zambians want and need better understanding of basic business skills. At dl leves,
firms have mentioned lack of book-keeping and record skills, ability to produce competent business
plans, lack of marketing capacity, and inability to generdlly manage a business usng competitive
principles. Thisisthe saddest legacy of the previous regime, and it needs to change rapidly if
Zambian businessisto grow.

Of particular interest isthe fact that small firms have the greatest potentid to expand employment,
which isakey issuein Zambia. In addition, the highest levels of poverty arein rurd aress, but they
are dso the locaes for new growth of small firms, especidly in areas where there are outgrower
schemes or other mechanisms for cash income. Very few services are being offered to this group,
which isvery smdl in Africagenerdly, and is often cdled the “missng middle’ in the literature.

HRDA and |ESC have been described in detail above, and their potentia defined. What seems
gppropriate a thistime isto pool their talents together in a comprehensive program of smdl business
development assstance which is rura-based and demand-driven.

M anagement/M echanisms
Assgance to this group could consst of the following:

-- careful fadilitation of anational smal business association, with limited but key assstance to the
provincia associations on their request

-- ongoing training in business management aress as per the existing HRDA pattern

-- identification of common technica areas for two potentid types of assstance:

-- [ESC volunteers

-- avoucher system, whereby al smal businesses receive a voucher worth say Kw 50,000
which can be redeemed for some portion of atechnica training course by any of a set of pre-
qudified private training firms. The smdl business owner then pays the rest of the training fee, and
chooses which firm hewants for histraining. Thisis modded on a successful program in Venezuela,
which is demand-driven and low-management after the initia setup.

-- facilitation of linkages for credit assstance. One option might be to start the lending process by
providing joint agreed guarantees as per microfinance modds. Citibank might, for example, agree to
secure aloan with the assets of not only the loanee but three of his’her colleagues who believe that
a) their colleague will be successful, having reviewed the plan with them, and b) they will be next in
line for a group-secured loan.
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The best mechanism for thisis likely to be two contracts; one for IESC, and one as a host country
contract to aboard made up of the provincia smal business associations, which includes periodic
internationa technica assstance on ademand bass. Thought should be given to ddinking the
HRDA project from ZACCI, and placing contractua commitments for collaboration in both the
IESC and HRDA agreements.

Internal Synergy

Fecilitation of smal business activities provides benefits to both the agriculture Srategic objective
and, where the businesses are health product related, to the hedlth Strategic objective. Thereare
natura links between the CARE and CLUSA work in agriculture and the management
training/association work proposed here. Development of anational small business association
serves the governance objective.

External Synergy

Work which most donors are doing in this areais limited to ZACCI and to microfinance services, or
to very limited physical locations. This project can set standards for training and enable more
widespread coverage in rurdl areass. The materids and approach could be shared with other
donors, and their clients encouraged to participate in provincid smal business associations.
Indicators

-- numbers of persons participating in provincid small business associations

-- increase of income, turnover, and number of employeesfor trainee businesses after receiving
training and/or technica support

F. Other Options for Donor Asdstance

In preiminary discussons of USAID assstance, the following areas were deemed to be less crucia
for this donor. However, they emerged in discussions with both the private sector and governmert,
and others may find them useful to condder.
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5. Microfinance, and associated financial sector reforms. A number of donors have
mentioned ther interest in and commitment to microfinance. Thisisimportant, perhaps crucid given
the collapse of rurd farming financid indtitutions, banks curtailing their exposure in agriculture due to
drought and other risks, and the expressed need of rurd SMEs for credit services. However, it will
require agood dedl of care in coordination to ensure that such a program does not go wrong. Key
Issues: sources of wholesale finance for microfinancia services, lack of exigting organizations which
could or will become sdf-sugtaining; disagreements over the minimalist or package of services
gpproaches, a culture of non-repayment and political loan forgiveness, margindization of women as
borrowers, existing programs which are not charging market interest rates or focusing on full
financid sdf-aufficiency. It will be crucid to connect financid services with non-financia services (eg
business training and market access) to reinforce the potentia for success. Work on the legidation
(which isinadequate) could aso be incorporated into the commercid lega reform project as
proposed above.

6. Establishment of the apprentice schemeto increase technical skills. The private sector is
particularly keen on this. Legidation dready exists and could easily be implemented. The private
sector funded a pre-feasibility study, which Devecorps completed. The cogt is about $3 million, and
ZAM mentioned that after three years the private sector would sdlf-finance the scheme. Thisis
worth a close look, perhaps in the context of the World Bank overdl review of education; one key
item to condder is that gpprentice schemes traditionally exclude women, and this will have to be
accounted for in the setup of any such scheme.

7. Senior economic advisory servicesfor Cabinet and M Ps. Asthe Mdawi Cabinet has
mentioned, "'no one hastrained us for thisjob of sructurd adjusment.” Zambian Ministers have
mentioned that economiesin trangtion become very complex, and few Minigersor MPs are
professonad economists. Therefore, sub-optimal decisions may be made at the politicd level
because of insufficient information about the economic consequences. Very carefully packaged
short inputs, probably from key persons at Minigerid level in the emerging nations of Southeast
Asa, for example, could facilitate better understanding of the adjustment process and clearer
rationales for economic decison-making.

8. Revamping of businessregistration and licencing procedur es, both for smal businesses
and changing/reverang the Investment Centre gpproach, to use afacilitator for al processng
systems and receive the investment licence at the end, once everything eseisdone. The Investment
Centre argues that there are too many license requirements, and most are unnecessary. The Centre
might garner goodwill by granting investment licenses to many larger firms operating for yearsin
Zambiawhich currently do not have them. Thiswould a system and pattern of license acquistion,
snce gpparently thisis currently not the case. The small business registration system will require
legd review and discussons. Norad might well take this up as part of their Invessment Centre
project, starting now.

9. Development of small livestock markets. Thisisboth astore of value and direct income
source for women in rurd areas. Meat demand isrising. In lieu of broiler factories, there might be
vaue to extension in chickens and other small livestock, especidly near towns. Thiswork needsto
be done in the context of ASIP and donor work in agriculture.

10. Establishment of a medium-term employment strategy and setup of inter-Minigterid
coordination accordingly. Thereisa crucia need for anationa approach which deals with
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sugtainable livelihood issues, as the ILO demondtrated in its recent study. Improvement of |abor
legidation and practices, and the encouraging sdf-monitoring of trade and other skills groups, will be
vitd as the economy makes the shift from public to private operations.

11. Development of an urban development/mortgage mar ket/mortgage financing. Work on
thisis commencing within the ZPA, but the financid market is not yet degp enough to make this
work. Inditutiondizing the process will be crucia to promotion of home ownership and implicitly to
nationa savings systems. Provision of serviced plots has long been under discussion, but little has
been done.
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