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1. Introduction

The Isthmus of Panama has exploited its privileged geographical location since the times of
Christopher Columbus’ third voyage in 1502-1504 and the “discovery” of the Pacific
Ocean by Vasco Nufiez de Balboa in 1513. From the early colonial land routes, to the
construction of the railroad (completed in 1855) and the opening of the Canal in 1914,
Panama’s geography has been its greatest comparative advantage.

Modern day Panama is a relatively small country in terms of area (75,517 squared
kilometers), population (slightly over 3.3 million in 2006), and GDP (US$17 billion in
2006). Since its independence from Colombia in 1903, the Canal and the heavy influence of
the U.S. have been the major forces in Panama’s development process. Between 1903 and
1979 the U.S. exercised absolute control over the Panama Canal Zone (an area of 1,400
km?). Also, the 1904 Panamanian Constitution granted unilateral rights to the U.S. for
intervening militarily in the country. The 1977 Torrijos-Carter Treaties provided that after
December 31, 1999 Panama would assume full control of canal operations and become
primarily responsible for its defense. However, the U.S. retained the permanent right to
defend the canal from any threat that might interfere with its continued neutral service. The
Treaties set a two-decade transition timetable, starting in October 1, 1979 when the Canal
Zone, as an entity, ceased to exist.?

Panama has a fully dollarized economy. Its main economic pillars have been the Canal —
today in the hands of the Panama Canal Authority (PCA)-, the Colon Free Zone (CFZ), and
the Financial Banking Center (FBC). According to the 2006 data, GDP shares are 19% in
transport and communications (mostly the Canal and ports), 8% in financial intermediation,
and 15% in commerce (including the CFZ). As a result of this economic structure, services
represent 76% of Panama’s GDP (1991-2003). Although the three pillars account for 42%
of GDP, without considering their linkages with other sectors, their employment
contributions are much smaller.

! Paper prepared for the Inter-American Development Bank’s project on Competitiveness and Growth in
Latin America. We would like to thank Manuel Agosin, Daniel Artana, Marco Fernandez, Fidel Jaramillo,
Peter Montiel, Ernesto Stein, and participants of seminars at Fedesarrollo, IADB, and INDESA (Panamd) for
valuable comments and suggestions. We benefited from conversations with Nicolds Ardito-Barletta,
Guillermo Chapman, and Juan Luis Moreno-Villalaz. Oscar Becerra and Carlos Felipe Prada provided
excellent research assistance.

? During the transition, canal operations where in the hands of the Panama Canal Commission (a joint U.S.-
Panama agency). Since 2000, the Panama Canal Authority (created in 1997) is responsible for its operation.



According to labor market statistics, total employment was 1.21 million in 2006 (total labor
force was 1.32 million indicating a 9.1% unemployment rate). Interestingly, employment
figures in Transport and Communications and Banking were relatively small: 91,802 (7.6%
of the total) and 26,034 (2.0%), respectively. The fact that these activities represent 26.7%
of the GDP and account for only 9.6% of the employment, contrast with agriculture which
has a 7.2% share in the total GDP, but represents 19.6% of the total employment. In turn,
15.6% of employment is in the public sector. These differences are indicative of an
unbalanced growth pattern, characteristic of a dual economy with sharp productivity
differentials across sectors.

Panama is a services-based economy where modern services coexist with an agricultural
and industrial economy that is relatively backward. Nowhere is this duality more evident
than in the labor market, where regulations and remunerations vary significantly across
sectors. The duality is also reflected in regional terms, as the more modern sectors are
concentrated in Panama City (pop. 1.1 million in 2006). The rest of the country, as we will
see, is much less developed.

Annual GDP growth between 1990 and 2003 was on average 5 percent (3 percent in per
capita terms), a relatively high rate for Latin American standards. However, when
compared to other entrep6t centers such as Hong Kong and Singapore (both former British
colonies) and to Puerto Rico (also dollarized and strongly influenced by the U.S.), growth
performance is less impressive (see Table 1)°.

More recent growth outcomes in Panama have been remarkable. GDP growth in 2006 was
8.1% and accelerated to 9.4% in the first quarter of 2007. Most analysts project growth
rates between 8 and 9 percent until 2010. High growth will be result of the expansion of the
Canal (approved by a referendum on October 22, 2006) at an estimated cost of $5.3 billion
(30% of its current GDP). Also, the economy will be further stimulated by high growth in
residential and non-residential construction (which grew 17.4% in 2006), as well as robust
growth in the FBC and the CFZ.

The purpose of this paper is to analyze Panama’s growth strategy in light of the growth
diagnostics methodology (GDM) developed by Hausmann, Rodrik and Velasco (2004). In
general, this is a useful framework for formulating hypotheses on what may be constraining
growth in any country. In the specific case of Panama, even if overall economic growth is
less of a concern (at least relative to other countries in the region), the methodology is still
of great interest value for the following reasons:

First, Panama is not an overperformer relative to other service-based economies such as
Hong Kong.

? The parallel between Panama and Singapore is particularly appealing because Britain withdrew of all its
military forces in Singapore in the 1970s. British military bases are estimated to have accounted for 13-20%
of Singapore’s GDP (16% of employment) at the time. However, policies in Singapore have involved wide
state participation in economic matters thorough forced savings, the role of development banks, and the so-
called ‘industrial-targeting’. In Panama, as in Hong Kong, policies have been more laissez faire at least in the
“modern” sectors. See Young (1992).



Second, even if the Canal’s activity is stable and predictable, the other two pillars of the
economy are more vulnerable. For example, re-exports from the CFZ could be affected by
trade policies in third countries. In the case of FBC, the development of the financial
systems in other Latin American countries (together with tax harmonization and stricter
controls on money laundering) can reduce the expansion of Panama’s financial
intermediaries. However, there are good reasons to believe that both the CFZ and the FBC
can find new sources of growth, such as export processing in the case of the former, and
deepening the domestic intermediation, in the case of the latter.

Third, although the old-development theorists’ arguments in favor of ‘balanced growth’
(i.e. proportional growth in all outputs) are no longer generally accepted, it is still important
to underscore the problems associated with low growth in the less modern sectors of an
economy. This is particularly true if those sectors play an important role in the labor
market. More specifically, the current development strategy, which puts enormous weight
on the Canal’s expansion, runs the risk of reinforcing the pattern of duality. Thus,
understanding what constrains the less modern sectors of the economy, and providing
policy recommendations to accelerate their growth, has a potentially sizeable payoff.

In this context, the objective of the paper is to propose a set of specific set of micro-
oriented recommendations on what needs to be done in order to assure success of the
current growth strategy. We have no doubts on the value of strengthening Panama’s
geographical comparative advantage with the Canal’s expansion. The key question is to
identify the additional steps which could promote growth in the more labor-intensive
sectors.

In other words, we emphasize the importance of finding new activities that, complementing
the role of the Canal, will sustain high growth in the long run, while reducing regional and
personal inequities. These questions are not new to Panama. In its modern history, ‘self-
discoveries’ have complemented, expanded, and extended Panama’s natural comparative
advantage. To focus on two examples, entrep6t activities (in the late 1940s) and off-shore
banking (in the early 1970s) became two additional (an important) growth engines. It is
possible to derive interesting lessons from Panama’s past success with self-discoveries.

To answer these questions the paper proceeds in the following way. Section 2 discusses
some key features of Panama’s economic structure that are important for the analysis.
Section 3 analyzes Panama’s growth using conventional techniques. In particular, we look
at the role of the ‘fundamental’ determinants of growth, such as institutions, geography, and
human capital. Also, the time series analysis shows that growth has experienced reversals
while a standard sources-of-growth decomposition suggests that Panama has a severe
productivity problem. Sections 4 to 8 deal with the GDM. Section 4 presents some general
evidence from the Investment Climate Survey on the main concerns of Panama’s
entrepreneurs. Section 5 discusses all the problems that could imply low social returns to
investment. Section 6 analyzes the issues related to problems of appropriability. Section 7

* Nurkse (1953) is perhaps the most well-known advocate of balanced growth or diversification in output.



introduces the problems of self-discovery, and Section 8 looks at financing issues. Section
9 concludes.

2. Panama’s Economic Structure
Historical background

Panama’s colonization began in 1510 as a settlement (called then Santa Maria la Antigua)
of about three hundred Spaniards, led from 1511 by Vasco Nufez de Balboa. In 1513,
searching for gold, he headed south and, after 27 days of expedition, found instead a new
ocean.” The city of Panama was founded in 1519, where ten percent of the initial
inhabitants were non-Spaniards, suggesting that from early on “foreigners” have played a
significant role in the country.® Francisco Pizarro, one of the early residents, organized
three expeditions along the Pacific coast between 1524 and 1531. The encounter between
Pizarro and Atahualpa in the imperial city of Cajamarca, in 1532, had special relevance for
the future of the isthmus. Silver from Potosi (in today’s Bolivia) was taken to Panama
where it crossed by land and river to Nombre de Dios to be embarked to the Old World.
This is how Panama became important for world trade, and world trade became critical for
Panama.

The words of a Panamanian merchant writing in 1601 illustrate the point: ‘the ruin of this
province has been trade between Lima and Mexico, which absorbs all the silver that used to
come here. And, above all, the greatest ruin is caused by the goods brought from China,
which are so cheap that they displace the goods from Castile.”’ These words resonated in
Spain, which had prohibited imports of silk from China at the end of the sixteen century.
Although incapable of enforcing them, the crown regularly issued decrees restricting direct
trade between Lima, Mexico and the Philippines, ultimately favoring Panama’s role as a
passageway.

Of course, the geographical importance of Panama was further enhanced with the
emergence of the United States as a world power. The railroad concession connecting
Col6n and Panama was the first step. But, without doubt, no other historical event has been
more relevant for the Panamanian economy than the completion of the Canal in 1914.

The Canal

As mentioned in the introduction, the Canal is the key pillar of the economy, not only as a
result of its direct contribution to output, but also because it is a large hub for the supply of
services, ranging form insurance to maintenance and professional services.

> New to the Spanish colonizers because the Portuguese were already navigating it and had made contact with
the Spice Islands of Maluku. See Kamen (2002).

® Se Ward (1993). In the words of Kamen (2002), ‘the town of Panama became the typical frontier melting
pot where all types of adventurer concentrated in search of a quick profit.’

’ As quoted in Vila Vilar (1982).



The Canal has a large impact on external and fiscal accounts. In terms of the Balance of
Payments, net exports of services from the Canal were close to US$1 billion (2006). This is
approximately equal to the value of Panama’s total exports of goods (and three times net
exports from the Colon Free Zone). In fiscal terms, transfers to the Central Government
take three forms: 1.) A fee per net tonnage; ii.) A fee for the utilization of public utilities by
the PCA (especially water and electricity), and iii.) An annual dividend as the government
is the only shareholder of the PCA®. In addition, the central government directly withholds
a fraction of the salaries of the PCA employees (this last item represents around 0.5% of
GDP). According to Figure 1, the Canal’s contributions to the central government have
increased significantly since 2000, reaching 3.5% of GDP in 2006 (three times more than
during the 1990s on average).’

These increases reflect that, while the U.S. administration sought to recover costs, the PCA
has generated profits and is increasing its contribution to the Panamanian government. The
PCA has increased efficiency by reducing employment and controlling operational
expenses, while traffic (in net tonnage) has increased by more than 5 percent per year. Also,
tolls and fees for transit services have increased since 2002, and will continue to increase in
the following years.'”

In preparation for the consequences of the Canal’s expansion, which will require
borrowing, the government decided in September 2004 to exclude the balance of the PCA
from the fiscal accounts. This is a sensible decision as the PCA is commercially run, the
PCA budget is not subject to the provisions of the government’s budget law, the use of the
PCA’s revenues or assets to guarantee government debt is constitutionally prohibited (Art.
315) and the executive does not have full control on its board. However, the IMF has
expressed concerns over the decision to exclude the PCA from the fiscal accounts because
large additional borrowing by the PCA can compromise the sustainability of public debt.

Colon’s Free Zone (CFZ)
In 1948, when the city of Colon was suffering from the reduction in employment resulting

from the reduction in military activities in the Canal Zone after WWII, the government
created the CFZ as a center for the transshipment of merchandises.'' The CFZ is largest

¥ Since 2000, when the Canal was fully transferred to Panamanian ownership.

