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On November 26, 2007, the Central Bank of Honduras published a revised series of 
national income accounts, based on the 1993 System of National Income Accounting and 
shifting the base year fiom 1978 to 2000. An important outcome of this revision of the national 
income accounts is to raise the value of Honduras's Gross Domestic Product by approximately 
19.3 percent. This Public Expenditure Review was completed before these revisions became 
public and, therefore, is based on the unrevised macroeconomic figures. Readers of this report 
are therefore advised to make the appropriate adjustments in any analyses involving ratios of 
GDP. 
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HONDURAS 
PUBLIC EXPENDITURE REVIEW 

Executive Summary 

1. Macroeconomic developments in Honduras over the last four years have been 
generally favorable, largely reflecting a benign external environment. Real GDP growth 
averaged around 4.8 percent in that period, or 2 percentage points higher than in 2001-02, while 
the inflation rate has remained in single digits. Preliminary household survey results indicate 
that poverty rates, which had remained largely unchanged since 1997, finally have begun to 
respond to the higher growth rates in recent years and fallen significantly in 2006. The external 
sector deficit has been declining and the overall fiscal deficit declined from -5.2 percent of GDP 
in 2003 to -2.0 percent in 2006. Meanwhile the country's external public debt fell from around 
70 percent of GDP at the beginning of the decade to an estimated 29 percent at the end of 2006, 
with the result that Honduras' current public debt and debt service ratios are well below the 
thresholds that signal potential debt distress. These favorable developments were largely 
influenced by the general growth of international trade and of the US economy after 2001, 
especially in terms of boosting Honduran wage remittances, which soared from around 13 
percent of GDP in 2003 to 26 percent in 2006. The fall in Honduras' external debt burden, in 
turn, mainly reflects the implementation of several debt relief initiatives as Honduras reached the 
HIPC Completion point in April 2005 and became eligible for subsequent assistance provided by 
the World Bank and IMF under the Multilateral Debt Relief Initiative (MDRI). The CAFTA-DR 
agreement, which came into effect in April 2006, also has helped to raise Honduras' 
attractiveness to private investors. 
. . 
11. Honduras' medium-term macroeconomic outlook, however, is clouded by several 
significant fiscal challenges. While Honduras will continue to benefit from the CAFTA-DR 
agreement, as well as additional debt relief from IDB under the MDRI, there are signs that wage 
remittance and export growth are moderating. But most importantly, Honduras faces significant 
fiscal challenges that, if not appropriately addressed, could weaken future growth and increase 
macroeconomic vulnerabilities. These challenges include: 

Rising operating losses of the public enterprises. The operating losses of the electric utility, 
ENEE, in particular, are estimated at around 2 percent of GDP in 2006, and are on a rising 
trend. Meanwhile, declining revenues of the state-owned telecom company, HONDUTEL, 
has led to a diminishing operating surplus in the wake of greater competition after the sector 
was liberalized in December 2005. 
Rising public wages. The government had succeeded in containing wage pressures with the 
enactment of public sector pay framework legislation in December 2003. Parts of that 
legislation were revoked by Congress in mid-2006, however, and in August 2006, the 
government negotiated a new agreement with the teachers union that is projected to double 
teacher salaries in nominal terms during the next three years, raising the overall public wage 
bill between 1 .O and 1.5 percent of GDP over the medium term. 
Popular pressures to increase subsidies in transport, fuel and electricity, as well as to freeze 
gasoline and energy prices, in the wake of international oil price hikes. 



... 
111. These challenges already have begun to exert significant fiscal pressures: While tax 
revenues have continued to perform well, buoyed by robust economic growth over the last year, 
the operating surplus of the public enterprises experienced a sharp downturn. On the expenditure 
side, the public wage bill increased by 0.2 percent of GDP, and there has been a sharp increase in 
net lending (reportedly by the teachers pension institute). Only a decline in public investment 
spending, which carried over from 2005, prevented a more pronounced deterioration in the fiscal 
deficit, which was held to 2.0 percent of GDP. Although Honduras was able to achieve the 
quantitative macroeconomic targets agreed with the IMF, it was unable to meet all the agreed 
structural targets. This meant that the final two program reviews planned for 2006 could not be 
completed and the PRGF arrangement was allowed to expire in February 2007. 

iv. The need to raise economic growth still remains a key target for Honduras. An 
overarching problem has been the country's historically low growth rate, which largely explains 
why Honduras ranks among the poorest countries in the region and exhibits among the lowest 
social indicators. Honduras' recently improved growth performance does not provide grounds 
for complacency. Its growth rates have been comparable to those observed in the rest of the 
Latin American region, and therefore are likely to be reflecting an overall favorable economic 
environment, rather than a significant reduction in the barriers to growth that may previously 
have existed in Honduras. So, the need to focus on implementing actions to remove these 
barriers still remains very much on the agenda, as sustained growth will be needed if Honduras is 
to make greater inroads than heretofore into poverty reduction. 

v. Fiscal reforms can result in significantly faster growth over the long run. This 
finding is based on an econometric analysis that relates GDP growth to various fiscal indicators. 
The results fiom that analysis suggest that Honduras' GDP growth could be raised between 0.5 
and 2.4 percentage points by aligning the different fiscal variables, expressed as shares of GDP, 
to the average values observed in other Central American countries. Another important finding 
to emerge from this analysis is that of all the different components of fiscal spending, the main 
barrier to faster growth appears to be the high level of wages and salaries. These econometric 
findings are fairly robust, as they continue to apply under a number of departures from the 
baseline specification. 

vi. The most striking characteristic of the economic composition of public expenditures 
in Honduras is the enormous amount of resources allocated to public wages and salaries. 
Interest payments once represented a major budgetary burden, peaking at 18 percent of total 
expenditure (or 5.9 percent of GDP) in 1996-98. They have since then declined to 5.5 percent of 
total expenditure (or 1.4 percent of GDP) in 2006, aided by the various debt relief initiatives. 
What stands out the most in the evolution of public expenditures is that the fiscal savings from 
lower interest payments have been entirely offset by increases in wages and salaries, mostly in 
the social sectors, with the public wage bill reaching a peak level of 44.3 percent of total 
expenditure (or 13.5 percent of GDP) in 2002. The growth in the wage bill was temporarily 
stopped with the passage of the Public Wage Law in late 2003. This law was repealed in 2006, 
however, setting the stage for increased pressures on public wages in future years. 

vii. The most conspicuous change in central government spending from a sector 
composition viewpoint has been the increase in social sector spending. The sector that has 
exhibited the greatest increase in spending is education, whose share of GDP more than doubled, 
from 3.2 percent in the late 1990s to 7.3 percent in 2003-05. Health spending also exhibited a 
considerable increase over this period, fiom 2 percent of GDP to 3.3 percent. Public spending in 



both sectors was strongly encouraged by donors in the aftermath of hurricane Mitch and under 
the HIPC initiative, which linked the provision of debt relief to increased public spending on 
poverty reducing programs that have tended to be heavily oriented toward the social sectors. 
... 

viii. There is significant room for improving the efficiency of public spending in 
Honduras, particularly in education. Much, if not most of the growth in education and health 
sector spending since 1998 consisted of increased spending on wages and salaries. Both sectors 
are well organized and politically powerful, so that much of this increased spending translated 
into higher real wages, without evident improvements in services. This outcome is reflected in 
the inefficiency of public expenditures. Out of 23 Latin American countries ordered in 
descending order of efficiency in social spending, Honduras ranks close to the bottom in terms of 
education spending efficiency, and near the median in health spending efficiency. 

ix. Honduras has made significant progress in improving its social indicators since 
1990, but it will have to significantly increase both the amount and efficiency of MDG- 
related public spending if it hopes to achieve all the MDGs by 2015. Honduras can expect to 
achieve at least some of the MDGs (e.g., people living on less than $1 per day; under-5 mortality 
rate) by 201 5 if the current pace of advance is maintained. Nevertheless, to maintain that pace of 
advance, MDG-related spending will have to grow faster than the 3.9 percent real GDP growth 
projected for Honduras over the medium and long term. This finding emerges from a model that 
links public expenditures to social outcomes. Simulations performed with model indicate that in 
order to reach all of the MDGs by 201 5, either total MDG-related public spending would have to 
increase above the 2004 level by around 10 percent of GDP by 201 5, or the overall efficiency of 
public spending would have to increase by roughly 89 percent in that period. 

x. Generating the fiscal savings needed to finance the additional spending required for 
achieving the MDGs poses a major challenge. There are four broad alternatives for financing 
such an increase in public spending: (i) more public borrowing, which implies increasing the 
primary fiscal deficit, (ii) raising the level of tax revenues, (iii) eliminating untargeted subsidies 
to yield fiscal savings that can be switched toward MDG-related areas, and (iv) generating fiscal 
savings by improving the efficiency of public expenditures. Several fiscal sustainability and 
benchmarking analyses carried out in the PER suggest that there is almost no scope for 
increasing the primary fiscal deficit beyond the 2.6 percent of GDP achieved in 2006, but that 
there is room for raising tax revenues by an estimated 3 percent of GDP. Raising tax revenues 
beyond that is difficult, considering that Honduras already has one of the highest tax ratios in the 
region. On the other hand, there appear to be significant opportunities for generating fiscal 
savings on expenditure-switching and efficiency-enhancing measures. It is estimated that the 
government could save between 0.6 and 2.0 percent of GDP by eliminating subsidies that are not 
targeted to the poor. The potentially largest source of savings in this context is through the 
elimination of direct and indirect subsidies granted in the electricity sector. Finally, it is 
estimated that if Honduras could raise the efficiency of its social spending to the level of 
countries located at the 75th percentile of the distribution of efficiency scores, it could potentially 
generate fiscal savings of approximately 1.9 percent of GDP. If efficiency gains in a similar 
proportion were also achieved with regard to the rest of the central government's non-interest 
expenditures, the overall fiscal savings could amount to roughly 4 percent of GDP. 

xi. The fiscal challenges facing the education sector are particularly severe. To satisfy 
the rapidly rising demand for education in Honduras, the educational wage bill will have to rise 
by approximately 41 percent in real terms over the next 10 years. This by itself is already a 



significant challenge. However, the agreement reached with the teachers union in August 2006 
(known as PASCE) will boost the teacher wage bill by an additional 100 percent over that 
period. Even though public school teachers already were being well paid in comparison to 
similarly qualified professionals working in other sectors of the economy, there appears to be no 
room politically to prevent this additional wage hike. Also, there appears to be little scope for 
reducing costs by increasing class size or through early retirement of older teachers that earn 
seniority bonuses. To maintain sector finances under control, therefore, the authorities are forced 
to look for cost savings elsewhere. Posible steps to consider are (i) the consolidation of schools 
in order to save on fixed costs, (ii) relying more on the private sector to accommodate some of 
the expected increase in secondary enrollment demand, (iii) publicizing teacher remuneration to 
correct the generalized impression that teachers are badly paid and, thus, warrant further wage 
increases, (iv) re-examining the qualification for the education bonus and other bonuses included 
under PASCE, and making sure that the compensatory component is not extended to ineligible 
teachers, (v) ensuring that PASCE-enabling legislation explicitly overturns the Estatuto del 
Docente provisions that fix pay bonuses as set percentages of the base salary, and (vi) ensuring 
that the one-time compensatory portion of the PASCE agreement does not form part of the base 
salary used by the teacher's pension system, INPREMA. 

xii. Honduras spends much more on public education than other Latin American 
countries on average, but the higher public spending has not resulted in superior education 
outcomes. Honduras has registered steady improvements in key education indicators since the 
end of the last decade, but key shortcomings remain in terms of completion rates, secondary 
coverage and education quality. Also, inequities in enrollment and completion rates are 
persistent across urban-rural areas and socioeconomic strata. Given the already elevated level of 
public expenditures in education, increases in system-wide efficiency will be crucial in any 
strategy that seeks to significantly raise coverage at the preschool and secondary levels. There 
are readily identifiable quality and efficiency problems in the Honduran educational system, of 
which the most prominent include, (i) low teacher attendance and shortened class days, (ii) high 
grade repetition rates, (iii) and low secondary education coverage. Various options to correct 
these shortcomings are proposed, including better enforcement of teacher attendance and 
performance, development of a clear set of school content standards and national testing, and a 
streamlining of the secondary school curriculum. 
... 

xin. While health spending in Honduras is below the regional average, overall fiscal 
constraints call for greater attention on raising efficiency to achieve better health outcomes. 
Even though the share of GDP devoted to public health spending in Honduras increased by 65 
percent since the late 1990s, this share remains below the Latin and Central American averages. 
One area where Honduras does not lag behind the region, however, is in terms of doctor salaries, 
which are significantly higher than those paid elsewhere in Central America. While it would 
help to have more fiscal space to allow higher investment in health, there is also much room for 
improving efficiency, especially by (a) channeling more funds to preventive and health 
promotion activities, (b) improving the management of health personnel, and (c) improving the 
procurement of pharmaceuticals. 

xiv. In addition to being a key determinant of growth for Honduras, the transport sector 
also offers important opportunities for generating fiscal savings through efficiency 
improvements. Three overarching problems have been identified in the Transport sector. They 
are (i) the absence of an overall sector framework to guide planning and implementation, (ii) the 



absence of an institution with the capacity to manage the sector multi-modally, and (iii) the 
absence of sufficient planning in the roads sector, which has the consequence of bringing too 
much focus on the short term. Options to address these problems include the passage of a new 
transport law that reorients the public sector toward regulatory functions and facilitates greater 
private sector participation, stepping up institutional capacity-building efforts in the transport 
ministry (SOPTRAVI), and focusing more attention on road maintenance, especially through the 
Road Fund, which needs to be strengthened. 

xv. Honduras devotes a similar share of GDP to social protection spending as other 
Latin American countries, but its spending is heavily weighted toward social assistance 
interventions, particularly subsidies that are not well targeted. Honduras has the institutions 
and instruments required for developing an effective social protection system. Furthermore, its 
social protection programs are generally relevant in terms of seeking to address the main risks 
affecting the poor. However, coverage is limited, targeting accuracy is highly variable and the 
majority of programs do not have monitoring and evaluation programs in place, precluding any 
detailed analyses of cost-efficiency. 

xvi. Honduras currently grants various subsidies that rank among the least targeted 
interventions in its social assistance arsenal. The largest subsidies (together with their 
estimated fiscal cost in 2006) include (i) the subsidy to electricity consumption for households 
consuming up to 300 kwh, (Lps. 275 million), (ii) the electricity subsidy through Bono 80 (Lps. 
550 million), (iii) tax exonerations on gasoline (Lps. 641 million), (iv) exonerations of taxes on 
fuel oil and diesel used for electricity generation (Lps. 1,795 million), (v) maintaining ENEE's 
tariffs below cost-recovery levels (Lps. 2.1 billion), (vi) telephony cross subsidies (Lps. 343 
million), and (vii) maintain SANAA'S tariffs below cost (Lps. 71 million). These subsidies 
represent around 3.3 percent of 2006 GDP. It is estimated that the government could achieve 
potential fiscal savings of between 0.6 and 2.0 percent of GDP by cutting back or eliminating the 
share of these subsidies that are not targeting the poor. In contrast, several assistance programs 
should be strengthened, especially (i) maternal /infant programs that seek to ensure healthy child 
births, (ii) early stimulation and nutrition programs directed at poor infants, (iii) pre-primary 
education programs, such as the Healthy School Program, (iv) conditional cash transfer programs 
that encourage children to enter and remain in school, and (v) scholarship programs focusing on 
poor students. None of these programs is new and most already are being considered for 
expansion in the government's Red Solidaria umbrella program. 

xvii. Slow progress on poverty reduction in Honduras lies not with the level of total 
spending under its Poverty Reduction Strategy (PRS), but mainly with the poor alignment 
of PRS spending with PRS goals. For the past six years, the Poverty Reduction Strategy (PRS) 
has dominated the development policy process and discourse in Honduras. The PRS is now at a 
crossroads: external partners helped drive the PRS process in its early years, but its sustainability 
will depend on the continued commitment of national stakeholders. Unfortunately, Honduras' 
mixed poverty-reduction performance has called into question the PRS' effectiveness: data from 
the annual income-based household survey show that the incidence of poverty only declined 
from 64.5 percent in 2001 to 65.3 percent in 2005, while PRS spending increased from 7.5 
percent of GDP in 2002 to 8.9 percent in 2005. (Fortunately, the preliminary household survey 
figures for 2006 point toward a significant decline in the poverty rate in that year, possibly 
reflecting the impact (with a lag) of the relatively fast growth experienced since 2002.) 



xviii. The misalignment of PRS spending reflects insufficient poverty targeting and 
inefficiencies in the management of these funds. Poverty spending has been heavily skewed 
towards the social sectors, notably education and health, while PRS spending on items related to 
economic growth and rural development has been limited. For example, programs in support of 
micro and small scale business, which have figured prominently in the strategy from the start, 
have been largely ignored in the allocation of PRS spending. Recurrent spending, mainly on 
salaries in education and health, has absorbed the major and growing share of PRS spending. It 
accounts for 76 percent of total PRS spending in the 2007 budget, up from 56 percent in 2001. 
Moreover, poverty spending is only moderately pro-poor, with just 24 percent of PRS spending 
assigned to the poorest quintile while the top two quintiles - the non-poor - continue to benefit 
from around 30 percent of PRS spending. 

xix. Improvements in the alignment and impact of PRS spending can best be achieved 
by integrating the PRS with the budget process and further modernization of expenditure 
management. Attention recently has tended to focus on re-defining PRS spending and revising 
the arrangements by which PRS spending are managed - with some members of civil society 
arguing in favor of reestablishing a "real" poverty fund. This review argues against this 
approach and in favor of building on the significant progress that has been made in strengthening 
public expenditure management systems over the last three years with the implementation of the 
Organic Budget Law of 2004. The challenge now is to develop the tools that will translate PRS 
goals into expenditure policy, resource allocations and expenditure outcomes within a medium 
term budget and planning framework. Also, remarkable progress has been made in modernizing 
expenditure management and treasury systems, though further work is needed to link 
expenditure and procurement processing, and to improve internal controls. Further opportunities 
to improve the alignment of PRS expenditures and goals exist through (i) greater disclosure of 
financial management information, building on the recent Transparency and Freedom of 
Information Law, (ii) linking the ongoing (and largely successful) results-based management 
system more closely to the PRS and budget process, (iii) professionalizing the planning, financial 
management and personnel management functions of government, (iv) greater decentralization 
of resources in support of locally-identified projects, though this process needs to be 
accompanied by improved governance at the municipal level, (v) improvements in the alignment 
of external assistance, and (vi) the development of a common government/civil society agenda, 
anchored in planning and budgeting routines and clear rules of engagement that would enable 
Honduras to realize more fully the benefits of a participatory planning process. 

xx. Despite on-going controversy, the PRS remains the key planning and policy 
instrument capable of guiding public policy at a national, regional and local level. The PRS 
has succeeded in mobilizing the support of political parties, government agencies, civil society 
and Honduras' external partners. The legitimacy and urgency of the PRS' goals are 
unquestioned. The challenge ahead is to transform the PRS from an aspiration into an 
operational tool. This can only be achieved by anchoring the PRS in the budget and planning 
processes which guide the work of the public sector. 



