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I. noGDJI 81J111m1lY 

The purpose of this 5 year, $25 million ESF/DA sector program 
is to increase trade and investment in Guatemala in support of the 
Mission's goal of achieving broad-based, sustainable economic 
growth within a stable, democratic society. The program combines 
a $12 .illion policy reform component, carrie.d out over two years, 
with $13 million in project activities to be implemented over a 
three to five year period. The program supports a policy agenda 
jointly developeCO with the Government of Guatemala (GOO), the 
private sector, and the International Financial Institutions 
(IFIs) • project activities, designed to complement the policy 
agenda, are divided into three co~ponents crucial to developing the 
trade and investment sector: policy reform, business assistance, 
and direct trade and investment promotion. project implementation 
will primarily target proven private sector entities, but also will 
provide some assistance to relevant public sector institutions. 

A delegation of authority to the Director, Guat£=mala, is 
requested to authorize a $25 million ESF/DA grant for the Trade and 
Investment Program. 

II. BACKGItOUJID 

Private investment and traditional exports have historically 
been the engines of growth in the Guatemala economy. In the early 
1980s, however, Guatemala suffered a severe economic crisis. In 
part, this was attributable to inappropriate domestic policy 
responses to world recession and regional instability. More 
important, though, was the adoption two decades earlier of an 
industrialization strategy predicated upon import SUbstitution. 
The distortions caused by these highly protectionist policies, 
combined with economic recession, resulted in a debilitated 
Guatemalan economy during this period. 

In response to the economic problems that plagued Guatemala, 
a subsequent emphasis on short-term economic stabilization resulted 
in a siqnificont improvement in the macroeconomic policy 
environment since the mid-1980s. An effective depreciation of the 
real exchange rate was achieved and inflationary pressures were 
restrained in all years, except 1990. On the regulatory side, 
tariff levels have been reduced, export procedures have been 
streamlined, and the national airline's monopoly on the cargo 
market has been eliminated. 

1 



TRADE AND INVESTMENT SECTOR PROGRAM 
ASSISTANCE CONCEPT PAPER 

. ~ , \. , .. . . 
These initial reforms, ta}:en by the Government of Guatemala· 

to improve the macro-economic environment and support the 
productive capacity of the export sector, provide a basis for the 
current move toward open trade. In short, the macroeconomic policy 
framework is sound and in place. However, to continue its economic 
growth, Guatemala must now address the essential but more difficult 
second-generation sectoral policy, regulatory and institutional 
issues constraining further growth in trade and private investment. 

l:Il:. RATl:OHALB J-OR 'rIIB PROPOSBD PROGRAX APPROACH 

A. Mission strategy 

The Mission's goal is to support the achievement of 
broad-based, sustainable economic growth within a stable, 
democratic society in Guatemala. Expanded trade in globally 
competitive markets and increased private investment are considered 
principal means for achieving this goal. The achievement of 
short-term economic stabilization and an improved macroeconomic 
policy environment have resulted over the past five years in 
lncreased trade flows and investment in Guatemala as well as 
enhanced employment opportunities. continuation of this strong 
economic performance will depend upon ensuring a competitive 
environment that provides proper incentives, encourages the free 
flow of technology and market information, and offers opportunities 
to all. Hence, the Mission has identified increased trade and 
private investment as one of its strategic objectives for achieving 
broad-based, sustainable growth. 

The Mission's strategy over the past five years has been to 
strengthen and expand the Guatemalan private sector. However, 
interventions designed to str~ngthen the private sector are of 
limited utility if the policy environment is not conducive to 
increased trade and investment. Hence, USAID's atrategy for the 
1993-1997 planning period will focus more on eliminating the 
rcmaininq policy, regulatory and institutional obstacles to 
increased trade and investment, while encouraging a vigorous 
response by the private sector to a more favorable policy 
environment. The impact of these reforms will be felt throughout 
the economy,. promoting sustainable economic growth and increased 
participation on a broad base. Only then can real employment be 
qenerated and benefits realized by a siqnificant portion of the 
population. 
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USAID's in-country presence gives it .a ;.iistir~ct advantage 
over other major donors in influencing policy reforms critical to 
developing an open trade regime and providing a sound investment 
climate. The timing of the new Trade and Investment Program is 
opportune for supporting the liberalization of Guatemala's trade 
and investment regimes, given the favorable ~'licy orientation of 
the newly elected government, the present linkage and dialogue 
between the public and private sectors, and the USG's interest in 
promoting hemispheric free trade under the Enterpr Ise for the 
Americas (EAI). 

B. Major Constraints to ~ector Development 

In FY 91, the Mission undertook a study of the Constraints to 
Trade and Investment to assess the progress made in reforming trade 
and investment policies and those areas still requiring attention 
(see Annex A for USAID/Guate~ala's publication, "Constraints to 
Trade and Investment in Guatemala"). This analysis is similar to 
that undertaken by the u.s. Government when examining the policy 
regimes of countries participating in the Trade and Investment 
Councils under the EAI. The preconditions of a Free Trade 
Agreement match these policy areas and serve as a basis for 
reforming the trade and investment climates in Guatemala. The 
reforms already taken by Guatemala are significant, and represent 
their commitment to free trade. Provided below are the remaining 
p"licy, regulatory and institutional constraints which must be 
addressed in order to attain an open trade regime and a sound 
investment climate. Removal of these constraints will permit an 
opening of the economy to competition from abroad as well as to 
fairer competition within. 

1. Trade and Regulatory Reform 

Although tariff barriers have been sharply reduced, they 
can be lowered further. The GOG should set a single rate for all 
commodities. significant levels of effective protection exist when 
even small differences in tariff levels exist. For example, basic 
grains have significant negative effective protection. Tariffs on 
agricultural inputs range from 17 percent to 27 percent while the 
importation of basic grains is subject to only a 2 percent tariff. 
This structure provides a disincentive for the production and 
possible export of basic grains. In addition, the GOG prohibits 
the export of unprocessed coffee and regulates the import of wheat, 
wheat flour and cacao seeds. Such prohibitions are marginal but 
should be eliminated by the GOG. 
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More binding constraints arise froll the export and 
import licensing plactices of the government. Licenses are 
required for the export of thirteen products including rice, beans 
and corn and for the import of twelve products including 
fertilizers, herbicides and insecticides. While the importation of 
certain environmentally dangerous herbicides and insecticides 
should be prohibited, normally, restrictions such as quotas and 
export licensing should be eliminated. 

The tax code is another source of distortion. Existing 
fiscal incentive laws provide eKemptions to specific enterprises 
producing a variety of items inclUding bananas, fertilizers, and 
milk. A total of nine incentive laws remain in force. These laws 
not only affect the distribution of resources among sectors but, 
because they are given to specific enterprises, they affect 
resource distribution within sectors, as well. Subsidies for these 
types of economic activities should be eliminated. 

Infrastructural deficiencies also constrain the trade 
.and investment system in Guatemala. These constraints increase 
production and marketing costs, reduce product quality, and 
increase the time required for export. As exports continue to 
expand, infrastructural conditions will become major bottlenecks. 
Both public and private sectors can play larger roles in providing 
investment for infrastructural expansion and more efficient service 

. delivery. 

pemonopolization, particularly of critical public 
utilities, will serve to open and make more efficient trade and 
investment. At present, the Government of Guatemala operates a 
number of enterprises, including specialized banking and credit 
institutions, communications and transport companies, grain storage 
and trading, and electrical power facilities. with few exceptions, 
these enterprises represent a SUbstantial drain on the GOG's fiscal 
resources. As government corporations, their activities are 
generally unresponsive to market signals with neither prices nor 
product distribution reflecting market demand. Perhaps the most 
serious problem with state-owned monopolies is that they prevent 

: further expansion within these sectors by prohibiting private 
sector investment. 

Finally, structural transformation of the economy -­
sectoral shifts, changes in the role of trade, and increased scale 
of operations -- requires changes in the legal framework that 
economic institutions rely on to protect and allocate their 
resources, incentives, and information. without legal democracy 
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and a sound system of justice, benefits flow to rent-seekers rather 
than to free market-oriented entrepreneurs. Review and reform of 
the legal and regulatory framework will address such salient issues 
as the protection of intellectual property rights and workers' 
rights in Guatemala. 

2. Financial Markets 

Exporters and export associations indicate that the most 
binding constraint that remains to export activity is the weak and 
fragmented financial structure. The economic deterioration of the 
early 1980s and the world debt crisis is requiring a significant 
change in operation of the financial system. Guatemala can no 
longer depend solely on foreign resources to maintain economic 
growth. International capital to finance investments remains in 
short supply, a situation made more constraining by the host of new 
claimants (Eastern Europe and the soviet Commonwealth) on 
international financial capital. Foreign commercial banks continue 
to reduce their exposure in developing countries, forcing 
developing countries to rely on the generation of domestic 
resources to finance critical investment spending. If domestic 
resources are r.ot forthcoming, Guatemala will face decades of low 
per-capita growth and will fall far behind its Central American 
neighbors in trade and development. 

The transformation of the financial system is now 
required in order to mobilize domestic resources.' Antiquated laws 
governing financial activities need to be modernized, information 
on the financial position of institutions needs to be standardized 
and made transparent, and regulations should ensure safety a.,d 
efficiency rather than restricting the financial system as they do 
now. As a result of these changes, commercial banks will be able 
to increase the scope of their lending activities; providing a 
whole new range of instruments, including money markets, negotiable 
certificates of deposit and indexed savings instruments. As the 
supply of loan funds increases in the financial system, groups 
previously excluded from the financial ~ystem will gain access to 
credit. 

Sea Annex B for a more complete discussion of the neede.d 
reforms in the Guatemalan financial markets and a list-of critical 
reforms that will form the basis . for the agenda and policy 
dialogue. 
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3. Technical, Human Resource and Institutional 
Constraints 

While a benign policy environment is a necessary 
condition to increased trade and investment, institutional, 
technological and human resource con~traints impeding higher levels 
of investment and exports also e~ist. AID experience in trade and 
~nvestment has shown that companies in developing countries often 
lack information and skills necessary to engage in profitable 
trading and investment activities. Local firms need training in 
increasing production and product quality: they require help in 
reorganizing product lines and guidance on how best to expand 
present operations and incorporate new products, and they 
frequently lack information about foreign markets and trading 
practices. Moreover, many companies have an inadequate 
technological base, and are forced to rely upon deficient 
infrastructure in transportation, energy and communicdtions. 

These obstacles must be overcome if Guatemalan 
businesses are to perform competitively in global markets. USAID 
will continue to support public sector institutions and a select 
number of private organizations that address these constraints and 
that have been successful in achieving specific policy refor. and 
investment and export growth objectives. 

