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The last joint Country Assistance Strategy for Panama was discussed by the Executive Directors 
in October 1998 (Report No. 18421 PAN dated October 29, 1998) 
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EXECUTIVE SUMMARY 

i. Panama i s  a nation o f  stark contrasts. With a population o f  about 3 mil l ion and per 
capita GDP that ranks i t  as an upper-middle income nation, Panama’s extreme inequality 
means that almost 40 percent o f  the population l ive in poverty and one sixth are destitute. 
Panama enjoys sophisticated financial and service sectors and i t s  famous canal i s  considered 
a world-class operation, but i t s  public administration systems remain underdeveloped, i t s  
c iv i l  service weak, and a portion o f  the economy remains sheltered, serving only the 
domestic market and lacking the dynamism to generate adequate jobs and growth. 

.. 
11. The Bank was one o f  Panama’s major development partners over much o f  the 1990’s, 
a period in which the country made steady progress on structural reforms to open the 
economy and improve competition, strengthen fiscal sustainability and modernize the state. 
However, the Bank’s engagement has dropped o f f  dramatically in recent years as reform 
progress stalled. 

iii. The last Country Assistance Strategy (CAS) for Panama, covering FY99-01, was 
discussed at the Board in October 1998. National elections were then held in May  1999. 
Over the next administration (Sept. 1999-Aug. 2004), economic growth and policy reform 
slowed and the Government turned increasingly to capital markets for financing, leaving 
much o f  the CAS unimplemented. Implementation o f  ongoing projects languished and 
policy dialogue with the Bank shrank to a few areas o f  active lending with decreasing 
attention to cross-cutting concerns. By the end o f  FY05, the World Bank portfolio in 
Panama had shrunk to just three operations o f  which about $60 mi l l ion i s  left to be disbursed. 

iv .  A new administration led b y  President Martin Torrijos took office September 1, 2004. 
I t  has spent much o f  i t s  f i rst  year putting the country’s finances back in order, including 
passage o f  politically costly fiscal and social security reforms (in February and May  2005). 
With these accomplishments, the administration made public in June 2005 a more 
comprehensive vision for economic and social development over i t s  five-year term’. The 
strategy, comprised o f  f ive pillars, emphasizes fiscal responsibility and good governance and 
aims to accelerate export-led growth in a way that would increase investment and create 
more jobs cutting poverty b y  one-fifth by 2009. 

v. In response to the current administration’s interest in services offered by  the Wor ld  
Bank, this proposed Interim Strategy Note (ISN) lays out a step-wise 24-month program that 
aims to generate a more robust pol icy dialogue based on the preparation and findings o f  
several core diagnostic analytical pieces, a development pol icy loan ($60 million) and a 
follow-on Rural Poverty Project ($35 million) in FY06. Then building from this base, in 
FY07 the Bank would undertake additional analytical work and would finance two more 
poverty-focused investment projects ($65 million). These measures, in turn, are expected to 
lead to the development o f  a longer-term program o f  Bank support through a new Country 
AssistancePartnership Strategy that would cover FY08- 10 (to better align wi th the five-year 
national election cycle). 

“Visio’n Estratkgica de Desarrollo Econo’mico y de Empleo Hacia El 2009” 



vi. Over the long-run, the aim o f  a World Bank development partnership with Panama i s  
to provide selective “demand-driven” assistance, consistent with areas o f  Bank expertise, that 
wi l l  help the country achieve the poverty reduction and improved income equality targets set 
out in the Government’s “Strategic Vision o f  Economic and Employment Development 
Towards 2009.” The Bank also expects to learn from and help disseminate Panama’s 
development successes, including i t s  world class management o f  the canal. 

vii. I t  would be premature for the Bank to associate the modest level o f  activities 
proposed over the next two years with the wide-ranging medium-term development targets o f  
the Government. Instead, success o f  this interim strategy w i l l  be judged in terms o f  the 
timeliness o f  the analytical work and quality at entry of lending provided, the relevance of  
Bank services to the Government’s development strategy and policy formulation, the 
performance of the Bank’s portfolio, and the Government’s interest in a continued 
partnership with the Bank. 

viii. The country’s ability to make further progress on i t s  ambitious medium-term 
development program i s  subject to both political and economic risks. On  the political side, 
politics in Panama are played out as much in the streets as behind the doors o f  government 
buildings. The strikes that followed passage o f  the social security reform caused the 
President to suspend the law’s implementation for 90 days o f  negotiations, slowing 
momentum on other fronts. In addition to the vulnerabilities of  Panama’s externally oriented 
service economy to global slowdowns, the uncertainties created by such political 
vulnerabilities translate into additional risks to economic performance over the medium-term. 

ix. This interim strategy w i l l  gradually step up World Bank engagement in Panama in 
part to minimize potential risks o f  on-going and future Bank involvement. At the same time, 
this gradual approach i s  meant increase the chances that the Bank and Panama w i l l  enjoy a 
fruitful development partnership and the Bank w i l l  be able to make a contribution to helping 
Panama reduce poverty and improve income equality over time. 

.. 
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I. COUNTRY CONTEXT 

1. Panama i s  a nation o f  stark contrasts. With a population o f  about 3 mi l l ion and per 
capita GDP that ranks i t  as an upper-middle income nation, Panama’s extreme inequality 
condemns one sixth o f  the population to destitute poverty. Boasting per capita GNI of 
$4,450 and a modern financial center, nearly 40 percent o f  i t s  population lives in poverty. In 
contrast to Panama City’s modern skyline and comforts, slightly more than half o f  the 
country’s rural residents fa l l  below the poverty line and urban poverty i s  on the rise wi th one 
fifth o f  city dwellers l iv ing as paupers. Panama enjoys sophisticated financial and service 
sectors, but i t s  public administration systems remain underdeveloped, i t s  c iv i l  service weak, 
and a portion o f  the economy remains sheltered, serving only the domestic market. That 
segment chums away lacking the dynamism to generate adequate jobs and growth. 

2. The country’s history owes much to the development and operation o f  i t s  famous 
canal, which today enjoys a reputation as a world class operation. About five percent o f  al l  
ocean trade passes through the Panama Canal, with over 60 percent o f  the cargo bound to or 
f rom the US. The dividends and fees per net ton i t  generates for the Government make up 
about one-fifth of state revenue in 2004. But that situation may change. “Post-Panamax” 
container vessels, which are too big to pass through the canal, dominate new ship orders. 
Some experts predict that absent expansion, traffic through the Panama Canal would drop to 
two percent o f  ocean trade by 2050. The Government has been taking action on two fronts. 
First i t  has invested in improving the existing canal. The Gaillard Cut widening project, the 
modernization o f  lock infrastructure and other measures are expected to handle traffic 
increases until at least 2012 at which time Panamax ships are predicted to comprise one-half 
o f  al l  transits, up to one-third in 20022. Secondly, the Government has been investigating 
the feasibility and financing o f  the construction o f  an additional sets o f  locks. 

3. The current Government sees Panama’s long-term economic future intrinsically 
linked to a larger canal and wil l  hold a referendum on the matter after i t  has made progress 
on reining in the fiscal deficit. Beyond the potential economic implications, expansion, which 
would take more than five years to complete, could affect the small country’s land, water and 
ecosystem balance. I t s  financing would also alter the country’s fiscal picture. However, the 
Government has declared that any expansion o f  the canal would have to be financially self- 
sustaining and i t  has advanced relevant studies. In addition, the Government has indicated 
that i t  would not guarantee investments in making the canal larger. 

A. POLITICAL CONTEXT 

4. Panama i s  a presidential democracy with a unicameral legislative assembly and an 
independent judicial system. The president and the 78 members o f  the legislative assembly 
are elected for five-year terms. There are two vice-presidents and a cabinet appointed by the 
president. The next legislative and presidential elections are due in M a y  2009. 

* Oxford Analytica, “Panama: Canal Sees Doubtful Future Without Investment”, 11 September 2003 and other 
sources 



5. President Mireya Moscoso was elected in May  1999 to lead the previous 
administration and her party finally gained control o f  the Legislative Assembly in 2002. This 
init ial  division o f  political power, coupled with a weak external environment, slowed policy 
making. Also, upon taking office, the Moscoso administration raised tariffs on a range o f  
food stuffs that had been lowered b y  the former Government, at the expense o f  consumers. 
After gaining the majority in the Assembly, the Government was able to push through certain 
measures, but failed to advance an overall vision o f  economic development. In the first half  
o f  i t s  tenure, the Government’s most important achievement was securing congressional 
approval o f  a Fiscal Responsibility Law in 2002 which was seen to provide an adequate 
framework to institutionalize fiscal discipline and achieve medium-term fiscal sustainability. 
But the spirit of the law was not honored and the Moscoso administration left the fiscal 
accounts in disarray, including a Social Security Fund (CSS) that was operating in the red 
with no plan to return solvency. 

6. Lax  fiscal management characterized the Moscoso tenure. Tax receipts over the five- 
year period remained almost stagnant, while current spending rose steadily to cover the 
swelling ranks o f  c iv i l  servants and growing interest payments. Non-financial sector public 
savings went f rom B/109 mi l l ion in 1999 to an estimated deficit o f  B/240 mi l l ion in 2004. 
Public debt grew from about 60 percent o f  GDP in 2000 to almost 70 percent o f  GDP in 
2004. Politics encroached on budget planning and execution as wel l  as on Government 
staffing considerations. Lit t le attention was given to program evaluation and there i s  a 
paucity o f  analysis on the efficacy and efficiency o f  public spending, despite pressing social 
needs and l imited resources. By mid-ZOO3 political maneuvering dominated domestic 
politics. The opposition was especially critical o f  public sector corruption, capitalizing on 
widespread public dissatisfaction. 

7. President Martin Torrijos was elected with a strong mandate in M a y  2004, capturing 
47 percent o f  the vote in a four-way race. Torrijos’ party, Partido Revolucionario 
Democratico (PRD), also attained a majority in the Legislative Assembly. The July 2004 
approval b y  the Assembly o f  a package o f  constitutional reforms introduced b y  then 
President-elect Torrijos was an encouraging start for  the new Government. The reforms, 
aimed at improving governance through modification o f  the institutional structure o f  the state 
and more streamlined public finance control, allowed the new administration to turn i t s  
attention to Panama’s most pressing challenges: fiscal and social security reforms. Progress 
in these areas has come at considerable political cost and evidenced that politics in Panama 
can spill over into the streets. The administration’s economic and social development vision 
i s  summarized in Section I1 below. The emphasis in the strategy on fiscal discipline and 
transparency i s  consistent with the authorities’ belief that fiscal deficit reduction and the 
related improvement in public debt dynamics are necessary and important elements for 
sustaining economic growth and lowering poverty. 

B. RECENT ECONOMIC DEVELOPMENTS 

8. After the slowdown o f  the economy in 2001-2002 a strong recovery started in 2003 
(Table 1). Real GDP rose to 4.3 percent in 2003 and to  6.2 percent in 2004, led b y  a boom in 
construction and the strong rebound in the export o f  goods and services, notably trading 
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activity in the Colon Free Zone. The buoyancy o f  construction was helped by tax incentives 
and the export-oriented transport, communication and tourism sectors have benefited f rom 
the improved external environment. Unemployment declined to below 12 percent in 2004. 
Foreign direct investment reached over $1,000 mil l ion in 2004 (7.4 percent o f  GDP). 

9. In 2005, GDP growth i s  l ikely to slow somewhat. Construction sector activity w i l l  
decelerate, though the level o f  activity wi l l  remain high because tax incentives have been 
extended until end-2005 while the contribution to growth from the external sector, though 
positive, i s  likely to be smaller than in 2004 as a result o f  a less favorable, though s t i l l  
positive, external environment. Panama expects real GDP to continue growing at an average 
rate of around four percent during 2006 and 2007, wi th a declining public debt to  67.7 
percent o f  GDP in 2006 and 66.0 percent o f  GDP by 2007. 

10. The fiscal deficit (excluding the Panama Canal Authority) reached five percent o f  
GDP in 2004, but the new administration i s  taking measures to put the deficit on a declining 
path to slightly less than one percent o f  GDP b y  2008. A fiscal reform (Law No. 6) approved 
in February 2005 includes measures to contain current expenditure, a tax reform which 
emphasizes equity considerations, and measures to increase the efficiency o f  tax collections. 
This reform i s  expected to yield increased tax collections in 2005 arising out o f  withholding 

Table 1: Panama Key Macroeconomic Indicators 
(in % of GDP, except where noted otherwise) 

Actual I Projection 
2001 2002 2003 2004 2005 2006 2007 

Real GDP (% annual growth) 
Real GDP per capita (% annual growth) 
Inflation rate (average % change) 

Gross Domestic Investment 
Gross National Savings 

Kev Nonfinancial Public Sector Indicators 
Public Sector Revenues 
Public Sector Expenditures 
Overall Balance, excl. the Canal 
Total Public Debt 

External Sector Indicators 
Merchandise Exports (fob, incl. CFZ) 
Merchandise Imports (fob, incl. CFZ) 
Current account balance 
External Public Debt 
Direct  Foreign Investment 

0.6 2.2 4.3 6.2 3.5 4.0 4.0 
-0.9 0.7 2.8 4.8 2.0 2.5 2.5 
0.2 1 .o 0.1 0.4 2.0 2.2 1.5 

17.6 15.8 19.1 20.8 20.5 21.8 22.6 
21.2 20.9 20.6 12.8 15.9 18.4 20.2 

23.8 22.9 22.5 21.8 22.6 23.5 24.0 
26.1 26.2 27.2 26.9 26.6 26.1 25.7 
-2.3 -3.3 -4.7 -5.0 -4.0 -2.6 -1.7 
64.7 63.7 63.3 68.1 68.8 67.7 66.0 

50.8 43.3 39.2 42.9 46.1 46.4 46.5 
56.6 51.8 47.9 54.4 61.8 62.7 63.5 

53.0 51.7 50.6 52.6 51.7 50.2 48.9 
3.4 0.8 6.2 7.4 3.7 2.8 2.7 

-1.5 -0.5 -3.4 -8.0 -4.6 -3.3 -2.5 

Source; Office of the Comptroller General, Ministry of Economy and Finance and Bank Staff estimates. 
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taxes on representation expenditures and raises in fees for services to corporations in the 
Colon Free Zone. A pension reform, approved in June 2005, seeks to guarantee the future 
financial and actuarial feasibility o f  the social security system. The final goal o f  both reforms 
i s  the strengthening o f  public finances to generate savings, facilitate social investment 
programs and develop a solid economic base that stimulates growth and employment. (See 
Annex 1 for further details on these reforms). In light o f  the failure o f  the 2002 Fiscal 
Responsibility Law (FRL), which aimed to contain fiscal deficits to two percent o f  GDP, the 
new Government has suspended i t s  implementation and w i l l  seek to revise i t  to increase the 
transparency o f  budgeting practices supported b y  sound policies. 

C. MACROECONOMIC OUTLOOK 

11. The medium-term outlook i s  encouraging as implementation o f  the fiscal reform 
program should put the public sector deficit back on a declining path, picking up on the 
impressive progress made in reducing public sector debt as a percentage o f  GDP through the 
1990s. (See preliminary debt sustainability analysis in Annex 2). Reducing the debt i s  
important to the health o f  the economy because a high debt can contribute to the perception 
o f  country risk, dissuading potential investors and raising the cost o f  capital. The tax changes 
incorporated in the 2005 fiscal reform are projected to yield additional revenues o f  about 1- 
1.2 percent o f  GDP; while the estimated expenditure savings are in the range of  0.8-1.0 
percent o f  GDP. These assumptions are included in the projections in Table 1 and Annexes 
B6 and B7. Achieving the full potential o f  the fiscal reform law w i l l  require a substantial and 
sustained effort, both on the collections side as wel l  in expenditure control. 

12. The reform o f  the pension system seeks to guarantee the sustainability o f  the social 
security fund (CSS), which was projected to run out o f  reserves by 2010-2012. Absent 
reform, the social security deficit i s  expected to be $90 million, or 0.7 percent o f  GDP in 
2005. The Government had estimated that with i t s  ambitious reform, the CSS could turn an 
operational deficit into a cash surplus within five years, and sustain the pensions system for 
another 40 years. The reform, which raises the retirement age by three years and requires 
five more years o f  contributions to qualify, was so unpopular the Government entered into 
negotiations wi th the opposition at the end o f  June to quell protracted street protests. I t  also 
suspended the reform law for the agreed 90 day negotiation period. T o  what extent the 
current reform w i l l  move ahead remained unclear at the time this document went to print. As 
such, the projections in Table 1 and Annexes 6 and 7 include conservative assumptions about 
the timing and scope o f  pension reform. Abandonment o f  social security reform, which i s  
highly unlikely, could put a damper on the medium-term outlook unless compensatory 
measures are taken. 

13. Ongoing investments to modernize the canal are expected to accommodate increases 
in traffic through 2012. Over the long-run, a possible expansion o f  the canal through the 
creation o f  a third set o f  locks could have far reaching implications for Panama’s land, water 
and economy. An assessment o f  the project’s macroeconomic impact w i l l  depend on the 
magnitude and phasing of the investment, which could total some 25-35 percent o f  GDP. The 
expansion project has to be approved through a national referendum. If approved, the project 
could be initiated as early as 2007, but would not be completed until at least 2014. 
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Box 1: Economic Growth in Panama 

Following the economic collapse that resulted from the political crisis in the 1980s, Panama entered 
into a period of broad economic recovery that lasted for most of the 1990s. Real growth averaged about 
4.5 percent for  the period 1991-2000. The recovery was particularly strong in the service sector, which 
accounts for 75 percent o f  GDP (among the highest in Latin America). The growth o f  export oriented 
services was facilitated by Panama’s integration into the world economy, and service exports, anchored 
around the Panama Canal, the Colon Free Zone, and a stable banking system. A noticeable slowdown o f  
Panama’s economy took place in  2001-02 when real GDP growth averaged only about 1.4 percent reflecting 
the global economic slowdown which affected the transport and export-oriented services sectors. In 2004 
Panama’s economy was significantly stronger, growing by about 6.2 percent. The recovery was led by  a 
boom in construction and a rebound in export oriented services. Economic growth i s  expected to slow i n  
2005 but would recuperate after 2006. 

