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Foreword

This book on light manufacturing in Zambia is part of broader World Bank work
on light manufacturing in Africa. The focus on light manufacturing, with its
emphasis on labor-intensive economic activities, is particularly appropriate for a
resource-based economy such as that of Zambia. While Zambia’s recent growth
has been impressive, it has not been accompanied with adequate job creation.
The long-term job creation in copper production has been small; links to the rest
of the economy tend to be weak as well; and the development of natural
resources tends to discourage job-creating sectors such as manufacturing in any
case. This book argues that, to be sustainable and to create productive employ-
ment, growth needs to be accompanied by structural transformation. Such trans-
formation entails a growing share of manufacturing output in the economy.

In the past, Zambia’s efforts to promote and facilitate industrial growth were
not successful. Policy regimes swung from one extreme to another. In the 1980s,
the industrial sector was put under the complete control of the state. When this
model proved unsuccessful, the policy shifted in the opposite direction in the
1990s, and all earlier government interventions were lifted. Neither extreme led
to sustained growth in manufacturing. This book suggests an alternative: direct-
ing government policies toward removing constraints in a few of the most prom-
ising light manufacturing sectors using practical, cutting-edge solutions. These
solutions would be inspired in part by the experience of the rapidly growing
Asian economies that started out at a point 20 years ago not so different from
Zambia’s level of development in these areas today.

This book has several innovative features. First, it provides in-depth cost com-
parisons between Zambia and four other countries in Africa and Asia at the
sector and product levels. Second, the book uses a wide array of quantitative and
qualitative techniques to identify key constraints to enterprises and to evaluate
differences in the performance of firms across countries. Third, it uses a focused
approach to identify country- and industry-specific constraints. It proposes mar-
ket-based measures and selected government interventions to ease these con-
straints. Fourth, it highlights the interconnectedness of constraints and solutions.
For example, solving the manufacturing input problem requires actions in agri-
culture, education, and infrastructure.

The book shows that Zambia has the potential to become regionally competi-
tive in several light manufacturing subsectors by leveraging its comparative
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Foreword

advantage in natural resource industries such as agriculture, livestock, and
forestry. Relevant interventions include both the provision of public goods and
the removal of existing policy distortions in the economy. Growing the produc-
tion of light manufacturing goods would allow Zambia to capture more value
from its raw materials and create more jobs.

Kundhavi Kadiresan

Country Director for Zambia, Malawi, and Zimbabwe
Africa Region, The World Bank
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CHAPTER 1

The Potential of Light Manufacturing
in Africa

Introduction

This report on Zambia is part of a broader World Bank project on light manufac-
turing in Africa (Dinh and others 2012).1

After stagnating for most of the past 45 years, economic performance in
Sub-Saharan Africa is at a turning point. The reforms of the 1990s across much
of Sub-Saharan Africa that focused on macroeconomic stability and liberalization
gained traction during the first decade of the 2000s. From 2001 to 2010, the
region’s gross domestic product (GDP) grew at an average rate of 5.2 percent a
year, and per capita income increased 2 percent a year (up from an average of
-0.4 percent in the 1990s). Net foreign direct investment totaled $33 billion,
almost five times the $7 billion over 1990-99, and export growth was robust.2

Experience shows that such growth cannot be sustained without a structural
transformation that lifts workers from low-productivity jobs in the informal
sector to higher-productivity activities. This transformation has yet to take place
in Sub-Saharan Africa. The boom in the commodities that are Sub-Saharan
Africa’s primary exports (such as oil, cotton, metals, and minerals) fueled a large
part of the growth in the last decade. Investment remains low, less than
15 percent of GDP, compared with 25 percent in Asia, and more than 80 percent
of workers are stranded in low-productivity jobs.

Labor-intensive light manufacturing led the economic transformation of most
high-performing developing countries; yet, it has not fared well in Sub-Saharan
Africa. While China’s dominance of global manufacturing in recent years has
shrunk the market share of other regions, the contraction in Sub-Saharan Africa’s
share has been longer and deeper than most. Sub-Saharan Africa’s share of global
light manufacturing has dwindled to less than 1 percent, and preferential access
to markets in the European Union and the United States has made little differ-
ence. Without structural transformation, Sub-Saharan Africa is unlikely to catch
up with more prosperous countries, such as China and Vietnam, which were not
so different economically in the 1980s relative to Sub-Saharan Africa today.

In addition to increasing the productivity of medium and large formal firms,
Sub-Saharan Africa has to raise the productivity and encourage the upgrading
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and expansion of micro and small enterprises, most of them in the informal
sector. Light manufacturing in Sub-Saharan Africa is characterized by a few
formal medium firms providing products for niche or protected markets and a
vast number of small informal, low-productivity firms providing low-quality
products for domestic markets. These small enterprises provide low-paying jobs,
little in foreign exchange earnings, and few productive employment opportuni-
ties. Encouragement for the productivity and expansion of small firms has not
received adequate attention. It is addressed in this report.

This study draws on the following five analytical tools3:

e The World Bank Enterprise Surveys*

¢ Qualitative interviews with about 300 enterprises (both formal and informal)
of all sizes in China, Ethiopia, Tanzania, Vietnam, and Zambia, conducted by
the study team and based on a questionnaire designed by John Sutton of the
London School of Economics

¢ Quantitative interviews with about 1,400 enterprises (formal and informal) of
all sizes in the same five countries, conducted by the Centre for the Study of
African Economies at Oxford University and based on a questionnaire designed
by Marcel Fafchamps and Simon Quinn of Oxford University

¢ In-depth interviews with about 300 formal medium enterprises in the same
five countries that focused on the value chain and that were conducted by
Global Development Solutions

¢ A study of the impact of Kaizen managerial training among owners of small
and medium enterprises; this training, delivered to about 250 entrepreneurs in
Ethiopia, Tanzania, and Vietnam, was led by Japanese researchers from the
Foundation for Advanced Studies on International Development and the
National Graduate Institute for Policy Studies

Five features distinguish our study from previous studies. First, the
detailed examination of light manufacturing at the sector and product levels
in five countries provides in-depth cost comparisons between Africa and
Asia. Second, building on a growing body of work, the study uses a wide
array of quantitative and qualitative techniques, including surveys and value
chain analysis, to identify key constraints to enterprises and to evaluate dif-
ferences in firm performance across countries. Third, the finding that firm
constraints vary by country, sector, and firm size leads to a focused approach
to the identification of constraints and the adoption of a combination of
market-based measures and government interventions to remove them.
Fourth, the study recognizes that improving the prospects for light manufac-
turing requires actions across many sectors, not only manufacturing. Solving
the problems of manufacturing inputs means solving specific issues in agri-
culture, education, and infrastructure. Fifth, the study draws on experiences
and solutions in other developing countries to inform its recommendations.
The goal is to find practical ways to increase employment and spur job
creation in Sub-Saharan Africa.
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The Potential of Light Manufacturing in Africa

At a broad level, in the three African countries covered—Ethiopia, Tanzania,
and Zambia—and across sectors and firms of varying sizes, the study identifies six
binding constraints to the growth of light manufacturing: input availability, cost,
and quality; access to industrial land; access to finance; trade logistics; entrepre-
neurial skills; and worker skills. The combinations of these six constraints vary by
country, sector, and firm size. For example, entrepreneurial skills, land, inputs, and
finance are the most important constraints among small firms, while trade
logistics, land, and inputs are among the most important among large firms.

This finding has two implications. First, policy makers need to identify the
constraints in specific sectors to design effective policies to remove them.
Second, once these constraints have been identified, it becomes clear that they
are few in number, are fairly easily addressed, and can create a chain reaction of
reforms. This contrasts with past studies of Africa’s growth potential, which have
resulted in a long list of constraints, including infrastructure, education, corrup-
tion, and red tape. Our findings point to a smaller number of more specific
constraints and, sometimes, new key constraints. Narrowing the analysis can
make the reform agenda more manageable given the financial and human
resource limitations of most African countries.

The report presents an in-depth diagnosis of the constraints in five light manu-
facturing sectors in Zambia: apparel, leather products, wood products, metal
products, and agribusiness. These sectors have been selected because they have
the greatest potential; limited resources can be directed at easing the most severe
constraints to unleash the energy in these sectors. Policy reforms are proposed
based on their success in addressing these constraints in other countries.

In four of the five sectors, the advantage of African countries in lower money
wages is wiped out by higher input and trade logistics costs (figure 1.1). The
exception, leather products, has the highest share of labor within production
costs (45 percent in China, compared with about 20 percent in the other sectors).
Among up-to-scale and fairly well-managed companies, the production cost
penalty deriving from lower labor productivity is small (except in wood products)
because firms are shielded from international competition by high transport costs.

Identifying the binding constraints is the first step in overcoming them.
Focusing on removing the constraints in a specific sector or set of sectors trims
the long list of challenges to a shorter list that may be dealt with relatively
quickly, without creating complex political economy problems in the short run.
And this means that Zambia does not need to wait for all issues across all sectors
to be dealt with before it embarks on structural transformation.

Because the binding constraints vary by country, sector, and firm size, policy
makers need to accomplish the following:

¢ Identify the most promising manufacturing sectors and then identify, priori-
tize, and remove the most serious constraints.

e Keep targeted policies selective, consistent with the country’s comparative
advantage and in line with the country’s resources and capacity; use conven-
tional and unconventional policies, such as plug-and-play industrial zones.
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4 The Potential of Light Manufacturing in Africa

Figure 1.1 Sources of Relative Excess Production Costs, Ethiopia, Tanzania, and Zambia, 2011
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Source: Dinh and others 2012.
Note: The figure shows the average production costs at medium firms in Ethiopia, Tanzania, and Zambia as a percentage of production costs at
similar firms in China.

o Start small and build gradually; success breeds success, as the Ethiopian rose
farm case study illustrates (see Dinh and others 2012). One person started a

rose farm, and now 75 farms produce $200 million in exports and have created
50,000 jobs.

Why Light Manufacturing?®

Light manufacturing (including agribusiness) has been an important stepping
stone toward economic transformation in most economically successful develop-
ing countries (for example, China, Mauritius, Vietnam, and the Asian tigers).%
Light manufacturing is labor intensive and allows low-income countries to
compete by leveraging their low labor costs. As they grow, light manufacturing
firms earn and save foreign exchange, provide higher wages to the vast pools of
underemployed labor, and develop new technical and managerial skills. In addi-
tion to their low labor costs, African countries also have the opportunity to
leverage competitive (or potentially competitive) input industries (for example,
agricultural products, leather, and wood) to develop competitive light manufac-
turing industries. In Ethiopia, for example, where the combined export share of
coffee and sesame seeds fell from 75 to 25 percent over 1995-2008, this would
imply not only diversification from coffee and sesame seeds toward more-processed
agricultural and light manufactured products, but also the transformation of
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exports of live animals and unprocessed hides and skins into leather, a key input
for exports of final products such as leather footwear, handbags, belts, and gloves.”

Manufacturing has long been recognized as an engine of growth in indus-
trial countries. Nicholas Kaldor’s first law of economic growth states that “the
faster the rate of growth of the manufacturing sector, the faster will be the
rate of growth of . .. [GDP] . .. for fundamental economic reasons connected
with induced productivity growth inside and outside the manufacturing
sector” (Thirlwall 1983, 345). In a study on economic growth in developed
countries, Kuznets (1959) noted that modern economic development is char-
acterized by long periods of rapid output growth that coincide with a struc-
tural shift in the composition of output away from agriculture and into
manufacturing.

Even in developed countries where the share of manufacturing in output
and employment has been stagnant or declining, there is evidence that manu-
facturing involves more production links with other sectors and the transfer
of more production skills than is the case in nonmanufacturing sectors. A U.S.
Department of Commerce (1995) study of the effects of changes in final
demand on flows of goods and services between and within industries com-
pared between-industry transfers in the production process of manufacturing
and nonmanufacturing industries. Using the ratio of gross output required to
satisfy a given unit of final demand as a rough indicator of between-industry
transfers, the study found that manufacturing had a much higher activity ratio
than did nonmanufacturing; manufacturing industries drew more heavily on
nonmanufacturing industries than the reverse; and gross output per unit of
final demand was higher in manufacturing industries than in nonmanufacturing
industries.

Manufacturing may not be the only driver of economic development in every
case. Thus, for example, mining (Botswana), information and communication
technology (India), and tourism (Cape Verde) have also been important, and
copper is a natural resource that Zambia needs to exploit. However, exploiting
natural resources rarely creates many jobs. This chapter argues that, even in
resource-based countries, there is a clear case for the development of light manu-
facturing (including agribusiness). In cooperation with the private sector, govern-
ments can identify the light manufacturing sectors in which the country could
and should compete on the basis of a clear comparative advantage. The private
sector should lead the product-level identification, with government in a
supporting role.

Light Manufacturing in Africa and in Zambia

Based on World Bank Enterprise Survey data on 89 countries, the manufacturing
sector can be classified into low-technology industries (food and beverages,
leather, wood processing and wood products, simple metal products, textiles, and
garments) and high-technology industries (metal and machinery, electronics,
chemical and pharmaceutical products, nonmetal and plastic products,
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automobiles, parts, and “other manufacturing”). This classification shows that
Africa’s natural comparative advantage is more likely to be in low-technology
than in high-technology manufacturing (Harrison, Lin, and Xu 2012). And light
manufacturing has considerably greater employment potential than heavy manu-
facturing or more sophisticated services.

In most medium-size African countries, light manufacturing can capitalize on
human and natural resources to create a large number of more well-paying jobs
fairly rapidly for the vast and growing pool of low-skilled workers, many of
whom are already employed in low-productivity jobs in the informal sector. The
increasing technological complexity of many manufacturing industries since the
emergence of the East Asian tiger economies has led some observers to conclude
that the case has weakened for light manufacturing as a better source of job
creation than agriculture.

But industries such as apparel, footwear, and furniture remain unskilled-labor
intensive. These industries continue to employ vast numbers of unskilled workers
around the world, even in China (Panagariya 2008).2 This is evident from the
experiences of East Asian and some South Asian countries, where millions of
low-skilled, informal workers were lifted out of poverty with the emergence of
light manufacturing. For example, in the Chinese provinces of Guangdong and
Fujian, the industrial labor force increased from 6 million in 1985 to 11 million
at the end of 2001 (likely to be an understatement, given the large number of
migrant workers; see Naughton 2007). Official data indicate that 83 million
Chinese were employed in the manufacturing sector in 2002 (NBS 2003).
Therefore, it makes good sense for governments to collaborate with the private
sector to explore the employment potential of light manufacturing.

The strong connection between light manufacturing and trade is another
reason for this choice. The case for export-led growth is well established for
developing countries (Chenery 1980; Commission on Growth and Development
2008; Harrison and Rodriguez-Clare 2010). In particular, Harrison and
Rodriguez-Clare (2010) suggest that more export-oriented countries have
grown more rapidly, although establishing causality is difficult. Developing
countries also need to import the skills and technology necessary to move up
value chains. Finally, there are important learning effects of exposure to global
competition.

The focus on simple, labor-intensive light manufacturing is particularly appro-
priate for a resource-based country such as Zambia because the development of
natural resources tends to discourage development in job-creating sectors such as
agriculture and manufacturing. Zambia is blessed with an abundance of copper
and other mineral resources that can readily generate foreign exchange and
government revenue. However, there are many well-known problems associated
with managing mineral resources. First, developing natural resources does not
generate many jobs, especially the productive jobs needed in economies where
unemployment or severe underemployment is high. Second, pressures on the
real exchange rate (the Dutch Disease) tend to discourage labor-intensive growth
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(see below). Third, mineral revenues are volatile and uncertain because of their
dependence on international commodity prices. Finally, mineral resources tend
to stimulate rent seeking, which, coupled with weak institutions, makes address-
ing governance issues difficult in developing countries.

The Dutch Disease refers to the change in a country’s production structure
arising from a large increase in capital inflows or foreign reserves, typically from
a natural resource boom, leading to contraction in the tradable sector, usually
manufacturing (Corden 1984; Corden and Neary 1982). The increase in natural
resource revenues boosts national income and demand, inducing a shift in
production from the tradable sector to the nontradable sector and appreciation
in the real exchange rate as a result of the higher prices of nontraded goods rela-
tive to traded goods. This raises the costs of inputs for the rest of the economy,
particularly for the exporting sectors. Because the mineral sector uses fewer
inputs and its dependence on domestically produced goods is low, sectors such
as manufacturing and agriculture lose their profitability and competitiveness
against imports. Ultimately, the nonmineral export sector contracts, the public
sector expands, and inflation rises. The adverse impact of resource wealth on
tradable sectors is commonly associated with low economic growth.

One feature of some countries affected by the Dutch Disease is the coexis-
tence of high wages in the formal sector and high levels of unemployment or
underemployment in the economy. As pointed out by Seers (1964), wages in
these countries first rise in the resource sector and then spread to other sectors,
making the creation of employment difficult, whether in the public or the
private sector. Under normal circumstances, a real devaluation would rectify
the situation, but this is usually not feasible in these countries given that the bal-
ance of payments is in a favorable position because of mineral exports.

The shift from the manufacturing sector can be detrimental to growth. If
resources are depleted or commodity prices fall, competitive manufacturing
industries may not be able to spring back as quickly as needed. Technology grows
much more slowly in the mineral sector and the nontradable sector than in the
nonmineral tradable sector, preventing firms from investing in the tradable
sector.

To escape the Dutch Disease, Zambia has to begin a structural shift in produc-
tion from mining and subsistence farming to modern agriculture, tourism, and,
especially, light manufacturing.

Identifying Opportunities in Light Manufacturing

There are a number of ways for policy makers to identify opportunities in light
manufacturing to provide support to the private sector. This section describes
some common approaches.

For existing products, the concepts of revealed comparative advantage (RCA)
and the domestic resource cost (DRC) may be useful for identifying industries
where increased production can accelerate industrialization.?
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The RCA is an index of a country’s relative advantage in exporting a
commodity. The index, named after Balassa (1965), is defined as follows:

RCA= (E,/E,)/ (E,, /E,), (1.1)

where E_ is exports of commodity j by country i, w is the set of countries, and
n is the set of all commodities. A country is said to have a comparative advantage
in commodity j if RCA is greater than 1 and to have a comparative disadvantage
in j if RCA is less than 1.

The DRC, as stated by Bruno (1972), is defined as follows:

_ -2 5Vs
4= Tabe, (1.2)

where dj is the DRC of product j, m is the number of primary factors and n
the number of products; v is the accounting (shadow) price for the sth primary
factor (s = 1 is the foreign exchange), £ is the difference between the marginal
dollar revenue of commodity j (u) and the (marginal) dollar import require-
ments for the unit production of commodity j (m), and a bar represents the
total (direct and indirect) primary factors of production. The DRC directly
measures a country’s comparative advantage in a product and is particularly
valuable in determining whether it makes economic sense for the government
of an import-dependent country to spend money to foster exports that generate
foreign exchange or to support import replacement that conserves foreign
exchange. The DRC is a widely used index of economic efficiency in restrictive
trade regimes.

An index value of less than 1 indicates that the cost of the domestic
resources used to produce a unit of the product is less than the potential
foreign exchange earnings from exporting the product, that is, the country
has a comparative advantage in that product, and there is a rationale for the
government to foster the export of the product. A DRC of greater than
1 indicates that the cost of the domestic resources used to produce the good
for the domestic market is more than the foreign exchange required to
import the good, that is, the country does not have a comparative advantage
in the product, and the government should not be supporting import-
substitution policies for it. It should be noted that the DRCs (and RCAs) are
calculated on an ex post basis according to the existing resource endowment
and policies. Policy reforms could change the DRC value over time. In
industries that pass the DRC test, whether for exports or import substitution,
integrated value chain studies can map the constraints to policy recommenda-
tions and identify what it will take for the government to promote the expan-
sion of the identified industries.

For new products, latent comparative advantage, identified using the growth
identification and facilitation framework, can pinpoint industries that are likely
to be consistent with a country’s comparative advantage (Lin and Monga 2010).
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The framework postulates that, while a country’s endowments (its infrastructure,
for example) determine its comparative advantage at a given time, they can
change if a country grows rapidly (that is, the country’s comparative advantage
becomes dynamic) (Lin 2009a). Some dynamically growing industries will lose
their comparative advantage as the economy’s endowment structure upgrades.
These sunset industries will become the sunrise industries of countries in
which the income levels are lower and in which the endowments are less capital
intensive (that is, those countries will have a latent comparative advantage in
these endowments). Over time, mastering the production of the simplest light
manufactures such as T-shirts can open the door to a comparative advantage in
more sophisticated light manufactures, but not without a corresponding upgrad-
ing of industry skills (Lin 2009b, 2010).

The approach we recommend for the identification of specific opportunities
in manufacturing is a practical one (Dinh and others 2013). The government
should let the private sector explore and undertake all initiatives with regard to
product selection and markets. The role of the government at that stage is to
provide the private sector with basic support in the form of infrastructure and
other public goods. Once these initiatives prove successful, government support
can become substantial and can vary from providing finance and training to offer-
ing land in industrial parks. This approach is consistent with the limited resources
of Zambia, and it relies on market forces to bear the risks and to leverage the
government support.

The Potential for Light Manufacturing in Africa

Many African countries have all the inputs needed for a competitive light manu-
facturing sector: a comparative advantage in low-wage labor, abundant natural
resources sufficient to offset lower labor productivity relative to Asian competi-
tors, privileged access to high-income markets for exports, and, in most cases, a
sufficiently large local or regional market to allow emerging producers to develop
capabilities in quick-response, high-volume production and quality control in
preparation for breaking into highly competitive export markets.

This report proposes that these countries should follow the course pioneered
by a succession of Asian countries by accelerating the realization of latent com-
parative advantage in segments of light manufacturing in which specific, feasible,
sharply focused, low-cost policy interventions can deliver a quick boost to
output, productivity, and, perhaps, exports, opening the door to expanded entry
and growth.

Growing Markets Inside and Outside Africa
In recent years, four factors have opened new markets for Africa’s light manufac-
turing firms:

e More rapid economic growth has expanded the size of the domestic market for
manufactures in most countries. New markets thus offer new opportunities.
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e Foreign investors and aid agencies are investing in manufactures destined for
foreign markets. Examples include the U.S. Agency for International
Development’s technical assistance to Zambian farmers.

¢ For globally competitive light manufacturing firms in Sub-Saharan Africa, the
market is the world. In 2005, the United States established new trade prefer-
ences under the African Growth and Opportunity Act, granting Zambian
products exceptionally favorable access to the United States, while the
European Union took similar measures under the Cotonou Agreement. These
trade preferences are critical to the success of African exporters in the global
apparel market; without the preferences, these countries are uncompetitive
with efficient global exporters in markets in the European Union and the
United States (World Bank 2011).10

® Regional integration within Africa increases the attractiveness of regional
markets. Thus, Tanzania’s and Zambia’s participation in regional trade agree-
ments has opened up new markets.

China’s Growing Labor Cost Disadvantage

Chinese products have penetrated almost every corner of the global market.
China supplied 18 percent of the combined value of the market imports in the
European Union and the United States in 2004 and 35 percent in 2008. China
is an inevitable competitor for Sub-Saharan African light manufacturing exports
to these markets.

But the capacity of coastal Chinese firms to outperform rivals in low-income
countries on both price and quality has begun an irreversible process of decline
for labor-intensive light industry manufactures. The depletion of China’s large
pool of less highly skilled workers and rapid cost increases, particularly in wages
and nonwage labor expenses, have begun to price many of China’s coastal export
firms out of global markets for these products. Some of the displaced production
will shift to China’s inland provinces, but new manufacturing clusters are also
arising in Bangladesh, Cambodia, and other countries.

Rising wages, the stiffening enforcement of labor and environmental regula-
tions, the gradual expansion of costly safety net provisions, and the prospect of
increases in the international value of China’s currency mean that China’s com-
parative advantage in exports of labor-intensive manufactures will continue to
erode, and the erosion could even accelerate. This prospect creates an opportu-
nity for Sub-Saharan African countries to jump-start structural changes that hold
the promise of delivering large and sustained increases in output, exports,
employment, productivity, and incomes. China’s efforts to limit the upward drift
of its currency have contributed to substantial domestic inflation, spurring wage
demands and hastening the erosion of cost advantages in labor-intensive
manufactures.