Honduras Public Expenditure Review 

Main Report 

1. Public Expenditure Reviews (PERs) are core diagnostic studies periodically prepared by 
the World Bank to help countries establish effective and transparent mechanisms to allocate and 
use available public resources in a way that promotes economic growth and helps to reduce 
poverty. This PER was prepared at the request of the Government of Honduras, with the 
objective of providing useful advice on the allocation of public resources, as well as to develop 
necessary analytical foundations for the Bank-supported program in Honduras. The intended 
audience of this report comprises government officials, Honduras' civil society and the donor 
community. The PER aims to contribute to a better understanding of public expenditures and the 
process of expenditure determination, and should serve as an analytic input to assist the process 
of aid coordination. 

A. Country Context and Recent Developments 

2. Honduras is a lower middle-income country, with a per capita income of US$1,200 
(Atlas methodology) and a population of 7.4 million inhabitants in 2006. It stands out as one of 
the most open economies in Central America, with exports of goods and services accounting for 
around 40 percent of GDP. Furthermore, it has a fairly diversified export base, with the three 
main traditional export commodities (coffee, bananas and shrimp) currently accounting for less 
than 20 percent of exports. In spite of having a very open economy, Honduras also stands out 
historically as the slowest-growing country in the region. This largely explains the slow progress 
made in poverty reduction, as Honduras is one the poorest countries in Latin America. Honduras 
also has among the lowest social indicators in the region, lagging behind in the areas of child 
malnutrition and education quality. 

3. The 2004 Living Standards Measurement Survey showed that 51 percent of the total 
Honduran population was living in poverty and 24 percent in extreme poverty. These indicators 
had hardly changed since 1997 in spite of a steady increase in anti-poverty spending and above 
average growth since 2002; see Chapter IX. Preliminary household survey results for 2006, 
however, indicate that poverty rates finally have begun to respond to the higher growth rates in 
recent years and fallen significantly. 

4. President Manuel Zelaya assumed power on February 27, 2006, and has re-affirmed his 
government's commitment to the principles of the Honduras Poverty Reduction Strategy Paper 
(PRSP). Lacking a majority in Congress, however, his administration is facing a very 
challenging political environment in seeking to implement its government program. This means 
that all aspects of PRSP implementation involving legislative action will require large amounts 
of prior preparation, consultation and political compromise. 



Recent Macroeconomic Developments and Outlook 

5. Macroeconomic developments between 2004 and 2006 have been generally favorable: 
real GDP growth averaged around 4.8 percent in that period, or 2 percentage points higher than 
in 2001-02. The inflation rate has remained in single digits and gradually declining, in spite of 
sporadic surges induced by variable international oil prices. The external sector deficit also has 
been declining and the country's gross international reserves have increased rapidly, maintaining 
a ratio of almost 4.5 months' worth of imports, in spite of a significantly higher oil import bill. 
These improvements are attributable to a sharp increase in wage remittance inflows,' as well as 
to an improved export performance, aided in-part by favorable coffee prices. Meanwhile, the 
real exchange rate has remained fairly stable over the last two years. These positive 
developments carried over to the overall fiscal balances, which had improved from a deficit of - 
5.2 percent of GDP in 2003 to -1.6 percent in 2005. As noted below (para. 7), however, the 
deficit began to increase again in 2006 and is likely to deteriorate further in the absence of timely 
corrective actions. 

Table 1 Honduras: Key Macroeconomic Indicators; 2000-07 
2000 2001 2002 2003 2004 2005 2006 2007p 

Annual growth rates (?A) 
Real GDP 5.7 2.6 2.7 3.5 4.7 4.1 6.0 5.5 
Inflation (eop) 10.1 8.8 8.1 6.8 9.2 7.7 5.3 6.0 
Real Effective Exchange Rate (eop; + = appreciation) 4.5 3.8 -0.7 -3.0 -1.4 -1.2 -- -- 

Shares of GDP (?A), except when noted otherwise 
Public Sector Revenues and Grants 29.6 29.1 26.8 27.4 28.4 28.2 28.3 28.0 
Public Sector Expenditures 30.3 32.0 30.8 32.3 31.4 29.9 30.3 31.3 

O/W wages and salaries 11.6 12.8 13.5 13.2 12.9 12.3 12.5 13.5 

Overall Public Sector Balance -0.8 -3.2 -3.5 -5.2 -2.9 -1.6 -2.0 -3.3 

Export f.0.b. (% change) 11.5 -2.7 3.5 1.2 15.8 11.4 7.8 8.0 
Imports f.0.b. (% change) 9.3 4.4 1.0 8.2 21.1 13.9 20.1 14.4 
BOP CA Balance before grants -8.8 -10.4 -7.3 -7.4 -8.9 -3.1 -3.6 -4.6 
BOP CA Balance after grants -3.8 -4.1 -3.1 -4.0 -5.9 -0.4 -1.2 -2.5 
Gross International Reserves (months of imports) 4.4 4.9 4.7 3.7 4.5 4.5 4.4 4.4 
Source: Central Bank of Honduras and IMF. Figures for 2007 are World Bank projections. 

6. Although it continues to be a source of vulnerability, the financial sector has been 
undergoing a gradual recovery since 2002. The portfolio share of non-performing loans has been 
steadily decreasing during 2004-06, while the capital-asset ratio, provisions against non- 
performing loans and the return on equity have been steadily increasing. Adding to these 
positive financial developments is the decline in the country's external public debt, which fell 
from around 70 percent of GDP at the beginning of the decade to 50 of GDP in 2005 and an 
estimated 29 percent at the end of 2006. These declines reflect the HIPC and beyond-HIPC debt 
relief that became available after Honduras reached the HIPC completion point in April 2005, as 
well as subsequent assistance provided by the IMF and World Bank under the Multilateral Debt 
Relief Initiative (MDRI). As a consequence of these debt relief initiatives, Honduras's current 

1. Wage remittances have soared in recent years, rising from 7 percent of GDP in 2000, to 13 percent in 2003 and 
26 percent in 2006; Centro de Investigaciones Economicas y Sociales (CIES), Boletin Informativo, ("Situacibn 
de las Remesas), Mayo 2007 



public debt and debt service ratios are well below the thresholds that signal potential debt 
distress. 

7. Honduras has benefited from a benign external environment in recent years, but its 
medium-term macroeconomic outlook is clouded by several significant challenges. With respect 
to the external environment, Honduras concluded all the actions required to fully implement the 
CAFTA-DR agreement, resulting in the agreement's entry into force as of April 1, 2006. 
Meanwhile, Honduras will also benefit from lower debt service payments to the Inter-American 
Development Bank (IDB), which also agreed in December 2006 to participate in the MDRI 
initiative. The additional reductions of the external debt and the entry into force of the CAFTA- 
DR agreement should raise Honduras's attractiveness to private investors and, thereby, help 
create opportunities for achieving faster growth. On the other hand, the moderation of 
construction activity in the USA has dampened the growth of wage remittances and the terms at 
which Honduras can borrow abroad are likely to become more expensive as its per-capita income 
grows beyond the threshold levels for concessional lending.2 

8. Most importantly, there are several significant fiscal challenges that the authorities must 
tackle successfully to avoid macroeconomic destabilization and maintain a sustainable growth 
environment. These challenges include: 

Rising operating losses of the public enterprises. The operating losses of the electric utility, 
ENEE, in particular, are estimated at around 2.2 percent of GDP in 2006, and on a rising 
trend; Box 1. Meanwhile, the operating surplus of the state-owned telecom company, 
HONDUTEL's has been declining rapidly in the wake of greater competition after the sector 
was liberalized in December 2005. 
Rising public wages. The government had succeeded in containing wage pressures with the 
enactment of public sector pay framework legislation in December 2003. Parts of that 
legislation were revoked by Congress in mid-2006, however, and in August 2006, the 
government negotiated a new agreement with the teachers union that is projected to double 
teacher salaries in nominal terms during the next three years, raising the overall public wage 
bill between 1.0 and 1.5 percent of GDP over the medium term. 
Popular pressures to increase subsidies in transport, fuel and electricity, as well as to freeze 
gasoline and energy prices, in the wake of international oil price hikes. 
Declining tariff revenues as the CAFTA-DR agreement comes into effect. Although such 
declines are likely to be temporary, they threaten to undermine fiscal stability in the short to 
medium term. 

9. The fiscal challenges listed above already have begun to exert significant fiscal pressures. 
Although Honduras was able to achieve the quantitative macroeconomic targets agreed with the 
IMF under its PRGF-supported program, it was not able to meet all the structural targets. This 
meant that the final two program reviews planned for 2006 could not be completed and the 
PRGF arrangement was allowed to expire in February 2007. 

2. For example, with a GNI per capita of US$1,200 in 2006, Honduras already exceeds the IDA lending threshold 
(the operational cut-off is US$1,025 in FY 2007) by a substantial margin. 



Box 1. The Looming Energy Crisis in Honduras 

In the early 1990s, Honduras' electricity sector experienced a severe financial crisis, attributable to 
ENEE's poor performance and a failure to adjust electricity tariffs in spite of sharply higher debt service 
obligations (El Cajdn). The crisis was triggered by a severe drought, coinciding with a lack of generation 
reserve capacity. In response, sector reforms were undertaken in 1994 under a new Electricity Law that 
(i) established a competitive power market, (ii) separated the roles of policy, regulation and service 
provision, (iii) mandated cost-recovery tariffs and (iv) permitted private participation. The reform proved 
too ambitious for Honduras, however: it succeeded in attracting new private investment, but ENEE's 
performance deteriorated again and the system became increasingly dependent on thermal generation. 

Total electricity losses increased over 2001-06, from about 20 to 25 percent; largely on account 
of commercial losses (1 5 percent) due to fraud, billing errors and illegal connections. (All other countries 
in the region, except Nicaragua, exhibit total electricity losses below 15 percent.). Meanwhile, delays in 
the procurement of new generating capacity meant that ENEE has relied regularly on emergency 
generation capacity to meet demand. As a consequence, Honduras' largely hydro-based generation 
system of the 1990s was transformed into a thermal-dominated system. Honduras now depends on 
imported fuels for about 70 percent of its power generation, with the result that the cost of energy 
doubled between 2001 and 2006. Electricity tariffs, on the other hand, were only adjusted to cover about 
81 percent of the economic cost of supply. The electricity tariff structure is distorted, with large cross 
subsidies provided to residential consumers well beyond the lifeline estimated at 130 kwhlmonth. 
Households with a monthly consumption of 500kwh pay a tariff equivalent to only 65 percent of the 
ecoliomic cost of supply. 

As a result, Honduras is poised once again to suffer an energy crisis similar to the one in 1993. 
ENEE's operating losses averaged Lps. 2.6 billion per year since 2001 (equivalent to 2 percent of GDP in 
2006) and are projected to reach Lps. 4.4 billion by 2010 if no corrective measures are taken. 
Meanwhile, the supplyldemand balance has tightened up, with a capacity reserve of only about 5 percent, 
which substantially raises the risk of unscheduled energy cuts. 

Supplyldemand balance 2007-2010 

The main challenge in the short term is to improve ENEE's financial situation and avoid power 
cuts. This will require the reduction of commercial losses, while raising electricity tariffs to cost- 
recovery levels over a 3-year period and targeting subsidies better. Toward this end, implementation of a 
bold program of energy efficiency is recommended, together with preparation of environmental and 
feasibility studies for new hydro and thermal power plants to reduce the supply-demand gap. The main 
challenge in the medium and long term is to ensure the sector's financial sustainability, mobilize private 
finance to ensure reliable energy supplies, diversify energy sources away from hydrocarbon fuels and 
increase access to electricity services by the poor.) 

Source: World Bank (2007), "Honduras: Power Sector Issues and Options". 



10. The preceding overview draws attention to two overarching problems that afflict the 
Honduran economy and have guided the research agenda of this PER. One problem is the 
country's historically low growth rate, which largely explains why Honduras ranks among the 
poorest countries in the region and exhibits such low social indicators. The other problem is the 
persistence of poverty, which has been slow to decline in spite of significant increases in anti- 
poverty spending over the last five years. 

B. Structure and Recent Evolution of Fiscal Revenues and Expenditures 

11. The public sector in Honduras at the national level consists of the central government 
(comprising 15 ministries, 3 powers of the State and 27 subordinated agencies), 14 decentralized 
institutions, 5 social security institutes, 3 public universities, 9 public enterprises and 4 public 
financial institutions; see Annex B. At the sub-national level, Honduras is divided into 18 
departments, and these are divided, in turn, into 298 municipalities. Departmental governors are 
appointed by the President of the Republic and serve in an administrative capacity, without 
legislative or executive functions, financed entirely through the central government budget. In 
contrast, the municipalities have their own budgets and (limited) taxation authority, and are 
governed by mayors, deputy mayors and municipal council members that are elected by popular 
vote every four years. 

Table 2. Honduras: Financial Structure of the National Public Sector Budget, 2006 
mational. non-c 

central Government 
Decentralized Institutions 
Social Security Institutes 
Public Universities 
Public Enterprises 
Public Financial Institutions 

Total 

No. of 
Entities 

tnsolidated adjusted public sector budge 
- 

figures) 
External Financing 1 

Adjusted % of 
Budget Total 

In millions Lempiras; except wher 

Grants Credits 

Domestic Sources 

Treasury Self Fin. 

47,828 54% 
1,312 1 % 
11,590 13% 
2,255 3% 
17,222 20% 
7,824 9% 

? noted otherwise I 
36,529 28 1 

399 755 
8 11,582 

2,064 191 
2,025 14,655 

199 7,03C 

Note: Treasury resources include Lps 1.890 million of internal credit received by the public enterprises; external grants includes Lps. 96 
million provided from the Millenium Challenge Account to the Central Government. 

Source: Secretaria de Finanzas, Portal del Nuevo SIAFI. 

12. The national level accounts for around 95 percent of total public spending. Within that 
level, the central government accounts for about one-half of total spending, followed by the 
public enterprises with 20 percent and the social security institutes with 13 percent; Table 2. The 
central government finances most of its expenditures with domestically raised treasury resources 
(76 percent), while the remaining expenditures are mainly financed externally, through credits 
and grants (or debt relief) in an approximately equal proportion. The public enterprises, social 
security institutes and public financial institutions mainly rely on self financing through the sale 
of public services, with little recourse to treasury resources or external financing. The public 
universities stand out by relying almost entirely on treasury resources, with less than 10 percent 



of their total expenditures in 2006 financed through cost recovery, and by having no access to 
external resources. 

13. Evolution of Public Finances. The fiscal balances of the combined public sector 
experienced a significant deterioration during 2000-03, attributable in roughly equal measure to a 
decline in current revenues and an expansion of current expenditures. The decline in revenues 
mainly came about through a fall in the operating surplus of the public enterprises, particularly of 
ENEE. The increase in public expenditures, in turn, was mainly attributable to the increase in 
the public sector wage bill. 

14. The authorities succeeded in reducing the overall deficit through a series of fiscal reforms 
implemented during 2002-2003. These reforms did little to improve the financial balances of the 
public enterprises, but had a major impact on central government revenues. On the expenditure 
side, the most important achievement was the passage of a public wage framework law in 
December 2003 that helped to stem, at least temporarily, the growth of the public wage bill. 
Meanwhile, the continuing decline in debt service obligations through various debt relief 
initiatives also strengthened public finances. 

Table 3. Fiscal Balances of the Combined Public Sector; 2000-2006 

Total Revenues 
Current Revenues 

Tax Revenues 
Non-Tax Revenues* 
Oper. Bal. of Pub. Ent. 
Interest earnings 

Capital Revenues 
Grants (incl. HIPC) 

2000 2001 2002 2003 2004 2005 2006 
in percent of GDP 

29.6 29.1 26.8 27.4 28.4 28.2 28.3 
28.1 27.0 25.5 26.2 27.2 26.6 26.6 
17.6 17.1 16.8 17.1 18.0 17.7 18.2 
3.8 4.1 4.7 5.0 4.9 4.7 5.2 
5.1 4.1 2.5 2.5 1.5 2.3 1.4 
1.7 1.7 1.5 1.5 1.7 1.8 1.8 
0.4 0.3 0.1 0.1 0.3 0.3 0.4 
1.1 1.8 1.1 1.1 1 .O 1.3 1.3 

Total Expenditures 30.3 32.0 30.8 32.3 31.4 29.9 30.3 
Current expenditures 21.4 23.4 24.1 25.6 24.2 23.7 23.3 

O/W Wages & salaries 11.6 12.8 13.5 13.2 12.9 12.3 12.5 
Interest 3.0 2.3 2.2 1.9 2.0 1.7 1.4 
Operating losses BCH 0.0 0.4 0.9 1.1 1.1 0.8 0.5 

Capital Expenditures 7.3 7.2 5.5 6.4 6.5 6.0 5.6 
Net Lending 1.6 1.3 1.3 0.7 0.7 0.2 1.4 

Overall Balance -0.8 -3.2 -3.5 -5.2 -2.9 -1.6 -2.0 
Primary Balance 0.6 -2.3 -3.3 -4.5 -2.7 -1.8 -2.4 
Source: IMF. * Non-tax revenues include social security contributions. 

15. The fiscal outcome for 2006 shows that overall revenues remained steady as a share of 
GDP. While the share of tax revenues has continued to increase, buoyed by robust economic 
growth over the last year, the operating surplus of the public enterprises experienced a sharp 
downturn related to a spike in oil prices and increased competition in the telecom market. On the 
expenditure side, the public wage bill increased modestly in 2006 and there has been a sharp 
increase in net lending (reportedly by the teachers pension institute). However, a decline in 
public investment spending that carried over from 2005, prevented a more pronounced increase 
in the fiscal deficit, which was held to 2 percent of GDP. 



The Evolution of Central Government Revenues 

16. Revenue outcomes have improved significantly over the last three years, both in terms of 
the total amounts collected, as well as in creating a more equitable and less distorted structure. 
Central government tax revenues increased by 2.2 percent of GDP between 2002 and 2006. 
Although part of this improvement can be traced to the relatively favorable growth environment 
that prevailed over this period, government efforts in reforming the tax system also have played 
an important role in this outcome. The increase in tax revenues was brought about entirely 
through increases in direct taxes, as indirect tax revenues only rose slightly as a share of GDP.~ 
This greater emphasis on direct taxes improves the distributional impact of the tax system. It is 
also noteworthy that among the different categories of indirect tax revenues, the amount 
collected through the value-added tax has increased, while reliance on import taxes has declined. 
This switch from trade-inhibiting import tariffs to a value-added tax is generally deemed a 
positive development in terms of reducing the amount of tax-induced distortions. 

17. A matter of concern, on the other hand, is the observed decline in transfers to the central 
government, which partly reflects the weakening financial situation of the main public 
enterprises, ENEE and HONDUTEL, as well as changes in the tax treatment of HONDUTEL's 
net income, much of which is now transferred to the central government as income tax payments. 

Table 4. The Composition of Central Government Revenues 
2000 2001 2002 2003 2004 2005 2006 !Di f ference  

Total revenue and grants 

Current revenue 

Tax revenue 

Direct taxes 

OIW: income tax 

Indirect taxes 

Goods and services 

O/W sales tax 

International trade 

Import 

Export 

Nontax revenue (incl. interest revenue) 

Transfers 

Capital revenue 

percentages of GDP j 2002 - 2000 
18.7 19.9 19.4 19.6 20.3 20.5 2 1 . 5 [  2.1 

Grants 1.0 1.8 1.1 1.1 0.9 1.3 1.7 j 0.7 
Source: SEFN and IMF, 2005 Article N Consultation Report. 