The economic performance of the Panamanian economy has broadly followed regional trends, partly 
as a result of i t s  reliance on trade and trade services with the rest of Latin America. Growth recovered 
in the 1990s, based on physical capital accumulation and a significant rebound in productivity. To improve 
i t s  long-term growth prospects, Panama needs to focus on further boosting productivity, attracting more 
investment and enhancing human capital. To do this, greater opening of the economy along with further 
structural reform are required with special attention to those areas in which Panama i s  still lagging behind. 
Some o f  the areas identified as needing attention include: basic and secondary education (improving quality 
and coverage), labor policy, size and capacity o f  the public sector, and deepening of the reforms adopted in 
the 1990’s i n  the infrastructure sectors (access to electricity, roads and telecommunications). Fiscal accounts 
and pensions were, until recently, on the l i s t  o f  the areas identified as needing deep reform. 

I Panama: Contribution to Growth (Average, in %) 
Factor Contribution 

GDP Labor Capital TF Productivity I 1961-1970 7.90 2.00 2.68 3.22 
197 1- 1980 4.13 2.37 2.25 -0.48 
198 1- 1990 1.37 2.13 0.67 -1.43 
1991-2000 4.46 1.68 1.67 1.12 
Source: Loayza, Fajnzylber and Calderon (2002) 

14. The Government’s medium-term growth strategy, which focuses on improving the 
competitiveness o f  the export-oriented service sector while opening up more of  the economy, 
w i l l  benefit f rom the improved fiscal position, greater transparency and improved 
governance. Given Panama’s fully dollarized economy, the success o f  this export led growth 
approach w i l l  depend on the pace o f  economic opening and investment climate 
improvements, including attention to regulatory institutions and labor rigidities (See Box  1). 
In addition, further development o f  the Canal Zone lands, buildings and infrastructure which 
were transferred to the Government along with operation o f  the Canal in 1999 provides an 
important opportunity for putting the country’s growth strategy into practice. 

15. The Government i s  making progress on integrating the Panamanian economy with 
world markets through the negotiation o f  free trade agreements. Such agreements are aimed 
to expand access o f  Panamanian goods and services to foreign markets and encouraging 
foreign investors with a regional focus to establish operations in Panama, making use of the 
advanced transportation, financial, and communications infrastructure. Trade agreements are 
also expected to help open protected areas o f  Panama’s economy to spur productivity. To 
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that end, an eighth round o f  negotiations towards a free-trade agreement (FTA) with the U S  
took place early February 2005 and a final round i s  expected in the second half o f  2005. 
Passage o f  the Dominican Republic-Central America Free Trade Agreement by  the United 
States Congress in July 2005 improves the prospects for this to move ahead. Negotiations on 
an FTA with Singapore were concluded in the f i rs t  half o f  2005, as planned, and negotiations 
for agreements with Mexico and Chile have re-started. 

’ 

16. The Government o f  Panama relies heavily on international markets to finance i t s  
fiscal deficits (Table 2). After achieving a BB+ rating in 1997, the country’s credit ratings 
declined in 2001- with a current Standard & Poor’s rating o f  BB. A number o f  factors have 
restricted Panama’s rating, most notably the Government’s public sector debt burden which, 
at 68 percent o f  GDP in 2004, i s  substantially above the average for BB+ rated countries. 
But rating agencies have taken a positive view o f  recent fiscal reforms, turning their outlook 
for Panama f rom “negative’’ to “stable” in February 2005. Despite i t s  rating slippage, GOP 
was able to float international bonds in the amount o f  $1,168 mi l l ion (or 90 percent o f  
foreign disbursements) in 2004. The Government’s success in tapping the international 
capital markets i s  expected to continue. However, GOP would pay a higher price for this 
access if current fiscal reforms fai l  to take hold. 

Table 2: Panama’s Public External Debt Net Flows (in millions of US$)* 
2001 2002 2003 2004 

Total External Debt Flows 675 1 1136 141 1 -  732 3 

Official Creditors, -41 7 31 2 3 3  -38 1 

Multilateral, -28 7 30 0 1 3 5 -  -30 9 
o f  which IBRD -0 4 1 9  - 1 8 7 -  -25 5 

Bilateral’ -46 7 -6 9 -197. -17 2 

Private creditors- 716 8 82 4 137 8 +  770 4’ 

o f  which Bonds 717 6 86 0 139 6 768 3 
*Disbursements mnus Amortizations. 
Source. Ministry of Economy and Finance 

D. POVERTY INEQUALITY AND HUMAN DEVELOPMENT 

17. Despite averaging 3.5 percent annual real GDP growth between 1997 and 2003, 
ambitious poverty reduction programs adopted b y  successive administrations3 and some 
progress in reducing extreme poverty, moderate poverty rates in Panama remained practically 
~ n c h a n g e d . ~  This suggests that the country’s high levels o f  income inequality and structural 
issues in economic and social policy are preventing growth f rom effectively reducing poverty 

A noteworthy national poverty strategy was adopted in 1998 by the 1994-99 administration and an ambitious 
Economic Social and Financial Development Program (Plan de Desarrollo Econdmico Social y Financier0 con 
Inversion en Capital Humano) was launched by President Mireya Moscoso’s Govemment (1999-2004). 

As apparent in Figure 2, growth did result in a relative increase in consumption by the poor, reducing inequality 
slightly. While this increase was sufficient to raise some households out of extreme poverty, it appears that it was not 
enough to reduce the overall percentage of those living below the general poverty line. The relationships among 
growth, poverty and inequality wi l l  be looked at more carefully in the planned Poverty Assessment. 
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Figure 1: Growth and Poverty between 1997 and 2003 
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in the country. A comprehensive diagnosis o f  Panama’s economy done by the Bank in 1995 
discussed the country’s “policy induced duality” - distortions resulting f rom Government 
policies and inefficient state enterprises - as the main force preventing Panama’s poor f rom 
improving their lot. At that time, for example, the Colon Free Zone (ZLC) generated eight 
percent o f  GDP but employed merely one percent o f  the labor force. In addition, the report 

Figure 2: Consumption Inequality 
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noted that protected sectors kept the cost o f  basic consumption high.5 In the late 1990’s the 
country made progress in opening more of  the economy to market forces. However, given 
poverty’s persistence, new investigations on the potential impact o f  further economic 
opening - how much the poor might gain or lose from further trade liberalization - may yield 
important pol icy implications. There i s  no question that more aggressive pro-poor and 
distributional policies are needed if Panama i s  to achieve i t s  near-term objective o f  reducing 
poverty to 32 percent b y  2009 and the longer-term Mil lennium Development Goal (MDG) o f  
reducing extreme poverty b y  half by 2015. 

18. Besides restoring fiscal discipline, poverty reduction policies need to be targeted to 
the rural and indigenous communities where chronic poverty remains entrenched. Roughly 
half  o f  the moderate poor l ive in urban areas, and their numbers are on the rise, while the vast 
majority o f  the extremely poor l ive in rural and indigenous communities. Policies aimed at 
significantly reducing these two types o f  poverty, extreme and moderate, are likely to require 
sharply distinct designs and targeting mechanisms. This i s  particularly important in the case 
o f  reducing extreme poverty in indigenous areas, where 90 percent o f  the population i s  
destitute and the populations enjoy a large degree o f  political economy. 

19. Most human development indicators have also failed to improve significantly during 
the period o f  sustained growth between 1997 and 2003. Chi ld malnutrition remains at 
roughly seven percent (as measured b y  weight-for-age for children under five), and it i s  
particularly severe in indigenous communities where i t  affects more than one fifth o f  children 
under five. 

20. While health indicators are relatively good on average when compared with other 
Central American countries, sharp disparities remain between the poor and non-poor, 
especially between the indigenous poor and the rest o f  the population. Although chi ld 
mortality i s  l ow  b y  Central American standards (19 per lOOO), i t  reaches 40-50 per 1000 l ive 
births in Panama’s poorest 40 districts. Likewise, while overall l i fe expectancy i s  high for 
Latin America (74 years at birth), i t  i s  as l o w  as 63 in the poorest regions. The health o f  
Panama’s poor i s  affected by many things including access to adequate medical care and 
clean water. Easy access to clean water, which also depends on common use o f  sanitation 
facilities continues to  be a challenge, despite recent progress, 90 percent o f  non-poor 
households have piped water in their dwellings and almost al l  have toilets or latrines, this 
percentage falls to 74 percent for water and 73 percent for toilets/latrines among the poor and 
56 percent for water and 41 percent for toiletsAatrines among the indigenous. The 
implications o f  these differences are seen in the incidence o f  diarrhea which i s  17 percent for 
children under f ive among the non-poor, 24 percent among the poor, and 40 percent among 
the indigenous. 

21. Disparities in education are also present in Panama, especially in secondary 
schooling. The country has achieved impressive high degrees o f  literacy and primary 
enrollment, but indigenous communities lag far behind. Only 67 percent o f  the indigenous 

In 1988, the cost of  basic consumption basket (the poverty line) was the second highest in a sample o f  10 Latin 
American countries, exceeding Argentina, Costa Rica, Mexico and Uruguay. Only Venezuela surpassed 
Panama. 
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can read and write, and net primary enrollment rates in indigenous communities, although 
high, are significantly lower than in the rest o f  the country. 

Figure 3: Poverty Rates by Region 
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22. Differences in secondary enrollment between the poor and non-poor have narrowed 
between 1997 and 2003, but are s t i l l  very large. While 84 percent o f  non-poor secondary 
school age children are enrolled, more than half o f  the poor in the same age group are not in 
school, or are s t i l l  lagging behind in primary school. For the indigenous poor, the difference 
i s  even more striking. Only 26 percent o f  them are enrolled in secondary school. Policies 
aimed at increasing access to secondary school by the poor, and especially the indigenous, 
may therefore be effective in reducing poverty in the long run. 

E. MILLENNIUM DEVELOPMENT GOALS 

23. Panama faces two difficulties in achieving the Millennium Development Goals 
(MDGs). First, there are few 'easy' gains to be had. Levels o f  many indicators are quite 
good. Improving them w i l l  require tackling chronic' problems that have been resistant to 
improvements in the recent past. In Table 3, which summarizes the key indicators, the most 
striking fact i s  how little progress has been made in the last decade: most indicators have not 
changed at all. There i s  a need for an in-depth assessment o f  the causes o f  these observed 
outcomes so that new or revised policies can be put into place that wi l l  succeed in moving 
the indicators towards the goals. 

24. Second, analyses o f  the 1997 and 2003 household surveys (the Living Standards 
Measurement Survey, or LSMS, known as Encuesta de Niveles de Vida in Panama) show 
that there are pockets of the country where the status of  the population vis-&vis the MDGs i s  
much worse than in the majority o f  the country. Specifically, the indicators for most o f  the 
MDGs among populations living in the indigenous areas o f  the country (comarcas) are vastly 
different than those in urban and even other rural areas. In part this i s  due to physical 
remoteness and l o w  population densities which hinder service provision. Even in some parts 
of  the non-indigenous rural areas there are wide differences in living standards. Progress on 
the MDGs w i l l  require a move away f rom more general or global programs towards 
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effectively targeted programs that take into account the specific needs and lacunae of  these 
areas o f  the country. 

Reduce under five malnutrition 

primary school to 100% 

4. Reduce child mortality 
Reduce child mortality in 

5. Improve maternal health 

children under 5 by two-thirds 
Reduce infant mortality by two- 
thirds 

Reduce the rate of maternal 
mortality (for each 100,000 live 
births) by three-fourths. 

6. Combat HIV/AIDS,  malaria and 
other diseases 

Have halted by 201 5 and begun 
to reverse the spread of 
HIVIAIDS, malaria. 

7. Ensure environmental 
sustainability 

Halve the proportion of 
individuals without access to an 
improved water source. 
Halt forest degradation (% of 
total land area) 
Proportion of the population with 
access to improved sanitation 

I services. 
Sources: Unless indicated with an aster 

Table 3: Millennium DeveloDment Goals 

Recent Trends 

Extreme poverty decreased slightly 
from at 19% in 1997 to 17% in 
2003. 
Malnutrition (weight for age) in 
children under 5 remained at 7% 
between 1997 and 2003. 

Net enrollment in primary school 
decreased from 92% to 88% 
between 1997 and 2003. 

The girls to boys ratio in primary 
school increased from 92% in 1990 
to 93% in 2000. In  secondary 
school i t  stayed constant at 103% 

Under-5 mortality rate stayed 
constant between 1990 and 2000 
Infant mortality fe l l  from 19 per 
1,000 live births in 1990 to 17. 

Matemal mortality rate has actually 
slightly increased from 50 to 60 per 
100,000 live births. 

No data exists for trends in 
mortality rate from HIV/AIDS 
among pregnant women ages 15- 
24. 
Trend information on contraceptive 
use rate not available 
Morbidity rates increased although 
the percent of the population at risk 
for has decreased significantly 

Access to improved water source 
has increase from 79 to 88 % in the 
inter-census period. 
Forest area decrease from 45% in 
1992 to 40.4% in  1998. 

services increased from 44% to 53 
percent. 

Population with adequate sanitation 

k, the information presented here i s  taken 

MDG 
Benchmark 

19% 
(1997) 

7% 
(1987) 

92% 
(1997) 

Primary: 
92% 

Secondary: 
103% 
(1 990) 

Under-5: 4.8 

Infant: 19 
(1 990) 

50 
(1 990) 

6.3 
(2OOO) 

58.2 
( 1984) 

Morb: 0.2 
(1 990) 

79% 
(1990) 

45 % 

44% 
( 1  992) 

(1 990) 

m “Obietivos 

Latest 
Estimates 

17% 
(2003) 

7% 
(I 998) 

Primary: 
93% 

Secondary: 
103% 
(2000) 

4.8 

17 
(2000) 

60 
(2QW 

n.a. 

n.a. 

0.4 
( 2 W )  

88% 
(2000) 

40% 

53% 
( 2 W )  

desarrollo del n 

(1998) 

2015 
MDG 
Goals - 
9.5% 

3.5% 

100% 

100% 

1.5 

6 

10 

Halt 
and 

reverse 
spread 

90% 

n.a. 

n.a 

x io:  primer 
infome de Panama‘”, Gabinete Social de l a  Repdblica de Panama and UNDP (2003). Data marked with an asterisk (*) are from the 
1997 and 2003 rounds o f  the household survey “Encuesta de Niveles de Vida”. 
a) T h e  official MDG definition for poverty i s  one dollar a day in PPP terms. However, extreme poverty in Panama i s  officially 
defined as having less than 1.5 Balboas per capita daily consumption. The latter definition i s  used here. 
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11. COUNTRY ECONOMIC DEVELOPMENT STRATEGY AND 
OUTCOME TARGETS 

25. In June 2005, the Government made public an ambitious development plan for the 
five-year term of i t s  administration: “Strategic Vision o f  Economic and Employment 
Development Toward 2009” (Visidn Estratkgica de Desarrollo Econdmico y de Empleo 
Hacia 2009). This section provides a brief summary o f  the strategy, including some o f  its 
key outcome targets. The complete text may be found in Annex 3. 

26. The first section o f  the strategy document provides a diagnosis o f  the issues that 
prevent the country from realizing its potential. Fundamentally, the paper notes that 
Panama’s “dual economy” i s  no longer a feasible growth engine and helps perpetuate the 
gross disparities among various population groups in the country. Service exporters have led 
growth, while those industries which were protected from outside competition and served the 
domestic market have failed to generate adequate employment and keep the prices of  basic 
goods too high to benefit a broad cross-section o f  society. This lack o f  dynamism has left 
many to survive on subsistence agriculture, or barely eke out an existence in the indigenous 
regions. Moreover, the “dual economy” means that people wi th higher incomes earn 40 
times more than the poorest people. 

27. 
economic and social development policy: 

The next section o f  the paper articulates the five pillars o f  the Government’s 

0 

0 

0 Reform o f  public finance 
0 Development o f  human capital 
0 

Reduce poverty and improve income distribution 
An economic growth policy to create employment 

Reform and modernization o f  the State 

Reduce Poverty and Improve Income Distribution 

28. spur higher, job creating 
economic growth through more emphasis on market-based economic policies; develop 
human capital; introduce conditional cash transfers to poor; and foster productivity, 
especially in agriculture. The introduction o f  a conditional cash transfer scheme directed at 
families l iv ing in extreme poverty w i l l  be supplemented b y  other programs geared to 
improving the productive capabilities o f  households including providing greater access to 
social services and income earning opportunities and fostering social and community 
strengthening. Emphasis wi l l  also be given to accelerated land titling and streamlining 
housing development. 

A four part strategy i s  put forward to attack poverty: 
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POVERTY AND INCOME DISTRIBUTION 2004 
Headcount poverty level (includes extreme poverty) 
Reduction of income gap between the poorest people 
and those with the highest income 
Indigenous poverty 

Infant mortality 

L i fe  expectancy in comarcas6 

Chronic malnutrition in 6 to 9 year-old students 

In 5 years 
40 out o f  100 

ECONOMIC GROWTH AND EMPLOYMENT 2004 

Real GDP per capita B/ 4500 

42 times 

In  5 years 
B15200 

(1 6% increase) 

98% 
20.6 per thousand 

live births 
65 years 

22% 

Average annual growth o f  real GDP per capita, 5 years 

Real net exports per capita 

32 out of 100 

Less than 1.1%" 2% - 3% 
B/ 1,650 

(32% increase) B/ 1,250 

35 times 

Gross fixed national investment (as % o f  GDP) 
Average annual growth rate o f  formal employment in 3 
years 
Urban unemployment rate for women under 30 years old 

80% 
15 per thousand live 

births 
70 years 

15% 

17% 25% 

2.3% 2.9% 

32% 23% 

An Economic Growth Policy to Create Employment 

FISCAL INDICATORS 2004 
Central government savings (B/ 240 m.) 