This opens an entry point for other low-wage producers that can learn to
compete, including firms based in Zambia. But low-income South Asia, East Asia,
and the Middle East and North Africa will be hot contenders for newly available
slices of the global market. The challenge facing Sub-Saharan African firms is
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whether they can compete with firms in Bangladesh and Nepal, as well as
Cambodia, the Lao People’s Democratic Republic, and Vietnam, which have low
wages and large pools of less skilled labor. But even a small slice of the global

apparel market would create millions of higher-productivity and higher-wage
jobs in Sub-Saharan Africa.

Previous Policy Prescriptions: An Intimidating To-Do List

Past studies that reviewed the constraints on the expansion of light manufactur-
ing in Sub-Saharan Africa came up with staggeringly long lists that implied that
no feasible set of policy adjustments could make these countries attractive to
investors. Most frustrating about these lists is the implication that, unless all the
shortcomings are fixed, the sector cannot grow.

Yet, other economies have managed to expand the production and export
of light manufactures without first resolving all the constraints currently
observed in Sub-Saharan Africa. Visitors to China in the mid-1970s and early
1980s were appalled at the low product quality (sewing machines that leaked
oil onto the fabric, as well as electric motors that failed in hot, humid
weather); the passive management (one manager at a large plant insisted that
he did not know the unit cost of his product; another manager asked to
explain the presence of numerous idle workers, said “if we didn’t employ
them, where would they go?”); administrative confusion (would-be investors
left the Xiamen Special Economic Zone in disgust after managers failed to
provide stable prices for land, electricity, or water); delays in moving mer-
chandise through customs and port facilities; lackadaisical attitudes toward
customer needs; and on and on.

Emerging manufacturers in Zambia must, of course, compete with today’s
Chinese firms, not with the much weaker Chinese enterprises of the 1980s.
But, as noted above, powerful market forces have begun to undermine the
competitive advantage of China’s well-established coastal centers of labor-
intensive manufacturing. This process, which visitors to the region have been
pointing out for at least the last five years, reflects irreversible forces that seem
certain to intensify.

As China’s coastal producers of apparel, leather products, and other labor-
intensive manufactures experience a continuing squeeze on profitability, they
will either shift to other lines of business or move to the interior, to other Asian
countries (such as Bangladesh and Cambodia), or—as suggested in this report—
to African countries such as Tanzania and Zambia.

The recommendations of this report, based on intensive study of specific
sectors in Zambia, draw on the experience of countries such as China and
Vietnam, which have managed to build thriving light industries despite the
handicaps of problematic initial conditions. The logic underlying these recom-
mendations is simple and direct.

While it will be difficult for new African manufacturers to match the price
and quality advantages of well-established market leaders in China’s coastal
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regions, the gradual erosion of the competitive advantage of Chinese firms is
creating fresh opportunities. Initially, African firms would be able to build up
their share of the domestic sales of labor-intensive manufactures and then, with
the accumulation of skills, experience, and financial strength, enter global
markets in competition with new entrants from China’s interior and from coun-
tries such as Bangladesh and Cambodia, the economies of which suffer from
some of the same difficulties and constraints now visible in Tanzania, Zambia,
and their neighbors. As in China and Vietnam, introducing incentives to recruit
foreign entrepreneurs and attract foreign direct investment can accelerate the
process and expedite the pace of entry into global markets.

The approach proposed in this report is to use intensive study of individual
light industry sectors to identify a concrete package of specific, feasible, and inex-
pensive policy initiatives that can maximize Zambia’s opportunity to jump-start
the growth of production, employment, and exports.

The experience of China and East Asian countries shows that development
prospects benefit from macroeconomic stability and from a business environ-
ment that encourages rather than obstructs entrepreneurial initiative. Recent
improvements confirm that, for many African countries, the macroeconomic
environment is no longer a critical constraint to industrial growth. In fact,
Tanzania and Zambia are among several African countries that, over the past
decade, have improved macroeconomic conditions (less inflation, lower deficits)
and provided opportunities to private entrepreneurs. International experience
also shows that manufacturing can expand rapidly despite challenging institu-
tional arrangements. For example, China did not introduce laws protecting the
property rights of private businesses until after 2000, and clearly specified imple-
mentation mechanisms are missing. Private businesses still have little access to
bank lending or to formal financial markets.

Although Sub-Saharan African countries usually rank low on many compo-
nents of the World Bank’s doing business index, evidence from the quantitative
and enterprise surveys undertaken for this project shows that Sub-Saharan
African firms do not face notably different conditions from those of their coun-
terparts in China (Harrison, Lin, and Xu 2011). These constraints may be impor-
tant, but, as Chinese experience demonstrates, they need not constitute
impassable barriers to expansion and upgrading.

Resolving Critical Constraints in the Most Promising Sectors

The favorable observations about macroeconomic circumstances and the busi-
ness environment in Sub-Saharan Africa notwithstanding, accelerating structural
transformation requires that several substantial obstacles be overcome, particu-
larly those that involve finance, infrastructure (electricity, roads), governance,
and human capital. Because African governments cannot relax all these
constraints at once, this report proposes a different approach to jump starting
light manufacturing. Focusing value chain analysis and other analyses on a
handful of carefully chosen sectors, picking reasonable benchmarks, and aiming
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for price competitiveness make it possible to trim the long list of constraints
into a few leading constraints in each of the most promising sectors. Such
priorities make the exercise more manageable, the policy actions more precise,
and the sequencing easier. They also make it possible to exploit the potential
for light manufacturing by identifying the few most critical steps Sub-Saharan
African governments can take to remove these constraints in the most promis-
ing sectors first.

This two-stage study advances the understanding of what is required to
establish light manufacturing by laying out specific actions built on successful
experiences in low-income countries. It accomplishes the following:

¢ Identifies specific sectors as potential candidates for start-ups

¢ Pinpoints constraints that have obstructed manufacturing in these sectors

e Highlights concrete policy measures that can remove these constraints and
create opportunities for private domestic or foreign entrepreneurs to initiate
light manufacturing operations

This approach builds on the work of Hausmann, Rodrik, and Velasco (2005),
who visualized development as a continuous process of specifying binding con-
straints that limited growth, formulating and implementing policies to relax the
constraints, securing modest improvements in performance, and then renewing
growth by identifying and pushing against the factors limiting expansion in the
new environment. It is also consistent with the new structural economics
approach (Lin 2010), which views economic development as a process requiring
the continuous introduction of new and better technologies in existing industries
and the upgrading of labor- and resource-intensive industries to new, more
capital-intensive industries.

Following Hausmann, Rodrik, and Velasco, our approach emphasizes that
development begins somewhere, but not everywhere. In Africa, as in China,
applying limited funding and administrative personnel to implement a set of
sharply focused reforms holds the promise of establishing new clusters of pro-
duction, employment, and, eventually, exports without first resolving economy-
wide problems of land acquisition, utility services, skill shortages, administrative
shortcomings, and the like.

Notes

1. Also see “About Light Manufacturing in Africa,” Data and Research, World Bank,
Washington, DC (accessed March 5, 2012), http://go.worldbank.org/OPHUIVOUTO.

2. World Development Indicators (database), World Bank, Washington, DC, http://data
.worldbank.org/data-catalog/world-development-indicators.

3. A discussion of why these five countries and five analytical tools have been selected,
together with detailed results, may be found in Dinh and others (2012) and is also
available at “Book: Light Manufacturing in Africa; Targeted Policies to Enhance Private
Investment and Create Jobs,” Data and Research, World Bank, Washington, DC,
http://go.worldbank.org/ASG0J44350.
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4. See Enterprise Surveys (database), International Finance Corporation and World
Bank, Washington, DC, http://www.enterprisesurveys.org.

5. This section has been prepared by Vandana Chandra.

6. Following the United Nations (UN 2009) International Recommendations for
Industrial Statistics 2008, this report defines manufacturing as section C of the
International Standard Industrial Classification of All Economic Activities, Revision
4: “the physical or chemical transformation of materials, substances or components
into new products. . . . The materials, substances or components transformed are raw
materials that are products of agriculture, forestry, fishing, mining or quarrying or
products of other manufacturing activities. . . . Assembly of the component parts of
manufactured products is considered manufacturing. This includes the assembly of
manufactured products from either self-produced or purchased components.”
Within manufacturing, light industry usually refers to labor-intensive, consumer-
oriented products, such as the five product sectors specified in this book.

7. For the data, see UN Comtrade (United Nations Commodity Trade Statistics
Database), Statistics Division, Department of Economic and Social Affairs, United
Nations, New York, http://comtrade.un.org/db.

8. Panagariya (2008, 286) further argues as follows: “greater expansion of unskilled-
labor-intensive sectors still offers greater scope for the employment of unskilled labor.
... No evidence is available showing that shifts in technologies have narrowed the
relative differences between unskilled-labor intensities across sectors. As for the mag-
nitude of expansion, the world markets offer huge scope for it. If policies are right,
India could replace China as the manufacturing hub of unskilled-labor-intensive
products of the world.”

9. We are grateful to Professor Howard Pack for this point.

10. The recent severe deterioration in Madagascar’s apparel production after the
removal of its eligibility under the African Growth and Opportunity Act is a case
in point.
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CHAPTER 2

Economic Background

Introduction

A peaceful, democratic country with enormous economic potential, Zambia has
a rich endowment of natural resources (fertile land and large water, mineral, and
forestry resources). From independence in 1964 to the early 1990s, Zambia
followed an economic policy of pervasive state intervention in factor and product
markets and large-scale state ownership of productive assets (World Bank 2000).
For many years, the effects of these policies on the economy were masked by the
revenue generated by copper production and exports. But, when world copper
prices fell, the inefficiencies of Zambia’s interventionist economy became more
evident as domestic incomes and output came under increasing downward
pressure. The government tried to offset the decline in copper earnings by
borrowing heavily abroad, but the economic decline continued. Incomes fell
rapidly over the 1980s, while the country became heavily indebted.

The new government that took office in 1991 launched a program of eco-
nomic stabilization and liberalization designed to reverse the economic decline
and put Zambia on a path of sustainable growth. Prices were decontrolled and
subsidies eliminated; inflation was brought down considerably; market forces
were allowed to determine the exchange rate and interest rate; quantitative
restrictions on imports were eliminated; and the tariff structure was compressed
and simplified. State enterprise monopolies were ended; crop marketing was
liberalized; and a far-reaching privatization program made good progress.

The Promising Economic Growth since 2000

Zambia has recorded promising economic growth since 2000 thanks to these
new economic policies, improving copper prices, and substantial donor assis-
tance, including debt relief. The gross domestic product (GDP) rose an average
of 5.6 percent a year over 2000-10, and inflation has been held to single digits.
Economic expansion has been particularly robust in mining (10.6 percent) and
construction (15.2 percent). Growth averaged 4.2 percent in manufacturing and
4.8 percent in services (table 2.1). Meanwhile, dominated by smallholder family

Light Manufacturing in Zambia « http://dx.doi.org/10.1596/978-0-8213-9935-4

17



18

Economic Background

Table 2.1 Sectoral Composition of GDP Growth, Zambia, 2000-10

percent
Annual average
growth rate Share of GDP
Sector 2000-10 2000-02 2008-10
Agriculture 23 16.1 126
Industry — 26.1 327
Mining and quarrying 10.6 7.1 9.2
Manufacturing 4.2 10.6 9.5
Food, beverages, and tobacco 6.1 59.6 68.7
Textile and leather products -89 17.2 6.1
Wood and wood products 52 74 8.2
Paper and paper products 8.7 2.8 37
Chemicals, rubber, and plastic products 44 8.5 8.8
Fabricated metal products 2.1 2.2 2.0
Electricity 33 3.0 24
Construction 15.2 54 11.6
Services 4.8 58.7 54.7
GDP, total 56 100.0 100.0

Source: Central Statistical Office of Zambia.
Note: — = not available; GDP = gross domestic product.

farms, agriculture has grown at 2.3 percent a year over the period. Despite the
high overall growth, almost two-thirds of Zambians still live in poverty, and, on
most measures of social welfare, rural people persistently do less well than urban
dwellers.

During the first decade of the 2000s, there were some changes in the
structure of production. The share of industry, broadly defined to include
mining, manufacturing, electricity, and construction, increased from
26 percent of GDP in 2000-02 to almost 33 percent in 2008-10. However,
the share of manufacturing fell from 10.6 to 9.5 percent. The combined
share of food, beverages, and tobacco in manufacturing went up from 59.6
to 68.7 percent, while the share of textile and leather products fell from
17.2 to 6.1 percent.

Among exports, diversification away from copper has been slow.
Noncopper exports have grown at an average rate of 14 percent in current
dollar terms, but copper still constitutes about 70 percent of total exports,
largely because of high international prices. This is worrisome because
mining dependence has led the country to a decline in per capita incomes
and to several crises in the last 50 years. To resolve the current problems,
Zambia has to begin a structural shift in production from mining and
subsistence farming to modern agriculture, agroindustry, tourism, and light
manufacturing. This shift is inevitable if Zambia is to lift its people out of
poverty and create employment for the 200,000 young people who enter the
labor force each year.!
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Zambia’s Potential and the Main Constraints to Competitiveness

Zambia has not fully exploited its latent comparative advantage in resource-
based light manufacturing industries. To maintain its growth momentum and
share the benefits of growth more broadly, Zambia will need to use its
untapped natural resources more effectively. The government has ambitious
plans to realize this objective, described in its Vision 2030 proposals and the
Sixth National Development Plan for 2011-15 (MCTI 2006; MOF 2011).
A key area of priority is resource-based light manufacturing, where the
emphasis is on spreading economic opportunities in a balanced way across
all segments of the population and regions of the country through increased
access to skills, resources, and markets and improved connectivity and
integration.

The goal of our study is to assist the government in formulating the policy
reforms needed to achieve its ambitious plans. In particular, the study aims to
assess the key features, strengths, and weaknesses of five light manufacturing
sectors (apparel, leather products, wood products, metal products, and agribusi-
ness), identify the main constraints in these sectors that prevent Zambian
companies from taking advantage of market opportunities, and suggest actions to
overcome these constraints. Promoting light manufactures will help Zambia
diversify production and exports away from copper and smallholder agriculture,
shifting the economy toward a more diversified economic profile that encom-
passes higher—value added light manufacturing industries.

This is an especially crucial time for Zambia to act. China’s comparative
advantage in light manufactures is slowly eroding because of the steeply rising
cost of labor, land, and regulatory compliance in that country. As China gradu-
ates from some light manufactures, Zambia will have an opportunity to increase
its own share in domestic and international markets.

Some barriers, such as limited access to credit and lack of entrepreneurial
and technical skills, afflict all five sectors. Others are specific to individual
sectors. Programs, appropriately packaged and sequenced, need to address
both types of barriers. Implementing the proposed cross-sectoral policies
simultaneously in all manufacturing sectors may not be feasible initially
because this would strain limited institutional and administrative capacity and
financial resources. Focusing on the selected sectors to generate marked
impacts could make it easier to expand the approach to other areas later. The
sector-specific constraints are discussed in the chapters on individual sectors
(chapters 5-9). While our broader study covers five countries (China,
Ethiopia, Tanzania, Vietnam, and Zambia), China is considered Zambia’s main
competitor in domestic, regional, and global markets for light manufacturing
products, as evidenced by the flood of Chinese products into these markets.
China has also been identified as one of the two main competitors (together
with South Africa) in the quantitative surveys of Zambian firms undertaken
as part of our research (Fafchamps and Quinn 2012). If Zambia can compete
successfully with China, it should be able to compete with other countries in
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the five selected products. The rest of this chapter looks at Zambia’s current
advantages and disadvantages compared with China.

Advantages
Zambia’s substantial potential in expanding its light manufacturing industries is
based on four key advantages, as follows:

o Low labor cost: Nominal wages are lower in Zambia than in China for both
skilled and unskilled labor (table 2.2). The wages in the informal sector, where
more than 80 percent of the labor force work, are much lower than the wages
in the formal sector. Clarke (2012) reports that, in 2008, the monthly labor
costs in a median unregistered micro, small, and medium enterprise was less
than $30 per worker, about one-fourth of the corresponding labor costs in a
median formal manufacturing firm. Labor productivity is similar (slightly
higher in some sectors and slightly lower in others), except in wood products,
where it is substantially lower in Zambia (see table 3.2 in chapter 3). This gives
Zambia a considerable labor cost advantage. However, this advantage is wiped
out by other cost elements.

o Rich natural resources: Zambia has a rich supply of raw materials such as cotton,
hides and skins, wood, minerals, and agricultural products for the production
of intermediate goods such as yarn, cloth, leather, timber, and metal sheets and
rods. This provides an opportunity for the development of an integrated
domestic supply chain in light manufacturing. However, the supply chain is
now broken.

Table 2.2 Quantitative Results of Company Surveys, China and Zambia, 2010
percent unless otherwise indicated

Characteristic China Zambia

Average monthly wage (US$)

Skilled 305-399 284-364

Unskilled 197-278 157-208
Share of companies with owners with more than partial secondary education 90 50
Share of production workers without any education 0 37

Share of companies providing in-kind benefits

Housing 82 15
Subsidized meals 80 77
Share of companies experiencing power outages 36 70
Share of companies with membership in business associations 45 20

Share of companies receiving no outside assistance during start-up

Technical advice 9.7 429

Financing 326 64.9
Share of companies exporting part of their output 39 5
Share of companies that borrowed from banks and nonbank institutions 60 8
Annual average interest paid 47 21.0

Source: GDS 2011.
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o Growing domestic market: Zambia's significant and broadbased economic
growth—averaging 5.6 percent over the past 10 years—and its growing middle
class are creating strong demand for light manufacturing products. However,
that demand in the light manufactures in which Zambia has a latent compara-
tive advantage is being met largely by imports. Zambia can replace part of
these imports by strengthening its competitiveness.

o Access to foreign markets: Zambia has duty- and quota-free access to the main
developed-country markets for almost all its manufactured products under the
European Union’s Everything but Arms Initiative, the U.S. African Growth
and Opportunity Act, and the Generalized System of Preferences of the other
industrialized countries. Also, as a member of the Common Market for Eastern
and Southern Africa and the Southern African Development Community,
Zambia trades in regional markets on preferential terms. However, Zambia
cannot take advantage of these opportunities because supply-side constraints
prevent it from producing competitively.

The gradual erosion of China’s cost advantage in light manufactures provides
a good opportunity for Zambia to improve its competitiveness and increase its
market share in domestic and global markets. The steeply rising cost of land,
regulatory compliance, and labor—both wages and benefits—in China has begun
to erode that country’s cost advantage, particularly in the coastal export manu-
facturing centers. Some Asian countries (Bangladesh and Cambodia) are lining
up to fill the gap. Zambia will need to seize this opportunity to upgrade its light
manufacturing sectors.

Some Disadvantages

To make the most of this opportunity, Zambia must overcome several disadvan-
tages in its policy environment relative to China. According to the findings of
firm surveys in China and Zambia (see Fafchamps and Quinn 2012 for details):

e The average size of small and medium companies is substantially larger in
China: companies with 2-20 workers make up 23 percent of this group in
China and 67 percent in Zambia.

¢ Chinese companies have more well-educated owners: 90 percent of owners
have more than a partial secondary education in China; the share is 50 percent
in Zambia.

¢ Production workers in China have a higher level of educational attainment:
the share of production workers without any education is negligible in China,
but 37 percent in Zambia.

¢ Chinese companies provide greater in-kind benefits. For example, 82 percent
of surveyed Chinese companies provide housing, and 80 percent provide
subsidized meals. The shares in Zambia are 15 and 77 percent, respectively.

¢ Chinese companies experience fewer power outages: 36 percent of Chinese
companies reported power outages compared with 70 percent in Zambia.
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e Membership in sectoral associations is more prevalent among Chinese
companies: 45 percent of companies in China compared with 20 percent in
Zambia.

¢ Chinese companies receive more assistance from family members and others
for start up, including ideas, technical assistance, and financing.

¢ Chinese companies face less import competition: 94 percent of Chinese com-
panies report no import competition, while the corresponding share is only
53 percent among Zambian companies. This discrepancy is partly explained by
China’s undervalued exchange rate.

¢ Chinese companies export a larger share of their output: 39 percent in China
compared with 5 percent in Zambia.

¢ Chinese companies have better access to finance: 60 percent of companies in
China report they borrowed from a bank, nonbank financial institution, or
government agency; the share is only 8 percent among Zambian firms.

® Chinese companies borrow at a lower interest rate: an annual average rate of
about 4.7 percent in China compared with 21.0 percent in Zambia.

These weaknesses are elaborated in the following chapters, and recommenda-
tions on policies to address these weaknesses are discussed.

Note

1. Zambia’s labor force is currently estimated at 5 million and has been growing at
4 percent per year.
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CHAPTER 3

The Business Environment for Firms

Introduction

In Zambia, market access is not a binding constraint to export growth in the five
identified product industries: apparel, leather products, wood products, metal
products, and agribusiness. The binding constraints are on the supply side:
Zambia cannot compete in its own market or in international markets and
cannot take advantage of its latent comparative advantage because it cannot
produce competitively in these industries. This supply problem arises because of
both cross-sectoral and sector-specific factors. This chapter reviews the former,
including the real exchange rate and trade policy. Chapters 5-9 discuss the
sector-specific issues.

The packaging and sequencing of the cross-sectoral and sector-specific reforms
will vary across industries and over time, depending on location-specific condi-
tions and binding constraints in each sector. A key question is whether Zambia
should implement the cross-sectoral policies in all light manufacturing sectors at
the same time. Doing so could strain the country’s institutional and administra-
tive capacity and financial resources so much that all sectors suffer. More effec-
tive would be to exert a strong impact in the selected sectors before applying the
policies more broadly.

The Macroeconomic Framework

Macrostability
Zambia’s economy has always been affected by variations in the price of copper,
the country’s main commodity export. Figures 3.1 and 3.2 show the evolution of
world copper prices and of per capita incomes in Zambia over the last 50 years.
The volatility in the world price of copper and Zambia’s dependence on this
commodity for exports and income imply that the Zambian economy is
frequently susceptible to external shocks. If the Zambian authorities maintain a
fixed exchange rate regime, the transmittal of these shocks could lead to a crisis
in the balance of payments unless copper revenues are managed efficiently.!
On the other hand, a flexible exchange rate regime will keep the economy
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Figure 3.1 World Copper Price, 1960-2011
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Figure 3.2 GDP per Capita, Zambia, 1960-2011
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insulated from these shocks, but at the expense of manufacturing production
and exports because the producers of these goods face wide variations in the real
exchange rate, and this affects profitability and business planning (figure 3.3). At
the same time, Zambia’s capital account has been liberalized for a number of
years, thus increasing the magnitude and speed of exchange rate volatility. In the
course of nine months, between June 2008 and April 2009, the kwacha
depreciated by 74 percent and then appreciated by 12 percent.

In the longer run, the best way to avoid this macroinstability would be to
diversify the economy away from mineral production and exports toward
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Figure 3.3 Exchange Rate, Zambia, 2000-11
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agriculture, agroindustry, tourism, and light manufacturing. In the short and
medium term, it may be necessary for the government to establish a stabilization
fund to hold any surplus above the long-run trend in the world copper price as
savings for a rainy day. This would allow the monetary authorities to maintain the
exchange rate at a stable rate2 Some interventions in the foreign exchange
market is needed to reduce the volatility of the exchange rate. In addition, it is
important to maintain a strict fiscal and monetary policy stance to keep inflation
and interest rates at a low and stable level that is conducive to business
expansion.

Exchange Rates

Exchange rates are an important determinant of international competitiveness.
Changes in real effective exchange rates contribute to changes in the competi-
tiveness of export sectors across countries.

Zambia has a free-floating exchange rate that follows the fortunes of the cop-
per mining industry. Like many other resource-based economies, Zambia is at
risk of both currency volatility (which makes it more difficult for businesses to
make investment and operational decisions) and long-term currency apprecia-
tion (the Dutch Disease, which reduces the competitiveness of non-resource-
based export sectors of the economy).2

The real effective exchange rate of the Zambian kwacha appreciated
considerably between 2000 and 2006 before leveling off following the global
financial crisis, while the Chinese yuan remained fairly stable (figure 3.4;
table 3.1). The Zambian authorities have acknowledged that appreciation of the
kwacha has had a negative impact on export competitiveness in recent years
(Kalyalya 2008).