° This contribution is significant, but well below the average rent received form oil in countries such as
Venezuela and Ecuador. In this sense, the Natural Resource Curse arguments lose some relevance for the case
of Panama. Sala-i-Martin and Subramanian (2003), analyzing the case of Nigeria, argue that “some natural
resources — oil and minerals in particular — exert a negative and nonlinear impact on growth via their
deleterious impact on institutional quality.” Other channels, such as the ‘Dutch disease’ (or real appreciation
of the currency), are also absent in the case of Panama, as we will discuss below.

' In February 2007, the ACP announced a plan for increases in tolls in 2007-2009. The Cabinet approved a
diluted version which, nonetheless, will raise tolls by 13.7% (annually) in the case of container carriers, and
9.7% in the case of other cargo vessels. This means an additional $380 million which could reduce borrowing
for the Canal’s expansion.

"' The CFZ as an enclosure began operations in 1953. In its initial steps, businesses located in the CFZ were
heavily subsidized (in terms of rental fees and cost of public utilities). In addition, firms were exempt from
custom duties, income taxation (rates were very low), property taxes, and municipal licenses. In the



free trade zone in the Western Hemisphere, and is the second largest in the world, after
Hong Kong. Its installations, an area of 400 hectares, are operated by a public entity that
charges rental and service fees to business operating as wholesale importers and re-
exporters, distributors for multinational corporations, and export processing firms. The
expansion of activities has been impressive (in 2004 there were 1800 firms operating in the
CFZ, compared to nearly 1000 in 1990). These activities are largely tax free and highly
complemented by financing provided by the FBC. In 2004, the CFZ generated 8% of
Panama’s total GDP, while directly employing 3% of the labor force (21,000 jobs).

The difference between the value of re-exports and imports by the CFZ has been
significant, accounting to about a third of Panama’s total exports of goods. Total trade
volume has been increasing considerably. However, net exports have been decreasing in
recent years (see Figure 2). In fact, net exports from the CFZ fell to US$350 million on
average per year in 2002-2003, from around $550 million in 1999-2001.

Financial Banking Center

Much like in Singapore and Hong Kong, financial services have been the Panamanian
growth industry since the late 1960s. Financial and business services developed as a result
of deliberate policies that responded to the needs of foreign investors. In these three cases,
financial centers initially had a regional character, taking advantage of the proximity to
other countries and providing ease of operation of subsidiaries of foreign banks.

In its origins, Panama’s financial sector was completely tax-free, dollarized, and open to
foreigners. Prudential regulation was nonexistent; banks operated freely, without reserve
requirements and disciplined by the market itself. In 1970 a new banking law was enacted
with the purpose of improving banking regulation. The Comision Bancaria Nacional was
created, and some regulatory requirements were imposed (a reserve requirement was
adopted) and banks were required to have contingent credit lines from foreign banks (in
order to deal with liquidity shortfalls'?). Under the new framework, financial intermediation
experienced a significant expansion during the 1970s. Panama had two major advantages in
order to become a financial center. The first is related to geographical location. The second
is the monetary regime which eliminated exchange rate risk."-

beginning, there were many problems related to the smuggling of goods from the CFZ into the Panamanian
economy. See Moreira (1995), Mision Fiscal a Panama (1964) and World Bank (1995).

2 See Fedesarrollo (1972, p.120).

"> A third element, according to Johnson (1976), is that “Panama has welcomed foreign financial enterprises
with liberal banking laws and a generally laissez-faire attitude and has not (so far) attempted to coerce them
into accepting some governmentally determined concept of obligations to the state that seriously impede their
pursuit of profitable business.” However, Johnson was relative pessimistic about the overall welfare
implications of the development of a financial center. After looking at its impact on employment, tax
revenues, entrepreneurship, complementarities with entrepdt and export trades, and business tourism, he
concluded that “the evidence collected in this part does not lend much impressive quantitative support to the
view that the growth of the financial sector is a powerful lever for promoting Panamanian economic
development.” Although warning that his was not a thorough cost-benefit analysis, the evidence three decades
later would most likely suggest the opposite.



The debt crisis of the 1980s had a negative effect on the FBC. These problems were
aggravated by more competition from other centers of “off-shore” banking and, specially,
by the domestic political crisis. As a result of sanctions imposed by the U.S. government,
banks were temporary closed in 1988, leading to 50 percent reduction in deposits and loans
during that year. Although the system recovered during the 1990s, the lessons of the 1980s
led to the adoption of a new banking law in 1998. A formal superintendency was created,
Basel standards of prudential regulation were adopted, and money laundering activities
were criminalized (IMF, 2001).

Nonetheless, foreign loans and deposits (as a percentage of the total) have been steadily
decreasing since the late 1970s (Figure 3). Of the foreign component, 85 percent of the
loans and 80 percent of the deposits correspond to other Latin American countries. This
suggests that Panama’s banking sector effectively is a regional financial sector. Finally,
non-performing loans in Panama are among the lowest in the region, interest rates have
been traditionally low, and levels of liquidity have been adequate and stable. These
outcomes reflect a combination of factors, such as adequate regulation, competition by
foreign banks, and low inflation. This high degree of financial depth is, as we will see, one
of the most relevant characteristics of Panama’s economy (Figure 4). Trusts administered
by Panamanian banks (but not visible in their balance sheets) have grown considerably in
recent years (from US $ 3 billion in assets in 2001 to 5.5 billion in 2006), suggesting that
the FBC is strong and dynamic.

In sum, Panama has a high degree of financial integration (perfect capital mobility), high
financial deepening (total financial assets are equal to 300 percent of GDP, while domestic
credit is close to 90 percent of GDP); and full dollarization. To some extent, these three
features mutually reinforce each other (see Moreno-Villalaz, 1999 and 2005).14

Dollarization

Panama is perhaps the largest country in the world that has used the dollar as its legal
tender for more than a century (even though it has a national currency, the balboa, which
circulates as coins and is used as unit of account)." In practice, there is no central bank and
the role of the balboa is insignificant. For all practical purposes, the dollar is Panama’s
currency. '

4 Under dollarization, the absence of a lender of last resort forces banks to secure foreign funds in order to
deal with liquidity shortfalls. This makes financial liberalization a necessary condition for successful
dollarization. Concerns over the fact that monetary policy in Panama is determined by the policies of the main
banks led in the 1970s to the proposal o creating a national stabilization fund. See Harberger (1972).

'> Ecuador and El Salvador are larger, but their experience with dollarization is more recent.

' The U.S. dollar was widely used in Panama prior to the independence in part because gold from California
was shipped through Panama in the 19th Century, and also because Colombia experienced a hyperinflation
episode during the Thousand Days War (1899-1902) when annual inflation was 100% on average. The desire
for monetary stability, the wide use of the dollar, and the political importance of close integration with the
United States, explain Panama’s de facto decision to adopt the dollar as legal tender. The 1904 Constitution
(Article 117) says that: “No podra haber en la Reptblica papel moneda de curso forzoso”.



Figure 5 shows annual inflation rates in the U.S. and Panama between 1961 and 2006.
Interestingly, Panama’s inflation has been lower than in the U.S., which is not an obvious
consequence of dollarization. Figure 6 shows the real exchange rate measured in various
forms (the bilateral rates with the U.S. using the CPI and the WPI, and the multilateral real
effective exchange rates measured by the IMF) which is at odds with the observed long-run
real appreciation of developing countries (as pointed by Goldfajn and Olivares, 2001).
Understanding the causes of the long run real depreciation in Panama is somewhat of a
puzzle. For example, Hong Kong, partially dollarized and also service-based economy,
does not show such a pattern. What this piece of evidence suggests is that Panama has been
immune to the Dutch Disease, typical of countries rich in natural resources. In some
fundamental way, Panama has avoided some of the problems associated with significant
revenues from a few export activities.

To understand the possible causes of the observed real depreciation in Panama, it is useful
to write the real exchange rate (RER), using CPI baskets and applying the law of one price
for traded goods, as

E« PT """ PNT™*

RER = —
PT " PNT*

_(ent*/PT)"
~ (pNT/PT)"

where a is the share of nontraded goods and services (NT) in the economy. The real
exchange rate can be expressed as the relative prices of NT goods and services. In the case
of Panama, the observed trend depreciation implies that the relative prices of NT goods and
services increase less than in the U.S..

According to the Balassa-Samuelson effect, countries with rapid productivity growth
experience rapid increases in the relative prices of NT goods and, therefore, real
appreciation. As we will show, productivity has decreased in Panama relative to the U.S.,
which according to the Balassa-Samuelson effect is consistent with the observed real
depreciation in Panama. It is also possible that productivity growth in Panama has
concentrated in the service sectors, resulting in a real depreciation (as suggested by Frankel,
2001). We will present evidence in this direction below.

Dualism

Panama suffers from chronic dualism.'” Salaries paid in the modern services (as well as in
government services) can be three times higher than in agriculture and manufacturing,

"7 This concept refers to various asymmetries in production and organization. The term was coined by Boeke
(1953) to represent a society divided between the traditional and modern (capitalist) sectors. The asymmetries
can relate to the existence of fixed factors of production that cannot move between sectors, or to the absence
of profit maximization in one of the sectors (as in Lewis’ model), or to rigidities in the labor market (as in
Harris-Todaro). Dualism can also refer to asymmetries in the stage of development between two regions (as in
the North-South models).



reflecting huge differences in labor productivity. In fact, as Figure 7 shows, the gap in labor
productivity between the traditional and modern sectors has widened. Moreover, labor
productivities in agriculture and manufacturing are much lower in Panama than in Hong
Kong and Singapore (Figure 8).

Regional differences are equally striking. Only 20 percent of GDP is produced outside the
province of Panama and the CFZ. Per capita GDP is much lower in the other provinces. As
we will discuss below, the development gap within the country is significant.

The “modern” sectors have been less regulated and more flexible to adjust to market
conditions. Labor, trade, and tax policies imply greater ‘economic freedom’ in the modern
services, relative to the more backward sectors. For example, the agricultural sector is
heavily protected and regulated (through tariffs, quotas, and reference prices). Policies were
oriented towards achieving self-sufficiency, rather than competitiveness. Something similar
occurred in the manufacturing sector, where effective tariffs are often over 100 percent (See
World Bank, 1995 and MEF, 1999).

Labor regulation is one example of policy-induced dualism. The 1971 Ilabor code
established a complex system of sector-specific minimum wages, raised costs of dismissal,
restricted temporary labor contracts, and gave the government ample capacity to intervene
in labor relations (World Bank, 1995 and 2000). Modern sectors, such as the Canal and the
CFZ have separate labor regulations, which allow greater flexibility.

Inequality

On another front, Panama has one of the highest levels of inequality in Latin America,
measured by the Gini coefficient or the shares of income held by the top and bottom deciles
(or quintiles). Poverty rates, in contrast, are relatively low at least when measured by the
two dollars (PPP) per day poverty line (See Figure 9)."* However, its poverty levels are
unusually high given its percapita income. In other words, Panama’s poverty is higher
relative to other countries with similar incomes. Moreover, countries with lower availability
of resources, but with less inequality, tend to have less poverty. Also, the differences in
poverty and extreme poverty between the city of Panama and the rest of country are
striking: 20% vs. 63% in the case of poverty and 4.4% vs. 35% in the case of extreme
poverty. Poverty is very high among the indigenous population.

Given its high inequality, Panama is paradigmatic example of the limitations of poverty-
reducing strategies based solely on growth. Accelerating growth alone does not result in a
rapid poverty reduction, whereas a combination of faster growth and lower inequality can
provide a large dividend in terms of poverty.

'8 According to Paes de Barros et al. (2003) the poorest deciles are poorer while the rich are richer in Panama,
in comparison with the Andean countries (with the exception of Colombia). Also, in Panama average income
is 2.5 times the poverty line, in contrast with Honduras and Nicaragua (where average income is equal to the
poverty line). This means that is easier for Panama to reduce poverty.



3. Panama’s GDP growth

Before we embark on Panama’s growth diagnosis using the GDM, it is useful to take a look
at growth performance issue using three standard analytical devices. We start by discussing
the insights provided by cross-country growth regressions. We then analyze the time series
evidence in order to identify structural breaks in Panama’s recent growth. We finish this
section by performing and interpreting the standard sources-of-growth decomposition.