C. Justification For Sector Program A~sistance 

The constraints identified above will be addressed through a 
sector program which combines both project and non-project 
assistance. This two-pronged approach has been selected as the 
most effective way for achieving the policy, regulatory and 
institutional reforms necessary for increased trade and investment 
in Guatemala. A discrete set of constraints will be the focus of 
policy-based cash transfer assistance for the first three years of 
the program. The policy agenda will, in t.urn, be reinforced 
through project activities designed to support and implement the 
proposed reforms. 

D. Program Goal and Purpose 

The goal of the Trade and Investment Sector Program is to 
support the achievement of broadly-based, sustainable economic 
growth in Guatemala within a stable, democratic society. 
Achievements of the prograa goal will be measured in terms of an 
increase in GOP, an increase in per capita GDP, and an increase in 
employment. 
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The purpose of the T'I progra. is to increase trade and 
private investment in Guateaala. Accomplishment of this purpose 
assumes the existence and stability of sound macroeconomic policies 
on the part of the GOG. In order to increase trade and private 
investment, the Mission will direct its res'.:)Urces to achieving the 
following program outputs: 1) an open trade regime; 2) a sound 
investment climate; 3) the deepening of financial markets; and, 4) 
the increased production and marketing of non-traditional exports. 

E. Expected Achievements and Accomplishments 

By the Program Assistance Completion Date (PACD), the program 
will produce the following: 1) an increase in the value of 
non-traditional exports from an estimated $420 million in 1992 to 
$616 million in 1997; 2) an increase in trade (exports plus 
imports) from 52 percent of GOP in 1992 to 54 percent in 1997; and, 
3) an increase in private investment from 12.8 percent of GOP in 
1992 to 15 percent in 1997. 

F.Project outline and How It will Work 

The five year, US$25 million sector program will implemented 
through two assistance modalities: 1) $12 million for non-project 
assistance to support policy and regulatory reforms; and, 2) $13 
millien for project activities to complement and enhance the 
policy, legal and regulatory reform. sections IV and V of this 
paper detail the preliminary plans for how the non-project 
assistance and project activities will address the existing 
constraints to sector cevelopment. 

rv. POLICY-BASED NOH-PROJECT ASSISTANCB 

An essential part of this sector program is the policy-based 
cash transfer assistance. A total of $12 million dollars will be 
disbursed against clearly defined policy reforms of the GOG that 
remove remaining constraints to trade and investment. 

A. Defining Conditionality 

Over the life' of the progra., A. I. D. will work with a 
ministerial-level working group to develop a policy agenda b~sed 
upon the existing trade and investment constraints described above. 
On the GOG side, the working group will consist of the Ministers of 
the Economy, Agriculture, and Finance, and other public sector 
entities involved with trade and investment in Guatemala. On the 
USG side, the working group will include the chiefs of the offices 
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of Trade and Investment, Rural Development, and Economic Analysis, 
the economic attache in the embassy and the A.I.D. project manager. 
The working group will adopt a strategic plan of policy actions 
essential to further liberalizing trade and investment in 
Guatemala. The development of this plan will be coordinated 
closely with the ongoing Trade and Investment Council negotiations 
and will be responsive to issues that arise from these discussions. 
Based on the targets of the strategic plan, the Mission will 
identify a set ot specific policy reforms that will serve as the 
conditionality for program disbursements. 

B. Coordination with Other Donors 

The Mission has been working closely with the World Bank and 
the International Development Bank (lOB) as they develop a SAL for 
Guatemala to be jointly implemented by the two organizations. AID 
expects to be ::lble to leverage it.s dssistance and policy reform 
efforts with the lOB's resources that, under the SAL, will be 
directed at reform of financial markets. In addition, the Mission 
will continue to coordinate closely with the lOB as it defines the 
conditions and parameters of its Investment Sector Loan Program. 

USAID's Trade and Investment Office has also maintained close 
contact with the UNDP as it develops its program on stabilization 
and economic growth, one of three focal areas under its proposed 
program. 

C. Proposed Policy Reform Agenda 

As indicated, the policy reforms against which dollars will 
be disbursed under this program will be defined in negotiation with 
the GOG. The negotiations will be based on the Mission's policy 
agenda presented below. The specific policy reforms and benchmarks 
against which progress is measured for year one of program 
implementation will be defined before the final review and 
authorization of the program document (PAAD).· As indicated 
previously, the definition of policy refOl~S will be driven by the 
iscues and actions arising from the recent Trade and Investment 
Council. The policy reforms and conditionality for disbursement 
for the second year will be defined in a PAAD amendment. 

The Mission's policy agenda--based on the (1) Mission's 
ability to leverage reform within the two year time frame for 
policy dialogue, (2) the opportunity to take advantage of the GOG's 
predisposition now to enact specific trade and regulatory reforms, 
(3) the occasion to build upon the initiatives underway because of 
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the Trade and Investment Council, and (4) the importance of reforms 
in a given area to improve the trade and invest.ent 
environment--focuses on policy reform in two major areas, listed 
below in order of priority: 

1. Legal and Regulatory Reform 

2. Financial Market Reform 

Given the confluence of events--a government open to liberalizing 
trade and investment and the initiation of Trade and Invest.ent 
Council meetings--and because most of the reforms in this area can 
be effected by governmental decree, not requiring legislative 
action, legal and regulatory reform will be given priority in the 
policy agenda. Notwithstanding the importance of financial markets 
reform, the magnitude of reform in the latter area makes this a 
medium to long-term effort, one that can be initiated but not 
completed under this program. 

C.l. Legal and Regulatory Reforms Promoting Transparencv of 
the System 

The list of policy objectives for the policy dialogue on 
legal and regulatory reform includes: 

1. elimination of restrictiolls to trade, including trade 
licensing and permit requirements for imports and 
exports: 

2. removal of all but minimum registration requirements on 
exports and imports leading to eventual elimination of 
the need for a one-stop export office: 

3. elimination of fiscal incentive laws: 

4. removing barriers to entry that limit private sector 
participation in transportation, the private provision 
of storage facilities at the airport, private 
participation in port management, concessions to the 
private sector for road maintenance, and elimination of 
monopolies in road transport: 

5. removing barriers to entry that limi~ private sector 
participation in communications: 
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6. encouraging private investment in generation, 
t:canstl!ssion and distribution of electrlcit.y; 

7. modernization of the legal system regulating trade and 
investment, especi~lly patent law and legislation 
regulating intellectual property rights, rules and 
regulations governing the employment of foreign 
managerial and technical personnel, laws regulating the 
importation of technology, tax policies and codes, and 
corporate, labor and antitrust law. 

C.2. Financtal Market RefOrm 

The list of the policy objectives of the policy dialogue on 
financial market transformation includes: 

1. standardization of accounting regulations; 

2. standardization of audit procedures, including the 
requirement for periodic external audits of the banks; 

3. revision of the coapany law and banking law to ensure 
that debtors and creditors are protected, no 
inconsistencies exist between the laws, and that modern 
financial activities ar~ permitted; 

4. modernization of the bankruptcy laws and identification 
of legal steps available to enforce solvency 
requirements by the superintendency of Banks; 

5. improvements in the Bank of Guatemala's capacity to 
monitor developments in the commercial banking system; 

6. modernization of prudential regulations governing 
capital requirements, criteria for entry and exit from 
the financial system, regulations governing asset 
diversification, insider trading and creation of debt 
reserves for nonperforming loans; and 

7. strengthening of the regulatory power of the 
Superintendency of Banks, ensuring that it has the 
information needed and the authority to enforce banking 
regulations. . 

The policy dialogue activities will seek to ensure that the 
various objectives of financial reform are understood. The 
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tradeoffs between reforms that stimUlate competition, efficiency 
and innovation on the one hand and stability, safety and fairness 
on the other will be explained. The objective will be to define 
clearly, for the financial system, the benefits of financial reform 
and to convince the private sector to work with the public sector 
to create a financial system that meets the needs of this decade. 

One outcome of the negotiations over the financial reform 
will be agreement )n a basic financial constitution. That 
understanding will include the structural, prudential, supervisory 
and legal considerations discussed above. Those conditions will 
govern what financial institutions do, where they can operate and 
what conditions they have to meet. The resulting clarity will 
enhance the competitiveness of the financial system and produce a 
significant increase in domestic resources channelled through the 
dome3tic financial system. 

D. Use of Dollars and Local CUrrency 

Following recent guidance from AID/Won the use of dollars, 
the Mission is exploring the possibility of creating a mechanism 
similar to the Eximbank Trade Credit Insurance Program (TCIP). The 
dollars disbursed under the Trade and Investllent sector Pr091~am 
would go into a separate audited account of the Bank of Guatemala 
to finance the same types of bank-to-bank letters of credit for 
imports of commodities from the United states supported under TCIP. 
While this mechanism would not function under the TCIP 
authorization nor serve as a guarantee fund, it would ~tilize the 
same certifications and documentation ".f source and origin employed 
under TCIP. End-use tracking of the dollars would also use the 
mechanism now in place under TCIP. 

Local currency generations--supp1ied by local importers to 
finance dollar commercial transactions--will have two separate 
uses. One use (approximately $U.S. 2 million in "local currency 
equivalent) will be to support GOG institutions (e. g ., the Ministry 
of Economy, the Bank of Guatemala and the Superintendency of Banks) 
actively promoting the trad~ and investment program reforms in 
legal and regulatory systems and in financial markets. 

The rema1n1ng local currency generations, ten millions 
dollars equivalent, will be used to create an endowment for two 
private-sector based institutions--The Guild of Nontraditional 
Product Exports and the Investor' s Service Center--that have 
successfully demonstrated over several years their ability to both 
promote policy reform from within and promote Guatemalan exports 
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and investment potential. The endowment--ten million dollars 
equivalent in local currency-'-wili be set up as a perpetual trust 
and invested in either Bank of Guatemala bonds or other 
high-Interest-bearing financial paper, now earning between 18 to 22 
percent annually. Both entities have sound and credible systems of 
accounting--with several years experience with U.S.A.I.D. 
requirements--making end-use tracking of local-currency-endowment 
interest generations an administratively straight forward and 
trouble-free, process. 

T, '1 decision to create an endowment for these two entities 
comes from recommendations provided in the PPC/CDIE study, Export 
Promotion and Investment Promotion: sustainability and Effective 
service Delivery (November, 1990). They found that core services 
provided by these institutions are already sustainable but that the 
development programs and services--the growth areas for the 
future--cannot and should not be financed by user fees. 