Over 5% Central government deficit (as % o f  GDP) 
Surplus (deficit) Social Security Agency (Deficit of 50 m.) 
Gross public debt/GDP 7 1.7% 

29. The main thrust o f  the economic policy wi l l  be to open the whole economy to 
international competition. In addition to seeking a range o f  free trade agreements, the 
Government intends to develop export infrastructure, remove distortions and reduce 
transaction costs for investors, including through improved urban transport. 

In  5 years 
B/300 m. 

1% 

60% 
Surplus 

Goals to be achieved in 5-vear term 

Reform of  Public Finance 

30. I t  consists of 
improving the accuracy and transparency o f  budget accounting and specific measures to  
reduce the deficit, including through a fairer tax structure and procurement reform, 
improvement of  expenditure management to achieve more productive investment, and by 
fixing the financial troubles o f  the national social security fund. 

Panama's program to regain fiscal stability i s  already underway. 

Autonomous regions of the indigenous people. 
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Development of Human Capital 

HUMAN CAPITAL 
EDUCATION 
Pre-school enrollment 
Drop-out rate in official secondary school 
Percentage o f  students who finish secondary school 
Net secondary school enrollment (1 5- 17 years old) 
Literacy rate 
Quality o f  education* 
*As measured by the number of students who passed the Admission Exam to the 

Technological (if l iversip 
HEALTH 
Rural households with access to potable water 
Births attended by skilled health staff in rural 

31. Human capital development policies w i l l  aim to increase the competitiveness o f  
Panama’s labor force while making health and education services an engine for reducing 
inequality. Specific education and health programs w i l l  be rolled out to improve service 
coverage and efficiency and modernize education content. 

2004 In 5 years 

50% 75% 
10.8% 5% 
50% 70% 
61% 70% 
92% 96% 
24 % >35% 

75% 82% 
80% 90% 

Reform and modernization of the State 

32. The main aim o f  reforms in this area wil l  be to help institutions and activities o f  the 
public sector to become facilitators o f  development serving Panama’s citizens. Measures 
w i l l  continue to be taken to reduce corruption, improve private participation in infrastructure, 
increase competition in electricity and transport sectors, and foster decentralization. Specific 
outcome targets in this sector are s t i l l  being identified. 

111. BANK RELATIONS WITH PANAMA 

A. IMPLEMENTATION OF THE PREVIOUS COUNTRY ASSISTANCE STRATEGY 

33. The last Country Assistance Strategy covered FY99-01. I t  was discussed by the 
Board in October 1998, just ahead o f  the country’s M a y  1999 national elections; a fact which 
turned out to be one o f  the strategy’s biggest shortcomings. The CAS was largely based on 
the findings of an extensive joint Poverty Assessment and the formal Poverty Strategy and 
Action Plan adopted b y  President Ernest0 Perez Balladares’ Cabinet in September 1998. The 
CAS lending program reflected strong performance under the previous CAS and endorsed a 
lending level o f  $314.3 million, equal to the high-case scenario o f  the last CAS ($225 
million) plus two operations carried over f rom FY98  ($89.3 million). 

34. The Moscoso administration, which took office September 1999, revised priorities 
and relied on other financing sources leaving a good portion o f  the CAS unimplemented. 
Economic conditions worsened: the administration raised tariffs on foodstuffs - backtracking 
on liberalization reforms; fiscal constraints tightened (even as the country turned to capital 
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markets); pol icy making slowed; and the Government turned away f rom the Bank as a 
partner in policymaking. The Bank and the Government did not undertake the analytical 
agenda agreed in the CAS and the last core diagnostic prepared was the Poverty Assessment 
which informed the FY99-01 CAS. O f  $249 mil l ion for eight planned loans (the previous 
administration signed two loans for $65.3 million, including a Public Policy Support 
Adjustment Loan and a Health Pilot Learning and Innovation Loan), the new Government 
pursued only three for total commitments o f  $93.4 mi l l ion (Land Administration, Basic 
Education I1 and Policy Support Technical Assistance Loan). Thus, only half  o f  the funds 
available under the last CAS were committed. The last World Bank loan to Panama went to 
the Board in 2001. 

B. HISTORICAL AND RECENT PORTFOLIO PERFORMANCE 

35. Implementation o f  ongoing and new projects languished under the 1999-2004 
government and policy dialogue shrank to a few areas of  active Bank lending. Problems 
peaked in FYOO largely due to re-staffing (or under staffing) o f  the Project Implementation 
Units (PIUs) and project designs not well  matched to emerging implementation realities. 
Active restructuring efforts helped get most projects back on track. However, political 
interference and growing counter-part fund shortages saw portfolio riskiness shoot back up in 
FY03 with problems continuing through FY05 as disbursements lagged to al l  time lows. In 
this environment of weak implementation performance, an absence o f  major analytical work, 
and low level o f  policy dialogue, interactions wi th the Bank became l imited to areas that fel l  
within the purview o f  the shrinking portfolio o f  ongoing projects. Policy discussions became 
focused on sector-specific issues related to project implementation with little involvement o f  
Bank management and decreasing attention to cross-cutting concerns. 

* Of which $61 million from quick disbursing adjustment loan. 

36. The current portfolio consists o f  three IBRD projects totaling $93 million, o f  which 
about $60 mil l ion remain undisbursed. Close to 90 percent o f  undisbursed resources support 
two investment operations - a Land Administration Project and a Basic Education Project. 
The third operation finances a TA project in public pol icy reform. In August 2005, only the 
Land Administration project was flagged as having unsatisfactory implementation. To turn 
the project around, the Government i s  actively recruiting a new project PIU director and i s  
working closely with the Bank team to restructure it. 

37. Historical performance o f  Bank funded projects in Panama as assessed by the Bank’s 
independent Operations Evaluation Department (OED) has been strong, wi th  al l  projects 
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which closed between FY97-FY04 achieving satisfactory  result^.^ Table 5 provides a 
snapshot o f  the performance o f  recently closed projects. Although many had to be extended 
far beyond their original closing date (project implementation averaged 7.5 years), nearly al l  
achieved their project objectives. 

Disbursement Achievement of 

* Ratings come from project Implementation Completion Reports (ICRs). Those marked with ** indicate projects for which 
OED evaluations have confirmed the ratings. The remaining two ICRs have yet to be evaluated by OED 
Note: 44 indicates “satisfactory” outcome. 4 indicates “moderately satisfactory” outcome. No check indicates 
unsatisfactory outcome. 

38. The most common problems cited during Country Portfolio Performance Review 
sessions and noted in OED evaluations o f  projects that closed in Panama over the last f ive 
years can be summarized as follows: 

0 Lack of, or insufficient, counterpart funding allocations to enable project 
implementation under the agreed schedule; 

0 Cumbersome and often lengthy internal procurement and/or payment authorization 
procedures, requiring Contraloria approval for even small contracts/payments; 

0 Staff turnover, and consequent lack o f  familiarity with individual projects and Bank 
procedures; 

0 Projects gave insufficient attention, or lacked scope, to address systemichector-wide 
issues. This l imited project impact or affected the sustainability o f  outcomes. 

The Bank and the Government have discussed these cross-cutting issues and as a first step in 
addressing them agreed in 2004 on Country Financing Parameters. The Parameters allow for 
greater Bank financing o f  projects to address counter-part funding issues, among other 
things. The Parameters were revisited as part of the preparation o f  this Interim Strategy and 
are detailed in Annex 3. 

C. HISTORIC AND RECENT AREAS OF BANK-PANAMA PARTNERSHIP 

39. As summarized below, historic Wor ld  Bank support to Panama’s development 
agenda covers a range o f  sectors and activities which position the Bank to step-up 

’ The Social Investment Project i s  excluded from this analysis as its evaluation by  OED i s  still pending. The 
success rate compares to 92% of projects in Central America and 83% of  projects in the Latin America and 
Caribbean Region over the same period. 
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engagement. However, given the dramatic decrease in recent Bank involvement wi th 
Panama, i t  wi l l  be important to replenish the Bank’s knowledge base o f  the country as a f i rs t  
step in building a stronger development partnership. 

40. The Bank and the Torrijos Government have already begun to update the previous 
Poverty Assessment, which was based on 1997 household survey data. Under the ongoing 
Public Policy Reform Technical Assistance Loan (TAL), the Bank has been supporting the 
Government’s social development strategy b y  developing evaluation, monitoring and 
targeting tools to inform poverty reduction. In this context, the TAL has helped oversee a 
second L S M S  household survey (2003 data) and i t s  analysis to update living standard 
statistics and poverty maps, key elements in the new Poverty Assessment. The Bank has also 
been collaborating with UNDP on two background papers using the LSMS data: applying a 
proxy-means targeting method to inform the design of  a possible national conditional cash 
transfer (CCT) program and other targeted investments; and conducting an ex-ante 
evaluation o f  the potential impact o f  a national CCT program on poverty and inequality. The 
Government has asked for continued Bank support for the design and implementation o f  the 
CCT program through a social protection loan. Careful analysis o f  new poverty data and 
proposed programs w i l l  be important to shaping policies to help the administration achieve 
i t s  goal o f  reducing poverty to 32 percent b y  2009. 

41. Bank supported social sector programs have helped underpin long-term reform and 
development in health and education and have supported Panama’s Social Investment Fund. 
In the health area, the Bank-financed Health Pi lot Project demonstrated the effectiveness o f  
revamped public hospital procedures in which financing i s  a direct function o f  the volume 
and quality o f  the services provided. The 1999-2004 administration backed away from the 
national-level health system reforms supported b y  the Pilot. However, the Torrijos 
Government has showed renewed interest in the broader health agenda and has asked the 
Bank for analytical support to aid in policy formulation. Access to water and sanitation 
improved considerably under the Rural Health Project, a trend reflected among the 
indigenous where household access to piped water rose f rom 43 percent to 56 percent 
between 1997 and 2003. Building on these project-supported gains, GOP has requested a 
follow-on operation to bring down the high-levels o f  diarrhea seen in poor Panamanian 
children. 

42. A renewed commitment to poverty alleviation programs and improved management 
under the present Government has turned around performance of  the on-going Second Basic 
Education Project. The project i s  helping the Government realize i t s  coverage, quality, 
equity, and decentralization goals for basic education. Finally, in social protection, the 
recently closed Social Investment Fund Project, despite i t s  lack o f  efficiency s t i l l  managed to 
provide poor beneficiaries with quality small-scale infrastructure, worked effectively wi th 
indigenous groups and reached poor children through a targeted school-based nutrition 
program. Driven by the Government’s concern about widespread inefficiencies in the 
delivery o f  social services, the Government has asked for a Public Expenditure Review that 
would give special attention to this issue and guide future programs o f  support. The Poverty 
Assessment i s  also expected to shed light the role social sectors w i l l  need to play i f  Panama 
i s  to address i t s  pervasive poverty and income inequality. 
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43. The Bank has also gained experience supporting selected areas o f  rural development 
and natural resource management. A recently closed Rural Poverty and Natural Resources 
Management project demonstrated the merits o f  community-driven development approaches 
for transferring resources to support priority initiatives in rural communities. To ensure 
sustainability, follow-on activities should be placed within a clear framework for local 
development. The ongoing Land Administration project, drawing f rom the Bank’s depth o f  
experience in the region, has potential for making important contributions to rural 
development and natural resource management by improving land tenure security. A lack of  
political commitment to land titling held back project progress under the former Government, 
but new political wi l l  offers hope for progress on the scale envisioned by  the project. The 
current administration, concerned about inefficiencies created by agricultural subsidies and 
other import substitution policies, has expressed interest in an analysis of  the agricultural and 
rural sector to help redefine policies and parameters that w i l l  improve product 
competitiveness as a means to stronger growth. Here, recent work by  the Food and 
Agriculture Organization (FAO) analyzing agricultural expenditures along with tools 
developed by the Bank to analyze the impact o f  free trade agreements in other parts o f  
Central America could feed into a Public Expenditure Review. 

44. Sustainable use o f  Panama’s water and land resources w i l l  serve future economic 
interests and help preserve the country’s r ich biodiversity, a national treasure. The Rural 
Poverty and Natural Resources Management Project, along with the Panama Atlantic 
Mesoamerica Biological Corridor (PAMBC) project, helped create institutional conditions 
for sustainable natural resources management in Panama, including the modernization and 
strengthening o f  the National Protected Areas System (SINAP). Panama also participates in 
a regional GEF-financed initiative to support the sustainable use o f  conservation throughout 
Central America, wi th a particular emphasis on indigenous peoples and their access to 
international markets for agriculture products such as organic cacao. The Government has 
requested the Bank’s assistance in addressing poverty in rural areas, with a particular 
emphasis on indigenous communities, which would be blended with a GEF-financed 
operation to improve natural resource management on Panama’s Atlantic slope. 

45. Over the last decade, the Bank has also made contributions to specific areas o f  
improving investment climate attractiveness. Next, i t  w i l l  be important to put this sector- 
specific knowledge into an up-to-date big-picture context. T o  this end, the Government has 
asked for the Bank to employ an Investment Climate Analysis (jointly wi th IDB) and a 
Country Economic Memorandum (CEM) to help them further consider sequencing and 
priority o f  reforms. Recent Bank support has focused on three areas: ut i l i ty modernization, 
trade policy and urban transport. The TAL has financed analytical studies and training 
necessary staff to support the development o f  multilateral, regional, and bilateral trade 
strategies (including a new free trade agreement with the US), strengthen consumer 
protection and safeguards against unfair trade practices, and support Panama’s 
implementation o f  Wor ld  Trade Organization (WTO) commitments. The recently closed 
Bank-funded Utilities Restructuring Technical Assistance Project helped the country ro l l  out 
reforms that improved the efficiency, service quality and coverage in both 
telecommunications and electricity. Through i t s  support o f  a Roads Rehabilitation Project, 
which closed in mid-FY04, the Bank has maintained extensive knowledge o f  issues and 
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challenges facing the urban transport sector including i t s  importance to improving access to 
jobs b y  poorer residents. Given the emphasis the Government has placed on urban transport 
in i t s  development strategy and i t s  plan to move ahead with a large-scale urban transport 
project, GOP has asked that the Bank prepare an in-depth study o f  this sector as part o f  this 
Interim Strategy. 

46. Expansion o f  the Panama Canal would be an undertaking o f  great magnitude with far- 
reaching implications for the country. Here, the Government has been working with a wide 
array o f  partners to develop a considered approach to this mega-project. As noted earlier, the 
Government wil l be putting the matter up as a state referendum at some future date. The 
Government has asked the World Bank for assistance in other areas, as noted in this section, 
where the authorities believe the country can most benefit from the particular strengths the 
Bank has to offer. 

47. Chronic project implementation issues, underscored b y  the findings o f  a draft 2001 
Country Procurement Assessment Review (CPAR), w i l l  require attention if more substantial 
results are to be achieved. Inefficient government administration systems, including financial 
management and procurement, coupled with a weak c iv i l  service, bog down public service 
delivery. In order to keep projects on course, certain parallel arrangements have been 
implemented (e.g., b y  having UNDP oversee procurement and payments). Under the TAL, 
the Bank has been helping the Government develop a more efficient and transparent public 
sector procurement system b y  reviewing existing legislation and regulations, drafting a new 
procurement law, and instituting capacity building provisions. However, multiple changes o f  
the officials in charge o f  procurement related activities coupled wi th  insufficient political 
leadership to introduce new procurement legislation have left this component largely 
unimplemented. The new administration has expressed interest in making use o f  remaining 
TAL funds to move this agenda forward in the context o f  a Country Financial Accountability 
and Procurement Assessment Report (CFANCPAR) which the Bank i s  undertaking joint ly 
wi th the Inter-American Development Bank. Action in this area would be an indication o f  
commitment to making better use o f  development resources. 

48. Over the past three years, approximately 250 representatives from Panamanian 
government agencies, c iv i l  society organizations, academia, and the private sector have 
participated in Wor ld  Bank Institute courses, conferences, GDLN dialogues, and other 
learning programs.8 Much  o f  this participation was through global and regional programs. 
Training programs delivered in Panama have included courses on infrastructure regulation, 
health sector reform, and urban management. 

C. IFC 
49. In l ine wi th the last CAS, IFC’s operations in Panama since FY99 have focused on 
supporting infrastructure and financial markets, where access to private long-term financing 
was still constrained (Box 2). IFC provided financing based on strong demand and 

* Courses and participation were arranged directly by WBI. The Country Team i s  now working with WBI to 
establish relations with course participants for purposes of  consultations on planned analytical work as 
discussed in paragraph 6 1. 
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opportunities for “additionality.”’ During economic downturns, IFC often played a counter- 
cyclical role. In addition, consistent with IFC’s regional strategy in Central America, some 
of i t s  investments in Panama were regionally focused or were expected to have positive 
regional impacts. 

Box 2: IFC Investments in Panama since the last CAS 

In infrastructure (41% o f  the portfolio), IFC invested $234.4 million in total, including $80.3 mil l ion for 
syndications, helping players in diverse sub-sectors. These included: container-transport rail system (PCRC), 
water transportation (UP0 Panama), airlines (Copa Airlines), highways (Corredor Sur), port terminals 
(Manzanillo Terminal), and water utilities (Aguas de Panama). These projects are helping to improve l iving 
conditions and efficiency. For instance, the Aguas de Pariama project made i t  possible for about 270,000 
residents in Arraijan, Chorrera and Capira areas to access potable water, while the toll highway constructed 
through the Corredor Sur project i s  helping alleviate the traffic congestion, removing 45,000 to 50,000 vehicles 
from other non-tolled roads in Panama City. 

In the financial market (59% of  the portfolio), IFC invested $153.3 million, including $38 mil l ion for 
syndications, supporting the banking, housing and leasing sectors. In the banking sector, a total o f  $123 
million, including $38 million for syndications, was provided as loans to three banks (Banco General, Banco del 
Istmo, Banco Continental) in FYOO and FY04, helping reduce its assets-liabilities maturity mismatch and 
increasing available long term loans in Panama. In addition, a $10 million equity investment was made in FY03 
to the Panamanian holding entity o f  Banco Cuscatlan in the context o f  a regional project to help it consolidate 
the group and strengthen i t s  regional presence. In the non-bank sector, IFC provided a $5million loan to 
support a leading leasing company (Suinternacional) in FYOO and a $15 million loan for a leading regional 
mortgage lender (Hipotecaria Panama) in FY04. These projects are performing well, creating benefits which 
were aimed. 

