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SUMMARY

This 1992-96 Country De@elopment Strategy Statement (CDSS) demonstrates how
the United States Economic Assistance Strategy for Cenfral America, 1991-2000
will be implemented in Honduras. The CDSS 1s consistent with the Eanterprise
for the Americas Initiative (EAI), with the Partnership for Deﬁocraéy and
Development (PDD), and with LAC program objectives outlined in 90 State 144647
and 90 State 434641,

This CDSS covers two distinct periods: The 1992-93 period will be the final
two years of the Callejas administration, culmlnating in Honduran National
Elections in November 1993. The second perfod (1994-96) covers most of the
term of a new government that will assume office in January 1994, As a
result, thig CDSS covers a major watershed period both for consolidating
Honduran democracy as well as for expanding and deepening the economic reforms
that were initiated in 1990 by the Callejas administration. Thus, 1992-96
will be ¢ritical years in Honduras for promoting U.S. goals of the evolution
of a stable democratic society, broad-based sustainable economic growth, and

more effective reglonal and international cooperation.

The economic reforms of 1990 reflected the conviction of the new Callejas
government that export—-led growth, based on private investment and an open
economy, could reverse a decade of economic stagnation. The lempira was

" devalued for the first time in more than seventy years. Measures were taken
to.reduce the fiscal deficit, decrease import tariffs, eliminate price
controls and implement other structural reforms. Agteements'were reached with
the IMF, IBRD and IDB. Large IFI arrears were cleared using a U.S5. Treasury
bridge loan. |

As 1990 progressed, the GOH encountered difficuities in following through with
complementary measures needed to keep its program on track, The program was
threatened by Hoﬁduras' deterforating economic conditions and growing politi-
cal resistance to further reforms, It was made even more difficult because
Honduras had one of the lowest per capita incomes 1in the LAC region ($481
according to the World Bank). In that same year GDP declined for the first

time since 1983, Inflation of 35 percent was the highest in recent history.
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Honduras eﬂtered the 1990s with deteriorating economic conditions
characterized by a heavy debt burden, negative resource flowé from the IFIs,
and stagnant exports and investment. These problems were accentuated by the
deep but 1néomplete reform program initiated in 1990. Delays throughout the
1580s in implementing fundamental economic reforms magnified the depth and
social coests of the adjustments needed in the 1990s. As a consequence,
widespread social and political discontent threateﬁs those very reforms which

can eventually ensure higher economic growth.

At a time of declining A.I1.D. resources, the challenge for the USG in the
1990s is to keep Honduras moving forward with its macroeconomic and sector
reforms, to preserve and strengthen 1ts democracy, and to enhance the
country's regional and international cooperation. Such an effort cannot be
based on A.1.D. resources alone. It calls fof increased support from the

IFIs, bilateral donors and other USG agencles,

Over this CDS8 period, the Mission's fundamental and overriding objective is
to.support-broad-based; sustainable economic growth, Higher growth is
inextricably linked to reduction of the country's widespreéd poverty,
improvement of its soclal services, preservation of the environment,
strengthening democratic institutions, and better regional and international
cooperation. The Mission has set slx strategic objectives for the CDSS

period. These objectives are closely interrelated and mutually reinforcing.

The first strategic objective calls for supporting GOH actions to improve

sector policies in agriculture, trade and investment, and finance. We will
seek sector policy improvements which'permit increased exports, private
investment, production and as a result, economic growth and employment. The
Mission will support a program of interrelated structural reforms and provide
complementary project resources to help the GOH translate reforms into v
économic growth, This program will be implemented within a multi-donsr

" approach in which we leverage our resources with those of other donors. The
IFIs will assume the lead role in supporting GOH macroeconomic stabilization

measures and also contribute to key sector reform programs.

The second strategy objective is to increase private investment and trade by

encouraging a vigorous response by the private sector to a more favorable
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'oolicy environmént. This will be achieved by assisting private sector
organizations overcome institutional, financial, technological and human
resource constraints that are impeding higher levels of investment and
exports. As such, this Mission objective complements the first which seeks to

overcome the policy constraints to investment and trade.