It is the Mission's intention to withdraw all support for 
these organizations by the completion of the Trade and Investment 
Program. AID direct support to these organizations is programmed 
to be phased out in year four, putting the issue of sustainability 
to the test in year five, while the project is still underway. The 
creation of a one-time endowment, in conjunction with the present 
collection of user fees for standardized services, will permit the 
two organizations to become self-sustaining without sacrificing the 
development activities that have made them export and investment 
promotion models in Latin America today. 

The two recipient organizations 'obviously fulfill the 
characteristics of the type of development or~anizations that have 
traditionally been AID endowment recipients. They reflect high 
levels of organizational entrepreneurship, have demonstrated 
capability to exer~~ ise national leadership in forging public and 
private sector linka~;es, and ability to pursue aggressively export 
and investment promo~ion. . 

2 See TermS of Endowment: A New A.I.D. Approach to 
Institutional Development, A. I. D. Evaluation special study (Draft), 
Hansen, Gary E., CDIE, Agency for International Development, July 
1990. 
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. v. PROJBCT ACTIYl~lB8 

Project activities are designed to support the policy-reform 
agenda outlined above. The design of project activities follows 
the guidelines outlined in APRE's 1991 Trade and Investment Project 
Guidebook and draws upon lessons learned in ekport and investment 
promotion, as laid out in the recent PPC/COIE study, Export 
Promotion and Investment Promotion: sustainability and Effective 
Service Delivery, (November, 1990). The latter study, which 
included Guatemalan export and investment-promotion, private-sector 
organizations in its sample, concluded that the Guatemalan model, 
exemplified in the Guild of Nontraditional Product Exporters, was 
both ~ffective in having impact and in developing a high degree of 
sustainability for core services. 

Project activities will support three components: (1) policy 
reform support: (2) business assistance: and (3) direct trade and 
investment promotion. The project activities supporting public 
sector entities provide time (five years) for the public sector to 
respond with the necessary institutional and organizational changes 
that address the changes in the legal and regulatory environment 
affecting trade and investment. Project activities with the 
private sector are planned for a four year period to ensure that 
private sector activitie~ capitalize on opportunities created by 
the adjustm~nts. 

A. component 1 - Policy Reform Support 

The purpose of the policy reform support component is to 
assist in the design and implementation of laws, policies, 
regUlations and procedures that support private-sector-led export 
and investment growth. The focus of the component is to provide 
technical assistance and fund policy analysis in support of this 
purpose. Project activities under this component are designed to 
complement the policy-based agenda with activities linked 
specifically to the achievement of goals of the reform agenda. 
This component is divided into three subcomponents: (1) 
strengthening of relevant public sector entities: (2) provision of 
long and short-term technical assistance: and (3) strengthening 
private sector entities involved with trade and investment 
promotion, in the area of policy formulation. 
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1. strengthening of Relevant PUblic sector Entities ($2 
million/5 years) 

Approximately two million dollars equivalent in local 
currency generations will be provided to public sector entities 
(e.g., the Ministry of Economy, the Bank of Guatemala, and the 
Superintendency of Banks) to improve their capability to implement 
appropriate policy changes. In the public sector, the Ministry of 
Economy (MOE) is most directly involved with trade and investment. 
Within the MOE, the Office of Industrial Policy (OIP) takes the 
lead in promoting exports, employment and investment. In order to 
strengthen the MOE, this component will provide assistance to 
improve the MOE's capabilities to expedite export and investment 
procedures, to conduct negotiations with the U.s. (on the North 
American Free Trade Agreement, Bilateral Investment Treaty, and the 
Intellectual Property Rights Agreement, and other relevant issues) , 
to strengthen participation in the GATT negotiations, and to 
negotiate with Mexico, Columbia, Venezuela, ar.d other Central 
American countries. Funding will be provided for local technical 
assistance, policy stu~ies and analysis, and limited commodities 
and supplies. 

In addition, support will be provided through the MOE to 
CONAPEX, the umbrella private/public sector body advising on 
economic policy, to allow it to continue to facilitate consensus 
building between the two sectors. This assistance may include a 
Trade speciali~t, support for external technical assistance and 
funding for commodities and miscellaneous supplies. 

The Trade and Investment Sector Program will help the Bank of 
Guatemala (BOG) and the Superintendent of Banks (SB) to carry out 
policy studies and analysis and draw upon technical assistance to 
support the policy reforms to be carried out, to simplify the 
identification of constraints within the financial system and 
assist in the implementation of institutional reforms to be taken 
consistent with the policy reforms. 

2. Long and Short-Term Technical Assistance ($3 million/5 
years) 

A technical assistance team will be contracted to support the 
policy dialogue. Technical assistance and analyses will be 
provided to decision makers to ensure they have necessary 
information and factually supported recommendations to effectively 
influence policy. 
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A three person technical assistance team will be contracted 
directly to provide the technical assistance necessary to support 
the pol icy agenda and trade and investment promotion. The chief of 
party will have expertise in commercial policy, legal and 
regulatory systems. A second member of the team will have 
technical expertise in financial markets, while the third will have 
joint responsibility for export and investment promotion. 
Approximately twelve months of short-term technical assistance will 
be provided in the broad area of privatization, and legal and 
regulatory systems (i.e., commercial policy) affecting trade. 

3. Private Sector Institutional Strengthening 
million/4 years) 

($2.25 

The third sUbcomponent of the Policy-Reform-Support Component 
will focus on strengthening the policy formulation ability of 
private sector entities involved with trade and investment 
promotion. The purpose of this subcomponent is to assist in 
building consensus for change by supporting nongovernmental 
organizations that represent interests of private-sector exporters, 
investors, and business groups committed to market-oriented 
policies. 

Two private sector organizations have emerged as leaders in 
this field -- the Chamber of Entrepreneurs (CAEM) and the Guild of 
Nontraditional Exporters (the Gremial). Assistance to CAEM will 
help maintain a dialogue through public fora with conservative 
groups within the private sector that are resisting the removal of 
protectionist policies. These two institutions will be given 
institutional support on a diminishing b~sis over four years to 
ensure their continued ability to carry out a policy negotiations 
with the government on behalf of their private sector membership. 

Both organizations have received AID assistance in the past. 
AID will phase out direct assistance to both organizations by the 
end of year four of the program, putting to the test both 
institutions' strategies for financial sustainability. Both 
institutions are expected to continue operating the last year of 
the project, and thereafter, without.further AID direct assistance. 
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B. Component 2 - Business Assistance ($1.5 million/3 years) 

The se~ond component of this project will focus on providing 
technical and bu~iness assistance to help firms engage in 
productive international trade and investment transactions. 
Technical assistance to Guatemalan businesses involved in trade and 
investment will be provided by the International Executive service 
Corps (IESC) to CAEM and the Guild. The services provided by IESC 
include the technical assistance provided by Volunteer Executives 
(VEs), drawing upon their own past experience as leaders of 
American industry and business. 

Through CAEM, this component will support Guatemala's 
emerging industrial and manufacturing sector as it moves from a 
protective environment into a free market economy where it will 
have to become competitive in world markets. The component will 
support technical assistance in initic-.ting industrial reconversion. 

Under the Grcmial, business assistance activities will 
include not only generalized technical assistance to specific 
exporting sectors of the economy to aid them in new market and 
product identification and in technology transfer to keep them 
competitive, but also a highly successful in-house training program 
for exporters and investors. 

C. Component 3 - Direct Trade and Investment Promotion 

Given Guatemala's potential for domestic and international 
investments and proven capability to export, investment and export 
promotion will make Guatemalan products and firms more competitive 
in world markets. Therefore, the third component of project 
activities will support and strengthen already proven private 
sector agencies now involved in investment and export promotion in 
Guatemala. 

1. Export Promotion (Gremial - ($3.25 million/4 years) 

This component will assist the Non-traditional Products 
Exporter Guild maintain and further refine an active market 
information system, its export promotion and investment promotion 
efforts, and continue its role within CONAPEX and in public fora in 
promoting a public dialogue with the GOG around liberalized trade 
and investment issues. 

Specific activities to be supported include the market 
information system and promotion of domestic trade fairs and 
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participation in international trade fairs, 
assistance to exporters in dealing with the 
international legal and regulatory environment. 

and continued 
ever changing 

2. Investment Promotion (CAEM - $1 million/4 years) 

Investment promotion activities in CAEM will be focused on 
the Investment Services Center (ISC). They will also strengthen a 
range of ancillary but important support services. The ISC 
prepares and disseminates promotional materials, provides referrals 
to inquiries, helps arrange agendas for visiting investors, and 
coordinates with other entities involved in investment promotion. 

CAEM will receive assistance to help it think through 
alternative strategies and approaches to investment promotion and 
to select one that is both effective and sustainable over time. 
This assistance, in conjunction with the endowment that A.I.D. will 
set up with local currency generations, will be the last support 
provided by AID for these organizations. As discussed above, with 
the endowment and their own user-fee structures, these 
organi~ations will be wholly self-sufficient by the end of the 
project. 

D. AID Management Support Requirements ($1.2 million/3 
years) 

The Trade and Investment Sector Program will be managed out 
of the USAID/Guatemala's Trade and Investment Office. The day to 
day management of project activities and their coordination with 
the policy agenda will be contracted with a PSC Project Manager. 
The PSC Project Manager will be responsible for keeping in close 
touch with all project activities at the field level and keeping 
the Office of Trade and Investment's Chief informed of any project 
implementation problems. 

The PSC Project Manager will have the additional support of 
one locally contracted financial analyst and one local contractor 
as an executive assistant. $1.2 million in project funds are 
budgeted to support a PSC Project Manag~r and support staff and 
services over three years. . 

E. PROJECT EVALUATION AND IMPACT MEASUREMENT 

The Trade and Investment Sector Program will provide all 
evaluation and monitoring for the Mission's Strategic Objective, 
Increased Private Investment and Trade. These functions will be 
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carried out through contracted evaluations and special studies and 
through the monitoring capabilities of the MIS installed in CAEM. 

The design of the Trade and Investment Progra.m will include 
a monitoring and evaluation component which will measure progress 
toward achievement of the purpose and program output indicators 
under the T&I program as well as under the other Mission projects 
contributing to the Trade and Investment strategic objective. Data 
from the ongoing INE and IFPRI surveys will be critical to 
establishing a baseline against which to measure ground level 
impact such as income and employment generation. In addition, 
special studies will be conducted during the program to assess the 
impact of the T&I program on the disadvantaged, on gender and on 
the environment. The general success of the program will take time 
to measure. Like education projects, the activities envisioned 
under this program will impact the sector over the medium and 
long-term. 