At the moment, the real effective exchange rate of the kwacha seems to be
close to the equilibrium level, and there are no grounds for expecting it to fall
against the yuan and other major competitive currencies. This limits Zambia’s
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Figure 3.4 Changes in Real Effective Exchange Rates, Yuan and Kwacha, 2000-11
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Table 3.1 Real Effective Exchange Rate Index, Yuan and Kwacha, 2001-10
2000=100

Currency 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

Chinese yuan 1043 1019 952 926 921 936 973 1062 1098 1093 1123
Zambian kwacha 1139 1167 103.1 1062 1305 1706 1572 181.0 1553 1644 160.0

Sources: World Bank compilation from data in International Financial Statistics (database), International Monetary Fund,
Washington, DC, http://elibrary-data.imf.org/FindDataReports.aspx?d=330618&e=169393; World Economic Outlook Database,
International Monetary Fund, Washington, DC, http://www.imf.org/external/pubs/ft/weo/2011/02/weodata/index.aspx.

opportunity to gain competitiveness over other exporters in the sector (GDS
2011; IMF 2010). Furthermore, as long as Zambia's economy is dominated by
natural resource industries, the exchange rate is likely to follow developments in
the copper mining industry, as in the past. Zambia’s manufacturing (and other
non-resource-based export industries) may therefore be at risk from currency
volatility and appreciation. To counter these adverse effects, Zambia could
establish a sterilization fund that would manage the inflows of foreign currency
by investing some of the foreign currency inflows in the nontradable sectors such
as infrastructure.

The international debate over whether China’s currency is over- or undervalued
and the implications for international trade and competitiveness are well known.
China has faced rising international pressure to allow its currency to appreciate
to correct global trade imbalances. Appreciation of the yuan would be expected
to reduce the competitiveness of China’s manufacturing (and other) exports
(Chen and Dao 2011).
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World Bank research suggests that there has been no overall real appreciation
in the yuan relative to the U.S. dollar since the late 1990s, despite productivity
growth, because of offsetting monetary policies (Kuijs 2009). In the traded goods
sector, however, labor productivity has grown by more than 9 percent a year in
China compared with only slightly above 2 percent among its main competitors,
resulting in a cumulative difference of more than 60 percent over an eight-year
period (IMF 2010). This would tend to boost China’s international competitive-
ness. However, rising wages and other labor costs, a diminishing labor surplus, and
the long-run decline in the share of the working population are likely to make it
increasingly difficult for China to continue to keep a competitive edge, at least at
the low end of manufactured goods. A recent report of the United Nations
Conference on Trade and Development observes that “rising wages [in China]
amount to a real appreciation of the yuan” (UNCTAD 2011, 21).

Export Incentives and Trade Facilitation
Zambia’s trade regime and trade facilitation arrangements have an antiexport
bias. The duty drawback system is too complex and poorly implemented, leading
to confusion about coefficients and to payment delays; customs administration is
cumbersome; valuation methods for imports are arbitrary; standards infrastructure
is weak; and transportation costs are high (World Bank 2005). These arrangements
do not provide adequate incentives to expand Zambia’s exports and diversify
them away from copper toward the many light manufacturing industries in
which Zambia has a latent comparative advantage.

The government has taken steps to strengthen the incentives system and
improve trade facilitation to reduce the cost of export activities:

e It has lowered import duties on capital goods and intermediate products.
Following an internal review of the duty drawback system in 2010, the
government decided to streamline the system by working out the coefficients
with exporters, strengthening the duty drawback unit in the Zambia Revenue
Authority, and processing drawback claims electronically.

® The government asked the World Bank to update the Diagnostic Trade
Integration Study with a view to preparing an export diversification strategy
for Zambia. The work is expected to start soon.

¢ Under the donor-financed Private Sector Development Reform Program, the
government has prepared a comprehensive national quality policy and imple-
mentation plan to guide the establishment of appropriate infrastructure (orga-
nizations, structures, and systems for metrology, standards, and accreditation)
compatible with international norms (MCTI 2011a, 2011b). This is an
important initiative aimed at bringing Zambia into compliance with interna-
tional health and safety norms and technical standards, vital for gaining access
to developed-country markets. The European Union is providing technical
assistance for implementation through its Export Development Program.
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e Under the Private Sector Development Reform Program, the government is
also streamlining customs administration and establishing one-stop border
posts with neighboring countries. There are three border post initiatives:
Chirundu, at the border with Zimbabwe (largely operational); Nakonde, at the
border with Tanzania (a memorandum of understanding has been signed with
the government of Tanzania); and Kasumbalesa, at the border with the
Democratic Republic of Congo (planned; a memorandum of understanding
has not yet been signed). The European Union is supporting this initiative
under its Private Sector Development Program.

These are important reform initiatives for reducing the antiexport bias.
Some were begun several years ago, but implementation has been slow.
Continuing donor support is needed to accelerate the implementation of these
reforms.

Wages and Productivity

Zambia's greatest assets are its large pool of low-wage, less-skilled workers
(tables 3.2 and 3.3). While labor productivity in the average firm is low, good
management and technical assistance could raise it to the level in the most well
managed firms. The low skill requirements of light manufacturing sectors make
it possible to train unskilled workers quickly and cheaply in only a few weeks.#
While this advantage is unlikely to be permanent, it provides an opportunity to
promote new industries that may, like China’s, prosper for decades and create
millions of productive jobs, much as East Asia did early on and as Bangladesh and
Vietnam are doing today.

Table 3.2 Monthly Wages in Light Manufacturing, Five Countries

uss

Product Labor type China Vietham  Ethiopia  Tanzania Zambia
Polo shirts Skilled 311-370  119-181  37-185  107-213 na.
Leather loafers Skilled 296-562 119-140 41-96 160-200 —
Wood chairs Skilled 383-442  181-259  81-119  150-200  200-265
Crown corks Skilled 265-369 168-233 181- — -510
Dairy milk Skilled 177-206 — 30-63 150-300  106-340
Milled wheat Skilled 398-442  181-363  89-141  200-250  320-340
Average Skilled 305-399 154-235 77-131 153-233 284-364
Polo shirts Unskilled 237-296 78-130 26-48 93-173 —
Leather loafers Unskilled 237-488 78-93 16-33 80-140 —
Wood chairs Unskilled 206-251 85-135 37-52 75-125 100-160
Crown corks Unskilled 192-265 117-142 89— — -342
Dairy milk Unskilled 118-133 31-78 13-41 50-80 54-181
Milled wheat Unskilled 192-236 78-207 26-52 100-133 131-149
Average Unskilled 197-278 78-131 35-53 80-130 157-208

Source: GDS 2011.
Note: The upper values for crown corks (bottle caps) are not available for Ethiopia. The lower values for crown corks are not
available for Zambia. — = not available; n.a. = not applicable.
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Table 3.3 Labor Productivity in Light Manufacturing, Five Countries

Labor productivity China Vietham  Ethiopia  Tanzania = Zambia
Polo shirts, pieces per employee per day 18-35 8-14 7-19 5-20 —
Leather loafer, pieces per employee per day 3-7 1-6 1-7 4-6 —

Wooden chair, pieces per employee perday  3.0-6.0 1.0-3.0 0.2-04 0.3-0.7 0.2-0.6

Crown corks, pieces per employee per day
x 1,0007 13-25 25-27 10 —_ 201

Dairy farming, liters per employee per day 23-51 2-4 18-71 10-100 19-179

Wheat processing, tons per employee
per day 0.2-0.4 0.6-0.8 0.6-1.9 1.0-22.0 0.6-1.6

Source: GDS 2011.
Note: Data on wheat processing are taken from a sample of small enterprises in the five countries; — = not available.
a. Crown cork (bottle cap) production in Zambia is fully automated.

Adjusted for productivity, wages in Zambia (in the formal sector) are similar
to wages in China, although they are higher in Zambia than in other low-income
countries because of high inflation in Zambia (GDS 2011). But other costs are
considerably higher in Zambia than in China, most notably interest rates and the
exchange rate. The question is how to get these three key prices right—wages,
interest rates, and the exchange rate—so as to exploit Zambia’s latent compara-
tive advantage.

To move the labor productivity of the average firm toward current domestic
best practice does not require costly training for all workers. The chief ingredient
is new or improved enterprise management, together with targeted technical
assistance. The impact of such changes can already be seen in the Zambian shoe
industry. Detailed research conducted as part of our study of light manufactur
ing in Africa demonstrates the feasibility of achieving substantial management
upgrades in small firms through inexpensive, short-term training (World Bank
2011). Once begun, upgrading can become self-sustaining as word spreads of
the tangible benefits accruing to early participants in training seminars.
Attracting new investors, particularly overseas entrepreneurs who can bring
production and marketing experience in the target industries, as well as finan-
cial resources and technical expertise, can accelerate industrial expansion and
structural change.

Given the high proportion of the labor force in the informal sector, the huge
gap in wages between the formal and informal sectors (chapter 2), and the fact
that wages in Zambia are relatively higher than wages in other low-income
countries, the case may be made for a review of labor laws and regulations
governing the formal labor market. There are three main options. One is to revise
labor laws and regulations openly, including minimum wage laws, with the aim
of making them competitive with laws and regulations, not in neighboring
countries, but in countries that are competing in the domestic market (for exam-
ple, China and India). This approach could be politically difficult to implement,
however, because it would mean lowering formal sector wages. Another option is
to let current labor laws and regulations expire. A third option is to limit initially
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the scope of labor reforms to exporters (as Mauritius did) and to key industries
or locations (such as industrial parks or economic zones).

Access to Credit

Access to credit has been identified as the most binding constraint on small
companies in developing countries (Dinh, Mavridis, and Nguyen 2012). Only
around 2 percent of micro, small, and medium enterprises have access to credit
products (Clarke and others 2010). Impeding access to credit are lack of collateral,
high interest rates, and productivity that is too low to attract or service loans.>

Small companies in Zambia are served by three types of financial institutions.
The first is microfinance institutions, introduced in 2000. Most of the
24 microfinance institutions are commercial; there are only a few social microfi-
nance institutions run by nongovernmental organizations. Most of the credit is in
the form of loans to civil servants that are backed by salaries.® These loans vary
from K 100,000 ($20) to K 10 million ($2,000). Part of these salary-backed loans
are thought to be used by relatives of the borrowers to finance micro and small
businesses. The number of microfinance clients is estimated at 200,000-250,000,
or 20-25 percent of the number of commercial bank customers (World Bank and
IMF 2009). Social microfinance institutions have much more limited reach, at
about 50,000 customers. Total microfinance lending is around K 1 billion ($200
thousand), and the recovery rate is more than 95 percent. Most microfinance
institutions on-lend loans they receive from commercial banks, although some
institutions have started to collect deposits. They receive lines of credit from the
Development Bank of Zambia (DBZ).

A second financial institution is the Citizens Economic Empowerment
Commission (CEEC), which was established in 2006 to support targeted seg-
ments of the population. One of the major activities of the CEEC is to extend
working capital and investment credit to small companies from the Citizens
Economic Empowerment Fund. The fund had initial capital of K 200 billion
($40 million), and K 40 billion ($8 million) more was allocated in the 2012
budget. More than 1,600 people have benefited from the fund since it was
launched in 2008. The upper limit for loans was initially K 50 million ($10,000),
but it was recently reduced. Loans are of two types: trade loans (90 days) and
project loans (one, three, or five years). All loans have a grace period of up to two
months. Collateral requirements have recently been introduced for CEEC loans.
(Machinery is accepted as collateral.) According to CEEC management, the loan
recovery rate is 42 percent. Allocations seem to be made on political grounds,
without appropriate credit risk assessments. Because the CEEC has no expertise
in financial activities, it would make sense to transfer the operations of the
Citizens Economic Empowerment Fund to a specialized institution, such as a
microfinance institution.

The third institution is the DBZ, a public bank. It also extends microcredits of
K 5 million ($1,000) to small companies. The DBZ plans to establish a dedicated
fund for micro, small, and medium businesses. It has already created the Zambia
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Enterprise Development Fund Ltd., owned jointly with the Zambia Development
Agency (ZDA), to finance investment projects. The DBZ will manage the fund.
The fund will have initial capital of $15 million, $5 million of which has been
provided by the ZDA; the DBZ is contributing $1.5 million. The fund will focus
mainly on agricultural firms because about 70 percent of micro, small, and
medium firms are in agriculture.

One of the key reasons for the limited access to finance is lack of collateral.
Establishing and managing an effective credit guarantee scheme are therefore
essential for improving access.” The DBZ created a partial credit guarantee
scheme in 2009 under the donor-supported Financial Sector Development
Program with initial capital of $1.6 million. The scheme provides guarantees for
60 percent of the value of loans to small and medium businesses. So far, the
offtake has been poor because of administrative weaknesses. The capital base is
also small. The DBZ recently reached an agreement with three commercial
banks (International Commercial Bank, Standard, and Madison Finance
Company) and two microfinance institutions to promote this facility. Improving
offtake requires scaling up capital, strengthening the implementation capacity of
the DBZ, launching an awareness campaign, and working closely with commercial
banks and microfinance institutions.

Zambia also has a privately managed credit reference bureau and plans to
establish a collateral registry under the Financial Sector Development Program,
though no action has yet been taken.®

Entrepreneurship, Management, and Technical Skill Training

The government recognizes that inadequate entrepreneurship, management, and
technical skill training are key constraints to growth in Zambia and has several
programs to address them (Clarke and others 2010). The Technical Education,
Vocational, and Entrepreneurship Training Authority, established in 1998, is the
main government institution charged with upgrading needed skills. Operating
under the Ministry of Science, Technology, and Vocational Training, it manages
24 large institutions offering one- to three-year programs to people of all ages.
Students pay a fee for training. These schools turn out about 5,000 graduates
every year. These supply-driven programs are often poorly matched to the skills
that industry needs because curricula are not adapted quickly enough to the
changing structure of individual industries and the technologies they use.
Graduates work mainly in the informal sector, where they are self-employed. The
training authority also accredits more than 300 private vocational training
institutions, which offer mainly two- and three-week business management and
information technology skills.

To facilitate entrepreneurship, management, and technical skill training,
particularly among smaller companies, the ZDA plans to work through private
business development service providers that have expert trainers in a wide range
of fields accredited by the ZDA. The development policy implementation plan
for micro, small, and medium businesses suggests a need to improve the capacity
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of these business development service providers (MCTI 2010a). The ZDA will
facilitate training by these providers through local branches of the Small-Scale
Industries Association of Zambia, the Zambia Chamber of Small and Medium
Business Associations, the Zambia Federation of Associations of Women in
Business, and the Zambia Farmers Union. The ZDA will charge the companies a
small facilitation fee for these services. The ZDA support of business development
service providers will include capacity building, bookkeeping, financial
management, project and business plan preparation, credit application assistance,
and other topics.

The government of Finland is also planning to develop a business incubator
program for smaller companies in Zambia.

There are two kaizen programs in Zambia. One is a Japan International
Cooperation Agency technical assistance program for the ZDA under which
three Japanese trainers teach the kaizen method of management to smaller
companies at no cost. The other kaizen program is conducted jointly by the
Zambia Association of Manufacturers and the Kaizen Institute of Africa
(an Indian company based in Mauritius). This is a demand-driven program aimed
mainly at larger companies. Training is conducted whenever there are enough
applications (usually 20-25). After training, follow-up conferences are held to
assess the results. Two conferences have been held so far. The Kaizen Institute for
Africa and the Zambia Association of Manufacturers are planning a Kaizen
College in Zambia similar to the one in Kenya.

No evaluations have been carried out on the scale and impact of these
programs to determine if they meet the needs of manufacturing industries.
The programs should be reviewed and evaluated as part of an effort to iden-
tify specific recommendations for improving training capacity in the
country.

Institutional Support and Policy Coordination

A sectoral strategy and an implementation plan prepared in collaboration with
all stakeholders are essential for establishing a vision for the sector; setting
priorities and detailed policies; identifying areas for government intervention,
including sector-specific (and location-specific) infrastructure (refrigerated
storage facilities, abattoirs, industrial clusters, market centers, training facilities
and programs, leveling the playing field, and so on); and coordinating the efforts
of all stakeholders, including donors.

Until recently, Zambia did not have sectoral strategies to guide investors.
Sectoral policies were largely ad hoc, reactive, and uncoordinated. With donor
support under the Private Sector Development Reform Program II, the
government completed preparation of a commercial, trade, and industrial policy
in 2009 covering 2010-24 (MCTI 2010b). Setting out broad objectives for
Zambian industry, the program identifies six priority sectors: processed food,
textiles and garments, engineering products, gemstones, leather and leather
products, and wood and wood products. With the assistance of the Japan
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International Cooperation Agency, the government is preparing a sectoral
strategy for the engineering products sector.

Institutional support for industry, particularly for micro, small, and medium
firms, is weak and uncoordinated in Zambia. ZDA’s Micro and Small Enterprise
Division will be responsible for the implementation of the development policy
for micro and small firms, in coordination with other concerned agencies
(ministries and other government departments, business associations, financial
institutions, and so on) under the leadership of the Ministry of Commerce, Trade,
and Industry.? The capacity of the ZDA is too limited for such a critical
responsibility. The ZDA has seven regional offices, but each office is staffed by a
single person.

The ZDA intends to implement the development policy in collaboration with
the local offices of the Zambia Chamber of Small and Medium Business
Associations, the Small-Scale Industries Association of Zambia, the Zambia
Federation of Associations of Women in Business, and the Zambia Farmers
Union. These organizations have district-level affiliate associations, but their
capacity is also weak.

It is advisable to launch an immediate capacity assessment of all the agencies
involved, particularly the ZDA and the ZDA Micro and Small Enterprise
Division, and take appropriate measures to scale up their implementation capa-
bilities. The role of the Zambia Association of Manufacturers could also be
strengthened. Unless the capacity of the ZDA Micro and Small Enterprise
Division, the sector associations, training institutions, and other relevant
organizations is substantially upgraded, the policy will not be effectively imple-
mented. In particular, the capacity of the Zambia Chamber of Small and Medium
Business Associations and the Small-Scale Industries Association of Zambia
should be greatly strengthened because they are to be the key agencies in
promoting the interests of the sector, interacting with government agencies, and
representing the sector with the Zambia Business Forum, the apex representative
of the business community in Zambia.

Economic Zones and Industrial Parks

In line with the Export Processing Zone Act of 2001, the government established
the Zambia Export Processing Zone Authority in 2003 to build and operate
export processing zones. Because of a lack of clarity about its responsibilities, the
Authority never became fully operational.

Following the establishment of the ZDA, the act on export processing zones
was repealed, and, in 2006, a new law introduced the concept of a multifacility
economic zone. These economic zones are being administered by the Investment
Promotion and Privatization Division of the ZDA. There are two main differences
between the multifacility economic zones and the abandoned export processing
zones: the multifacility zones are open to all companies, including those produc-
ing for the domestic market, and they are developed and operated mainly by
private companies.
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Through statutory instruments, the Ministry of Commerce, Trade, and
Industry has earmarked five locations for multifacility economic zones and one
for an industrial park: Chambishi, Lumwana, Lusaka East, Lusaka South, Sub-
Sahara Gemstone Exchange, and Roma Industrial Park (a smaller version of a
multifacility economic zone, with an area of at least 15 acres). Only the
Chambishi zone has opened. It is being developed and operated by the Zambia-
China Economic and Trade Cooperation Zone Company. There are 14 Chinese
companies active in the zone; these produce products and services for the
Chinese-operated mines in the region. They have created more than 3,500 local
jobs. The other multifacility zones are in various stages of development. With the
exception of the Lusaka South zone, all are to be developed by private
companies.

The new law reflects a flexible approach to zone development. Depending on
the licensing agreements with the operating companies, part of the infrastructure
and social facilities in and around the zones will be developed by the government.
Companies operating in the zones benefit from substantial fiscal, institutional,
administrative, and social incentives.

Various types of export processing zones played an important role in facili-
tating industrial upgrading and export promotion in East and South Asia and
Latin America in the 1980s and 1990s. Africa’s experience with such zones
over the past two decades has been less successful. With the exception of
Mauritius and some scattered successes in Kenya, Lesotho, and Madagascar,
African export processing zones have failed to attract substantial investment or
promote exports (Farole 2011). The main factors contributing to the failure
include poor strategic planning (a mismatch with comparative advantage); poor
locational choices; insufficient investment in infrastructure; poor implementa-
tion capacity; and a lack of authority, high-level support, or policy stability.
Zambia’s new zone policy appears to have been influenced by these African
experiences.

Notes
1. The Chilean and Norwegian experiences show that a balance of payments crisis can
be averted if revenues from mineral exports are saved.

2. The monetary authorities can keep the exchange rate at a stable rate provided the
exchange rate is monitored in a timely fashion to avoid any balance of payment crisis.

3. For example, the well-respected Behre Dolbear index ranks Zambia in the bottom
three of 25 mining countries in terms of currency stability (Behre Dolbear 2011).

4. Survey results for light industries show that “in Ethiopia and China, 85-90% [of firms]
report that it takes at most four weeks for new workers to be fully trained” (Fafchamps

and Quinn 2012, 16).

5. Real estate and land are normally accepted as collateral. The Development Bank of
Zambia (DBZ) has also started to accept machinery and household effects as
collateral.

6. Employees at private companies are served largely by commercial banks.
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7. Partial credit guarantee schemes are widely used by developed and developing coun-
tries to support the growth of smaller businesses. Bilateral and multilateral donors
have supported the creation of such schemes. The Financial Sector Assessment
Program for Zambia endorses an initiative whereby the DBZ would administer a
guarantee scheme as a second-tier activity (World Bank and IMF 2009).

8. These financing arrangements are part of Zambia’s financial system, and reforms
should be undertaken in the context of an overall financial sector reform program. For
a detailed analysis and recommendations, see World Bank and IMF (2009).

9. The ZDA, a semiautonomous institution, was established in 2006 and became
operational in January 2007 with the amalgamation of five statutory bodies that had
operated largely independently to support economic development in Zambia
(the Zambia Investment Center, the Export Board of Zambia, the Zambia Export
Processing Zones Authority, the Small Enterprise Development Board, and the
Zambia Privatization Agency). The ZDA also has a one-stop shop to facilitate quick
business start-ups. Appointed by the Ministry of Commerce, Trade, and Industry, the
ZDA board comprises members from the public and private sectors and civil society
organizations. The chairperson and vice chairperson are appointed from the private
sector. The head office is in Lusaka, and there are regional offices in Chipata, Kasama,
Kitwe, Livingstone, Mansa, Mongu, and Solwezi. ZDA has five organizational
divisions: Investment Promotion and Privatization, Micro and Small Enterprise
Development, Export Promotion and Market Development, Research Planning and
Policy, and Corporate Services. It has 21 sectoral specialists.
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CHAPTER 4

Light Manufacturing in Zambia

Introduction

With an average annual growth rate of 3.3 percent and an average contribution
to gross domestic product (GDP) of 10.2 percent, Zambia’s manufacturing
sector did not achieve its targets of 7.5 percent annual growth and a 15 percent
contribution to GDP over the period covered by the Fifth National Development
Plan (2006-10). The share of manufacturing in total exports averaged 2.1 percent,
and the contribution of the sector to total employment rose from 1.3 percent in
2005 to 3.2 percent in 2008.

Nonetheless, from the country’s perspective, manufacturing is “a pivot of
economic development” (MOF 2011, 133). The Sixth National Development
Plan (SNDP) emphasizes the potential for “locally abundant natural resources”
to serve as a strong foundation for value added, export-focused, technology-based
manufacturing with backward and forward links to economic growth, exports,
and employment creation (MOF 2011, 135). Zambia’s goal is to develop, by
2015, “a diversified and competitive export-led value adding manufacturing
sector that will contribute 12.5 percent to GDP” (MOF 2011, 135).

The results of the analysis conducted for this report suggest that light
manufacturing could add value to Zambia’s natural resources and, potentially,
help achieve the aspirations of the national development plans. Chapters 5-9
summarize the potential and the constraints in each of five light manufacturing
sectors (apparel, leather products, wood products, metal products, and agribusi-
ness) and recommend steps to improve competitiveness.t
Three main results emerge from the analysis:

1. Zambia has the potential to expand production and perhaps become regionally
competitive in several light manufacturing sectors. While exports of some low-
value, high-volume products such as furniture and simple metal products may
not be feasible, there is enough local demand for these products if they are
competitive with imports. The country’s labor cost advantage—relative to
Asia, wages are low in local goods firms in some sectors—and comparative
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advantage in natural resource industries such as agriculture, livestock, and
forestry can be leveraged to increase the competitiveness of locally produced
light manufacturing goods on domestic and regional markets. International
competitiveness may also be achievable over time in some sectors.