Growth fundamentals

Apart from its direct economic impact, the Canal had other relevant consequences, notably
in relation to the more fundamental determinants of development, such as institutions and
human capital. One preliminary (albeit incomplete) way of illustrating these consequences
is to look at the long term growth determinants and compare the results for Colombia and
Panama, which were part of the same country until 1903. The comparison can be extended
to Ecuador and Venezuela, which together with Colombia and Panaméd were part of the
viceroyalty of Nueva Granada, and later became (between 1819 and 1830) an independent
country (Gran Colombia).

Following Glaeser et al. (2004), Table 2 shows the standard OLS regression where the
dependent variable is the growth of per capita income between 1960 and 2000. The
independent variables are initial income per capita in 1960, initial level of schooling, the
share of the population living in temperate zones, as well as a measure of institutional
quality such as constraints on the executive, autocracy, and risk of expropriation (averaged
over the same period). The regressions include a dummy variable for each one of the
countries mentioned in the previous paragraph. The precise definitions and sources of the
variables are discussed in Appendix 1.

The results confirm some conventional results, such as the existence of convergence, the
adverse effects of tropical conditions, the positive influence of the initial level of education,
and the positive correlation between growth and the average assessments of institutional
quality. The estimated coefficients on the dummy variables are the interesting aspect for the
purposes of this paper. Panama is the only country in the group where growth is not
adequately explained by the independent variables. Moreover, the sign of the coefficient on
the dummy variable is positive and significant, indicating that per capita income in Panama
growths an additional 0.9 percentage points per year due to other factors that are not
captured in this simple empirical model.

It is well known that human capital and average institutional quality can improve as a result
of the growth process itself, so that causality runs in reverse. We deal with this issue by
using instrumental variables. The choice of instruments follows the now conventional use
of settler mortality and indigenous population density in 1500, first introduced by
Acemoglu, Johnson and Robinson (2001 and 2002)." Arguably, these variables are good

' According to their figures, indigenous population density in 1500 was higher in Panama than in Colombia
and Venezuela, but lower than in Ecuador. Settler mortality was two times higher in Panama relative to the

10



instruments for modern day institutions because when mortality rates where high or when a
region was already densely urbanized by the locals, the Europeans introduced exploitative
institutions, rather than settling themselves. Two other instruments are French legal origin,
which La Porta et al. (1999) find to be associated with less constrained executives, and the
share of population living in temperate climates, a measure of geographical conditions,
which Sachs (2001 and 2003) has found to be negatively associated with development.

Table 3 presents the results of the instrumental variables estimation of the effects of
average years of schooling between 1960 and 2000 and average institutional quality on log
GDP per capita in 2000. The regressions also include the dummy variables for the countries
of interest. Panel A presents the second stage results and shows that, once variables have
been adequately instrumented, educational attainment is the only variable that matters as a
determinant of per capita income. None of the dummy variables come out significant in this
stage. Panel B is perhaps more insightful from the viewpoint of this paper because it
indicates that the choice of instruments explain well both institutions and years of
schooling. That is, colonial times variables, such as settler mortality, density of indigenous
population, and legal origin, as well as geographically-driven variables (such as the
presence of tropical conditions) are good predictors of today’s levels of schooling and
institutional quality. The only exception is Panama, where for reasons not accounted by the
model, the population has, on average, three more years of schooling. Interestingly,
Panama’s institutions are not better than what would be predicted by the model, contrary to
what could be expected given the strong U.S. engagement since 1903.° Although we will
postpone the discussion as to why Panama has been more successful in terms of educational
attainment, it is not unlikely that this has been the Canal’s most tangible dividend from the
viewpoint of long-term growth.”!

Time series evidence

Unfortunately, GDP data for Panama are only available since 1950.% In addition to the
scarcity of data, the treatment of the services provided in the Canal Zone has been a source
of major changes. The major of those took place in the 1982 revision (with data starting in
1980) when the transport, storage and communication services provided by the Canal were
incorporated into the national accounts, following the 1977 Treaty with the U.S. As a result
of this revision, GDP rose by 15% in 1980, while output in transport and communications
increased by 150%.%

other three countries. Based in Acemoglu et al. (2001 and 2002), this evidence alone would predict lower
quality institutions and long term growth in Panama, relative to the other members of La Gran Colombia.

% This is an interesting result because it suggests that the U.S. presence in the isthmus did not improve
institutional quality. The current institutions are in line with those that correspond to the legacy of the Spanish
colonization.

21 Higher education could be a consequence of the significant flows of immigration and the U.S. influence in
the educational system from the 1920s onwards.

2 The source is Contraloria General de la Repiiblica which is also responsible of producing much of the
country’s economic information.

2 A new base was adopted in 1996, when additional methodological changes were introduced.
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As shown in Figure 10, economic growth in Panamé has been generally higher than the
average for Latin America. Average annual growth was over 8 percent during the 1960s,
but subsequently decelerated until reaching very low rates (negative in per capita terms) in
the 1980s. Since the 1990s, Panama has again outperformed the region. At the same time,
GDP growth volatility has been relatively average, at least compared to other Latin
American countries.

It is also useful to identify structural breaks in economic growth. We follow closely the
empirical strategy of Berg et al. (2006) and apply the two-step procedure proposed by Bai
and Perron (1998 and 2003) aimed at testing for multiple structural breaks in a single time
series, when both the total number and the potential location of those breaks are unknown.?*
Figure 11 presents the results of the estimation that find evidence of a downbreak in GDP
growth in 1981, followed by an upbreak in 1989.%

The 1980s were particularly a bad decade for Panama’s economy. The debt crisis resulted
in a severe contraction in deposits in the FBC (which fell 25% between 1982 and 1984).26
More importantly, by the end of the decade (when most of the region was already
recovering from the debt crisis), Panama experienced severe political unrest, with
significant economic consequences.”’

In 1987, the U.S. imposed economic sanctions in an effort to remove General Manuel
Antonio Noriega (commander of the Panamanian Defense Forces) from power.
Panamanian assets in the United States were frozen, canal payments to the Panamanian
government were suspended, and the U.S. revoked Panama's most favored trade status and
banned all payments from American individuals and companies. Sanctions succeeded in
damaging the economy (GDP fell 13.4% in 1988).”® After the return to democracy in late
1989, growth rates rebounded to an average over 5% per year (see Figure 11).%

* In the first step, the procedure identifies all possible breaks and estimates their statistical significance using
F tests. If there is evidence of at least one structural break, the procedure then selects the optimal number of
breaks. In empirical work, an important issue is concerned with the selection of the minimum number of years
between breaks. This decision involves a trade-off because choosing a large number of years means that the
procedure can miss some true breaks. But, on the other hand, a small number of years lowers the power of the
test.

» We chose a minimum number of years equal to =8, that represents a 15 percent of the total sample (55
observations). In order to test robustness of our results, we used lower values of 2 and included a dummy
variable for 1980 (to capture the inclusion of Canal Zone in national accounts). The result of a downbreak in
1981 remains unchanged.

26 According to Caballero (1988) the introduction of International Banking Facilities (IBF) in 1981 allowed
U.S. banks to conduct offshore operations directly. Between 1982 and 1984 Bank of America and Citibank
reduced their assets in Panama by 93% and 63%, respectively.

7 Political problems started in late 1985 with the murder of Hugo Spadafora (who had announced that he
would expose Noriega's involvement in drug trafficking and arms smuggling) and the subsequent resignation
of President Nicolds Ardito Barletta. According to Gilboa (1995), a turning point occurred in February 1988,
when Noriega was indicted in Florida for drug trafficking and money laundering.

*¥ The end of the Noriega regime came after a large scale military intervention in December 1989. Noriega
was finally extradited to the U.S. on January 3, 1990.

¥ Estimates from Hufbauer, Schott and Elliot (1990) indicate that the actual cost of sanctions was close to 6%
of Panama’s GDP. The general conclusion is that sanctions to Panama (although costly) were relatively
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Sources-of-growth decomposition

To gain further insight into Panama’s growth performance, this section presents the result
of a standard sources-of-growth decomposition. The methodology (which is described in
Appendix 2) considers three factors of production (labor, physical capital, and human
capital) plus total factor productivity. GDP data come from World Development Indicators
(WDI) for the 1960-2005 period. The capital stock was constructed applying the perpetual
inventory method to capital formation data (net of depreciation) reported by CEPAL (1960-
1980) and WDI (1980-2005). Employment series were obtained from Contraloria General
de la Repuiblica for the period 1963-2005. We follow Caldero6n et al. (2002) and construct a
human capital index by adding the share of the population with different levels of schooling
(primary, secondary and tertiary), obtained from Barro and Lee (2000), weighted by their
respective rates of return, obtained from Psacharopoulos (1994).

Table 4 shows the results from the decomposition. Half of the average GDP growth
between 1964 and 2005 (4.1%) can be “explained” as a result of physical capital
accumulation, while the other half roughly corresponds to increases in employment.
Interestingly, human capital accumulation and changes in TFP roughly offset each other.
The interesting aspect are the negative contributions of total factor productivity, suggesting
that Panama’s growth could have been significantly higher given its pace of its physical and
human capital formation. The productivity implosion is a striking factor that deserves an
explanation. We will try to do that in the context of the growth diagnostics. For the time
being, it is important to say that an undistorted and competitive environment in goods
markets, and not only in factor markets, is crucial for increasing productivity.

The information per decades provides additional elements useful for the analysis. The
1960s were an exceptional decade for Panama, driven mostly by investment in physical
capital and increases in productivity. During the 1970s, economic growth decelerated, in
spite significant progress in human capital, mostly because of the reversal in TFP. The
1980s, the lost decade for Panama’s growth, can be explained by low investment in
physical capital, coupled with a further reduction in productivity. The recovery since the
early 1990s has been, to a large extent, the result of modest increases in human and
physical capital, combined with a positive contribution of TFP.

Figure 12 summarizes the main lessons from this exercise. In the long-run, Panama’s
growth strategy has been driven by physical capital accumulation, while human capital has
played a moderate role. The most striking feature is, however, the negligible role of total
factor productivity. On this front, Panama is in no better position than four decades ago.
There is no doubt that the gap in growth between Panama, on the one hand, and Hong
Kong, on the other, is the role played by TEP in the latter.™

ineffective in terms of achieving their policy goal. More generally, Davis and Engerman (2003) argue that
sanctions ‘have generally not been so successful over the last few decades.”

3% In this sense, the experience of Panama is closer to that of Singapore where the government has pursued a
development strategy based on the accumulation of physical capital. See Young (1992).
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4. Growth Diagnostics: General aspects

We now turn to the application of the growth diagnostics methodology (GDM). The overall
idea of the GDM is to identify whether low growth is the result of low returns or high cost
of finance. In turn, low returns can arise from problems of appropriability or from low
returns to factor accumulation. Disentangling whether ‘the most binding constraint’ to grow
is related to low returns, problems of private appropriability, or inadequate financing is
more art than science. However, we will try to present some evidence in an organized and
systematic way, which allows us to reach some conclusions.

Low private returns, in turn, can be the result of various forces, such as inadequate
availability of factors of production (physical and human capital) and technology.
Geographical barriers can also be an impediment to adequate returns. Appropriability
problems can arise from different sources, such as high and unstable rates of effective
taxation. Macroeconomic instability, leading to uncertainty in terms of inflation, exchange
and interest rates, as well as in policy variables, can exacerbate this type of problems. But,
ultimately, weak institutions are the main source of problems of appropriability. Inadequate
enforcement of property rights and the rule of law, high levels of crime and corruption
reduce private returns. Lastly, low returns can also arise from the private sector’s inability
to identify or find attractive business opportunities. In Hausmann and Rodrik’s (2005)
terminology, this is the problem of ‘self-discovery’.