Purpose and program output indicators have been established 
to measure successful implementation of the T&I Sector Program. At 
the purpose level, successful implementation will be measured by 
indicators for (1) increased value of nontraditional exports, (2) 
increased trade as a percentage of GOP, and (3) increased private 
investment as a share of GOP. A preliminary schema of the program 
output indicators is presented in Figure 1. 

Support will be provided to update and maintain the 
Management Information System (MIS) now installed in CAEM to ensure 
information transfer runs smoothly and to enhance the information 
dissemination capabilities of the system. The MIS in CAEM will 
also be used to monitor program impact. This system was designed 
for and has the capacity to support AID program performance 
monitoring requirements. 
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VI. Estimated costs and Methods of Financinq 

TABLE 1 
TRADE AND INVESTMENT SECTOR PROGRAM 

PROJECT ASSISTANCE 

C(»4PONENT ESTIMATED COST 

DOlLARS LOCAL CURRENCY 

1. Pol Icy Refonn Support 

TA Team (3 persons/5 yr) $3,000,000 

Public Sector Support (5yr) $2,000,000 

Institutional Strengthening 

Gremial (4 year) $1,750,000 

CAEM (4 year) $ 500,000 

SUBTOTAL $5,250,000 

2. Business AssIstance (IESC • 3 year2 

Volunteer ExecutIves $1,500,000 

SUBTOTAL $1,500,000 

3. Trade and Investment Promotion (4 years) 

Export Promo. (GREHIAL) $3,250,000 

Invest. Promo. (CAEM) $1,000,000 

SUBTOTAL $4,250,000 

4. Project Support (4 years) 

Project Management $1.200,000 

5. EvaluatIons and Proiect Monitorina CMIS) $ 600 000 

6. Conti!:)gencles $ 200,000 

SUBTOTAL $2,000,000 

PROJECT TOTAl S11IULU(Jf 
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TABLB 2 
IfIUU)B DD XIIVBSTIIBIIT SBC'lOR PROGRAX 

TOTAL PROGRAM RBSOURCBS 

POL LARS LOCAL OJRRENCY 
COONTERPART 

NONPROJECT ASSIST. $12 MILUOI 

--GOG PUBLIC SECTOR INSTIT.IS S2 MILLION EQUIVALENT L.C. 

--END!M4ENTS $10 MILLION EQUIVALENT L.C. 

--CREMIAL ~9 MILLION EOUIVALENT L.C. 

--CAEM ~1 MILLION EOUIVALENT L.C. 

PROJECT ASSISTANCE ~13 MILUOI 

--CREMIAL ~5.0 MILLION $2 MILLION L.C. 

--CAEM $1.8 MILLION ~.45 MILLION L.C. 

--lEse $1.5 MILLION $.375 MILLION L.C. 

--T .A. TEAM $3.0 MILLION 

-·G~ Pub. Sector Instls ~.5 MILLION L.C. 

TOTAL DOLLARS Isz; MILUOI 

~OTAL LOCAL CURRENCY GENERATIONS ~12 MILLIOI 

~OTAL PROJECT COONTERPART ~.37 MILLION L.C. 

VII. AHALYSIS OF IKPLEKBNT:~.G XNSTITUTIONS 

A. Public Sector 

1. Ministry of the Economy 

Most of the activities with the Ministry of Economy (MOE) are 
derived from its position as the leading public sector institution 
within the National Export Council (CONAPEX) an· 1 the important role 
it plays in defining trade and commercial policy. The project will 
support the various offices within the MOE exercising important 
roles in promoting exports, employment, and investment: including 
but not limited to the Office of Industrial Policy, the business 
register, patents and product register, CONAPEX and the Office of 
Foreign Business. 

Although the MOE has begun emphasizing export development and 
liberalized trade regimes, existing staff are not well qualified to 
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carry out the trade reforms and liberalized administrative 
procedures that will permit free trade and investment in Guatemala. 
Training will be provided to MOE staff to help them in conducting 
negotiations with the u.S. on the NAFTA and under the Framework 
Agreement and to address international pressure on Guatemala's 
position on Intellectual Property Rights and Worker's Rights 
Legislation and Enforcement. Support by USAID will be temp~rary 
and designed to ensure the proper implementation of new laws and 
reduced registration and commercial regulatory requirements. 
Assistance will be granted with the underetanding that the GOG will 
increase it budgetary allocation over time until external 
assistance is no longer needed. 

2. The Bank of Guatemala 

The Bank of Guatemala has responsibility for design and 
implementation of ~onetary policy. The BOG must have sUfficient 
analytical capacity and effective monetary instruments to carry out 
monetary policy. Although the analytical capacity of the BOG is 
better than most other pub'~c sector institutions in Guatemala, 
additional technical traiIdng is warranted. The BOG pays little 
attention now to developments in the commercial banking system. As 
this sector expands and becomes more complex, the quality and type 
of analysis carried out by the bank will have to improve. 

3. The Superintendency of Banks 

Since 1990, the Superintendency of Banks (S.B.) has struggled 
to improve the quality of its operations, particularly within the 
banking area. It has put into operation basic information systems, 
including operational manuals on accounting practices for all 
financial entities and information on reserve requirements. It 
also now provides regular reporting based on form E-73, a 
consolidated general balance report. Nevertheless, current 
institutional organization and work patterns in the Superintendency 
of Banks have not been revised to provide adequate management of 
its supervisory and information management functions. 

with the planned reforms· within the banking sector, and 
particularly with the increased supervisory requirements expected 
to be required under a new banking law, the S.B. will have to 
contract, train, and maintain a professional staff capable of 
handling modern information systems and put into operation new 
forms of bank supervision that maintain the S.B. at arms distance 
for commercial banks and enable it to carry out prudential 
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regulation of banks, with external audits and standardized 
guidelines for bank examinations and performance reviews. 

4. AID Certification of GOG Public Sector Accounting and 
Procurement Procedures 

AID is currently working with the MOE under the PED project 
to institute the necessary accounting and procurement procedures to 
permit AID to certify these in late 1992. AID will be working with 
the BOG and the S.B. to certify their accounting and procurement 
procedures in late 1992. 

B. Private Sector 

1. The Chamber of Entrepreneurs (CAEM) 

CAE~t is a non-political, nonprofit organization, formed by the 
chambers and associations of the Guatemalan private sector 
(technically a "chamber of business chambers"). CAEM was founded 
in 1981 to capitalize on the benefits of the Caribbean Basin 
Initiative and to negotiate policies that accelerate economic 
development. 

CAEM functions as a think tank and liaison organization 
between the GOG and the Guatemalan business community. CAEM 
focuses on policy analysis and advocacy: it also oversees the 
Investor Service Center (ISC). The ISC prepares and disseminates 
promotional materials, provides referrals to inqulrles, helps 
arrange agendas for visiting investors, and coordinates with other 
entities involved in investment promotion. 

2. Guild of Nontraditional Exporters (Gremial) 

Hierarchically, the Gremial is one of many private sector 
organizations under CAEM. The Grendal is a nonprofit trade 
committee of the Chamber of Industry of Guatemala. It was founded 
in 1982 to develop and promote nontraditional exports in the 
agricultural and manufacturing sectors. The Gremial's promotional 
activities target both the micro and macro level. On the micro 
level, the Gremial provides services directly to exporters to 
develop and promote products through its sector-specific 
Commissions. On the macro level, the Gremial works with the GOG to 
encourage more favorable export policies and to encourage better 
infrastructure development. The Gremial serves as a voice for the 
collective opinion of its members. 
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The Gremial serves the needs of its members through a 
hierarchj,cal structure of commissions and subcommissions. All 
members participate in one of the five product-specific commissions 
(Agriculture, Furniture and Wood Products, Textile Assembly, 
Manufacturing, and Aquaculture). Each commission draws upon 
specialized assistance from four functional units (Promotion, 
Training and Technical Assistance, Information, and Projects). 

The 60 staff members of the Gremial are divided into two 
units: an operational unit and a strategic unit. The operational 
unit provides support to the product-specific commissions. The 
strategic unit works with CONAPEX and houses the Transport Rate 
Negotiating Office. The program is represented in the united 
states by the commercial attaches in the Guatemalan embassies. In 
the mid-term evaluation for the Private Enterprise Development 
(PED) project, the Gremia1 emerged as the best performing and best 
managed organization supported under the project. 

3. International Executive Service Corps (IESC) 

The IESC is an A.I.D.-registered u.s. PVO with extensive 
experience in implementing private enterprise development projects 
worldwide. The IESC ha~ been working in Guatemala since 1967. An 
evaluation of IESC assistance to Guatemala over the past two years 
is currently being conducted and recommendations will be 
incorporated into the project design. 

4. AID Certification of Private sector Institutions' 
Accounting and Procurement rrocedures 

Both the Guild and CAEM have been working with AID to 
standardize their record and accounting procedures and expect to 
receive AID certification in April 1992. IESC is a registered u.s. 
'PVO; it does not require certification of its accounting and 
procurement procedvres because they are audited regularly in the 
U.S. 

VIII. IDENTIFICATION OF BEHEFZCIARIES 

The benefits of the trade and investment sector program are 
increased foreign exchange earnings for the GOG and increased 
employment security and wages for the population of Guatemala. 
Direct beneficiaries will be the firms and individual producers 
invol ved in the export and investment sectors .who gain from 
improved technical skills and increased market competitiveness. 
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Given the largely agricultural character of the Guatemalan export 
economy, direct beneficiaries include the thousands of small-scale 
farmers, such as the members of the cooperative Cuatro Pinos, who 
produce and process nontraditional agricultural c~ops for export. 
Other beneficiaries include workers in the export sector, both 
rural and urban, who benefit from the increased employment, 
improved working conditions, and higher wages and benefits. 

. Recent studies show that Guatemalan industries oriented toward 
export markets are labor intensive and prefer women to men as thei't:' 
primary source of labor. This is true for the textiles, clothing 
and electronics industries, and also in picking, processing ~nd 
packing of nontraditional agri~u1tura1 products. 3 Although 
reliable employment data is difficult to obtain, conservative 
estimates of the number of new jobs created for which women will be 
employed are on the order of 50,000 during the life of the project. 

XX. DBSXGH STRATBGY 

This Sector Program Concept Paper represents the pre1:~~diJ1ary 
thinking of the Mission in designing a five year trade and 
investment program. During the next four months, several design 
activities are planned to refine this program in preparation of the 
final Program Document (PAAD). During project design, technical 
assistance will be brought in to assist the Mission in the 
following areas: 

1. to review trade policies, to identify and rank key 
constraints, and to develop a policy agenda for the program. 

2. to analyze legal and regulatory constraints to trade and 
investment and prioritize proposed interventions. 