2. Issues in key input industries are, collectively, the main constraints on Zambia’s
competitiveness in light manufacturing. Examples include the lack of good-
quality leather and the high cost of wheat, steel, and wood inputs. Input costs
represent more than 70 percent of total production costs in light manufactur-
ing. The other important constraints are poor trade logistics and poor access to
skills, equipment, finance, and industrial land. These last constraints affect
smaller firms in particular.

3. A few specific interventions would accomplish much in the effort to address the main
constraints. These key interventions include liberalizing output and input markets
in agriculture; removing import tariffs on the main light manufacturing inputs;
facilitating the access to rural land among good practice investors in agriculture,
livestock, and forestry; facilitating the entry of leading investors along the value
chain; developing plug-and-play industrial parks; improving trade logistics; and

deploying targeted technical and managerial training programs.2

The rest of this chapter sets the context for the analysis by providing a brief
overview of Zambia’s light manufacturing sector. In chapters 5-9, we present our
detailed findings for each of the five light manufacturing sectors. In chapter 10,
we synthesize the results and discuss how to implement a reform program taking
into account institutional, fiscal, and political economy issues.

Overview of Light Manufacturing

Despite the small size of the economy, Zambia produces a fairly wide range of
light manufactured goods. The country’s legacy of state-led industrialization saw
the creation of many large firms and continuing demand by the mines for a
variety of industrial products. More recently, a vibrant informal trading and manu-
facturing sector has arisen, together with new formal sector firms. Some products
are exported, including to neighboring countries such as the Democratic Republic
of Congo, but, for the most part, Zambia’s light industry sector competes with
imports, mainly from Asia (particularly China and India) and South Africa.

All five sectors considered in this study use raw materials—the output of the
first stage of the value chain—produced in Zambia, but a large part of that
output is currently exported. Thus, the production chain is broken after the first
stage. A share of the raw material is processed domestically (the middle stage of
the value chain), but the processing technology is outdated, and the quality is
inferior to the quality of imported products. In some cases, the higher-quality
intermediate inputs are exported. The final products (the final stage of the value
chain) that are produced with the locally processed inferior intermediate inputs
lack quality and modern design features and cannot compete in global markets
or with imports in domestic markets.
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Cotton is a good example. Zambia produces good-quality cotton, but
three-quarters of the cotton is exported after ginning (largely to South
Africa), leaving only a quarter for the first intermediate stage of the value
chain (spinning). Higher-quality yarn is exported, and the rest is woven into
cloth in the second intermediate stage. The yarn and the fabric produced
domestically lack quality and cannot support a competitive apparel market.
Domestically produced fabric is used in the production of low-value or niche
products mainly for the domestic market (for mineworkers, school uniforms,
and so on). Produced from low-quality intermediate inputs, domestically
produced apparel cannot compete with imported new or, especially, second-
hand clothing in quality or price.

Linking the supply chain is a key issue in the medium and long terms. The
middle stage of the production process is more intensive in technologies and
skills. Therefore, linking the supply chain requires attracting foreign direct
investment in the middle phase of the chain to produce for local and export
markets. By linking the supply chain in some sectors, Zambia could capture more
value from its raw materials, create more employment, and generate more
foreign exchange (see chapters 1 and 7). China and many East Asian countries
have followed a successful industrial strategy whereby they first devote their own
investment resources to the assembly of finished products to build up an
economic base before investing in the intermediate stages of production to link
up the supply chain.

Moreover, vertical integration may not be possible immediately in some
products. For example, in leather products, the priority may be to upgrade
the livestock sector by addressing skin diseases, such as ectoparasites, and
improving the quality of raw materials (hides and skins). Complete integra-
tion is not possible in any sector. Some raw materials could be exported, and
some intermediate goods will need to be imported, depending on market
opportunities and the specific final products targeted for local production. In
any event, the export ban on inputs and the tax on raw materials should be
eliminated.

The Size of Manufacturing Enterprises

Zambia classifies manufacturing companies as micro, small, medium, and
large based on the number of employees, the annual revenue, and capital
investment (excluding land and buildings) (table 4.1). Capital investment is
delineated according to whether the firm is engaged in manufacturing or
trade and services. All enterprises are also classified by legal status. Any
company not registered with the Registrar of Companies is classified as an
informal company. To qualify as micro, small, or medium, an enterprise must
meet the total investment criteria, together with at least one other
criterion.

According to the Ministry of Commerce, Trade, and Industry, about 97 percent
of manufacturing enterprises are micro or small, and more than 80 percent
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Table 4.1 Company Classification by Size, Zambia

Annual turnover,  Total investment,

Size Employees, total ~ kwacha, millions  kwacha, millions Legal status

Micro Upto 10 Up to 150 80 Majority in informal sector
Small 11-50 151-250 81-200 Most in informal sector
Medium 51-100 251-300 201-500 Most in formal sector
Large 101 or more 301 or more 501 or more Allin formal sector

Source: MCTI 2009.

are informal. The industry is thus characterized by a small number of large, for-
mal enterprises and a vast majority of micro, small, and informal enterprises. This
has important implications for the promotion of light manufacturing industries
because the policy environment affecting micro, small, and medium enterprises
is different from that affecting larger enterprises. A key objective of Zambia’s
industrialization program is to assist smaller firms to grow and integrate with
larger companies through initiatives to ensure the access of the smaller firms to
markets and services, such as business incubation, entrepreneurship and technical
skills training, finance, technology transfer, institutional support, clustering and
industrial parks, and so on.

To tackle the constraints that hinder the transformation of smaller firms, the
government issued the 10-year micro, small, and medium enterprise development
policy in 2009 (MCTI 2009). The government also prepared a policy implemen-
tation plan for 2010-14, the first five-year segment, which coincides with the
SNDP period (MCTI 2010a). The government sees the development strategy and
the recently adopted commercial, trade, and industrial policy as important instru-
ments for achieving the broader national development goals outlined in the
Vision 2030 proposals and the national development plan (MCTI 2006, 2010b).
One of these goals is to diversify production and exports away from the copper
industry. The barriers to growth identified by the micro, small, and medium enter-
prise development policy encompass limited access to markets, technology,
finance, and infrastructure facilities, including business premises; limited entrepre-
neurial, management, and technical skills; an inadequate regulatory system; and
excessive competition from cheap, unregulated imports.

Responsibility for much of the implementation is assigned to the Zambia
Development Agency (ZDA). The ZDA’s Micro and Small Enterprise Division is
responsible for establishing strategic partnerships for policy implementation with
other concerned agencies inside and outside government. The Ministry of
Commerce, Trade, and Industry will monitor and evaluate performance. The
ZDA board will establish a subcommittee as an advisory body, with 11 members
drawn from the public sector, the private sector, and business associations.

The development policy and the companion implementation plan provide a
well-conceived vision for the sector and a detailed action plan to implement the
vision. The main challenge concerns the implementation and interagency
coordination capacity of the government.
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Market Segmentation3

Broadly speaking, Zambia’s market comprises three main segments. One is the
informal sector market, which offer a wide range of products, many of them
produced in small facilities in or close to the markets. These products are gener-
ally of low quality and include wooden and upholstered furniture, shoes, cloth-
ing, assorted hardware (for example, buckets, chicken feeders, and bars for
windows and doors), spare parts, and mending and welding services. Some
products are imported and traded locally, particularly donated secondhand
clothing, which displaces much local production.# Some are produced by formal
sector Zambian firms. Reportedly, the incidence of theft from formal sector fac-
tories is significant, implying that a portion of informally marketed products may
be illicit. Zambian and imported products often compete; the former are usually
(but not always) cheaper and of lower quality.> The owners of small informal
sector firms tend to be indigenous Zambians who are at a disadvantage in access-
ing information; entrepreneurial, financial, and physical capital; and training.

Microproducers in this segment are generally outside the web of regulations
that suffocate formal sector Zambian firms. While some enterprises produce for
informal markets as a last resort, some are able to earn fairly good incomes, some-
times higher than they could receive if they were in the formal sector. Many of
the more skilled workers seem to have learned their trades in Zambia’s formal
sector factories before being laid off or quitting, as happened in China in the
early 1980s. They work hard and rely on basic capital equipment, sometimes
homemade.

A second segment comprises formal sector outlets, which are at the higher end
of the consumer market. Many of these firms are owned or operated by foreigners
or by ethnic minority Zambians (especially Asians), often with good contacts in
other countries. These outlets are frequently South Africa-based chains (for
example, Shoprite, PEP) that are positioned in shopping malls and source their
products from established suppliers. Apart from fresh food and some processed
agricultural products, many of the goods these firms sell are made outside Zambia.
Shoes and clothing, including items for children and items made of leather or
cotton, two of Zambia’s primary exports, are usually imported from Asia, while
cookware, tableware, and utensils are imported from Asia or South Africa. The
product variety and the links to global design and fashion distinguish these market
segments. Allowing for the small size of the Zambian market, these products are
of the sort that might be seen in shops in any middle-income country.

The Zambian products that are carried in this higher-end distribution segment
of the market are all supplied by formal sector firms. In general, even if local
industries produce similar goods (clothing, aluminum pots), they are not
competitive. Zambian industry is therefore effectively locked out of this higher-
end and potentially growing urban market.

The larger-scale production and marketing firms in construction materials and
furniture distribution are part of this segment. They carry some Zambian
products (high-end handmade hardwood furniture, doors, kitchens, and security
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bars, generally made to order; high-quality insulated electrical wire; roofing
sheets), but many of their offerings are imported. These imports include cheaper
furniture, often of particleboard veneer; other furniture imported in knocked-
down kits from Asia; and higher-quality door and window fittings (often from
South Africa). In some cases, Zambian products made in the informal sector
compete with these items (security bars for windows and doors, wooden doors,
furniture), but their inferior quality places them in a different market segment,
which is similar to the situation in China in the 1980s.

A third segment is special orders placed by major buyers, such as the mines
(for example, furniture, uniforms, safety boots), schools (uniforms, desks),
government agencies and the military (uniforms, tents), and donors (blankets), a
largely captive market for long-established formal sector Zambian suppliers,
though some imports may also be involved. The items in this segment are largely
standardized. There is an emphasis on stable quality, but there is little innovation
in design. Many items are produced on old equipment—dating to an era before
privatization and liberalization—that has not been replaced because the factories
are already operating below capacity.

The rigid segmentation of markets in Zambia implies that policies to grow the
manufacturing sector have to take into account the different constraints of these
markets and that one possible way to raise productivity in the economy is to
strengthen the weak backward and forward links among companies and among
markets. The Citizens Economic Empowerment Commission was established
partly to assist population groups that have not fully benefited from the eco-
nomic progress achieved thus far. The commission runs several support programs,
including financial assistance and the citizens reservation program. Under the
micro, small, and medium enterprise development policy, the government is
planning to set up industrial parks and clusters and business brokering and sub-
contracting services to integrate companies and markets more effectively (MCTI
2009, 2010a).

It is tempting to conclude that Zambia should continue to rely on its mineral
production and export sector, given the segmentation in local markets, the lack
of a competitive alternative to imported products in the output of local light
manufacturing industries in the formal sector, and the vast informal sector, with
its limited economic scale and technology adaptation. Yet, it is mining that has
been behind the steady decline in per capita incomes over the last half century.
To achieve its vision of becoming a prosperous middle-income nation by 2030,
Zambia must shift away from mining and subsistence farming toward a more
diversified economy that encompasses higher—value added sectors such as light
manufacturing (MCTI 2006). There is no other way to lift the population out of
poverty and create employment for the 200,000 young people that enter the
labor force each year.8

The next five chapters examine light manufacturing sectors that could offer
opportunities for adding value in Zambia: the apparel, leather products, wood
products, metal products, and agribusiness industries. Each chapter presents the
potential of the sector, the binding constraints, and relevant recommendations.
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Notes

1. All these are considered priority sectors by the government.

2. A duty drawback scheme is in place for manufacturing firms in sectors other than
mining that export or intend to start exporting. However, firms producing for the
domestic market (which is, in the medium term, likely to be the primary focus of
many of the sectors covered in this report) do not benefit from this scheme.

3. This section is based on a contribution by Alan Gelb as part of a mission to Zambia
in July 2009.

4. Retail and wholesale trade in Zambia has tended to be easier to undertake, more
profitable, and less risky than manufacturing (Cardozo and others 2010). This has
contributed to an increase in informal trading rather than manufacturing.

5. This is similar to the case of China today. China is the largest exporter of household
appliances in the world, but the quality of many household appliances produced for
the domestic market in China is lower than the quality of imports from firms in
Germany, Italy, Japan, and the Republic of Korea.

6. Zambia’s labor force is estimated at 5 million and has been growing at an average of
4 percent a year.
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CHAPTER 5

Textiles and Apparel

Introduction

In the 1980s, under an import-substitution development strategy that included
high tariff protection and government subsidies, Zambia had a vibrant textile and
garment sector with more than 140 companies employing over 25,000 Zambians
(Chikoti and Mutonga 2002). A combination of macroeconomic shocks; major
constraints in trade logistics, worker skills, and input costs; and the flooding of
markets with secondhand goods greatly weakened and diminished the sector.
When the government could no longer afford the subsidies and had to liberalize
the trade regime following severe macroeconomic shocks, there were mass clos-
ings of garment factories and a scaling down of operations in the 1990s and the
first decade of the 2000s.

Since then, the sector has been hurt by a volatile macroeconomic environ-
ment (in 2000-06; see chapter 3), including an overvalued exchange rate and a
flood of cheap used and donated clothing that has had a deleterious effect on
local industry; Zambia is one of the few countries in the world that permits
unlimited imports of secondhand clothing. In addition to these external factors,
several internal factors have contributed to the industry’s demise, including the
lack of a competitive input industry with reasonable prices, the use of obsolescent
machinery, and the absence of skilled managers experienced with global markets.
Poor access to working capital has also hindered industry expansion.

The Zambian textile and garment industry was unable to survive strong inter-
national competition, especially following the expiration of the Multi-Fiber
Arrangement in 2005. As of mid-2012, the textile and garment sector consisted
of an estimated 12 medium or large companies producing primarily niche
products—such as school and industrial uniforms, protective clothing for the
mining industry, and local ethnic garments—for the domestic and regional
markets. The sector employs about 1,500 people, three-quarters of them men
(in China and Vietnam, more than three-quarters are women). According to the
Central Statistical Office of Zambia, the annual production of all apparel totaled
less than 8,700 metric tons in 2009, 39 percent less than in 2007. Most fabric
and finished products (including a large volume of secondhand clothing) are
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imported: in 2009, apparel imports totaled around $18.7 million, while exports
totaled only about $0.3 million.!

Industries feeding into the apparel subsector are similarly weak. High-quality
cotton is produced locally (approximately 73,000 tons were produced in the
2009/10 growing season), and all seed cotton is ginned in the country.
The spinning industry is a major missing link: all the ginned output is exported,
while the (small) textile industry imports yarn, and, in some cases, the apparel
industry imports fabric.2 The market and institutional support structure for
cotton and cotton apparel in Zambia is outlined in figure 5.1.2

Sectoral Potential

Several factors limit the sector’s competitiveness, and becoming competitive
would require large gains in productivity (see below). Until then, the main
opportunities for Zambia’s apparel sector lie in producing low-value and niche
products for the domestic and regional markets (where they would face less
competition from Asian exporters), such as uniforms and protective and ethnic
clothing, the current focus of Zambian production. Opportunities for import
substitution are limited: domestically produced apparel is rarely a substitute for

Figure 5.1 The Cotton-to-Garment Market and Institutional Support Structure, Zambia
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imports, especially considering the strong competition from secondhand clothing.
Zambia receives preferential access to markets in the European Union and the
United States (as well as the Common Market for Eastern and Southern Africa
and the Southern African Development Community), but has taken limited
advantage of this access so far.

In addition to targeting the production of apparel (see below), Zambia could
consider spinning and exporting yarn and fabric, intermediate steps between
cotton production and apparel. A recent study identified Zambia as one of the
most feasible locations in Sub-Saharan Africa for an export-oriented cotton spin-
ning mill (UNIDO 2011). The already well-established cotton industry, which
produces high-quality cotton (Zambian cotton commands a premium on world
markets), and the expansion potential of cheap hydroelectricity may facilitate this
step. If feasible, such a strategy could foster backward links and help Zambia cap-
ture more value from its raw materials.? To this end, Zambia should actively seek
foreign direct investment to make up for the shortage in domestic financing and
skilled manpower. In the absence of a competitive apparel sector, the majority of
yarn and fabric output may initially have to be exported, perhaps to other African
countries with more competitive apparel industries and eligible for preferential
access to U.S. markets under the African Growth and Opportunity Act prefer-
ences.? Because high input costs are a major constraint on the competitiveness of
the apparel sector (see below), filling in this missing link in the supply chain might
contribute to the development of a more competitive sector in the long run.

The Main Constraints on Competitiveness

Taking polo shirts as an indicator of production costs in the wider apparel sector,
we find that the costs of producing apparel are higher in Zambia than in China
(approximately $4.60 per shirt compared with $4.07). There are several reasons
for the difference in production costs between well-managed firms in the two
countries (figure 5.2). Zambia has a labor cost advantage because wages in
Zambia are about 50 percent less than wages in China. This would represent a
5 percent overall cost advantage except that the advantage is nearly canceled out
by the lower labor efficiency in Zambia.t Ultimately, the higher trade logistics and
input costs and the slightly higher overhead and financing costs in Zambia raise
the total cost per polo shirt 13 percent above the corresponding cost in China.

The three main constraints on Zambia’s competitiveness in apparel are poor
trade logistics, low labor efficiency, and high input costs.

Poor Trade Logistics

Zambia suffers from poor trade logistics, a particular disadvantage among large
firms (which are more likely to export), although all firms are affected to some
extent because of the need to import inputs.Z Because Zambia is landlocked,
many inputs and all outputs exported outside the region must be transported
through the ports at Dar es Salaam or Durban, which are more than 1,900 and
2,100 kilometers from Lusaka, respectively.
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Figure 5.2 The Cost to Produce a Polo Shirt, Zambia Relative to China
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Sources: World Bank based on a value chain analysis of polo shirts in China by Global Development Solutions (GDS 2011).
Note: For Zambia, rough estimates are derived from a value chain analysis for men’s underwear and five in-depth interviews
conducted among apparel companies by the World Bank in July 2009.

A low ranking on the trading-across-borders component of the World Bank’s
doing business index illustrates the challenges Zambia faces.® Despite ranking
84 among 153 countries on the overall doing business index, Zambia ranks 153
among 183 countries on trading across borders, including a relatively significant
amount of time required to export and a high cost to import or export goods.
Compared with China, the cost to import or export is substantial in Zambia. It
costs $3,315 to import a 20-foot, 10-ton container to Zambia compared with
$545 to China, and $2,678 to export a container from Zambia compared with
$500 from China. More than 85 percent of the cost difference derives from the
higher inland transportation and handling costs in Zambia (around 20 times
greater than in China).

Similarly, the time to export or import a container is more than two times
greater in Zambia than in China. Half the difference arises because of the extra
time for document preparation, and one-third because of the extra time for
inland transportation, including delays at intermediate borders and because of
poor-quality roads.2 On the north-south corridor that connects Zambia with the
ports of Dar es Salaam and Durban, journey times are typically one-third driving
and two-thirds waiting (TMSA 2011). Delays at the Beitbridge (Zimbabwe) and
Chirundu (Zambia) border posts result in an estimated 25 percent surcharge on
transport costs along the corridor (Teravaninthorn and Raballand 2009).12 Some
of the disadvantage is offset by Zambia’s relatively competitive trucking industry,
which charges lower costs per ton-kilometer than the trucking industries in other
African countries (Raballand and Whitworth 2011).
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Low Worker Skill

Labor efficiency in Zambia is low because of lower worker skills and motivation,
outdated equipment (resulting from a long period of industrial decline and lack
of investment), small-scale operations, and captive customers, allowing firms to
survive well below optimal productivity levels. Interviews conducted for this
study identified a major concern among managers at apparel firms because labor
laws and regulations are adversely affecting labor costs and worker motivation by
making it difficult to compensate based on performance (for example, piece
rates), to lay off workers (for instance, for theft), to hire skilled foreign workers
to train Zambian workers, and to employ women (who are entitled to generous,
but unfunded, maternity benefits). Wages in the informal sector—where work-
ers and firms are not subject to the same regulations—are much lower, and
motivation and productivity are reportedly higher.

Aside from the impact on productivity and, thus, on overall labor costs, many
of these factors also contribute to low product quality; for example, employers
have few tools to encourage workers to put in extra effort to produce export-
quality products. And because of the cushion provided by contracts with captive
customers, firms have limited incentives to improve service or quality.

High Input Costs: The Absence of Competitive Input Industries

In the polo shirt example, raw materials such as fabric, collars, thread, and
buttons account for more than 70 percent of the production costs. Zambia
produces high-quality cotton, a major input for polo shirts, but the local produc-
tion of cotton does not translate into lower input costs for Zambian textile and
apparel producers. The domestic price of cotton is high; the spinning and textiles
industries are weak; and all Zambia’s cotton is exported as lint.

There are substantial inefficiencies in the cotton-to-apparel value chain, and
Zambian apparel producers are forced to import most of their inputs from Asia
at high costl! A quantitative survey of small and medium firms in the five
countries that are the focus of this study found that African firms are more likely
to rely on imported inputs than Asian firms of equivalent size. Few manufacturers
import inputs directly, however; sample firms imported most of their inputs
through local traders (World Bank 2011a). Poor trade logistics thus reinforce the
disadvantage of high input costs.

The key vertically integrated textile mills were Kafue Textiles and Zambia-
China Mulungushi Textiles Joint Venture Ltd., a joint collaboration of the
Zambian government (34 percent) and the Chinese government (66 percent) in
1997. The latter was the largest textile company in Zambia, employing 2,000
workers and producing 100,000 garments a year. Over time, the company set up
its own cotton ginneries, but it then failed in 2008 because of high production
costs, inadequate funds to run and upgrade the mill’s obsolete equipment, and
the inability to take advantage of favorable policies. To resuscitate the industry,
the government has recently revived the Mulungushi Textile Mill as a joint
venture and is installing new machines and state-of-the-art technology to make
the company competitive.
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Because of the high production costs, most of the large garment enterprises
have closed or are for sale, including Swarp Spinning Mills. As of 2010, there
were only eight garment enterprises left in the country. The Zambian textile
and garment industry is now struggling to survive. Imports of secondhand
clothes have contributed to the industry’s decline. Most of the surviving
companies now spin yarn from locally grown cotton for export, while others
are producing woven and knitted fabrics for the domestic market, but at far
below capacity.

Recommendations

Overall, the case of the textile and garment industry in Zambia demonstrates
the delicate balance required between the state and the market. Past policy
interventions in the market (such as those in the 1970s and 1980s) led to disas-
trous economic consequences. But complete reliance on the market (such as in
the 1990s) left the private sector to struggle with issues beyond its capabilities
and control and did not solve Zambia’s growth and diversification problem.

To help create productive employment, the government has to work closely
with the private sector to remove the bottlenecks in light manufacturing.
Following liberalization in the early 1990s, the role of the government in the
economy has been curtailed, but a true partnership has never been established.
To move the dynamic informal sector into the formal sector, it is essential that
the government act as and be perceived to be a stakeholder in private sector
development.

The strategy for Zambia to grow the textiles and apparel sector should address
the problem of imports of secondhand clothing and issues related to production
costs.

The government’s failure to control the imports of donated secondhand gar-
ments has proved disastrous for the Zambian garment industry. Secondhand
garments from the West flooded the Zambian market.12 This market grew a
remarkable 600 percent over 15 years, as charitable clothing donations (Goodwill
Industries, Oxfam, the Salvation Army) were sold by for-profit brokers, exporters,
and used clothing resellers, all of whom charged a markup. Although the quality
of locally made clothes is better, consumers opt for the cheaper imported
products. Instead of relying only on market forces, the Zambian government
could have petitioned the World Trade Organization or introduced safeguard
legislation to allow temporary duties to be levied on the imports that were
flooding the market.