Inadequate financing can also have diverse origins. Lack of access to external financing is a
typical problem, often associated with high country risk premia (interest rate spreads) or
low FDI. As discussed by Hausmann et al. (2004), these problems can be caused by many
factors, such as regulations affecting foreign capital, existing levels of external debt, and
macroeconomic conditions. However, the most recent research on the determinants of
capital flows (specifically FDI) points again in the direction of institutions (see, for
example, Alfaro et al. 2005). Problems related to the development of domestic financial
markets are equally important. In this case, financial repression, inadequate prudential
regulation, and weak enforcement of creditor rights can be the more fundamental causes.
Low savings can also be a factor resulting in high financial costs.

Our plan is to follow each one of the branches of the tree shown in Diagram 1. Using
evidence for multiple sources (including recent surveys) we will conclude that the problems
of appropriation are central to the story in the case of Panama. Within this category, we
consider that the regulatory framework, especially in the traditional sectors, is the main
force that prevents faster output growth. Labor market regulation is an excellent example,
but is not the only one. Protectionism, high levels of corruption, and strong and influential
interest groups, create an entrenched status quo that is functional to various groups,
including the modern service sectors.

Self-discovery is another interesting dimension in this case. From an early success in

identifying three key sectors (the Canal, CFZ and FBC), there is an urgent need of finding
new opportunities. Many options, ranging from telecommunications to tourism are often
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mentioned, but, as we will discuss, we favor a strategy which focuses on the more general
and horizontal elements which prevent a more balanced growth path.

Diagram 1. Sources of low economic growth

Low levels of private investment and entrepreneurship
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/ \ Bad imema’{

Low social Low appropiability Bad local finance

retums

Po/ Bad Govermnment Varkerailure

geography infrastructure failures
Low human \ \ Low domestic Poor
capital saving  intermediation

Macro risks: Information
financial, externalities:  Coordination
monetary and "self  Externalities
fiscal risks discovery"

finance

Micro risks:
property rights,
corruption, taxes

Prior to analyzing each one of the branches of the GDM tree, we take advantage of the
information contained in the World Bank’s Enterprise Surveys (ES) which periodically
capture information about formal firms (more than 5 employees) in the manufacturing,
services, transport, warehousing, and communications sectors. Although the sample
probably over-represents firms in the modern sector, the information is nonetheless relevant
because it allows us to identify what firms’ consider are the most severe problems for
growth.” The survey includes information about the firms’ size, sector of operation, and
experience.

Among the possible obstacles to the firms’ operations the survey includes access to credit,
infrastructure (power and telecommunications), labor market (quality of labor and
regulation), relations between the State and business (i.e., corruption), competition from
informal firms, and other factors (taxation, crime, transport, etc.).

To simplify the analysis we group responses for which firms consider that a problem is a
minimum obstacle (adding responses “no obstacle”, “minor obstacle” and “moderate

obstacle” in the survey’s terminology) and severe obstacle (“major obstacle” o “very
severe obstacle” in the survey’s methodology).

Comparing firms’ perceptions in Panama with those in other Latin American countries
(Argentina, Bolivia, Colombia, México, Peru, Paraguay, and Uruguay) shows some
interesting differences. In general, apart from specific problems in Panama related to power
infrastructure, all other problems seem to be less severe than in the rest of the region (Table
5). The largest differences are in relation to the problems associated with informality,

*! For a complete description of the methodological aspects of the survey see World Bank (2007).
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corruption, telecommunications infrastructure, access to credit, quality of the labor force,
and labor regulation, respectively.

To provide a more precise assessment we estimated a probit model, which allows us to
control for other characteristics of the firm, where the dependent variable is a dummy that
takes a zero value if the firm consider the specific factor is a minimum obstacle and one
when it is regarded as a severe obstacle. Control variables include economic sector, size
(small, medium, or large), whether the firm is an exporter, age, experience of the manager
(in years), and the equity share of the largest shareholder. We add a dummy variable for
firms in Panama. The estimated marginal effects indicate that Panama’s business
environment is of better quality than in the rest of the region (see Table 6).

S. Growth Diagnostics: Low social returns?

According to the GDM (Diagram 1), we will discuss three aspects that can explain low
social returns: (i) poor geography; (ii.) low human capital, and (iii.) bad infrastructure. The
latter two issues are clearly intertwined with the capacity of government and, in the case of
infrastructure, with access to long term financing, suggesting that the separation of themes
is, to a large extent, a matter of choice.

Geography

The relationship between geographical conditions and development is the subject of an
extensive literature. For example, Jeffrey Sachs and coauthors (Gallup et al., 1998 and
Sachs, 2001 and 2003) have underscored the adverse consequences of tropical conditions,
with special attention to the effects on health. Contrary to the predictions of these models,
Panama’s geographical location is its greatest comparative advantage. Interestingly,
development in Panama came along with scientific advances in the prevention of tropical
diseases, showing that geography is not destiny.32

Human Capital

As we already mentioned, Panama does not seem to be constrained in terms of human
capital. Aggregate indicators, such as enrollment rates, tend to be higher than in the rest of
Latin America. This is particularly the case in primary and tertiary education (Figure 13).
Progress in education has been outstanding since 1991. For example, universal enrollment
in primary has been accomplished, while enrollment in tertiary doubled to 43%. The
increase in years of schooling has been equally impressive: from 4.6 years in 1960 to 8.3 in
2000 (Figure 14), in spite of its relatively high initial value. Also, high returns to education
should be observed if human capital is relatively scarce. But, as shown in Table 7, this does
not seem to be the case.”

32 This fascinating history is well documented in the classic work of David McCullough (1977) and in the
more recent work of Parker (2006).

3 According to Céspedes (1985), Panama’s educational system was in ruins after Colombia’s civil war of the
“Thousand Days” (1899-1902). As all schools had been closed during the war, education became a priority
after independence in 1903. Law 11 of 1904, one of the first laws of new republic, established the framework
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Quality of education has been mentioned as a potential constraint. Unfortunately, only
recently Panama participated in an international standardized test sponsored by UNESCO
that will allow comparisons in terms of education quality (the results will be available in
2008). However, two recent studies by Bratsberg and Terrell (2002) and Hendricks (2002)
provide some indirect evidence on school quality for a large number of countries. Their
estimates are based on the returns to education of immigrants in the U.S. labor market,
based on microdata from the 1980 and 1990 censuses.

Bratsberg and Terrell (2002) estimate that the return to education of Panamanian
immigrants in the U.S. (i.e. the value that the U.S. labor market places on a year of
schooling from Panama) is 3.6%, according to the 1990 Census. This figure is higher for
Panama than for any other Latin American country in the sample, with the exception of
Argentina (5.1%), Brazil (4.1%), Costa Rica (3.8%), Chile (4.4%), and Uruguay (4.6%).
The corresponding figure for Singapore is 6.2%.>* On this account, Panama’s schooling
quality is intermediate in the regional context, but inferior than the one observed among its
more natural peers, such as Singapore.

According to Hendricks (2002), the 463 Panamanian immigrants (in the database of
106,263 immigrants between the ages of 20 and 69), had on average 13.3 years of
schooling (compared to 7.2 for the population in Panama®). Panamanian immigrant’s
earnings were 90.6% of those of a native-born worker with identical age, education, and
sex. This figure, again, is well above that of other Latin American countries in the sample,
with the exception of Argentina, Brazil and Uruguay. The conclusion is that in terms of
education quality, Panama seems to be in a better position than most other countries in the
region.

Hendricks (2002) uses this result to investigate the role of educational quality differences in
explaining differences in per-capita income across countries. Decomposing earnings
differences between the U.S. and Panama into contributions of physical capital and
measured and unmeasured skills, he finds that mean earnings per worker in Panama are
0.22 of the U.S. level. The lower Panamanian capital-output ratio accounts for a reduction
of earnings in Panama to 0.93 of the U.S. level. Lower measured skills reduce further
earnings in Panama to 0.71 (based on human capital stocks and returns to education in
Panama), while lower unmeasured skills bring them to 0.66 (based on what Panamanian
immigrants earn in the U.S.). This means that there is a 3.1 factor to be explained

for mandatory and free primary education in the isthmus. In addition, the construction of the Canal between
1904 and 1914 had positive spillovers on education (one case in point is the immigration of medical
personnel). Also, the government promoted the immigration of teachers from Germany, Switzerland, and the
United States, while a group of Panamanians was sent overseas to receive education. By 1908 there were
already 222 schools, while between 1920 and 1934 enrollment rates in primary education were doubled.
Illiteracy rates fell from 70% in 1923, to 50% in 1930, 28% in 1950, and 20% in the 1960s.

** They also find that differences in rates of return in 1990 are related to differences in schools characteristics
in 1970 (when immigrants undertook their education). Measures of school quality include pupil-teacher ratios
in primary schools, relative expenditures per pupil (expenditures per student divided by per capita GDP), and
years of compulsory education.

33 According to Barro and Lee (2000).
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(0.66/0.22) which is attributable to differences in productivity. The unexplained part is
large for Panama, relative to the large majority of 67 countries in the sample, reinforcing

our view that Panama has serious productivity problems.36

In a recent study, Galiani (2006) also finds that TFP has performed poorly during the last
25 years. Using household surveys, he computes de hourly real wages per unit of human
capital and finds a declining trend. Average wages did increase, but mostly as a result of the
considerable increase in human capital and not because workers became more productive
given their human capital. In other words, workers with the same human capital did not
experience, on average, an increase in real wages. From a different angle, Paes de Barros et
al. (2002, p. 276) reach a similar conclusion and argue that what explains lower incomes in
Panama relative to OECD and certain Latin American countries is essentially job quality.
The same is the case in the explanation of poor vs. non-poor incomes in Panama. Even
though there are differences in schooling (between poor and non poor), differences in job
quality explain up to 50 percent of lower incomes among the poorer deciles in Panama.
This piece of evidence suggests that Panama is not constrained by human capital. It is
constrained by the availability of high quality jobs. The slow progress, and in some phases
reversals, in productivity is consistent with this view.

Galiani (2006) projects labor supply in Panama by gender and skill level (high, medium,
and low) and compares it to demand requirements for 2005-2020. Under some general
assumptions, he finds that a shortage of highly skilled men could emerge between 2009 and
2013. Medium and low skilled could become scarce only in the mid 2010s, and even then
the indigenous population (excluded in the analysis) could supply the shortage. Unskilled
women could also become scarce in the short run, given the low rates of labor participation
in this group and its replacement with women with higher skills. Importantly, these
projections assume that the proportion of skill levels for the different age groups remain at
the 2004 level for the cohort between 24 and 26 years, which could underestimate true
growth in human capital. However, demand for human capital could also be
underestimated, as output projections (by economic sector) are given by a linear trend while
employment elasticities (by skill level) are assumed to grow at a constant rate. If output
grows faster than predicted in some sectors that are skill intensive, or this intensity
increases over time beyond what is expected, human capital will emerge as a constraint.

Even if the quantity and quality of education do not seem to be Panama’s main constraint,
education inequalities (both regionally and at the individual level) are a problem. All the
measures are substantially lower in the rural areas, and especially among the indigenous
and poor. To give a sense, illiteracy rates for adult women in the bottom quintile were 29
percent in 1997, while average schooling was 4.2 years, compared to 11.3 years in the top
quintile (see Table 8). Differences are even greater between provinces. For example, in the
city of Panama illiteracy rates are 2.7% and the population has close to 10 years of
schooling (9.8 form men and 10.2 for women). In contrast, in the province of Darien (the
poorest) the illiteracy rate is 44%, while the educational attainment is minimal (3.3 years
for men and 2.3 for women). These differences reinforce the dual structure of the economy

3 For example, the unexplained factor is 1.0 for Mexico, 2.1 for Argentina, 1.9 for Brazil, and 1.8 for
Colombia. The average for the full sample is 2.2.
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and indicate that although education may not be a restriction in the modern sector, it is one
of the factors that prevent the development of the more backward sectors.

Infrastructure

Physical measures, as well as perception-based surveys, suggest that infrastructure is not a
major problem in Panama. According to World Bank data, 35% of the roads are paved, well
above figures for other countries such as Chile and México. However, Panama is lagging in
terms of the information and communications technologies. Coverage in telephones lines
(fixed and mobile), computers, and broadband internet access are, in all cases, below the
regional average. In turn, Investment Climate Survey data show some level of inefficiency
in the case of electricity utilities. Power outages seem to be relatively high. Some analysts
consider that power outages are expected until 2010 because generating capacity will be
insufficient given the current growth in demand.”’ In 2010 a new 223 MW hydro power
plant is expected to be completed (lack of past investment in the sector reflects regulatory
problems). Interestingly, outages affect mostly the residential and traditional sectors, as the
modern activities (PCA and Banks) self-generate their own power needs.