3. to provide proj ect design assistance in 
promotion and analysis of institutional and 
constraints to foreign and domestic investment. 

investment 
regulatory 

3 See Alberti, Amalia M., Impact of Participation in 
NonTraditional Agricultural Export Production on the Employment. 
Income. and Quality of Life of Women in guatemala. Honduras. and 
costa Rica. A report submitted to Regional Office for Central 
America and Panama (ROCAP). USAID, Guatemala City, Guatemala. 
April, 1991. 
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4 • to carry out the requisite social, economic, and pol i tical 
feasibility analyses of the policy reform program and studies 
of gender and environmental impact. 

An analysis of the Guatemalan financial sector is currently 
underway and will be pivotal to the design of this aspect of the 
Trade and Investment Program. A five to six member, 
multidisciplinary design team will provide assistance in design of 
this trade and investment program. The team will consist of a 
trade economist, a legal and regulatory analyst, a specialist in 
financial markets, a socio-political analyst and an organizational 
specialist. The latter will help develop strategies for each of 
the participating private sector entities to achieve financial 
self-sufficiency by the PACD. This specialist will also develop 
strategies to assist AID in phasing out its assistance while 
causing the least possible disruption in operations of the 
recipient institutions. The Mission may also request assistance in 
design of the proposed endowments to ensure their smooth operation 
within the Guatemalan legal system. 

The LAC/TI and LAC/DI technical support projects may be good 
sources for this assistance, but other R&D buy-ins or appropriate 
IQCs will be explored. 

The Mission requests that Washington delegate authority to the 
Mission for approval and authorization of the PAAD and the 
subsequent PAAD amendment. 

x. MXSSIOB CONCBRNS ABO ISSUES 

A. Resource Requirements - The program anticipates total 
resources of $25 million, including $12 million for policy-based 
disbursements. Lower ESF levels will force a narrowing of the 
focus of policy conditionality and a shortening of the time-frame 
of the policy dialogue. It is the Mission's intention to retain 
some policy component in the program, even at significantly reduced 
total funding levels. 

B. Lack of an IMF Arrangement 

During the 1991 Action Plan, the Mission said that it would 
not pursue a Trade and Investment Program if an IMF arrangement 
with the GOG was not in place. At that point, inflation was 
accelerating and the internlltional reserve position of the Bank of 
Guatemala (BOG) was deteriorating. The requirement for an IMF 
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program served as a proxy for the adoption of stable macroeconomic 
policies. 

The newly-elected government that took office in January 1991 
effectively stabilized the economy without an IMF program. In 
1991, inflation was reduced to 10 percent and dollar holdings of 
the BOG increased by $500 million. Discussion~ 'I.o'ith the IMF now 
focus on the establishment of a medium-term growth strategy. 

The Mission believes that the lack of an IMF program at this 
time does not pose a threat to the initiation of the Trade and 
Investment Program. The economic team is not expected to change 
it.s policy stance and begin overheating the economy. Furthermore, 
an IMF program is expected to be signed in mid-year. Reflecting 
the underlying stability of short-term macroeconomic conditions, 
that IMF program will focus on the medium-term growth strategy of 
the GOG. The Mission believes that the Trade and Investment 
Program supports those efforts at achieving economic growth. 
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THE PROMOTION OF TRADE AND INVESTMENT 
IN GUATEMALA 

A. Introduction 

Private investment and trade have always been the primary 
factors in the growth of Guatemala's economy. Historically, 
the welfare of the country has centered on traditional exports 
and on private investment (public investment playing only a 
minor role). The original purpose of this paper was to high­
light policy constraints to trade and investment in Guatemala. 
The evaluation carried out identified few such constraints for 
trade. Additional work needs to be done on policies that con­
strain investment. The paper is composed of three sections: 
(1) a description of the achievements already accomplished, (2) 
an outline of rEform requirements already identified and, (3) a 
summary of areas where additional information and action is 
needed. 

Small-scale industries are growing rapidly and playing an 
increasingly important role in determining econoaic activity. 
Given the small scale of the Central American markets, however, 
such businesses must expand into export activities if their 
importance in economic activities is to increase. 

According to Management Systems International (MSI), a con­
sulting firm specializing in the analysis of private sector 
activities, successful businessmen are constantly on the look­
out for "the angle", they are risk takers, quick to identify 
failure and move into new lines of business. These entrepre­
neurs do not need subsidies or special treatment.1I What 
they require most is (1) information necessary to identify 
opportunities, (2) opportunity to acquire sufficient know-how 
(technology and market inforaation) and (3) access to resources 
(capital) that will allow them to undertake new activities. 

11 Some argue that government assistance is necessary if 
non-tradi tional exporters are to be successful. Support for 
that position is drawn fro. the experience of the Asian 
Tigers. It must be remembered, however, that these countries' 
governments assisted the most by reducing barriers to trade and 
creating conditions that allowed exports to thrive. Clearly, 
there was active government intervention, but the quality of 
these governments must be kept in mind. Government assistance 
alone will not work. A vigorous private sector is the key to 
any country's development. However, a vigorous private sector 
is not created ·sui generis·, but is the product of an active 
development prograa. 
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Public sector production of goods and services is generally 
to be avoided due primarily to the lack of responsiveness to 
market signals. The public sector aust ensure that the 
appropriate policy environment exists within which entrepre­
neurs can flourish. Seven broad activities are appropriate for 
the public sector: 

1. keeping the macroeconomic environment stable, particu­
larly inflation and the exchange rate: 

2. simplifying the regulations and restrictions involved 
in the export process: 

3. promoting savings mobil ization and expansion of the 
financial system: 

4. providing adequate and appropriate infrastructure 
(tr.ansportation, energy, and telecommunications): 

5. encouraging the privatization of various public indus­
tries: 

6. improving technological and human resource development 
at all levels; and 

7. modernizing the laws governing intellectual and physi­
cal property contracts, incorporations, labor rela­
tions, etc. 

B. Progress to Date 

The macroeconomic policy environment in Guatemala has 
improved since the mid-1980s. An effective depreciation of the 
real exchange rate was achieved (see Appendix A), and infla­
tionary pressures were restrained in all years except 1990 (see 
Appendix B). On the regulatory side, the GOG implemented a 
series of major tariff reforms (the tariff range fell from 
0-150 percent to 2-37 percent and the average weighted tariff 
fell from almost 30 percent to 14 percent), it shifted the tar­
iff system from specific values to an ad valorem basis, aud it 
effectively has elainated the export tax (see Appendix C). 
The GOG also streamlined export procedures, creating a one-stop 
export center to facilitate export registration. 

In the late 1980s, international air transport services 
were inadequate to accoDodate the rapid growth of air cargo. 
The GOG eliminated AVIATECA's monopoly on the cargo aarJcet in 
Guatemala and international airlines quickly expanded services 
and increased the nUJlber of cargo flights. cargo capacity in 
1990 was aore than adequate to meet the demands of exporters. 

_ ~J ~ 1 
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As a result of these efforts, private sector investment 
increased from 8.4 percent of GOP in 1986 to 12.5 percent in 
1990--the second hi9hest level in Latin America after Jamaica. 
The increase in investment and the improved export climate had 
a favorable effect on trade flows to the United states. Dur­
ing the last five years, the share of private investment and 
trade (exports plus imports) averaged 48.9 percent of GOP (see 
Appendix 0), with non-traditional exports gaining increased 
momentum. 

Non-traditional exports include agricultural and manufac­
tured goods, primarily exported outside the Central American 
Common Market (CACH). Non-traditional exports froll Guatemala 
to the united states grew at an annual average rate of 37.6 
percent during 1983-1990, faster than any other Central Ameri­
can country and second only to Jamaica in Latin America. Y 
The average share of non-traditional products in total exports 
climbed from 5.7 percent in 1966-70 to 16.8 percent in 1985-89 
(see Appendix E). 

This surge in non-traditional exports suggests a shift in 
the structure of production. While improvements in the macro­
economic environment have aL'.owed freer market forces to create 
new opportunities, institutional factors have also been impor­
tant. Enabling legislation for assembly operations ("maquila") 
and the creation of outward-looking business groups have been 
instrumental in the evolution of, investment into and growth of 
Guatemala's productive trade sector. For this new pattern of 
production and trade to work efficiently, the Government must 
continue to embrace and improve upon a comprehensive set of 
market-oriented policies. 

C. Remaining Policy Agenda 

1. Macroeconomic Policies 

R~aining constraints and barriers to free trade-- tariffs, 
requlations, foreign exchange controls--should be reduced or 
eliminated within a context of stable macroeconomic policies in 
order for trade 9rowth· to expand. In recent years, the per­
formance of the 90vernment in this area has been incipient. 
The private sector has restricted investments to relatively 

1,/ AI though Dominica and Grenada bad faster increases than 
either Guatemala and Jamaica, the absolute levels were so small 
that they are excluded froa most data bases. 
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secure activities. Nevertheless, the steady depreciation of 
the exchange rate and elimination of export taxes have given 
appropriate signals to non-traditional exporters. As an eco­
nomic stabilization program with the IMF is completed, private 
sector confidence in the maintenance of appropriate policies 
should improve. 

2. Trade and Regulatory Reform 

Few major restrictions limiting trade and investment 
remain. Maj~~ impediments--price controls, excessive registra­
tion of exports, fixed interest rates and tariff barriers--have 
been removed or are currently being targetted for removal. 
However, some specific trade and tax regulations remain. 

Although the tariff barriers have been sharply reduced, 
they can be lowered further. The GOG should set a single rate 
fc"r all commodities. Significant levels of effective protec­
tion can exist when even small differences in tariff levels 
exist. For example, basic grains have a significant negative 
effective protection--tariffs on agricultural inputs are 17 
percent or 27 percent while the import of basic grains is sub­
ject to only a 2 percent tariff. This structure provides a 
disincentive for the production and possible export of basic 
grains. The GOG should set a single, unified tariff rate. 

The GOG prohibits the export of unprocessed coffee and 
regulates the import of wheat, wheat flour and cacao seeds. 
such prohipitions are marginal but should be eliminated by the 
GOG. 

More binding constraints arise from the export and import 
licensing practices of the government. Licenses are required 
for the export of thirteen products including rice, beans and 
corn and for the import of twelve products including fertiliz­
ers, herbicides and insecticides (see Appendix F for a complete 
list) • While the importation of certain environmentally dan­
gerous herbicides and insecticides should be prohibited, in 
general such restrictions, including quotas and export rights, 
should be eliminated. 