The Evolution of Central Government Expenditures 

18. Economic Composition of Public Expenditures. Total central government expenditures 
(excluding net lending) have remained fairly stable as a share of GDP since 2000, when the last 
PER was completed. However, there have been some important changes in the economic 
composition of central government expenditures over that period. The most notable ones are (i) 
the decline in interest payments, (ii) a decline in public investment, and (iii) the increase in the 

3. The main sources of tax revenues in Honduras, listed in declining order of importance, are the value added sales 
tax, (IGV), the income tax, selective consumption tax and the import tax. 



size of the central government wage bill (from 8.9 percent of GDP to 9.8 percent), much of 
which reflects higher salaries in health and education. The decline in public investment observed 
since 2000 partly reflects a normalization of public investment spending after the surge in post- 
hurricane Mitch reconstruction activities. The decline in public investment was particularly 
pronounced in 2006, however, and reflected project implementation difficulties. The increase in 
the public wage bill represents a significant concern, both from the viewpoint of maintaining 
fiscal balance and of efficient resource allocation. 

Table 5. Honduras: Economic Composition of Central Government Expenditures 
(in percent of GDP) 

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 
Actual Budget 

Total Revenue 17.4 19.3 20.0 18.7 19.9 19.6 19.6 20.3 20.5 21.4 20.7 

Total Expenditures 
Current Expenditures 

Wages and Salaries 
Goods and Services 
Interest 

Domestic Debt 
External Debt 

Current Transfers 
Capital Expenditures 

Fixed Capital Formation 
Capital Transfers 

Net Lending 

Primary Balance 0.8 1.7 -1.4 -4.0 -4.0 -3.6 -4.4 -1.8 -1.3 0.3 -1.0 

Overall Balance -2.6 -1.1 -3.6 -5.6 -5.2 -4.8 -5.6 -3.1 -2.6 -1.0 -2.0 

Net External Financing 1.7 2.1 5.4 2.0 4.0 1.8 2.4 4.2 2.4 1.6 2.0 
Net Domestic Financing 1.0 -1.0 -1.8 3.6 1.2 2.9 3.2 -1.1 0.2 -0.6 0.0 
Notes: Figures are expressed on a cash basis. Total Revenues include grants. Total Expenditures include Net Lending. 
Source: Ministry of Finance. 

19. The Public Sector Wage Bill. Among the developments highlighted in the 2001 
Honduras PER was the rising trend in the public sector wage bill between 1996 and 2000, which 
was traced primarily to the significant pay raises legislated under separate employment regimes 
(Estatutos) that mainly apply to teachers and health sector workers. Since then, the wage bill has 
increased even further - from 8.9 percent of GDP in 2000 to 9.8 percent in 2006 - although most 
of that increase took place during 2001-02. The evolution of the public sector wage bill is 
dominated by the education sector, as teachers represent close to two-thirds of total central 
government employment. The limited information available on public sector wages and 
employment suggests that the growth in the real wage rates of health sector workers and other 
civil servants had leveled off between 2002 and 2006. For teachers, however, the real wage rate 
increased by an estimated 18 percent between 2002 and 2006, reflecting the latter's comparative 
strength in terms of union organization and influence. This also explains why public sector 
wages appear to exceed private sector wages by a greater margin in Honduras than in other Latin 
American countries; Table 6. (Out of 16 LAC countries ranked in descending order according to 
the ratio of public to private sector wages, Honduras occupied the 4th position in 2005.) 



Table 6. The Proportion of Public to Private Sector Wages in Latin America 

1990 1999 2005 
Argentina na 1.29 1.21 
Bolivia 
Brasil 
Chile 
Colombia 
Costa Rica 
Ecuador 
El Salvador 
Guatemala 
Honduras 
Mexico 
Nicaragua 
Panama 
Paraguay (Asuncion) 
Peru 
Dominican Republic 
Uruguay 
Venezuela 

Average 1.51 1.50 1.68 

Source: CEPAL, "Panomara Social de America Latina, 2006", 
Table 24. Note: These ratios were derived by dividing the 
average public wage by the average private sector wage, where 
both are expressed as multiples of the per-capita poverty line. 

20. Sector Composition of Public Expenditures. The most noticeable change in the sector 
composition of central government spending over the last decade has been the increase in social 
sector spending. Furthermore, the sector that has exhibited the greatest increase in spending is 
education, whose share of GDP more than doubled, from 3.2 percent in the late 1990s to 7.3 
percent in 2003-05. Health spending also exhibited a considerable increase over this period, 
from 2 percent of GDP to 3.3 percent. Public spending in both sectors was strongly encouraged 
by donors in the aftermath of hurricane Mitch and under the HIPC initiative, which linked the 
provision of debt relief to increased public spending on poverty reducing programs, which 
largely have tended to be oriented toward the social sectors. 

21. Institutional Composition of Public Expenditures. The two largest budget entities with 
the public sector, by far, are the ministries of Education and health, which together currently 
account for about half of total central government spending. These are also the two entities that 
have expanded the most since the last 1990s. Two other entities that have significantly increased 
their share of the total budget since the beginning of this decade are the ministry of Governance 
and Justice and the ministry of Security, reflecting a rising concern in Honduras with crime and 
public security. At the same time, there has been a pronounced fall in the spending shares of the 
'economic' ministries (Agriculture, Commerce and Public Works), which may be associated 
with the declining trend in public investment after post-hurricane Mitch reconstruction activities 
were concluded. 



Table 7. Honduras: Sector Composition of Central Government Expenditures 
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 

as percent of GDP 

Total Expenditures 21.5 20.2 20.0 20.4 23.6 24.4 25.2 24.3 25.2 23.3 23.1 
General Public Services 2.7 3.0 2.8 4.1 4.0 4.8 4.7 3.3 2.4 3.1 3.8 
Defense and Public Order 1.8 1.9 1.9 1.7 1.8 2.4 2.5 2.7 2.6 2.5 1.4 
Social Services 6.3 5.8 5.5 6.0 7.5 8.5 9.3 9.8 11.6 10.9 10.7 

Education 3.3 3.2 3.1 3.6 4.5 5.2 6.0 6.2 7.3 7.3 7.2 
Health 2.4 2.0 1.9 1.8 2.4 3.1 3.1 3.3 4.0 3.4 3.2 
Social Protection 0.2 0.3 0.2 0.3 0.3 0.2 0.2 0.3 0.2 0.2 0.2 

Economic Services 4.6 4.4 4.6 4.7 4.6 4.6 4.7 5.2 6.1 4.5 5.0 
Other 5.3 3.8 3.8 2.8 4.2 3.0 2.0 2.4 1.8 1.3 1.2 

olw Interest on Public Debt 3.8 3.5 3.4 2.8 2.2 1.6 1.2 1.2 1.2 1.3 1.2 
Special Funds and Programs 0.8 1.3 1.4 1.1 1.6 1.1 1.8 0.9 0.8 1.1 1.0 

FHIS 0.5 1.0 1.1 0.8 1.3 0.7 1.6 0.7 0.6 0.7 0.8 
PRAF 0.3 0.4 0.3 0.2 0.2 0.3 0.2 0.2 0.2 0.4 0.2 . ---------------------------------------------------------------------------------------------------------------------  

Memo Item: Pub. Universities 0 .7  0.7 0.7 0.9 1.0 1.1 1 .0  1 .1  1.1 1.1 1.1 

as  percent of total Central Government Expenditures 

Total Expenditures 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 
General Public Services 12.4 14.9 13.8 20.2 17.1 19.6 18.7 13.8 9.6 13.2 16.3 
Defense and Public Order 8.6 9.3 9.5 8.3 7.5 10.0 10.1 11.1 10.2 10.5 6.3 
Social Services 29.5 28.8 27.5 29.6 31.8 34.9 37.0 40.3 45.8 46.7 46.2 

Education 15.5 16.0 15.4 17.5 19.1 21.5 24.0 25.6 29.0 31.4 31.1 
Health 11.2 9.7 9.4 9.0 10.0 12.6 12.2 13.6 15.9 14.4 14.1 
Social Protection 1.1 1.5 1.2 1.5 1.2 0.7 0.8 1.1 0.8 0.9 1.1 

Economic Services 21.3 21.8 23.0 23.2 19.3 19.0 18.8 21.5 24.1 19.2 21.6 
Other 24.6 18.6 19.1 13.5 17.7 12.2 8.1 9.7 7.0 5.7 5.2 

olw Interest on Public Debt 17.5 17.1 17.0 13.7 9.4 6.6 4.8 4.9 4.8 5.4 5.3 
Special Funds and Programs 3.6 6.6 6.9 5.2 6.6 4.4 7.3 3.7 3.3 4.7 4.3 

FHIS 2.1 4.8 5.3 4.0 5.7 3.0 6.4 2.8 2.5 3.1 3.4 
PRAF 1.5 1.9 1.6 1.2 0.9 1.4 1.0 1.0 0.8 1.6 0.9 

Notes: Figures represent actual expenditures on a cash basis. Spending by the public universities is not included in sector totals. 
Source: Secretaria de Finanzas. 

22. The Efficiency of Social Sector Spending in Honduras. Much, if not most of the growth 
in education and health sector spending since 1998 consisted of increased spending on wages and - 
salaries. Both sectors are well brganized and politically powerful, so that much of this increased - - - 
spending translated into higher real wages, without evident improvements in services. This 
outcome appears reflected in the inefficiency of public expenditures in Honduras. Recent 
research at the World Bank (based on cross-country data from 1996-2002) suggests that the 
efficiency of public social spending generally is lower in Honduras than elsewhere in the region 
- out of 23 countries ordered in descending order of efficiency, Honduras ranks close to the 
bottom in terms of education spending efficiency,4 and near the median in health spending 
efficiency. Other research at the Inter-American Development Bank, which extended this 
analysis to measure the efficiency of public spending in terms of overall development 
performance indicators, also found that Honduras ranks significantly below the regional average 
and median efficiency scores. These findings suggest that there is significant room for 
improving the efficiency of public spending in Honduras, particularly in education. 

4. Honduras ranked 17th out of 20 using the input-oriented measure of public spending efficiency in education and 
18th out of 20 using the output-oriented measure; see Table 2.12 in Chapter 11. 



Table 8. Ranking of Efficiency Scores fc 
Average Efficiency Scores in Education 
Input-oriented Output-oriented 

Uruguay 0.97 Uruguay 0.97 
Dominican Rep. 0.80 Argentina 0.75 
Guatemala 0.70 Barbados 0.72 
El Salvador 0.66 Panama 0.70 
Chile 0.63 Chile 0.67 
Peru 0.62 Mexico 0.67 
Trin. & Tob. 0.62 Trin. & Tob. 0.67 
Argentina 0.61 Peru 0.66 
Brasil 0.60 Brasil 0.66 
Mexico 0.57 Jamaica 0.63 

Sample median 
Paraguay 0.52 Paraguay 0.61 
Colombia 0.52 Dominican Rep. 0.61 
Panama 0.52 Guyana 0.61 
Nicaragua 0.52 Bolivia 0.60 
Guyana 0.5 1 Colombia 0.58 
Bolivia 0.50 Costa Rica 0.56 
Honduras 0.50 El Salvador 0.55 
Costa Rica 0.49 Honduras 0.53 
Jamaica 0.44 Nicaragua 0.47 
Barbados 0.36 Guatemala 0.47 
Ecuador na Ecuador na 
Venezuela na Haiti na 
Haiti na Venezuela na 

Source: Annex A. 

Public Spending in Education and Health 
Average Efficiency Scores in Health 

Input-oriented Output-oriented 
Trin. & Tob. 
Chile 
Mexico 
Dominican Rep. 
Guatemala 
Peru 
Jamaica 
Ecuador 
Brasil 
Honduras 
Paraguay 
Costa Rica 

Venezuela 
El Salvador 
Nicaragua 
Haiti 
Bolivia 
Colombia 
Guyana 
Barbados 
Panama 
Uruguay 
Argentina 

0.89 Chile 
0.88 Mexico 
0.79 Trin. & Tob. 
0.78 Panama 
0.71 Uruguay 
0.71 Barbados 
0.70 Jamaica 
0.69 Costa Rica 
0.69 El Salvador 
0.68 Honduras 
0.68 Argentina 
0.67 Peru 
Sample median 
0.66 Nicaragua 
0.66 Brasil 
0.65 Ecuador 
0.65 Guyana 
0.63 Colombia 
0.62 Dominican Rep. 
0.60 Paraguay 
0.58 Venezuela 
0.55 Guatemala 
0.55 Bolivia 
0.50 Haiti 

The Pension System in Honduras 

23. Honduras has five public social security institutes that provide pensions under various 
Pay-As-You-Go schemes catering to private sector employees (IHSS), teachers (INPREMA), 
staff of the national university (INPREUNAH), members of the military and security forces 
(IPM) and the rest of the civil service (INJUPE). While the 2001 Honduras PER did not identify 
the pension system as an obvious source of fiscal risk, various developments and reforms since 
then, as well as the mixed experiences with pension systems in neighboring countries, suggest 
that these institutes warrant a closer look. 

24. The five institutes exhibit considerable diversity in terms of size and pension parameters. 
For example, the largest (IHSS) has over 500,000 affiliated members, while the smallest 
(INPREUNAH) has less than 6,000 affiliates. Also, the minimum contribution period to become 
eligible for a pension varies from 10 years (INPREMA and INJUPE) to 24 years 
(INPREUNAH), and the total contribution rate varies from 3.5 percent of base salary (IHSS) to 
24 percent (IPM). Together, these institutes cover less than 20 percent of the economically active 
labor force. The risk posed for the central government in terms of fiscal contingent liabilities 
also varies considerably, as measured by distance between the current contribution rates and the 
contribution rates that would allow the different pension systems to break even financially under 



the existing replacement rates and other retirement parameters. Such an analysis yielded that 
only minor adjustments would be needed in the case of INPREUNAH and INJUPE to equate the 
actual contribution rates to the break-even contribution rates, while IPM appears to have an 
actual contribution rates that is well above its break-even rate. More significant parameter 
adjustments will eventually be needed in the other two institutes, however. Although IHSS only 
has an estimated break-even contribution rate of 15 percent, its current contribution rate of 3.5 
percent is very far removed, so that either a significant hike in contribution rates is in order, or a 
further reduction of the already low benefits offered by IHSS will be needed to maintain the 
system solvent in the long run. INPREMA, in turn already has a contribution rate of 18 to 19 
percent, but its pension benefits are so generous that they would require a 30 percent contribution 
rate to maintain financial equilibrium. 

25. A shortfall in the actual compared to the break-even contribution rate signals an actuarial 
imbalance that will eventually lead to financial and fiscal distress. It does not necessarily 
translate into immediate cash flow problems, however, since most institutes also have 
accumulated reserves that earn a return and that can be drawn on in the event of an operating 
deficit. When these reserves are taken into account, a simulation analysis found that even though 
all five pension institutions present an actuarial deficit in the long run, most of them have enough 
capital reserves to avoid bankruptcy for at least the next 10 to 15 years. A possible exception is 
the teacher pension institute, INPREMA, which is likely to face problems much earlier (within 8 
years) in the event that teachers are encouraged to retire earlier than they have in the past, as part 
of a strategy to reduce the teacher wage bill. 

26. The three smaller pension institutes (INPREUNAH, INJUPE and IPM) also are not 
expected to generate significant operating deficits over the next 15 years. However, the two 
largest institutes (IHSS and INPREMA) are projected to generate deficits within that time 
horizon. This raises concerns from an overall fiscal viewpoint. Once these institutes begin to 
generate deficits, they will be forced to sell assets, rather than contributing to the financing of 
government deficits generated elsewhere. INPREMA already appears to be operating with a 
deficit, while IHSS is projected to begin generating a deficit on its pension accounts within 5 
years. Although these deficits initially remain small, they need to be addressed in a timely 
manner before developing into a major fiscal burden. 



Table 9. Key Parameters of the Social Security Institutes in Honduras; 2006 

Average age (yrs) 
Average monthly wage (in 2006, Lps.) 

IPM IHSS 

Retirement Age - minimum (voluntary) 
maximum (obligatory) 

LNPREMA I INPREUNAH I INJUPE 

32 
3,871 Lps 

I I I I I 

No. of Contributors 

65 m.160 f. (yrs) 
NIA 

Contribution Rate (% of base salary) 
of which: 

Employee Contribution 
Employer Contribution 
Other Contribution 

38 
9,6 13 Lps 

19% 

7% 
11% 
0% 

527,336 

50 yrs 
60 

18yrs 10 yrs Minimum Contribution Period 

3.5% 

1 .O% 
2.0% 
0.5% 

Break-Even Contribution Rate 
Maximum Salary as base for pension 
Replacement Rate 

45 
12,709 Lps 

2 2 - 2 5 ~ s  

20% 

9% 
11% 
0% 

(asfunction of yrs. of service) 
Base of calculation: average of 

Minimum pension 
Maximum pension 

Pension Indexed to Inflation? 

63,062 

58 yrs 
70 

180 mo. 

19.0% 1 18% 
Publ. Priv. 
7.0% 7.0% 
12% 1 11% 
0% 1 0% 

I 
i 
I 

24% 
(as of 
2009) 

9% 
15% 
0% - 15% 

4,800 Lps 
40%+ l%*(yrs.) 

I CNBS- I CNBS- 

from [65% of the base salary + 3%*per years contributed] for new affiliates to [58%+4%*(yrs)J for old army officials and [60%+3%*(yrs)J for old auxiliaries. 

5,503 1 51,654 1 28,654 1 3,909 1 26,909 
(+) I Post-ref. 

N/ A 
NIA 

19% 

7% 
12% 
0% 

last 180 salaries 

50% last salary 
80% last salary 

Yes 

No. of Benefits paid year 

Pre-reform I Post-ref. 
3 5 

9.990 Lps 

58 yrs 
65 

120 mo. 

- 30% 
No limit 

3% * (yrs) 

13 

300 mo. 

last 36 salaries 

1,000 Lps. 
90% of base 

Yes; subject to actuarial 
reports and approval of 
the SEFIN 

12 

Notes: (+) "Pobreza, seguridad social y desarrollo humano en Honduras" by Yesenia Martinez (2002). (*) the replacement rate in the post-reform IPM varies 
14 

-- 
-- 

=: 20% 
No limit 

2.75%* (yrs) 

12 No. of Contributions per year 

50 - 58 y r ~  
-- 

last 36 salaries 

65% of base 
95% of base 

Yes; subject to 
actuarial reports 
and approval of 

14 

- 20% 
No limit 

2.75%* (yrs) 

12 

I - 20% 
No limit 

54%+3%*(y 1 Varies (*) 

last 36 salaries 

250 Lps. 
90% of base 

Yes; subject to 
actuarial reports 
and approval of 

14 
12 

1 

last 60 sal. 

13 
14 

last 60 sal. 

14 

90% of 
base 

14 

95%-100% 
of base 

Yes; subject to actuarial 
reports and approval of 
CNBS 



Table 10. Estimated Evolution of Income and Capital of 
the Social Security Institutes in Honduras 

Institution I Estimatedyear when first operating I Estimated year when net capital 

IHSS 
Base case 

Alternative I 

Alternative IA 
Alternative IB 
Alternative IIA 

Alternative I1 

deficit occurs 

2012 
2008 

Alternative I 
Alternative I1 
Alternative I11 

position turn negative 

2024 
2017 

INPREMA 
2010 

Alternative IIB 

IPM 
Pre-reform 

Simulation I 

2020 

INPREUNAH 
2007 

Notes: All simulations assume a stationary population and constant salary mass, and that the rate of return 
on capital reserves is 4 percent in real terms. Institute-specific assumptions follow below: 

2016 

Simulation I1 
INJUPE 

IHSS 
o Base Case assumes that the current affiliates have contributed to IHSS during 50 percent of their 

working life since age 18 until today, and will also contribute 50 percent during their remaining 
working life until retirement 

o Alternative I assumes that the benefits upon retirement are 100 percent more than in the base case 
o Alternative I1 assumes that the benefits upon retirement are 50 percent more than in the base case. 

