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ANNEX 11

Page 1 of 6
THE STATUS 0? BANK GROUP OPERATIONS IN PANAMA
IJATEHENT OF LOANS (as of March 31, 1983)
US$ Million
(less cancellations)
i Year Borrower Purpose Amountr  Undis bursed
£ (1953-80) Fully disbursed 159.0 -
AN 1977 BNP Livestock Credit 8.0 3.0
jpan 1977 IRHE Power 73.3 378 V
AN 1978 Republic Highway
of Panama Maintenance 12.0 0.7
PAN 1978 COFINA Industrial Credit 15.0 1.6
PAN 1979 BNP Tropical Tree
Crop Dev. 19.0 13.0
*PAN 1980 IRHE Power 23.0 4.7
mPAN 1980 Republic
of Panama Urban 35.0 32.8
PAN 1981 Republic Energy Planning
of Panama and Petroleum 6.5 6.2
-PAN 1981 COFINA Industrial
Credit 11 20.0 17.2
1981 Republic Road
of Panama Rehabilitation 19.0 1S.8
PaN 1982 APN Second Port 24.4 24.0
f-PAN 1983 IDAAN Water Supply 11 21.6 21.6
Total (less cancellations) 435.8
of which has been repaid 58.5
Total new outstanding 377.3
Amount sold 9.2
of which has .been repaid 9.2 0.0
Total now held by Bank ' 377 .3
Total undisbursed 181.4 2/
deludes a supplementary loan of US$31.3.
* Sixth Power Loan was also approved on Jumnmnel953, but yet signed. .Amount

~$32.1 milion



ANNEX 11
Page 2 of 6

sTATEXENT OF IFC INV2STMESTT (as of March 31, 1983)

Amount In USS Million

1,4 -
Loan Squi ty Total
Corporacion de Desarrollo Hotelero 1.2 0.3 1.5
. Vidrios Panamefios, S.A. 2.4 1.4 3.8-
Eanco Latinoamericano de
Exportaciones, S.A. - 2.5 2.5
3.6 4.2 7.8
Total gross commitments
less cancellations, terminations,
repaymen, and sales 0.6 0.3 0.9
Total commitments now held by IFC ?|>.O 3.9 6.9
- 0.1 0.1

Total undisbursed



C. STATUS OF PROJECTS IN EXECUTION (as of March 31, 1933) _1/

toan 1397: Second Livestock Development Project: USSo /ill lion Loan of
T April 28, 1977; Date of Effectiveness: February 1, 1975;
Closing Dace: f\ugust 28, 1984.

After a slow start, progress is picking up. Changes in the milk legisla-
tion required in connection with the project involve a modification in the
method of determining milk grade and thus the price paid to producers: the
grade of milk is now determined by the standard of on-farm processing
facilities. The modified legislation requires that producers be paid according
to the quality of milk produced. The legislation was approved in 1977 but is
notbeing implemented. Government has indicated that implementation will
commence once the Ministry of Health is equipped with control equipment. In
1951, the Sank agreed to modify the livestock breeding farm component which was
to be carried out in an autonomous state farm that has become part of a military
base; it is now being carried out in five different research extension farms
of the Ministry of Agriculture. The Lean is fully committed and is expected to
be fully disbursed by mid-1984.

Loan 1470: Fourth Power (Fortuna Hydroelectric) Project: USS73.3 Million
' Loan of July 1, 1977; Date of Effectivencss: February 8, 1975;
Closing Date: April 30, 1985.

AIll major contracts have been awarded. The underground civil works have
suffered delays in the excavation work largely resulting from unforeseen
geological problems in the tunnels and underground cavern. The project is now
expected to be complete! in October 1984 with n delay of some 16 months.
Management and supervision of the projecc have improved considerably.
Construction of the dam has been completed and procurement of equipment and
transmission are proceeding satisfactorily. There is a substantial increase iIn
the project cost because of the change in the powerhouse design, and the longer
construction period. The cost overrun is approximately US$162 million, or 73
percent of the original cost estimates, excluding interest during construction
and preparatory work for a second stage project. -A supplementary loan of
US$31.3 million was approved on March 29, to help in financing the increase in
cost. The ID3 is also providing a supplementary loan and co-financing from
other sources is being arranged for the balance. The project remains
economically justified in spite of the substantial cost increase.

1/ These notes are designed to inform the Executive Directors regarding the
progress of projects in execution, and in particular to report any problems
which are being encountered and the action being taken to remedy them. They
do not purport co present a balanced evaluation of strengths and weaknesses

in project execution.
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Loan 1565: Highway Maintenance Project: USS12 Million Loan of June 30,
: 197S; Date of Effectiveness: October 2, 1978; Closing cate:

December 31, 1983.

The project started about one year behind schedule due to delays in
fielding a team of consultants to provide technical and management assistance t
MOP* A group of six experts is presently compeiting the final phases of these
services while additional assistance in equipment and workshop management, as
well as training is being financed under Loan 2020-PAN. The project, is
progressing steadily. Following testing in two pilot provinces, nationwide
implementation of standard maintenance procedures and a new maintenance
management system started in 1981, but was stalled for almost one year cue to
lack of priority accorded to systematic management by the previous MOP
management. The project is substantially completed.

Lean 1641 Development Banking Project: US$15 Million Loan of January 23,
1979; Date of Effectiveness: September 25, 1979; Closing Date:
June 30, 1983.

The loan only became effective on September 25, 1979 because of delays in
obtaining Government guarantees covering COFINA's exposure in several
enterprises in excess of the limits stipulated in COFINA*s Policy Statement.
The problem was resolved. The Loan is fully commi tted and final disbursements
are being made. Restructuring and reorganization of COFINA is being considered

Loan 1672: Tropical Tree Crop Development Projet: USS19 Million Loan of
April 25, 1979; Date of Effectiveness: July 25, 1979;
Closing Date: June 30, 1985.

The coffee and cocoa components are proceeding satisractorily. The banana
component has suffered delays because of a change in management in one of the
key implementing organizations, the Sanana Corporation of the Pacific (COEAPA)
and two consecutive bad harvests in 1979 and 1950 which led to a deterioration
of its finances and technical capability. The Ministry of Agriculture has been
trying co resolve the problems, and cancellation of.this component is being
considered. undisbursed funds for this component would be reallocated to the
Coffee arid Cocoa component for which consultants are being contracted. The oil
palm component is also facing some problems, but with the appointment of a new
project director and the assistance of consultants, it is expected that there
will be an improvement in project execution generally. The Sank is monitoring

the situation.
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Loan 1778: Fifth Power Project: US$23 Million Loan of January 30, 1983;
Date of Effectiveness: .April 22, 1S8Q; Closing Date
December 31, 1983.

Under the direction of a new project manager, project execution is
progressing satisfactorily. The delays experienced at the beginning have been
compensated and comletion is expected in March 1984, only 3 months behind
schedule. A cost overrun of about 30 percent over appraisal estimate is being
financed from ITRHZ’s own resurces.

Loan 1878 Colon Urban Development Project: USS35 Million Loan of
August 1980; Date of Erfectiveness: August 14, 1980:
Closing Date: June 30, 1934.

Execution of the housing component was delayed by changes in type and
location of some of the housing units proposed by the Government.
Implementation, according to the modified proposal, which has been approved by
the Bank, is proceeding well but behind schedule. The port expansion and the
technical assistance components are also making satisfactory progress, and the
development of ¢he commercial area in the Free Zone continues to progress.

Phase | of the road component has been completed and Phase 11 is substantially
completed and scheduled to be opened to traffic shortly. Structural works for
phase 111 have been started. Other minor components are proceeding

satisfactorily after initial delays. However, the employment generation
component (the industrial estate) may fall short of appraisal expectations due
co reduced demand and delays in implementation, which cay require substantial
modifications in the component. Efforts are being made to resolve existing
problems and developments are being closely monitored.