The tax code is a second source of distortion. Existing 
fiscal incentive laws provide exemptions to specific enter­
prises producing a variety of items including bananas, ferti­
lizers, and "milk. A total of nine incentive laws remain in 
force (see Appendix G). These laws not only affect the distri­
bution of resources among sectors but, because they are given 
to specific enterprises, they affect intra-sectoral resource 
distribution. Subsidies for these types of econoaic activities 
should be eliminated. 
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Interest costs are deductible for companies in the present 
tax code and interest earned by individuals is tax exempt. 
Dividend payments are taxable for companies, listed as profits, 
but when they are passed to individuals they are exempt. This 
combination pr.ovides an incentive for debt financing of activi­
ties and increases the demand for credit. While elimination of 
the interest deductibility for business borrowers, particular?V 
exporters, would place thea at a competitive disadvantage with 
producers in other countries where such deductability is 
allowed, there is little justification for not taxing interest 
as income to lenders. A continued partial exemption for divi­
dends received by investors would provide an incentive for 
equity investment. 

The value added tax (IVA) is currently withheld from 
exporters' earnings, contrary to what was decreed in Law 
60-87. The withheld IVA should be returned to exporters, since 
it represents a loss of working capital. Items imported for 
drawback production (maquila) should not be treated as final 
imports. The customs service should be professionalized, 
aiming towards efficiency and clarity. The present con­
ditions at customs, even with the one-stop window, are causing 
bottlenecks. Further, immigration procedures for foreign 
investors, technicians, and businessmen should be strea.lined, 
especially with regard to obtaining work permits. 

Even if market signals are correct and financial resources 
are available for investors, lack of information can restrict 
export activity. Exporters must be aware of restrictions to 
market entry arising from such things as phytosanitary con­
trols, quality and grade restrictions and other non-tariff 
barriers to entry. Export associations provide a convenient 
institution for providing such information. 

These regulatory and tax issues result in some distortion 
but do not pose binding constraints to the expansion of non­
traditional exports. The GOG, however, should not consider the 
removal of such constraints a minor matter. In order to 
strengthen private sector confidence in the permanence of the 
present outward orientation of the government, the GOG should: 

a. eliminate virtually all restrictions on trade; 

b. identify a negotiation process with the private sector 
that would permit movement, over time, towards a 
unified, single tafiff rate within the context of 
industrial reconversion and the gradual removal of 
protective tariffs; 

c. remove all but .inaWl registration requirements on 
exports and eli.inate the need for even a one-stop 
export office; and, 

i 
/ 
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d. open the foreign exchanqe market to the commercial 
banks by eliminating foreign exchange surrender 
requirements. 

Such a sweeping elimination of regulations would indicate 
that the government will not reverse the open orientation of 
its policy stance. 

3. Financial Market Reform 

Exporters and export associations indicate that the most 
binding constraint that remains to export activity is the lack 
of finance. Small-scale export-=::rs with an order for a large 
quantity of goods cannot get access to the most basic financial 
instruments such as letters of credit, lines of credi't and 
revolving credit facU.ities. The difficulty is that savings 
m:>bilization by the Guatemalan financial system is low. Savers 
prefer to hold their wealth either in the form of fixed assets, 
such as land, or in the form of off-shore deposits. As a 
result, credit is scarce and capital is tied up in unproductive 
fixed assets. Informal financial markets provide 'some relief 
to exporters, but credit is often expensive and has very short 
niaturities. 

The reluctance of private savers to hold quetzal-denomi­
nated assets in the banking system results fro. a variety of 
factors. Throughout most of the period from 1986-1990, inter­
est rates were fixed by the GOG at negative real levels. This 
policy discouraged savings and weakened lending institutions. 
While the policy was changed early in 1991, it will still be 
some time before the perceptions of Guatemalan savers change 
sufficiently for the full impact of the policy change to be 
felt. 

A second factor is a lack of confidence in the soundness of 
the system. Some banks are believed to be insolvent and nei­
ther the Bank of Guatemala nor the Superintendency of Banks has 
the ability to fully monitor the ban1chlg system. A third fac­
tor is the shortage of savings instruments. NOW accounts, 
equity financing and other financial innovations are not avail­
able in the Guatemalan system. 

Needed changes in the financial market include (1) making 
interest rate Jlovements freer, (2) improving bank supervision 
and (3) increasing the number of financial instruments in the 
market. 
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4. Infrastructural Constraints 

Infrastructural constraints increase the operational costs, 
reduce product quality, and increase the time required for 
export. CUrrent exporters have adapted to the actual situation 
- either taking advantage of availability or fillin9 the gaps 
with their own resources. However, if exports continue to 
expand, infrastructural conditions will begin to pose binding 
constraints. Both the public and private sectors can play 
larger roles in providing investment and improved efficiency in 
infra structural expansion and quality of service. 

Infrastructural improvements are needed in a variety of 
areas including transportation, communications and enerqy. The 
role of the government is to ensure a minimum level of quality 
serv ice. The principal pol icy issue is the barriers to entry 
that limit private sector participation. 

While cargo capacity has been increased to meet the current 
demands, the airport still lacks cold-storage bolding facili­
ties. Many exporters have lost perishable goods when expected 
fl ights were cancelled. This need has already stimUlated an 
expansion of merchandise handling by the private sector. Ade­
quate storage facilities at the airport are essential. 

The port ~Jstell--Puerto Quetzal, Puerto Barrios and santo 
Tomas--is inefficient. As a result, transportation and storage 
costs for Guatemalan exporters are significantly above those of 
exporters from neighboring countries. The GOG is beginning to 
address this issue by granting the private sector an increasing 
role in the operation of the port system. Private sector con­
tainer operations and stevedore services have been authorized. 
Greatly expanded private sector participation in port manage­
ment will be necessary if the system's efficiency is to be sig­
nificantly improved. 

The road systea is in need of substantial repairs. Travel 
time has increased in recent years because of deterioration of 
maj or roads. Investment by the publ ic sector has been delayed 
by the restrictive fiscal policy followed by the GOG over the 
last two years. At the same time, at least one study indicates 
that there are significant barriers to entry to the truc1dng/ 
bussing systea. As a result, there may not be sufficient com­
petition to keep inland transport prices under control. The 
GOG should be urged to improve and maintain the road systea 
and, at the same time, eliminate all monopolies in the trans­
portation systeJI. 
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In addition to high inland transportation costs, low econo­
mies of scale, port inefficiencies and inadequate storage 
facUities combine to Jlake transportation costs from Guatemala 
to Miami almost twice those of Chile to Mia.i. Th~ GOG should 
expand private sector participation in the transportation 
syste. and provide incentives for competition. 

Electrical power demand for the country this year will 
approach 497 mW, with an estimated annual increase in demand of 
7' a year projected for the period 1991 -- 1999. The sudden 20 
percent shortfall in overall generating capacity, producing the 
current situation of power rationing and scheduled power 
outages, has rapidly raised electrical energy to the single 
most important constraint to production and exports now 
affecting the country. Although there exists an installed 
capacity of 788 mW, even undor normal rainfall and water 
reservoir levels most of the thermal and hydroelectric plants 
of the sistema Hacional Interconectado (5HI) operate far below 
capacity. This is primarily due to aging equipment, poor 
maintenance, and operational problems. The unexpected drought 
and the low level of Chixoy reservoir will further exaccerbate 
the already low efficiency level, affecting energy availability 
and reliability well into the future. 

To solve this problem, the GOG should move forward rapidly 
with current initiatives to encourage private investment in the 
generation, transmission and distribution of electricity. 
Private investment regulations should be clarified and 
investment guarantees provided. The GOG should also explore 
other solutions to demonopolize the energy sector. These 
should include the promotion of new electrical generation 
projects, assistance in securing financing for these project, 
co-generation and interconnection of electrical systems across 
national borders. 

5. Privatization 

The Go·,.rernment of Guatemala operates a number of enter­
prises including specialized banking and credit institutions, 
communications and transport companies, grain storage and trad­
ing, electric power facilities, etc. With few exceptions, 
these enterprises represent a substantial drain on the GOG's 
fiscal resources. As 90vernment corporations, their activities 
are generally unresponsive to market signals with neither 
prices nor product distribution reflecting .arket demand. The 
cost and inefficiency of government enterprises has beco.e well 
known. Perhaps the .ost serious probla. with state owned 
enterprises is that either by fiat or preference, they prevent 
private sector invesblent. The barriers to private sector 
entry and the opportunities offered by privatization are areas 
that should be investigated. 
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Privatization offers a siqnificant vehicle for attracting 
foreiqn investment, particularly if one or lIore of the four 
larger state-owned enterprises (e.g. GUATEL, INDE, EEGSA, and 
FEGUA) are offered for sale. The importance of foreign invest­
ment in these a.reas is that it would bring with it badly needed 
new technology that would greatly incrt:.:..~e the efficiency of 
the systems involved and assure improvements in both the qual­
ity and quantity of services essential to the growth and com­
petitiven~ss of the Guatemalan private sector. 

6. Human Resource and Technological Development 

An educated and skilled work force Is essential for eco­
nomic development, as is an environment In which technological 
change can be fostered to increase efficiency and returns on 
investments. Recent studies on the determinants of growth in 
Guatemala indicate that education has been a key factor in 
econQmic growth and development, that returns are high, but 
that the level of education and training continues to be rela­
tively low. 

Technological change is a major ingredient to moving alOjlg 
the development path. There needs to be clearer roles for the 
private and public sectors, in technological and human develop­
ment. Each has a role to promote technological change, foster 
education, create conditions that encourage investment, reduce 
the risks of innovation, protect intellect~al property rights, 
provide basic research support, and facilitate means for tech­
nology transfer and application. 

7. Mod~rnization of Legal System 

The structural transformation of an economy -- sectoral 
shifts, changes in the role of trade, increased scale of opera­
tions -- requires changes in the legal framework in which eco­
nomic institutions allocate their resources, incentives, and 
information. without legal democracy and a sound system of 
justice, benefits terad to flow to rent-seekers rather than to 
free-market-oriented entrepreneurs. 

While it is clear that there is roo. for i.provement in 
much of Guatemala's legal system, additional studies are needed 
to focus attention on those changes most critical to expansion 
of international trade and facilitation of additional invest­
ment, both foreign and domestic. Pertinent areas for study 
include patent laws, rules and re<]Ulations governil"l9 the 
employment of foreign aanagerial and technical personnel; laws 
related to the importation of technology: corporate, labor and" 
anti-trust laws: and tax policies and codes, particularly those 
providing for differential treatment of foreign investors, 
either as individuals or companies. 

The C~ has .ade significant 
distortions and disincentives that 

strides 
affect 

in eliainating 
trade flow. in 

.\ 
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Guatemala. Little is known, however, about disincentives and 
distortions affecting flows of direct foreign investment 
(OFI) • One area that exists is the tax treatment of dividend 
payments by fiI"lls. If a Guatemalan fina pays dividend. to a 
Guatemalan stock holder, taxes on those dividends are the 
responsibility of the taxpayer. If dividends are paid by a 
foreign-owned firm located in Guatemala, the fira must withhold 
taxes due and pay those withheld taxes to the Ministry of 
Finance. The stockholder then declares the full value of the 
dividend and the withholdings already paid to the Ministry of 
Finance. . 