IFC’s committed portfolio for Panama as o f  May 2005 stood at $226.9 million, including $50.4 mil l ion for 
syndications. 

50. On  the non-investment side, IFC i s  advising the Government o f  Panama and the 
recently created Agency o f  the Panama Pacifico Special Economic Area (the Agency) on 
selecting a master developer to re-convert about 5,000 acres around and including the former 
Canal Zone Howard U S  Air Force Base - altogether now named the “Panama Pacifico” area 
- into an economic activities zone. The final selection o f  the master developer i s  scheduled 
for early 2006. Market surveys conducted by IFC have determined that the Panama Pacifico 
area i s  wel l  positioned to become an international business center focused on information, 
communication, and technology industries, as wel l  as on logistics and light manufacturing, 
offering the potential to create more than 20,000 jobs over the next 20 years. An enabling 
Special Economic Zone Law, enacted in M a y  2004, sets up the Agency as a one-stop-shop 
for information and services. To ensure the success o f  the Panama-Pacific0 project and full 
use o f  i t s  on-site infrastructure, IFC recommended that the Howard Airport be certified as an 
alternate and emergency airport for Tocumen International Airport. In addition, IFC carried 
out a study on the secondary mortgage market in Panama, El Salvador and Costa Rica with 
an aim to help establish a regional market in Central America, which would, in turn, help 
create the regional capital market. 

Additionality i s  a general principal o f  IFC’s operations; whenever IFC participates in a project, it should be to 
support the private sector and not substitute for it. In addition, IFC’s contribution should add to or complement 
the role o f  market operators. 
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E. COORDINATION AMONG PANAMA’S EXTERNAL DEVELOPMENT PARTNERS 

51. Since early 2005 the GOP has strengthened the technical capacity o f  the Ministry o f  
Economy and Finance’s (MEF) Investment Office to improve planning and coordination o f  
loans, trust funds, and technical assistance from Panama’s external development partners. In 
the short time that this office has been working, i t  has established a set o f  practical 
procedures clarifying donor and Government interactions (from planning missions to 
reviewing and distributing documents including this ISN). In addition, MEF’s Investment 
Office has reintroduced a process o f  bi-annual portfolio review meetings to discuss the status 
o f  donor project implementation and offer assistance when problems are identified. Over the 
next year the Government expects to continue to introduce measures to improve i t s  capacity 
to coordinate and prioritize all donor activities. 

52. The Inter-American Development Bank (IDB) i s  the largest donor in Panama, 
accounting for about 20 percent o f  total foreign disbursements - 60 percent o f  multihi-lateral 
disbursements - in 2003. IDB’s strong program in Panama can be linked to i t s  in-country 
presence. IDB’s local office o f  35 staff give i t  an accessibility to policy makers unique 
among donors. The IDB’s portfolio consists o f  24 projects (including two regional loans) 
totaling $687 mi l l ion in commitments wi th an undisbursed balance o f  about $353 million. 
Annual disbursements in the period 2001-2003 averaged $78 mi l l ion and disbursements for 
2004 were $37 million. The significant decline in IDB disbursement for 2004 i s  principally 
due to budget constraints resulting in a lack o f  counterpart funds and a slowdown in project 
implementation because o f  the government changeover. In 2005 disbursements are expected 
to reach about $100 million. 

53. In September 2005, the IDB i s  expected to present to i t s  Board a Country Strategy for 
the five year period 2005-2009. Some budgetary support i s  included in the new program. In 
addition, the IDB w i l l  continue to be active in a number o f  areas including the financial 
sector, governance, environment, health and education. Relations between the Bank and IDB 
across sectors have been inconsistent and given the Bank’s decreasing engagement, 
collaboration had lacked a clear focal point within the Bank. Rebuilding relations with the 
IDB w i l l  be an aim o f  stepped up Bank engagement and a critical component in defining a 
clear role for the Bank in a new CAS. The Bank and the IDB have agreed to collaborate on 
policy dialogue in areas where both are active. 

54. Other donors (principally USAID, the EU and Japan) accounted for about six percent 
o f  foreign disbursements in 2003. Bank relations with these donors have in the past been 
determined through the CAS consultation process and joint ly developed analytical work. 
Monitoring o f  macroeconomic developments wi l l  continue to be carried out in close 
collaboration with the IMF. Since 2002 Panama has been without a formal staff monitored 
program with the Fund. Article I V  Consultations are, however, conducted on an annual basis 
and the most recent Report was submitted to the Fund’s Board in March 2005. UNDP has a 
large regional office in Panama. The agency provides seed funds to a wide range o f  programs 
and prepares annual Human Development Reports. The current one w i l l  focus on 
government institutions. 
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IV. BANK GROUP INTERIM STRATEGY 

55. Over the long-run, the aim of a World Bank development partnership wi th Panama i s  
to provide selective “demand-driven” assistance, consistent with areas o f  Bank expertise, that 
w i l l  help the country achieve the poverty reduction and improved income equality targets set 
out in the Government’s “Strategic vision o f  Economic and Employment Development 
Towards 2009.” The Bank also expects to learn f rom and help disseminate Panama’s 
development successes, including i t s  world class management o f  the canal. The limits to 
recent pol icy dialogue with Panama and the need to underpin more substantial engagement 
with rigorous analysis, call for gradually increasing the Bank’s level o f  activity wi th Panama 
in the context o f  an interim strategy. Stepped-up engagement i s  expected to lead to the 
preparation of a full results-based Country Assistance Strategy (FY08-lo), timed to align 
with the country’s five- year national election cycle. 

56. This Interim Strategy for Panama (FY06-07) aims to deepen the Bank’s role as a 
development partner in response to specific assistance requests f rom GOP. I t s  main focus i s  
to provide research, analytical and technical assistance, given the outdated state o f  Bank 
knowledge and relations, coupled with a few select lending operations. Two  major analytical 
pieces, a Poverty Assessment and a Public Expenditure Review (PER), combined with an 
Investment Climate Assessment (ICA) (to be prepared wi th  IDB) and a Development Policy 
Loan (DPL) wil l  provide for a rigorous engagement over FY06 on the policy priorities the 
Government has articulated in i t s  development strategy. A Country Financial Accountability 
and Procurement Assessment Report (CFANCPAR) would also be done in early FY06 
joint ly with IDB (Box 3). Finally, a follow-on rural poverty operation which w i l l  be blended 
with a Global Environment Facility grant i s  planned to allow for continuity o f  support. 

57. This early engagement i s  expected to first and foremost help the Government make 
more concrete plans for improving the efficiency o f  budget planning and execution, which i s  
a critical component o f  the country’s public finance reform strategy pillar, and needed for 
achieving the fiscal targets in a way that supports other social and economic objectives o f  the 
country. The DPL would complement the proposed analytical work by allowing the Bank to 
support the Government’s fiscal sustainability measures on terms more competitive than the 
market. As the State begins to function more efficiently, the Government w i l l  be in a 
stronger position to eliminate market distortions and improve the investment climate - goals 
under i t s  economic growth and employment creation strategy pillar. Here, the I C A  w i l l  help 
to more clearly identify investment climate shortcomings, while other analysis would beef up 
understanding o f  potential winners and losers o f  various market opening options. The 
Poverty Assessment w i l l  inform the Government’s poverty reduction strategy going forward 
and give a stronger analytical underpinning to the Government’s conditional cash transfer 
program, the hallmark o f  i t s  poverty reduction and improved income distribution pillar. 
Finally, the rural poverty loan would have a special focus on indigenous peoples, who are 
targeted for assistance in the poverty reduction and improved income distribution pillar. 
Work on the analytical pieces i s  also expected to provide arenas for the Bank to engage a 
broader cross-section o f  Panamanian interest groups to deepen connections wi th c iv i l  society. 
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Box 3: Country Financial Accountability and Procurement Assessment Report (CFANCPAR) 

The CFAMCPAR analytic work wil l  document the state of public financial management (PFM) systems and 
practices in the country, and accordingly propose recommendations on priority areas. Preliminary findings 
suggest that the PFM regulatory framework includes some sound basic principles, that the national budget has 
fairly comprehensive coverage, that functioning information systems are in place, and that fiscal reports 
(including financial audits) are produced on a timely basis. However, as implied in the Government strategy’s 
pillars on reform of public finance and modernization o f  the state, certain key institutional weaknesses need to 
be addressed. 

For example, the lack of modern internal controls has led to greater reliance on ex-ante controls by the 
Controller’s General Office. This burdens the Controller’s office and means that contracting and payment 
oversight i s  achieved, but at a slower pace than more modern methods would allow. I n  addition, some 
implementing agencies have developed inefficient administrative practices with multiple levels o f  approval and 
legalistic requirements that create unnecessary delays and add significant costs to the process. On the other 
hand, in order to avoid the ex-ante control, some entities resort to contract fractioning or to the use o f  parallel 
administration agents for the execution o f  externally-financed projects and large contracts. 

Among other aspects, the CFANCPAR wi l l  also look into: the needed strengthening o f  the annual budget 
formulation process as basis for more sophisticated reforms (medium-term frameworks and performance-based 
budgeting); the limited role played to date by the procurement policy office and the lag in production o f  key 
tools such as standard bidding documents, a monitoring system, and e-procurement; the incomplete 
implementation o f  the treasury single account and the coordination between treasury, public credit and revenue 
administration for cash flow management; the measures taken to reduce payment arrears; the suitability o f  
payroll management systems; the incipient controls on fixed assets; the strategy to extend coverage and fully 
integrate the government financial management system (SIAFPA); and the modernization o f  PFM legislation. 

When comparing the PFM systems against international practice, the CFANCPAR wi l l  also attempt to look 
into the modern and sophisticated systems in place at the Panama Canal Authority as a valid and relevant 
benchmark. 

58. Building from this base, in FY07 the Bank would finance two additional poverty 
focused investment operations: a loan to further develop water supply and sanitation in low  
income communities which i s  important for specific health targets under GOP’ s development 
of human capital pillar and a loan aimed at social protection, including support for the 
conditional cash transfer program. All three investment projects wi l l  be designed in close 
collaboration with one another to support any needed systematic changes to leverage project 
impact. In addition, in FY07 the Bank would undertake activities that would help advance 
plans in support of the economic growth and employment creation pillar, including 
preparation o f  a Country Economic Memorandum - that would look at the potential for 
further opening o f  the economy and for greater reductions o f  subsidies to enhance 
competitiveness and spur growth - an Urban Transport Study and a Country Environment 
Assessment. 

59. I t  would be premature for the Bank to associate the modest level o f  activities 
proposed over the next two years wi th the wide-ranging medium-term development targets o f  
the Government. Instead, success o f  this interim strategy wil l  be judged in terms o f  the 
timeliness o f  the analytical work and quality at entry o f  the lending provided, the relevance 
of Bank services to the Government’s development strategy and policy formulation, the 
performance o f  the Bank’s portfolio, and the Government’s interest in a continued 
partnership with the Bank. 
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A. CONSULTATIONS 

60. The Bank’s low level o f  recent engagement has also limited recent Bank contacts 
wi th c iv i l  society organizations in Panama. This Interim Strategy therefore includes a 
process for developing ties to other groups. The first step was to undertake limited 
consultations o f  this interim strategy. Consultations w i l l  then gain momentum through 
discussions on topics being analyzed under the Poverty Assessment, PER, I C A  and the CEM. 
As part o f  the preparation o f  these reports, the Bank w i l l  work with the Government to hold 
workshops with relevant groups to get views on major topics covered by the reports. Thus 
building a stronger dialogue on policy issues that are expected to underpin a new CAS. 

61. The Bank discussed this proposed I S N  with think tanks and some private sector 
groups that have more traditional ties to the Bank and with key donor partners. These groups 
were in broad agreement wi th the Strategy Note’s diagnosis o f  Panama’s challenges and 
agreed that a poverty focus was appropriate. Their biggest concerns were less about what the 
Bank would do, and more how the Bank would help the Government to follow-through on 
any policy recommendations. I t  was pointed out that c iv i l  service weakness remains one o f  
the country’s greatest barriers to progress and that more i s  needed in terms o f  building 
institutional capacity. 

B. ANALYTICAL, ADVISORY AND CAPACITY BUILDING ACTIVITIES 

62. Cross-cutting analytical work as outlined in Table 6 w i l l  be the major focus o f  this 
interim strategy. These pieces would aim to inform the Government as i t  translates i t s  
strategic priorities into specific policy reforms and budget measures. 

Table 6: Proposed Analytical and Advisory Activities (FY06-07) 
Fiscal Year 2006 
Country Financial Accountability and Procurement Assessment Report (CFANCPAR) 
Public Expenditure Review (PER) 
Poverty Assessment (PA) 
Poverty and Social Impact Analysis (PSIA) 
Investment Climate Assessment (ICA) 
Fiscal Year 2007 
Urban Transport Study 
Country Environment Analysis (CEA) 
Country Economic Memorandum (CEM) 

63. Given the importance o f  capacity building to successful implementation o f  
development policies and programs in Panama, the country team wil l  work wi th the World 
Bank Institute (WBI) to help make sure that relevant Panamanian officials are being exposed 
to approaches and methods used in other countries to undertake the reforms targeted b y  the 
Government, and are building networks of support. WBI wil l  continue to include Panama in 
i t s  various learning and capacity development programs and w i l l  attempt, wherever possible, 
to link these learning programs to ongoing or planned operational activities. In addition, to 
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the delivery of learning activities, WBI w i l l  continue to provide support to the Global 
Distance Learning Network (GDLN) Center in Panama through i t s  GDLN Services Unit. 

C. LENDING 

64. Given Panama’s status as a middle-income country with a strong medium-term 
development pol icy framework and low exposure to IBRD, the Bank wil l  make available up 
to $160 mi l l ion over FY06-07 for a DPL ($60 million) and three poverty-focused loans that 
would make systemic contributions to achievement o f  the Government’s development 
strategy and whose implementation timeframe and design w i l l  take account o f  potential fiscal 
space and staffing constraints (Table 7).  

Table 7: Proposed Lending (FY06-07)’’ 
Fiscal Year 2006 
Development Policy Loan $60 mil l ion 
Rural Poverty $35 million 

Fiscal Year 2007 
Water Supply and Sanitation in Low Income Communities $30 mil l ion 
Social Protection Assistance $35 mil l l ion 

65. As requested by the Government, a Development Policy Loan i s  planned for delivery 
in mid-FY06. A policy-based operation i s  seen by  both sides as an appropriate instrument 
for deepening the Bank-Panama relationship and meeting one o f  Panama’s key development 
challenges. In i t s  medium-term development strategy, the current administration builds from 
the country’s strong historical track record o f  reform, thus making i t  a good candidate for this 
type o f  loan. The Government’s diagnosis and reform agenda are consistent wi th the 
comprehensive analysis set forth in the Bank’s FY96 Country Economic Memorandum 
entitled, “Panama: A Dual Economy in Transition’’ and build f rom the objectives 
underwritten b y  the Bank in its last policy-based loan (Public Sector Policy Reform 
Adjustment Loan). While progress had been made on many aspects o f  the reform agenda 
suggested in the FY96 CEM, the imperative o f  fiscal stability has re-emerged due to 
practices o f  last Government. Getting the country’s fiscal house in order, i s  thus a critical 
first step in regaining investor and market confidence in Panama’s economy. 

66. The proposed DPL would be a single tranche operation, founded in the Government’s 
medium-term development strategy, and based largely on measures to restore fiscal 
sustainability.” The Government i s  attracted to the features o f  the new DPL instrument 
which emphasizes country ownership o f  the reform agenda while giving the Government 
access to World Bank’s strong technical expertise and global experience. A one-off DPL 
would give both sides a chance to test the usefulness and appropriateness o f  this instrument 

lo The total lending envelope for FY06-07 i s  $160 million. The amounts for and names o f  specific projects may 
be adjusted within that overall envelop as projects are designed. 
l1 A Poverty and Social Impact Analysis (PSIA) o f  these reforms would be prepared in early FY06 to inform 
dialogue on the lending operation. 
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in the Panamanian context. A programmatic series o f  DPLs could then be considered under 
the framework o f  a new CAS. 

67. As discussed previously, the Government has asked the Bank to finance three 
poverty-focused investment operations as part o f  this interim strategy. International 
experience with conditional cash transfer projects suggests that a CTT instrument can be a 
valuable tool in addressing both short-term consumption constraints among the extreme poor, 
as wel l  as foster longer-term gains in health, education and nutrition, especially among poor 
children, The World Bank w i l l  draw from i t s  extensive regional and global experience in this 
area to help Panama design, implement and evaluate a program matched to the particular 
needs o f  Panama’s extreme poor. This w i l l  include paying close attention to  coordination o f  
supply and demand-side investments, integration with other sectors and labor markets, and 
the introduction o f  such a program within the broader context o f  social protection reform. 
Within the broader context o f  Panama’s poverty reduction strategy, the proposed Water 
Supply and Sanitation In L o w  Income Communities Project and the Rural Poverty Project 
wi l l  build f rom successful approaches to the provision o f  basic infrastructure tested under 
recent projects (Rural Health Project and Rural Poverty and Natural Resource Management 
Project). They w i l l  also take account of  PA and PER findings to help ensure strong targeting 
and efficient implementation. 

D. IFC 

68. Looking forward, IFC w i l l  continue to seek ways to support Panama’s financial and 
infrastructure sectors, focusing on projects wi th high impact, especially those promoting 
regional integration.12 IFC wil l  prioritize i t s  investment and non-investment support in areas 
where the Government seeks IFC’s assistance, such as the re-development o f  the former U S  
air base, and possible power interconnection with Colombia if this materializes with private 
financing. IFC w i l l  also be seeking opportunities for region-wide interventions in Central 
America. In Central America, IFC’s strategy focuses on helping to improve physical 
infrastructure; strengthening and broadening the financial sector, ensuring micro, small and 
medium enterprises’ access to term financing; supporting competitive f i r m s  in agriculture, 
industry and services; and promoting investments f rom other Latin America and emerging 
market countries in Central America. 