INPREMA 
o Alternatives 1 (A and B) assume that the affiliates wait until they are 60 years old to retire, while 

Alternatives I1 (A and B) assume that the affiliates retire upon reaching 53 years of age. 
o Alternatives A (I and 11) assume that the salary base for computing pensions is not affected by the 

PASCE agreement, while Alternatives B (I and 11) assume that it rises by the full amount. 

202 1 
NIA 

INPREUNAH 
o Alternative I assumes that the UNAH does not make any employer contributions 
o Alternative I1 assumes that the UNAH pays up 100 percent of the required employer contributions 
o Alternative 111 assumes that the UNAH pays only 36 percent of the required contributions 

> 2026 
NIA 

IPM 
o The pre-reform simulation assumes that the affiliates need 18 years of service to retire. 
o Simulation I assumes that the affiliates need to be 54 years old and have 25 years of service to 

retire, while Simulation I1 assume that they need only 25 years of service to retire. 
o The pre-reform simulation assumes 12 contributions per year and an 11 percent government 

contribution, while Simulations I and 11 assume 13 contributions per year and a government 
contribution of 13 percent in 2007, 14 percent in 2008 and 15 percent as of 2009. 



C. Fiscal Reform and Economic Growth 

27. While the growth performance of the Honduran economy has improved 
significantly over the last five years, it does not provide grounds for complacency. 
Honduras's recent growth rates have been comparable to those observed in the rest of the 
Latin American region and, therefore, are likely to be reflecting an overall favorable 
economic environment, rather than a significant reduction in barriers to growth that may 
previously have existed in Honduras. So, the need to focus on implementing actions to 
remove these barriers still remains very much on the agenda, as sustained growth will be 
needed if Honduras is to make further inroads into poverty reduction. This issue was 
analyzed in the 2004 Honduras DPR, which found that that Honduras's comparatively 
slow growth in the past was due more to a lack of factor productivity growth than to 
insufficient capital investment. Furthermore, it identified four growth determinants 
where Honduras was found to be lagging behind in its development vis-a-vis other 
developing countries, namely human capital development, public infrastructure 
development, financial market development (all of which are positively correlated with 
growth), and the size of the government consumption (which is negatively correlated). 

28. The progress made over the last five years in bringing the fiscal situation under 
control has been good from a growth perspective. The manner in which the fiscal deficit 
was reduced raises questions, however, both from a growth perspective and a 
sustainability perspective. As noted earlier, most of the reduction in the fiscal deficit 
since 2002 was achieved by increasing revenues, rather than curtailing expenditures. To 
the extent that government consumption expenditures are negatively correlated with 
growth, as indicated by previous cross-country research, the authorities may have missed 
an opportunity to promote faster growth by focusing on revenue mobilization to reduce 
the fiscal deficit. On the other hand, to the extent that expenditures were held steady in 
compliance with the HIPC Initiative (which calls for replacing debt relief with higher 
anti-poverty spending), the negative growth effect may have been compensated by a 
positive distributional effect. Another strand of empirical research has investigated the 
link between the composition of fiscal adjustments and the sustainability of reforms. 
That literature concludes that a successful fiscal reform is more likely to be sustained if it 
relies mainly on expenditure reductions, rather than on revenue increases (see para. 3.21), 
which raises concerns about the permanence of Honduras's recent fiscal. 

29. Even though recent fiscal adjustments have favored revenue increases, the public 
sector is not grossly oversized. Moreover, while Honduras stands out as having one of 
the largest non-financial public sectors relative to GDP in Central and Latin America, it is 
not particularly large in world-wide comparisons after controlling for differences in per 
capita income levels. Where Honduras does stand out, however, is in terms of the 
composition of its non-financial public sector, which exhibit a high level of capital 
outlays and a conspicuously large public wage bill. After controlling for per capita 
income differences, Honduras exhibits the largest public wage bill of any country in the 
analyzed sample of countries; Figure 1 .5 

5. Panel A on the left of Figure 1 compares the size of public wages and salaries, as a share of GDP, 
across various countries and country groupings, while Panel B presents the shares of public wages and 
salaries as deviations from the linear prediction based on per capita income levels. 



Figure 1. Public Expenditure on Wages and salaries*' 
Panel A Panel B 

I4 
13 1 8 1 

L I 

Note: *I All figures expressed as percent of GDP 
Source: Own Calculations based on IMF Article IV Consultations Staff Reports 

GTM NIC L A T A M  C A M  S L Y  P A N  CRI EU HND 

30. To explore the potential impact of possible fiscal reforms on economic growth in 
Honduras, an econometric analysis was carried out with the help of an empirical model 
developed by Gupta et a1 (2005) that relates GDP growth to various fiscal indicators. 
Two important findings emerge from this analysis: first, it appears that fiscal reforms can 
result in significantly faster growth for Honduras over the long run6 Secondly, of all the 
different components of fiscal spending, the main barrier to faster growth appears to be 
the high level of wages and salaries. These findings are fairly robust, as they continue to 
apply under a number of departures from the baseline specification that include (i) 
changes in the underlying assumptions used in the econometric models, (ii) changes in 
the reference groups used as benchmarks, and (iii) adjustments to account for a potential 
underestimation of GDP by as much as 30 percent. 

OTM PER CHL NIC GER IRL MEX A R O  COL NLD CRI  PAN SLY ITA BEL HND 

3 1. The following key recommendations emerge from these findings: 

Honduras should aim for a more balanced adjustment approach in future fiscal 
reforms by also including measures to curtail expenditures, rather than concentrating 
mainly on revenue increases, while seeking to improve the efficiency of public 
spending. 
When considering expenditure reductions, Honduran policymakers should focus on 
reducing the size of the public sector wage bill in the interests of accelerating 
economic growth and reducing poverty. 

6. According to the econometric calculations reported in Chapter I11 (para. 3.3 I), GDP growth could be 
raised by roughly 2.4 percentage points if the authorities succeeded in aligning public expenditures on 
wages and salaries as a share of GDP to the average observed in the other Central American countries. 
This estimated is probably on the high side. When all public expenditure variables in Honduras are 
adjusted to the Central American benchmark levels simultaneously, GDP growth registers a more 
modest 0.5 percentage point improvement. 



D. The Challenge of Achieving the Millennium Development Goals 

32. Honduras has made significant progress in improving its social indicators since 
1990, and may hope to achieve several of the MDGs (e.g., people living on less than $1 
per day; under-5 mortality rate) by 2015 if the current pace of advance is maintained. 
Nevertheless, to maintain that pace of advance, MDG-related expenditures will have to 
grow faster than the 3.9 percent real GDP growth projected for Honduras over the 
medium and long term. The simulations performed with a dynamic general equilibrium 
model that links public expenditures to social outcomes indicate that in order to reach the 
MDGs by 2015, either total public spending in MDG-related areas would have to 
increase above the 2004 level by 10.4 percent of GDP by 2015, or the overall efficiency 
of public spending would have to increase by roughly 89 percent in that period. 

33. Faced with such high expenditure requirements, this PER analyzes the potential 
fiscal space available to the Honduran authorities for increasing public spending in 
MDG-related areas. This analysis focuses on four broad alternatives for financing such 
an increase in public spending: (i) more public borrowing, which implies increasing the 
primary fiscal deficit, (ii) raising the level of tax revenues, (iii) eliminating untargeted 
subsidies to yield fiscal savings that can be switched toward MDG-related areas, and (iv) 
generating fiscal savings by improving the efficiency of public expenditures. The main 
findings from that analysis are summarized below: 

34. The scope for increasing the fiscal deficit. There does not appear to be any 
significant room for increasing the primary fiscal deficit in Honduras over a prolonged 
period, without jeopardizing macroeconomic stability or violating over public policy 
objectives. A debt sustainability analysis presented in Annex C concludes that if net 
concessional financing inflows from abroad as well as GDP growth remain at recent 
historical levels, then Honduras may afford a primary fiscal deficit as high as 2.3 percent 
of GDP, before its (non-concessional) public debt ratio exhibits an unstable trajectory. If 
Honduras were also prepared to contemplate a significant increase in domestic inflation 
rates for the sake of maximizing seigniorage revenues, it could raise the sustainable 
primary deficit a little further, to perhaps 3 percent of GDP. It turns out, however, that 
this maximal sustainable deficit level is not far removed from the actual primary deficit 
exhibited by the combined public sector during 2001-06, when it averaged 2.9 percent of 
GDP. 

35. The scope for raising tax revenues. A recent study by the IDB identified various 
opportunities for reforming the tax system in Honduras to generate further revenue 
increases as well as improving the efficiency, transparency, and equity of the tax system. 
Implementation of these measures is projected to raise total revenues by close to 4 
percent of GDP in the long run, relative to the 2002 tax ratio of around of 16 percent of 
GDP. Since then, central government tax revenues increased to about 17.0 percent of 
GDP in 2005, leaving an additional margin of 3 percent of GDP. Looking beyond this 
margin, the scope for further tax revenue increases appears limited, considering that 
Honduras already exhibits the highest tax ratio in Central America and among the highest 
in Latin America. 



Table 11. Central Government Tax Revenues in Latin America & the Caribbean 
2003 2004 2005 Average 

(2003-05) 
Bolivia 17.8 20.7 25.7 21.4 
Brazil 
Columbia 
Dominican Republic 
Ecuador 
El Salvador 
Guatemala 
Guyana 
Honduras 
Jamaica 
Nicaragua 
Paraguay 
Peru 
Suriname 27.8 28.5 29.6 28.6 
Regional Averages 

Latin America & Caribbean 16.8 17.8 18.6 17.7 
excl. non-Spanish-speaking 13.8 14.5 15.3 14.6 

Central America 13.2 13.6 13.7 13.5 
Source: IMF, Article IV Consultations Staff Reports and World Bank. 

36. The scope for expenditure switching. The public sector subsidies currently being 
provided in various sectors and amounting to approximately 3.5 percent of GDP 
represent obvious candidates to consider for expenditure cuts. Many of these subsidies 
are badly targeted and, thus, wasted. It is estimated that the government could save 
between 0.6 and 2.0 percent of GDP by improving the poverty targeting of these 
subsidies; see Table 20. These fiscal savings could help to finance the expansion of 
priority expenditures by an equivalent amount 

37. The scope for improving efficiency. Honduras generally ranks below the median 
in regional comparisons of public spending efficiency indicators, which suggests that 
there is considerable scope for improvement on this front. By implementing measures 
that raise its efficiency scores to the level of countries located at the 75h percentile of the 
distribution of efficiency scores, the preceding analysis found that, Honduras could 
potentially increase its efficiency of public spending by 24 percent in education and by 5 
percent in health; Annex A. Weighing these potential efficiency gains by the amount of 
public spending in these two sectors (a little over 10 percent of GDP), yields a projected 
fiscal savings of approximately 1.9 percent of GDP. If efficiency gains in a similar 
proportion were also achieved with regard to the rest of the central government's non- 
interest expenditures, the overall fiscal savings would amount to roughly 4 percent of 
GDP. 

7. These calculations of the potential fiscal savings from efficiency improvements are likely to be over- 
estimating the actual gains that Honduras can realistically expect to achieve in the short and medium 
term. In principle, fiscal savings of this magnitude might be possible if the authorities were free to re- 
allocate resources any which way. In practice, however, the authorities are limited by constitutional 
constraints (e.g., mandatory municipal transfers), international treaties (e.g., governing debt service 
payments) and strong unions (e.g., among doctors and teachers), which severely constrain their 
flexibility in re-allocating resources more efficiently. Even though these simulation results are not 



Table 12. Potential Sources of Fiscal Savings for the Central Government 
Actual Levels Target Potential 

(2005) Fiscal Savings 
as percent of GDP 

Expanding the Resource Envelope - 3.0 
through: 

Higher Tax Revenues 17.0 20.0 3 .O 
Larger Primary Deficit 2.6 2.6 0.0 

Reducing Expenditures 4.6 - 6.0 
through: 

Reduction of Public sector subsidies 3.5 1.5 - 2.9 0.6 - 2.0 
Efficiency Gains in EducationIHealth spending 10.4 8.5 1.9 
Efficiency Gains in other non-interest expenditures 11.5 9.4 2.1 

Source: paras. 4.22-4.33, Volume 11, Chapter IV 

38. The preceding debt sustainability and international benchmarking exercise yields 
a combined fiscal savings of 7.6 to 9.0 percent of GDP; Table 12. This would reduce the 
overall resource gap to pay for the additional expenditures needed to achieve the MDGs 
to approximately 1.4 to 2.8 percent of GDP. Although this represents a significant 
reduction, the remaining resource gap still poses a major challenge. Even so, the 
authorities would be well advised to at least aim to achieve these potential fiscal savings 
in order to come closer to reaching the MDG targets than would be the case under 
baseline assumptions. 

39. Accordingly, the main recommendations that result from this analysis are: 

Do not allow the primary fiscal deficit to increase above the level achieved in 2006 
(2.6 percent of GDP), in order to avoid destabilizing growth in the public debt. 
Implement the remaining tax reforms identified in the IDB studies. 
Reduce or eliminate the badly targeted subsidies currently offered in the electricity, 
fuel, transport and telecommunications sectors; as recommended in Chapter VIII. 
Implement efficiency-raising reforms, especially in education, where Honduras 
appears to exhibit the greatest shortcomings in efficiency. (Specific measures to 
enhance the efficiency in the education, health and transportation sectors are provided 
in the respective sector-specific chapters.) 

meant to serve as a basis for concrete policy recommendations, they are useful for heuristic purposes 
and to motivate debate. 



E. Education Demand and Teacher Salaries 

40. Section B found that public sector salaries in Honduras are extremely high by 
regional standards, and that much of that is due to the rapid rise in the wages of teachers, 
who are extremely well organized and politically powerful. The agreement reached with 
the teachers union in August 2006 is poised to boost teacher wages even further. Section 
C, in turn, found that the high level of public wages in Honduras represents one of the 
most important fiscal obstacles to economic growth. These findings argue strongly in 
favor of containing the growth of teacher wages in Honduras. Honduras is also a country 
with rapid demographic growth, however, and with very low average schooling 
attainment levels (another key growth determinant). To satisfy the rapidly rising demand 
for education, it will be necessary to expand the supply of education services by a 
commensurate amount. This will necessarily require an increase in teacher services, 
which will inevitably put further upward pressure on the public wage bill. This section 
seeks to sort out how much additional public spending on education is warranted by the 
estimated increase in the demand for education estimated over the next decade, and how 
much additional spending is likely to result from the recent teacher agreement, 
independent of any changes in the supply or quality of teaching services. It concludes by 
recommending a set of measures that could mitigate the fiscal impact of the August 2006 
teacher wage agreement and improve the quality of teaching in Honduras. 

41. Mean schooling attainment has been rising steadily in Honduras for at least half a 
century. It went from 3 years for the cohort born around 1939 to 6.7 years for the one 
born around 1981. Schooling growth was concentrated at the lower levels. This has led 
to lower educational inequality and to a concomitantly lower income inequality. Age- 
appropriate (net) school coverage has increased dramatically, meaning that more and 
more children are entering school at the appropriate age. Gross enrollment rates are very 
high. 

42. Several trends conspire to fundamentally alter the current education demand 
structure. Honduran income per capita is growing and young parents have at least twice 
as much education as did their own parents. Increased demand for education will 
manifest itself in several ways that have distinct impacts on the structure of the 
educational system. Most importantly, these include the age of initial enrollment, the 
quality of education, and the duration in school. The major forces at play in 
reconfiguring education demand in Honduras will therefore be (i) higher initial (net, or 
age-appropriate) enrollment rates at earlier ages, (ii) greater educational attainment, and 
(iii) elimination of the over-age (gross) enrollment bubble. 

43. Forecast enrollment growth is inverse U-shaped, highest in the middle, 
significantly lower in grades 1-3 and lowest of all for grades 11 and 12. Thus, while 
significant growth can be expected at all levels of schooling, the biggest change will be 
due to higher transition rates from primary to secondary schooling. The weighted average 
forecast by sector is 40 percent growth at the primary and 44 percent growth at the 
secondary level for the decade after 2006. If the public sector maintains its share of the 
projected expansion in student enrollment, without changes in wages or in average 
studenuteacher ratios, projected increase in teacher demand will have an enormous fiscal 
impact. Expenditures on teaching will have to increase from about 3.4 percent of GDP in 



2006 to 4.3 percent in 2017 just to keep pace with increased demand under the existing 
structure. This would have been true even without the very large increase in teacher 
salaries agreed to in August of 2006. 

44. At the primary level it is unlikely that increases in class size can contribute 
significantly to absorbing education demand without seriously compromising education 
quality. At the secondary level, there may be some room for savings by consolidating 
schools and simplifying the curriculum, but this requires further study. 

45. An analysis of teacher payroll data indicates significant differences across the 
primary and secondary levels. Over 96 percent of primary school teachers hold a single 
job and this job employs them full time. At the secondary level only 22 percent of 
teachers are single jobholders. This is largely because the vast majority of secondary 
school jobs do not provide full time employment. At this point it is not clear whether this 
is an insignificant accounting technicality or an aspect of secondary school job design 
that might be modified to reduce costs, or improve quality, or both. 

46. Private schools may be able to provide a partial alternative to public sector 
expansion at the secondary level. This is especially likely in grades 10-12 where the need 
for teacher specialization and expensive physical infrastructure is greatest. This would 
require a study of existing private schools to determine quality, excess capacity, and cost. 
If found, implementation could be accomplished with a voucher system. 

47. A labor market analysis indicates that Honduran teachers are better remunerated 
than similarly qualified counterparts outside the education sector.' The legal structure 
governing public teacher pay includes significant rewards for education, seniority and 
hardship posting. However actual rewards have lagged behind legally stipulated ones. 
Claims that teachers are underpaid culminating in recent teacher union unrest stem from 
this discrepancy between legally mandated and actual remuneration. "Underpayment" 
does not imply teachers are paid less than the opportunity cost of their time outside the 
teaching profession. 

48. The agreement on salaries reached with the teachers union in August 2006 
(known as PASCE) seeks to redress these underpayment grievances. It commits the 
government to a 7.2 billion Lempira increase in teacher compensation over the next 4 
years. This very large increase is roughly of the same order of magnitude as the 
country's entire education salary budget for one year. Nevertheless, PASCE is unclear in 
several important areas. One of these areas is the role of PASCE in determining new 
teacher salaries. The agreement raises base salary significantly more than the bonuses for 
seniority, education, and hardship postings. This will have the effect of equalizing 
teacher pay and also of reducing the impact of these incentives. Perhaps most worrisome 
is that under the current Estatuto del Docente law all of the bonuses piggy-back as fixed 

8. Liang (1999) estimated that teachers in Honduras earned a 48 percent premium above what they could 
expect to receive in the private sector. This represented the highest premium observed among the 12 
Latin American countries reviewed in her analysis. A recent labor market analysis based on data fiom 
the 2004 MECOVI survey and carried out as part of this PER, finds that Honduran teachers earn an 
amount comparable to what they could earn in the private sector, even though they have much more 
vacation time. Thus, on an annualized hourly basis they receive a significant pay premium calculated 
at 16 to 25 percent; see Chapter V (paras. 5.46-5.49). 



percentages of base salary. PASCE stipulates that in 2010 there will be a return to this 
law. But since PASCE increases base salary far more rapidly, the bonuses (which are not 
scheduled to increase) will be even further below their legally stipulated percentages of 
the base salary in 201 0, setting the stage for further teacher union unrest based on claims 
of underpayment. 