Loan 1954: Energy Planning and Petroleum Exploration Promotion Project:
US$6.5 Million Loan of April 23, 1981; Date of Effectiveness
July 21, 1961; Closing Date: December 31, 196~..

All main studies provided under the Energy Planning and Auditing components
have been or are being completed, including substantial training of CCNADZ
staff. A National Energy Strategy Paper by CONADZ will be available for Bank
review shortly. However, appointment of the petroleum and coal exploration
consultants has been delayed. The: Government is reassessing investment
priorties and has put*a hold on contracting of consulting services for all
exploration activities under the project. Implementation of all project
exploration components is about 20 months behind schedule. Discussions are
underway with the Government to clarify fucure implementation of these
components and the future status of CONADE.
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lgan 1955: Second Development Banking Project; USS20 Million Loan cf
April 22, 1581; Dace of Effectiveness: July 21, 1981,
Closing Dace: June 30, 1955»

Forty percent of the loan is committed. However, progress of this project
is less than satisfactory: loan collections are low and arrears are rather high
and a substantial portion of COFINA’s portfolio may not be recovered. During
the First half of 1982, COFINA had three different general managers and almost
all management positions were changed recently in an attempt to Improve COFINA’s
public image. Complete restructuring .and reorganization of COFINA is being
considered.

Loan 2020: Road Rehabilitation Project; US519 Million Loan of July 24, 1981;
Date Effectiveness: October 13, 1581; Closing Date:
December 31, 1535.

Due to initial delays resulting from two changes of the Ministry of Public
Works' management, the project is about a year behind scheduled. Under the
present MOP management implementation is improving. Detailed engineering for
che First year’s roadworks is complete. Rehabilitation of three road sections
has been contracted and a fourth contract awarded, with bid invitations for five
lore contracts expected during the next two months. Bids are also being invited
for an agreed list cf quarry "equipment and orders have been placed for spare
parts needed to overhaul several crushing plants. Engaging a consulting firm to
provide technical assistance for management of equipment and workshops is being
seriously delayed due to administrative obstacles. 'However, other consultants
I're presently assisting MOP in starting a training program. The Bank is
bnitoring the situation.

Loan 21S2: Second Port Project; USS2A.; Million Loan of September 15. 1932;
Date of Effectiveness: Decernber 15, 1982; Closing Date:
December 31, 198c.

Consultant and staff appointments have been coirpleted and procurement
action Is underway. The tariff study has been completed and a new tariff
structure became effective on April 1, 1982.

2222: Second Water Supply and Sewerage Project: U5S21.6 Million Loan of
February.«17, 1503; Date of Effectiveness: April 7, 1983;
Closing Date: December 31, 1988.

Procurement has started and progress Is satisfactor;.’.

loan, : Sixth Power Project; USS32.1 Millicn Loan of , 1983
Dace of Zrfactiveness: Closing Dace: June 30, 1987

The loan is not yet sigr.c-d.



ANNEX 111

PANAMA
STRUCTURAL ADJUSTMENT LOAN

SUPPLEMENTARY PROJECT DATA SHEET

Timetable of Key Events

(a) Projecc Preparation - Preapppraisal

1) Project prepared by: Gove rnment/1BRD
2) Initial request for Bank
financing: December 1582

(©)] First Bank mission to

consider project: March 1983
(b) Appraisal Mission Departure: June 1983
(c) Negotiations Completed: October 1983
(d) Loan Effectiveness Planned: November 1983

Spe rial 3ank Implementation Actions
None contemplated.
Special Conditions

Assurances '-ere obtained that:

(a) The Government would submit to the bank quarterly reports on the
progress of its structural adjustment program and of the technical

assistance studies (para. T-2-E); and

(b) The second tranche of US$20 million equivalent would be made availabl
upon satisfactory review of the progress of the technical assistance
studies and of the draft Bills of the Agricultural and Industrial

Incentives Laws(r.vx< j



ANNEX IV

Government’s Letter of Economic Policy being revised
for Green Cover.
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(b) Friciag

(c) Market Intervention and
regulation.

Land CVntrsMo and Title»

leatitutionel Acforaa
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Structural Adluatment Proen«

. Action Alr»»dy Teten

-Seef export restclctlocs lifted,
March 1983.

-Producer support price of- rice reduced
—Potato price» freed.

-Milk, classified according to gradee
and appropriate price» aet.

-1* reformed aettle-jcct ccavurtcd icio
cooperatives la 19d2.

—rellplllo sugar mill clcsed. Hatch 1983.

-Activities at other «rate sugar Bills
reduced, March 1983.

-State banana corporation cloaed. 1982.
-Subsidies to state development
corporation» eliminated in Us3 budget.
-Production and distribution of

mtaire Initiated.

-All new Agricultural Development
Bank c.edits coveted by crop
iniurancs.

—(’.-.0oer the coordination of the Mimisrry
of Planning and tccncslc Poilcy, a mem»

Industrial policy uaa established Ic lace

i9S2 Incorporating a strategy baaed

on the expanalon of axport-urlaniad. Labor-

Intensive activities.

Steps to Be Tains

-«jestrietlpns on export» of coffee, to be lifted by
aid September 1983 and target date on flthmeal and
cacao aet by end Hay, 198?*.

-Substantial reduction In aupport pricer for rice,
com and scrthu-a to ce announced by March 39S3.
-Price» of tomatoea, onion and other horticultural
product» to be freed, by October 1“64.,

—Gracing ayatea for reat established, ano

freeing ci o'emestlc price» cf exrenaive cuta of
«at by mid 5-mitnber {9S3 -«

-Announcement of price for grade “B" silk by
Cecemoer 31, 1983.

-Bank financed pricing study to be coeplet-d oy
aeccnj half of 1984 to incitate prcr.ra» of
reductions Ir, state Intervention in agricultura ane
refora of Institution» in keeping ultn n?»
development strategy.

The Goverr.n-nc a policv la to cmtlrue v.t*" Ixe
extension of fsmrl land titira. A preeraa «.111 ‘a
evolv-d for the reformed settlements glvl.-g t?»e tv
option to ccn/crt to cooperative» ot tr-clviJusl
titles.

-Further Institutional reforma to auric irtults e*
ccr.c financed sector stuCy to be rispieles by -Ji-
1934. Poilcy alna to be addressed include; treat.<»
of an effective agricultural policy coor-nnat tc>A
capability; adequate manogreent lntcrmus::o0> for
better institutional control; rmeuctlon tf IMe
State's role In directly ptcductlve

activities; Jurtner sertrcthcnl-rg of *c«icultural
3;veloc-»«nt lint; reduction of state intervention
In marketing ano elimination of so— i.".1i
miuftlnj oonepoliea; recuctng uhotevai* ane retail
price controla; aoc atreng:hailing capability of
reaesreb Instltutei.

—Craft legislation for trv Agricultural I*car»;xus
I*w ready for tank ccc-zat anc-‘ity 19S-*
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Structural Adjustment Proeria

Action Already Takan

-Katlortal Investment Council established
In October 1982 to procote foreign

I investment and provide investors with
one-stop agency io deallmg with local
bure aucracy .

-Export Incentives provided in the font
of redeemable tax certificates (CAT).
-Flexible interpretations of tabor Code
in the case of specific, export-oriented
industries, late 1962 early 19S3.

—Cabinet Decree establlahlcg policy
objective of elimination of quanti-
tative restrictions signed by the
President io 1962.

—38 quotas removed by end-June 19E3.
-Kaftisua tern of new and renewed indi-
vidual contracts hetv-eri tr.e Cc-vcrm—
oent aoc private firms reduced tro»
10 to 5 years, March 1963.

-Public announcement In March 19E3
that new Industries will rot be
offered any form of quota protection.
—Maximum tariff protection lor new
industries Inltally 123 percent cf
local value added reduced after one
year to 100 percent, March 1963.

-Maximua tariff protection for eristlimg
industries set at 100 percent except In
prior coaiultitlon with fact.

-Lstabl 1slaaent of minimum tariff rod
Intreace crude petroleum import taxes.