E. RISKS 

69. 
program i s  subject to both political and economic risks. 

The country’s ability to make significant progress on i t s  medium-term development 

70. Political risks. President Torrijos’ party enjoys a majority in the Assembly which has 
facilitated swift passage o f  his administration’s two hallmark fiscal reforms. However, 
politics in Panama are played out as much in the streets as behind the doors o f  government 

l2 The previous CAS with Panama was prepared jointly with IFC. IFC contributed to this Strategy Note, but the 
timing of its preparation precluded joint preparation. IFC plans to prepare jointly the next CAS with the Bank. 
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buildings. Reforms to tax regimes and entitlement programs, such as pensions, are dif f icult  
in any political context, and Panama proves no exception. The strikes that followed passage 
of the social security reform caused the President to suspend the law’s implementation for 90 
days o f  negotiations. Though determined to press forward, the Government’s ultimate 
success in these negotiations i s  not yet clear. This set back, has slowed momentum on other 
fronts; i t  has introduced some uncertainty about timing o f  a referendum on expansion o f  the 
canal and raised questions on the part o f  some observers about the Government’s ability to 
gain quickly support for free trade agreements, another area where vested interests could 
potentially take their cause into the streets o f  Panama City. Finally, the capacity o f  the c iv i l  
service may also limit the pace at which reforms can be undertaken. In i t s  favor, the 
administration enjoys a five year term, and with less than one year elapsed there i s  s t i l l  time 
for action and results. 

7 1. Economic risks. Given the economy’s dependence on services related to global trade, 
i t i s  vulnerable to a deterioration o f  the external economic environment, as experienced 
earlier this decade. The uncertainties created b y  the current political vulnerabilities translate 
into additional risks to economic performance over the medium-term. The possibility that 
conclusion and implementation o f  the fiscal and pension reforms w i l l  fa l l  short mean that 
fiscal deficit and debt reduction targets could remain elusive. Uncertainty about the outcome 
o f  these reforms may cause investors to take a “wait and see” attitude, which could in turn 
begin to impact growth. Failure o f  the reforms to take hold could also be read as weakening 
o f  the Government’s ability to tackle reforms and potential investors may look elsewhere. 
The Government has already indicated that i t  wi l l  put of f  the referendum on the canal f rom 
i t s  original end-2005 schedule. Putting o f f  the decision on a project with such potentially 
large economic implications can also put markets in a holding pattern: regardless o f  
referendum outcome, markets and potential investors prefer predictability. Finally, absent 
continued structural reform and state modernization in Panama, growth in itself is  unlikley to 
raise the prospects for Panama’s poor and inequality w i l l  remain entrenched. 

, 

72. This interim strategy wil l  gradually step up World Bank engagement in Panama in 
part to minimize potential r isks o f  on-going and future Bank involvement. At the same time, 
this gradual approach i s  meant to increase the chances that the Bank and Panama wil l  enjoy a 
fruitful development partnership and the Bank w i l l  be able to make a contribution to helping 
Panama reduce poverty and improve income equality over time. The Government also hopes 
to use the Bank’s analytical support to strengthen Panamanian c iv i l  society’s understanding 
of reform imperatives and trade-offs. The Government acknowledges that i t  has a 
“knowledge gap” that l i m i t s  i t s  ability in some cases to explain fully the importance o f  i t s  
policies to constituents. The Government would l ike to increase dialogue with al l  sectors o f  
society to gain support for needed reforms and sees Bank-prepared analytical reports as one 
important vehicle to that end. 

73. A major shortcoming o f  the previous CAS was that i t  was prepared and finalized just 
before national elections. This two-year Interim Strategy takes account o f  this experience in 
two ways. First, as noted above, a more gradual stepped-up engagement increases the 
likelihood o f  the relevance o f  Bank assistance to the Government’s priorities and program. 
Secondly, a new CAS would be aligned to the national election cycle: a CAS for FY08-10 
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would cover through the first half year of a new administration providing time for any 
subsequent CAS to be discussed and agreed with a new Government. 
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Annex 1: Panama: The 2005 Fiscal and Pension Reforms 

With a legislative majority and init ial strong popular support, the Tomjos Government, which took 
office on September 1, 2004, undertook an ambitious reform agenda early in i t s  term. An init ial  
constitutional amendment was followed by a Fiscal Reform package adopted in early February 2005, 
and then by  a law reforming the Social Security Agency (CSS) which was approved by the Assembly 
on June 1 s t  2005. 

The fiscal reform package aims at reaching a sustainable fiscal position o f  the public sector through 
expenditure and tax revenue measures that are expected to reduce the fiscal deficit from five percent 
o f  GDP in 2004 to about one percent in 2007 (tax measures would yield approximately one percent 
of GDP). The main aspects o f  the fiscal reform are as follows: 

Reduction in the replacement rate o f  vacancies in the c iv i l  service between 2005 and 2007, wi th  a 
final target that by January 2008 all public institutions should not exceed the personnel they had 
as of end December 1999 (except for health, education and security services). 
Beginning in January 2006, the percentage increase in current primary expenditures should not 
exceed the percentage increase in current revenue o f  the previous year. 
The corporate income tax rate i s  maintained at 30 percent, while the maximum income tax rate 
for individuals i s  reduced from 30 percent to 27 percent. 
Starting in 2006, a minimum income tax equal to six percent o f  gross income w i l l  be applied to 
individuals. In the case o f  corporations, l i m i t s  on possible deductions result in an effective 
minimum tax o f  1.4 percent o f  gross sales. 
Consumption tax on tobacco products was raised to 15 percent, while amounts in excess o f  $300 
won in casinos w i l l  be subject to a 5 percent consumption tax. Additionally, sale o f  services to 
businesses in the CFZ are liable to income tax. 
Elimination o f  tax incentives on reforestation and export o f  nontraditional products, and 
cancellation o f  the 2004 Industrial Development Act. 
Finally, heavier sanctions on tax evasion wil l be applied and businesses w i l l  be required to adopt 
international accounting and auditing standards. 

The Government estimated that i t s  social security reform would turn the CSS operational deficit 
into a cash surplus within five years, and sustain the pension and social protection system for another 
40 years. The pension reforms include a number o f  changes, the more noteworthy ones being: 
0 An increase from 15 years to 20 years the number o f  payroll contributions required in order to 

qualify for a pension. 
0 A rise in the retirement age from 62 to 65 for men, and 57 to 60 for women by  2015. 

An increase in the monthly quota for affiliates to the pension scheme f rom 7.25 percent to  9.0 
percent over a ten-year period. 

0 An increase in the employer contribution f rom 10.75 percent to 13.25 percent by 2015. 
0 Administrative changes aimed at saving up to 15 mi l l ion dollars per year. 
0 An expansion o f  the authorized investment portfolio for the CSS to allow purchase o f  

Panamanian global bonds. 

In response to protests organized by  the country's major labor unions the Government suspended the 
law in June for 90 days to engage in negotiations with opposition leaders. Given the Government's 
determination to return the CSS to solvency i t  i s  expected that some form o f  the reform w i l l  go 
forward. 
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Annex 2: Panama: Preliminary Debt Sustainability Analysis 

Panama's public sector debt has risen in the last few years, particularly during the period 1999- 
2004 in which the MOSCOSO'S Administration relaxed fiscal management and increased current 
spending. Total public sector debt grew from around 58 percent o f  GDP in 2000 to 68 percent in 
2004, increasing public debt service generated b y  the increase in the stock o f  debt, as well  as b y  
the average interest rate increase reflected in the market. 

To explore the sustainability o f  current public debt levels, a preliminary medium term 
sustainability analysis was done using the macroeconomic scenario presented in the text (Table 
1). This debt analysis w i l l  be up-dated and strengthened as part o f  the preparation o f  the 
proposed Development Policy Loan. Under the macro scenario used here, GDP growth would 
average 3.8 percent for the period 2005-2007, the inflation rate would average two percent and 
the fiscal deficit would decline reaching one percent o f  GDP in 2007. GDP growth i s  expected 
to come largely f rom increases in the export o f  goods and services and greater trading activity in 
the Canal Free Zone. These sectors expanded in 2004 and growth i s  expected to continue on the 
strength o f  the improved external environment. The declining overall NFPS deficit would result 
from the structural reforms approved in 2005 and other supportive measures under 
implementation, particularly public expenditure control. The scenario assumes that as a result o f  
the tax reform tax revenue as a percentage o f  GDP would increase from 8.8 percent in 2004 to 
10.1 percent in 2008. Additionally, the scenario assumes that expenditures savings from a more 
conservative pension reform and the downsizing o f  the public administration would be close to 
1.4 percent o f  GDP during the period 2005-2008. 

Table 2: Panama - Debt Exposure Indicators* 
I 

I 1 

' 2001 2002 2003 

Total Public Debt (% GDP) 1 64.7 63.7 63.4 
Domestic Debt (not consolidated) 11.7' 12.0 12.8 

Debt 53.0 51.7 50.6 

ernal debt outstanding (TDO 
of which, Public Sector 

I B R D  T D O  (US$m) 

Total External debt service (TDS, US$m) 1, 
of which, Public Sector 

3 

'Total External Debt and debt service indicators (a) 
TDO / GDP 64.9% 63.7% 63.9% 
TDO / Exports of GNFS b 95.8% 103.3% 108.2% 

Public External Debt and debt service indicators (%) 
Public TDO / GDP 53.0% 51.7% 50.6% 
Public TDS / Exports of GNFS 11.9% 18.4% 9.9% 

* Assumes a FYo6 - FY07 I S N  envelope of  USD 160 man. 

eliminary Projection 
20046 2005 2006 2007 2008 

68.1 68.8 67.7 66.0 64.7 
15.5 17.1 17.5 17.1 17.0 
52.61 51.7 50.2' 48.9 47.1 

8,974.1 9,165.6 9,340.7 9,675.3 3 10,030.2 
7,219.2 7,484.1 7,739.3 7,984.2 8,234.2 

245.5 233.9 268.1 250.6 240.3 

1,481.3 1,455.8 1,766.6 1,505.6 1,600.9 
1,052.1 1,112.6 1,310.6 1,183.6 1,245.4 

65.3% 63.3% 60.6% 59.2% 58.1% 
104.2% 94.8% 89.1% 86.1% 83.5% 

52.6% 51.7% 50.2% 48.9% 47.7% 
12.2% 11.5% 12.5% 10.5% 10.4% 

a. Includes pubhc and pubhcly guaranteed debt (includmg use o f  Ih4F credits if any) and pnvate nonguaranteed LT debt 
sb "GNFS" denotes exports o f  goods and non factor services 
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Under this medium term scenario, total public debt would follow a declining path consistent wi th 
the Government’s planned policies and targets. I t  i s  expected that total public debt would 
decrease from the current 68 percent o f  GDP to 64.7 percent b y  2008. Similarly public external 
debt, which represents more than 77 percent of the Government’s total debt, would decrease 
from 52.6 percent o f  GDP in 2004 to approximately 47.7 percent by 2008, while the external 
public debt service which currently reaches 12.2 percent of exports o f  goods and services would 
decrease to 10.4 percent o f  exports o f  GNFS b y  2008. 
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Annex 3: Panama: Strategic Vision of the Economic and Employment Development 
Towards 2009 

Purpose of the Document 

The purpose o f  the document “Strategic Vision o f  the Economic and Employment Development 
towards 2009” is to provide an overall framework o f  Public Policies wi th a view to  organize the 
economic and social recovery process o f  the country while motivating the behavior o f  the 
different classes of our society. Moreover, we expect that i t w i l l  direct the programs and the 
actions o f  both the Government and state-run institutions pursuant to the guidelines expressed in 
this paper. Finally, we are certain that i t  w i l l  serve both the national and international 
community as a benchmark and guide for the goals and policies to be developed b y  our 
administration. 

A. Diagnosis 

The Dual Economic Growth Model 

The Panamanian economy i s  at a crossroads in terms o f  growth and sustainability. Traditionally, 
Panama has been characterized b y  a Dual  Development Model whose growth i s  mainly 
supported b y  service exports. In turn, i t  i s  related to a protectionist policy based on an import 
substitution model, wi th sectoral incentives leading companies to prefer the domestic market to  
the detriment o f  exports. This model i s  not promoting enough growth to meet the domestic 
needs; i t  has intrinsic problems to create jobs, and produces a l ow  tax receipt level. 

A Segmented Economy and Society 

This economic model created a structure made up o f  segmented productive sectors: 

0 The export sector; 

0 

0 The indigenous sector. 

The sector directed to the domestic market; 
The sector o f  subsistence agriculture; and 

All the above resulted in a segmented society, wi th  some groups which do enjoy the benefits o f  
progress and excluded majority groups. 

Unemployment and Unequal Income Distribution 

This model does no longer promote growth or enough quality jobs. 

0 

0 

0 

Over the past 5 years, informal employment increased f rom 39 percent to 44 percent out 
o f  the total employed base. 
Protected agricultural-industrial production i s  not competitive. 
There i s  an unequal income distribution and a high relative poverty level. 
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0 

0 

People with a higher income earn 40 times more than the poorest people, while in other 
countries this ratio i s  less than 10 times. 
At a national level, 40 out o f  100 Panamanians, 59 out o f  100 in the non-indigenous rural 
areas, and 95 out o f  100 in the indigenous areas are poor. 

Unequal Social Infrastructure Coverage 

Health, nourishment, and drinking water coverage also show wide gaps b y  area and socio- 
economic strata: 

Children born in Comarca Emberi  have a l i fe expectancy o f  13 years less than those who 
are born in the Province o f  Panama (76.5 in Panama vs. 63.4 in Comarca Emberi), 
The chi ld mortality rate ranges from 16.0 per thousand l ive births in the province o f  
Panama to 58.1 per thousand in Comarca Ember& 
L i ve  births with professional care during delivery in provinces such as CoclC amount 
only to 77 percent; in Comarca Ember& 30 percent; and in the Province o f  Panama, 98.7 
percent. 
Chi ld undernourishment affects six percent o f  children under five years old in the urban 
area; however, this ratio climbs up to 15 percent in the non-indigenous rural areas, and to 
49 percent among the indigenous population, 
98 percent o f  the houses in the urban area have drinking water, while the coverage 
decreases to 80 percent in the non-indigenous rural area and to 42 percent in the 
indigenous areas. 

0 

0 

0 

0 

0 

Lack of Competitiveness and Tax Unsustainability 

Finally, we have serious problems in terms o f  lack o f  competitiveness in the protected sectors, 
wi th high tariffs facing a globalized economy, particularly caused by: 

0 

0 

4 

Lack o f  openness to foreign trade; 
A high-cost and high-price domestic product offer; and 
Poor development o f  both human and technology assets. 
High level o f  sovereign debt and shortfall in tax revenues o f  both the Government and the 
Social Security Fund, incompatible wi th a financial stability policy. 

Corruption and its Impact on Development 

Both the Panamanian society and international observers perceive an acute problem o f  
corruption, which has a negative impact on the economic and social development o f  our country. 
To eradicate the scourge o f  corruption and promote transparency i s  one o f  the priority goals o f  
the current administration. 

B. Strategic Objectives 

Our Government proposes a National Project - novel both in terms o f  social and economic 
aspects. We w i l l  create a “New Homeland” based on the integration o f  the excluded social 
groups, with an economy capable o f  promoting growth and employment to improve income 
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distribution. 
streamlining, making i t  more effective and modern, and b y  rightsizing. 

Likewise, we w i l l  foster the modification o f  the government apparatus by 

The f ive pillars of the economic and social policy we propose are as follows: 

0 

0 

0 Public finance reorganization; 
0 Human capital development; 
0 

T o  reduce poverty and improve income distribution; 
An economic growth policy to create employment; 

Reform and modernization o f  the State. 

1. T o  reduce poverty and improve income distribution 

The major problem of the Panamanian society i s  the inequality in the distribution o f  progress- 
related benefits. The mid- and long-term goal i s  to achieve social mobil i ty through the creation 
o f  opportunities as an important element to contribute to the eradication o f  abject poverty and to 
improving income distribution and thus build a country wi th the equality standards o f  the 
developed world. 

The solution to the poverty problem and an improved income distribution will  be achieved 
through several factors: 

0 Higher economic growth, wi th higher quality employment creation and more 
opportunities. This element w i l l  be reinforced with measures providing more 
opportunities to enter the labor market for the population under 30 years old, especially 
young women entering the market for the first time. 
The thorough development o f  human capital, which w i l l  provide for a fairer distribution 
o f  national wealth and the ability to generate income. 
The implementation o f  focused direct subsidy programs which wil l  improve the standard 
o f  living o f  the excluded population. I t  i s  worthwhile to point out that the 
implementation o f  a market pol icy tending to prevent and eliminate i t s  flaws i s  a suitable 
tool to solve poverty and income distribution problems, since i t  w i l l  help reverse a 
regressive situation in terms o f  prices, incentives, and taxes. 
The implementation o f  specific programs to increase productivity in low  development 
sectors and areas - especially in agriculture. 

0 

0 

0 

W e  will integrate indigenous communities into the national development through the 
following actions: 

0 B y  providing the basic services, credits, and funding for self-managed micro- and small- 
sized enterprises in the areas o f  cattle and agricultural production, tourism and 
craftsmanship. 
B y  promoting bilingual cross-cultural education in Comarcas [hamlets], as wel l  as the 
establishment of  basic education institutions and programs for subsistence agricultural 
and livestock production in the f i rs t  place to later develop into commercial production. 

0 
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In connection with housing, direct subsidy instruments imply the following actions: 

0 Implementation as from 2005 o f  a direct subsidy program for households with an income 
lower than B/. 15,000.00. 

0 Adoption o f  measures to reduce land and house transaction times and costs, including 
mass award o f  land title programs and single window strengthening in key places inland. 