49. Even without any further adjustments in 2010, when PASCE salary increases are 
coupled with projected enrollment demand the educational wage bill stands to increase by 
141 percent over the next 10 years. This is bound to create a significant strain on public 
finances. 

50. When there are significant seniority bonuses - as is the case in Honduras - early 
retirement programs can be a source of savings. However the PASCE agreement coupled 
with the INPREMA retirement scheme will induce a 3 to 7 year delay in retirement as 
older teachers wait for the PASCE raise to work its way into their retirement benefits. 
INPREMA functions as a bank as well as a pension system. This means that some 
teachers may not be able to retire upon reaching the minimum retirement age because 
they would encounter cash flow problems in paying back the debts owed to INPREMA. 
For those teachers, debt restructuring is one possibility that holds promise as an 
inexpensive early retirement policy handle from the viewpoint of the Education Ministry. 
As argued earlier (para. 25) and in Annex H, however, any early retirement program 
would endanger the financial solvency of the INPREMA retirement system and is 
unlikely to generate a net fiscal savings for the public sector as a whole. 

Addressing the Fiscal Impact of PASCE 

51. Increased educational demand will likely be large in the coming years and the 
rapid wage increases called for under the PASCE agreement means that meeting this 
demand will also be very expensive. Public school teachers are not underpaid in 
comparison to other professionals elsewhere in the labor market with similar 
qualifications. The current political environment nevertheless does not permit much 
leeway for a more gradual upper adjustment in teacher wages. The policy options listed 
in this report, therefore, concentrate on chipping away at the financial problems in the 
education sector, rather than seeking to eliminate them in one fell swoop. These options 
are: 

Study the secondary sector to clarify why most teachers are working multiple jobs 
and why most jobs are less than full time. Consider consolidating schools to fully 
employ teachers and save on fixed costs. Consider secondary curriculum reform 
to eliminate non-essential subjects or move them into after-hours optional user-fee 
financed programs. 

Consider using the private sector to accommodate some of the expected increase 
in secondary enrollment demand. This would require a background study of 
private school quality, slack capacity, and cost. If the unit cost is found to be less 
than the marginal cost of public expansion develop a voucher system to finance 
targeted low-income enrollment in qualified private schools. 



Publicize teacher remuneration to clarify in the national debate that although 
teachers have not been paid the amount negotiated by the unions, they are well 
paid in relation to similarly qualified persons working in other sectors of the 
economy. The focus should be on the basis of an hourly wage computed as total 
annual compensation (including bonuses) divided by total hours worked per year. 
Length of workday, yearly vacation time, job-security, and health and pension 
benefits can also be highlighted. 

Re-examine qualification for the education bonus. It is reputedly paid to people 
of very different educational backgrounds. 

Insist that the compensatory component of the PASCE agreement not be extended 
beyond the stipulated 4 years and that since it is compensatory, it not be paid to 
new teachers. 

Ensure that PASCE-enabling legislation explicitly overturns the Estatuto del 
Docente provisions that fix pay bonuses as set percentages of the base salary. 

Interpret legislation governing all bonuses to mean that they are paid at most once 
per person, pro-rated per hour up to the full time equivalent, but not beyond. 
Thus a person employed half time would receive 50 percent of the bonus and a 
person with 3 jobs with hours totaling 150 percent of full time would receive 100 
percent of the seniority, education and other b o n ~ s e s . ~  

Raising the Quality of Education 

52. Public spending on education in Honduras averaged 7.2 percent of GDP in 2003- 
06". This is a much higher share than the Central and Latin American average (Table 
13). Also, Honduras has registered steady improvements in key education indicators 
since the end of the last decade: between 1998 and 2006, the average years of study in the 
population aged 10 or more increased fi-om 6.1 to 6.4 years, the illiteracy rate decreased 
from 15.2 to 14.1 percent, preschool attendance increased by almost 44 percent and the 
primary attendance of 9-year olds rose by 2.9 percentage points. Gross primary 
education coverage rose slightly in the period 1999-2004 to 113 percent, while net 
coverage (ages 7-12) rose to 90.6 percent.11 Gross secondary coverage also has grown in 
that period, from an estimated 35 percent to 65.5 in 2004, while coverage in higher 
education grew from 14.4 percent of the population aged 20-24 in 1999 to an estimated 
18.7 percent in 2004.12 

9. Another point that was initially unclear was the treatment of the one-time compensatory portion of the 
PASCE agreement from the viewpoint of teacher insurance. It appears that this portion does not form 
part of the base salary used by INPREMA. This is important from a fiscal savings viewpoint and 
means three things: first, that the teachers would be paid the full amount of Lps. 12,500 - without the 7 
percent INPREMA deduction. Second, it means that this does not enter the base for the government's 
additional 12 percent retirement contribution. Third, it also means that these Lps.12,500 do not form 
part of the last 3-years salary used to compute pension benefits 

10. This corresponds to the Central Government Expenditure in Education. 
1 1. World Bank, edstats. 
12. Unesco (2006), Informe sobre la Educacidn Superior en AmCrica Latina y el Caribe 2000-2005. 



Table 13. Education Outcomes in Central and Latin America; 2004 
Honduras Costa Rica El Salvador Guatemala Nicaragua Average l A C  

Adult Literacy rate, 2000-2004 (age IS+), % 80.0 94.9 85.0" 69.1 76.7 90.2 
Primq completion rate, 2004, % 79.4 92.3 85.7 70.2 73.5 96.0 

Net Primary enrollment, 2004, % 90.6 88.3" 923 93.0 87.9 95.3 

Net Secondaiy enrollment, 2004, % 36.1 40.8" 48.1 34.0 40.7 65.5 

Public edu. Spendmg % GDP, 2004 7.3" 4.9 2.8 1.7" 3.1 4.3 
Source: Unesco and WorldBank edstats. 

'l Year 1990. Year 1995. " CentralGov. Expenditure in education. A Year 1995 

53. These education improvements are certainly welcome, but it does not appear that 
Honduras7 high spending effort has resulted in superior education outcomes compared to 
its neighbors. Key shortcomings remain in terms of completion rates, secondary 
coverage and education quality. Grades 1-2 still have high repetition rates that set 
children back, and about 30 ercent still fail to graduate from 6th grade (the percentage of P children completing the 6 grade has remained stable at 70 percent since 1994). 
Inequities in enrollment and completion rates are persistent across urban-rural areas and 
socioeconomic strata. 

54. Figure 2 shows that the enrollment in lower secondary education in Honduras is 
lower than countries with equivalent per capita income. Behind this low enrollment there 
is a low transition to seventh grade. Figure 3 provides a graphical illustration of the 
survival rate to grade 1 I,  using a survivor function plot, which projects the expected 
probability of survival of the current 7-year old cohort to each grade. It shows that 
students drop out continuously throughout the educational cycle (primary and secondary 
cycles), but there is a particularly low transition from grade 6 to 7. 

Figure 2: The Secondary Education Gap re 3: Survivor F d o n  Plot by Y 

5 5 .  With respect to education quality, it is noteworthy that standardized test scores in 
Spanish and Mathematics, at third and sixth grade, have shown no improvement since 
1997. The average percent of correct answers in the standardized UMCE test of 2004 are 
below 50 percent in Spanish or Mathematics at third and sixth grade (considered low 
levels of achievement in the scale used by UMCE). Only 20 percent of the students 
reached the sufficiency level (attain more than 60 percent of correct answers in the test). 



Additionally, there is a significant gap in terms of performance between rural and urban 
areas. Urban scores in the 2004 UMCE test were five percentage points higher than rural 
scores. In terms of international assessments, even after allowing for Honduras' low per 
capita income, Honduran students perform below almost all other Latin American 
countries in the 1997 Latin-American Laboratory Assessment (LLECE). This poor 
performance is consistent with the country's high repetition and drop-out rates and is 
likely to be reflecting the limited time devoted to learning activities (school closures, 
teacher absenteeism and tardiness, shortened class days, etc.), insufficient performance 
and accountability by teachers, absence of clear educational standards and testing, 
absence of objective criteria for transition between grades, text availability, lack of 
adequate teacher training for textbooks and knowledge of subjects that characterize 
Honduras' public education system. 

Figure 4. Education Quality in Honduras: 
National Student Assessment Results (2004) 
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56. In order to achieve the education goals set in the Poverty Reduction Strategy and 
EFA/FTI initiative, additional efforts will need to be made. Given the already elevated 
level of public expenditures in the education sector, however, increases in system-wide 
efficiency will be a crucial component of any strategy that seeks to significantly raise 
coverage at the preschool and secondary levels. 

more 
as it 

Enforcing teacher attendance and class preparation are worthwhile goals, but 
b is needed. Even here, the PASCE agreement does not provide a good instrument, 
does not cover all teachers, is scheduled to expire in four years, and threatens to 

inflate teacher salaries further by turning what was intended as a one-time reparation 
payment into a permanent salary bonus. Teacher attendance and preparation for class 
should be a pre-requisite for receiving the regular salary, not rewarded as extraordinary 
behavior. A possible solution here would be to turn control of salary payment over to 
parent associations, rather than relying on costly, centrally organized inspection missions. 

5 8 .  Information on school closures, teacher absenteeism and tardiness, should be 
collected and reported for each school to improve quality through continuously updated 



schools' registers. Duly completing the school register should be made compulsory. 
This can be complemented by a monitoring system of teachers' absences by the 
communities themselves. They could record teacher absences and report them to district 
offices, which should then take some disciplinary action. 

59. High repetition rates can be at least partly addressed by developing a clear set of 
content standards and national testing. The efforts begun by the MIDEH project in this 
regard should be supported, continued, and expanded to all secondary grades. The goal 
should be for all teachers to know what their students are expected to know and that they 
have an objective set of criteria for determining if they know it. Once these criteria are 
set and the instruments are in place, a longer term goal would be to set national, local, 
and even school-specific performance target. A sustainable system of (external) 
assessment to evaluate student learning should be implemented by the government and 
the results should be readily available to parents and the community. 

60. Secondary education is, by nature, more expensive than primary education, as the 
greater depth needed in each subject requires specialized teachers and is more intensive 
in the use of libraries, equipment, and computers. In addition, however, the Honduran 
upper secondary curriculum is too complex. It needs to be streamlined to concentrate on 
competencies in mathematics, writing, and the sciences. The same standards in these 
subjects should be applied to all students. This will improve the quality of education and 
reduce administrative and equipment overhead costs. 

F. Public Sector Spending on Health 

61. Honduras continues to demonstrate progress in most national level health, 
nutrition, and population indicators. It has succeeded in significantly reducing neonatal 
mortality, which had been stagnant for almost two decades, infant and child mortality, 
and, to some extent, chronic malnutrition. Based on the DHS 2005106 results and 
assuming that the health sector is able to maintain its recent rate of progress and invests 
adequate resources on primary health care then it is highly likely that it will reach the 
MDG and Government nutrition and child mortality goals Nationally representative 
information would need to be updated to determine if Honduras is still on track in 
achieving the MDG goal for maternal mortality. However, the number of births attended 
by skilled health professionals (a proxy for reduction in MMR) is only 67 percent. 
Without significant changes in addressing supply and demand side factors, it may be 
difficult to reach the target of 100 percent by 2015, mainly because only 50 percent of 
women in rural areas avail of this type of health service. 



Table 14: Health Outcomes and Outputs, 2001 and 2005106 
Indicator* 2001 2005106 
Life Expectancy at birth (years)** 70.7 72.1 
Infant Mortality Rate (per 1000 live births) 34 (1996-2001) 23 (200 1-2005) 
Under 5 Mortality rate (per 1000 live births) 
Total fertility rate 
Percent of women using a family planning method 
Percent of women using a modem contraceptive method 
Percent of women using a traditional contraceptive method 
Prenatal care coverage 
Women who received at least 4 prenatal controls 

Percent of women who received their 1" urenatal visit before 
4th month of pregnancy 
Percent of institutional births 
Percent of women who delivered attended by a skilled health 
professional 
Percent of women who received post natal care 
Children 12-23 months, fully immunized 
Chronic malnutrition (stunting or low height-for-age) 
Underweight (low weight-for-age) 
Sources: ENDESA 2006*, MOH Statistical Bulletin 2005**. 

44 (1996-2001) 
4.4 

61.8 
50.8 
11 
83 
N.A. 

30 (2001-2005) 
3.3 

65.2 
56.4 

8.9 
92 

8 1 (87 - urban and 
76 - rural) 
69 

67 
67 (90 in urban and 

50 in rural) 
73 
75 
25 
11 

62. Significant gaps remain in terms of access and outcomes between rural and urban 
areas, regions, and poor and wealthy segments of the population. For example while the 
percentage of stunted children who belong to households in the lowest income quintile 
has declined from 50 percent in 2001 to 43 percent in 2005, this number is still very high 
and has repercussions on poor children's health and functional capabilities. 

63. Coverage of Services. Physical coverage of services has improved although 
service providers largely continue to function independently from each other, resulting in 
fragmentation and duplication of services - although some changes are taking place. 
Both MOH and IHSS have been increasingly contracting out services to private providers 
and IHSS has also been formally contracting some MOH services. Nonetheless more 
formal coordination is needed and cost recovery mechanisms should be clearly 
established between MOH and IHSS. Coordination would improve efficiency, and 
appropriate cost recovery would ensure that both institutions will be adequately 
reimbursed for services provided. This is especially important for the MOH because of 
its lower overall level of financing per capita--even though it has a higher coverage 
rate--compared with IHSS and to avoid cross-subsidizing the non-poor. 

64. There is also a lack of systematically updated and consistent information about 
the private sector. The last formal private facility census undertaken was in 2002 and this 
only included limited information. More effort should be undertaken to regularly and 
systematically gather information about the number, coverage, and basic production 
statistics of the private sector. 

65. Expenditure Efficiency. Health spending increased in real terms from 1999 to 
2005, but remains low relative to LAC and CA average spending levels. While it would 
help to have more fiscal space that would allow increased investments in health, there is 
also much room for improving efficiency by (a) channeling more funds to preventive and 



health promotion activities, and (b) improving the management of health personnel and 
pharmaceuticals. 

66. Curative health care bias. Hospitals continue to have the largest share of total 
MOH expenditures although their share decreased slightly to 38 percent in 2005. 
However, primary health care's share declined by almost 50 percent, comprising only 
about 16 percent of total MOH expenditures in 2005 (Table 15). Reduction in some key 
indicators (full immunization rates and exclusive breastfeeding of young children) further 
underscores the need for Honduras to allocate more resources to preventive and health 
and nutrition education and promotion services; otherwise it might risk losing the recent 
gains it has made in reducing infant and child mortality rates, as well as malnutrition. It is 
also advised to channel more efforts towards meeting the unrnet family planning needs of 
18 percent of Honduran women and in reducing the further spread of HIVIAIDS. 

Table 15. MOH Programs: Trends in Expenditure Shares 1999-2005 (in %) 
Program 1999 2000 2001 2002 2003 2004 2005 
Central Activities 23.8 7.8 16.9 21.5 33.5 23.6 26.2 
Common Activities 5.8 
Ambulatory Care and Epidemiological 
Control of Illnesses 29.5 27.6 31.3 22.6 19.4 19.5 15.6 
Environmental Sanitation and Health 
Promotion 4.6 4.9 4.3 4.4 3.8 3.6 
Hospital Care 42.1 48.4 39.5 44.8 32.8 40.7 37.7 
Unallocated 11.2 7.9 6.6 10.5 12.6 14.7 

100 100 100 100 100 100 100 

67. To improve efficiency in the use of resources invested in hospitals the current 
system of individual purchases per facility should be improved. The MOH needs to 
establish and implement national standards across all facility levels (including guidelines 
on preventive maintenance and repairs) and a coordinated procurement system in order to 
benefit from lower prices. The MOH should also identify ways to improve the efficient 
use of underutilized rooms and equipment which tend to be used mainly in the mornings 
because majority of health personnel work during this period. A detailed study of hospital 
service delivery and costs is highly recommended to identify strengths, opportunities, and 
key areas for reform. 

68. Personnel Management. A considerable portion of the budget remains devoted to 
personnel (about 54 percent of total MOH expenditures and 67 percent of MOH hospital 
expenditures). The maintenance of relative compensation levels that are non-strategic in 
nature, and that have been governed mainly by the Estatuto Medico has resulted in high 
personnel costs, with doctors being paid disproportionate amounts relative to other health 
staff. This has created disincentives, especially in the nursing profession, leading to a 
low nurse to doctor ratio. The Estatuto Medico also limits the ability of the MOH and 
RHDs to hire and fire health staff, especially doctors. Health personnel deployment 
traditionally has not been based on existing needs. Health personnel, particularly doctors 
remain inequitably distributed across regions. 



Figure 5. 
Average General Practitioner Salaries- comparison among 6 CA countries 
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Source: Morales et. al. (2006) based on ECLAC & WHO; Honduras data from MOH. 

69. While it may not be realistic to expect changes in salary levels because of union 
strength and potential political economic repercussions, the MOH can take concrete steps 
to (i) update the mapping of health workers that was done in January 2006, relative to 
where they are supposed to be working and receiving their salaries and address the 
discrepancies, (ii) improve the regional allocation of doctors across the country, (iii) 
implement strategies to train and retain more nurses and ensure that they are also well- 
distributed across regions, (iv) provide incentives for health staff to work in rural and 
remote areas because these are currently not being offered, and (v) explore the possibility 
of hiring future personnel based on performance based, fixed-term contracts instead of 
continuing to hire health personnel on permanent contracts that make it difficult to apply 
sanctions for poor performance. 

70. Pharmaceuticals procurement. While the government has taken steps in 2006 to 
improve the national-level procurement of pharmaceuticals through the Inter-Institutional 
Commission (IIC), it is important to monitor the implementation of the following key IIC 
recommendations to see whether they do result in actual availability and lower prices of 
drugs in health facilities: (i) major organizational changes in the MOH, (ii) subjecting 
MOH operations to audits by both public and private sector agencies, (iii) punishing 
MOH staff who hinder or do not comply with the procurement procedures.; (iv) 
upgrading the MOH's central storage with external aid; (v) updating the Basic Medicines 
Profile every 3 years according to international standards, and (vi) empowering the multi- 
sectoral National Health Council (Consejo de Salud) to provide technical oversight. 
Also, Honduras is encouraged to examine the reforms in Guatemala and Ecuador that 
allow local decentralized health facilities to determine the amount of pharmaceuticals 
they need and purchase them directly from providers, based on lower prices the MOH has 
negotiated centrally. More assessment and policy work will be needed in this area. 

71. Productivity and Quality of Services. Despite some improvements in 
productivity, such as increases in ambulatory consultations and bed occupancy rates, 



certain productivity indicators such as average number of daily consultations/medica1 
attention provided remain below standards. Quality of services in terms of availability of 
adequate staff, equipment and medicines also remains an issue, with only 12 percent of 
health centers and 8 hospitals being accredited. Thirty percent of ambulatory facilities 
remain closed due to lack of personnel. 