—Substantial reductions in capital
and current public sector expenditure*
In CT 1932.

-Strict cash Halts on all expenditure*
establlihed and nunltoted ty economic
Cablret.

-Directorate of Public Credit esrebilsasd
la Ministry of Planning to coordinate
coExserciad. borrc-wicg by til public lector
sgsscls e«

Annex V
P»t* 2 el 3

Strpa to P>« Taken

-Simplification of CMS and their link
to factory eoploj-xent by May 1984.

-Approximately 130 quotas to be removed by aid-
September {963.

—Timetable for removal of remaining quotas to be
agreed by end May 1984.

—InCustrlai anc ermssreial policy ituoin, financed
by ¢03. AID and ‘-orld i-ink flranced technical
assistance on eftectlve protection to be completed
by end -May, 15S4, These will assist Ccverr-ent in
ceterminir.e Initial level of tariff protection with
vnlch to replace quotes wnen rrasor.uole estimates
arc unavailable.

-Draft legislation for new Industrial incentives
lav ready tor hank, comment end-May, 1984.

-Maximum and slttsvi tariffs to be eeflned, and
timetable for reaching law, unlfora tariff ready by
end-May 198*.

—Government will dismantle price controls on
inouatrial products following removal of quotxs.

-Study financed by AID to bs completed ty mld-198* tt
be followed further by modifications In the Labor
Code after elections.

—VIth the .(slctar.ee of an LM7 financed expert tajor
reforms are to be mace In tf«* Cuaterna Adminle«t tat!lor
Including eventual application of Sruaaels tariff
Dr-wncl ature. «j.-.fora* to be completed by end 158*.
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Paje 1 of 3
Sector and Policy Iseu« Structural Adiusrment Frorram
Actl Already Takes Slept to Me Taken
Public Investment Frogrca -Detailed investxent budget lor 563 -Tentative 1Sd5 prcgrac to be rte.sy lor tev.ev by
Includes cajor reductions and deferral Sank end-July, 1963.
of nonpriorlty project*. -Detailed Investment budget for 198* and draft
-Draft prograa for 1984 and prepared by 1985 pregram to be reacy for review by Sana In
mid-May 1983 . 1963/8* prerraa conereat December 1983.
and In accordance ulth structural
adjustment priorities.
}> Feiora (nd RestPicturing of —Major financial review of all public —Disposal of La Contadora Finita;.
Public entitle>*. sector entities completed April 1523. -Disposal of catlsnai airline.
—Sale of a major loss-making hotel -Reduction lo domestic cement price,
—In January 1963. Kerch 1984.
-Fir» timetable set for ending cross-
subsidization of private cemeotrsas-
company.
-Soae agrlculrural .entities closed; ten
item 1.3 above.
1, Public Sector Housing -Sent control* freed on all new
housing project* carrying a monthly
ur.lt rent of 5250 or core, March 1983.
-Rationalization of National Mortgage
Bank Including increased interest rate*
for mortgage* and no further independent
access to commercial bank credit, late j982.
-Social Security Arency formally
nnoertook In late 1962 not to engage ID
further direct mortrzge financing.
—Froo January 1533 Social Security funde used
aa secondary erortgege financing aC attractive
rate* of Interest.
5 Financial In.atli tutlc.as -Reform and restructuring of derelcp-.enc —Audit of current portfolio cocpleted by Jux IS.
finante corporation COFINA initiated. 1933.
Instructions Issued to dissolve or —Commitments fro» the private sector for pulchase of
auction off these parts of tn« portfolio share* In iestructural COFINA to be received by end-
which have become a fiscal burden. Sew March 1584.
management h»s been appointed and procesa —hizmoer of CDFINA staff to be reduced free 108 tc i*/
of privatfsaticn initiated. by-March 31, 1934.
Ctnal 2one Land* »rd Asset* -Legislacion to facilitate leasing or -5tmdy nf tlsns-i>thmlec transport corridor
selling of land and Infrastructure completed by May 1994.
In the old Canal lent prrsatnted to
Congreaa. In March 1953.
ffaith and Socl.il Security -Financial teiors of housing demartment -Study of Integrated Systeei of Health Cars to oa
of Social Security Agency completad initiated by end 1982 and completed by mJd I™Ni*.
Uct.btr 1962. -Financial, nana?erial sr.d actuarial studies of
Scciil Security Aaency to be initiated by

1583.

-Study of state sy«tee of unr.clcnxnt tr.ur.ife

financed by AID to he completed by aid *9f*.
i». 1533
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PA\VAVA: PUBLIC D.YESB<r>u PR3JPA-i 1983 - 1255
(Millions of USS)

1983 1984 1985
Local Foreign Total Local Foreign Total Local Foreign Tocal
¢aire and Rural E&velopcens: 36.6 32.3 63.9 42.9 34.1 77.0 30.8 25.2 56.0
2nd Industry 7.1 20.6 27.7 7.8 12.4 20.2 12.6 5.9 18.5
43.7 52.9 96.6 50.7 46.5 97.2 43.4 311 74.5
"CTURE
Y 19.2 59.1 78.3 21.7 68.1 89.8 22.4 69.6 92.0
fort 33.1 17.2 55.3 45.8 20.7 66.5 55.6 25.1 30.7
mjranicaticrs 115 0.6 12.1 8.8 2.1 10.9 17.6 2.4 20.0
tai 68.3 769 1457 76.3 909  167.2 95.6 97.1 1927
2, SECTOR
«dm 15.3 3.0 18.3 14.3 0.5 14.8 18.2 2.0 20.2
th 23.0 4.3 32.3 23.3 6.2 29.5 331 6.9 40.0
i 54.9 10.1 65.0 47.5 11.2 5S8.7 33.1 6.9 40.0
ital 93.2° 17.4 115.6 80.1 17.9 103.0 84.4 15.8 100.2
3
b 0.7 0.5 1.2 0.5 0.5 14 0.6 2.0
isertorpl and Commity Projects 23.2 7.2 30.4 14.6 6.2 20.S 6.1 16.8 22.9
Kai 23.9 7.7 31.6 15.1 6.2 213 7.5 17.4 2-.9

234.6 156.9 389.5 227.2 161.5 3438.7 230.9 161.4 292.3
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CURRENCY EQUIVALENTS

Currency Unir - Balboa (B/.)

US$1 - B/.1

The Issue of Balboas Is restricted to coins. The US Dollar (US$)
Is accepted as currency.

BDA

EHN

CFF
COFINA

COBAPA
CSS

EEC

ENS

ENM

ID.B
IMA

ISA

MICI

MIDA

MIPPE

OPE
PAHO
SAL
TAI
UNDP
USAID

Fiscal Year

January 1 - December 31

WEIGHTS AND MEASURES
Metric System

GLOSSARY OF ABBREVIATIONS

Banco de Desarrollo Agropecuario

(Agricultural Development Bank)

Banco Hipotecario Nacional

(National Mortgage Bank)

Compensatory Finance Facility

Corporacion Financiera Nacional

(National Finance Corporacién)

Banana Corporation

Caja de Seguro Social

(Social Security Agency)

Empresa Estatal de Cemento (Bayano)

(Cement State Corporation)

Empresa Nacional de Semillas

(National Seed Company)

Empresa Nacional ;e Maquinaria

(National Machinery Company)

Interamerican Development 3ank

Instituto de Mercadeo Agropecuario

(Institute of Agricultural Marketing)

Instituto de Seguro Agropecuario

(Institute for Agricultural and Livestock

Insurance)

Ministerio de Comercio e Industrias

(Ministry of Commerce and Industry)

Ministerio de Desarrollo Agropecuario

(Ministry of Agriculture and Livestock
Developaent)

Ministerio de Plafiricacicn y Politica Economi

(Ministry of Planning and Economic Policy)

Office of Projects Execution

Pan American Health Organization

Structural Adjustment Lean

Technical Assistance Loan

United Nations Development Programme

l’.S. Agency for International Development



Borrower:

Amount:

Teras:

Project

Description:

Risk:

PANAMA
TECHNICAL ASSISTANCE PROJECT

" LOAN AND PROJECT SUMMARY

Republic of Panaaa

US$5.0 million equivalent (including capitalized front-end
fee)

15 years, including 3 years of grace, at the standard
variable interest rate.