The impact of this differential dividend tax levy on DFI 
operations is marginal because of the many means available for 
circumventing this kind of tax regulation. There remains the 
question, nevertheless, of the existence of other regulations 
having the potential to negatively affect the decision to 
invest in Guatemala. For example, areas that still require 
further analysis for potential negative impact on foreiqn 
investment include: 

1. the labor code, 

2. other tax regulations, 

3. trademark regulations or intellectual property issues. 

Ways must also be found to expedite legal actions and 
decisions. In a dynamic and evolving private sector, the 
uncertainties inherent in a system that all too often require 
years for in important legal decision to be reached can be a 
powerful disincentive for otherwise viable and important 
economic ventures. 

O. What Else Do We Need to Know and Do? 

1. Financial Syst~m 

There is considerable infor~ation on the conditions and 
restraints in the financial system. Special attention aust be 
paid to the requirements needed to make interest rate mova.ents 
freer, improve bank supervision, and increase the number of 
financial instruments in the market. That information .ust be 
systematically gathered and analyzed to identify policy areas, 
especially those restricting the creation of domestic and for­
eign savings and access to credit. 

2. Infrastructure' Privatization 

The policy constraints and the restrictions to private sec­
tor participation in infrastructure servicing need to be uo­
ined. Barriers to entry and monopolies existing in the trans-
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portation systu and !n the port system are not fully identi­
fied. Opportunities for privatization, and how it would 
increase the efficiency of services and make the acquisition of 
new technology possible should be studied and be presented to 
the private sector and the GOG. The Guatemalan private sector 
~hould stimulate further studies and other activities that keep 
privatization in public view and at the center of the govern­
ment's action agenda. 

3. Foreign Investment and Technology 

Entrepreneurs need access to technoloqy, production Jcnow­
how and marketing information. The most successful non-tradi­
tional exporters have gained such information through some com­
bination of joint ventures or close relationships with suppli­
erG in the united states market. Direct foreign investors can 
play a critical role in providing such information. Differen­
tial t~~atment of local and foreign investors has been 
addressed above, but needs to be researched further. Addi­
tional information is needed on regulations governing joint 
ventures and direct foreign investment. 

The roles of both the public and private sectors in sup­
porting education and research and development is essential for 
improving labor productivity and to foster innovative capital 
investment. Legal and institutional change is needed to create 
a suitable environment necessary for technological innova­
tionsc Information is needed on the legal and financial barri­
ers preventing the imple~entation of mechanisms for the trans­
fer of technology and t',le creation of legal constructs for for­
eign investment. 

4. Modernization of Corporate Law and Regulations 

Regulations governing property rights--physical and intel­
lectual--and aeans for administering justice are unclear. 
There is a critical need to examine and possibly aodernize the 
laws governing contracts, incorporations, antitrust, labor, 
etc. The laws concerning patents, the hiring of foreiqners, 
transfer of technoloqy, and taxes, require analyzing. Also, a 
further examination of the steps for business incorporation and 
in the use of protected technoloqy Is needed. This area vl11 
become increasingly important as non-traditional activities 
expand further fro. agriculture into electronics and aanufac­
turing for export markets. 

5. The Role of the Private sector in Promotion and 
Development of Exports 

The Guatemalan priv~te sector has played a critical role in 
articulating to tJ'Je GOG the pol icy refolllS that needed to be 
undertaken during the last several years. The success of thie 
dialogue, carried out in conjunction vith the assistance of 
donor prograu and pressure for .acro-econo.Ic pol icy refol"1l, 
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is measured by the presence of relatively fe'll seriou. policy 
constraints to trade. The private sector hab not been content, 
however, to merely address the policy constraints to trade and 
investment. 

In the current competitive world markets, achieving the proper 
set of macro-econoaic policies is a "sine qua non- for entrance 
into the market place but, "per se-, contributes little to 
aggressively establishing a competitive position therein. 
Recognizing this situation, the Guatemalan private sector has 
also taken a vigorously proactive stance on the removal of 
bureaucratic, institutional and regulatory constraints to trade 
and investment. This has been complemented by parallel efforts 
to stimulate investments, to diversify markets, and to promote 
and further develop exports. Although significant progress has 
been made in both areas, the highly fluid nature of local 
institutional development, the rapidly changing international 
market system, and the phenomenon of explodill9 growth in the 
export sector itself have created a lengthy agenda of actions 
still to be undertaken to maintain and improve Guatemala's 
position in world markets. 

This agenda, still in process of definition and refinement, 
covers five broad areas of needed action. These five areas are: 

1. Promotion and Development of Exports 
2. Investment promotion 
3. Industrial reconversion 
4. strenqthenill9 local public and private institutional 

capacity to ensure compliance of Guatemalan exports 
with the international-market regulatory environment 

5. Revision or elimination, where possible, of domestic 
non-tariff-barrier type regulatory measures that 
constrain growth and development of exports. 

,., . 

\..\ v' 
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APPENDIX f 

NON TARIFf BARRIERS 

1. Prohibitions 

A. Export 
unprocessed coffee 

b. Import 
wheat 
wheat flour 
cacao seeds 

2. Licensing 

a. Exports 

b. 

1. cotton and cotton seeds (Controlled by 
association of growers/exporters) 

2. sugar (controlled by Guatemalan Sugar Growers 
Association) 

3. coffee (controlled by ANACAFE) 
... cacao 
5. cardamom 
6. beans 

7. rice 
8. corn 
9. cut flowers 

10. peanuts 
11. sunflower seeds 
12. clothing 
13. electronics 

Imports 

1. fertilizers 
2. herbicides 
3. insecticides 
4. flour 
5. beans 
6. com 
7. rice 
8. peanuts 
9. cotton 

10. reproductive cattle 
11. animal feed 
12. aedicines for aniaals 



APPENDIX G 

TAX INCENTIVES 

1. All fiscal incentive laws are granted selectively to 
firms and are not sector-wide incentives. 

2. Fiscal incentives laws for industrial decentraliza­
tion, poultry and rubber were eliminated in February 
1991. 

3. Fiscal incentive laws remain for: 

0817c 

3.1 Free Zones (zona franca) 
3.2 Maquila (draw back) industries 
3.3 Rabbit production (Law 89-11) 
3.4 Reforestation (Law 72-73) 
3.5 Cattle breeding 
3.6 Bananas 
3.7 Insecticides 
3.8 Fungicides and herbicides 
3.9 Fertilizers 



TRADE AND INVESTMENT SECTOR PROGRAM 
ASSISTANCE CONCEPT PAPER 

ANNEX B: 
A DISCUSSION OF GUATEMALAN FINANCIAL MARKETS REFORM 

Financial Markets--Changing the Rules of the Game 

Historical Perspective 

Before the 1980s, development of the financial system in 
Guatemala was based largely on the provision of short-term trade 
financing and working capital finance. Commercial banks were few 
in number and relatively small. Financial requirements for 
investment were met either through foreign borrowing or through 
retained earnings of the large corporations. 

The governments of this period recognized that the financial 
system was not generating significant resources for the small and 
medium-sized firms. In response, public sector development banks, 
such as BANDESA and CORFINA, were created to mobilize domestic 
resources and channel those resources to targeted sectors of the 
economy. Government regulation of these specialized institutions 
was extensive. Credit was allocated by sector--usually to the 
agricultural and small-manufacturing sectors--and interest rates 
were controlled. 

These policies resulted in an extremely weak and fragmented 
financial structure. As interest rates were frequently negative in 
real terms, there were few incentives for domestic savings. The 
wealthy held resources either abroad or in fixed assets such as 
land. The principal activity of the commercial banking systen was 
to on-lend Bank of Guatemala credit and credit provided by foreign 
banks. By the end of the 1970s, for example, total foreign credit 
amounted to almost three-fourths of total financial system credit. 

What Needs to Change in the Financial System? 

The economic deterioration of the early 1980s and the world 
debt crisis has forced a significant change on the operations of 
the financial system. Guatemala can no longer depend on foreign 
resources to maintain economic growth. Instead, the banking system 
must attract domestic savings and then provide those resources for 
high-yield investments. If domestic resources are not forthco.ing, 
Guatemala will face decades of low per capita growth and will fall 
far behind its Central American neighbors in terms of trade and 
development. 



TRADE AND INVESTMENT SECTOR PROGRAM 
ASSISTANCE CONCEPT PAPER 

The objective of the financial component of the Trade and 
Investment Program is to assist in the transformation of the 
financial system. Laws governing financial activities will be 
modernized, information on the financial position of institutions 
will be standardized and made transparent and regulations will 
ensure safety and efficiency rather than restricting the economic 
activities of the financial system. Commercial banks will be able 
to increase the scope of their lending activities, providing a 
whole new range of "instrument such as money markets, negotiable 
certificates of deposit, and indexed savings instruments. As the 
supply of loan funds increases in the financial system, groups 
previously excluded from the financial system will gain access to 
credit. The Hission can play an important catalytic role in this 
transformation. 

How to Get There 

The transformation of the financial system requires a variety 
of reforms. First, the macroeconomic conditions must be stable. 
Second, there must exist a modern and effective information system 
ensuring that the financial system is transparent. Third, the 
legal structure must ensure the efficient functioning of a modern 
system. Finally, there must be in place an effective regulatory 
environment. 

The stable macroeconomic environment is a necessary condition 
for the successful transformation of the financial system. No 
system can expand under conditions of accelerating inflation and 
wide-spread uncertainty. The GOG is expected to sign a stand-by 
agreement with the IMF in 1992, ensuring an appropriate climate for 
financial sector reform. 

An efficient information system is essential for the 
functioning of a financial system. Financial institutions must be 
able to evaluate the expected risk and return of investments. 
Depositors must be assured that financial institutions are solvent. 
Consistent and timely information is needed in order to make those 
choices. This information base arises from appropriate accounting 
practices, auditing and information disclosure requirements. In 
Guatemala, there is no uniform accounting regulations that ensure 
that such information exists: instead, information is scarce and 
of poor quality. There are no regUlations covering external 
auditing of financial institutions. As a result, audits are not 
considered reliable. In this area" policies governing 
comparability and reliability of information will be addressed. 
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The existence of an adequate legal structure is the third 
requirement for an efficient financial system. There must be legal 
protection for both debtors and creditors. In Guatemala, the 
company law, the banking and securities law and the bankruptcy laws 
are outmoded. The superintendency of Banks cannot monitor banking 
system activity and has no power to force changes of individual 
bank behavior. Furthermore, the laws are difficult to enforce. In 
order that financial contracts flourish and expand in scope, 
corporate laws, banking laws and securities laws must be updated. 
As the transformation of the system may put a number of banks under 
considerable stress, the bankruptcy laws will be of prime concern. 
The Bank of Guatemala and the Superintendency of Banks must have to 
tools and the authority to enforce bank closing and bank mergers 
when necessary. 