Interviews conducted in Panama suggest that problems are related to high costs. A case in
point is electricity and land transport costs in the country. In a recent survey of
approximately 200 firms for the Foro Nacional para la Competitividad, respondents
considered the high cost of electricity as the main obstacle for production across all firms’
sizes (labor costs were the second main obstacle).

Finally, indicators from the Global Competitiveness Report suggest that Panama has better
infrastructure that most countries in Latin America, but worse than in Singapore and Hong
Kong. According to the World Business Environment Survey (from the World Bank),
Panama is one of the few countries where respondents considered that infrastructure is not a
problem for business development. Only 15% of the respondents considered that it is a
problem.

6. Growth Diagnostics: Appropriability Issues

Investment is discouraged when social and private rates of return differ considerably
suggesting that there are problems of appropriation. According to Hausmann and Rodrik
(2005), these problems can emerge from various sources: i) high rates of taxation; ii)
macroeconomic unbalances which create uncertainty over key variables; iii) poor definition
and protection of property rights (leading to crime, corruption and judicial manipulation),
and iv) uncertainty associated with political instability and changes in the rules of the game.

Issues related to the tax structure

7 See Chapman (2007).

19



Tax revenues in Panama are close to 9% of GDP (2003), one of the lowest levels in Latin
America (see Table 9).38 This is the result of narrow tax bases and low tax rates of the VAT
(known as ITBMS), in addition to the large number of exceptions in income taxation.
Chronic tax evasion problems also result in very low tax productivities (IMF, 2006). For
example, in the case of the VAT, the general rate is 5 percent and revenues are only 0.9
percent of GDP.

Regarding income taxation, the highest marginal tax rate is 30%, in line with the regional’s
average (in 1998 it was only 15%). However, many exemptions and special treatments
remain in place. For example, profits from the FBC were exempt until 2002, while in the
case of the CFZ the applicable tax rate is much lower. Although tax reform has been a focal
point of the economic policy debate in Panama, progress has been limited. The 2002 tax
reform broadened the ITBMS to services but reduced personal income taxation.” The 2005
tax reform further reduced income tax rates for individuals (from 30 percent to 27 percent)
and introduced a minimum tax on income (6 percent of gross income for high earnings
individuals). Sales of services to businesses in the CFZ became liable to income tax.*

This discussion suggests that, from the point of view of appropriation, taxation is not major
concern in Panama. In fact, according to the Investment Climate Survey (World Bank),
respondents consider that corporate income taxation is relatively low (both in comparison
to Latin American and OECD countries). In spite of this, the number of payments and the
time it takes to file taxes do not compare favorably (Table10).

Issues related to macroeconomic instability

As we discussed in the previous sections, Panama’s track record in terms of inflation is
impressive. There are, however, other features of its macroeconomic performance that are
less favorable. Figure 15 suggests that dollarization has brought low inflation and greater
financial depth, but not low fiscal deficits (Edwards, 2001 and Goldfanj and Olivares,
2001). Public and external debt (both as percent of GDP) is larger in Panama than in the
region as a whole (Figure 16).

¥ There were some tax initiatives during the 1990s. In June 1995, a reform lowered the maximum corporate
income tax from 34 percent to 30 percent; increased the income tax for exporters in the Colon Free Zone from
2.5-8.5 percent to 15 percent, and generalized a tax credit of up to 25 percent of investment. In September
1996, however, the income tax for exporters in the Colon Free Zone was eliminated.

% The reform raised the personal income tax exemption from US$3,900 to US$10,400. Banks’ income,
previously largely exempt, became subject to a minimum tax. The annual business registration fee was raised
from $150 to $250. The corporate income tax rate was scheduled to be lowered from 30 percent to 29 percent
in 2005, and 28 percent starting in 2007. The ITBM (renamed ITBMS) base was widened to include services,
albeit with many exceptions (health, education, transportation, electric power, fixed telephone, press, mail,
insurance, and various other services). Small businesses are exempted (annual sales less than $36,000).The 5-
percent consumption tax levied on a selective basis was extended to include luxury goods.

* Other measures included an increase in fees paid by businesses in the CFZ, the cancellation of the 2004
Industrial Development and Incentive Act (Ley 11 de 2004) and the elimination of reforestation and
nontraditional export tax incentives. ITBMS rate on tobacco were raised to 15 percent.
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Even in the absence of currency risk, Panama’s default risk is not negligible. According to
Standard and Poor’s rating structure, as in Costa Rica and Guatemala, Panama’s external
debt has a BB rating (July 2007) below investment grade of Singapore (AAA), Hong Kong
(AA), Chile (A), Mexico (BBB), Brazil (BB+), Colombia (BB+), El Salvador (BB+), and
Peru (BB+). On this account Panama looks like an average Latin American country.

In terms of actual spreads on sovereign bonds, default risk is higher than in Chile and
Mexico, but lower than in Colombia and Peru (Figure 17). This suggests that rating
agencies are more worried about Panama’s debt sustainability than markets themselves. In
any case, the fiscal conditions are not optimal, and markets consider that there is a non
negligible default risk. History does not help: Suspension of external debt payments 1987-
88 and frequent debt-restructuring have affected its creditworthiness.

However, macroeconomic instability does not seem to be a major growth constraint. In
spite of fiscal deficits, domestic interest rates are low. This is mostly the result of
dollarization, free capital mobility and a deep financial system.

Problems of corruption and property rights

The current Administration has put the fight against corruption at the top of the policy
agenda. This priority suggests that corruption increased in the recent past, posing
constraints on economic growth. To asses this issue we use the international comparisons
for 208 countries in 2005, obtained from Kaufmann et al. (2006)*. For each variable, the
information is presented both in terms of the average value and the confidence interval
(vertical lines). Higher values represent higher quality institutions. In general, Panama has
an intermediate position in most institutional measures.

Corruption has always been mentioned as one of Panama’s most serious problems. Figure
18 indicates that Panama is perceived as being more corrupt than other emerging market
economies. Other sources, including the Heritage Foundation and Transparency
International, confirm this assessment and suggest an increase in corruption in the earlier
part of the present decade (see Figure 19). The influence of special interests on regulations,
decrees, and laws seems to be greater than in the average Latin American country. These
conclusions are consistent with those of the Doing Business report where the share of sales
used to “get things done” is greater in Panama than in the region. Similarly, data from the
Global Competitiveness Report also suggests problems in the area of firms’ influence in
regulatory and tax decisions.

Interestingly, the most prevalent type of corruption in Panama seems to be political, more
than bureaucratic. People distrust politicians and consider the diversion of public funds as
common practice.

Concerns are more related to capture of the State, than with problems of appropriability
resulting from criminality. In fact, in the area of property rights Panama has a relatively

*! Based on opinions surveys to various individuals (businessmen, experts, and government officials).
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comfortable position. As expected in the context of a dual economic structure, institutions
work better in some sectors, such as the financial system. In this case, the standards are
closer to those of the OECD countries than to other emerging economies. This is the case,
for example, of measures such as creditors’ rights and the coverage and information quality
of credit bureaus. In other economic areas the quality of the regulation is lower. This is the
case of judicial procedures to enforce contracts (See the Doing Business Report from the
World Bank, 2006).

Policy instability

Policy instability does not seem to be an issue in Panama, at least judging from the
perception expressed in business climate surveys. In fact, in other countries of the region,
such as Ecuador, Peru, and Venezuela, nearly 90% of the respondents consider that
instability in the rules of the game are either a moderate or a serious obstacle for business
development. Panamd has one of the lowest measures of policy instability of the region
(comparable to Costa Rica and Chile).

To summarize this entire section devoted to problems of appropriability, labor regulation,
state capture and enforcement of contracts appear to be three critical areas. Macro risks are
less of problem, despite the large fiscal deficit and external debt. Default risks are
comparable to countries with a more solid fiscal situation, possibly as a result of a
combination of factors such as the key role of the FBC for the economy. A default is
unlikely because markets and politicians know that it would devastating for the FBC and,
hence, for the Panamanian economy. This is one reason why interest rates are low, in spite
of a weak fiscal situation. Low inflation, primarily a result of dollarization, has also been a
major advantage, at least relative to other countries in the region.

7. Growth Diagnostics: Too few ideas?

In many countries, growth is constrained by the entrepreneurs’ to discover new business
opportunities. Panama has a good track record in terms of self discoveries. Both the CFZ
and the FBC are good examples of new activities that were found with the help of active
policies in order to complement and expand the role of the Canal, benefiting from the
geographical location, dollarization, and U.S. support to Panama. However, to speed up
growth and reduce poverty it is necessary to innovate in areas with deeper backward and
forward linkages. In other words, there is a need of a new wave of self-discoveries.

Recent growth in tourism and construction has been encouraging. Panama is in the process
of becoming an attractive destination for second homes, especially among retired
Americans. If consolidated, this activity could provide more jobs than the previous three
leading sectors. The choice of strategy has some challenges, due to the competition from
other counties in the region, such as Costa Rica and the Dominican Republic.

What is really notorious about Panama is the lack of development of non-service sectors.
Growth in agriculture and manufacturing has been particularly slow, except for bananas
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and, more recently, some tropical fruits. As we discussed, this has been the result of
protectionist policies, which led to high domestic prices and limited competitiveness. Some
sectors were favored (cereal, rice, sugar), without regard to efficiency considerations. In
manufacturing, high tariffs and tax credits were the norm. Non tariff barriers were also
common. Even if Panama became a WTO member in 1998 (the average tariff fell to 7.3%
in 2005, from 12.3% in 1996) protection remains extremely high for goods where there is
some domestic production.

In a recent study, Yrarrdzaval and Martinez (2006) measure levels of effective protection
for a variety of agricultural products. Poultry has the highest protection (1658%), followed
by rice (373%), sugar (158%), potatoes and onions (104% and 143%, respectively).
Protection is also high for milk and pork (41 and 52%, respectively). The study argues that
rice production would not be profitable without protection, in part because the high cost of
inputs (fertilizers and pesticides). In the case of corn production, costs in Panama are
significantly higher than in the U.S. (up to three times higher in the case of the high-yield
varieties). From the point of view of this paper, trade liberalization in agriculture could
stimulate crop conversion into exportable products, such as melons and watermelons (with
an exports value of US$145 million, 8 times the value observed in 1995). Similar, if not
more successful, examples are pineapples, plantain, and fame. Although political
opposition is stiff, trade liberalization could free the most fertile areas of the country from
crops that are stagnant and uncompetitive. In addition, these reforms would reduce poverty
rates, as a result of lower food prices. Finally, it estimated that demand for unskilled labor
would increase as a result of the substitution of traditional crops for more labor intensive
alternatives.

Panama’s export base is very narrow. There are few exports, apart from the modern
services (the other exports are mainly fishing and bananas). To show that very few ideas
have been appeared in recent years it is illustrative to look at the number of goods exported
(using a 3 digit classification). Out of 240 potential different types of goods, an average
developed country exports 232, while Latin American countries export 210 (Figure 20).
Panama not only has a low number, but also very limited changes over time (in contrast to
El Salvador which faces a similar problem®). The trend in Panama goes in the opposite
direction (concentration rather than diversification).

In sum, Panama was successful in identifying its leading sector and to develop other very
complementary activities such as the CFZ in the late 1940s and the FBC in the early 1970s.
Recently, the process has been reinforced with the expansion of tourism. There is
considerable amount on new self discoveries which could be made in the contest of the
three leading sectors of the economy. The expansion of the Canal is a case in point. But
there are other possibilities, such as the changes in regulation and supervision in the
financial sector. Greater controls on money laundering and more strict prudential regulation
standards allowed the FBC to remain competitive and attractive to foreigners. The
development of sophisticated financial instruments and services could bring new
momentum to this sector. The same can be said with the conversion of the CFZ into an

2 See Benavente (2005).
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export processing zone, although in this case the results have been less impressive (at least
judging from export and re-export growth).