The proposed project would support the Structural Adjustment
Loan to Panama, which is being submitted simultaneously. It
aims at assisting the Government in implementing its
structural adjustment program by providing studies, expert
advice and implementation assistance in key areas of the
economy. Specifically, the proposed project would finance
about ACO man-months cf consultant services to study:

(a) trade and pricing policies in the agricultural sector

and strengthening of its institutions;’

(b) effective protection in the industrial sector;

(c) financial, actuarial, administrative and managerial
issues iIn the Social Security Agency;

(d) the Health System;

(e) transport infrastructure in the Panama City-Colon
corridor, and;

(f) other currently unidentified studies needed to carry
out the structural adjustment program.

The complexity of the project requires efficient coordina-
tion both at the technical and administrative levels.
Assisted by-a pannel of loca), and foreign economists, the
Director of Economic and Social Planning in the Ministry of
Planning and Economic Policy would be in charge of technical
coordination (Project Coordinator) . A full-time Project
Manager would be in charge of adninistative and logistical
coordination, including the appointment of counterpart staff
in the technical agencies to work with the consultants.
Arrangements are also being finalized with UNDP OPE to act
as procurement agent for the Government. Another risk would
be, that the agreed recommendations of the studies would not
be implemented. Such a risk is minimal since a consensus
exists in Government and in major opposition parties on the
need for new direction of the economy which is supported by
these studies, and the Government is committed to
implementation of such reccmmencations. In order to ensure
continuity and commitment, staff of individual agencies
would be fully involved in the consultants work. Progress
of the studies would be closelv monitored.



Estinated Cose:

. Local
Augricultural trade and pricing
policies study 19
Agricultural institutions
Phase 1 173
Phase 2 250
Effective protection in the
industrial sector 35
Audit of Social Security Agency (CSS) 60
Financial, Administrative and
Managerial studies and training
to SSA 220
Health system study 77
Trans-isthmian transport study 26
Training study tours 85
Interview travel for experts -
Project Management 120
Equipment 50

Further technical assistance

related to structural adjustment

program 196

Contingencies (10% of total) 89
Total Project Costs' 1,400

Financing Plan

Bank 0.5

Government 0.9
Total 1.4

Estimated Disbursements (USS 'Million)

Bank Fiscal Year 1984 1985
Annual 2.1 1.7
Cumula tive 2.1 3.8

Kate of Return: r..a.

Staff Appraisal Report:. None

J/ Cost estimates,

Front end fee will most likely be

particularly of Government
included

- US$

Foreign Total
Thousand
65 84
583 756
842 1,092
97 132
390 450
788 1,008
259 336
86 112
113 198
25 25
- 120
120 170
682 878
450 539
4,500 5,900
4.5 5.0
0.9
4.5 5.9
1986
1-2
o
input, are being revised

in

loan amount.



INTERNATIONAL BANK FOR RECONSTRUCTION AMD DEVELOPMENT

REPORT AMD RECOMMENDATION OF THE PRESIDENT OF THE ISRD
TO THE EXECUTIVE DIRECTORS CN
A PROPOSED LOAN IN AM AMOUNT EQUIVALENT TO US$5.0 MILLION
TO THE REPUBLIC OF PANAMA
FOR A TECHNICAL ASSISTANCE PROJECT

1. I subnit the following report and recommendation on a proposed loan
to the Republic of Panama for the equivalent of USS5.0 million, including the
capitalized front-end fee, to help finance a Technical Assistance project.
The loan would have a term of 15 years, including 3 years of grace, with
interest at the standard variable rate.

PART 1. THE ECONOMY ¢/

2. An Economic Memorandum entitled "Panama: Special Economic Report
on Metropolitan Unemployment” (3833-PAN) was distributed co the Executive
Directors on June 7, 1982. Since then, there has been a sustained dialogue
between the Government and the Bank leading to the development of a policy
framework to confront the challenges of a more difficult international
economic environment. The Government first formally requested a SAL in
December 1982; after a series of identification missions, an appraisal
mission for the proposed loan visited Panama in Juno 1983. Country cata are

given in Annex |I.
A. Main Features of the Panamanian Economy

3. Panama’s geographic location has traditionally determined its
economic development. Situated strategically on a narrow isthmus, joining
North and South America, midway between Europe and Asia, Panama functioned as
an important center for Spanish colonial trade for nearly four centuries.
Following independence from Spain, this entrepot role was enhanced by two
major investments in the transport infrastructure. The Tfirst was the
building of the trans-isthmian railway in the 1350*s. The second, of much
greater significance, was the construction of the Canal in the early years of
this century. The Canal, and the employment and income it generated, brought
relative affluence and economic growth until the early 1970%*s.

4., Panama has capitalized on its geographic location and international
transport facilities to build an important expert-oriented service sector.
The main areas of recent expansion have been in banking, tourism and
international commerce. During the 1970's, the banking sector grew by 11
percent per year in response to legislative incentives. 3v 1932, there were
about 120 banks physically established in Panama, among them, subsidiaries of
leading money center institutions; they employ over 7,000 people. Tourism
has grown by 10.6 percent per year since 1970. The activities of the Colon
Free Zone—warehousing, display and transshipment. of merchandise mainly
towards the markets of Latin America—expanded by an annual 1A percent. By
1952, chese and other services accounted for 70 percent of total value

added.

1/ Parts | to Ill are the same as those aooearing in the
President’s Report for the Panama Structural adjustment Loan,
dated August 26, 1983.



The growth of export-oriented services has been facilitated not
only by Panama’s geographic location and transport infrastructure, but also
by its financial characteristics which are unique to the Region. There is no
Central 3ank, the U.S. dollar circulates inside the country and there is no

restriction on the movement of capital. Secause of this dollar standard'
there is no foreign exchange constraint in the conventional sense, and the
country’s credit-worthiness is directly linked to Government finances. It is

easily monitored through such indicators as the size of the public deficit in
relation to GDP and the Government's ability to meet all debt obligations as
they cone due. Moreover, the extent to which relative and absolute factor

and product prices can be manipulated by Government intervention is limited.

6. The historical importance of the Canal has concentrated' economic
activity in the two terminal cities, Panama City and Colon. Today, the
metropolitan area formed by these two cities and the corridor between them,
adjacent to the Canal, contains more than half the nation's population and
produces over 70 percent of total value added. Panama’s essentially urban
nature contributes to its relatively high standard of living with the
Region. Per capita income in 1981 was approximately USS1,990 compared with
an average of US$930 for Central America and US$1,700 for Latin America and
the Caribbean 33 a whole.

3. Political Background

7. A major watershed in Panama’s modem history occurred in October
1968, when the National Guard overthrew the Government of President Arnulfo
Arias and soon thereafter established a new administration under the de facto
control of General Cmar Torrijos. The Torrijos Government had three major
goals: to increase national economic sovereignty, particularly over the
Panama Canal; expand the Panamanian political and social process to the rural
poor and urban workers; and deepen the country's development process,
stimulating growth through increased and diversified exports and investment
in human resources. The high point of the regime was reached in 1979 with
the signing of a Canal Treaty with the United States. Pollening this, the
Government reduced the military control of the country and began a gradual
restoration of democratic institutions. In the economic field, more emphasis
was placed on the role of the private sector which partially restored
confidence following a period of uncertainty associated with the Canal Treaty

negotiations.