The competitiveness of Zambia’s textiles and apparel sector could be
enhanced over time by reducing production costs and boosting productivity. To
this end, the recommended priority actions are as follows:

o [mprove trade logistics: Import-export cost and time comparisons suggest that
there are two important means of improving trade logistics among Zambian
apparel manufacturers: reducing the time required to prepare import-export
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documents (particularly letters of credit, which account for over a quarter of
the time required to import or export a container) and reducing the waiting
time at borders (waiting time accounts for two-thirds of journey times on the
north-south corridor).13

One-stop border posts could greatly reduce the waiting time at borders.
Such posts share physical facilities (a common control zone with a fenced
perimeter and common facilities, including scanning, weighbridges, and
inspection bays), operations, and training and a common legal framework
(TMSA 2011). A one-stop border post was recently established at Chirundu,
between Zambia and Zimbabwe, and has reportedly cut the time to cross the
border by more than half (from four or five days to two days or even only a
few hours), thus lowering transportation costs (TMSA 2011). Efforts are also
under way to improve the efficiency of other border posts affecting Zambian
importers and exporters (for example, the border between Zambia and
Tanzania), but this will require strong regional cooperation and coordination
among multiple agencies in each country. Regional cooperation is even more
critical for improving the efficiency of the border crossings that affect Zambia’s
trade, but that are not under Zambia’s control, such as the intermediate border
crossings between Botswana, South Africa, and Zimbabwe.

® Provide workers and managers with the training, incentives, and equipment nec-
essary to improve productivity and product quality: Engaging foreign investors
in initiatives to upgrade technology and providing technical assistance to
train local workers and managers could help Zambian apparel firms boost
their productivity and the quality of their products. Chinese firms are much
more likely than Zambian and other African firms to rely on external experts
at start-up and, subsequently, when introducing new products, changing
technology or modifying distribution systems, thereby conferring a strong
advantage (World Bank 2011a). Kaizen training is one instrument that could
be used.!* Higher productivity and quality could also be encouraged by
increasing the flexibility of labor markets, particularly by making the
introduction of performance-based compensation components easier so as to
strengthen worker incentives.

e Facilitate the development of competitive input industries such as spinning and
textiles: Like Ethiopia, Zambia may be able to fill a major gap in the cotton-
to-apparel value chain by developing a more competitive spinning and textile
industry. Zambia’s favorable conditions for cotton production and its hydro-
electric potential could facilitate this. A detailed feasibility study could
determine if this is warranted. A competitive domestic supply of cotton fab-
ric could reduce production costs and delivery delays in the apparel sector by
lessening the reliance on imported inputs. Facilitating partnerships between
ginners and cotton farmers could support farmers in planting, growing, and
harvesting cotton; 90 percent of cotton is grown on small-scale farms, where
there is room to improve productivity. To deal with the cartel of ginneries
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selling domestic cotton at Liverpool prices, the government should follow
the example of Kenya and Lesotho by facilitating competition among cotton
sellers so as to prevent a single private cotton seller from charging the export-
parity price to local textile manufacturers, thereby lowering production costs
for spinners, textile manufacturers, and apparel producers.

o Establish a plug-and-play industrial park: Several constraints could be eased
simultaneously if a plug-and-play industrial park were available. China has
shown that such parks can assist firms by providing affordable access to indus-
trial land, standardized factory shell buildings, and worker housing, as well as
training facilities and one-stop shops for complying with business regulations.
Industrial parks lower the financing costs and risks for well-performing small
firms, allowing them to grow larger even if banks consider them too risky for
loans.

o Establish a partnership between government and the private sector to address the
key constraints in the sector: This would include dealing with secondhand cloth-
ing through a petition to the World Trade Organization or introducing safe-
guard legislation, or both.

Notes

1. In contrast, in Ethiopia, the sector employed 9,000 workers and exported $8 million
worth of apparel in 2009, while, in Vietnam, the sector employed 1 million workers
and exported $8 billion worth of apparel.

2. Zambia's textile sector produces primarily 100 percent cotton yarn, along with small
quantities of blended yarn. Most of the yarn is exported, but a small share is retained
for the domestic production of woven fabric used to manufacture niche apparel

articles (USITC 2009).

3. Producers of cotton products claim that a cartel of ginneries refuses to sell cotton on
the domestic market at less than the Liverpool price, some 25 percent higher than the
price should be without transport costs. At this price, they claim, Zambian cotton is
twice as costly as cotton in China.

4. This would need to be considered carefully given the spinning industry’s collapse in
Zambia in recent years. For example, Swarp, Zambia’s largest textile mill and one of
Sub-Saharan Africa’s leading producers and exporters of 100 percent cotton yarns and
blended cotton-polyester yarns, collapsed in 2008, in part because of labor manage-
ment problems. Swarp sourced most of its cotton lint domestically and, at its peak,
employed more than 1,000 workers. Having become internationally competitive in
the production and export of cotton yarn, Swarp was seen as a Zambian success story

(USITC 2009).

5. For example, even after Zambia became eligible under the African Growth and
Opportunity Act in 2004, Swarp exported cotton yarn to Botswana, Mauritius, and
South Africa to be used in products eligible under the act rather than exporting
directly to the United States.

6. Wage rates are higher in Zambia than in other African economies and Vietnam.
However, because of severe competitive pressure, apparel workers in Zambia are not
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10.

11.

12.

13.

14.

highly paid by local standards. Nonetheless, relative to Ethiopia, formal sector workers
in the apparel industry in Zambia are paid 50 percent more for skilled labor and
200 percent more for unskilled labor.

. The World Bank (2011a) finds that small and medium enterprises in light

manufacturing in Africa, especially in landlocked countries such as Zambia, are much
less likely to export than firms in China (and, to a lesser extent, Vietnam). In 2010,
almost 80 percent of Zambian manufacturing firms imported some or all of their
inputs, and over one-quarter imported 100 percent of their inputs (ZAM 2011).

. This section draws on data in Doing Business (database), International Finance

Corporation and World Bank, Washington, DC, http://www.doingbusiness.org/data.

. The time required for inland transportation is estimated separately from the cost, but

the cost implicitly includes the cost of delays because the trucking companies set
prices based partly on the time spent waiting at borders.

Import duties are a less significant issue because tax incentives allow eligible firms to
import textile machinery, all woven polyester fabric for processing, and all sewing

threads and gray fabric duty-free (ZRA 2007).

For example, four of the estimated eight firms in the textile sector are vertically
integrated, spinning their own yarn for use in finished textile and apparel production

(USITC 2009).

While many goods are donated by charities, the market is dominated by small traders
who make millions of dollars in aggregate by selling these clothes for less than a dollar
each. The used clothing shipped to Sub-Saharan Africa by the United States accounts
for nearly $60 million in sales annually. Wholesalers mark prices up by as much as
400 percent.

According to information provided by the World Bank’s doing business team, it takes
14 days to obtain a letter of credit in Zambia. See Doing Business (database),
International Finance Corporation and World Bank, Washington, DC, http://www
.doingbusiness.org/data.

Kaizen training conducted as part of this study had a significant impact on production
management, recordkeeping, and business performance in Tanzania’s garment
industry (World Bank 2011a). Training programs for Zambia should take into account
that training workers might take longer there than in countries such as China and
Ethiopia. In China and Ethiopia, 85-90 percent of firms covered by our survey
reported that it takes at most four weeks for new workers to be fully trained, whereas,
in Tanzania and Zambia, less than 60 percent of firms reported that new workers are
trained in four weeks or less (World Bank 2011b).
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CHAPTER 6

Leather Products

Introduction

The strong potential for expanding the livestock industry and the low capacity
utilization at tanneries point to the possibility for Zambia to produce and export
more leather and leather products. Supporting ongoing efforts to expand live-
stock herds and facilitating improvements in the quality of hides could enable
Zambia to exploit more of its potential in leather. Easing some key constraints
might make it feasible to produce more leather products as well.

Zambia’s leather industry is small and oriented primarily toward producing
leather rather than higher—value added leather products. In 2010, Zambia
exported $2.3 million worth of leather products; Vietnam exported a thousand
times that amount.! Of the total hides collected, about 80 percent are processed
into wet blue before export (Simpelwe 2011).

Six of the eight firms operating in the leather products sector produce leather
footwear.2 Employment is estimated at 600 people (around 2,000 if informal
microenterprises are included).? The domestic production of leather products is
limited to industrial safety boots (many are also imported), military boots,
school shoes, sandals, and a few other products such as handbags, belts, and
footballs. Leather fashion shoes and casual shoes are not produced in Zambia.

The market and the institutional support structure for footwear in Zambia is
outlined in figure 6.1. The input part of the supply chain is weak, and many
inputs are imported. Furthermore, the sector faces competition from imported
new and secondhand footwear.

Sectoral Potential

Zambia has the potential to increase the supply of leather products to domestic
and regional markets, as well as to export wet blue and finished leather. The
sector benefits from some advantages that could support greater competitiveness
over time, as follows:

o A substantial labor cost advantage over China: The advantage is greater in
shoes than in apparel because the leather sector is more labor intensive; labor
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Figure 6.1 The Footwear Market and Institutional Support Structure, Zambia
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accounts for 40 percent of the production cost of leather shoes in China, com-
pared with 10 percent in the case of apparel. Zambia combines low wages with
good labor efficiency that is on a par with labor efficiency in China (figure 6.2).

o Potential to expand the cattle industry greatly by more fully exploiting Zambia’s
extensive grazing land (currently exhibiting low caitle density) to meet the rising
domestic and regional demand for beef and dairy products: The leather
industry—a largely undervalued and underexploited by-product of the beef
and dairy industries—could be expanded in conjunction with these industries.
Zambia’s carrying capacity suggests that the country could support more than
7 million cattle, more than twice the current 3 million (World Bank 2011a).

o Opportunities for increasing the numbers of skins of other animals, particularly in
the burgeoning crocodile skin industry: The number of crocodile skins exported
by Zambia doubled between 2002 and 2009, albeit with some annual
fluctuations (Caldwell 2011).

® Duty-free access of leather products: Zambian leather products enjoy duty-free
access to markets in the European Union and the United States and prefer-
ential access to the markets of members of the Common Market for Eastern
and Southern Africa and the Southern African Development Community.
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Figure 6.2 The Cost to Produce Leather Shoes, Zambia Relative to China
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Source: \World Bank, based on a value chain analysis for leather loafers in China by Global Development Solutions (GDS 2011)
and rough estimates derived from in-depth company interviews conducted by the World Bank in July 2009.

The Main Constraints on Competitiveness

The cost of producing and exporting leather shoes to the European Union and
the United States is lower for Zambia than for China (figure 6.2). Zambia’s con-
siderable labor cost advantage, though smaller than Ethiopia’s, for example,
outweighs disadvantages in other factors.

However, Zambia’s leather shoe production is less competitive with China
than it could be because of poor trade logistics and high input costs. Furthermore,
while production costs are lower in Zambia than in China, they are higher in
Zambia than in Ethiopia, Tanzania, and Vietnam (table 6.1). This is largely the
result of higher labor costs in Zambia relative to Ethiopia and, to a lesser extent,
Vietnam and worse trade logistics relative to Vietnam. These issues are discussed
in more detail below.

The main issues in the leather products sector concern inputs, trade logistics,
worker skills, and technology.

Shortage of Inputs

A lack of the domestic production of several key inputs, including leather
and chemicals, means that these inputs have to be imported. The shortage
of high-quality raw hides and skins lowers capacity utilization at tanneries
(50-65 percent). Tanneries face the choice of importing hides and skins, wet
blue, and finished leather or using poor-quality raw materials to produce
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Table 6.1 Production Cost Advantage or Disadvantage in Leather Loafers, Four Countries Relative to China

USS per pair of shoes
Advantage or disadvantage relative to China
Indicator China Ethiopia Tanzania Zambia®  Vietnam
Labor cost 6.50 -5.50 -3.50 -3.50 -4.10
Labor efficiency +0.20 0 0 +1.00
Capital cost 0.15 +0.5 +0.10 +0.5 0
(land)?
Capital efficiency +0.5 +0.15 +0.10 +0.50
Input cost 7.00 +0.35 +0.20 +0.20 +0.15
(with imported leather)

Input efficiency +0.70 +0.35 +0.35 —-0.35
Utility cost and usage 0.10 0 +0.10 0 +0.50
Financing cost 0.35 +0.25 +0.25 +0.25 0
Trade logistics cost (European Union, n.a.

United States) 0.55 +0.70 (no exports) +0.80 0
Overhead and regulatory cost 0.15 +0.10 +0.35 +0.10 +0.20

(rough estimate) (low volume)

Total production cost 14.80 11.70 12.80 13.15 11.80

Source: World Bank, based on a value chain analysis by Global Development Solutions of leather loafers in China, Ethiopia, and Tanzania and on
rough estimates derived from interviews among companies in Zambia in July 2009.
Note: + = a disadvantage relative to China; — = an advantage relative to China; n.a. = not applicable.

a. Rough estimates.

poor-quality products. Several factors contribute to the shortage of high-quality
hides and skins:

The supply chain is weak: Most of the cattle farming sector operates on a
nonintegrated basis across the meat, milk, and hides segments.

Many hides are exported: Despite a ban on exporting raw hides, there is a brisk
illegal trade in hides by traders seeking better prices. The majority of hides are
exported as wet blue rather than processed (encouraged by the fact that wet
blue exports to China are duty-free).

Farmers fail to appreciate the potential value of the hides and skins: When com-
bined with a lack of knowledge and training, this leads to poor branding,
slaughter, and preservation techniques that damage hides and skins. Of the
70 percent of hides that originate in the traditional sector, almost 30 percent
are rejected for inferior quality. Hides produced in the commercial sector are
usually of good quality.

Poor livestock management: Poor management leads to damage to hides from
ticks and other pests and diseases.

Trade Logistics

The production cost of a cowhide shoe made in Zambia is twice that of a
sheepskin loafer made in Ethiopia and nearly as expensive as a loafer made in
China, largely because of the high cost of the imported materials associated with
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lasting and finishing. High transport and trade logistics costs and high import
tariffs on some inputs—for instance, 25 percent on finished leather and 15-25
percent on midsoles and outsoles—all contribute to the high cost of imported
materials. There have been some improvements in trade policy in the past decade
that have reduced some costs. The import duty on the PVC (polyvinyl chloride)
lining and eyelets used in shoe production was reduced to 5 percent, and the
duty on tannery machinery and equipment was removed in 2001. Exporters
benefit from a duty drawback scheme, but firms supplying the domestic market
do not receive rebates on import duties (ZRA 2007) (for more details on trans-
port and trade logistics costs, see chapter 5 on apparel).

Labor Cost, Efficiency, and Skills

Zambian manufacturers of leather shoes compare favorably with their
counterparts in China and Vietnam. Labor costs are lower in Zambia than in
China, and labor efficiency is comparable, while the higher labor efficiency in
Zambia relative to Vietnam outweighs the positive effect of Vietnam’s lower
wages. Another concern is inadequate labor skills. Two Zambia-based leather
product firms claimed to have raised productivity as much as 50 percent by
investing in worker training in India and in special training programs in Zambia.

Technology

Outdated technology is an additional constraint on the competitiveness of
Zambia’s leather products sector. In particular, obsolete machinery and the lack
of design expertise limit production to simple, lower-quality, or niche products
that cannot compete on the international market.

Recommendations

Several actions could improve Zambia’s competitiveness in leather products:*

® Remove the export ban on unprocessed leather: Removing the ban could increase
the returns to cattle farmers, encourage investment in this critical part of the
leather products supply chain, and ultimately raise the supply of hides.

o Attract foreign investors: Particularly in tanning, more foreign investment could
boost productivity and quality and strengthen the links between Zambia’s
leather products sector and the international market. More than in some other
light manufacturing sectors (such as wood products and apparel), foreign
investors seem interested in Zambia’s leather sector. For example, in 2009,
TATA spent $1.2 million to take over an insolvent tannery in Zambia. More
recently, a group of Indian investors expressed interest in partnering with
leather producers in the Common Market for Eastern and Southern Africa to
establish a regional leather industry, including supporting improved
technologies and importing leather worth $1.5 billion from Zambia over the
next five years (Muganya 2011).
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o Facilitate knowledge sharing: Zambia’s leather products sector could benefit
from better management and design skills, especially if these are facilitated by
external experts. Kaizen training and foreign investors could play important
roles. The survey of small and medium firms conducted for this study found
that Chinese firms are much more likely than African firms to rely on external
experts at start-up and at subsequent stages (the introduction of new products,
changes in technology, modifications in distribution systems) (World Bank
2011b; see also chapter 5). In addition to standard managerial and technical
training, Zambia’s leather goods sector could benefit from foreign involvement
in training in up-to-date design skills, which would allow firms to manufacture
more fashionable products that would appeal to higher-end and international
markets. Another way to foster the skills needed to manufacture leather shoes
competitively for domestic and regional markets is through collaboration
among developing countries in trade schools and small and medium producers
of simple leather products, such as handbags and school bags, that would
encourage Zambians to produce these goods.> Zambian firms should also seek
to learn from their regional peers—for example, through initiatives of the
Common Market for Eastern and Southern Africa—to share lessons related to
the leather sector.

® Encourage backward and forward links along the value chain: Initiatives that
foster tighter links between raw material suppliers and end producers would
benefit poor indigenous farmers, as well as major firms, which stand to gain
from a better supply of higher-quality leather (and beef and milk).. The
experience of a few vertically integrated companies has shown that Zambia
can produce leather of the highest quality (for example, the exports for
Jaguar cars).

o Improve trade logistics: Better trade logistics would reduce production costs and
the time to receive inputs and ship the final product to the customer. Efforts
to improve trade logistics should be undertaken in collaboration with
neighboring countries (see the discussion in chapter 5).

Over the longer term, Zambia can increase the availability of high-quality
leather by promoting the development of the livestock industry. Targeted actions
can be taken to encourage the leather, beef and dairy industries to develop hand
in hand. The following efforts, many of which have already been initiated and
aimed at expanding the beef and dairy industries, will also benefit the leather
products sector by increasing the quantity and quality of hides:

o Improve disease control: The skin diseases impairing leather quality can be
reduced through a vaccination program to reduce the incidence of ectoparasites.
In Ethiopia, the cost for such a vaccination program was less than $10 million
for the entire country (Dinh and others 2012). This would make a major
contribution to the number and quality of hides.
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o Improve breeding and feeding practices: Better breeding and feeding practices
would increase cattle numbers and raise the quality of the hides.

o Educate traditional farmers: The traditional sector raises 80 percent of the
country’s cattle. Educating traditional farmers and improving their animal
husbandry skills and market awareness could greatly increase cattle numbers,
productivity, and hide quality and help integrate the farmers into the formal
supply chain. One successful effort has been the establishment by the
Leather Industry Association of Zambia and the Zambia Bureau of Standards
of a standards and grading system for raw hides and skins for use by abattoirs,
traders, and tanneries. The system has improved supplier awareness of the
quality standards for hides and reduced hide rejection rates at leather
factories.

For a more detailed discussion of how the competitiveness of the beef and
dairy industries could be improved, see World Bank (2011a). Similar actions
could be taken for other types of livestock.

Notes

1. UN Comtrade (United Nations Commodity Trade Statistics Database), Statistics
Division, Department of Economic and Social Affairs, United Nations, New York,
http://comtrade.un.org/db.

2. At the time of research, one of the leather footwear firms was performing poorly and
was considered likely to go out of business soon.

3.Data are based on information gathered by Global Development Solutions
(GDS 2011). This compares with 7,600 in Ethiopia, 1,000 in Tanzania, and more than
600,000 in Vietnam.

4. The leather products sector in Zambia has a considerable labor cost advantage over
the sector in China; so, reducing wages is not included here as a priority.

5. In all of low-income South Asia, the domestic availability of leather and trade schools
has fostered the development of an indigenous slippers and sandals industry that has
evolved into a shoe industry.

6. An example is TATA Zambia’s 2009 memorandum of understanding with the
government, whereby TATA would train small-scale farmers and personnel at

abattoirs on the production of quality hides and the treatment of hides before they
are supplied to TATA’s tannery (ZDA 2009).
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CHAPTER 7

Wood Products

Introduction

The main opportunity for Zambia’s wood products sector is in the domestic
market. Greater international competitiveness might be achievable over the
longer term through improvements in the availability of upgraded technology
and skills, support for more efficient supply chains, and access to reasonably
priced domestic wood.

Zambia exports mostly raw wood and reimports processed wood from China
and South Africa, such as standardized low-cost furniture. In 2009, Zambia
imported wood and wood products worth approximately $20.8 million and
exported goods worth about $7.8 million, resulting in a negative trade balance in
processed wood products. By 2010, following a rapid decline in the exports of
wooden furniture, imports valued at $6.2 million outweighed exports by a factor
of more than 400.1

Zambia produces value added wood products made of softwood and
hardwood. The domestic market, mainly the construction industry, consumes
70 percent of the processed wood products including sawn wood, and the rest is
exported, nearly all to the Democratic Republic of Congo.

The wood products sector employs more than 47,000 people, mostly men.
There are an estimated 600 formal sector firms and more than 3,000 generally
small informal sector firms. Although more than 96 percent of the registered
wood processing companies are categorized as small and medium enterprises, less
than 10 percent of all exported wood products are produced by small and
medium enterprises, which are usually low-productivity, informal sector firms
producing low-quality products. There are a few formal sector firms that export
high-value products (such as hardwood floors) and that have started to compete
with imports of simpler products, such as window frames and doors. Foreign
investment in furniture has been minimal and does not seem to be increasing.
Figure 7.1 shows the supply chain and institutional structure in wood products
in Zambia.
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Figure 7.1 The Processed Wood Supply Chain and Institutional Support Structure, Zambia
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Source: GDS 2011.
Note: Dashed lines indicate a weak link, lack of organization, and areas where technical support is required to strengthen ties along the supply
chain; LE =large enterprise; SME = small and medium enterprise; IS = informal sector.

Sectoral Potential

Zambia has a comparative advantage in growing trees for wood: the country’s
forests, which cover 54.6 million hectares, include high-value wood trees such
as teak, mahogany, rosewood, and pine. Yet, based on the domestic resource
cost ratio for wooden chairs, Zambia’s global competitive position in wood
products is weak (GDS 2011). It will take time to achieve the productivity
increases required to become internationally competitive. Over the medium
term, the sector is expected to focus primarily on the rapidly growing domestic
market to support the construction industry and to meet the demand for prod-
ucts that are currently being imported, but that are nonetheless relatively
simple to make.

The Main Constraints on Competitiveness

Taking wooden chairs as illustrative of the manufacturing of wood products
more generally, we find that Zambia is not internationally competitive in the
sector. A wooden chair that on average costs $12.67 to make in China and
$17.50 in Vietnam costs $30.97 in the formal sector in Zambia However, the
cost of production in Zambia is competitive in the region: a similar chair costs
$40.38 to produce in Ethiopia and $31.21 in Tanzania.
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While the cost of wooden chairs produced in Zambia’s informal sector is well
below the $30.97 cost in the formal sector and is competitive with the cost in
China and Vietnam, the quality of the chairs is lower and unsuitable for export.

Several factors prevent Zambia’s wood products industry from achieving
international competitiveness, including low labor productivity and low capacity
utilization, the high cost of wood, poor managerial and worker skills, old
technology, weak supply chains, and market segmentation.

Low Labor Productivity and Low Capacity Utilization

Even in larger wood product firms in Zambia, labor productivity is low. The
number of chairs produced per worker per day averages 36 in China and 2 in
Vietnam, but only 0.2-0.6 in Zambia (0.2-0.4 in Ethiopia and 0.3-0.7 in
Tanzania; see table 7.1). While wages are lower in Zambia than in China, the dif-
ference is not sufficient to compensate for Zambia’s lower productivity: the total
labor cost per chair in Zambia is more than four times that in China. Similarly,
capacity utilization is low: a maximum of 68 percent in Zambia compared with
85-100 percent in China (table 7.1).

The High Cost of Wood
Wood from legal sources is expensive in Zambia, and the cost is passed through
the value chain. For example, pine lumber costs $394 per cubic meter in Zambia
compared with $344 in China, $275 in Tanzania, and $146-246 in Vietnam (but
$667 in Ethiopia). This is largely the result of the monopoly of the Zambia
Forestry and Forest Industries Corporation (ZAFFICO) over managed forests
and its control over the roundwood price. The other option is to buy wood from
the open areas, where sales must be negotiated with the local tribal chiefs.
In both cases, the additional commitment fees, associated stipulations and pur-
chase requirements (for ZAFFICO), and royalty fees (for open areas) drive up
the price.