The biggest concern is that these activities are not labor intensive, with the only exception
of tourism which is in its early stages. Remaining sectors continue to lag behind,
reinforcing a pattern of duality that extends from economic sectors, to labor regulations, tax
regimes, and of course, economic outcomes.

Perhaps the biggest opportunity for Panama in terms of new discoveries is associated with
the reverted areas from the US. In particular, what used to be Howard Air Force Base is
being converted into what is now known as Area Econdmica Especial Panamd-Pacifico,
AEEPP. This a 2,000 hectares area, located at the Pacific Ocean entrance of the Canal, very
close to the Port of Balboa and the city of Panama. It has a 2691 m. airstrip, excellent
utilities and communications, in addition to a residential area. The current orientation for
the development of this area is inspired in the Special Economic Zones of Subic Bay in the
Philipines and Penag in Indonesia, which are basically export processing zones with an
emphasis in logistics (air and maritime transport and telecommunications). In its early
stages (these areas were reverted in 1999) the investors perceived that bureaucratic red tape
and costly labor regulations were a major impediment for the development of the area. To
overcome the restrictions, Law 41 of 2004 was enacted, establishing an integrated fiscal,
customs, migration and labor framework. Firms established will have a 40 year lease, and
will be exempt from income and VAT taxes, and will operate under a special labor regime
(mentioned above). The area will provide labor training programs, in accordance with the
needs of the economic activities to the established within its premises.

Coordination failures: Labor regulation

The development of new business opportunities faces a major obstacle. As shown in
TablelO0, firms’ perceptions regarding labor legislation are a great concern. Panama’s labor
code (which dates from 1971 although it was partially reformed in 1995) is very complex:
there are more than 100 different laws that regulate very specific aspects of the labor
market. In general, there are very generous conditions for government employees, while
regulations regarding employment in the Canal (PCA) and the CFZ are more flexible. In
fact, according its organic law, the Panamanian labor code does not apply in the PCA. This
means that ‘there are excellent salaries, but without bonuses, thirteenth month, and right to
strikes.” (See Ahumada, 2001).

The most notable aspects of the labor code are related to minimum wages, costs of
dismissal, vacations (30 days plus an extra monthly salary) According to the World Bank
(2000), the ratio of days paid to days worked is 1.66 in Panamd, 1.26 in México, and 1.34
in Costa Rica. An important labor market reform was adopted in 1995 during the Pérez
Balladares Administration (1994-1999). The reform, although incomplete, lowered
dismissal costs and was effective in reducing unemployment rates which had been
continuously increasing since 1971.

The Doing Business report confirms that labor regulation is one the strongest obstacles for
business in Panama. Also, according to the GCR, the difficulties in Panama to hire and
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dismiss workers, the restrictions on hiring foreign workers and the limited wage flexibility
are much greater than in the average country in the region. Therefore, it is no surprise that
according to the WDI indicators from the World Bank, Panama has the most rigid labor
legislation in the region.

It is also worth looking at the comprehensive measures of labor regulation compiled by
Botero et al. (2004). In particular, in a sample of 18 Latin American countries shown in
Table 10, Panama is the second worst performer in several dimensions (in parenthesis the
worst performer): Dismissal procedures (Mexico), employment laws index (Venezuela),
old age, disability and death benefits (Mexico), and social security laws index (Colombia).
It is the third worst performer in collective disputes and in sickness and health benefits.
Interestingly, Panama is the country (in the group) with lowest labor union power.

Minimum wages play a key role in our diagnostics. Since 1993, minimum wages have
increased steadily (the ratio of average wages to minimum wages fell from 3.3 in 1993 to
2.4 in 2004) causing a reduction in employment among the young (15-24 years) and an
increase in informality. The public sector pays extremely high wages for a given skill level
(see Galiani, 2006). In fact, the public sector wage premium can be as high as 80% for low
skilled workers. The fact that the wage premium is decreasing in skill level suggests that
the labor market is highly distorted in the traditional and unskilled labor intensive sectors of
the economy.

All this evidence seems to point in the same direction. Panama’s labor regulation is a likely
candidate in order to understand low growth in the traditional sectors, which are more
adversely affected by high minimum wages, public sector wage premia and the regulations
regarding dismissal procedures. The modern sectors are less affected by the first two of
these factors (as they demand skilled labor). Also, it is common to tailor labor regulations
to the specific needs of the various modern sectors. For example, there are considerable
differences in the general labor regulations and those if the PCA and Howard Special
Economic Zone (see Appendix 3).

8. Growth Diagnostics: Financing

As mentioned before, current account deficits have been relatively common in Panama. The
natural implication is that domestic investment has been partially funded with external
savings and a sizeable external debt has been built up. In fact, external debt rose from
around 20% of GDP in the early 1970s to 130% of GDP in 1989. Although it has fallen sin
the 1990s (to 66% in 2005) it is still high for Latin American standards. This is indicative
of the fact that, for reasons mentioned above, Panama has had unrestricted access to foreign
capital.

In other words, availability of external financing has not been an issue. Moreover, as we
mentioned, spreads on sovereign debt have been low, especially when fiscal and current
account conditions are considered. Low spreads have, in turn, translated into low domestic
interest rates.
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Lack of problems with access to credit is further documented with data from the WBES
surveys. In the region, on average 65% of the firms consider that access to credit is a
moderate or serious obstacle for their business. However, only 36% of the firms in Panama
consider that this is the case (the lowest figure among all the countries in the survey).
Similarly, all other aspects related to credit, such as paperwork, collateral, and corruption in
the financial sector) rank better in Panama than in the average Latin American country (see
Figure 21). However, care should be exercised when interpreting these results as they are
based on surveys that do not consult the opinion of the more traditional and backward
sectors. Given more informal evidence, it is likely that these sectors are severely
constrained in terms of access to credit.

In sum, Panama’s modern sector growth is not constrained by financial development. On
the contrary, access to long-term low-cost credit is one of its strongest advantages. This of
course, does not imply that credit conditions could not improve. This would be the case, for
example, if the government exercised greater fiscal discipline.

9. Conclusions

This paper analyzes Panama’s economic growth since 1950. Both in levels and growth
rates, per capita GDP in Panama is higher than in the average Latin American country,
suggesting that economic growth is not a major source of concern. However, Panama
underperforms relative to other more natural benchmarks, such as Hong Kong and
Singapore which are also service-based economies. The evidence presented in this paper, as
well as in the rest of the existing literature, is consistent with the hypothesis that Panama
suffers from serious productivity problems. In other words, given its level of human and
physical capital, output should be considerably higher.

Panama has a textbook dual economy. Productivity and salaries are high in the modern
sectors that demand few highly skilled workers. Surplus labor is employed in the traditional
sectors, such as agriculture and small-scale manufacturing, where productivity is
particularly low. Naturally, this results in considerable wage gap between the modern
economy (which includes the public sector) and the rest of the economy. Not surprisingly,
Panama has one of the highest levels of income and asset (especially human capital)
inequality in the continent.

In this context, it is appropriate to apply the GDM separately to the modern and traditional
sectors. Our analysis suggests that growth in the modern sectors is not particularly
constrained. There are some potential restrictions in areas such as infrastructure (mostly in
electricity) and human capital, but neither of these seems to be currently binding.

The situation is quite different in the traditional sectors. After analyzing the many
dimensions of the GDM, we identified the following constraints, which are ranked
according to relevance. Policy recommendations are a straightforward application of this
ranking:
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a. There is a clear market failure as production in the traditional economy is highly
protected through the use of various measures, including tariffs. Entrepreneurs in
these sectors do not have the incentive to search for new activities because profits
are high, albeit productivity and competitiveness are significantly low. The
explanation is that surplus labor lowers salaries, while prices are high.
Protectionism is embedded in Panama’s political system, where these sectors exert
considerable influence through various means, in order to preserve the status quo.
Not surprisingly, corruption is a top concern according to many business surveys. In
sum, land and labor could be used more productively in other sectors, such as
tropical fruits and manufacturing, but markets do not operate properly due to the
intervention of the government.

b. Labor legislation is a major impediment for the development of new business
opportunities. Dismissal costs, overtime costs, minimum wage laws, and the
premium paid in the modern sectors, inhibit potentially successful entrepreneurs
from exploring new ventures.

c. Infrastructure, especially in the non-modern sectors, is also a problem. Electricity
and transport costs (within the country) restrict business growth. This is particularly
true for sector such as modern agriculture and tourism..

d. There does not seem to be significant problems in terms of appropriability and access
to credit.

To overcome these problems Panama is following the example of some Asian economies.
Rather than introducing wide reaching reforms, which are politically unfeasible, the
government has created special economic zones that operate under separate tax, labor,
migration and tariff regimes. The Howard Special Economic Zone is a case in point. There
is no doubt that with the current regulatory conditions, these special economic zones will
succeed to attract new ventures, especially in export processing, logistics and other
services. The Panama-U.S. FTA will certainly help in this direction. However, these steps
will not provide a solution to the more backward segments of the economy, many of which
belong to the rural sector. We consider that a comprehensive package of trade and labor
reforms is indispensable.
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Appendix 1
Variable Definitions from La Porta et al. (2002)

1. Executive constraints:

A measure of the extent of institutionalized constraints on the decision making powers of
chief executives. The variable takes seven different values: (1) Unlimited authority (there
are no regular limitations on the executive's actions, as distinct from irregular limitations
such as the threat or actuality of coups and assassinations); (2) Intermediate category; (3)
Slight to moderate limitation on executive authority (there are some real but limited
restraints on the executive); (4) Intermediate category; (5) Substantial limitations on
executive authority (the executive has more effective authority than any accountability
group but is subject to substantial constraints by them); (6) Intermediate category; (7)
Executive parity or subordination (accountability groups have effective authority equal to
or greater than the executive in most areas of activity). This variable ranges from one to
seven where higher values equal a greater extent of institutionalized constraints on the
power of chief executives. This variable is calculated as the average from 1960 through
2000, or for specific years as needed in the tables. Source: Jaggers and Marshall (2000).

2. Expropiation Risk:

Risk of “outright confiscation and forced nationalization" of property. This variable ranges
from zero to ten where higher values are equals a lower probability of expropriation. This
variable is calculated as the average from 1982 through 1997, or for specific years as
needed in the tables. Source: International Country Risk Guide at
http://www.countrydata.com/datasets/.

3. Autocracy:

This variable classifies regimes based on their degree of autocracy. Democracies are coded
as 0, bureaucracies (dictatorships with a legislature) are coded as 1 and autocracies
(dictatorship without a legislature) are coded as 2. Transition years are coded as the regime
that emerges afterwards. This variable ranges from zero to two where higher values equal a
higher degree of autocracy. This variable is measured as the average from 1960 through
1990; or for specific years as needed in the tables. Source: Alvarez et al. (2000).

4. Share of population living in temperate zone:
Percentage of a country's population in Koeppen-Geiger temperate zone in 1995. Source:

Center for International Development, Geography Data Sets. Found online at:
http://www?2.cid.harvard.edu/ciddata/geographydata.htm#General %020measures %200f %20

geography.
5. Log settler mortality:

Log of the mortality rate faced by European settlers at the time of colonization. Source:
Acemoglu et al. (2001).
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6. Population density in 1500:

Total population divided by total arable land in 1500 A.D. Source: McEvedy and Jones
(1978) as cited in Acemoglu et al. (2002).

7. Years of schooling:

Years of schooling of the total population aged over 25. Source: Barro, Robert J. and Jong-
Wha Lee, International Data on Educational Attainment: Updates and Implications. Source:
Barro and Lee (2000). Data posted on http://www.cid.harvard.edu/ciddata/ciddata.html

8. GDP per capita:

Gross domestic product over population. Source: Aten et al. (2002). Data available on-line
at: http://pwt.econ.upenn.edu/ (this paper uses data from the 04-06-2003 version).