8. After the accidental death of General Torrijos in July 1981,
Panamanian poli tier went through a turbulent year, es political leaders began
to jockey for power*. The prior fiscal austerity was relaxed and several
public sector agencies exceeded their budgets by wide margins. There wes
considerable uncertainty es to the direction of policy, particularly in the
economic field. In April 1982, General Torrijos' successor as head of the
National Guard was replaced by General Ruben Dario Paredes; President
Aristides Royo resigned in August and was replaced by Vice-President Ricardo
de la Pspriclla. A new* Constitution, laying the foundations for preside ntial
and ccn.crcasional elections was aoprovod by popular referender?. in May, [983.
Also, political parties have been legalized rad zaro.-.i znir.g for the
presidential electrons, scheduled for mid-i984, is to begin in. September



9. Despice this uncertain political atmosphere, the Governnent has
shown its determination to confront a deteriorating economic situation and
carry through a number cf necessary measures. Not only have strong
budgetting control and discipline been restored, but the Government has also
embarked on a program of fundamental structural reforms which, although
politically unpopular in the snort-term, are vital for medium-term economic

recovery.

10. The results of the forthcoming elections will likely not threaten
the ongoing process cf structural adjustment: there is widespread consensus
concerning the economic outlook and the measures necessary to confront its
challenges. Moreover, the principal opposition parties represent factions
which also favor policies encouraging private initiative.

C. Past Economic Trends and Recent Changes

11. The 1960's saw rapid economic expansion in Panama, with GDP growth
averaging 8 percent per year (or 5 percent per capita). Much of the impetus
came from buoyant-Canal related activities, and the effects of the
Remon-Zisenhower treaties which transferred sone economic activities from the
Canal Zone to Panama. Real agricultural output increased by nearly 5.3
percent per year, based largely on expansion cf grass-fed beef production and
on increased output of bananas following important disease eradication
measures. These were major factors contributing to a substantial growth of
exports. Industrial growth was also strong, with a 10.9 percent annual
average increase in real value added though most of this was directed
towards the domestic market. Almost as impressive was the growth of the
construction and services sectors at over S percent per year. It was during
this period that the petroleum refinery near .Colon began operations, selling
its output in the form of bunker to ships traversing the Canal as well as
refined products for home consumption and for export to third countries.
Other important service activities included the rapid expansion of the Colon
Free Zone, which had been established in the early 1950°’s. The principal
source or investment finance ana entrepreneurial talent for this growth was
from the private sector. Private domestic savings averaged about 15 percent
of GDP, while private investment increased at a real 12.5 percent between
1960 and 1970, rising from 11.9 percent to 18.0 percent of GDP. Total
employment grew at T3.5 percent per year, well in excess of the 2.5 percent
annual increase in population. Nearly all the expansion in employment
opportunities was provided by the private sector, and ocurred in the urban
areas; in the agricultural sector, employment expanded at only 0.7 percent

per year.

12. The benefits of this rapid development were, however, concentrated
in relatively few bands. Real wages were held down; the nominal minimum
salary remained constant between 1960 and 1968 Acute poverty persisted,
mostly in the countryside. Moreover, the social and economic infrastrueture,
particularly in rural areas, were inadequate to ensure continued economic and
social improvement outside of the metropolitan corridor.



13. Accordingly, the development strategy initiated by the Torrijoe
Government in 1968 aimed at major social reforms while attempting to sustain
growth through increasing and diversifying exports. Greater national
integration was achieved by increasing and improving the communications and
linkages amone the regions of the country; social improvements were made by
supporting human resources development, agrarian reform and the provision of
basic needs, and by strengthening the,country*s institutional framework. The
strategy was executed through expanded and improved social services
(particularly in health and education), through the development of
infrastructure by constituting public utilities (electricity, telephones,
water) into single state entities, and by an ambitious public investment
program. Private investment was encouraged, especially in the construction
and service sectors linked to the international transportation systems.
Panama’s status as an entrepot center was enhanced by legislation of 1970
which led to the establishment of a major international banking sector. It
was given further impetus by public .sector investments in the international
airport, tourism infrastructure, rapid expansion of the international free
zone, an international re-insurance center, the growth of commerce, and other
export services. The system of hydro-electric generation, roads,
educational, water and health facilities which was built up throughout the
country provided services to wide sections of the population which had not
previously enjoyed them.

1A. Initially, this strategy was successful in combining growth with
social reform; between 1968 and 1973 real GDP rose by 7.3 percent per year.
However, from 1973 to 1977, the economy was adversely affected by both
external and domestic developments. The increase in world oil prices and
inflation brought about international economic uncertainty, while Canal
activities slowed after the end of the Vietnam war in 1973. Domestic
uncertainty stemmed mainly from the intensive Canal Treaty negotiations.

Per capita income stagnated and private investment fell in absolute terms ty
over 50 percent between 1973 and 1977 (or frcm 20.A percent of GDP to 6.8
percent). Private sector confidence was also undermined by some actions
which adversely affected the entrepreneurial environment. Among these were a
highly restrictive Labor Code, price controls, housing rental regulations and
exaggerated concentration of subsidized credit and technical assistance on
the state supervised agricultural cooperatives. These regulations were not
only, inimical to the growth of agricultural and industrial output; they were
also costly in fiscal terms. The increased state subsidies and high support
prices were absorbing nearly 15 percent of Central Government revenues.
Public sector employment grew at an annual 12.2 percent and accounted for
over 80 percent of the new jobs created. In the 10 years ending in 1977,
real public consumption grew by 7.5 percent per year compared to A.7 percent

for GDP.

15. The Government compensated for the retrenchment in private sector
activity through further investments in large infrastructure projects (a
fishing port, Convention Center, hydroelectric power, extended relecom-
,Cunications systems and an improved national road network), and by the
/creation or acquisition of a number cf directly nreductive enterprises.
\ These included four sugar mills, two banana corporations, a cement plant, a
\citrus plantation and several agro-industries end agricultural/regional



development corporations. Public investment increased from an average of
$79.1 million per year between 1968 and 1973 to $271.6 million per year
between 1974 and 1977, or from 7.0 percent to 13.7 percent of GDP. During
the latter period, it accounted for half of total investment compared with
only a quarter during 1968-73.

16. Without additional revenue measures, the cost of this expansion was
quickly reflected in a sharp increase of the public sector deficit: from an
average of 5.6 percent of GDP in the five years ending in 1974, to an average
of 15.6 percent in 1976-78. Owing to the absence of a Panamanian central
bank and an independent currency, the deficit had to be financed through
dollar-denominated debt, whether locally or internationally issued. Thus,
public sector medium-term debt increased from $195 million (18.6 percent of
GDP) in 1970 to $1,940 million (nearly 80 percent of GDP) in 1978.

17. After 1978, the public sector entered into a period of retrenchment
zr several large capital projects were completed,no further state enterprises
v¢.he created, and the Government began a sustained effort to reduce the
pvblic deficit through increased taxes and tighter controls on expenditures.
The deficit was reduced from 15.4 percent of GDP in 1978 to I1.S percent in
1979, and to 5.2 percent in 1980. This improvement was maintained in 1981,
so that the country fully complied with the targets established under IMF

Standby Arrangements.

18. This improvement in public finances was accompanied by some
restoration of private sector confidence. This was enhanced by the
ratification of the Torrijos-Carter Canal Treaties in 1979, and by the
introduction of new export, investment and employment incentives. These
covered not only direct financial assistance to exporters (through redeemable
tax certificates called CATS based on a percentage of value added), but also
tax exemptions and a more flexible interpretation of Labor Legislation for
certain specified categories of export-oriented industries. However, private
investment did not recover to. the levels of the 1969°’s and early 1970’s.
Between 1978 and 1982 it was still less in. real terms, and as a percentage of
GDP, than between 1968 and 1973. Furthermore, although the service and
construction sectors once again flourished, agriculture and industry
continued to be adversely affected by the policy and institutional
environment. Real per capita agricultural output was less in 1982 than in
1977, while industrial value added declined from 11.5 percent of GDP to 9.8

percent.