72. A strategic expansion of services is needed to reach underserved communities. 
To ensure adequate quality and efficiency in the use of resources, however these 
communities need to strategically address the nature of the mechanisms and the timing of 
implementation based on need and availability of resources. Criteria exist for 
determining the location and need for a health facility but sometimes political 
considerations over-ride them. In moving forward it is recommended that: (a) priority 
should be given to staffing and equipping the existing facilities that remain unaccredited, 
but are needed instead of continuing to construct new facilities and (b) the Government 
consider having NGOs or communities manage a number of the existing nonfunctional 
facilities, similar to what was done in a pilot involving seven decentralized models in 273 
communities. Available evidence regarding contracting out of services to NGOs and 
communities indicate that this strategy seems to be working well. Surveys indicate an 
increase in institutional births and beneficiary satisfaction with services and that these 
facilities are better equipped and staffed than centralized facilities. The MOH plans to 
expand these types of services to 50 additional municipalities. However, there is a 
growing resistance against these decentralized models by unions who equate them with 
"privatization" and as a possible threat. Encouraging beneficiary communities to express 
their views about the benefits of these facilities could help counteract this opposition. The 
Ministry could also consider having citizen type report cards which rate and publicize the 
performance indicators and service satisfaction for health facilities in order to address 
quality issues. 

73. Financial Protection. Access to funds for treatment continues to be an issue. 
About 20.7 percent of persons who reported they were sick but who did not seek 
treatment cited lack of funds as the binding constraint (ENCOVI 2004), while 58 percent 
of interviewed women (ENDESA 2005-2006) cited financing as one of their main 
problems in seeking care. Only 7 percent of households had some form of insurance to 
pay for their health care costs during their last consultation, while 8 percent benefited 
from exemptions. The coverage of IHSS is concentrated disproportionately among 
households in higher income quintiles and geographically in the capital cities and urban 
areas, primarily because it coverage to formal workers. Honduras has expressed interest 
in the case of Ecuador where the Government is launching the Aseguramiento Universal 
en Salud (AUS). This initiative aims to increase coverage to the poorest 40 percent who 
are not covered by any other type of insurance, by coordinating through existing social 
health insurance schemes, as well as introducing a publicly subsidized health insurance 
called Programa de Aseguramiento Universal en Salud. In Honduras, a possible first 
step towards starting a social health insurance scheme could be linking contracts with 
providers to expand health service provision and the IHSS. 



74. The performance of the Honduran Social Security Institute (IHSS) has improved 
as a result of the reforms, but it continues to operate at high cost.13 It would need to lower 
its costs and increase its revenues in order to ensure the financial sustainability of the 
Illness and Maternal Regime. As Figure 6 indicates, while the regime has enjoyed a 
surplus from 2002 to 2004 after operating in a deficit situation from 1999 to 2001, the 
gap between revenues and costs has narrowed to the extent that the surplus declined to 
only 5 percent in 2005. 

Figure 6. Revenue and Expenditure Trends of IHSS Health Insurance Regime 
I I 

1999 2000 2001 2002 2003 2004 2005 

year 

Source: IHSS statistics; Fiedler 2004; and author's calculations 

75. It would be important to determine the type and coverage of the guaranteed health 
insurance plan, including the structure of the supply of services to be offered, the 
demand structure based on age, sex and geographic distribution of the beneficiaries 
together with registered morbidity and mortality rates, and the sustainability of financing. 
Coverage policies should define exclusions, and how highly complex cases and/or 
prolonged treatments with low incidence will be financed because these have large cost 
implications. Other ways to decrease the costs of service delivery could be: 

a. Focusing on contracting out services instead of continuing to build own 
infrastructure. This would need to be accompanied by improvements in the 
capacity of the MOH to monitor service providers. 

b. Strategically investing mainly in equipment needed to address the majority of 
the types of cases handled, which tend to be primarily surgeries of low 

13. For example, a comparative analysis indicates that IHSS' Hospital de Especialidades has a cost per 
bed that is five times more than that of the Medical School (both are comparable national level 
specialized hospitals) while IHSS' Regional Hospital of the North has a cost per bed that is 6 times 
more than the comparable MOH hospital (El Mario Carino Rivas). 



complexity. Improving rational use of surgical rooms and surgical services 
because the hours assigned to each do not reflect needs and actual use. 

c. Reviewing and improving its procurement system because drugs are reported 
to be bought at high prices. IHSS has requested UNDP assistance with drug 
procurement and the results of this action need to be reviewed to see if it 
translates into lower prices for drug purchases. 

d. Improving its referral and counter-referral system to ensure that beneficiaries 
use hospitals for more complex services instead of bypassing ambulatory 
facilities and that people utilize the level of service appropriate to their needs. 

e. Investing in preventive care rather than focusing mainly on curative services 
in order to be more cost effective. IHSS has already developed a basic 
package of preventive and health promotion services for families and is in the 
process of hiring a consultant firm to assist it in its implementation. 

f. Separating the functions of pension administration, health insurance, and 
services provision. If undertaken, this would allow the IHSS to procure 
services from the MOH and from private sector suppliers, as well as from the 
existing IHSS hospitals, which would be placed under a separate 
administration from the health insurance fund. Suppliers can then be chosen 
on a competitive basis, in order to get the best value for the money for the 
insured population. This should eventually lead to a rationalization of the 
hospital sector, where at present there is a wasteful overlap between the IHSS 
and MOH, especially in the major cities (WB 2007). The new government is 
considering promoting this initiative. 

g. Accelerate systematization of information and ensure a well integrated system 
to verify information across facilities. This would help to keep track of 
whether beneficiaries are using the system properly. Systematic data 
collection and monitoring would be important to keep track of progress. 

76. Resource Allocation to the Regions. In 2005, the MOH introduced new budget 
allocation criteria to promote a more equitable resource allocation. First, while this is a 
welcome step, its implementation process and results need to be evaluated. For example, 
it would be important to check if the weights given to population need to be increased 
based on feedback from more populated Regional Health Departments in case that the 
lower weight given to population has had a negative impact on their budgets. Second, 
donor funds especially technical assistance need to be quantified and accounted for in 
RHD budgets. Third, introducing institutional arrangements that ensure a regular source 
of funds for the health units could minimize the volatility of municipal funding 
availability. In the case of user fees, RHDs need to establish clear and systematically 
applied criteria to ensure optimal fee levels based on the particularities of each health 
unit's situation. Doing this would not only improve the regularity of this source of funds, 
but also prevent potential inequities in the population's access to financial protection. 

77. As part of the overall decentralization process and the national move towards 
program based budgeting, it is important to assess whether RHDs operational 
responsibilities can be expanded together with their discretional authority to reallocate 



funds. Their capacity to plan, budget and implement also needs to be strengthened. The 
MOHYs capacity to perform its stewardship role and follow-up and support sectoral 
reforms needs to be enhanced. 

78. Preparing a Medium-Term Expenditure Framework. The MOH has recently 
finalized its National Plan 2021 and established its institutional goals that remain to be 
costed out. In March 2007, the Government agreed to a WB-UNICEF proposal to pilot 
in the Marginal Budgeting for Bottlenecks Model (MBBM), a results-based planning tool 
that serves to (i) guide a country-based process of identification of bottlenecks to 
successfully deliver high impact interventions, (ii) calculate the incremental cost of 
removing systemic and intervention-specific bottlenecks to achieve effective intervention 
coverage, and (iii) estimate the potential impact of health interventions on health 
outcomes, such as rates of child and maternal mortality, HIVIAIDS, nutrition, and 
malaria-associated mortality (an issue in a few regional departments in Honduras). If 
additional resources are not available or insufficient, it will provide options for improving 
sectoral efficiency. The MBBM framework is planned to be operational in time for the 
preparation of the 2008 budget. 

79. Recommended areas of future study are: (a) an expenditure tracking survey from 
the central level to health care units, (b) an assessment of progress and lessons learnt 
regarding the implementation of the 2005 established resource allocation criteria to 
RHDs (this could be a subset of (a) or a separate study), and (c) a detailed study of 
hospital costs, efficiency, and quality of services. 

G. Public Sector Spending on Transport 

80. Transport has historically been one of the most important sectors in the national 
economy, representing one of the largest public investment portfolios. It is also one of 
the areas where the private sector plays a major and increasing role. The Ministry of 
Public Works, Transport, and Housing (SOPTRAVI) is the central government entity 
responsible for coordinating and directing the sector's management and investment 
policies, and simultaneously is represented on the boards of directors of various 
organizations involved in transportation, such as the National Port Enterprise and the 
Honduran National Railways (FNH). Moreover, it serves as a contracting party in the 
concessioning to a private enterprise that has been managing the country's four 
international airports since 2000, and also chairs the Technical Committee that directs the 
activities and programs of the Road Fund. 

81. There are three overarching problems in the transport sector. They are (i) the 
absence of an overall sector framework to guide planning and implementation, (ii) the 
absence of an institution with the capacity to manage the sector multi-modally, and (iii) 
the absence of sufficient planning in the roads sector, which has the consequence of 
bringing too much focus on the short term. These problems have had an adverse impact 
on efficiency and effectiveness in the delivery of public transport services and the 
operation of sector agencies and ministries. 

82. The first measure recommended to address these overarching problems is to pass 
a "Ley de Transporte", with the objective of reorienting the public sector around 



regulation and facilitation, and of bringing more private sector capital into investment in 
infrastructure. Regarding transport services, the focus of government attention should be 
on assuring safety and efficiency. The latter requires addressing specific weaknesses in 
both institutional structures and in data, with particular regard to transport services and 
road safety (accidents). The second measure is to review the current institutional 
framework for carrying out transport regulation with a view to increasing its 
effectiveness. The third measure comprises the working out of a specific policy 
statement in regard to private sector participation in transport. This is likely to be critical 
for increasing the size and efficiency of future investment in roads and ports. Also, 
private sector investment is the only viable option for resuscitating of the rail sector. 

83. Notwithstanding all of the above measures, there will still be a need for 
supporting actions to increase capacity to plan and execute programs in the public sector 
- with particular regard to SOPTRAVI and to the road sector. It is notable that the rate of 
program and budget execution in SOPTRAVI has shown no improvement at all since 
2000, in s ite of the reforms implemented to date and despite the technical assistance 

It' provided. A major adverse factor here has been the frequency of change in key 
personnel over the political cycle. Also, an important number of positions are filled on a 
consultancy basis due to the difficulty of attracting qualified staff for the offered salaries. 
There is an urgent need to develop specific indicators for access, quality and efficiency 
improvements and to ensure that achievements against these indicators are effectively 
monitored. Fortunately there have been recent institutional improvements carried out in 
SOPTRAVI and investments have been made in planning systems and the supporting 
software and training, which give SOPTRAVI the capacity in principle to respond to this 
requirement. 

84. Distribution of Sector Expenditures. Roads and ports account for more than 95 
percent of total sector expenditures. The share of road sector expenditure allocated to 
recurrent (maintenance) has been within the range 32-37 percent, with no discernible 
trend over this period, though well below the 53 percent share attained in 1999. As a 
percentage of GDP, transport sector expenditures have averaged 2.2 to 2.3 percent during 
this period, which is relatively low by regional standards and compares unfavorably to 
the average of about 2.9 percent that prevailed in the 1990s. 

14. The rate of execution actually fell from 83 percent in 2000 to 65 percent in 2006. In absolute terms, 
the comparable figures are Lps. 2.1 billion and Lps. 1.6 billion 



Table 16. Summary of Transport Sector Expenditures, 2002-2006 
(in Lvs millions) 

Sub Sector 2002 2003 2004 2005 2006 
Roads 792.9 1001.5 1071.5 1262.5 11 13.2 
Road Maintenance 483.5 650.7 587.3 737.1 669.1 
Railway 31.6 35.1 33.1 13.2 15.1 
Ports 998.3 1080.5 1391.9 1408.1 1237.9 
Air Transport 71.4 75.4 79.1 81.3 81.3 

Total 2377.7 2843.2 3162.9 3502.2 3116.6 

85. Roads. The public investment program for the roads sector has been updated in 
2005. A major sector priority is the rehabilitation and upgrading of road corridors, 
especially the "corredor logistico", which are vital to trade and competitiveness in the 
Central America region. Appropriate principles have been followed in terms of 
identifying viable projects. All projects that meet target rates of return should be 
financed. Availability of fwnding - 70 percent of which has traditionally come from 
external grant or concessional loan resources - and implementation capacity are practical 
constraints on program implementation. Specific actions that need to be taken now are 
(i) factoring in the need to support (rural) competitiveness in the prioritization of any 
future road corridor upgrading and (ii) actively encouraging further road concessions - 
only one exists at the moment - with the first priority given to the operations and 
maintenance of the "corredor logistico" 

86. Total road expenditures in the period 2002-2005 have averaged US$91.5 million 
equivalent per m u m ,  or about 1.3 percent of GDP. This is low by regional standards. 
The road service index (kilometers per thousand population) is 0.45, compared to the 
Central American average of 0.63 and the density index (kilometers per thousand square 
kilometers area) is 29 compared to the Central American average of 55. These figures 
are indicative of a relatively non-extensive network for an economy of the size of 
Honduras. However the quality of the road network in Honduras is towards the upper 
end of the scale for Central America - 40 percent of all roads in good condition, of which 
90 percent of paved roads are in good condition.15 

87. SOPTRAVI reforms need to advance further to increase efficiency. Only 55 
percent of planned expenditures on road investments were implemented since 2002. 
High costs, implementation delays and the quality of works are still an issue. The 
consistent application of agreed design standards is also a problem. Even so, the 
establishment of UPEG is a plus as well as the associated training and systems 
development, including HONDUSAP (bridge management system), which have been 
supported by the Bank and the IADB. Progress has been made in the improvement of 
social and environmental management through UGA. The current focus is on the 
Department of Transport which has ultimate responsibility for public service vehicle 
inspection and licensing as well as axle load and weight controls. Weaknesses have been 
identified in these areas and an action plan has been drawn up which has already attracted 
some support from the Bank. 

15. This compares to 37 percent overall and 47 percent paved in good condition in 1999 
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88. Road Maintenance. The creation of the Road Fund in 1998 is seen as a largely 
positive step. On average, a higher volume of resources in real terms is going toward 
road maintenance than before. All works are being contracted out to the private sector 
and a significant portion of this is going through the micro-enterprises (largely for paved 
road maintenance). Road Fund projects have typically experienced fewer delays and cost 
overruns than other road sector projects on average. However the relatively high cost of 
supervision services is an issue to be addressed. Administrative overheads have been 
held within the mandated ceiling of 2.5 percent of total expenditures. 

89. Specific issues in road maintenance include the following: 

(i) Road Fund revenues still do not meet loopercent of target - i.e., all maintainable 
public roads. The amounts allocated have increased by 10 percent per annum 
through the rest of the decade.16 The government is broadly in agreement that 
existing maintenance expenditures be prioritized to make sure that the main 
road network gets first attention. Of the three scenarios presented, that which 
would secure 85 percent of the road network by the end of 2010 seems 
reasonable, as it will ensure that all roads with viable traffic levels will be 
covered - that is all maintenance projects which meet or exceed the target rate 
of economic return. 

(ii) Government does not follow the law in terms of the transfers to be made. Budget 
transfers are always less than what is requested, which does not necessarily 
require all the transfers that should legally be made (because of capacity 
constraints). By 2005, only 42 percent of the funds nominally assigned to the 
Road Fund were so transferred. Delays are generally not a problem, but there 
were transitional problems with change of government and with the introduction 
of SIAFI in 2006. The most serious issue here is the misalignment of future 
SEFIN funding targets for road maintenance with what is required to secure the 
objectives of the PMV. These funding targets will not raise the percentage of 
roads maintained above current levels - around 65 percent. 

(iii) The quality and independence of Road Fund management are in question. The 
CEO is a political appointee; the chairman is the Minister. There appears to be 
little effective user participation (only 3 out of 8 Board members are from the 
private sector), added to which there have been frequent changes in key 
personnel in the administration. There is some recent evidence that 
procurement procedures are not being followed to the letter. Therefore the 
Road Fund does not meet the standards of a "second generation" road fund. Its 
legal status and institutional structure should be reviewed. 

90. Ports. With the exception of Roath  (concessioned out in 2004), the ports are 
under ENP, a publicly owned company with 1,338 employees and a Lps. 1.2 billion 
budget. ENP generates a surplus, most of which is transferred to the Treasury rather than 
being plowed back into port improvements (Lps. 468 million in 2006). Traffic has been 
increasing at 7 percent pa since 2000 - 81 percent of the traffic uses Puerto Cortes, 
whereas Puerto Castilla is expanding most rapidly. Recent developments include port 
certification by TSNIMO which improves the business prospects for Honduras in the 

16. The Plan de Mantenimiento Vial (PMV) 



sub-regional context. Puerto Cortes, in particular, is on a course to expand; that is, if the 
current capacity constraints can be lifted. The authorities are contemplating putting in 
US$150 million, and defer consideration of any further private sector participation at this 
stage. They do, however, (i) recognize that high costs and low efficiency are a problem 
that could undermine port competitiveness; and (ii) remain open to the idea of a Public- 
Private Partnership (PPP) in the ports sector (concessioning of activities within a public 
landlord port rather than of the port as a whole), on which a number of training and 
dissemination activities have taken place. A clear strategy needs to be adopted on ports 
and the role of PPP. New investments should be undertaken by the public sector only 
with clear evidence of a lack of private sector interest. (That would be highly unlikely if 
the PPP were properly designed.) 

91. Airports. It would be timely and appropriate to review, and probably downsize, 
the role played by DGAC - which should henceforth only focus on air transport policy. 
Some budgetary savings could be made. Management of air space could be devolved to 
the regional organization, COCESNA which is already in place. Management of 
international airports has already been contracted out since 2000 on a 20 year concession 
to a private consortium. This is managed by the Superintendency. There have been some 
problems, and the ownership and management of the consortium have gone through some 
adjustments. There have also been some delays in the completion of capital 
improvements, but a clearly established plan exists for this to take place. Some US$21.7 
million has already been so invested, with a further US$11 million expected over the next 
five years. The model adopted for the management of the airports appears to be 
fundamentally correct. 

92. Railways. The sub-sector currently makes a very small contribution to cargo and 
passenger transport. There are 109 kilometers of track, 36 employees, and an annual 
turnover of around Lps. 6-7 million. The sector is run by a publicly owned company, 
FNH. There have been some reductions in operational losses, but there is no future for 
rail without infusion of fresh capital. Effective and efficient rail services cannot be 
provided in these circumstances. FNH should be closed down and all subsidies to 
operations should cease, though the government will still have to meet some obligations 
(pensions, and costs of 125 employees recently separated). An effort should be made to 
attract a private investor, but there are few assets to be had right now (depreciated even 
further since the Bank funded studies were carried out in 2004, when they were valued at 
US$21 million). There is a potential economic role for rail in the delivery of certain 
cargo in relation to the least cost, multi-modal development of Puerto Cortes and its 
associated road corridors. 