9. French Legal Origin:

Identifies the legal origin of the company law or commercial code of each country (English,
French, Socialist, German, and Scandinavian). Source: La Porta et al. (1999)

Appendix 2
Sources of Growth Decomposition

Our methodology closely follows Calderén et al. (2002). The starting point is a Cobb-
Douglas production function of the form:
Y, =AK (HL)™"

Where Y, is GDP in year ¢, K, is the stock of physical capital, L is employment, H, is
human capital, and A, is TFP. After taking logs and differencing, the function can be
expressed in growth terms as:

Y=A+ak +(1-a)L+H)
Where X is the growth rate of variable X and « is the share of capital in total income
(we use a value equal to 0.35). Human capital is defined as a weighted average of the share
of the population with a j level of schooling (E):

H, =Y wE,,
J

where the weights are given by the social returns to education for each educational group.
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Appendix 3

Area Econémica Especial Panama-Pacifico

Howard fue una de las mds importantes bases militares aéreas americanas que operd en
Panamad desde 1941 hasta su reversién a Panamd en 1999 en virtud de los tratados de 1977.
Todas las instalaciones fisicas de esta base revirtieron a Panama y ahora conforman el Area
Econoémica Especial Panama-Pacifico, AEEPP.

Caracteristicas de la zona

Extension de aproximadamente 2.000 hectareas

Ubicada a 10 km de la entrada del Canal de Panama, a 13 km del Puerto de Balboa,
a 14 km del ferrocarril transistmico, a 16 km del Centro Bancario Internacional
Pista de aviacion de 2.591 metros de largo por 45 metros de ancho

Finca de cisternas para combustibles conectada a Rodman (tank farm)

Cuenta con adecuada infraestructura (fisica y de servicios publicos) y un conjunto
de edificios de oficina y depdsitos facilmente convertibles a usos industriales de alta
tecnologia.

Cuenta con instalaciones de fibra dptica y conexién externa

Ademads cuenta con una drea residencial

Antecedentes del Proyecto

Bajo la antigua administracién de la ARI (Unidad Administrativa de Areas
Revertidas) entre 1994 y 1999, se quiso dar a la zona un enfoque de empresa mixta
tipo petroterminal. La siguiente administracion (1999-2001) le dio un vuelco al
proyecto, a partir de un estudio de la IFC.

El proyecto se inspira en las zonas econdmicas especiales del Oriente (Subic Bay en
Filipinas y Penag en Indonesia), que son en general dreas orientadas al
procesamiento para la exportacidn, con énfasis en logistica (transporte maritimo,
aéreo y telecomunicaciones). La experiencia de estas dreas ha mostrado tener un
impacto econdmico de gran importancia.

Los estudios indicaron que las principales debilidades de la AEEPP en la percepcion
de los inversionistas eran la burocracia, los vacios regulatorios, el traslape de
autoridad y el ambiente laboral poco atractivo.

Lo primero que se decidi6 era que para aumentar la competitividad de la AEEPP se
requeria de un Unico régimen integrado. A partir de ello se disefid y se expidio la
Ley 41 de 2004 que establece el régimen fiscal, aduanero, laboral y migratorio de la
AEEPP.

Atractivos del Proyecto

Habra un desarrollador privado contratado por el Gobierno para administrar,
promocionar y mantener el drea por un periodo de 40 aios prorrogables por otros 40
afios adicionales.

Beneficios fiscales:
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o Exoneracion de los siguientes impuestos: ITBMS e importacion,
movimiento y almacenaje de combustibles, patentes, timbres, inmuebles y
su transferencia, exportacion o reexportacion, pago de intereses o regalias al
extranjero, llamadas internacionales.

o Exoneracion de impuestos sobre la renta, impuesto de dividendos e impuesto
complementario.

Régimen laboral:

o Rige el Cédigo de Trabajo, sin embargo, algunas disposiciones de la Ley 41
del APP tienden a regular ciertos aspectos de la relacion de trabajo de la
AEEPP

o Laremuneracién por las horas diurnas, nocturnas y mixtas serd por el
numero de horas trabajadas

o Las horas extraordinarias tendrdn un recargo de 25%

o Habra libertad para establecer dia de descanso semanal, trabajar en los dias
domingo, de fiesta o duelo, negociar la programacién de vacaciones.

o Algo muy importante es que la disminucién del volumen de operaciones
serd una causal especial para terminar la relacién de trabajo.

Operara el concepto de ventanilla tinica que consiste en que dentro de la agencia de
Howard se integren extensiones de las direcciones de Migracion, Aduanas y la
Autoridad Nacional del Ambiente que atenderan los tramites de las empresas y de
trabajadores extranjeros. De hecho, la Agencia le asignard a cada empresa un agente
que serd el intermediario entre ésta y el Gobierno. Ello con el fin de reducir el
problema de tramites.

Capacitacion: dentro de la EAAPP operara un centro de capacitacion acorde con las
necesidades de las empresas que se instalen en la zona. Los costos de la
capacitacion durante los 6 primeros meses correrd por cuenta de la Agencia, con la
garantia de que los beneficiarios puedan hacer sus pricticas en las empresas
instaladas en la zona, muchas veces necesarias para obtener las certificaciones
requeridas, y luego contratados formalmente por estas.
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Table 1. GDP growth and investment rates: Various countries

GDP growth Per capita GDP growth Investment rates (% GDP)
Country Period Average Standard Average Standard Average Standard
deviation deviation deviation
Panama 1965-2004 422 438 1.74 4.18 16.93 451
Puerto Rico 1965-2001 8.19 4.02 5.87 3.92 35,3%%* 8,47+**
Hong Kong, China  1965-2004 6.60 4.62 4.69 443 26.78 4.80
Singapur 1965-2004 4.61 291 3.35 2.89 19.93 6.93
LAC 1965-2004 3.51 2.60 1.42 2.39 21.32 1.93

##* jnformation is avalible until 1991
Source: WDI 2006, Eclac, and authors' calculations.

Table 2. OLS Regressions
Dependent variable growth of GDP per capita 1960-2000

Log GDP per capita (1960) 0.001%%% _0,013%F% 0,01 ¥ _0,01%% _0,013%%% _,0]#**
(0,003)  (0,003)  (0,003) (0,003) (0,003)  (0,003)
Log years of schooling (1960) 0,005%%% 0,007%%% 0,006%* 0,005%% 0,007% 0,006%*

(0,002)  (0,0023) (0,002)  (0,002) (0,002)  (0,002)
% pop. living in temperate zone (1995) 0,017#%% 0,013%%% 0,017+ 0,017+ (,013%%+ 0,017%%*
(0,005)  (0,004)  (0,004) (0,005 (0,004)  (0,005)

Executive Constraints (1960-2000) 0,0027%* 0,002%*  0,002%*
(0,0008) (0,0008) (0,0008)
Expropriation risk (1982-1997) 0,004 %% 0,003 *%**
(0,001) (0,001)
Autocracy (1960-1990) -0,006* -0,005%*
(0,003) (0,003)
Dummy Colombia 0.001 0.002 0.0001
(0,002) (0,002) (0,002)
Dummy Ecuador -0,003 -0.002 -0,0008
(0,002) (0,002) (0,003)
Dummy Panama 0,008** (0,009*** (,009**
(0,003) (0,002) (0,003)
Dummy Venezuela -0,008 -0,003 -0,01**
(0,005) (0,004) (0,05)
Dummy Gran Colombia -0.00018 0.0012 -0,0003
(0,004)  (0,003) (0,004)
R® 0.45 0.57 0.45 0.4 0.56
Observations 71 69 71 71 69

##%: Significant at 1%
*##: Significant at 5%
*: Significant at 10%
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Table 3. 2SLS Growth Regressions. Dependent variable is log GDP per capita in 2000

Panel A: Second-stage regressions®

(€] ()] 3)
Years of Schooling (1960-2000) 0,627 0,467 0.57
(0,19) (0,13) (0,37)
Executive Constraints (1960-2000) -0.25
(0,19)
Expropriation risk (1982-1997) -0,33
(0,30)
Autocracy (1960-1990) 0.85
(1,69)
Share of Population living in temperate zone (1995) -0,92 -0,23 -0,70
(0.85) (0.55) (1.36)
R’ 0.6 0.64 0.57
Observations 47 44 47

Panel B: First-stage regressions
Dependent Variables

Executive Years of School Expropiation Years of Schooling Autocracy Years of Schooling
Share of Population living in temperate zone (1995) -0,96 1,98%* 1,35%% 1,90%* 0.22 1,98%*
(0,78) (0,803) (0,65) (0,8) (0,26) (0,803)
Log Settler Mortality -0,67%%% -0,90%#* -0,29%* -0,90%#% 0,20%#% -0,90%#*
(0,18) (0,19) (0,15) (0,19) (0,064) (0,19)
Log Population Density in 1500 -0,36%** -0,52%#%* -0,0] -0,55%** 0,084* -0,52%%*
(0,12) (0,129) (0,11) (0,14) (0,043) (0,12)
French Legal Origin -1,79%%% -0.79 -0,90%* -0,817%% 0,25% -0,79*
(0,39) (0,40) (0,33) (0,42) (0,13) (0,40)
Dummy Colombia 2.15 0.06 1.06 0.05 -0,79% 0.06
(1,20 (1.23) (0,99) 1.27) (0,41) (1.23)
Dummy Ecuador 1.03 1.40 0.55 1.41 0.1 1.4
(1,19) (1,22) (0,99) (1,27) (0,41) (1,22)
Dummy Panama 0.34 3,08%#* 0.067 3,08%** 0.06 3,08%#*
(1,18) 121 (0,98) (1,26) (0,408) (1.21)
Dummy Venezuela 1.59 0.07 0.76 0.033 -0,74% 0.066
(121) (1.25) (1,00) (1.29) (0.41) (1.25)
R 0.66 0.82 0.57 0.81 0.52 0.82
Observations 47 47 44 44 47 47

##%: Significant at 1%

Significant at 5%

*: Significant at 10%

°: Second srage estimations include the country dummies. The coefficients are not significant.

Table 4. Panama: Sources of Growth Decomposition

Table 4. Panama: Sources of Growth Decomposition

Annual growth rates

Period Yt Kt Lt Ht At

1964-1970 7.10% 11.25% 3.52% 0.84% 0.33%
1971-1980 4.05% 7.91% 2.21% 2.41% -1.72%
1981-1990 1.36% 1.28% 2.40% 1.72% -1.77%
1991-2000 4.94% 6.19% 3.21% 0.50% 0.36%
2001-2005 4.07% 2.65% 4.14% 0.63% 0.05%
1964-2005 4.13% 5.85% 2.94% 1.32% -0.68%

Contribution to Output Growth

Period Yt Kt Lt Ht At

1964-1970 7.10% 3.94% 2.29% 0.55% 0.33%
1971-1980 4.05% 2.77% 1.44% 1.57% -1.72%
1981-1990 1.36% 0.45% 1.56% 1.12% -1.77%
1991-2000 4.94% 2.17% 2.09% 0.32% 0.36%
2001-2005 4.07% 0.93% 2.69% 0.41% 0.05%
1964-2005 4.13% 2.05% 1.91% 0.86 % -0.68%

Source: Authors' calculations.
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Table 5. Managers’ opinions about business environment

LATINAMERICAN COUNTRIES (a) PANAMA
Obstacles associated with (b) Minimum obstacle | Severe obstacle Minimum Severe
obstacle obstacle
Finance Access 74.8% 25.2% 90.6% 9.4%
Infraestructure Electricity 65.0% 35.0% 55.2% 44.8%
Telecomunications 16.0% 84.0% 35.2% 64.8%
Labor Regulation 80.1% 19.9% 90.7% 9.3%
Quality 71.1% 28.9% 85.7% 14.3%
Business- Confidence in court 60.0% 40.0% 65.3% 34.7%
Government system (c)
relationships Corruption 45.9% 54.1% 65.9% 34.1%
Competition Informal competition 51.4% 48.6% 81.3% 18.7%
Others Tax rates 59.9% 40.1% 70.5% 29.5%
Crime 76.5% 23.5% 75.6% 24.4%
Trade regulation 87.9% 12.1% 91.4% 8.6%
Transportation of 83.7% 16.3% 88.5% 11.5%
o000ds and supplies

(a) Includes Argentina, Bolivia, Colombia, Mexico, Peru, Paraguay and Uruguay

(b) In the World Bank's Enterprise Survey classification, a Minimum Obstacle refers to "no obstacle”, "minor obstacle" and "moderate obstacle",
whereas Severe Obstacle refers to "major obstacle" and "very severe obstacle" categories.