19. 1982, Panama began to feel the impact of the world recession in
general, and of the deepening economic and financial crisis in Latin .America
in particular. Growth in the financial sector was less than half that cf
recent years, while value added in tourism and in the Colon Free Zone
declined sharply. Private investment fell in real terms following the
completion of the trans-isthmian oil pipeline project in 1981. Partly to
compensate for this, and partly because of increased political pressures
(para.8), controls on public expenditure were loosened. Several entities
exceeded their capital budgets', by wide margins, particularly the public
electricity company, 1RHE, and the ~Social Security Acency. Meanwhile, public
revenues ware adversely affected by the economic slowdown, and by mid-1982 it



had become clear that Panaca’s fiscal targets would be grossly exceeded. The
consolidated public sector deficit for the year as a whole was 11 percent of
GDP, almost double the amount stipulated in the Government’s Standby Arrange-
oent with the IMF. Public investment was over 12 percent of GDP as against a
target of 10 percent. Net foreign borrowing by the public sector amounted to
over $500 million, and the outstanding public medium-term debt reached S3.1

billion at the end of 1982, equivalent to 73 percent of GDP. Interest on the
debt absorbed over 30 percent of total Government revenues 2/.

;0.\ The recession deepened in late 1982, and in 1983 real GDP is
"expected to stagnate. The necessary fiscal adjustment (paras. 25-27) is
inevitably having a contractionary effect on economic activity—especially
the construction sector--wnile access to foreign bank credit is now severely
limited. Through 1984, there will likely be little if any growth in the
traditionally buoyant sectors of the economy. The banking sector has reached
an advanced stage of maturity, while the Colon Free Zone and tourism are
dependent upon financial and economic recovery in the rest of Latin America.
This is unlikely to materialize before 1985. Reduced Government spending
will, in the absence of compensating investment by the private sector, lead
to further deterioration in the employment situation; unemployment is already
estimated at about 20 percent of' the available labor force in the urban
metropolitan area.

21. In the face of these difficulties, the Government has formulated a
new medium-term development strategy. This strategy, which has already been
translated into a number of important actions, involves remedying exist
policy inconsistencles, encouraging private investment, promoting and
diversifying exports and improving public sector efficiency.

D. The Government’s Development Strategy

22. The principal objectives of the Government’s development strategy
are the creation of new employment opportunities and the reorientation of the
economy towards a new growth path. Given the small size or the domestic
market and the limited prospects for the service and public sectors, these
opportunities must be sought in Panama’s external markets for goods and
services through the accelerated production of gocds for export. Such a
strategy would be ful-ly consistent with Panama’s comparative advantages and
its unique economic characteristics (paras 3-6). These assets could be a
springboard for access to foreign markecs provided industrial and agricul-
tural goods are produced at competitive cost.

23. Given the country’s relatively high wage structure, efficiency in
agricultural and industry must be increased to improve competitiveness and
reduce upward pressures on wage rates. In many countries increased wage
competitiveness can be achieved through an adjustment in the exchange rate.
Panama’s monetary structure rules this out, and it is therefore necessary to

2/ Defined as the current revenues of Central Government and autonomous
agencies plus the current surplus of the public sector enterprises.



panama's monetary structure rules this out, and it is therefore necessary to
address the causes of inefficiency both directly and individually in each
sector of the economy. Since the financially weakened public sector can no
fonger expand in relative terms, the private sector is to be the main source
of investment finance and entrepreneurial talent. Public sector Intervention
is to be restricted to the provision of the necessary social ar.d economic,
infrastructure, ouch of which is already in place. In order to release
resources for growzh-oriented activities, public sector expenditures are
being rationalized. This involves reductions in subsidies and the sale,
close-down or restructuring of loss-making public enterprises. State
intervention in product and factor markets is to diminish. Price controls
are to be greatly reduced and the question of the Labor Code addressed in
order to bolster private sector confidence. Industrial incentives are to be
directed more towards exports and less towards import substitution. Conse-
quently™ the scope and depth of effective protection isto besubstantially
reduced. Similarly, the bias inherent in the current incentive structure in
favor of capital-intensive production techniques is to be reversed. So as to
increase efficiency and productivity in the agricultural sector, policies are
to be re-oriented towards higher production at competitive prices and less
towards the redistribution of income.

24. This process of structural adjustment will take some years to
complete. Moreover, it can only be fully successful if the economies of the
OECD and Latin America recover in the mid-1980's together with world trade
and services. If this occurs, the Government visualizes Panama as having a
more open, export-oriented economy in which the efficiency of the productive
sectors would be on a par with that already achieved by Panama's interna-
tional services. A more fully employed urban workforce would be dedicated to
a broader variety of industrial and service tasks undertaken at competitive
world costs. Clearly the policy is not without risk, but Panama®s private
sector responded well to market signals i£ the 1960's. Furthermore, the
strategy is based on the Government's recognition that re-orientacion towards
the export of goods provides the best, if not the only, alternative to
continued economic stagnation and increasing unemployment.

E. Short Term Stabilization Measures

25. To provide the necessary context of financial stability for its new
development strategy, the Government is now carrying out a major fiscal
adjustment to raduce the public sector deficit to né more than $2/G million
in 1983. or about 6 percent of GDP. Additional revenue is being raised
through an increase in the minimum tariff and crude petroleum import taxes.
Substantial cutbacks are planned in current and capital expenditures (paras
34-41). Except for school teachers and low-paid workers, who were given
public assurances of wage increases in mid-1982, no increase in wages is
allowed in the 1983 Budget. External commercial borrowing by state entities
is now coordinated by the Ministry of Planning which has created the new post
of Director of Public Credit for this purpose.



26. These csasures led Co successfully concluded negotiations with the IMF
for a two year Standby Arrangement of SDR 150 million (about S173 million) of
which one third will be available in CY1983 and the rest in CY1984. The IMF
3o0ard approved the Standby in late June, 1983. In addition, Panama will receive
some $60 million in 1983 from the Compensatory Financing Facility. The main
conditions attached to the Standby, which will be monitored every three months,
are a public sector deficit of no more than 6 percent of GDP in 1983 and 5.5
percent in 1984, and no net increase in commercial foreign borrowing in 1983 or
1984 by the public sector. The current account saving and gross borrowing
requirement implied by the program agreed with the Fund are shown in Table 1.

Table 1: SUMMARY PUBLIC FINANCES
(US$ Million)

1979 1980 1981 1982 1983
(Froj.)

Actual (Frel.) ($ million) 7. of GDP
Public Sector Savings -42.4 126.7 172.8 60.6 120 2.7
Capital Expenditure 303.6 299.3 390.1 524.6 390 8.7
Overall Deficit - 346.0 173.1 217.3 464.0 27G 6.0
Amortization 191.3 213.8 215.2 388.2 250 6.2
Gross Borrowing
Requirement 537.3 396.3 460.8 852.2 550 12.2
27. While this program will reduce the deficit in the short term, it is

important to point out that Panama already has a relatively highly taxed
economy: the tax burden is about 20 percent of GN£. Consequently, the
structural requirement for a lower public sector deficit must primarily be met
through a rationalization of expenditures rather than furthertaxes”™ Thus, as
part of #ts medium term structural adjustment program, the Government is to
reduce the scope of the public sector and make the remainder more, efficient.



PART Il - THE STRUCTURAL ADJUSTMENT
PROGRAM
A. Introduction
28. The policy measures designed to give practical shape to the

Government’s medium term development strategy may be divided into three main
areas: First, to reduce the scope and impro ye the efficiency of the public
sector; seccnd to reorient the incentive structure in the urban, Industrial
sector; and, third, to increase productivity and output in the agricultural
sector. Changes in the latter two areas are designed to permit and encourage
accelerated agricultural and manufactured exports. In the services and
energy sectors, there is little need for structural reforms. The former
already benefits from a favorable legislative regime and substantial private
sector participation. In the energy sector, as indicated in a recent Bank
sector review, pricing policy is generally adequate (regular grade gasoline
retails at USS2.10 per gallon) while recent measures have been taken to

enable the private petroleum company to operate at lower unit cost. IRHE,
the public power company, is well run and makes the legal 8.75 percent return
on its assets. Moreover, the Bank has had a direct and beneficial influence

on the energy/power sector through project 'lending and related institution
building.