93. Subsidization Policy. Subsidies are provided to urban transport bus services in 
Tegucigalpa and to students. The bus subsidy system currently in place clearly does not 
work: fares are kept low, but quality and reliability are also low. Studies suggest that the 
poorest do not benefit from these subsidies as they do not use bus transport. However 
some of the urban poor could benefit if the route system were to be extended to provide 
access to the areas where they live. Their needs could be addressed through the award of 
additional routes on the basis of least cost subsidy. There is a proposal currently being 
reviewed by government that would provide incentives towards encouraging existing 
owners to replace depreciated, environmentally unfriendly buses for new. However this 



will not help in the development of new routes for which service providers could be 
competitively selected. 

Projected Sector Expenditures 

94. Current estimates (most likely scenario) of sector expenditure through 2010 call 
for expenditures equivalent to not less than 2.7 percent of GDP; Table 17. For roads, the 
balance of expenditures moves progressively in favor of maintenance; 39 percent of total 
by 2010. The estimates assume that no significant improvements in efficiency are 
captured. Investment expenditures in the road sector are initially very high due to lumpy 
expenditures associated with the "corredor logistico" upgrading. Expenditures could be 
as high in the outer years if finance can be made available in a timely manner to fund 
other economically viable projects. In the ports sector there are likewise viable 
investments that could be implemented earlier if the private financing can be mobilized. 
The projection for rail investment is predicated on the continuity of the current restricted 
network operation. However as the report has recommended shutting down the system 
and opening up the possibility of future investment in this mode by the private sector, 
projected investments could differ significantly from this forecast. 

Table 17. Projected Public Sector Expenditures in the Transport Sector 
(in Lps. millions) 

Sub Sector 2007 2008 2009 2010 
Roads 3294.6 3123.6 2259.1 1981.7 
Road Maintenance 1193.2 1271.1 1369.9 1476.3 
Railways 11.4 11.4 11.4 13.3 
Ports 1235.0 1368.0 1406.0 1558.0 
Airwavs 38.0 47.5 57.0 74.1 

Total 5772.2 5821.6 5103.4 5103.4 
Road Mtce Alt 1 * 1597.9 1622.6 1675.8 1761.3 
Road Mtce Alt 2* * 855.0 950.0 1045.0 1216.0 
Notes: Alt 1 refers to the High case scenario (2001 PER quotes a SOPTRAVI estimate of $76.9 million to 
cover all road maintenance needs.) ** Alt 2 refers to SEFIN's Plan Pluriannual. 

95. In regard to road maintenance, there are a number of possible scenarios. The 
table above contains the preferred scenario. The SEFIN forecast (presented as 
Alternative 2) is significantly less than this amount and is deemed inadequate for proper 
road maintenance. The rate of increase in required road maintenance expenditure is 
likely to increase beyond 2010 as a result of the completion of the corridor upgrading 
prior to 20 10. Recourse to management and operations concessions, however, would 
tend to hold any increase in public expenditures in check. 



H. Public Sector Spending on Social Protection and Subsidies 

96. The share of GDP devoted to social spending in Honduras, and to social 
protection spending in particular, is comparable to the shares spent in the other Latin 
American countries for which comparable data is available. (Honduras devoted 5.2 
percent of GDP to social protection spending versus a regional average of 5.9 percent.) 
Social protection spending in Honduras, however, is strongly biased toward social 
assistance spending, which accounts for 3.3 percent of GDP, versus a regional average of 
1. I percent. These social assistance programs, in turn, are biased towards subsidies, most 
of which are not well targeted on the poor. Direct subsides (electricity and transport 
subsides) amounted to US$ 40 million, or 16 percent of the total social assistance 
spending, estimated at US$ 248 million.17 What follows next is an assessment of the 
social protection system in Honduras, together with recommendations for improving it. 

97. Institutional Arrangements. Honduras has the institutions and instruments 
required for developing an effective social protection system. It has an active Social 
Cabinet, a consultative body (Social Safety Net Roundtable) and a technical group, 
UNAT. It has many years of experience with conditional cash transfers, workfare 
programs, and other type of transfers. The challenge is to focus the existing efforts 
better and make existing institutions, policies and programs more effective. 

Table 18. Distribution of Social Assistance Resources, by Age Group, 2005 "/ 
Age Group Population At Risk % of Total Annual Cost % of Resources 

6-17 1,069 27 64,622 26.1 
18-64 1,560 3 9 8,033 3.2 
65+ 130 3 1,134 0.5 
Indigenous and black population 490 12 7,935 3.2 
Households (excl. subsidies) 94,2 1 1 38.0 
Direct subsidies bl 40,053 16.2 
Total 247,628 100.0 

Note: " Excludes social insurance. b1 Electricity subsidies (300kwh and bono 80) and Transport Subsides 
(buses and student voucher). 
Source: Table 8.36. 

98. Relevance and Scope. Honduras' social protection programs seek to address the 
main risks affecting the poor and, therefore, are generally relevant. For all the key risks 
that have been identified there are several programs that seek to address them. On the 
other hand, the impact of the social assistance programs does not appear commensurate to 
the amount of resources spent, as the number of poor in a situation of risk remains high. 
Indeed, the allocation of resources is biased in favor of subsidies that are not well 
targeted on the poor. As shown in the Table above, 16 percent of social assistance 
spending is on subsidies on electricity and transport, most of which do not benefit the 

17. However, when all subsidies are considered - direct, indirect and hidden - the total amount of 
resources used was US$212 million (2.6 percent of GDP) in 2005 and an estimated US$ 320 million 
in 2006 (or 3.5 percent of GDP), far surpassing the amount spent on social assistance. 



poor (see targeting below). Children aged 0-5 years, who represent the most vulnerable 
group, receive a very modest share of total resources. Seniors and the indigenous and 
black population also appear to be at a disadvantage, considering the limited scope of 
social insurance programs (pension and medical insurance). 

99. Coverage. The coverage of some programs that are important for the poor is 
limited, leaving vulnerable a large number of people. For instance, there are 200,000 
poor children under age 5 that suffer from chronic malnutrition, but the maternallinfant 
programs managed through the Family Allowance Program (PRAF) and the National 
Institute for Children and Family (IHNFA) together reach less than 100,000 children. An 
apparent exception is the Healthy School Program that reaches over one million children 
with school lunches and medical attention. Nonetheless, 500,000 children that do not 
attend preprimary and the 200,000 children that do not attend primary school do not 
benefit from that program. The coverage of IHNFA programs are very limited, as the 
institution's limited resources are almost entirely absorbed by personnel costs. Similarly, 
vocational training courses offered by the National Vocational Training Institute (INFOP) 
have a limited impact, reaching less than 3 percent of the labor force. Housing programs 
only reach 5,000 of the 200,000 households reporting over-crowded conditions. Finally, 
most of the subsidies on basic services do not reach the poor households because 280,000 
of them do not have safe water and 470,000 do not have electricity. 

100. Honduras has low social insurance coverage. The social security system covers 
about 18 percent of the population, and less than 6 percent of Honduras's seniors have a 
pension. Health insurance coverage is similarly low, and 13 percent of the population 
(900,000) does no have adequate access to health services. 

101. Monitoring - and Evaluation (M&E). The great majority of social assistance 
programs in Honduras do not have monitoring and evaluation systems in place. Their 
impact, therefore, cannot be determined. Major exceptions are the programs financed by 
the multilateral banks, including FHIS and PRAF. In most other institutions, information 
and M&E systems are inadequate. In some cases there is not even the most basic 
information on the cost or coverage of the program. In most cases there is no information 
that permits an assessment of program outcomes or impact. Very few programs have 
adequate controls or verification systems to ensure that the information generated is 
accurate and complete. 

102. Cost Efficiency. The lack of information precludes any detailed analysis of the 
cost-efficiency of most social assistance programs. However, indirect evidence suggests 
that there must be substantial room to increase the cost efficiency of existing programs. 
For example, a recent evaluation of the PRAF program found that the program spent one- 
third of its budget on administrative costs, which is more than three times the less than 10 
percent spent in a similar program in Mexico (Progresa/Oportunidades). The school 
lunch program is another area where there might be room to improve cost-efficiency. 
Currently, foodstuffs are sent to schools across the country where parents are organized 
to prepare the meals. This raises the need to store the foodstuffs at a central or regional 
location, transport the foodstuffs to the schools, and store them again locally. It is likely 
to be more cost effective to transfer funds directly to schools so that the school director 
with the parent association can buy the foodstuffs locally. This would save on logistical 
costs and yield a positive impact on the local economy. 



103. Tarzeting. The degree of accuracy in targeting social assistance programs is 
highly variable. Table 19 lists the principal social assistance programs in Honduras, 
ranked in descending order of progressiveness, as measured by the participation of the 
poorest consumption quintile in a given program. It identifies the PRAF maternallinfant 
program as the most progressive, while scholarships and housing programs are among the 
least progressive. 

Table 19. The Progressiveness of the Principal Assistance Programs 
Programs Participation of the poorest quintile 

(Ql) in program (%) 
PRAF Maternal Infantile 61.4 
PROHECO 54.3 
PRALEBAH 48.6 
EDUCATODOS 44.9 
PRAF Education Voucher 41.6 
PRAF school bag 29.8 
School lunches 29.0 
FHIS 23.3 
Scholarships 15.2 
Housing programs 15.1 
Water subsidies 2.3 
Electricity 300 kwh subsidy 3.3 
Student transportation 0.0 
Mass Transvortation 0.0 

Source: ENCOVI 2004. 

104. The preceding table also indicates that the various subsidies being granted in 
Honduras are among the worst targeted interventions in the social assistance arsenal. The 
main subsidies are summarized below, together with the fiscal savings that could be 
achieved by re-targeting them better or eliminating them. 

Electricity direct subsidies (up to 300 kwh). This subsidy costs the Government 
Lps. 275 million a year. Those that consume less than 100 kwwmonth receive 
only 22 percent of the subsidy and those that consume over 100 kwhlmonth 
receive the remaining 78 percent. If the Government decides to focus the direct 
subsidy only on those that consume less than 100 kwh, it could save about Lps. 
2 1 5 million a year. 

Electricity subsidies (Bono 80) This subsidy is clearly regressive. It benefits only 
those that are clients of ENEE and benefits most those that consume more. If the 
Government decides to focus this subsidy only on those that consume less than 
100 kwh, as was the original intent of this subsidy, it could save Lps. 350 million 
a year. 

Exonerations of taxes on fuel oil and diesel used for electricity generation 
represent a large subsidy. They cost the Treasury Lps. 1,795 million in 2006, of 
which about 95 percent is exoneration on the private sector and the rest on ENEE. 
If the Government decides to reduce this exoneration gradually, say in equal 
installment during a five year period, it could collect Lps. 359 million during the - 

first year. (Eliminating this subsidy will, of course, put upward pressure on 
electricity generation costs and on the need for ENEE to raise electricity tariffs 
and operating efficiency. It is more efficient, however, to assist poor households 



affected by such tariff increases with other, better targeted subsidies, such as a 
revised Bono 80.) 

Fuel subsidies. As of December 2006, the subsidies due to the price differential of 
fuel have declined substantially. What remains is a small subsidy on LPG. Since 
the price of gasoline has declined below the frozen price by more than the tax 
break, the Government could consider reinstating the tax and recovering Lps. 79 
million in taxes. 

Telecom subsidy. HONDUTEL's transfers to the Government have declined 
because it maintains a tariff structure that cross subsidizes local calls with 
international calls, while facing increased competition from new operators. As 
HONDUTEL enters the mobile market and competition in the sector intensifies, it 
should be allowed to set its prices and use its resources to invest and increase its 
competitiveness. On the other hand, HONDUTEL also should be required to pay 
taxes, fees for the use of spectrum, and the return on equity to the Government. 
At this juncture, however, it is not possible to estimate how much HONDUTEL 
should be transferring to the Government under such conditions. 

Partial Cost Adjustment of Electricity and Water Tariffs. Similar to 
HONDUTEL, there are losses incurred by ENEE and SANAA for failing to set 
tariffs at levels that cover the full cost of operation and capital depreciation. For 
2006, those losses have been estimated at Lps. 2,119 million for the ENEE and 
Lps. 72 million for SANAA. One reason that the costs of these enterprises are so 
high, however, is that they are inefficient. It is not clear that their customers alone 
should bear the full cost of those inefficiencies, so a tariff adjustment that 
eliminates losses entirely may neither be feasible nor advisable on economic 
grounds. As before, a more detailed study is required to identify the main sources 
of inefficiency, which could serve as the basis for estimating the subsidization - 

losses due to inappropriate tariffs. These subsidization losses can range hom 0 to 
the total observed losses observed in both enterprises. 

105. Which assistance programs should be strengthened? First, it is important to keep 
in mind, that sustained reduction in poverty can only be achieved by tackling the root 
causes of poverty, which are often associated with lack of human capital formation and 
low education attainment. Improving education attainment of the poor takes time and 
requires the investment of considerable amount of resources over long period of time. 
The programs that should receive priority are those that help to break the 
intergenerational transmission of poverty by building the human capital of poor 
Hondurans early in their lives. These programs are: 

Maternallinfant programs that seek to ensure that children are born healthy and 
with adequate weight. Conditional cash transfers program have shown to be 
effective in promoting attendance at controls, but supply side issues (the capacity 
of the health system to respond to increase demands) must also be addressed. 

Programs directed at poor infants particularly those focusing on nutrition and 
early stimulation. Young children that suffer from malnutrition or lack of 
stimulation are bound to develop poorly and have low education attainment, 
thereby perpetuating poverty. To be cost effective, these programs should be 



community-based and receive the support from parents, NGOs and local 
governments. 

Preprimary education (including bilingual multicultural education) and associated 
programs such as the Healthy School Program. 

Programs that encourage children to enter and remain in school such as 
conditional cash transfers as well as scholarships and assistance for poor students 
so they can enter and progress in the education system toward higher grades. 

Scholarships and education assistance focusing on poor students. 

Table 20. Potential Savings From Re-Targeting or Eliminating S 
Sector1 Program Financed Cost in 2006 Possible Policy Changes 

by (Lps. million) 

Electricity SEFIN ; 275 1 Concentrate subsidy on 
I I 300 khw i ; consumption below 100 
I L i kwhlmonth 

Electricity SEFINIENEE / 550 i Give Bono 80 to only 
I 

I 
Bono 80 I those that consume less 

I 1 I i than 100 kwhtmonth 
..................................................................................................... 

Fuel Subsidies Ministry of 1 64 1 1 Reinstate tax on gasoline 

I ~inance  1 
- 

i 
Exoneration of taxes 
on fuel oil and diesel I i ) a 5 year period 

i use to produce I 
i I 

electricity i i 
Sub-Total 1 3,261 1 

(as % of 2006 GDP) I 1 (1.9%) 1 
Telephony cross SEFINI 1 343 I Set prices to cover taxes, 

Tariffs below Cost, 

Note: a/ Fiscal savings per annum. 

bsidies 
Potential 
Savings 

(Lps. million) a/ 

106. The potential fiscal savings that the Government could realize on the subsidies are 
summarized in Table 20. They are estimated to lie between Lps. 1.0 billion (0.6 percent 
of GDP) and Lps. 3.5 billion (2.0 percent of GDP). Conversely, if these (or similar) 
policy changes are not adopted and subsidies remain unchanged, they will continue to 
drain the Government budget year after year. 

107. None of the programs recommended here for expansion are new and most are 
being considered in the Red Solidaria. PRAF has acquired a lot of experience with 
conditional cash transfers (CCT) programs and knowledge of what is needed to 
strengthen them. As recommended in a recent evaluation, PRAF needs to be streamlined 
by becoming specialized in CCT programs, and dropping many of other small programs 



that it manages for the elderly, youth and others, which can be taken up by other 
institutions with experience in these areas. 

108. With respect to nutrition and early stimulation programs directed at infants (0-3 
years old), a restructured IHNFA should take the lead, in close coordination with the 
Ministry of Health, Ministry of Education, Municipalities and NGOs. (Before this can 
happen, however, INHFA needs to be reorganized. It currently lacks the capabilities to 
discharge its mandate effectively and requires a major overhaul and more resources, 
while gradually changing its focus toward prevention and decentralizing its operations.) 
There is already experience in the country with community-based kindergartens. This 
experience needs to be evaluated and the more cost-effective models replicated. The 
overall model of attention may follow the principles of the CCEPREB (or the 
community-based preprimary education with volunteer mother) and of Healthy School, 
with the volunteers receiving the appropriate training to take care of infants. 

109. For preprimary level, the CCEPREB and Healthy Schools programs should 
continue to expand with the medium term goal or reaching all 4-6 year olds. Finally, the 
assistance programs for students (scholarships and direct assistance) managed by the 
Ministry of Education should be better targeted on the poor and strengthened to enable 
poor students to complete primary education and progress to secondary and higher 
education. 

11 0. Social insurance programs also need substantial strengthening. Honduras spends 
less than one-half as much on social insurance programs than other Latin America 
countries. IHSS covers only 18 percent of the population and less than 6 percent of the 
seniors have a pension. Therefore, there is a need to strengthen the social security system 
and gradually increase its coverage. Given the government's tight fiscal situation, 
however, this increase in coverage needs to be achieved in a fiscally neutral manner. 

11 1. Finally, there is a need to implement M&E systems in all institutions. These 
systems are necessary tools to ensure that the programs have the desirable impact on the 
poor at-risk and that the benefits are delivered in a cost-effective manner. 

I. Public Expenditure Management for Poverty Reduction 

112. For the past six years, the Poverty Reduction Strategy (PRS) has dominated the 
development policy process and discourse in Honduras. The PRS presented in 2001 laid 
out ambitious development and poverty reduction targets for the period to 2015 in line 
with the Millennium Development Goals (MDGs). The PRS survived political 
transitions in 2001-02 and 2005-06 and remains the only long-term, strategic planning 
instrument in Honduras addressing development issues across a broad front. The strategy 
has accommodated revisions following these changes in administration, the first aimed at 
strengthening components related to growth1g, the second - still on-going - aimed at a 
more fundamental reorganization. The PRS' guiding goals and principles are endorsed 

18. Government of Honduras, Attaining the Goals of the Poverty Reduction Strategy: Implementation 
Plan for 2004-06, Consultative Group Meeting for Honduras, Tegucigalpa, June 2004. 
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by all the political parties, even if there is debate regarding the best way to achieve them. 
Moreover, the PRS process has provided a framework for civil society engagement with 
Government and the coordination of development initiatives at the national, regional and 
local levels. In much the same way, the PRS provides the framework for external 
partners' country assistance strategies, guiding the allocation of their financing and 
defining key themes in policy dialogue. 

1 13. The PRS is now at a crossroads: external partners helped drive the PRS process in 
its early years but its sustainability will depend on the continued commitment of national 
stakeholders. Although the PRS process was built on the foundation of post-Hurricane 
Mitch reconstruction efforts, the process was launched and heavily influenced by the 
requirements of the HIPC initiative. These mandated a process that was country-driven, 
comprehensive, partnership-oriented, and participatory. The promise of debt relief 
through the HIPC Initiative has provided a strong incentive for successive 
administrations to support the PRS process, endorse its guiding principles and implement 
a structural reform program. 

1 14. Honduras' mixed poverty-reduction performance, however, has called into 
question the PRS' effectiveness. While candidates during the 2005 election campaign 
endorsed the PRS goals, they also noted with concern that the strategy had failed to 
deliver reductions in poverty despite substantial increases in PRS spending and 
improvements in economic performance. Indeed, data from the annual income-based 
household survey showed that the incidence of poverty fell slightly from 64.5 percent in 
2001 to 64.2 percent in 2004, then rose to 65.3 percent in 2005.19 This slow pace of 
poverty reduction also was confirmed by the 2004 Living Standards Measurement Survey 
(LSMS), using consumption-based  measure^.^'. Fortunately, the preliminary household 
income survey figures for 2006 finally are beginning to show a more pronounced poverty 
decline in response to the above-average income growth experienced since 2002. 