Moreover, poor primary processing technology leads to low recovery rates
and, thus, higher costs, and poor road infrastructure raises transportation costs.

Table 7.1 Wooden Chair Production: Benchmarking Selected Variables, Five Countries

65

Indicator Zambia China Vietham Ethiopia

Tanzania

Wages, average per month, US$
Skilled 200-265 383-442 181-259 81-119
Unskilled 100-160 206-251 85-135 37-52
Labor productivity, chairs per person per day 0.2-0.6 3.0-6.0 1.2-2.6 0.2-04
Labor cost per chair, US$ 9 2 3 10
Cost of lumber (pine), US$ per cubic meter 394 344 146-246 667

Cost of consumables (glue, varnish, and so on), US$
per chair 4.30 0.51 148 4.22

Capacity utilization, % 40-68 85-100 60-85 30-80

150-200
75-125
0.3-0.7

19
275

5.10
50-60

Production cost per chair, US$ 14.91-30.97 11.46-1449 13.29-22.52 32.06-49.48 30.00-33.42

Source: GDS 2011.
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Transportation costs for lumber in Zambia can be as high as $4.25 per
kilometer-ton compared with $0.28 in China and even less in the other coun-
tries (World Bank 2011). Availability is another concern. Wood processors fear
that unregulated or illegal hardwood logging (for exports or as a source of
domestic fuel), left unchecked, could exhaust hardwood supplies in Zambia
within a few years (Chaponda 2010). Importing wood from abroad is also
expensive because of international transportation costs and a 25 percent import
duty on roundwood and sawn wood.

Production costs per chair are also high (see figures 7.2 and 7.3). Excluding
the cost of lumber, they are 10 times higher in Zambia than in China.
Contributing factors are poor managerial and worker skills, outdated technology,
and weak supply chains (see below).

Figure 7.2 Cost and Composition of Major Inefficiencies in Wooden Chair Production, China
and Zambia
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Source: GDS 2011.

Figure 7.3 The Value Chain of Wooden Chairs, Zambia

Local market wooden chair, Un-upholstered Lusaka, Zambia

Unit production cost $30.97 Lumber price ($/m3) $394 Skilled: unskilled worker ratio 1.5:1

Raw material Framing/assembly Finishing Packlng Admin/OH
24.0% 29.2% 34.4% 0 0% 12.3%

Raw materials ~ $8 26%
Labor $9  29%
Consumables  $11  36%

Source: GDS 2011.

Note: OH = overhead; R & M = repair and maintenance costs.
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Figure 7.4 The Value Chain of Wooden Chairs, China

Export (and Local) wooden chair, Un-upholstered Guangdong, China

Unit production cost $12.67 Lumber price ($/m3) $344 Skilled: unskilled worker ratio 1:8

Raw material Framing/assembly Finishing Packing Admin/OH
73.3% 13.3% 8.5% 1.8% 3.1%

Raw materials $10 77%
Labor $2 16%
Electricity/drying  $0.3 3%

Source: GDS 2011.
Note: OH = overhead; R & M = repair and maintenance costs.

Poor Managerial and Worker Skills

The poor management of the production process and inadequately trained
workers are reflected in low-quality products, low labor productivity, and the
wasteful use of expensive consumables. For example, the production of a chair
involves nearly nine times more varnish and finishing oils in Zambia than in
China (see table 7.1). Similarly, while Chinese firms waste about 10 percent of
the lumber in manufacturing a chair, Zambian firms waste 1.5-3.0 times more.
Small and medium firms, which make up more than 95 percent of the registered
wood processing companies, struggle to produce high-quality products suitable
for export: they produce less than 10 percent of Zambia’s wood product exports.
The lack of technical expertise in product design and development compounds
the problem.

Zambian workers lack basic education, as well as more specific technical and
managerial expertise. The Zambia business survey found that a lack of education
among micro, small, and medium enterprise workers is associated with lower
productivity (Clarke and others 2010), and another survey found that 37 percent
of Zambian workers had no education compared with 5 percent or fewer in
China, Ethiopia, Tanzania, and Vietnam (World Bank 2011). The latter survey
also highlighted problems with management. Among the five countries in our
study, Zambia has the smallest share of production workers and the largest share
of managers (a 27 percent manager to worker ratio, compared with 16 percent
in China and as little as 4 percent in Vietnam). This suggests that labor manage-
ment may be more difficult in Zambia, requiring more managers for a given
number of production workers.

Outdated Technology

Equipment is considerably older, on average, in Zambia than in China and
Vietnam, at 28 years compared with 3-7 years in China and 7-13 in Vietnam
(GDS 2011). High interest rates and high collateral requirements make it
difficult for smaller firms to invest in the technological upgrades needed to
increase productivity and product quality. As a result, production costs are high
and productivity and quality low.
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The survey of small and medium firms found average interest rates of
21 percent in Zambia compared with 10-14 percent in Ethiopia, Tanzania, and
Vietnam and less than 5 percent in China. Smaller firms are also disadvantaged
by considerably higher collateral requirements in Zambia relative to firms in
China (Fafchamps and Quinn 2012). Half the firms surveyed had purchased new
equipment, machinery, or vehicles in the previous three years, but most recent
purchases (86 percent) had been funded through retained earnings and only
4 percent through loans from financial institutions. While more than half the
firms said they could borrow from financial institutions to purchase equipment,
it is not clear whether the firms could actually borrow, but chose not to or
whether their expectation of being able to borrow was wrong (Fafchamps and
Quinn 2012). In-depth interviews of wood product manufacturers identified
lack of capital as a constraint on the purchase of modern equipment.

Weak Supply Chains

The shortage of reliable local suppliers of inputs forces furniture producers to
backward-integrate into wood preparation and drying. This is a subscale and
expensive solution that also creates entry barriers for skilled artisans.

Market Segmentation

The large informal sector is able to produce at lower cost, as little as one-third
the cost of production in the formal sector. This is because informal enterprises
benefit from lower overhead, the possibility of evading taxes and fees, the use of
manual tools (hence, lower capital and electricity costs) and in many cases, access
to illegally obtained wood. The outcome is a lower-quality product but one that
nonetheless appeals to a large segment of the domestic market (where price is
the key consideration). However, this separation of markets and the lack of a
sophisticated local market that demands high-quality products reduce the com-
petitive pressure for local manufacturers to improve the quality of their products
and is another factor preventing Zambia’s wood products sector from becoming
internationally competitive.

Recommendations

There are few, if any, short- to medium-term strategies available to make
Zambia’s wood products sector internationally competitive. Improved competi-
tiveness requires long-term upgrades to formal sector production, greater mecha-
nization, and training in complementary skills. Otherwise, small informal wood
manufacturers will remain in a low-level equilibrium of low productivity, low
prices, and low income. In the medium term, the wood products sector is
expected to focus primarily on the domestic market, and small firms are expected
to account for most employment in the sector.
Our main recommendations, to be pursued in parallel, are as follows:

o Improve competition and efficiency in the supply of wood: Improving competi-
tiveness will require curtailing illegal trade, providing alternatives to
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ZAFFICO’s monopoly, and removing distortions in the market to be able to
exploit Zambia’s high-quality wood sustainably at lower cost. This last could
involve encouragement for investment in private wood plantations (which
China, Tanzania, and Vietnam have all done successfully) close to the main
production and demand centers of the country to minimize transport costs. In
the past, there have been concerns about a shortage of plantation roundwood
and about inadequate private sector investment in forestry plantations

(Mwitwa 2009).

o Encourage foreign investment in furniture manufacturing: Foreign investment
could bring new technology and management skills to help improve produc-
tivity and quality.

o Develop plug-and-play industrial parks and facilitate clustering: Establishing
industrial parks could improve the access of smaller firms to utilities, land,
finance (using land and machines as collateral), and skills (technical
assistance programs, particularly targeted at managers). To improve the
efficiency of the supply chain, the parks could incorporate a hardwood
drying plant supported through a public-private partnership so that indi-
vidual producers would not need to invest in expensive subscale drying
facilities. This would also strengthen the incentive to use legally logged
hardwood. Because foreign investors have exhibited limited interest in the
sector, the government and domestic investors will need to step up. A major
policy challenge for the government is to find ways to enable informal sec-
tor firms, which make up most of the sector, to adopt modern technology
and access better information (for example, by helping clusters of informal
sector firms specialize, invest, and link up with formal sector firms and
markets).

Note

1. UN Comtrade (United Nations Commodity Trade Statistics Database), Statistics
Division, Department of Economic and Social Affairs, United Nations, New York,
http://comtrade.un.org/db.
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CHAPTER 8

Metal Products

Introduction

Zambia is a major mineral producer. It is one of the largest copper producers in
the world. Yet, Zambia’s metal products sector is small. It uses less than 5 percent
of the country’s copper output in manufacturing, and most finished goods con-
taining copper are imported. The metal products sector overall has accounted for
less than 1 percent of gross domestic product and about 1.6 percent of manufac-
turing output.! In 2009, Zambia exported processed metals worth $9.9 million
and imported metal products worth $4.1 million.2

The local fabrication of copper products is hampered by small domestic and
regional markets, while the manufacture of steel products is constrained by the
high cost of steel (almost entirely imported). The cost of steel could be lowered
by exploiting local iron ore resources. In the meantime, trade logistics should be
improved. With the available raw materials as a foundation, additional
improvements in access to technology, finance, and skills could support an
expansion of the metal products sector.

Despite Zambia’s wealth of natural resources, the supply chain is dependent
on imports: imports substitute for the lack of many raw materials (although some
local copper and scrap metal are used), basic metal products, and more
sophisticated fabricated metal products. Figure 8.1 illustrates the market and
institutional support structure of the sector.

Zambia has a small copper fabrication industry that has been growing rapidly,
but from a small base. It produces a narrow range of products, mainly for the
domestic and regional markets (where it benefits from market proximity).
However, even in the region, it faces strong competition from the larger, more
well developed industry in South Africa.

Several dozen firms are engaged in copper fabrication in Zambia; they employ
fewer than 1,000 people (World Bank 2011a). The largest firm is Metal
Fabricators of Zambia, a subsidiary of United States-based General Cable
Corporation, which uses Zambian copper to produce wire rod, wire, cable, and
other products for the domestic, regional, and international markets. Other for-
mal sector firms include the cast product foundry Non-Ferrous Metal Works
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Figure 8.1 The Metal Products Market and Institutional Support Structure, Zambia
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(Zambia) Ltd. and the wire and cable manufacturer Kavino, both largely oriented
toward the domestic market. There are also a few informal sector firms that
produce relatively simple products for the local market. Many manufacturers of
copper-based products in Zambia—both formal and informal—rely on imported
raw materials (including copper) or scrap. El Sewedy Transformers, which manu-
factures electrical transformers for the local market, imports all its copper
(reportedly because Zambian suppliers cannot meet its needs). Similarly, most of
the decorative copper products sold in Zambia are produced in Zimbabwe from
copper sheets imported from Europe (World Bank 2011a).

The steel products sector counts 43 registered small, medium, and large
companies and employs some 2,360 people. Among these companies, indigenous
Zambian firms produce a few poor-quality metal products (candle holders,
chicken feeders, buckets, door frames); formal sector firms produce import-
competitive products (such as metal roofing, nails, steel balls, and rails); and a
single large firm that runs a positive trade balance produces a few export-
competitive products, including crown corks.
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The production of roofing sheets illustrates the promise of the sector. In recent
years, Zambia has experienced a shift from trading in imported sheets toward
manufacturing and even exporting the sheets to neighboring countries.
Encouraged by a growing construction industry and a favorable business
environment, both foreign and Zambian firms have established facilities to
manufacture iron roofing sheets in Zambia, with plans to expand.

Several firms have benefited from government support and investment
incentives. Metal fabrication has been designated a priority industry for
investment incentives. The government recently introduced several measures to
support the local iron and steel manufacturing industry. The 2011 national
budget increased the customs duty on deformed bars, cold-rolled coils, and
galvanized coils to “take cognizance of existing local capacity to produce various
steel products” (ZRA 2010, 10). Other measures include a ban on exports of
scrap metal and a 25 percent duty on imports of metal products such as grinding
mill balls, railway turnouts, and nuts and bolts.2

Sectoral Potential

Several factors favor the sector:

o Zambia’s iron ore deposits, together with competitive sources of hydroenergy and an
established (copper) mining and smelter tradition: These factors could enable a
competitive steel industry to emerge, especially because of steel’s low value-
to-weight ratio, which makes imports relatively expensive, even if trade logis-
tics are improved.

® An established copper mining industry: The mining industry could serve as a
domestic source of the key input for copper fabrication, although the
availability of copper locally may not provide as much of an advantage to
copper fabricators as might be expected (see below).

e Potentially high productivity: Productivity is considerably greater in Zambia
than in China in crown cork production, which takes place at a single, well-
managed, highly automated firm (table 8.1).

o A potential local market in the mining and construction industries for many metal
products that are currently imported at high cost: Realizing this potential requires
that local products compete on price and quality and that the mines can be
persuaded to buy local. Furthermore, Zambia’s exports of steel products to
neighboring countries suggests that Zambia could also take advantage of
regional market opportunities.

Over the long term, growth in the domestic and regional manufacturing
sectors could boost the demand for fabricated copper products and support some
expansion of Zambia’s copper products sector. But even if these opportunities
are realized, copper fabrication may not offer the desired socioeconomic benefits,
for several reasons. Copper fabrication is a capital-intensive industry; even mod-
est growth would not create a large number of jobs. Copper fabrication is subject
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Table 8.1 Crown Cork Production: Benchmarking Selected Variables, Four Countries

Indicator Zambia® China Vietham  Ethiopia
Wages, average per month, US$

Skilled 510 265-369 168-233 181

Unskilled 342 192-265 117-142 89
Labor productivity, factory level, 1,000 pieces per person per day 201.9 12.9-25.1 24.7-26.7 104
Capacity utilization, % 52 95-100 70-100 99
Processing cost, excluding raw materials, USS$ per 1,000 pieces 0.60 0.60 0.47 0.78
Production cost, US$ per 1,000 pieces 5.67 4.81-5.32 4.43-5.01 6.91

Average selling price, US$ per 1,000 pieces

Factory gate
Free on board

6.79 5.75-6.64  5.13-5.80 8.64
— 6.19-7.08 — —

Source: GDS 2011.

Note: — = not available.
a. Data for Zambia are from a single, well-managed, highly automated firm.

to the same demand and price cycle as refined copper and may not be a good
source of economic diversification. And copper fabrication is not a high-margin
industry: the margins are lower in copper fabrication than in copper mining and
refining 4

A detailed value chain analysis of crown corks suggests that Zambia may have
potential in the manufacture of steel products, especially for domestic and
regional markets. The domestic resource cost ratio for crown corks is 0.68 (a ratio
below 1 indicates a potential comparative advantage; see chapter 1), and Zambia
is already exporting this product to other countries in the region (World Bank
2011b).

The crown corks produced in Zambia are more expensive than those
produced in China and Vietnam, but cost less than those produced in Ethiopia
and are competitive in the region (see table 8.1). This is so despite the higher cost
of labor in Zambia, at almost three times the cost of skilled workers in Ethiopia
and almost four times the cost of unskilled workers; wages are also higher than
in China and Vietnam. Zambia’s regional competitiveness in crown corks, despite
the higher wages, derives from the high level of automation, which boosts labor
productivity.

The Main Constraints on Competitiveness

There are four key drivers of success in metal fabrication in Zambia, and
each is constrained in some way: access to raw materials (copper, alloying
materials, and scrap metal), capital, skilled labor, and markets. Table 8.2
shows how Zambia performs on each driver of success in copper and steel
products.

Many of the constraints affecting the metal products industry are similar to
those affecting light industry in general: poor managerial and technical skills and
a lack of high-quality equipment. These constraints especially affect small and
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Table 8.2 Advantages and Disadvantages in the Fabrication of Copper and Steel Products, Zambia, 2010

Driver Copper products Steel products
Access to raw ? Copper is available locally, but this is not a major X Steel must be imported, at high cost.
materials advantage because copper cathode is available at /' Iron ore deposits, hydroenergy
the same price all over the world; the maximum availability, and an established
saving from procuring copper locally is the (copper) mining and smelter tradition
transport cost, and that is likely to be offset by the could enable the development of a
cost of shipping the final product abroad. competitive steel industry.

X Most alloying metals are not available locally and
would have to be imported.
X Scrap is in small supply locally.

Access to capital ? Not a major problem for large international firms, ~ ? Not a major problem for large
but difficult for small and medium enterprises. international firms, but difficult for
small and medium enterprises.
Access to skilled labor % Difficult, especially for small and medium x Difficult, especially for small and
enterprises. medium enterprises.
Access to markets X Small domestic and regional markets for fabricated v Good domestic and regional markets
copper products (excluding South Africa, which is (for example, the mining industry).

largely self-sufficient).

X Access to international markets is hindered by poor
transport, poor trade logistics, and competition
from other fabricators located closer to markets.

Sources: Copper products: World Bank 2011a; steel products: GDS 2011.
Note: v/ = advantage; X = disadvantage; ? = conditional.

medium enterprises. In addition, inadequate demand and high costs constrain the
industry.

The Inadequate Demand for Copper Products

The domestic and regional demand for fabricated copper products is insufficient
to support any large expansion of Zambia's copper fabrication industry
(World Bank 2011a). This disadvantage outweighs the limited advantage of the
local availability of copper ore. While there is a large international market for
fabricated copper products, Zambia would have difficulty competing because of
high transport costs and poor trade logistics, as well as strong competition from
Asian fabricators located closer to international markets and from South African
firms with lower transport costs to non-African markets. If Zambia can address
the transport and logistics costs, it can gain market share in world markets
because of its otherwise favorable cost structure.

The High Cost of Steel

The mining and construction industries are a potential local market for many
metal products that are currently imported at high cost, provided that local
producers can compete on price and quality and that the mines can be persuaded
to buy local (Kaiser Associates 2011). The minister of commerce, trade, and
industry recently stated that growth in the mining sector—the country’s biggest
user of steel and iron products—has not translated into similar growth in the

local steel and iron industry because mining companies prefer imported products
(Chulu and Wangwe 2011).
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The high price of steel in Zambia—almost 50 percent higher than in China
(tin-free steel costs $1,610 per ton in Zambia compared with $1,106 in
China)—serves as a major disadvantage to Zambian metal products manufac-
turers (figures 8.2 and 8.3). Imported steel accounts for nearly 60 percent of
the total production cost of crown corks, for example. This disadvantage

outweighs the advantage arising from higher labor productivity in Zambia and

more than explains the 7 percent higher production cost of crown corks in
Zambia relative to China. The high cost of steel in Zambia results from the
need to transport this bulky item over long distances (high transport costs and
poor trade logistics) and from the 20 percent import tariff. The government

Figure 8.2 The Crown Cork Value Chain, Zambia
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Figure 8.3 The Crown Cork Value Chain, China

Crown cork Guangdong, China
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recently banned exports of scrap metal to create reserves of raw material for
local iron and steel manufacturers.®

Despite this cost disadvantage, Zambia still manages to be regionally
competitive in the production of crown corks. For example, while the cost of
tin-free steel is 14 percent higher in Zambia than in Ethiopia and labor costs are
also considerably higher, the unit cost of crown cork production is 18 percent
lower in Zambia. The difference is attributable largely to the high degree of
automation and, hence, to high labor productivity and low materials waste.
Capacity utilization for the lone crown cork plant in Zambia is only 52 percent;
yet, the plant meets more than 75 percent of the local market demand. The firm
would benefit greatly from access to export markets.

Recommendations

The following recommendations for resolving the key constraints in the metal
products sector relate mainly to steel products. Because of the market con-
straints faced by the copper fabrication industry, it is difficult to pinpoint spe-
cific policies that would have a major impact on the industry’s competitiveness
in the short term. Nonetheless, the longer-term development of the industry
could be promoted through policies to encourage the manufacturing sector
more broadly and thereby gradually build local demand for fabricated copper
products.

o Improve access to reasonably priced steel by

— Eliminating the 20 percent import tariff on steel (with little fiscal impact; see
below): This would save an estimated $0.40 in the production cost of
1,000 crown corks.

— Improving transport and trade logistics: This could halve the transportation
cost of steel, saving $100 per ton, for a savings of $0.20 on 1,000 crown
corks. It could also lower the cost of some noncopper inputs in the copper
fabrication industry and lessen Zambia's disadvantage in accessing
international markets for fabricated products. Two priority actions are
required: streamlining the procedure for obtaining letters of credit and
reducing border waiting times (for example, by establishing one-stop bor-
der posts). Rail is often cheaper than trucks for transporting heavy, bulky
goods such as minerals and steel, and many believe that revitalizing Zambia’s
rail system (as well as the rail link between Zambia and Dar es Salaam)
could assist these industries.® Because an upgraded rail system would face
strong competition from Zambia’s competitive trucking industry, efforts to
invest in rail should be viewed in the context of a broader, multimodal
transport network (Raballand and Whitworth 2011). Investments in rail are
likely to be more effective if they come from the private sector (such as the
plans of Universal Mining and Chemical Industries to construct a railway
line to transport iron ore and steel from its mines and processing facilities).Z
The government would play a facilitating role. The government also has an
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important role in establishing a conducive policy environment, upgrading
and maintaining key truck roads, and ensuring that the costs of road
maintenance are fully recovered through appropriate road user charges and
fuel taxes (Raballand and Whitworth 2011).

— Enabling the exploitation of local iron ore deposits: Zambia has known iron
ore deposits of more than 600 million tons, and there is much interest in
exploiting them. Universal Mining and Chemical Industries is said to be plan-
ning to invest more than $130 million in developing two iron ore mines to
supply its steel plant and avoid an anticipated shortage of scrap metal.& Over
the longer term, the combination of untapped competitive iron ore deposits
and low-cost hydroelectricity could eliminate the cost disadvantage associ-
ated with imported steel. An in-depth feasibility study should be undertaken
to assess the potential competitiveness of a domestic steel industry.

— Consider providing small and medium firms with government-facilitated
(but not subsidized) direct procurement of duty-free steel imports: This could be
accomplished as part of an incubator program (see below).

Facilitate access to advanced technologies: Zambia has emerged as a regional
competitor in crown corks thanks to the high level of automation and the use
of high-technology machinery. Copper fabrication firms (especially smaller
ones) are disadvantaged by their lack of access to financing for suitable equip-
ment (World Bank 2011a). Expanding access to technology could help Zambia
become more competitive in metal products. For example, Scaw Ltd., one of
the main manufacturers of steel products in Zambia, plans a $15 million
recapitalization program to develop capacity to manufacture forged steel balls
rather than cast balls. Scaw intends to expand its market share by providing the
higher-quality steel balls that are currently being imported (Kaiser Associates
2011). Involving foreign investors could help in transferring technology, and
the government is seeking investors for a foundry to produce world-class mill
balls and mill liners (ZDA and CBC 2011). However, highly automated
capital-intensive processes such as crown cork production provide only a
limited opportunity for employment growth.

Develop plug-and-play industrial parks: Industrial parks would facilitate the
access of small and medium metal product fabricators to utilities, land, finance
(using land and machines as collateral), and skills. A 2009 nationally represen-
tative survey of Zambian small and medium enterprises found that lack of
access to utilities, finance, and education is associated with low productivity
(Clarke and others 2010). These constraints have also been identified as both
direct and indirect checks on the development of copper fabrication in Zambia
(see World Bank 2011a).

Establish a business incubator for informal, indigenous firms: International
experience has demonstrated the utility of incubator programs, while a survey
of Zambian micro, small, and medium firms has found that training and
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the development of business networks could increase their efficiency and

competitiveness (Conway and Shah 2010). In conjunction with an industrial

park, a business incubator could meet several of the following needs:

— Information: A relatively low-cost information package might include details
on product specifications and prices, as well as sources of the steel and
machinery required and the distribution outlets that sell the products.