29. The Government has already taken a considerable number of important
actions in each of the three areas emphasized in its program. The following
sections review the progress achieved and describe further actions which the
proposed loan supports.

B. Public Sector Efficiency
Overview

30. The financial constraints that the public sector is likely to face
in the years immediately ahead make it of .vital importance that policies be
aimed at fostering greater efficiency in .the allocation of resources.
Accordingly, the Government’s structural adjustment program is concentrating
reforms in those areas of public sector activity which are significant and
continuous sources of fiscal drain; which result in the nisallocatior. of
resources through, for example, inappropriate pricing policies; and which
suffer from inadequate institutional or budgetary control. The overall aims
of the reforms would be to significantly increase public sector savings both
absolutely and in relation to CD? in order to release resources for the
private sector; to reduce the scope of the public sector’s investment
activities to the provision of the necessary infrastructure for private
sector activities; and to improve the maturity structure, and hence reduce
the servicing burden, of the public external debt.
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31. V. The major components of the Government’s action program for
improved public sector efficiency include: (i) a major review of public »
sector enterprises; (ii) the preparation of a coherent investment program for
the period 1983-1985 consistent with the priorities of the new development
strategy; (iii) reform of public sector housing policy; (iv) reform of the
public health and social security systems; (v) more effective management of
state-owned assets especially those located in_tjhe old Canal Zone, recently
reverted to Panama; (vi) reform of the Customs Administration; and (vii)
improved public sector debt management.

Public Sector Enterprises

32. In February, 1983, the Government concluded a comprehensive
financial review of all State enterprises and decentralized agencies,
concentrating on those that have been dependent on large government
subsidies. As a result, a number of these entities have been liquidated and
the operations of others, which still have the potential of becoming
economically viable, have been rationalized. Some of these operate in the
agricultural sector and are discussed in paragraphs 8C-82 below. Actions
taken or planned for other entities will together result in immediate savings
equivalent to about 12 percent of the 1983 public sector deficit and
eventually lower public sector product prices. The principal reforms are the

following:

- In January, 1983, a major, money-losing hotel was sold to a group
of Japanese intereses. The Government, which had guaranteed the lean tc the
hotel, had inherited it when the hotel encountered financial difficulties.
The sale price was $34 million; since its cost to the Government had been
$<+ million, it was puDlicly torced to accept a major loss. Plans are well
advanced for the sale of another coney-losing hotel (La Contadora Panama) f
which specific offers are currently being considered.

- On March 14, 1983, the Government announced a timetable for ending |
the contractual arrangement by which the state-owned cement company, Cemento
Eayano, cross-subsidizes the only private cement company operating in Panama
by charging a higher final price for cement. This will permit, by May, 1984,
a 35 percent drop in the domestic cement price. The Government is studying
further means of improving the efficiency of Cemento Bayano, including
switching from fuel oil to use of coal.

(
{

- The Government is now undertaking a major restructuring of its
development finance corporation, COFINA. A recent analysis of its portfolio
revealed losses of some USS37 million in nonrecove'. able loans and interest.
A new manager, appointed in August, 1982, has commenced the difficult task of
recovering as much possible from the portfolio and restructuring the
Corporation’s ownership with a view to only a minority of the shares being
held by the Government. In April, 1983, COPINA engaged a well-known
international auditing company to carry out a full financial audit and
an evaluation of the portfolio as of June 30, 1983. Targets have also been
set for substantial staff reductions and other measures designed to permit a
more efficient operation.



- The Government is actively considering a number cf options for
divesting itself of all or part of the national airline, Air Panana. After
making heavy losses for a number of years, the airline’s debts were taken
over by the Central Government from COFINA in June, 1981. The accumulated
deficit of Air Panama on December 31, 1981 (the latest date for which
comprehensive data are available) was US$30.9 million compared to total
assets of US$17.A million) while the loss for the calendar year 1981 was
US$3.1 million. The authorities are considering”selling part of the ¢l
enterprise to another international airline (with the Government having
assumed the net liabilities); or disposal of the physical assets together
with sale or leasing of the routes and landing rights to other international

carriers. X
to!©
33. While the majority of other non-agricultural entities do not rh
require current subsidies, the Government recognizes the scope for increasing
their efficiency and hence their cost to the consumer. Accordingly a number
of studies are to be commissioned to determine how costs can be reduce inthe
context of each agency’s individual circumstances. Some of these are already
supported by Sank project loans (e.g., technical assistance to the Port
Authority, institution building in the power and water utilities) while
others will likely be financed by other multilateral or bilateral agencies.
This work is expected to be completed by late 1984, so that recommendations

nay-be implemented by the newly elected Government. ~——

Public Investment

34. The preparation of the public investment program in Panama is the
responsibility of the Direction of Economic and Social Planning in the
Ministry cf Planning and Economic Policy (MIPPE). This Ministry, and ncc
that of Finance, also produces and monitors the current budget. The
investment budgets are prepared with a high standard of professional
competence, and the institutional framework for "the formulation of a coherent
investment program is therefore in place. Estimates of financial require-
ments are prepared on a project by project basis by each Ministry or agency,
but the overall responsibility for matching them with available financial
resources belongs to MIPPE. General development policy objectives are
detailed on a sector by sector basis, and the total investment requirement
for each sector determined accordingly. Considerable importance is now
attached to the calculation of economic rates of return, and the staff of
MIPPE who prepare the budget are well versed in the techniques of project
appraisal. Controls have been tightened, and rare departures from the MIPPE'
budget must be approved by the Finance Commission, a body which includes the
entire Economic Cabinet, and is chaired by the Vice President of the
Republic. These controls are applied not only to individual Ministries but
also to each autonomous entity, while all public borrowing (short, medium and
long term) is now monitored by, and subject to the approval of, the new
Director of Public Credit, also in MIPPE (para 57).
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N5, These procedures represent: a considerable improvement upon past
practices. Previously, although the Government's development program '“'as
theoretically sound, control of investment expenditures was often poor in
practice. A number of projects, particularly in the agricultural,
transport,tourism and housing sectors, were initiated without clear economic
justification. Others vent ahead without being included in the budget.
These latter were frequently financed from the current savings of the entity
concerned or by its independently borrowing commercial funds.

36. Within the context of preparation of the proposed SAL, the
Government has focussed on further improving the quality of the 1983-35
investment program. The 1983 budget involves a reduction of 26 percent from
1982 and 29 percent from the amount originally requested by che different
Ministries and agencies. Investment 3/ is budgetted at USS389.5 million
compared with US$516.9 million in 1982. These cuts have necessitated a
careful reconsideration of priorities and the program has been formulated
(instrict accordance with economic criteria and the demands of the r.ew
cevelopcent strategy. The Government’s freedom of action in making cuts was
severely limited by the substantial cost overruns of the vital La Fortuna
project. Thia now accounts for over one fifth of total budgetted capital
expenditures in 1983. Almost all other outlays of the public electricity
company have been deferred. Most of the projects left out have less pressing
priority, while nearly all those that remain are economically sound.
Profitable state entities, such as the telephone company and the Airport
Authority are to be restricted to investments financed from their own
resources. Because of its critical financial situation, the State Finance
Corporation, COFINA, is being restructured and and is permitted no new net
lending. The inefficient state sugar corporation is also being reformed; its
highest cost mill was recently closed (para 31), and the other three are
being rationalized, so that no new gross investment is proposed. Most
transport investments are for necessary maintenance and rehabilitation, since
a developed infrastructure is largely in place. Despite diplomatic and
~contractual difficulties, the Government cancelled a low priority but
expensive (approximately USS200 million) Canal bridge project sponsored by a
neighboring country. A USS30 million road project with a lew economic rate
of return has also been dropped. Nearly all the projects remaining in the
budget, which are not to be financed from internally generated resources, are
supported by bilateral and multilateral aid agencies. Loans from
concessionary sources are expected to finance almost half of total net

outlays in 1983 and 1984.