0 Streamlining of  the Ministry o f  Housing regulatory functions to strengthen the 
development o f  housing projects with social interest, including components o f  a quality 
urban environment (the experience o f  Prados del Este residents should not be repeated.) 

Novel Social Protection System 

As a novel element in the social policy, in 2005 the Government w i l l  implement a protection 
system based on direct subsidies for families l iving in abject poverty, Le., the target population. 
The purpose is to directly alleviate the urgent needs of  these households, which evidences social 
solidarity as an essential element o f  a good State policy. The beneficiary families must commit 
to sending their children to school and taking part in training and community support programs, 
as well  as in those related to the use o f  public services, especially health care. 

The social protection system w i l l  be supplemented by other programs geared to facing the causes 
of poverty, fostering social organization, community strengthening, development o f  household 
productive skil ls, and access to both social services and opportunities. The development and 
implementation o f  productive improvement and agricultural productivity programs w i l l  be 
particularly important. Moreover, we w i l l  continue with an aggressive approach to the program 
for Title Awarding and Subdivision o f  Agricultural Lands. In connection with nourishment, the 
current programs w i l l  be streamlined in order to achieve a higher return per Balboa spent. As to 
employment, in 2005 we w i l l  submit a project to foster the access o f  young people to the labor 
market before the National Assembly. 

Another important component required to provide a better standard o f  living are the “integral 
citizen protection” programs geared to reducing crime in the community - a top priority need for  
the population. Moreover, the above w i l l  be implemented in compliance with the environmental 
sustainability standards. 

GOALS TO BE ACHIE 
POVERTY AND INCOME 
DISTRIBUTION 

Poverty and Abject Poverty Levels 
To reduce the income gap between the poorest 
people and those with the highest income. 

Indigenous poverty 

Infant Mortality 

L i f e  expectancy i n  Comarcas [hamlets] 
Chronicle undernourishment i n  6 - 9 year-old 
students 

ED IN A 5-YEAR TEI 

2004 

40 out of  100 

forty second part 

98% 
20.6 per thousand 

live births 

65 years 

22% 

M 

IN 5 YEARS 

32 out of 100 

Up thirty fifth part 

80% 
15 per thousand live 

births 

70 years 

15% 
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2. Economic Growth and Employment 

The new economic policy fostered b y  our Government i s  based on: 
0 The development o f  an open economy growth model - open in al l  i t s  sectors and geared 

to the international market. 

This growth model i s  the best way to ensure a suitable allocation o f  resources, higher economic 
growth, dynamism to increase productivity and exports, which w i l l  allow for the creation o f  
more well-paid and quality jobs and w i l l  attract foreign investment, as evidenced in the cases o f  
Centro Bancario [Banking Center] and Zona Libre de Colbn [Colbn Free Zone.] 

The fundamentals of market economy, taking special care to use the proper policies to 
correct market flaws, are as follows: 

0 Incentive neutrality; 
0 Openness overseas; 
0 

0 L o w  transaction costs; 
0 

0 

0 

Free access for everybody to closed markets; 

Government actions to promote the efficient and effective development o f  the market; 
Freedom in pricing within a competitive market; 
Removal o f  distortions and generation o f  increased competition to reduce prices. 

The new economic environment wi l l  be supplemented by several elements, namely: 

0 

An accountable tax policy; 
0 

0 

A constitutional State wi th rules which respect and ensure c iv i l  liberties, property rights, 
legal certainty, and an effective and timely law enforcement; 

Maintenance o f  our present monetary system; and 
Implementation o f  actions promoting the exercise o f  the Panamanians’ rights. 

2.1 To Direct the Economy Overseas 

Due to the reduced size o f  our domestic market, the growth o f  Panamanian economy relies on 
the growth o f  exports. To increase the export o f  goods and services to international markets i t  
w i l l  be necessary: 

0 

0 

To have access to international markets in favorable terms. 
To create conditions o f  domestic efficiency and competitiveness; for such purpose, we 
w i l l  support specific programs that promote them. 

The Free Trade Agreement wi th the United States o f  America w i l l  provide access to the most 
important purchasing market in the world. The level o f  benefits which we may reap from the 
FTA with the United States o f  America and other similar agreements w i l l  depend on the quality 
of our actions to increase economic competitiveness and productivity, which w i l l  relate the 
Panamanian productive system to both the largest global economy and other countries wi th 
which we w i l l  execute free trade agreements, by means o f  trade and the attraction o f  sizable 
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investment. In other words, the negotiation with the United States of  America implies a national 
challenge to consolidate mechanisms that would remove distortions and barriers to access our 
economy and would allow for the generation o f  export-related investment and employment, and 
the establishment o f  new, more balanced and fairer bilateral relations. 

In the light o f  new investments, technologies, and trade agreements, we w i l l  continue fostering 
exports based on the development of  the “Economic Cluster” related to Panama’s commercial 
goal, the canal and the reversed areas, the domestic port network at the service o f  vessels in 
transit, shipping, ship maintenance, interrelated maritime business, transport and logistic centers, 
the Free Zone trade, international communications, export processing areas, banking, the 
commercial and industrial development, Ciudad del Saber [City o f  Knowledge] and Tecnoparque 
[Technology Park]. In turn, we w i l l  provide a strong support to the promotion and development 
o f  the different Tourism options, especially cruise tourism. 

2.2 Development of Export Infrastructure 

An overseas-directed economy requires an excellent domestic transport and communication 
system. Therefore, the maintenance and expansion o f  the road network i s  a top priority. 
Without it, agricultural and livestock producers w i l l  not be able to compete in the international 
market, and tourists who visit us w i l l  not be able to travel around the country unless the road 
network i s  in good condition. 

In terms o f  infrastructure for international trade, b y  the end o f  our term we should have -at least 
- doubled the domestic containerized cargo handling capacity o f  Panama. For such purpose, we 
wil l  commission new port operations and promote the expansion o f  the facilities already in place. 

2.3 Removal of  Distortions and Creation of  Competition 

W e  are implementing a structure o f  neutral and physically-viable incentives which do not distort 
prices, or grant exemptions or privileges to any productive sector. In order to achieve higher 
competitiveness and productivity levels, i t  w i l l  be necessary to generate a strong competition in 
the market o f  goods through the removal o f  access barriers or restrictions to companies and 
imported products. The current situation evidences that prices tend to  be much lower in 
countries open to international trade, thus favoring the poor. Moreover, the removal of 
distortions increases the opportunities of  the entire population to enjoy the benefits of  progress. 

2.4 Leveraging the Domestic Resources 

The Panamanian development requires actions and investment in infrastructure to better profit 
from the advantages o f  our geographic location and our potential resources. This wil l  provide 
for increased exports, productivity, and tapping o f  resources. 

0 The expansion and modernization program o f  the Panama Canal geared to adding a third 
lock set i s  under way. The construction o f  the above mega-project - worth billions o f  
Balboas - has the power to generate a strong economic expansion in the country for 
several years, due to both i t s  direct and indirect effects. In turn, we w i l l  support the 
strengthening o f  Panama as a transport, logistic, and maritime center o f  the hemisphere. 
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0 Panama's economic potential w i l l  increase upon the execution o f  Free Trade Agreements 
wi th  different trade partners such as the United States o f  America, Singapore, Central 
America, Mexico, Chile, the Andean Community, the MERCOSUR [Southern Cone 
Common Market] and the full application o f  the FTA with Taiwan, which w i l l  result in a 
favorable environment to attract international investments. These agreements, in turn, 
wil l  increase the opportunities o f  commercial and industrial brokerage among Panama, 
Lat in America, and the Asian markets. 
The construction o f  several Irrigation Projects w i l l  begin, which - together wi th  a 
sanitationhealth program to eradicate the fruit fly from certain areas and the 
establishment o f  a traceability system - w i l l  strengthen our exports o f  beef, fruit, and 
vegetables to global markets. 
As to transport, we w i l l  improve urban transport, which currently contributes to reducing 
the standard o f  l iv ing and to increasing the transaction costs o f  our economic activity due 
to the time consumed and the costs incurred. For such purpose, we w i l l  implement a new 
public transport system with i t s  subsequent reorganization. W e  w i l l  also start a 
comprehensive repair and maintenance program for the road network country-wide with 
a view to reducing the social cost resulting from traveling through it. This effort w i l l  
include conditioning, widening, and improvements in Carretera Panamericana and V i a  
PanamB-Col6n. 
W e  w i l l  increase the commercial brokerage potential by supporting the Howard Special 
Economic Zone, including new areas to the development of the FTA. Additionally, we 
w i l l  provide support to the port development in order to achieve operations o f  over 3.5 
mi l l ion TEUs within the next 5 years - this being a must for the economic growth; 
otherwise, there w i l l  be imbalances which w i l l  result in economic crises as we have seen 
in other countries. 

0 

0 

0 

The Panamanian State i s  facing serious current and mid-term financial problems, among 
others: 

0 A high debt/equity ratio, 
0 

0 

0 

An unsustainable shortfall in tax revenue. 
W e  w i l l  support the rationalization o f  several productive sectors. In connection wi th 
electricity, the Panamanian system w i l l  be integrated wi th  that o f  Colombia's. 
Modernization o f  legal rules in several markets in order to reduce transaction costs and 
promote the efficient use o f  the labor factor and resources in the company. 
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GOALS TO BE ACHIEVED Il 
ECONOMIC GROWTH AND EMPLOYMENT 

Actual per Capita GDP 

Average annual growth o f  the actual per capita GDP, 5 
years 
Actual Net Exports per capita 

Investment in National fixed capital/GDP 

Average annual growth rate o f  formal employment in 3 
years 

Urban unemployment rate for women under 30 years old 

A 5-YEAR TERM 
2004 

B/ 4500 

Less  than 1.1%* 

B/ 1,250 

17% 

2.3% 

32% 

IN 5 YEARS 
B/ 5200 (16 % 

increase) 

2% - 3% 

B/ 1,650 (32 % 
increase) 

25 % 

2.9% 

23% 

* from 1999 to 2004 

3. Public Finance Reorganization 

Another pillar o f  the economic policy w i l l  be the public finance reorganization. The assessment 
o f  public finances i s  a must for economic growth; otherwise, there w i l l  be imbalances resulting 
in economic crises as those seen in other countries. 

0 

0 

0 

Negative public savings and an inefficient tax administration. 
The Social Security Fund has serious problems with actuarial deficits and lack o f  
resources to deliver on i t s  ambitious programs. 
These situations jeopardize the national financial sustainability. 

The deteriorating finances o f  the National Government are the result of the current dynamics, 
strongly stressed until 2004. Between 1999 and 2004, the tax receipt level remained practically 
stagnant, despite the continuous increase o f  the current expenditure resulting f rom increased 
payroll and interest. Therefore, the Federal Government current savings went f rom B/ 109.0 
mil l ion in 1999 to an estimated deficit o f  B/240.0 mi l l ion in 2004, which means that we 
requested loans to pay for payroll expenses and interest. This situation also shows the 
deterioration in the tax burden over the past decades, as the country's current revenues -which 
amounted to, roughly, 15 percent o f  the GDP in 1986 and 1987- recently decreased b y  less than 
nine percent. Should these problems remain unsolved, the financial standing o f  the Government 
w i l l  become unsustainable and i t  w i l l  have a domino effect in the economy. 

Today, a program to stabilize public finances i s  already under way. This program consists 
Of: 

0 The provision o f  accurate and true information through the establishment of  transparent 
accounting standards to measure deficits and manage accounts payable and their activity. 
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The introduction o f  measures to reduce the deficit, which amounted to 5.3 percent o f  the 
GDP in 2004, and measures tending to a responsible accounts payable management. 

The mid-term goal i s  to gradually reduce the shortfall in tax revenues to 1.0 percent o f  the GDP, 
thus reducing the Debt/GDP ratio down to 60 percent. Another goal i s  to increase current 
savings in order to  fund with our own resources a substantial part o f  the investment and therefore 
depend less on the debt. The attainment o f  these goals w i l l  be an important factor to obtain the 
best terms and conditions for our debt, which w i l l  also benefit the private sector and contribute to 
attracting international investments. 

To reduce the shortfall in tax revenues, increase current savings and the government outlay 
return are goals relying on the measures listed below: 

0 First, the rationalization o f  the current expenditure, including avoiding unnecessary 
expenses, with transparent, effective and efficient public procurement and contracting 
mechanisms. 
Second, to manage the tax reform geared to capturing more resources through a fairer tax 
structure which would promote economic efficiency. This wil l  be achieved through the 
reorganization and expansion o f  the tax basis, the review o f  the tax incentive policy to 
increase their neutrality, the removal o f  distortions, and a more tax administration 
efficacy. 
Third, an improved management o f  the budgetary system geared to achieve more 
productive investments, at both social and economic levels. 

0 

0 

In order to attain the national goals o f  economic growth, poverty alleviation, increase o f  labor 
productivity through improved education and health, and integration o f  our segmented economic 
structure, i t  i s  necessary to make a great national effort to generate enough savings to fund both 
social and economic infrastructure. The traditional revenue raising and expenditure schedule 
approach prevents the accumulation o f  enough savings to fund our future development. 
Therefore, we are implementing a thorough tax reform which w i l l  provide the necessary savings 
base to achieve the goals outlined in our Strategic Vision in the short term. 

The other important aspect to reduce the country risk and ensure better standards o f  l iv ing and 
social stability in the future i s  to f i x  the financial problem o f  the pension, seniority and death 
program o f  the Social Security Administration. This problem worsened to the extent that, today, 
the SSA does not generate enough revenues to cover the program compensations, Le., there i s  
cash deficit. The actuarial deficit i s  high in terms o f  the current pensions, and even higher i f  we 
add future pensions. The measures we propose wil l ,  in a very short term, result in both long- 
term financial sustainability and the distribution o f  the adjustment cost among all the players. 
The SSA financial adjustment w i l l  be supplemented by financial measures such as: to get a 
higher financial return on resources, as i t  was already the case with the agreement signed 
between the SSA and the National Bank o f  Panama during this Administration, availing o f  new 
administrative measures which wil l  provide efficiency, lower costs, eradication o f  abuses, 
reduced medicine costs, and improved services. 
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PUBLIC FINANCES 2004 
Federal Government Savings 

Shortfall in Tax Revenue (%/GDP) of the 
Federal Government 

Surplus (Deficit) SSF (Bb0.0 million) 

Public Debt/GDP 71.7% 

(B/ 240.0 million) 

Over 5% 

4. Development of Human Capital 

In 5 years 

B/300.0 million 

1.0% 

Surplus 

60% 

Knowledge, education, and health are essential to develop human capital, rely on better citizens, 
and increase competitiveness. Moreover education i s  a decisive factor o f  socioeconomic 
stratification and i t  has been shown that the modern world economy i s  based upon the economy 
o f  knowledge. 

Therefore, the strengthening of the human capital will be one of the pillars of the economic 
policy, relying -for such purpose- on the following actions: 

0 The program w i l l  be based on thorough education reforms at al l  levels to achieve, in a 
few years, the comprehensive teaching o f  the English language, computing technology, 
and improved mathematic and sciences. 
Additionally, we w i l l  expand the coverage o f  pre-school and high-school education. 
W e  w i l l  train large groups among the population in entrepreneurial techniques to manage 
small companies, and we w i l l  improve the quality o f  professional education at college 
level. For such purpose, we w i l l  reform the curricula, the organization o f  institutions, and 
the administration efficiency. Moreover, we w i l l  lay emphasis on teachers' training and 
outcome assessment. 

0 In 2005 we w i l l  implement the program "Connect to Knowledge" [ConCctate a1 
Conocimiento] to provide schools wi th Internet access. The pi lot program wil l  be rolled 
out in 200 schools, which w i l l  become part o f  over 1,000 staffs within 5 years. 

0 

0 

Health i s  an asset which improves the standard o f  living, and also increases productive capacity, 
thus being part o f  the human capital. Panama assigns significant relative expenditure to the 
sector and obtained successful general health indicators. However, undesirable conditions such 
as those listed below s t i l l  prevail. 

0 

0 

0 There are care coverage problems, and shortcomings in drinking water supply, 

Poor return on the resources used; 
The functional coordination difficulties among suppliers o f  utilities remain; 

nourishment, sewage disposal, and health care; 
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W e  will implement a program for the efficient development of health services to solve the 
remaining problems. For such purpose, we will rely on the following actions: 

HEALTH 
Rural households with access to drinking water 
Professional care during delivery, rural area 

0 Based on the Strategic Health Plan, we w i l l  implement actions in the following program 
areas: (a) Promotion o f  health, prevention o f  diseases, and health democratization; (b) 
Integral, community, and environmental health; (c) Integral occupational health; (d) 
Health recovery; (e) Managerial, human resources, and funding development in the 
health field. 
W e  w i l l  optimize the use o f  the health infrastructure and improve the care coverage in 
rural and indigenous areas. 
W e  w i l l  deploy a national short- and mid-term cleanup program until we cover al l  the 
urban real estate in the country, and we w i l l  keep a record of  the needs, setting priorities 
in terms o f  sewage disposal and treatment. In five years of government, we wil l  build 
sewer systems in the most critical areas, focusing on the Cleanup o f  Panama Bay. 

0 

0 

75 % 82% 
80% 90 % 

GOALS TO BE ACHIEVED IN A 5-YEAR T 
HUMAN CAPITAL 

EDUCATION 
Pre-school coverage 
Drop-out rate in official high-school education 
Percentage o f  students who finish high-school 
Net high-school education coverage (15-17 years old) 
Percentage o f  Illiteracy 
Education Quality" 
*Admission Exam to the Technological University passed 

:RM 
2004 1 IN5YEARS 

50% 
10.8% 
50% 
61% 
92% 
24 % 

75% 
5.0% 
70% 
70% 
96% 

> 35% 

An economic approach overseas requires an aggressive political approach in terms o f  
international relations. Therefore, we wil l  continue with our direct involvement in the regional 
forums, improving the profile o f  the Panamanian participation in them, and supplementing the 
economic role which we have defined in our Vision o f  a New Homeland [Visibn de Patria 
Nueva]. 