— Training: If a critical mass of technical capabilities can be developed in the
metals industry, spillovers in the form of a more well-trained cadre of
workers and firm owners could motivate formal sector metal firms to out-
source and diversify into more products, possibly for export. Options
include technical assistance programs, particularly for firm managers, and
perhaps including kaizen training; firm-financed, machine-specific training
provided by equipment suppliers; the use of extension workers to conduct
regular on-site visits to assess the evolving needs of smaller firms and pro-
vide hands-on assistance; and trade schools to provide subsidized technical
training (perhaps established and operated through collaboration among
developing countries, but requiring public investment).2

— Access to raw materials and equipment: Access to inputs and equipment
could be improved through government-facilitated imports of steel and of
machinery.

— Marketing support: The government could subsidize advertising for the new
products produced in the incubators. Certification that Zambian metal
products meet international quality standards could also improve market-
ing, and the government may be able to assist firms with certification. An
absence of such certification may be constraining sales of Zambian-made
steel products to the mines (Macsteel Exports 2010).

— Networking opportunities: Business and social networks and backward and

forward links could be established.

Notes

1.

Data of the Zambia Central Statistical Office and the Ministry of Commerce, Trade,
and Industry.

. UN Comtrade (United Nations Commodity Trade Statistics Database), Statistics

Division, Department of Economic and Social Affairs, United Nations, New York,
http://comtrade.un.org/db.

. “Zambia Government Gives Incentives to Steel Industry,” Post, Lusaka, Zambia,

July 6, 2011.

. The world’s largest copper producer, Chile, has also not developed into a major

fabricator on a global scale. Rather than investing heavily in fabrication, Chile has
capitalized on its resource base by establishing a competitive mining industry, ensur-
ing that the benefits of copper are channeled to the population, and encouraging
diversification in industries with growth potential (such as horticulture, fisheries, and
tourism). Chile’s fabrication meets the needs of local industry and infrastructure, but

little else (World Bank 2011a).

. “RB Bans Export of Scrap Metal,” Lusaka Times, Lusaka, Zambia, September 20, 2011.
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6. For example, see the comments by the Chamber of Mines of Zambia and the Zambia
Chambers of Commerce and Industry in “Revisit RSZ Concession: ZACCI,” Times of
Zambia, Ndola, Zambia, February 4, 2010; see also MOF (2011).

7. See “Universal Mining Invest USD 130 Million in Zambia,” Steel Guru, New Delhi,
http://www.steelguru.com/raw_material_news/Universal_Mining_invest_ USD_130_
million_in_Zambia/190119.html.

8. See State House (2011); “Universal Mining Stakes K250 Billion,” Times of Zambia,
Ndola, Zambia, July 22, 2011.

9. Kaizen training conducted as part of this study was found to have a highly significant
impact on marketing and other business practices in Ethiopia’s metalworking industry
(see World Bank 2011c).
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CHAPTER 9

Agribusiness

Introduction

The Sixth National Development Plan (SNDP) considers agriculture “the
priority sector in achieving sustainable economic growth and reducing poverty
in Zambia” (MOF 2011, 108). Indeed, because the climate is favorable and
only 15 percent of agricultural land is under cultivation, Zambia’s agricultural
potential is substantial. Yet, both primary agriculture and agribusiness are
underperforming.

Most production costs in agribusiness are associated with raw materials.
Consequently, the actions that are most critical to any effort to improve Zambia’s
competitiveness in agribusiness are at the agricultural production end of the
supply chain: reducing the cost of growing crops and rearing livestock and
enhancing agricultural productivity.

This chapter relies on a detailed analysis of the value chains for two products—
wheat flour and processed milk—to draw implications for the wider agribusiness
sector.

In 2008, the agriculture sector accounted for about 20 percent of Zambia’s
gross domestic product, 9 percent of total exports, and 47 percent of nontradi-
tional exports. The sector is the largest employer in Zambia, absorbing some
two-thirds of the labor force, making it the main source of income and employ-
ment for the majority of Zambians in rural and periurban areas. Most agricultural
enterprises and workers (85 percent) operate in the informal sector (GDS 2011).

Primary agricultural products, mainly tobacco, maize, coffee, and tea,
accounted for more than half of Zambian agricultural exports over 2004-08.
Zambia imported $182 million in processed foods in 2009.1 Agroprocessing
industries that depend directly on agriculture constitute around 60 percent of
Zambia’s manufacturing.

Among developing countries, Zambia is one of the largest producers of wheat
flour. It exported around $20 million worth in 2009 (almost one-third of the
exports of wheat flour by least developed countries).2 According to the Food and
Agriculture Organization of the United Nations, Zambia produced an estimated
84,000 tons of milk in 2008.2 The country runs a large trade deficit in dairy
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products: it exported approximately $242,000 worth of dairy products in 2009,

but imported 20 times more.#

Sectoral Potential

Based on a domestic resource cost estimate, Zambia’s competitiveness in wheat
milling is highly sensitive to the assumed selling price. While Zambia is currently
a net exporter (regionally) of wheat, its export price is well above the cost, insur-
ance, and freight price for wheat from China and the domestic price in Ethiopia
and is unlikely to be sustainable (for more, see GDS 2011). Sustained competi-
tiveness in wheat milling will require a reorganization of some markets (for
example, fertilizer) and even a major restructuring to bring costs down to the
level of costs in other economies in the region.

The wider agribusiness sector has strong potential, provided action is taken to
reduce production costs and increase productivity. Growth in the sector could
have a major positive impact on the livelihoods of a large number of Zambians
in rural areas.®

There is a clear opportunity to expand Zambia’s agribusiness sector, based on
the following factors:

e The potential is strong for the domestic production of primary agricultural
products as inputs for the agroprocessing sector:

— Climate and soil are favorable: 58 percent of the country’s land area is clas-
sified as medium- to high-potential land for agricultural production. Yet,
much of it is uncultivated, and much of the land that is cultivated shows
relatively low yields (MOAC and MOLF 2010).

— Several agricultural products are well established, and there is potential for
increasing productivity and production. Some products, such as wheat, cot-
ton, and coffee, are already being exported.

— A large share of the population is accustomed to an agricultural way of life
and to rearing cattle and is available to work in agriculture and animal hus-
bandry. Around two-thirds of the labor force is engaged in low-productivity
agriculture, and the vast majority of micro, small, and medium enterprises
are agriculture based.

¢ Rising incomes, urbanization, and changing consumption patterns could drive
growth in the domestic demand for processed foods. Many processed food
products are imported, and, while the per capita consumption of many pro-
cessed foods such as milk is low, there is a strong growth potential.

The Main Constraints on Competitiveness

The main constraint faced by agribusiness in Zambia is the high cost of inputs,
that is, the outputs of the agricultural industry.® For both wheat flour and pro-
cessed milk, raw materials account for a high proportion of the production costs
(see figures 9.1-9.4, including the value chain analysis for China for comparison).
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For example, for wheat flour, raw materials (almost all wheat) account for more
than 85 percent of the production costs. The situation is similar for several other
processed agricultural products.

Despite favorable soil and climate and wheat yields in line with those in China
and six times those in Ethiopia, wheat and raw milk are expensive in Zambia.
A ton of domestically produced wheat costs $400-500, compared with around
$200 in China and Vietnam and around $350 in Ethiopia and Tanzania (table
9.1). Because imported wheat costs even more, Zambian mills tend to use
domestic wheat. The cost of raw milk is 50 percent higher (perhaps more) in
Zambia than in China and Vietnam (table 9.2). A large proportion of the cost of
the raw milk is for feed, which is expensive (15 percent more expensive in

Figure 9.1 Wheat Milling Value Chain, Zambia

Wheat milling Chisamba, Zambia

Unit production cost ($/ton) $730

Price of wheat $/ton Domestic  $500

Additional income from sales of bran ($/ton) $89 Skilled: unskilled worker ratio 1:5

Handling/ Transport/
storage ackin delivery Admin/OH
(silo or mill) po 5%9 (to buyer) 11.4%

0.0% 1.0%

Transport
(to mill)
0.0%

Milling/

Raw material
87.0%

Raw material $635.42 87.0%
Labor $3.24 0.4%

Source: GDS 2011.
Note: OH = overhead; R & M = repair and maintenance costs.

Figure 9.2 Wheat Milling Value Chain, China

Wheat milling Jiangsu, China

Unit production cost ($/ton) $322

Price of wheat $/ton $192

Additional income from sales of bran ($/ton) $230 Skilled: unskilled worker ratio 1:9

Handling/ Transport/
storage ackin delivery Admin/OH
(silo or Mill) p1 o 9 (to buyer) 1.4%

6.9% 2.9%

Transport
(to mill)
1.8%

Raw material pga Milling/

Raw material $27391 85.1%
Labor $33.71 10.5%
Packing material $1.85  0.6%

Source: GDS 2011.
Note: OH = overhead; R & M = repair and maintenance costs.
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Figure 9.3 Raw Milk Value Chain, Zambia

Raw milk Central Province, Zambia

Unit production cost  $0.39 per liter

Male-to-female ratio  All female Liters/milking day 23
Number of animals 1,827

- g Collection/ q
Raw material N husbandry e Milking Admin OH

delivery

0y
60.8% 4%

1.8% 27.7%

Source: GDS 2011.
Note: OH = overhead; R & M = repair and maintenance costs.

Figure 9.4 Raw Milk Value Chain, China

Raw milk Guangdong, China

Unit production cost  $0.20 per liter

Male-to-femaleratio 19 Liters/milking day 20.5

Number of animals 300
Animal Collection/

Raw material Milking X Admin OH
—
79.8% husbandry 1.7% delivery 5.6%

5.9% 7.1%

Source: GDS 2011.
Note: OH = overhead; R & M = repair and maintenance costs.

Zambia than in South Africa, for example) (World Bank 2011a, 2011b). The
underlying causes of the high costs of these raw materials are discussed in detail
below.

The high cost of the raw materials is compounded by high processing costs.
For example, processing 1 ton of wheat into flour (excluding the wheat input and
packaging) costs $88 in Zambia, the same as in Vietnam, but 60 percent more
than in China and three to four times more than in Ethiopia and Tanzania.
Ultimately, wheat flour sells for more than $700 a ton at the factory gate in
Zambia, 50 percent more than Ethiopia and Tanzania and almost three times as
much as in China (figure 9.5).

The lack of competitiveness has several underlying causes:

o [mperfections in the markets for key agricultural inputs, agricultural outputs—
agroprocessing inputs, and agroprocessing outputs: An example is the
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Table 9.1 Wheat Flour Production: Benchmarking Selected Variables, Five Countries
uss
Indicator Zambia China Vietnam Ethiopia  Tanzania
Cost of wheat, per ton
Domestic 400-500 192 269 333 300-365
Imported — — 208 304 261-328
Average cost of raw materials, per ton of wheat flour 625 322 323 408 363
Average wage, per month
Skilled 320-340 398-442 181-363 89-141 200-250
Unskilled 131-149 192-236 78-207 26-52 100-133
Average processing cost, per ton of wheat flour? 88 55 89 29 23
Production cost, per ton of wheat flour 662-758 322-377 359-463 415-458 420-512
By-product value, per ton of wheat bran 89 230 259 89 110-150
Average selling price, per ton of wheat flour
Factory gate 702 228-265 348-404 444-489 435-448
Wholesale 723-943 273-325 390 467-504 448-461
Free on board — 295-324 — — —
Source: GDS 2011.
Note: — = not available.
a. Excluding the wheat input and packaging.
Table 9.2 Dairy Farming: Benchmarking Selected Variables, Five Countries
Indicator Zambia China  Vietnam  Ethiopia  Tanzania
Average yield, liters per cow per day 8.0-23.0 20.0-20.5 4.2-159 7.0-150 2.0-20.0
Average wage, US$ per month
Skilled 106-340  177-206 — 30-63 150-300
Unskilled 54-181 118-133 31-78 13-41 50-80
Labor productivity, liters per person perday 19.0-179.0 23.5-53.1 25-39 185-71.5 10.0-100.0
Production cost, USS$ per liter of milk 0.38-045 0.23-0.28 0.09-0.29 0.23-047 0.20-0.40
Average selling price, US$ per liter
Farmgate 0.55-0.64 0.27-0.32 0.38-0.39 0.37-044 0.23-0.47
Wholesale 0.64-1.06 0.27-0.32 0.36-0.37 — 0.33-0.60

Source: GDS 2011.
Note: — = not available.

inefficiencies in the land tenure system and in the allocation of land.Z Other
examples include government intervention in the fertilizer market, local
government levies on the movement of agricultural produce, and import and
export bans on wheat and wheat flour (often imposed without notice, result-

ing in uncertainty in the market and encouraging smuggling).&

o Other constraints on agricultural production: The constraints on Zambia’s
primary agricultural sector are well known and have been described in detail

elsewhere (for example, World Bank 2011a). They include the following:

— A lack of the domestic production of key inputs, which have to be imported; poor
trade logistics; and high transportation and distribution costs: For example, the
cost of inputs critical to the cattle industry—such as feed, breeding supplies,
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Figure 9.5 Cost and Composition of Major Production and Margin Items: Wheat Flour, China and Zambia

US$/ton, wheat flour
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Source: GDS 2011.
Note: Admin/OH = administration/overhead.

drugs, and veterinary care—is high because of inadequate supply, high
transport costs, and market imperfections.? Similarly, most fertilizer is
imported, at high cost; farmers cite fertilizer costs as a key contributor to
the high cost of producing wheat; fertilizer accounts for up to 40 percent of
the variable costs of wheat production (Meas Consultancy and Training
Services 2011). In addition to the high transport costs, several policy and
administrative issues add to the high cost of imported fertilizer (Engman
and others 2010).

— Heavy reliance on rainfed agriculture: Only 170,000 hectares of a potential
of more than 500,000 hectares are under irrigation (MOF 2011).

— Knowledge gaps: This includes inadequate research and development in
improved seed varieties and livestock practices. It also includes weak busi-
ness orientation and poor farming and animal husbandry practices among
farmers.

— Limited access by farmers to finance and other infrastructure, including both
hard infrastructure (such as transport and electric power) and soft infrastruc-
ture (such as education): Access to finance is especially limited among small
and medium farmers because the financial sector considers agriculture a
high-risk activity.1®

o [Inefficiencies in the processing segment of the value chain: While Zambia's lack
of competitiveness in wheat flour is explained largely by the high cost of
wheat, high processing costs also contribute (related to the high costs of
labor, packaging, and fuel and high overhead). Millers pass a large share
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of the price of already expensive wheat on to the price of flour because of
their inability to obtain favorable prices for bran and other wheat by-
products, in part because of regulatory constraints (see table 9.1). Similar
inefficiencies in the dairy industry compound the impact of the high cost of
raw milk. The industry is dominated by four or five large processors that
control more than 90 percent of the market. Many processing plants suffer
from low capacity utilization and, therefore, have relatively high fixed costs.
The lack of domestic competition means that there is little pressure to
increase efficiency and innovate. Larger plants are spread out across the
country and do not compete head-to-head. The only competition comes
from smaller plants that do not have sufficient market shares to influence

the market (World Bank 2011a).

Recommendations

Improving the competitiveness of the agribusiness sector in Zambia would
require that agricultural productivity be improved and that agricultural produc-
tion costs be reduced given that agricultural inputs account for most of the cost
of processed products. For example, the cost of wheat in Zambia is well above
the cost of wheat in the other four countries in our study, and wheat milling is
unlikely to become internationally competitive unless Zambian wheat prices are
lowered. Thus, the recommended policy interventions focus primarily on the
agricultural production end of the agribusiness supply chain:

o Liberalize the input (agriculture) and output markets:

— In particular, the government needs to be more consistent and predictable
in imposing bans on wheat exports and imports. This would reduce business
uncertainty and encourage investment in and lending to agricultural busi-
nesses. A recent study has found that sudden government interventions in
agricultural markets (including changes in import and export restrictions
and duties), by weakening price signals and making accurate planning
impossible, represent a major contribution to the risky lending environment
for agriculture in Zambia that discourages lending (Taylor, Dougherty, and
Munro 2009).

— The government needs to assess the costs and benefits of other actions,
such as removing the import duties on agricultural products, and to
formulate an appropriate policy decision. For example, the Economics
Association of Zambia has argued for the removal of the 15 percent import
duty on wheat and the removal of all import and excise duties on imported
inputs for wheat and flour production (tractors, spare tractor parts, tires,
irrigation equipment, chemicals, and milling equipment). They argue that
this could lower production costs sufficiently to enable wheat and milling
companies to compete with imports and that the increased tax revenue
from the greater demand for bread and wheat products could compensate
the government for the lost income from duties (Hantuba 2009).
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Similarly, the Zambia National Farmers Union has argued for a zero-rating
of the value added tax on wheat, wheat flour, and simple agricultural
equipment to enable domestic wheat to compete with subsidized, duty-
exempt regional imports (ZNFU 2012).

— The sequencing of the liberalization of inputs and outputs is a key to policy
success. In the past, the liberalization of the output market before the input
market led to a collapse of the industry as imports flooded the domestic
market before domestic industries had had a chance to adjust. It is therefore
critical that inputs be liberalized first, although this will induce a temporary
increase in the effective rate of protection, which will disappear once the
output market is completely liberalized.

® Promote foreign direct investment in input industries: This would include facili-

tating access to agricultural land for investors interested in producing crops or
livestock with high potential. A fully transparent and inclusive process is
needed to ensure that local communities benefit and that environmental issues
are addressed. The concept of farm blocks—large areas of agricultural land
provided with services such as roads, dams, and electricity—has become popu-
lar in Zambia, and the SNDP calls for the establishment of three farm blocks
by 2015. The 100,000-hectare Nansanga farm block currently under develop-
ment will grow wheat (among other crops) and incorporate agroprocessing
facilities. More may need to be done to encourage investors, however, because
only 2 of the 10 companies shortlisted by the government have submitted bids
(Simpelwe 2011). In addition to agricultural production, industries that pro-
vide inputs to agriculture (such as fertilizer and drugs) could benefit from
foreign investment.

Improve the access of small and medium agricultural enterprises to finance:
Reducing government intervention in agricultural markets or making gov-
ernment intervention more predictable, while reducing agricultural input
costs, could enhance access to finance by lessening the risks of lending to
small and medium agricultural enterprises. Access to finance could also be
improved by making it easier for banks to accept alternative forms of col-
lateral (such as warehouse receipts, crops in the ground, or the “chief’s titles”
that are used to secure loans to farmers who do not have individual and
formal titles to their land); increasing awareness among banks about the agri-
cultural sector; and addressing weaknesses in the legal and regulatory frame-
work. Passage of the proposed amendment to the Agricultural Credit Act
would facilitate the use of other types of collateral (see Taylor, Dougherty,
and Munro 20009).

Improve the access of micro, small, and medium agricultural enterprises to train-
ing, land, and other infrastructure to raise productivity: Plug-and-play industrial
parks could encourage the entry of leading agribusiness enterprises and help
greater-potential small and medium firms gain access to utilities, land, finance,
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and skills. Leading enterprises could link up with small farmers and provide
technical assistance to encourage farmers to use more advanced farming and
animal husbandry techniques and to begin to treat farming as a commercial
activity.

Notes

1

.Data of UN Comtrade (United Nations Commodity Trade Statistics Database),

Statistics Division, Department of Economic and Social Affairs, United Nations,
New York, http://comtrade.un.org/db.

.Data of UN Comtrade (United Nations Commodity Trade Statistics Database),

Statistics Division, Department of Economic and Social Affairs, United Nations,
New York, http://comtrade.un.org/db.

. There are discrepancies across the data recorded by various sources.

4. Compiled by Global Development Solutions (GDS 2011) based on data of UN

10.

Comtrade (United Nations Commodity Trade Statistics Database), Statistics Division,
Department of Economic and Social Affairs, United Nations, New York, http://
comtrade.un.org/db.

. This would be so in the beef and dairy industries, for example (World Bank

2011a).

. This section is based mainly on a detailed analysis of wheat flour and dairy; see the

comparative value chain analysis in World Bank (2011b).

. All land belongs to the state, and the president is trustee. Land is usually acquired

from the state on a leasehold basis for up to 99 years on condition that the land be
developed. Foreign companies seeking to acquire land may lease publicly held land or
land that has already been acquired from the state by private parties. Zambia also
scores poorly on the strength of legal rights for investors leasing industrial land

(World Bank 2010).

. For example, Statutory Instrument 18 of 2009 bans imports of wheat grain and

wheat flour. Temporary bans have been imposed on both imports and exports to
improve food security and encourage local industry or to respond to demands from
the Zambia National Farmers Union for import bans or the Millers Association of
Zambia for export bans (see Kuwema 2010; ZNFU 2009). As a result of such market
restrictions, concerns have arisen about alleged hoarding by farmers and uneven
wheat distribution, illegal imports, and domestic oversupply (see “Govt Working on
Equitable Wheat Distribution,” Times of Zambia, Ndola, Zambia, April 22, 2011; also
see ZNFU n.d.).

. There are only three large importers of semen, veterinary drugs, and medicines in

Zambia because of the small market. Two are not distributors, but retail outlets that
are based in Lusaka and are unable to cover the whole country. Drugs and medicines
are therefore imported from South Africa in small quantities, making them more
expensive. The high costs are passed on in the price of the final product or in reduced
productivity (because the high cost of inputs deters farmers from using them). For
more detail, see World Bank (2011a).

Among Zambian agricultural firms, access to electricity, water, and lending services is
associated with higher productivity of 52, 23, and 44 percent, respectively (Conway
and Shah 2010).
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CHAPTER 10

Synthesis: Reform and Policy
Recommendations

This chapter synthesizes our study findings across the five sectors we have
examined and discusses the implementation of reforms and our policy recom-
mendations. Many of the recommendations in this report have been influenced
by the experiences—both successes and failures—of developing countries that
are farther along the development path, in addition to close analysis of the
situation in Zambia.

Synthesis of the Results across the Five Sectors

This section summarizes the potential and the constraints in Zambia’s light
manufacturing sectors.

Zambia’s Potential in Light Manufacturing
Several factors indicate that the potential for expanding Zambia’s light manufac-
turing industries is good, as follows:

¢ The abundance of resources for use as key inputs with potential for competitive
supply (for example, cotton, hides and skins, wood, metals, wheat and milk)

* Low wages in some sectors (relative to China), combined with high worker
productivity in good practice firms in some sectors

* A growing domestic market and proximity to regional markets such as the
Democratic Republic of Congo

e Duty-free access to the European Union, the United States, and regional
markets in several light manufacturing products.

In the near term, the potential in all five sectors will likely be on replacing
imports in the domestic market, though, in some sectors, there will be opportuni-
ties for regional exports. International exports may be possible over time in some
sectors if production costs fall and productivity improves.
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The Main Constraints on Competitiveness
The most important constraints on Zambia's competitiveness in light
manufacturing originate in the input industries, particularly agriculture. These
constraints are exacerbated by poor trade logistics, which increase the cost of
imported alternatives. The situation is particularly bad for Zambian small and
medium enterprises, the productivity of which suffers as a result of difficulties in
accessing land, finance, skills, and other hard and soft infrastructure.

Constraints vary by sector and firm size. Table 10.1 shows the most important
constraints on each of the sectors and distinguishes between smaller and larger firms.

Some of the policy recommendations in this report are consistent with the
traditional investment climate agenda and seek to promote competition and
reduce transaction costs (for example, improve trade logistics and lower import
tariffs). However, the detailed sector-level diagnostics and cross-country
comparisons conducted for this study allow more specific policy recommenda-
tions to be derived for each light manufacturing sector. Also, many of the key
recommendations are related to input industries in light manufacturing and, as
such, have often been overlooked.