37. After the severe curtailment of 1983, capital expenditures are
projected to fall slightly in nominal terms in 1984, to US$388.7 million
thereby implying a sharper reduction in real terms, and as a percentage of
GDP (from S.7 percent in 1983 to 7.9 percent in 1984). In 19S5, a small
nominal increase is foreseen to US$392.3 million, though this will again
likely signify a real reduction. According to economic projections prepared
by Bank stair (paras 95-105), this implies that.public investment will nave
tallen to 7.2 percent of GDP in 1985. This is consistent with the
Government's medium term target of substantially reducing the share of public
sector investment In the GDP from the average of 13 percent prevailing

This refers to net investment bv the nonfir.nncial public sector and does
not incLuce credits from financial e*wk.‘5ios financed ouc of loan

proceeds.
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between 1976 and 1982 to about 7 percent by the mid 1930's. It is expected
chat the institutional procedures established in 1983 to increase control
over the execution of the budget and approval of new projects will be
retained and strengthened.

38. The sectoral priorities of the 1983-35 program are reasonable and
in accordance with the structural adjustment strategy (Annex VI, page 2).
Investment in the directly productive sectors would represent about 25
percent of total public investment over the period, and about 75 percent of
this would be in agriculture. Emphasis in this sector would, as in the past
be on direct credit to farmers, irrigation projects and shrimp farming.
Resources are also set aside for projects to stimulate production of raw
materials for local agroindustries.

39. In energy, which accounts for about one fifth of total
expenditures, the Fortuna project dominates, absorbing practically all
resources in 1983 and about AC percent thereafter. This project will enable
virtually all demand to be met from hydroelectricity from 1955 onwards,
leading to anticipated savings of US$65 million per year. In 1984 and 1985,
there will be important projects for improving transmission and distribution
systems for which Bank support is being requested. After revising demand
forecasts, IRHE has postponed initiation of the next major hydroelectric
oroject (Changuinola) until the end of the decade.

40. Infrastructure investment other than energy amounts to about 21
percent of the total. As already indicated, most transpon expenditures are
for rehabilitation and maintenance, the exception being the continuation of
Bank-supported port improvements and a low cost improvement to the urban
transport infraetructure in Panama City and other centers.

41. Social sector investment would represent about 27 percent of
expenditures in the 1983-85 period. Outlays are being significantly reduced
from the high levels recorded up to the end of 1982. Over half the
contemplated investment is in public housing and community projects where the
emphasis is on providing adequate shelter for poor urban communities.
Severely deteriorated slum areas of Panama City and Colon are to be provided
with low cost apartment buildings. The Colon Urban Development Project (Loan
No. 1878) of August 7, 1980, supports part of this program. In the health
sector, the program emphasizes rehabilitation and remodeling of existing
hospitals and health centers as well as Bank-supported improvements in water
supply and sewerage facilities. The education sector has been sharply cut
back in the light of an already well-developed infrastructure, and again the
program concentrates on the upgrading and rehabilitation of existing
facilities.

Public Sector Housing Policy

42, As part of its structural adjustment program, the Government has
recently taken a number of important measures designed to strengthen
institutions and financial control in the public housing sector. Prior to
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these reforms, the sector’s financial situation was becoming increasingly
precarious.

¢3. Since its creation in 1973, the Ministry of Housing (MIVI) has
rapidly increased its housing construction from 3 level of 1,290 units to
over 6,000 per year in the early 1980’s. The purchase of these low income
houses is normally financed by loans from the National Mortgage Bank (2HN),
which was established as a subordinate agency of MIVI to undertake the
financial management of che Ministry’s activities and also promote the
expansion of private housing finance. This expansion was to be achieved by
strengthening the savings and loan system and, eventually, by creating a
secondary mortgage market.

44, Up to the end of 1982, little progress had been made in achieving
these objectives. In a nunber of cases, MIVI housing projects were initiated
without proper control or disbursement procedures, and in the absence of any
guarantees that the necessary finance would be forthcoming. This frequently
led the BHN to obtain external commercial credits to supplement its finances;
the terms and conditions attached to these leans were inconsistent with the
nature of the bank’s portfolio and its activities. Moreover, interest races
on BHN leans were fixed arbitrarily on a case-by-case basis by MIVI. In some
cases, rates were granted which were insufficient to cover costs and ensure

recuperation of the loan.

45, The situation became further complicated in 1981 and 1982 by the
intervention cf the Social Security Agency (CSS) in direct mortgage financing
at heavily subsidized rates of interest. This impeded efforts by the BHN to
establish a more realistic interest rate structure. In addition, the CSS
program grew beyond the Agency’s management capacity (over US$.100 million
were spent in 1981 and 1982) with consequent control failures and substantial
losses. As of mid-1983 the total losses had still not been finally
determined, but are estimated to have exceeded USS.40 million.

46. To ameliorate this situation, the Government has carried out a
number of important reforms. The CSS has formally undertaken not to engage
in further direct mortgage financing. This would be a condition of the
proposed SAL (Section .... of the draft Loan Agreement). Instead, the Agency
will invest in BHN bonds. A procedure has been established by which MIVI
only receives money from the BHN for projects backed by proper studies, which
meet the correct social criteria; also disbursements will only be made
against vouchers of work performed. Projects cannot commence until MIVI has
received formal assurance from the BHN that there are funds available to
finance them. «The BHN will no longer be permitted independent and
uncontrolled access to commercial bank credit, while its direct Central
Government subsidy is to be gradually eliminated. Consequently, it is to
rely much more on loan recoveries, bond placements with the CSS and loans on
favorable terms and conditions from concessionary agencies. The 3HN has also
revised its interest rate policy. All future leans will carry a standard
rate of interest, initially of 10 percent annually for low income housing,
which will be sufficient to cover the cost of finance to the bank, plus its
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op¢rating expenses. The Government has announced its intention to gradually
iust the rate towards full compatibility with market conditions.’

Social Security and Health

47. The Social Security Agency (CSS) is financially the most important
public sector institution outside the Central Government. In 1982, the CSS
had a total cash income or nearly USS.220 million (7.6 percent of GDP),
generated cash savings of USS.52 million (1.2 percent of GDP), and vas
responsible for nearly one fifth of the total public sector capital
expenditure. Despite its apparently healthy current financial situation,
there is growing recognition that the CSS will face serious financial
problems in the medium term unless remedial action is taken. These problems,
should they arise, will be extremely difficult to solve in Panama where the
authorities have no recourse to Central Bank finance to cover shortfalls. A
financial crisis in the social security system would, therefore, have
potentially grave political as well as economic consequences.

4q. After the change of Government in August 1982, a new management
Neam was appointed to the CSS. This team has reversed the short term
difficulties associated with the Agency’s intervention in direct housing
finance and is now concerned with the more fundamental problems. These
include an inappropriate management and decision making structure, lack of
adequate statistical and internal financial information, the absence of an
accurate, up-to-date actuarial evaluation and an inappropriate investment
policy. The CSS’s coverage is continuously being extended in all three of
its principal areas of activity, which are health and maternity; old age,
disability and ceat'n; and professional risks. *\ot only this, but benefits
are sometimes increased without always considering the consequences for che
CSS’s long term financial viability.

49. Another area of concern which is intimately linked to the financial
well-being of the CSS is that of the Integrated System of Health Care. This
is meant to cater for low income patients located in areas outside the main
Metropolitan Zone of Colon-Panama City. In theory, it is operated jointly
pith the Ministry cf Health, but since the Ministry's budget is insufficient,
it is the CSS which in practice finances the System. The quality of service
is generally poor and there is a considerable amount of wastage.

50. In order to tackle these sensitive and complex problems, the
authorities have requested technical assistance to help establish an
effective and financially sound health and social security system. This
assistance would take the form both of studies and of experts to implement
new methods and train CSS staff in their use. It is anticipated that the
policy recommendations from this assistance, for which Bank support has beer,
requested, will be ready for the Government’s consideration before the end of

1984,