5. Reform and Modernization of the State 

An additional pillar of the development strategy wil l  be a Reform and Modernization o f  the 
State. The main purpose o f  this component i s  to help institutions and activities of the public 
sector become facilitators o f  development -a means to both effectively and efficiently implement 
the strategy adopted, and geared to serve the community. For such purpose, at a macro-industrial 
level, i t  i s  necessary to have a clear redefinition o f  the goals and priorities o f  each sector. 
Moreover, i t  i s  necessary to redesign the government functions by getting rid of obsolete 
activities, simplifying and reducing bureaucratic dealings, and streamlining administration 
through improved staff professional training. 
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0 W e  w i l l  take measures to ensure transparency and eradicate corruption f rom the public 
sector. This program has been in progress since the beginning o f  our administration, and 
we are certain that we w i l l  be among the best-ranked countries o f  the world in terms o f  
corruption rates. 
The reform w i l l  include the reorganization o f  the government action, as wel l  as measures 
geared to removing unnecessary obstacles to private initiatives. 
Implementation o f  different management actions and methods for a further integration o f  
the private sector into the infrastructure investment component. 
A program to reform the regulatory system in order to increase competition and promote 
better prices, particularly in the electric and transport sectors. 
The reorganization o f  the health program administration both at the Social Security 
Administration and at the Ministry o f  Health. 
We w i l l  foster the municipal strengthening programs and, in turn, we wil l  increase their 
responsibilities. 

0 

0 

0 

0 

0 
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Annex 4: Panama: Country Financing Parameters (Supporting Information) 

Country Financing Parameters for Panama were first established in December 2004. These 
Parameters were reviewed with the Government as part o f  the preparation o f  this Interim 
Strategy Note. A summary o f  the main elements o f  the parameters follows. 

Cost Sharing 

Bank-financed projects are fuIly integrated into the budget. Moreover, funds borrowed from the 
Bank represents a small share o f  the country's overall development spending; o f  Panama's$160 
mi l l ion in development spending in 2003, Bank disbursements accounted for about $20 mi l l ion 
(12 percent), whi le the Government covered 45 percent directly. 

Government counterpart funding o f  about 10% o f  project costs on average i s  expected for 
projects proposed in this ISN. In view o f  fiscal tightening and the pressure on counterpart funds 
the Government has requested and the Bank has agreed to provide the flexibility for Bank 
financing o f  up to 100% o f  costs o f  individual projects. The Banks financing share in individual 
projects would be determined in the project context, taking into account how ownership by 
Panama for the project wi l l  be ensured. Since the Bank's overall lending envelope w i l l  remain 
the same, the Government and the Bank recognize that a higher Bank financing share may limit 
the size and scope of projects being financed by the Bank. In the case o f  ongoing projects, the 
Bank would appraise the scope for reducing activities planned under the project and whether 
there are sufficient funds available to allow an increase in the Bank's financing share. 

Recurrent Costs Financing 

Consistent wi th the Government's prudent fiscal stance, any Bank financing o f  recurrent cost. 
financing w i l l  be subject to medium-term fiscal and debt sustainability considerations and i s  
expected to stay broadly within the modest ranges o f  recent years. The Government 
continuously monitors recurrent expenditures, including those financed by Bank  project^'^. All 
recurrent expenditures are integrated into the Government's fiscal program and into the national 
budget, and are thus subject to Panama's overall fiscal management. The Government and the 
Bank are making great efforts to sustain recurrent costs after Bank funding stops. The good 
track record o f  project sustainability reported in recently completed ICRs14 and subsequent OED 
reports helps substantiate the Government's commitment in this regard. 

Thus, no country-level limit on Bank-financing o f  recurrent costs i s  proposed. In determining 
recurrent-cost financing for individual projects, the Bank w i l l  take into account sustainability 
issues at the sector and project levels, as well  as implied future budgetary outlays. Increased 
flexibility for financing recurrent expenditures w i l l  be used in well-justified cases, with careful 
consideration o f  risk to sustainability. 

l3 Examples o f  recurrent costs financed by  Bank projects in Panama include education materials and project 
o erating costs. 
"Of the five projects that have closed since 2000 and have completed ICRs four have been rated likely to be 
sustainable and one has been rated highly likely. 
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Local Cost Financing 

The new pol icy allows local cost financing, provided there are demonstrated macroeconomic and 
project grounds for doing so. The case i s  rather straightforward for Panama, since the economy 
i s  fu l ly  dollarized and the country’s own resources are insufficient to cover the country’s current 
annual development program o f  about 1.2 percent o f  GDP. Each year it needs to finance a gap 
o f  about 0.7 percent of  GDP, much o f  which are needed to finance local expenditures. Bank 
disbursements for local costs have been significant, amounting to 95 percent, 90 percent, 95 
percent and 93 percent in FYO1, FY02, FY03 and FY04 respectively. The high level o f  local 
costs i s  expected to continue given the nature o f  projects in the pipeline. 

As the two requirements for Bank financing o f  local costs are met, the Bank may finance local 
and foreign costs in the proportion required for individual projects. 

Taxes and Duties 

Panama has a fairly simple tax structure. The core o f  Panama’s tax system i s  made up o f  f ive 
taxes. The corporate income tax rate varies f rom 30 to 34 percent. A Value Added Tax (VAT) 
i s  set at five percent for most goods, while the region averages 16 percent on this tax. Personal 
income i s  taxed on a sliding scale, ranging from 0 to 30 percent. Other taxes levied in Panama 
include an annual real estate tax and an annual commercial license tax. In addition, the country’s 
trade regime i s  fairly open with one o f  the lowest tariff rates in the L A C  regiont5 (averaging 9 
percent in nominal tariff duties). In light o f  this, taxes and duties on goods and services 
associated with project expenditures are currently regarded as reasonable and non- 
discriminatory. The Bank may therefore finance al l  taxes and duties associated with i t s  projects. 
At the project level, the Bank w i l l  consider whether taxes and duties constitute an excessively 
high share o f  project expenditures. 

l5 Since 1999 Panama’s tariff schedule i s  based on the Central American Tariffs System, which has a maximum 
tariff o f  15 percent. 
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Panama: Country Financing Parameters 

Ttem 
Cost sharing. Limit on the proportion 
of  individual project costs that the 
Bank may finance 

Recurrent costfinancing. Any l i m i t s  
that would apply to the overall amount 
o f  recurrent expenditures that the Bank 
may finance 

Local costfinancing. Are the 
requirements for Bank financing of 
local expenditures met, namely that: (i) 
financing requirements for the 
country’s development program would 
exceed the public sector’s own 
resources (e.g., from taxation and other 
revenues) and expected domestic 
borrowing; and (ii) the financing o f  
foreign expenditures alone would not 
enable the Bank to assist in the 
financing o f  individual projects 
Taxes and duties. Are there any taxes 
and duties that the Bank would not 
finance? 

Parameter 
100 percent 

No country-level 
limit 

Yes 

None 

Remarks / Explanation 
Bank financing o f  100 percent o f  
project costs wi l l  be applied 
selectively. Specific arrangements 
would be determined for individual 
projects, based on project context 
and the project team’s judgment o f  
borrower commitment and 
ownership. 
In determining recurrent cost 
financing in individual projects, the 
Bank w i l l  take into account 
sustainability issues at the sector and 
project levels and implied future 
budgetary outlays. The Bank would 
exercise caution in financing 
recurrent costs. Recurrent cost 
financing i s  expected to stay within 
the modest levels of recent years. 
The two requirements are met. The 
Bank may therefore finance local 
costs in the proportions needed in 
individual projects. 

No taxes or duties are currently 
identified as unreasonable or 
discriminatory. At the project level, 
the Bank would consider whether 
taxes and duties constitute an 
excessively high share o f  project 
expenditures. 
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Annex A2: Panama: At a Glance 

Panama at a glance 

I I Development diamond’ 

Life expectancy 

T 

i 

8/9/05 

1 Access to improved water source 

2004 
Population, mid-year (millions) 
GNI per capita (Atlas method, US$) 
GNI (Atlas method, US$ billions) 

-Panama 
Upper-middle-income group 

Latin Upper- 
POVERTY and SOCIAL America middle- 

Panama & Carib. income 

I 

3.0 541 
4,450 3,600 

13.4 1.948 

Average annual growth, 1998-04 

Population (‘7) 
Labor force (%) 

Moht recent estimate (latest year available, 1990-04) 

Poverty (77 ofpopulation below national poverty line) 
Urban population (77 of total population) 
Life expectancy at birth (years) 
Infant mortality (per 1,000 live births) 
Chitd malnutrition (% of children under 5) 
Access to an improved water source (% ofpopulation) 
Illiteracy p/. ofpopulation age 75+) 
Gross primary enrollment p/. of school-age population) 

Male 
Female 

KEY ECONOMIC RATIOS and LONG-TERM TRENDS 

1984 

G DP (US$ billions) 
Gross domestic investmentJGDP 
Exports of goods and seMces/GDP 
Gross domestic sawngs/GDP 
Gross national sawngs/GDP 

Current account balance/GDP 
Interest paymentslGDP 
Total debtJGDP 
Total debt semcelexports 
Present value of debtJGDP 
Present value of debtJexports 

5.1 
14.8 
67.2 
24.0 
19.6 

6.0 
85.4 

1984-94 1994-04 
(average annual growfh) 
GDP 2 3  3 8  
GDP per capita 0 3  2.2 
Exports of goods and semces 3.8 0.8 

1.5 1.4 
1.9 0 9  

61 71 
74 71 
17 28 

88 89 
7 11 

112 123 
114 126 
110 122 

1994 2003 

7.7 12.9 
2 6 8  19.1 
9 9 8  6 4 0  
31.6 25.1 
30 6 20.6 

0.1 -3 4 
1 .8 4.2 

8 9 3  639 
4.4 11.0 

. 63.9 

. 97.3 

576 
4,770 
2,748 

0 8  
-0 9 

62 
69 
24 

93 
9 

1 06 
108 
106 

2004 

137 
20 8 
62 7 
187 
12 8 

-8 0 
4 2  

65 3 
156 
65 3 
94 2 

2003 2004 2005-08 

4 3  6 2  3.9 
2.8 4.8 2 4  

-0.9 6.7 5 7  

1 
GNI Gross 
per primary 
capita enrollment 

Development diamond’ 

Life expectancy 

Gross GNI 
per primary 
capita enrollment 

T 

Access to improved water source 

-Panama 
- Upper-middle-income group 

Economic ratios’ 

Trade 

1 

Indebtedness 

-Panama 
- Upper-middle-income group 

STRUCTURE of the ECONOMY 

(“7 of GDP) 
Agriculture 
Industry 

Services 

Private consumption 
General government consumption 
Imports of goods and services 

Manufacturing 

(average annual growth) 
Agriculture 
Industry 

Services 

Private consumption 
General government consumption 
Gross domestic investment 
Imports of goods and services 

Manufacturing 

1984 

8.2 
18.2 
10.6 
73.7 

56.2 
19.8 
58.0 

1984-94 

1.5 
2.7 
2.7 
2.2 

3.9 
-1.7 
9.7 
5.7 

1994 

7.9 
17.4 
8.9 

74.7 

53.6 
14.8 
95.0 

1994-04 

4.6 
2.0 

-1.5 
4.3 

5.2 
4.0 
0.0 
0.6 

2003 

7.8 
13.7 
7.7 

78.5 

60.5 
14.3 
58.0 

2003 

4.6 
7.5 

-1.6 
3.5 

0.4 
3.1 

19.0 
-1.6 

2004 

7.7 
17.9 
8.3 

74.4 

67.9 
13.4 
64.8 

2004 

2.4 
9.0 
2.6 
6.9 

4.7 
5.7 

16.8 
8.1 

W G D I  *GDP 

Growth of exports and Imports (%) 

30 T 
20 

10 

0 

-10 

-20 

Note: 2004 data are preliminary estimates. 

* The diamonds show four key indicators in the country (in bold) compared with its income-group average. If data are missing, the diamond will 
be incomplete. 

46 



Panama 

PRICES and GOVERNMENT FINANCE 

Domestic prices 

Consumer prices 
Implicit GDP deflator 

Government finance 
(% of GDP, includes current grants) 
Current revenue 
Current budget balance 
Overall surplus/deficit 

TRADE 

(US$ millions) 
Total eworts (fob) 

Bananas 
Sugar 
Manufactures 

Total imports (cif) 
Food 
Fuel and energy 
Capital goods 

change) 

Exqort price index (1995=100) 
Import price index (1995=100) 
Terms of trade (1995=100) 

BALANCE of PAYMENTS 

(US$ millions) 
Exqorts of goods and services 
Imports of goods and services 
Resource balance 

Net income 
Net current transfers 

Current account balance 

Financing items (net) 
Changes in net reserves 

Memo: 
Reserves including gold (US$ millions) 
Conversion rate (DEC, local/US$) 

EXTERNAL DEBT and RESOURCE FLOWS 

(US$ millions) 
Total debt outstanding and disbursed 

IBRD 
IDA 

Total debt service 
IBRD 
IDA 

Composition of net resource flows 
Official grants 
Official creditors 
Private creditors 
Foreign direct investment 
Portfolio equity 

World Bank program 
Commitments 
Disbursements 
Principal repayments 
Net flows 
Interest payments 
Net transfers 

1984 

1.6 
1.6 

1984 

69 
74 
94 

1984 

1 .o 

1984 

4,363 
249 

0 

566 
37 

0 

37 
150 

14 
-136 

0 

0 
52 
16 
35 
20 
15 

1994 

1.3 
3.7 

17.6 
-0.9 
-3.1 

1994 

6,045 
207 
70 

5,630 
6,832 

212 
119 
542 

107 
103 
103 

1994 

7,449 
7,359 

89 

-229 
149 

9 

84 
-93 

61 2 
1 .o 

1994 

6,907 
206 

0 

382 
72 

0 

19 
-93 
-30 
402 

0 

60 
2 

54 
-52 
18 

-70 

2003 

0.1 
0.5 

15.3 
-0.9 
-3.8 

2003 

5,044 
113 
57 

4,559 
6,784 

373 
579 
51 5 

107 
97 

109 

2003 

7,601 
7,465 

136 

-81 9 
241 

-442 

289 
153 

1,013 
1 .o 

2003 

8,225 
270 

0 

931 
50 
0 

0 
3 

308 
792 
80 

0 
16 
35 

-1 9 
15 

-34 

2004 

0.4 
0.5 

14.7 
-2.4 
-5.6 

2004 

5,886 
108 
54 

5,343 
8,354 

41 5 
789 
566 

105 
108 
97 

2004 

8,612 
8,901 
-289 

-1,042 
226 

-1,105 

1,500 
-395 

633 
1 .o 

2004 

8,974 
246 

0 

1,481 
50 

0 

0 
-38 
802 

1,012 
171 

49 
12 
37 

-25 
13 

-38 

-2 1 
-GDP deflator +CPI I 

Export and import levels (US$ mill.) I 
8 O M )  

6 000 

4 000 

2 000 

0 

i O4 I 98 99 w 01 02 03 

Eqorts Imports 

Current account balance to GDP ( O h )  1 

/Composition of 2004 debt (US$ mill.) 

A 2C5 36 

F: 7,467 

A. IBRD E - Bilateral 
B - IDA D - Other multilateral F - Private 
C - IMF G .  Short-term 

Development Economics 8/9/05 
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Annex B3: Panama: IBRD Lending Summary 
Proposed IBRD Base-Case Lending Program (FY06-07)" 

US$ Strategic Implementation 
FY Project Million Rewards (H/M/L)b Risks (H/M/L)b 

2006 Development Policy Loan (DPL) 60.0 H 
Rural Poverty 35 H 

Subtotal for FY06 95.0 

2007 Water Supply and Sanitation for Low-Income 30 M 
Communities 
Social Protection 35 H 

Subtotal for FY07 65.0 

M 
M 

M 

M 

Total FY06 - 07 160.0 

a. This table presents the proposed program for the next two fiscal years 
b. For each project. The table indicates whether the strategic rewards and implementation r isks  are expected to be 
high (H), moderate (M), or low (L) 

Annex B3a: Panama: IFC and MIGA Program, FY2002 - 2005 

Fiscal Year 
Category 2002 2003 2004 2005 

IFC Commitments (US$ million) 0 29.1 55.3 65.0 

Sector (%) 
Finance and Insurance 
Transportation 
Ut i l i t ies 

TOTAL 

Investment Instrument (%) 
Loans 
Equity 
Quasi-Equity (Loan Type) 
Quasi-Equity (Equity Type) 
Guarantee 
Risk Management Products 

TOTAL 

0 34 
0 45 
0 21 
0 100 

66 
34 
0 
0 
0 
0 

100 

100 0 
0 100 
0 0 

100 0 

99 
1 
0 
0 
0 
0 

100 

100 
0 
0 
0 
0 
0 

100 

MIGA Guarantees (US$ million) 3.3 3.3 3.3 0.0 

48 



Annex B4: Panama: Summary of Nonlending Services 

Completion Amount 
Product FY (US$OOO) Audiencea Objectiveb 

Analytical WorWReports 

Underway: 
Country Financial Accountability Assessment (CFAA) FY06 80 G,B KG,PS 
Country Procurement Assessment Review (CPAR) FY06 80 G,B KG,PS 

KG,PS Public Expenditure Review (PER) FY06 176 G,B,PD 
Poverty Assessment (PA) FY06 176 G,D,B,PD KG,PD,PS 

Planned: 
Poverty and Social Impact Analysis (PSIA) 
Investment Climate Assessment (ICA) 
Urban Transport Study 
Country Environmental Analysis (CEA) 
Country Economic Memorandum (CEM) 

FY06 40 G,D,B,PD KG,PD,PS 
FY06 140 G,B,PD KG,PD,PS 
FY07 176 G,B,PD KG,PS 
FY07 176 G,B,PD KG,PS 
FY07 245 G,B,PD KG,PS 

a. Government, donor, Bank, public dissemination. 
b. Knowledge generation, public debate, problem-solving. 
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Annex B5: Panama: Social Indicators 

POPULATION 
Total population, mid-year (millions) 

Urban population (Yo of population) 
Total fertility rate (births per woman) 

POVERTY 
(“A of population) 
National headcount index 

Urban headcount index 
Rural headcount index 

Growth rate (% annual average for period) 

INCOME 
GNI per capita (US$) 
Consumer price index (1995=100) 
Food price index (1995=100) 

INCOMWCONSUMPTION DISTRIBUTION 
Gini index 
Lowest quintile (% of income or consumption) 
Highest quintile (% of income or consumption) 

SOCIAL INDICATORS 
Public expenditure 

Health (% of GDP) 
Education (% of GDP) 

Net primary school enrollment rate 
(“A of age group) 

Male 
Female 

Access to an improved water source 
(“A of population) 

Urban 
Rural 

Total 

Total 

Immunization rate 
(“A of children ages 72-23 months) 

Measles 
DPT 

Child malnutrition (% under 5 years) 
Life expectancy at birth 
(years) 

Total 
Male 
Female 

Mortality 
Infant (per 1,000 live births) 
Under 5 (per 1,000, live births) 

Male (per 1,000 population) 
Female (per 1,000 population) 

Births attended by skilled health staff (“10) 

Adult (15-59) 

Maternal (modeled, per 100,000 live births) 

Latest single year 

1975-80 

2.0 
2.5 

50.4 
4.1 

1,620 
79 
75 

71 
47 
16 

69 
67 
71 

34 
46 

172 
117 

1985-90 

2.4 
2.0 

53.7 
3.0 

2,220 
94 
92 

92 
92 
91 

99 

73 
86 

72 
70 
75 

27 
34 

146 
94 
50 

1997-2003 

3.0 
1.5 

60.5 
2.4 

36.8 
20.0 
62.7 

4,450 
109 
103 

47.0 
4.0 

51.9 

6.4 
4.5 

88 

88 
98 
80 

83 
86 
7 

74 
73 
77 

17 
24 

145 
93 
60 
90 

Same regionlincome group 

Latin 
America 
& Carib. 