115. The problem of slow poverty reduction lies not with the level of PRS spending: 
PRS spending increased from 7.5 percent of GDP in 2002 to 8.3 percent in 2006, while 
total central government expenditures declined as a share of GDP over the same period. 
Table 21 presents trends in PRS and non-PRS spending as a share of GDP, based on data 
from SEFIN and PRS Progress ~ e ~ o r t s ~ ' .  This data includes expenditures on post-Mitch 
reconstruction efforts from 2000 to 2002, amounting to just under 2 percent of GDP in 
2000 and 2001. If these expenditures are excluded, the sustained growth in PRS 
spending can be traced further back to 2000, when expenditures under the expanded 
definition amounted to 6.4 percent of GDP. 

19. The incidence of extreme poverty followed a similar trend: dropping from 47.4 percent in 2001 to 
44.6 percent in 2004, then rising again to 47.1 percent in 2005. 

20. World Bank, Honduras Poverty Assessment: Attaining Poverty Reduction, Report 35622-HN, June 
30,2006. 

2 1. In the case of the 2007 budget, SEFlN's website at the time of writing presents a higher level of PRS 
spending (amounting to L23,736 million, equivalent to 12.4 percent of GDP) than the values presented 
here (amounting to L16,459 million, equivalent to 8.5 of GDP). The lower value presented here does 
not take into account adjustments reflecting the definition of poverty reduction spending, with much of 
the discrepancy due to the inclusion of the full cost of salaries in the education and health sectors. 
Corrected values have been prepared with SEFIN's assistance and used for the sake of consistency. 



Table 21. Total PRS Spending in Honduras by Source of Funds 

2000 2001 2002 2003 2004 2005 2006 2007 

Total Expenditures 

PRSP Expenditures 
Domestic Resources 
External Resources 

O/W HIPC + MDRI 

Non-PRSP Expenditures I/ 
Domestic Resources 
External Resources 

millions of current Lempiras 
26,718 31,048 32,549 36,803 

8,157 9,255 11,356 13,957 
5,108 5,417 6,319 9,226 
3,048 3,838 5,037 4,731 

940 917 1,091 695 

18,561 21,793 21,192 22,846 
17,133 20,043 19,746 20,269 

1,428 1,750 1,447 2,576 
percent of GDP 

Total Expenditures 24.4% 25.9% 24.7% 25.8% 23.7% 23.4% 22.6% 23.0% 

PRSP Expenditures 8.2% 8.8% 7.5% 7.7% 8.3% 8.9% 8.3% 8.5% 
Domestic Resources 4.9% 4.7% 4.7% 4.5% 4.6% 5.9% 5.3% 5.3% 
External Resources 3.3% 4.1% 2.8% 3.2% 3.7% 3.0% 3.0% 3.2% 

O/W HIPC + MDRI 0.2% 0.9% 0.9% 0.8% 0.8% 0.4% 1.5% 1.4% 

Non-PRSP Expenditures 1/ 16.2% 17.0% 17.2% 18.1% 15.4% 14.5% 14.4% 14.5% 
Domestic Resources 15.1% 14.5% 15.8% 16.6% 14.4% 12.9% 13.3% 12.6% 
External Resources 1.1% 2.6% 1.3% 1.5% 1.1% 1.6% 1.1% 2.0% ................................................................................................................................... 

Memo item: 
PRSP Exp. excl. post-Mitch Reconst. 6.4% 7.0% 6.5% 7.7% 8.3% 8.9% 8.3% 8.5% 
Source: MIFIN, Balance Financier0 del Gobiemo Central. 11 Non-PRSP Expenditures includes interest payments. 

116. Growth in PRS spending has followed a relatively steady upward trajectory, with 
the exception of 2002 and 2006, following elections, when PRS spending dropped by 
around 0.5 percent of GDP. In both of these years, the reduction in PRS spending was 
accompanied by an increase in non-PRS spending - by around 0.4 percent of GDP - 
suggesting that reductions in the PRS spending cannot be solely ascribed to reduced 
implementation capacity following changes in agency personnel. Nevertheless, the 
trajectory of PRS spending has kept broadly in line with the targets agreed under the 
IMF-financed PRGF, with the exception of 2006, when the program envisaged a further 
increase in PRS spending to around 9.3 percent of GDP, but actual expenditures only 
reached 8.3 percent of GDP. The 2007 budget points to a modest recovery in PRS 
spending to 8.5 percent of GDP. In sum, the growth in pro-poor spending, accompanied 
by constraints in overall spending, has resulted in a gradual shift in resources towards the 
PRS. In 2002, PRS spending accounted for one third of total expenditure, with this share 
increasing to two fifths of total expenditure in 2005 before dropping slightly in 2006. 

1 17. The problem of a low poverty response to rising PRS spending mainly lies in the 
poor alignment of PRS spending with PRS goals, inadequate poverty targeting and 
inefficiencies in the management of these funds. Poverty spending has been heavily 
skewed towards the social sectors, notably education and health. These sectors have been 
allocated about 65 percent of PRS spending in the period 2001 to 2006 and this share 
continues to increase. PRS spending on economic growth and rural development has 
been limited. Programs in support of micro and small scale business, for instance, which 
have figured prominently in the strategy from the start, have been largely ignored in the 
allocation of PRS spending. Recurrent spending, mainly on salaries in education and 
health, has absorbed the major and growing share of PRS spending. It accounts for 76 



percent of total PRS spending in the 2007 budget, up fiom 56 percent in 2001. At the 
same time, the share of PRS funds allocated to investment and capital transfers has fallen 
from over two fifths of the total in 2001 to less than a quarter in 2007. Moreover, poverty 
spending is only moderately pro-poor, with just 24 percent of PRS spending assigned to 
the poorest quintile while the top two quintiles, the non-poor, continue to benefit fiom 
around 30 percent of PRS spending. 

11 8. The PER argues that improvements in the alignment and impact of PRS spending 
can best be achieved by integrating the PRS with the budget process at the heart of 
Government. Attention has tended to focus on the tools established to support the PRS 
process, notably the definition of PRS spending and the arrangements by which PRS 
spending are managed. Civil society has argued for a "real" poverty fund, with a view to 
segregating and thereby protecting debt-relief spending. This review argues the opposite 
- for integration rather than segregation of PRS spending and the mechanisms by which it 
is managed. 

119. The rationale for this position is straightforward: to establish a meaningful link 
between poverty-reducing spending and poverty outcomes, it is necessary that all 
spending on poverty-related programs be taken into account, and not just a sub-sample of 
those programs (e.g., programs financed through HIPC debt relief). Fragmentation of the 
budget is bound to lead to a sub-optimal allocation of resources. It is also important to 
recognize from a macroeconomic perspective that any funds that are not spent in the 
course of a particular fiscal year cannot simply be carried over to the next fiscal year, as 
this could have destabilizing consequences unless other expenditures planned for the new 
fiscal year are cut back. In this context, creating a 'real' poverty fund to protect the 
funding for particular PRS project spending across fiscal years raises the probability of 
having badly-executing projects crowd out other, more deserving projects. 

120. Significant progress has been made in strengthening public expenditure 
management systems over the last three years due to the implementation of the Organic 
Budget Law approved in December 2004. The challenge is now to develop the tools that 
will translate PRS goals into expenditure policy, resource allocations and expenditure 
outcomes within the framework of budget and planning routines. The remainder of this 
section reviews the key conclusions and recommendations presented in the body of the 
report. A summary table is presented in Box 2. 

121. Getting the budget structure right is the critical first step in aligning resources 
with policies. A program classification has been applied across the public sector for the 
last three budget cycles. This seeks to align resources and management structures with 
the results that institutions are seeking to achieve, generally defined in terms of the 
quantity and quality of services delivered to the public. A basic program structure is in 
place, though further work will be needed over the coming years to align programs more 
closely with outputs, ensure clear lines of accountability for performance and refine 
performance indicators. This will be a gradual process, led by the line agencies, since 
they are best able to define the appropriate packages of services and the program and 
management structure able to deliver them. 

122. If the PRS is to influence resource allocations, PRS spending will have to be 
aligned with the budget structure and programs' performance against PRS goals assessed 



systematically. The current definition of PRS spending helps align spending with the 
strategy, but bears little relation to the budget. As a result, reports are prepared on PRS 
spending for information purposes but have little relevance for decision-making. PRS 
documentation should map resource allocations to PRS goals following the institutional 
and program structures used in the budget. The performance of these programs can then 
be assessed against PRS goals using simple criteria, such as indicators of poverty 
incidence, efficiency and transparency in spending. The intention would be to gradually 
improve the budget's program structure so that it is more closely aligned with PRS goals 
and use performance criteria to guide shifts in resource allocations in favor of programs 
that can demonstrate poverty reduction impacts. This implies a more dynamic structure 
of PRS spending which would provide an incentive for programs to improve their 
poverty reduction performance, rather than the current static definition of PRS spending. 

123. Changes in resource allocations need to be planned over the medium-term, based 
on realistic projections of resource availability at both the cross-governmental and agency 
level. Honduras has established a multi-year budget but still does not have a workable 
expenditure planning tool. This report proposes that Honduras focus on the basic 
building blocks of an expenditure planning system: first, a medium-term fiscal 
framework which links Government's projections of future expenditures to realistic 
projections of resource availability; second, a budget framework that projects future 
resource allocations between institutions and key categories of expenditure in support of 
Government policy; and third, medium-term sector expenditure frameworks, based on the 
budget framework's forward funding estimate. 

124. SEFIN has to take the lead, particularly as regards setting a top-down fiscal and 
budget framework. However, line agencies should take the initiative in developing 
medium-term sector expenditure frameworks within the constraints of the budget 
framework and the budget structure. Future public expenditure reviews and expenditure 
tracking surveys can be used to inform and guide expenditure plans. The success of these 
initiatives will ultimately depend on the extent to which the medium-term expenditure 
planning tools are used to guide resource allocation decisions in the context of the annual 
budget. 

125. Remarkable progress has been made in modernizing expenditure management and 
treasury systems, though further work is needed to link expenditure and procurement 
processing and improve internal controls. SEFIN implemented the single treasury 
account in 2006, finally closing all agency bank accounts for the 2007 budget exercise. 
Virtually all payments are now made electronically. This has brought significant 
improvements in the quality of financial information, cash and budget management as 
well as eliminating serious security risks. Responsibility for budget execution has been 
deconcentrated to the agency level and ex-ante controls eliminated. However, internal 
controls at agency level remain extremely weak. In response, SEFIN has established a 
budget control unit to monitor agencies' budget execution. Full implementation of 
procurement management system, HONDUCOMPRAS, interfaced with SIAFI, the 
expenditure management system, will strengthen the control environment. Completion of 
HONDUCOMPRAS is now a matter of urgency in order to bring the publication of 
procurement information in line with the requirements of the Transparency and Access to 
Information Law, which comes into force in early 2008. 



Box 2. PEM Recommendations 

Public Expenditure PRS Process and 
Management Reforms PRS Spending 

Budget Refine program structure to improve alignment Present PRS spending according to budget's 
Structure with results (packages of results) & clarify lines of program structure (in addition to presentations 

accountability by PRS pillar) 
Define program level PRS performance 
criteria aligned with PRS goals and review 
these during budget process 

Expenditure Develop a realistic medium-term fiscal and budget Include forward estimates of PRS spending in 
Planning framework and publish prior to launch of budget budget framework and sector expenditure 

process frameworks 
Develop sector expenditure frameworks in key 
sectors, following resource limits defined in the 
budget framework 

Expenditure Establish regular program of sector expenditure Review PRS performance criteria in sector 
Analysis reviews to improve policy alignment and program expenditure reviews 

structure 
Undertake expenditure tracking surveys in key 
sectors to assess service delivery impacts 

Budget Implement computerized procurement system, 
Execution Honducompras, with interface to SIAFI 

Enforce agency level internal controls and use of 
sanctions foreseen under OBL 

Management Integrate institutional performance indicators in Include PRS intermediate indicators in 
for Results budget submissions and SIAFI institutional performance indicators 

Oversight Implement Transparency and Freedom of Fund TSC from PRS spending, with funding 
Information Law as regards publication of linked to improved coverage and follow-up on 
financial, procurement and audit information audit findings 

Professional- Professionalize planning, financial management 
ization and procurement functions across all line agencies, 

including senior posts and competitive pay regime 

Decentral- Benchmark performance indicators for Restructure financing for locally-identified 
ization municipalities (eg. transparency, efficiency, projects into a block grant transfer, following 

resource mobilization) PRS allocation criteria 
Issue regulations standardizing financial Improve coverage of data on key PRS 
management practices at municipal level intermediate indicators at municipal level to 
Undertake needs assessment for municipal facilitate local monitoring efforts 
management information system 

External Develop SIAFI based external assistance Present breakdown of structure of external 
Assistance information system replacing standalone reporting assistance and alignment with PRS goals in 

systems regular progress reports 
Provide forward estimates of external financing 
allocations as part of medium-term budget and 
sector expenditure frameworks 

Participation Publication of medium-term fiscal and budget Define agenda of policy analysis to address 
Consultation framework prior to launch of budget process and through CCERP 

review in consultations with Congress Define rules of engagement for CCERP's role 
in budget, planning and reporting routines 
Fund CCERP technical and monitoring 
functions from PRS spending 
Development of social audit program with 
TSC, SEFIN and Presidency and funding 
under PRS spending 



126. Alongside improvements in the disclosure of financial management information, 
it will be important to open up opportunities for policy discussion. The Transparency and 
Freedom of Information Law will have a significant impact by requiring the routine 
publication of information on financial management and procurement at a cross- 
governmental and agency level, covering all three branches of the public sector. This 
will include full disclosure of TSC's audit reports. Alongside these efforts to improve 
access to information, it will be important to build opportunities for dialogue on policy 
issues. Development and publication of a medium-term fiscal and a budget framework 
would provide an opportunity to focus dialogue on policy issues at an early stage of the 
budget process. These instruments could be used to engage in discussion with civil 
society and congress before detailed budget preparation begins. 

127. During the 2008 budget exercise, the Government intends to link the successful 
results-based management system more closely to the PRS and budget process. The 
management system has already had a significant impact on behavior, leading agencies to 
program investment funds much more conservatively to avoid registering poor 
performance against budget execution indicators. The institutional indicators have now 
been revised to incorporate most of the PRS intermediate indicators, including those that 
at a sectoral (cross institutional) level. This provides a tool for programming PRS targets 
for the first time. The Presidency and SEFIN are working closely to ensure consistency 
between the indicators used for the results-based management system and the budget. 

128. Professionalization of planning, financial management and personnel 
management functions is essential if investments in systems development are to lead to 
sustainable improvements in performance and reduced fiduciary risk. The Government 
has indicated that it intends to proceed with a professionalization program within the 
existing legal framework, starting first with a number of institutions and then covering 
the cross-cutting functions in line agencies' planning and administration departments. In 
order to have an impact on performance, the professionalization program will have to 
include senior management in these functions and be implemented together with a 
competitive remuneration regime. 

129. Decentralization of additional resources in support of locally-identified projects 
has been a welcome development, though this process needs to be accompanied by 
measures to monitor and provide incentives for improved governance at the municipal 
level. The allocation of L700 million - amounting to about 5 percent of PRS spending in 
2006 - for locally-identified projects has strengthened the role of municipalities in PRS 
implementation. Unfortunately, the use of excessively centralized approval and 
disbursement procedures has undermined the effectiveness of this message. These 
problems could be resolved transferring funds as block grants, following procedures 
similar to those used for the existing fiscal transfer mechanism. Ideally, the transfer of 
additional resources would be accompanied by measures to improve municipal 
governance, including the use of simple indicators to monitor governance and 
performance. Key indicators could include measures of transparency and accountability, 
efficiency and quality of services. Benchmarking between municipalities would provide 
an incentive for improved governance and performance. This incentive could be 
reinforced by using performance indicators as one of the criteria for the allocation of PRS 
resources. 



130. Improvements in the alignment of external assistance will require more effective 
management systems and tools for signaling financing priorities at the cross- 
governmental and sector levels. Even though Government and external partners are 
committed to aligning external assistance with PRS priorities, only 64 percent of external 
assistance is classified as financing PRS spending and this proportion is falling sharply. 
Improvements in PRS alignment will require more effective external assistance tracking, 
consolidating information on external assistance flows in the system used for budget 
management, SIAFI. At the same time, the Government will need to provide a clearer 
indication of its financing priorities, by including indicative forward estimates for 
external financing in its medium-term budget fiamework. At the sector level, alignment 
will largely depend on the Government's ability to arrive at a consensus around sector 
strategies and prepare a medium-term sector expenditure framework to support their 
implementation. Forward estimates allocating external financing between programs are a 
much more effective way of signaling priorities than shopping lists of project proposals. 
While the development of sector strategies will promote harmonization, the adoption of 
national systems will largely depend on the level of confidence in national fiduciary 
controls. SIAFI and - once fully operational - HONDUCOMPRAS can and will be 
applied to management of the project portfolio, including projects financed by external 
assistance. However, confidence in these systems will also depend on progress being 
made in the professionalization of these functions 

13 1. Civil society and Government will need to develop a common agenda, anchored 
in planning and budgeting routines and clear rules of engagement, if Honduras is to 
realize the benefits of a participatory planning process. While civil society and 
Government are focused on distinct PRS agendas there is little scope for meaningful 
dialogue in the context of the CCERP. Attention needs to turn towards the key PRS 
policy issues. At same time, CCERP will need to be given the opportunity to discuss PRS 
spending policies early on in the budget process. Risks of misunderstanding can be 
reduced by defining clear rules of engagement regarding the timing of discussions, 
identifying participants, the information to be made available and the channeling of 
CCERP recommendations, and developing a work plan identifying the issues to be 
addressed. In recognition of the CCERPYs role as a statutory body, PRS funding could 
legitimately be provided to support capacity building and operational costs related to civil 
society's policy analysis, monitoring and dissemination functions. 

132. At the local and regional level, efforts to develop planning instruments aligned 
with the PRS process merit official support, while greater use could be made of local 
social monitoring capacity to provide feedback on program performance. Incorporating a 
regional dimension to the national PRS and sector strategies will be a gradual process. A 
sensible first step would be to incorporate representatives of the regional PRS initiatives 
in the CCERP, so that they can begin to advocate for regional variations on the national 
strategies. Development of guidelines for social monitoring initiatives, together with the 
TSC and Government agencies, should help build a bridge between formal and informal, 
central and local monitoring efforts. Financing from the monitoring funds foreseen under 
Poverty Reduction Fund legislation would support the implementation of a program of 
social monitoring activities and promote collaboration between Government agencies and 
civil society. 



133. Despite on-going controversy, the PRS remains the key - the only - planning and 
policy instrument capable of guiding public policy at a national, regional and local level. 
The PRS has succeeded in mobilizing the support of political parties, government 
agencies, civil society and Honduras' external partners. The legitimacy and urgency of 
the PRS' goals are unquestioned. The challenge ahead is to transform the PRS from an 
aspiration into an operational tool. This can only be achieved by anchoring the PRS in 
the budget and planning processes which guide the work of the public sector. 