A fourth requirement is the existence of an adequate 
regulatory system. As the financial system is transformed, the 
rules of the game are modified. New activities are encouraged and 
some, more traditional activities are discouraged. The objective 
of regulatory reform is to ensure that the transformed system is 
safe and efficient, mobilizes resources efficiently and minimizes 
mistakes in resource allocation, curbs fraud and prevents 
instability from turning crisis. Regulatory reform embodies (1) 
development of appropriate prudential controls and (2) the 
strengthening of bank supervision. 

Prudential controls seeks to reduce the risk of systemic 
failure and avoid the development of a financial crisis. 
Institutions are required to be adequately capitalized, 
professionally managed, have diversified risks and have adequate 
accounting standards. In recent years, there has emerged a 
consensus on a variety of such prudential regulations including 
capital requirements, criteria for entry and exit, on the 
appropriate degree of asset diversification, on limits on loan to 
insiders and on providing capital reserves for non-performing 
loans. These regulations in Guatemala are outdated and unenforced. 
A revision of the existing standards and the degree of reform 
needed will be a central focus in the initial phase' of the pr09ram. 

Sound prudential regulations must be complemented with a 
system of effective supervision. Supervision ensures that 
commercial banks comply with the rules and regulations, that losses 
are not hidden from the public and that adequate steps are adopted 
to prevent the emergence of a full-blown financial crisis. 
Supervision also involves the establishment of mechanisms to deal 
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with insolvent institutions. If the private sector is to begin 
channeling savings through the financial system, it needs to be 
assured that the bankruptcy of one institution does not threaten 
the entire financial system. 

Role of Policy Dialogue 

The transformation of the financial system is politically 
difficult. Groups that have earned substantial wealth will be in 
jeopardy: groups traditionally excluded from the political arena 
may begin to gain power and influence. Political leadership and 
guidance during this transition become extremely important. 

To be effective, the political leadership requires a thorough 
understanding of the costs and benefits of the transition. 
Understanding che rationale for removing some regulations and 
restrictions and the necessity of introducing others is essential 
for the design of an effective program of financial reform. 

The policy dialogue activities will seek to ensure that the 
various objectives of financial reform are understood. The 
tradeoffs between reforms that stimulate competition, efficiency 
and innovation on the one hand and stability, safety and fairness 
on the other will be explained. The objective will be to define 
clearly the benefits to the financial system of financial reform 
and convenience the private sector to work together with the public 
sector to establish a financial system that meets the needs of this 
decade. 

One outcome of the negotiations over the financial reform will 
be agreement on a basic financial constitution. That understanding 
will include the structural, prudential, supervisory and legal 
considerations discussed above. Those conditions will govern what 
financial institutions are permitted to do, where they can operate 
and what conditions they have to meet. The resulting clarity is 
expected to enhance the competitiveness of the financial system and 
facilitate a significant increase in domestic resources channelled 
through ~he domestic financial system. 

A summary of the policy objects of the policy dialogue on 
financial market transformation could include: 

1. standardization of accounting regUlations: 

2. standardization of audit procedures, including the 
requirement for periodic external audits of the banks: 

• 
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3. reV1Slon of the company law and banking law to ensure 
that debtors and 6reditors are protected, no 
inconsistencies exist between the laws, and that modern 
financial activities are permitted; 

4. modernization of the bankruptcy laws and identification 
of legal steps available to enforce solvency requirements 
by the superintendency of Banks; 

5. improvements in the Bank of Guatemala capacity to \;;onitor 
developments in the commercial banking system; 

6. modernization of prudential regUlations governing capital 
requirements, criteria for entry and exit from the 
financial system, regulations governing asset 
diversification, insider trading and providing capital 
reserJes for non-performing loans; and 

7. strengthening of the regulatory power of the 
superintendency of Banks, ensuring that it has the 
information needed and the authority to enforce banking 
regulations. 
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ANNEX C: 
PROGRAM INDICATORS AND IMPACT MEASUREMENT 

The Mission is proposing three indicators to measure the 
impact of the Trade and Investment Program: (1) increased -ralue of 
nontraditional exports, (2) increased trade as a percent of GOP, 
and (3) increased private sector investment as a percent of GOP. 
An adequate baseline exists for these indicators and there exists 
a relationship between the objectives of the Trade and Investment 
Program and those indicators. Equally importantly, there exists an 
important linkage between the indicators chosen and economic well 
being of the poorest Guatemalans. 

Increased value of nontraditional exports 

Nontraditional exports have grown at an average annual rate of 
over 20 percent between 1985 and 1991. The bulk of these exports 
are provided by small-scale farmers living in the Guatemalan 
Highlands. This activity has drawn families hitherto excluded from 
the market into the monetized economy. As nontraditional growth 
expands, such small-scale farmers will be the group most likely to 
benefit. 

Increased trade as a percent of GOP 

One of the difficulties affecting the Central American 
economies in the past was the development of industries and 
activities that were ';ostly and inefficient. Scarce domestic 
resources were used in areas where the returns were small and the 
benefits to the economy small. The end result of these policies 
included inflation, bankruptcy of the public sector and 
unemployment. 

The opening of the economy to international trade and 
international competition has several objectives. Foreign 
technology flows into the economy via imports and direct foreign 
investment. Demand for exports increases, allowing greater and 
more efficient use of resources. This increase in overall 
activities benefits everyone in an economy. However, domestic 
labor is used more intensively in domestic production than other 
inputs. Therefore, the labor .groups of an economy benefit most 
from increased trade. Their opportunities grow more rapidly and 
their wages increase at a faster pace than similar labor groups in 
closed economies. 
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Private investment as a percent of GOP 

The opening of the economy will provide new opportunities for 
private sector activity. Guatemala's comparative advantage lies in 
labor-intensive activities. Private sector investment will 
increase in those areas that are relatively labor intensive. 
Examples include nontraditional agricultural exports, "maquila" and 
small-scale manufacturing. The increase in private sector 
investment will bring with it increased employment and increased 
wages. 
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Project Location: 

Project Title: 

Funding: 

INITIAL ENVIRONMENTAL EXAMINATION 

Guatemala 

Trade & Investment Sector Program 

$25 Million 

Program Summary 

The purpose of this 5 year, $25 million ESF/OA sector program 
is to increase trade and investment in Guatemala in support of 
the Mission's goal of achieving broad-based, sustainable 
economic growth within a stable, democratic society. The 
program combines a $12 million policy reform component, 
carried out over three years, with $13 million in project 
activities to be implemented over a three to five year 
period. The progr-am supports a policy agenda jointly 
developed with the Government of Guatemala (GOG), t~e private 
sector, and the International f'inancial Institutions (IFIs). 
Project activities, designed to complement the policy agenda, 
are divided into three components crucial to developing the 
trade and investment sector: policy reform, business 
assistance, and direct trade and investment promotion. 
Project implementation will primarily target proven private 
sector entities, but also will provide some assistance to 
relevant public sector institutions. 

Program Goal and Purpose 

The goal of the Trade and Investment Sector Program is to 
support the achievement of broadly-based, sustainable economic 
growth in Guatemala within a stable, democratic society. 
Achievements of the program goal will be measured in terms of 
an increase in GOP growth, an increase in per capita GOP 
growth, and an increase in employment. 

The purpose of the T&I program is to increase trade and 
private investment in Guatemala. Accomplishment of this 
purpose assumes the existence and stability of sound 
macroeconomic policies on ~~the part of the GOG. In order to 
increase trade and private· investment, the Mission will direct 
its resources to' achieving the following program outputs: 1) 
an open trade regime; 2) a sound investment climate; 3) the 
deepening of financial markets; and, 4) the increased 
production and marketing of non-traditional exports. 



A brief description of the comments is provided below: 

Component 1 - Policy Reform Support 

The purpose of the policy reform support component is to 
assist in the design and implementation of laws, policies, 
regulations and procedures that support private-sector-led 
export and investment growth. The focus of the component is 
to provide technical assistance and fund policy research and 
analysis in support of this purpose. Project activities under 
this component are designed to complement the policy-based 
agenda with activities linked specifically to the achievement 
of goals of the reform agenda. This component is divided into 
three subcomponents: (1) strengthening public sector 
entities; (2) provision of a long and short-term technical 
assistance pool; and (3) strengthening private sector entities 
involved with trade and investment promotion, in thelrea of 
policy formulation. 

Component 2 - Business Assistance ($1.5 million/3 years) 

The second component of this project will focus o~ providing 
technical and business assistance to help firms engage in 
productive international trade and investment transactions. 
Technical assistance to Guatemalan businesses involved in 
trade and investment will be provided by the International 
Executive Service Corps (IESC) to Entrepreneurial Chamber 
(CAEM) and the Non Traditional Exporters Guild. The services 
provided by IESC include the technical assistance provided by 
Volunteer Executives eVEs), drawing upon their own past 
experience as leaders of American industry and business. 

Component 3 - Direct Trade and Investment Promotion 

Given Guatemala's potential for domestic and international 
investments and proven capabil i ty to export, investment and 
export promotion will make Guatemalan products and firms more 
competitive ill world markets. Therefore, the third component 
of project activities will support and strengthen already 
proven private sector agencies now involved in investment ana 
export promotion in Guatemala. 

5573R 



Environmental Impact 

The proposed project will not involve activities that have an 
effect on the natural and physical environment. The activities 
",hlch ,.,ill be carried out qualify for a categorical exclusion 
according to section 216.2 (c) (2) (i) of 22 CFR as "education, 
technical assistance or training programs except to the extent 
such programs include activities directly affecting the 
environment (such as construction of facilities, etc.)". 

Recommendation 

Based on the categorical 
recommends that the Trade 
Categorical Exclusion 
environmental review. 

exclusion discussed above, the Mission 
and Investment Sector Program be given a 
determination requiring no further 

Concurrence: 

Clearances: ANakatsuma, ORD ~~~~ 
PNovic~, DC/ORO ~~ __ ~ 
EWarfield, C/TIO~~~ __ 
DBoyd, PDSO 
SWingert, DDIR~~ ______ _ 

7----"\<\. 12u;.---__ 
Terrence J. Brown 
Mission Director 
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