532.7 
1.4 

76.6 
2.4 

3,280 

3.3 
4.3 

95 
96 
94 

89 
96 
69 

93 
89 

71 
68 
74 

28 
33 

222 
125 
193 

Upper- 
middle- 
income 

333.1 
1.2 

75.4 
2.3 

5,440 

3.4 
4.5 

91 
92 
92 

96 

94 
91 

74 
71 
77 

18 
22 

196 
103 
67 

Note: 0 or 0.0 means zero or less than half the unit shown. Net enrollment rate: break in series between 1997 and 1998 due to 
change from ISCED76 to ISCED97. Immunization: refers to children ages 12-23 months who received vaccinations before one 
year of age. 

2005 World Development Indicators CD-ROM, World Bank 
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Annex B6: Panama: Key Economic Indicators 

Actual Projection 

Total Consumption 
Gross domestic investment 

Government investment 
Private investment 

Exports (CJNFS)~ 
Imports (GNFS) 

Gross domestic savings 
Gross national savings' 

73.1 75.6 79.1 74.9 81.3 78.5 77.0 76.2 75.4 
24.1 17.6 15.8 19.1 20.8 20.5 21.8 22.6 23.6 

3.9 4.1 4.3 5.2 4.1 2.9 3.0 3.0 3.0 
20.2 13.6 11.4 13.9 16.7 17.6 18.8 19.6 20.6 

72.6 72.7 67.5 64.0 62.7 66.8 68.0 68.8 69.5 
69.8 65.9 62.3 58.0 64.8 65.8 66.8 67.6 68.6 

26.9 24.4 20.9 25.1 18.7 21.5 23.0 23.8 24.6 
23.1 21.2 20.9 20.6 12.8 15.9 18.4 20.2 21.8 

Memorandum items 
Gross domestic product (US$ million) 11,621 11,808 12,272 
GDP per capita (US$) 4,072 4,076 4,174 

Real annual growth rates (%, calculated from 1996 prices) 
Gross Domestic Product (GDP) 2.7 0.6 2.2 
Gross Domestic Income (GDI) 1.8 1.5 3.2 

Real annual per capita growth rates (%, calculated from 1996 prices) 
Gross domestic product at market prices 1.2 -0.9 0.7 
Total consumption -1.4 2.4 5.8 
Private consumption -1.7 1.6 5.4 

Balance of Payments (US$ millions) 
Exports (GNFS) 7,820 7,997 7,567 

Merchandise FOB 5,838 5,992 5,315 
Imports (GNFS) 8,099 7,794 7,625 

Merchandise FOB 6,981 6,689 6,352 
Resource balance -279 203 -58 
Net income and current transfers (437) (376) (6) 

Current account balance -715 -173 -64 

Foreign direct investment 700 405 99 
Long-term loans (net) 103 325 349 

Change in reserves 77 -644 -60 
Other capital (net. incl. errors & omissions) -165 88 -324 

12,862 
4,310 

4.3 
5.1 

2.8 
-0.6 
-1 .o 

7,601 
5,044 
7,465 
6,162 

136 
(578) 

-442 

792 
22 1 

-723 
153 

13,734 
4,536 

6.2 
-2.0 

4.8 
3.4 
3.2 

8,612 
5,886 
8,901 
7,47 1 
-289 
(816) 

-1,105 

1,012 
173 
314 

-395 

14,470 
4,708 

3.5 
3.0 

2.0 
-2.4 
-2.6 

9,670 
6,667 
9,524 
8,938 

146 
(816) 

-670 

536 
198 

-5 1 
-13 

15,410 
4,940 

4.0 
4.1 

2.5 
0.5 
1.3 

10,482 
7,157 

10,290 
9,660 

192 
(706) 

-514 

427 
184 
-39 
-58 

16,331 17,273 
5,158 5,375 

4.0 4.0 
4.3 4.3 

2.5 2.5 
1.8 1.7 
2.2 2.1 

11,231 12,012 
7,594 8,071 

11,047 11,842 
10,372 11,121 

184 170 
(587) (484) 

-403 -314 

448 471 
344 364 

-332 -459 
-58 -62 

Memorandum items 

Int. reserves as months of imports of GNFS 1 .o 1.7 1.8 1.6 0.9 0.9 0.8 0.8 0.8 
Current Account balance (% of GDP) -6.2 -1.5 -0.5 -3.4 -8.0 -4.6 -3.3 -2.5 -1.8 
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Annex B6: Panama: Key Economic Indicators (continued) 

Actual I Projection 
Indicator 2000 2001 2002 2003 2004 2005 2006 2007 2008 

Central  Governement Operations (as % of GDP at market  prices) 
Total revenues 

Tax revenue 
Nontax revenue and transfers 

Total expenditures 
Current expenditure 
Capital expenditure and net lending 

Deficit (-) Surplus (+) 
Net Foreign financing 
Net Domestic financing 

of which, privatization proceeds 

Monetary  indicators 
M2 / GDP (%) 
Growth of M 2  (%) 
Private sector credit growth (%) 

Price indices( YR96 =loo) 
Exports of GNFS price index 
Imports of GNFS price index 

Terms of trade index 

Annual average exchange rate (Balboas / US$: 
Real exchange rate (% change, US$ / Balboas) 
Consumer price index (% change, average) 
GDP deflator (% change) 

18.2 
9.6 
8.5 

19.3 
16.9 
2.4 

-1.1 
1 .o 
0.1 
0.0 

77.0 
8.9 
5.4 

98.2 
97.6 

100.7 

1 .o 
1.4 
1.5 

-1.2 

16.5 
8.8 
7.7 

19.4 
16.7 
2.7 

-2.9 
3.1 

-0.2 
0.0 

83.0 
9.5 
8.1 

99.6 
97.9 

101.8 

1 .o 
-1.5 
0.2 
1 .o 

16.1 
8.6 
7.6 

18.8 
16.1 
2.7 

-2.7 
2.5 
0.1 
0.0 

80.6 
0.9 

-7.2 

98.5 
95.4 

103.2 

1 .o 
0.8 
1 .o 
1.7 

15.5 
8.8 
6.8 

19.3 
16.2 
3.2 

-3.8 
3.4 
0.4 
0.0 

80.5 
4.6 
2.0 

98.8 
94.6 

104.5 

1 .o 
-5.4 
0.1 
0.5 

14.9 
8.8 
6.1 

20.5 
17.1 
3.3 

-5.6 
5.3 
0.3 
0.0 

81.6 
8.3 

10.7 

96.9 
104.4 
92.8 

1 .o 
-2.7 
0.4 
0.5 

15.6 
9.3 
6.3 

19.8 
16.9 
2.9 

-4.2 
1.8 
2.3 
0.0 

81.6 
5.4 
6.9 

99.8 
107.6 
92.7 

1 .o 
-0.2 
2.0 
1.8 

16.3 
9.8 
6.5 

19.3 
16.3 
3.0 

-3.1 
1.7 
1.4 
0.0 

81.6 
6.5 
8.3 

102.6 
110.6 
92.8 

1 .o 
-1.1 
2.2 
2.4 

16.6 
10.1 
6.5 

18.8 
15.8 
3.0 

-2.2 
1.5 
0.7 
0.0 

81.6 
6.0 
7.5 

105 
113 

92.9 

1 .o 
-1.3 
1.5 
1.9 

16.6 
10.1 
6.5 

18.6 
15.6 
3 .O 

-2.0 
1.4 
0.5 
0.0 

81.6 
5.8 
7.1 

107 
115 

93.0 

1 .o 
-1.5 
1.3 
1.7 

~~ 

a. GDP at current basic prices. 
b. "GNFS" denotes "goods and nonfactor services", includes Colon Free Zone. 
c. Gross Domestic Savings plus net current transfers and net factor income. 
d. Includes privatization proceeds, if any. 
e. An increase in the index denotes appreciation. 
Sources: Office of the Comptroller General; Ministry of Economy and Finance; IMF and Bank Estimates. 
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Annex B7: Panama: External Debt Exposure Indicators* 

Actual Projection 

Total debt outstanding (TDO, US$m) 6,384.1 7,658.0 7,818.3 8,225.4 8,974.1 9,165.6 9,340.7 9,675.3 10,030.2 
of which, Public Sector 5,604.0 6,262.7 6,349.1 6,502.5 7,219.2 7,484.1 7,739.3 7,984.2 8,234.2 

Private Sector 780.1 1,395.3 1,469.2 1,722.9 1,754.9 1,681.6 1,601.5 1,691.1 1,796.0 

IBRD TDO (USSm) 283.3 282.7 286.7 270.2 245.5 233.9 268.1 250.6 240.3 

Net disbursements (US$m)a 358.1 1283.1 165.5 311.7 764.3 198.3 184.4 343.9 364.2 

Total debt service (TDS, USSm) a 834.4 1119.0 1671.4 930.6 1481.3 1455.8 1766.6 1505.6 1600.9 
of which, Public Sector 699.7 950.4 1,394.7 751.7 1,052.1 1,112.6 1,310.6 1,183.6 1,245.4 

Private Sector 134.7 168.6 276.7 178.9 429.2 343.2 456.0 322.0 355.5 

Total Debt and debt service indicators (9%) 
TDO / GDP 54.9% 64.9% 63.7% 63.9% 65.3% 63.3% 60.6% 59.2% 58.1% 
TDO / Exports of GNFS ' 81.6% 95.8% 103.3% 108.2% 104.2% 94.8% 89.1% 86.1% 83.5% 
TDS / Exports of GNFS 10.7% 14.0% 22.1% 12.2% 17.2% 15.1% 16.9% 13.4% 13.3% 

Public Debt and debt service indicators (9%) 
Public TDO / GDP 48.2% 53.0% 51.7% 50.6% 52.6% 51.7% 50.2% 48.9% 47.7% 
Public TDO / Exports of GNFS ' 71.7% 78.3% 83.9% 85.6% 83.8% 77.4% 73.8% 71.1% 68.5% 
Public TDS / Exports of  GNFS 8.9% 11.9% 18.4% 9.9% 12.2% 11.5% 12.5% 10.5% 10.4% 
Preferred creditor debt / TDO 17.4% 14.3% 15.0% 14.9% 13.5% 12.4% 12.0% 10.8% 9.7% 
Preferred creditor DS/ TDS (%) 20.9% 17.7% 8.8% 18.7% 12.7% 16.5% 13.8% 16.3% 15.6% 

IBRD exposure indicators 
IBRD Debt / TDO 4.4% 3.7% 3.7% 3.3% 2.7% 2.6% 2.9% 2.6% 2.4% 
IBRD DS/ TDS 5.3% 4.1% 2.7% 5.4% 3.4% 2.8% 3.2% 3.9% 3.5% 
IBRD DS / Exports of GNFS 0.57% 0.58% 0.60% 0.66% 0.58% 0.43% 0.54% 0.52% 0.47% 
Share of IBRD portfolio (%) 0.23% 0.23% 0.24% 0.23% 0.22% 0.22% 0.25% 0.23% 0.22% 

IFC (US$m, by Fiscal Year) 
Loans 205.9 205.9 205.9 225.0 280.0 345.0 I.. ... ... 
Equity and quasi-equity e 14.2 14.2 14.2 24.2 24.5 24.5 ... ... ... 

* Assumes a FY06 - FY07 I S N  envelope of USD 160 million. 
a. Includes public and publicly guaranteed debt (including use of IMF credits if any) and private nonguaranteed L T  debt. 
b. "GNFS" denotes exports of goods and non factor services. 
c. Preferred creditors are defined as IBRD, IDA, IFC, the regional multilateral development banks, the IMF, and the BIS. 
d. Includes (i) quasi-equity's loans type, (ii) guarantee and (iii) risk management exposure. 
e. Includes quasi-equity equity type. 
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Annex B8: Panama: Operation Portfolio (IBRDDDA and Grants) 
As of August 1,2005 

Closed projects: 43 

Board 
Date 

Difference Between 
Last PSR Expected and Actual 

Supervision Rating Original Amount in US$ Millions Disbursements a/ 

IBRD GRANT Undisb. Orig. FrmRev’d Fiscal Develoument Implementation 
Year Obiectives Progress 

Active Projects 

2001 PO52021 Basic Education I1 S MS 35.0 20.6 20.6 0.0 
2001 PO50595 Land Administration U U 47.9 36.7 32.3 0.0 
2002 PO55844 Public Policy Reform TA Project S S 10.5 2.6 2.6 1.7 

93.4 0.0 59.8 55.4 1.7 

Active Closed Total 
Total Disbursed (IBRD): 33.1 890.3 1758.5 
of which has been repaid 0.0 874.3 874.3 

a. Intended disbursements to date minus actual disbursements to date as projected at appraisal. 

Annex B8b: Panama: Statement of IFC’s Committed and Disbursed Portfolio 
As of July 2005 
(US$ millions) 

FY Committed Disbursed 
Approval Company Loan Equity Quasi Partic. Loan Equity Quasi Partic. 

1993/04 Continental-PAN 
1995/00/05 Manzanillo 

1997/00 Banco General S. 
1999 PCRC 
1999 Suinternacional 

2003 Aguas Panama 

2004 La Hipotecaria 
2005 Banco Uno - Pan 
2005 Copa Airlines 

1999/00 BANISTMO 

2003/04 UBCl 

40.0 0.0 
62.5 0.0 
31.8 0.0 
12.6 0.0 
1.7 0.0 

11.8 0.0 
5.2 0.0 
0.0 10.3 
7.5 0.0 

20.0 0.0 
15.0 0.0 

0.0 0.0 
6.8 8.3 
0.0 0.0 
0.0 24.0 
0.0 0.0 
0.0 5.4 
0.0 8.6 
0.0 0.0 
0.0 0.0 
0.0 0.0 
0.0 0.0 

40.0 0.0 
24.3 0.0 
31.8 0.0 
12.6 0.0 
1.7 0.0 

11.8 0.0 
5.2 0.0 
0.0 10.3 
7.5 0.0 

20.0 0.0 
0.0 0.0 

0.0 0.0 
6.8 8.3 
0.0 0.0 
0.0 24.0 
0.0 0.0 
0.0 5.4 
0.0 8.6 
0.0 0.0 
0.0 0.0 
0.0 0.0 
0.0 0.0 

Total Portfolio: 208.1 10.3 6.8 46.3 154.9 10.3 6.8 46.3 
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Annex B9: Panama: (IFC) Statement of IFC’s Held and Disbursed Portfolio 
As of April 30,2005 

(US$ Millions) 

FY Committed Disbursed 

Approval Company Loan Equity Quasi Partic. Loan Equity Quasi Partic. 

199512000 
199712000 
199712000 
1998 
1999 
1999 
1999 
2002 
2003 
2003104 
2004 
2004 

Manzanillo 
Banco General S. 
Banco Uno - Pan 
ICA Panama 
BANISTMO 
PCRC 
Suinternacional 
UP0 Panama 
Aguas Panama 
UBCI 
Continental-PAN 
La Hipotecaria 

12.6 
25.0 
20.0 
17.6 
11.8 
13.4 
2.8 

13.1 
5.2 
0.0 

40.0 
32.5 

0.0 0.0 0.0 
0.0 0.0 0.0 
0.0 0.0 0.0 
0.0 15.0 16.2 
0.0 0.0 5.4 
0.0 0.0 26.0 
0.0 0.0 0.0 
0.0 0.0 5.3 
0.0 0.0 8.6 
0.3 0.0 0.0 
0.0 0.0 0.0 
0.0 0.0 0.0 

12.6 
25 .O 
0.0 

17.6 
11.8 
13.4 
2.8 
3 .O 
5.2 
0.0 

40.0 
16.5 

0.0 0.0 0.0 
0.0 0.0 0.0 
0.0 0.0 0.0 
0.0 15.0 16.2 
0.0 0.0 5.4 
0.0 0.0 26.0 
0.0 0.0 0.0 
0.0 0.0 1.2 
0.0 0.0 8.6 
0.3 0.0 0.0 
0.0 0.0 0.0 
0.0 0.0 0.0 

Total Portfolio: 194.0 0.3 15.0 61.5 147.8 0.3 15.0 57.4 
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MAP SECTION 