(c) Based on the question: you Strongly disagree, Tend to disagree, Tend to agree, or Strongly agree with the sentence “The court system is fair,

impartial and uncorrupted” (Severe Obstacle when tend to or strongly disagree and Minimum obstacle otherwise)

Source: World Bank's Enterprise Survey and Authors' calculations.
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Table 7. Returns to Education (Mincer Coefficients) — Urban employees

Men Women
Country Afio Primary Secondary University Primary Secondary University
Argentina 2005 0.119 0.375 0.623 0.006 0.338 0.609
Bolivia 2003-04 0.025 0.203 1.155 0.148 0.160 1.188
Brazil 2004 0.297 0.364 1.035 0.238 0.370 1.020
Chile 2003 0.132 0.349 0913 0.120 0.328 0.836
Colombia 2004 0.265 0.309 1.036 0.176 0.411 0.962
Costa Rica 2004 0.145 0.337 1.042 0.146 0.444 0.988
Ecuador 2003 0.197 0.324 0.628 0.190 0.514 0.559
El Salvador 2004 0.086 0.254 0.838 0.161 0.332 0.873
Guatemala 2004 0.287 0.514 0.607 0.234 0.829 0.330
Haiti 2001 -0.029 1.223 0.155 0.657 0.576 0.446
Honduras 2005 0.290 0.696 0.835 0.278 0.698 0.822
Jamaica 2002 0.317 -0.064 0.784 -0.249 0.155 0.947
Mexico 2002 0.168 0.559 0.691 0.133 0.877 0.464
Nicaragua 2001 0.127 0.485 0.921 0.218 0.438 0.640
Panama 2004 0.055 0.376 0.933 0.169 0.606 0.906
Paraguay 2004 0.278 0.321 0.681 0.164 0.493 0.572
Peru 2003 0.149 0.179 0.656 0.285 0.058 0.699
Dominican ] 2005 0.053 0.269 0.715 0.139 0.304 0.744
Uruguay 2005 0.174 0.502 0.681 0.013 0.504 0.669
Venezuela 2004 0.205 0.145 0.525 0.214 0.262 0.512
Source: SEDLAC.
Table 8. Inequality in Education in Panama
Inequality by quintiles
Quintile 1 Quintile 2 Quintile 3 Quintile 4 Quintile 5
Illiteracy rate by income quintiles and
population aged 9 and over, 1997
Men 19 9 5 3 1
Women 29 10 6 3 1
Average years of schooling by income
quintiles, 1997 4.2 6.3 7.8 9.3 11.3
Inequality by geographical area
Non po.or Poor population
population
Urban Rural Total Indigenous
Illiteracy rate of population living in
poverty by geographical area 3 6 15 27 38
Net primary enrollment rate, 2000 95 91 91 83
Net secondary enrollment rate, 1999 79 19 2
Net tertiary enrollment rate, 1999 31 7 2 3 0

Source: Preal y Cospae (2002).



Table 9. Panama: Tax Effort in a Regional Context, 1998-2003 1/

(Tax revenue in percent of GDP)

1998 1999 2000 2001 2002 2003
Argentina 2/ 21.1 21.2 21.6 21 20 23.3
Barbados 30.5 30.2 31.2 31.3 30.9
Bolivia 2/ 19.7 18.6 18.7 18.1 18 18.3
Brazil 2/ 29.8 322 33 33.9 35.8 36.1
Chile 16.3 15.6 16.4 17.2 17.6
Colombia 10.5 10 11.2 13.2 13.4 14.1
Costa Rica 2/ 11.9 12.4 13.3 13.2 13.1
Dominican Republic 15 14.7 14.8 15.8 16
Ecuador 8.5 8.8 10.9 11 11.1
El Salvador 10.2 10.2 10.5 11.1 11.6
Guatemala 8.7 9.3 9.4 9.7 10.6 10.3
Haiti 8.3 8.8 8.1 7.3 8
Honduras 17 17.7 16.6 16.2 15.9
Jamaica 23 24.5 25.7 26.6 24.4 26
Nicaragua 14.9 14.7 13.8 13 13.6 15.1
Panama 10.1 10.6 9.6 8.8 8.6 8.8
Paraguay 11.1 11.1 11.3 9.1 9.8
Peru 13.8 12.3 12 12.9 11.9 13
Suriname 23.8 19.8 23.1 33.5 24.5 27.8
Trinidad & Tobago 13.5 12.9 14.5 13.7 15.7
Uruguay 18.3 18.1 17.9 18.6 18.9
Venezuela 12.7 12.1 12.5 11
Unweighted average 15.8 15.7 16.1 16.7 16.6

1/ Central government unless otherwise noted.
2/ General government (central and local governments).
Source: IMF (2006).



Table 10. Regulation of labor from Botero et al. (2004)

Cost of increasing hours worked Cost of firing workers Dismissal procedures Employment laws index
Dominican Rep. 1.0000 Chile 0.8120 Mexico 0.8571 Venezuela 0.6509
Venezuela 1.0000 Dominican Rep. 0.7458 Panama 0.8571 Panama 0.6246
Ecuador 0.2574 Venezuela 0.6663 Peru 0.8571 Dominican Rep. 0.5972
Bolivia 0.2206 Panama 0.6320 Brazil 0.5714 Mexico 0.5943
Brazil 0.1529 Brazil 0.6087 Ecuador 0.5714 Brazil 0.5676
Mexico 0.1258 Peru 0.6049 Argentina 0.2857 Chile 0.4735
Uruguay 0.1112 Colombia 0.5488 Chile 0.2857 Peru 0.4630
Chile 0.0775 Bolivia 0.5207 Colombia 0.2857 Ecuador 0.3966
Argentina 0.0676 Mexico 0.4255 Dominican Rep. 0.1429 Bolivia 0.3728
Peru 0.0461 Ecuador 0.3203 Bolivia 0.0000 Colombia 0.3442
Colombia 0.0424 Argentina 0.2734 Jamaica 0.0000 Argentina 0.3442
Panama 0.0406 Uruguay 0.2438 Uruguay 0.0000 Uruguay 0.2762
Jamaica 0.0000 Jamaica 0.1512 Venezuela 0.0000 Jamaica 0.1628

Labor union power Collective disputes Collective relations laws index

Peru 0.7143 Ecuador 0.7500 Peru 0.7113

Argentina 0.5714 Peru 0.7083 Ecuador 0.6369

Mexico 0.5714 Panama 0.6250 Argentina 0.5774

Venezuela 0.5714 Argentina 0.5833 Mexico 0.5774

Ecuador 0.5238 Mexico 0.5833 Venezuela 0.5357

Chile 0.4286 Bolivia 0.5417 Colombia 0.4851

Colombia 0.4286 Colombia 0.5417 Bolivia 0.4613

Bolivia 0.3810 Venezuela 0.5000 Panama 0.4554

Brazil 0.3810 Brazil 0.3750 Chile 0.3810

Dominican Rep. 0.3343 Uruguay 0.3750 Brazil 0.3780

Uruguay 0.3333 Chile 0.3333 Uruguay 0.3542

Jamaica 0.2857 Dominican Rep. 0.2088 Dominican Rep. 0.2715

Panama 0.2857 Jamaica 0.1667 Jamaica 0.2262

Old age, dlsabll;'tty and death Sickness and health benefits Unemployment benefits Social security laws index
eneiits

Mexico 0.7223 Argentina 0.9364 Colombia 0.9972 Colombia 0.8131
Panama 0.6983 Bolivia 0.8780 Argentina 0.8372 Panama 0.7431
Colombia 0.6547 Panama 0.8644 Uruguay 0.7842 Venezuela 0.7299
Venezuela 0.6542 Venezuela 0.8401 Chile 0.7818 Argentina 0.7154
Ecuador 0.6357 Dominican Rep. 0.8370 Venezuela 0.6953 Chile 0.6887
Dominican Rep. 0.6258 Peru 0.8185 Panama 0.6667 Uruguay 0.6778
Jamaica 0.5030 Mexico 0.7965 Brazil 0.5634 Ecuador 0.6542
Uruguay 0.5021 Chile 0.7892 Ecuador 0.5383 Brazil 0.5471
Brazil 0.5001 Ecuador 0.7887 Bolivia 0.0000 Mexico 0.5063
Chile 0.4951 Colombia 0.7873 Dominican Rep. 0.0000 Dominican Rep. 0.4876
Peru 0.4316 Uruguay 0.7470 Jamaica 0.0000 Peru 0.4167
Argentina 0.3725 Brazil 0.5777 Mexico 0.0000 Bolivia 0.3702
Bolivia 0.2326 Jamaica 0.0000 Peru 0.0000 Jamaica 0.1677

* See original paper for the specific definition of each index. Source: Botero e al. (2004).



Figure 1. Panama Canal: contribution to central government revenues

(Dividends, service fees and fees based on tonnage)
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Figure 2. Panama: Imports and exports of the CFZ
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Figure 3. Panama: Foreign loans and deposits (% of total)
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Figure 4. Domestic credit as % of GDP
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Figure 5. Inflation rate in Panama and the U.S.
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Figure 6. Panama — Hong-Kong: real exchange rates (bilateral and multilateral, 2000=100)
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Figure 7. Labor productivities

Panama - Output per worker at constant 2000 prices (US dollars) - Modern sectors

90.000 -
Electricity, Gas and Water
80.000 1 Transport, Storage and Communication
70.000 - Financing, Insurance, Real Estate and Business
Services
60.000 -
50.000 - /
40.000 - \/\/
30.000 -
20.000 - /\_\/
10.000 - ~— —_—~——
0 o\ \N\ \v\ \\o\ \w\ \o\ \N\ \v\ \\o\ \w\ \o\ \N\ \v\ \\o\ \w\ \o\ \N\ \v\
> [l [l > [l (<] (<] 0 (<] o0 (=) [N [N [N [N [} [} [}
(@)} (@)} [@)} (=)} [@)} [o)} [o)} (@) [o)} [o)} (@) [o)} [o)} [o)} [o)} (] (] (]
— — — — — — — — — — — — — — — o o o
Panama - Output per worker at constant 2000 prices (US dollars) - Traditional sectors
16.000
14.000 / -
12000+, "
10.000 - RPN
—_ - S I P
8.000 - /\ ’ SeL - s
6.000 -
~ -
-
4000 - P
- N e
— = -
2.000 -
0 o\ \N\ \ﬂ—\ \\D\ \w\ \o\ \N\ \#\ \o\ \w\ \o\ \N\ \#\ \o\ \w\ \o\ \N\ \ﬂ—\
> o~ > o~ > o0 oo o0 oo o0 (=) (o) (o) (=) (o) (=) (=3 (=
=)} N =)} N =)} N =)} N =)} N =)} N N =)} N = = =
— — — — — — — — — — — — — — — N N I
— — Agriculture, Hunting, Forestry and Fishing
Manufacturing
Construction

= = = = Wholesale and Retail Trade and Restaurants and Hotels
Community, Social and Personal Services

Source: Laborsta, ILO, Eclac and Author's calculations.

47



Figure 8. Labor productivities in Panama, Hong Kong and Singapore (Real GDP per
worker, in logs; constant 2000 US$)
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Figure 9. Poverty and inequality: Panama and LAC
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Figure 10. Panama and LAC: GDP growth and per capita GDP growth - 1951-2005
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Figure 11. Structural breaks in GDP growth
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Figure 12. Panama - Sources of Growth (In logs, 1963-2005)
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Figure 13. School enrollment in Latin America
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Figure 14. Average years of education: 1960-2000 (population older than 15 years)
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Figure 15. Fiscal deficit as % of GDP
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Figure 16. Public and External Debt
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Figure 17. Panama’s EMBI+ (and other Latin American countries).
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Figure 18. Perception of corruption — Kaufman et. al. (2006)
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Figure 19. Perception of corruption — Other sources
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Figure
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Figure 21. Access to credit
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How problematic are the following financing issues for the operation and growth of
your business?Q1.Collateral requirements of banks and financial institutions. Q2.
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Banks lack money to lend. Q5. Banks lack money to lend. Q6. Corruption of bank
officials. Q7. Lack access to foreign banks. Q8. Lack access to equity partners. Q9.
Lack access to export finance. Q10. Lack access to lease finance. Q11. Inadequate

credit information on customers. Q12. Lack access to long term bank loans. Source:

‘WBES.

58