Several findings emerge from the analysis in chapter 5-9, as follows:

¢ Examining the critical constraints individually by sector is important because
the constraints and the needed policy measures to address the constraints
differ by sector and by firm size.

e Tackling the agriculture reform agenda is fundamental to developing light
manufacturing in Zambia. Reforms in the agriculture sector—where Zambia

Table 10.1 Constraints by Sector, Importance, and Firm Size, Zambia

Input Entrepreneurial Trade
Sectorand firmsize industries  Land Finance skills Worker skills  logistics
Apparel
Smaller Important  Critical Critical Important Important
Larger Important Important Critical
Leather products
Smaller Critical Critical Critical Important
Larger Critical Important Critical
Wood products
Smaller Critical Important Important Important Important
Larger Critical Important Important Important Important
Metal products
Smaller Critical Important Important Important Important
Larger Critical Important Important Important Important
Agribusiness
Smaller Critical Critical Critical Important Important
Larger Critical Critical Important

Source: World Bank compilation based on the analysis presented in chapters 5-9.
Note: Blank cells indicate that the issue is not a priority.
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has untapped potential—will be critical to improving the competitiveness of
three of the five light manufacturing sectors under examination (agribusiness,
leather products, and wood products). The specific agricultural reform agenda
deserves its own in-depth study and discussion, but the necessary reforms fall
into two broad categories: liberalizing agricultural output and input markets in
the proper order and facilitating access to rural land among good practice
investors.

e Lowering import tariffs and improving trade logistics are crucial for facilitating
the importation of key inputs that cannot be competitively produced in
Zambia. Industries producing the necessary inputs should also be fostered by
opening them to foreign direct investment and providing incentives to
domestic producers to drive down the high prices. For goods such as cotton,
leather, and wood, Zambia has an abundance of resources that can be sourced
domestically if these products are targeted.

e Developing plug-and-play industrial parks and collateral markets will be
important in all sectors.

¢ Encouraging foreign direct investment is vital in sectors with the most potential
for exports. Critical reforms will need to be implemented first to make Zambia
an attractive destination for foreign investment, and rent-seeking will need to
be minimized.

Determining Priority Sectors

The choice of priority sectors should be based on sectoral comparative advantage.
Chapter 1 discusses various methods to determine whether a country has a
comparative advantage in a product or a sector. One method is to calculate the
domestic resource cost (DRC) ratios discussed in chapter 1 (see also Bhagwati
and Srinivasan 1980; Bruno 1972; Pack 1974, 1987). A ratio of less than 1
indicates that the cost of the domestic resources used to produce a unit of the
product is less than the potential foreign exchange earnings from exporting the
product. That means that the country has a comparative advantage in the prod-
uct and that therefore the government has a rationale for fostering exports in the
product. A ratio of greater than 1 indicates that the cost of the domestic resources
spent to produce the good for the domestic market is more than the foreign
exchange spent to import the good and that the country does not have a
comparative advantage in the good. If the government is supporting import-
substituting policies for this good, it should discontinue them.

The DRC ratios are calculated on an ex post basis according to the existing
resource endowment and policies. Policy reforms could change the DRC value
over time. For industries that pass the DRC test, whether in exports or in import
substitution, following through by conducting integrated value chain studies can
help map constraints into policy recommendations and identify exactly what will
be required of the government in promoting the expansion of the identified
industry.

Table 10.2 shows the DRC ratios for each product for which we have carried
out a comparative value chain analysis. Based on these and other criteria, the
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Table 10.2 Domestic Resource Cost Ratios for Selected Products, Zambia

Leather loafers Boxer briefs Wooden chairs Wheat milling Crown corks
Above 1.0, based  Above 1.0 (based on ERR), but could 1.20-2.47 0.75-1.33 0.68
on the ERR be competitive with reasonable

productivity improvements

Source: GDS 2011.

5=,

-2,
7%, where dj is the DRC of product j, m is the number

Note: The DRC domestic resource cost (DRC) is defined as d/ = =
/ J

of primary factors and n number of products; v, is the accounting (shadow) price for the sth primary factor (s = 1 is the foreign
exchange), f;/ is the difference between the marginal dollar revenue of commodity j (u/) and the (marginal) dollar import
requirements for the unit production of commodity j (mj); and a bar represents the total (direct and indirect) primary factors
of production. ERR = economic rate of return.

sectoral priority in decreasing order is agribusiness, metal products, leather
products, apparel, and wood products. However, for the special case of crown
corks and metal products, see chapter 8.

Another practical way that we recommend to identify the existing products
or sectors a country should be producing or producing in is to follow those in
which private sector initiatives (without any government interventions) have
been successful. In effect, this is how local governments in China assist enter-
prises to grow: they wait until private enterprises have become successful and
then assist them to expand (Dinh and others 2013).

Institutional Arrangements for Implementation

If the proposed agenda is to be successful in attracting domestic and foreign
investors to light manufacturing in Zambia, there needs to be a credible commit-
ment to the policy agenda from the highest level of government and, thereby,
assurance that the investments would be safe from government interference.
Given the strategic importance and feasibility of such an opportunity, it is
important that the Zambian government put in place a dedicated high-level
implementation task team, together with transparent, inclusive, and professional
processes, to develop and implement a reform program that will encourage the
growth of high-potential light manufacturing sectors. Such a task team would
need to be technically knowledgeable and adequately resourced and have the
appropriate authority to take necessary action.

This model has been followed by most successful developing economies
(such as Botswana, Cape Verde, Malaysia, Mauritius, and Taiwan, China) at
the outset of their economic transformation journey (Criscuolo and Palmade
2008). The combination of skills, access, and resources gave the reform
teams in these economies the influence needed to steer an ambitious (yet
focused) policy agenda despite opposing interests. Such teams have typically
been charged with designing or updating the reform strategy, engaging and
negotiating with potential leading investors, mobilizing the support of devel-
opment partners, supporting and monitoring the implementation of key
government initiatives, and keeping government leaders informed and
committed.
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Political Economy
The policy approach outlined in this chapter proposes that proactive government
support should be provided to the light manufacturing sector through technical
assistance, input industry development, and the establishment of plug-and-play
industrial parks, among other measures. The aims of these policies are to increase
competition and raise the capacity of all firms to compete, thereby leveling the
playing field across types of firms. As with any active government policy, there is
a risk of creating rents or policy-induced profits. Policy and implementation
should work to ensure that the beneficiaries of government policy are deter-
mined by market forces and not by the special interests of government officials
or as a result of rent-seeking behavior.

There are several reasons why the proposed policy measures could minimize
rent-seeking opportunities in implementation, as follows:

¢ The proposed approach and the sector-specific support are focused on sectors
consistent with Zambia’s latent comparative advantage. Thus, the magnitude
of government intervention is likely to be small and can be rapidly scaled back
as new information is gathered.

¢ The extent and costs of rent-seeking can be minimized through clear, inclusive,
and transparent government policies for which government officials can be
held accountable. The private sector could thus reliably be included in the
investment decision. Policies should be focused on providing public goods that
benefit all firms equally, and, if more direct support is offered, there should be
a competitive process through which firms could access the support. For
example, access to a new industrial park must be fair and open and allow no
opportunity for rent-seeking behavior. The government must be clear on the
objectives of the industrial park.

e The reform should begin with pilot case studies and be continually revised and
updated. In addition, implementation should be decentralized to increase
participation by the private sector, strengthen accountability, and foster com-
petition among local governments.

¢ The government must be ready to withdraw support promptly from industries
that prove inefficient or nonviable.

® One of the best ways for the government to facilitate robust private sector
growth is by maintaining a stable and conducive macroeconomic environment
and ensuring that natural resources are well managed. Such facilitation policies
are also endogenous to the growth process if the selection of industries is
consistent with the country’s comparative advantages.

The Fiscal Cost and Feasibility of the Policy Recommendations

Overall, the proposed reform program for Zambia is attainable because the
recommendations are specific and few in number and can be packaged and
prioritized (with the help of development partners) along the most promising
sectors. The cost and the technical and political economy feasibility of each of
the proposed recommendations are discussed below. Although the proposed
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policies are designed to eliminate rent-seeking, some parts of the government
may still find ways to favor connected firms and extract rents from others. For
this reason, it will be essential to secure and sustain the commitment of the top
level of government to the growth and jobs agenda and to put in place transpar-
ent and professional processes that provide controls and incentives for proper
implementation.

Table 10.3 shows the estimated fiscal cost and the political economy feasibil-
ity of each of the proposed measures. Successful implementation of these actions
will rely on the leadership provided by a high-level task team.

Policy Implementation Issues

There are several key requirements for effective implementation of the proposed
policy actions, including garnering high-level political commitment, ensuring
effective policy coordination, building strong public-private partnerships, coordi-
nating donor assistance, and addressing the governance and political economy
issues.

Garnering High-Level Political Commitment

The proposed policy actions contemplate new investments by local and foreign
investors to expand production and introduce new technology in the selected
sectors. Prospective investors would require assurances from the highest level of
the government that the program and supportive policy agenda would continue.
Setting up a high-level committee in the Zambia Business Forum with direct
access to top government leaders to oversee implementation of the program
would give the necessary credibility to the program.!

Ensuring Effective Policy Coordination

Responsibility for formulating and implementing the proposed reforms would lie
with a variety of public and private institutions, each focusing on an aspect of the
program. Effective coordination to synchronize policy actions would be essential
to success. Currently, the agency responsible for implementing Zambia’s indus-
trial strategy is the Zambia Development Agency (ZDA). The consolidation of
various development institutions under the ZDA is a positive initial step toward
more effective policy coordination. Strengthening the sectoral units under the
Secretariat of Sectoral Policies would be one way for the ZDA to institutionalize
policy coordination. Regular meetings with relevant agencies under the ZDA
sectoral secretariats would strengthen coordination.

Building Strong Public-Private Partnerships

The capacity to formulate and implement policies is weak in both the public and
private sectors. Building a strong partnership in policy formulation and imple-
mentation is therefore necessary to enhance the limited capacity and achieve
effective results. This will also help reduce the long-standing suspicion between
these two sectors. Implementation capacity is weakest at the district level, where
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Table 10.3 Fiscal Cost and Political Economy Feasibility: Reform Policy Measures, Zambia

Measure Fiscal cost Political economy feasibility

Liberalize Many actions are primarily administrative (for example, Such reforms can be politically and socially sensitive. For example, fully liberalizing the
agriculture removing export bans and reforming agricultural leather trade would benefit cattle ranchers, but would go against the short-term interests
output and marketing practices). of tanneries; food export bans (on wheat, for example) would need to be considered in
input markets the context of food security. Based on its manifesto, the government seems interested in

reducing the policy uncertainty—such as on import and export bans—affecting key crops
(Patriotic Front 2011). However, the type of policies to be introduced is still unclear. The
government is likely to face pressure from different sides (for example, millers, who favor
export bans, and farmers, who favor import bans).2

Eliminate import ~ Total import duties from the five sectors amounted to Import tariffs afford protection to domestic suppliers, and, so, there is potential for these
tariffs on the K 210 billion in 2010 (1.7 percent of total tax revenue). suppliers to lose out in the short run if tariffs are eliminated. The case therefore needs to be
main inputs for Hence, removing import duties on the inputs of the made that all will benefit in the long run, and, if necessary, parallel interventions to support
all firms, even light manufacturing sector would not cost more than productivity improvements in domestic production should balance out the loss to local
nonexporters 1.7 percent of total tax revenue and can be easily made farmers.

up by excise taxes if needed.

Facilitate access This recommendation should generate (local) government  This is an extremely politically, socially, and environmentally sensitive topic that will require
to land by revenues because the private sector should be asked to the government to rely on a fully transparent, inclusive, and highly professional process.
strategic pay to lease land. The financing cost of connecting the (Principles for responsible agricultural investments are being developed by the international
investors in land to the road network and utilities could be absorbed community.)
the agriculture, by the private investor in exchange for a reduction in the
livestock, and land lease. Carbon credit financing should be available
forestry sectors for wood plantations on degraded land.

Facilitate entry Development partners could provide financial and Zambia is open to foreign investment.? Any donor support programs would need to be
(without rents) technical support to a good practice investment designed carefully to take into account the lessons of experience in supporting Zambia's
of leading promotion agency and for a good policy. The cost of any investment promotion agency, the Zambia Development Agency (ZDA). Despite recent
investors along investment incentives and any government contribution reforms and donor support, ZDA's performance is still rated weak on both a regional and
the value chains to public-private partnerships would need to be international basis (World Bank 2009). The investment promotion agency would need to
(may include considered. follow strict and transparent procedures to minimize the risk of capture by well-connected
public-private firms. The strategy should be to design interventions that are replicable or benefit all firms in
partnerships) the sector and create a level playing field. Establishing public-private partnerships for light

manufacturing is in line with the new government’s policy to “rejuvenate the manufacturing
sector through the promotion of public-private partnership investment, in order to enhance
the establishment of competitive manufacturing industries whose products will find markets
outside Zambia.*
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= Table 10.3 Fiscal Cost and Political Economy Feasibility: Reform Policy Measures, Zambia (continued)
N
Measure Fiscal cost Political economy feasibility
Establish industrial Because tenants would cover the operating and The government seems interested in establishing industrial parks, and some efforts are
parks maintenance costs of these parks, the cost to the already under way. The SNDP intends that four new multifacility economic zones and two
government would be limited to the financing cost of industrial zones will be operational by 2015, and the new government’s manifesto mentions
developing the parks. The Sixth National Development establishing special economic zones, industrial parks, logistics parks, industrial estates, and
Plan (SNDP) envisages a total government contribution innovation hubs (Patriotic Front 201 1). Multifacility economic zones located next to key
of K 45 billion ($9.4 million) toward establishing four border crossing points are also envisaged. The design of such zones should be influenced by
multifacility economic zones in 2011-15. As in China both successful and unsuccessful experiences. The objectives, characteristics, and operational
and Vietnam, private developers (including foreign procedures of such zones must be appropriate, transparent, and indigenous, and small
developers) and banks could help finance such zones. companies should have a fair opportunity to participate in the zones.d The locations must

be based on clear economic considerations (for example, close to key domestic markets or
international borders).

Support the Cluster development and business incubators could be No major political economy challenge is expected.
development supported by development partners or be established as
of small and part of wider industrial park initiatives.
medium
enterprise
clusters and
business
incubators
Support the Large companies in the value chains may also be willingto  Such policies can be win-win; a number of partnership initiatives have the potential to benefit
development support partnerships with farmers, small and medium large companies, small and medium enterprises, and farmers.
of partnerships enterprises, and others (as in the Dunavant and Zambeef
across segments initiatives).
of the value
chains
Support The cost of providing management and technical training ~ No major political economy challenge is expected.
improvements is high initially because expatriate trainers are required.
in managerial It falls significantly once local trainers have been trained.
and technical Experienced world-class providers should be leveraged,
skills, together with state-of-the-art methods of evaluation (for
particularly example, randomized evaluation). Kaizen training may
among small be a low-cost means of supporting the development of
and medium management skills.

enterprises
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Table 10.3 Fiscal Cost and Political Economy Feasibility: Reform Policy Measures, Zambia (continued)

Measure

Fiscal cost

Political economy feasibility

Establish one-stop  For example, in the construction of the Chirundu one-stop
border post, the government contributed approximately

border posts

Reduce the time

spent preparing

letters of credit

Develop an
improved,
multimodal
transportation
system

Facilitate the use
of new types
of collateral
(of particular

benefit to small

and medium
enterprises)

US$30 million for infrastructure, and donors and the
government of Zimbabwe also contributed.® The
government has been seeking investors for a one-stop
post at the border with the Democratic Republic of
Congo, at an estimated cost of $16 million (ZDA and
CBC 2011). According to the SNDP, a public-private
partnership approach (a build-operate-transfer
arrangement) will be used to improve infrastructure
at a number of border posts (MOF 2011). In the longer
term, a more efficient border with more trade and less
potential for corruption could increase government
revenues.

The support of development partners could be harnessed
to expand and improve the credit reference system.

Private sector investment in transport infrastructure could
reduce some of the costs to the government. Based
on the SNDP, a public-private partnership approach
is envisaged for a number of transport projects (MOF
2011). Appropriately structured road user charges and
fuel taxes could reduce government costs for road
maintenance.

The cost would be mostly in the form of technical
assistance to improve the regulatory framework and
collateral registries. This could be financed with the
support of development partners.

Requires high-level government support and strong collaboration among countries and
agencies. Experience suggests that, although this may be challenging, it is possible. (The
Chirundu one-stop border post has reportedly benefited from strong commitment from both
governments, as well as support from the private sector.) The establishment of such posts is
already an objective of the SNDP, which has a target of three one-stop border posts by 2015.

In selecting transportation projects, the government may face some conflict between economic
feasibility and social and political considerations. Given Zambia's landlocked status, it will be
important to coordinate with neighboring countries.

There may be some social and political challenges associated with introducing land titles to
facilitate the use of land as collateral.
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Table 10.3 Fiscal Cost and Political Economy Feasibility: Reform Policy Measures, Zambia (continued)

Measure

Fiscal cost Political economy feasibility

Reform the labor

market (of
particular
benefit to the
apparel sector)

Locally source a

larger share of
government
purchases

of light
manufacturing
products

Expand the

livestock
industry (of
benefit to the
leather and
agribusiness
sectors)

Curtail the illegal

trade in wood
(of benefit to
wood products)

Even though existing labor laws and regulations benefit only a tiny proportion of the workforce
(at the expense of all others), such labor reforms are always politically sensitive. Based on its
manifesto, the new government may plan to undertake a review of labor legislation (Patriotic
Front 2011). Trade unions may resist change.f

The financial cost in implementing reforms (mainly
administrative measures) is low. There may be potential
for increased government revenue from payroll taxes.

Such action is consistent with World Trade Organization rules. Existing suppliers (local
middlemen) are likely to resist such action. The policy would need to be implemented
carefully and in a fully transparent manner to ensure that it is efficient and achieves the
desired objectives, as well as to ensure adequate quality in the products the government
procures. The World Bank Country Procurement Assessment Reports can help ensure
transparency in this context.? The capacity of an individual local company may not be
sufficient to meet government demand, but this could be addressed by dividing purchases
into smaller parts, organizing the supply of goods cooperatively and led by a larger company,
and so on.

The fiscal cost to the government is not clear. Locally made
goods may be more expensive than imported goods,
but eliminating the middlemen could reduce the cost of
purchases to the government.

Some actions are likely to be easier than others to implement. For example, establishing a
disease-free zone is likely to be complex (in sociopolitical and technical terms). The approach
to disease control would need to be regional. Livestock has been receiving more government
attention in recent years. (A dedicated livestock ministry was established in 2009, although it
was recently remerged with agriculture, and the budget allocation was increased.) The new
government’s policy is still not clear, but, based on the government’s manifesto, livestock
restocking and breeding and combating disease appear to be priorities (Patriotic Front 2011).

There is a range of possible actions, each with associated
costs. For example, a study of the U.S. Agency for
International Development (USAID 2008) estimated that
Ethiopia could reduce the incidence of ectoparasites
from 90 to only 5 percent with four treatments a year
for each animal, costing about $0.10 each. The livestock
industry has tended to be at a disadvantage in terms of
government funding; the vast majority of agricultural
funding allocation has typically gone to crops (mostly
the fertilizer support program).

This is unlikely to be easy, and it is not clear that existing institutions have the capacity or staff to
achieve this. Furthermore, there may be competing or vested interests at play.

The government could ultimately benefit financially if
illegal logging and exports are curtailed."
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Table 10.3 Fiscal Cost and Political Economy Feasibility: Reform Policy Measures, Zambia (continued)

Measure Fiscal cost Political economy feasibility

Encourage the Some investment incentives may need to be provided to A government interest seems to be in place. The manifesto expresses interest in promoting
exploration and encourage the private sector. If an appropriate taxation investment in the exploitation of minerals other than copper (Patriotic Front 2011). However,
exploitation system is in place, this step should, in time, have a mining can be a highly politically and socially sensitive issue. The government should
of iron ore significant positive impact on government revenue. leverage its own experience in copper mining and the extensive worldwide experience in
deposits (of overcoming the technical, social, environmental, and political economy challenges that
benefit to the would be involved.
metal products
sector)

Source: World Bank compilation.

a. For an example of the sensitivities involved, see Sinyangwe (2011).

b. See World Bank (2010). All 33 sectors covered by the indicators, including light manufacturing, are fully open to foreign equity ownership.

c.See page 17,"Zambia: President Sata's Inaugural Speech to the Eleventh National Assembly, Press Release, Times of Zambia, Ndola, Zambia, October 15, 2011, http://allafrica.com/stories/201110171433.html.

d. There has been some recent controversy and confusion over government policy on multifacility economic zones and the extent to which smaller, indigenous firms could benefit from them.

e."Banda, Mugabe to Launch One-Stop Border,’ Times of Zambia, Ndola, Zambia, December 2, 2009.

f. Available information from the 2009 Investment Climate Assessment indicates that about 20 percent of the workers in the manufacturing sector (medium and large firms) are unionized and that large firms are
much more likely to have unionized workers (World Bank 2009). A separate survey reveals that only 5 percent of the workers in small and medium manufacturing enterprises in Zambia are unionized (see World
Bank 2011).

g. See "Assessment of Country’s Public Procurement System,"World Bank, Washington, DC, http://go.worldbank.org/RZ7CHIRF60.

h. For example, the Timber Producers Association of Zambia estimates that Zambia lost around K 80 billion ($17 million) in 2007 in uncollected timber revenues following the government’s decision to ban timber
exports to member countries of the Southern African Development Community, which resulted in smuggling. See “Zambia Loses Money on Timber Following Ban on Exports,'illegal-logging.info, London, June 19,
2008, httpr//www.illegal-logging.info/item_single.php?it_id=2740&it=news.
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strong efforts are needed to assist light manufacturing enterprises, particularly
micro and small enterprises. Effective partnerships among local governments, the
local offices of the ZDA, sectoral associations, and other public and private
institutions would bridge capacity gaps and improve the harmonization and
coordination of policies. Public-private partnerships are possible in other areas,
including micro and small enterprise financing, entrepreneurship, and technical
training. Zambian light manufacturing could be revived if the government and
the private sector collaborate effectively.

Coordinating Donor Assistance

Substantial donor assistance will be needed to implement the proposed program,
particularly in areas such as building capacity in public and private institutions,
assisting agencies that support small and medium enterprises, setting up vocational
training and business incubation facilities, and strengthening business associations.
Scores of donor programs already exist in these and other areas. The major
bilateral donor organizations include the European Commission, the Japan
International Cooperation Agency, the Nordic country aid agencies, the UK.
Department for International Development, the United Nations Conference on
Trade and Development, the United Nations Industrial Development Organization,
and the U.S. Agency for International Development. The impact of these programs
has been limited because of the small size of some and the lack of local capacity
to sustain the programs after donor support ends. Coordination of the donor
programs under the leadership of the government is necessary to avoid overlaps,
combine smaller programs for larger impact, and ensure that the programs are
demand-driven and cover components of the light manufacturing program.

Addressing the Governance and Political Economy Issues

The suggested policy package includes market-based policies, as well as selective
government interventions. Three principles must be followed to avoid serious
governance shortcomings. First, government interventions should not aim to
protect some favored companies. They should focus on improving the policy
environment for all companies in the selected sectors with latent comparative
advantage and allow unsuccessful companies to fail. Second, if subsidies and
other supportive policies are warranted, they should target the sectors with latent
comparative advantage to encourage new entrants, and they should remain in
place only for a short time. Third, a key objective of the interventions should be
to foster competition, for example, by reducing the entry costs and the risks.

Note

1. The Zambia Business Forum is an apex business body that interacts with the govern-
ment and donors on economic issues. Its membership includes nine major business
associations, including the Zambia Association of Manufacturers, the Zambia
Chamber of Small and Medium Business Associations, and the Zambia Association of
Chambers of Commerce and Industry. The forum is financed through membership
fees and grants from the donor community.
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While Zambia's recent growth has been impressive, it has not been accompanied with adequate job creation.
To be sustainable and to create productive employment for its people, growth needs to be accompanied by
structural transformation. Such transformation entails a growing share of manufacturing output in the
economy. Light Manufacturing in Zambia shows that Zambia has the potential to become regionally
competitive in several light manufacturing subsectors by leveraging its comparative advantage in natural
resource industries such as agriculture, livestock, and forestry.

Light Manufacturing in Zambia has several innovative features. First, it provides in-depth cost comparisons
between Zambia and four other countries in Asia and Africa at sector and product levels. Second, the book
uses a wide array of quantitative and qualitative techniques to identify key constraints to enterprises and to
evaluate differences in the performance of firms across countries. Third, it uses a focused approach to identify
country- and industry- specific constraints. Fourth, it highlights the interconnectedness of constraints and
solutions. For example, solving the manufacturing input problem requires actions in agriculture, education,
and infrastructure.

This book suggests directing government policies toward removing constraints in a few of the most
promising light manufacturing sectors using practical and innovative solutions inspired by the fast-growing
Asian economies whose starting point 20 years ago was not very different from Zambia's today. Growing
production of light manufacturing goods would allow Zambia to capture more value from its raw materials
and create more jobs.
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