The third strategic objective is to facilitate implementation of social sector

policies that improve the well-being of the historically disadvantaged. They
suffer from high fertility, high infant morfality; malnutrition, poor health,
lack of jobs and education, and lnadequate access to shelter and basic
services, Over the past decade, Honduras has been strongly committed to
addressing the problems of its poorest citizens. However, lmplementation of
this strong policy commitment has been impeded by inét;tutional, financial,
technological and human resource comnstraints that limited greater coverage of
social services. Ongoing USAID projects will help Honduras overcome these
constraints and thereby continue its progress in improving the country’s

social conditions,

The fourth strategic objective calls for supporting Honduran efforts to

improve eavironmental policies and natural resource conservation. Sustainable
economic growth requires a halt to the severe detericration facing Honduran
natural resources. It also requires much improved policies and programs to

safeguard the environment and conserve the country's vital resources.

The fifth strategic objective is to strengthen democratic institutions and

promote a more pluralistic Honduran society. This will be achieved by
strengthening the National Electoral Tribunal, the National Congress, the
Judicial System and Municipal Governments. We want these to merit greater
confidence of the country's leaders, local and foreign investors and most
important of all, the Honduran people themselves. Our strategy also will
develop democratic leadership and encourage pluralism by strengthening private
organizations and facilitating greater citizen participation in democratic

processes.

The sixth strategic objective 1s to promote more effective Honduran regional

and international cooperation. Reglonal cooperation is important to permit

improved trade and investment. It also can help reinforce the Honduran
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reform process by better coordinating and harmonizing key economic policies
among the Central American countries, Increased international cooperation
from the IFIs and bilateral donors is required to help Honduras achieve higher

economic growth,

Over the CDSS period, the Mission will coatinue the program consolidation
initiated during the past four years, This has been implemented by narrowing
the number and scope of USAIDs strategic objectives and reducing those
requiring new programs. Of the six strategic objectives, oniy one (Improving
Sector Policies) requires major new funding. Four bther gstrategic objectives
(Investment and Trade, Social Sector Programs, Natural Resource Conservation,
and Democratic Initiatiﬁes) will be supported largely with already approved
and ongoing projects and with local currency and regionally-funded

activities. The final objective (Regional and Internationai Cooperation) will
not require USAID funding. It will be supported through ROCAP programs and

our ongoing policy dialogue process,

Even within these six strategic objectives, USAID has further narrowed its
focus. For example, we are concentrating only on a few sector policy reforms
in agriculture, ﬁrade and investment, and finance; USAID will assist far
fewer private organizations than we did in the 1980s. There will be a gradual
narrowing of our focus in the sccial sectors. Qur environmental and natural
resource conservation strategy does not require the initiation of any new
dollar-funded projects. In Democratic Initiatives, USAID is directly
supporting only five of the ten program objectives included in the U,S,

Economic Assistance Strategy for Central America.

Thié_program consolidation brings our strategy in line with what are expected
to be reduced USAID funding and staffing levels for the 1990s. Continued GOH
economic reforms should permit greater Honduran reliance on financing from
export revenues, foreign private investment, domestic savings, and larger IFI
and bilateral assistance. A key role for USAID 1s to help Honduras gain
access to these resource flows and use them effectively. To accomplish this,
USAID proposes average program funding of $126 million per year from FY-92 to
FY~96 or twenty percent less than the levels recelved by Honduras from 1985 to
1990. These decreases and our program consolidation will permit USAID

staffing levels to decline throughout the CDSS period.



1. OVERVIEW

Honduras is important because of its strategic location in the center of
Central America, just two hours south of the United States. Bordering
Nicaragua, El Salvador and Guatemala, Honduras traditionally has been a close
friend and staunch ally of the United States. Throughout the turbulent 1980s,
Honduras supported U,S. foreign policy in Central America and played a key
role in promoting the successful democratization of Nicaragua. It remained a
center of political stability in a whirlwind of revolution, civil waré,
guerilla activity, and deteriorating eéonomic conditions throughout Central
America. -

In the 1990s the historic ties between Honduras and the United States are of
continued impé:tance because of the ongoing civil war in El Salvador, fragile
political and social conditions in Nicaragua, guerilla activities and
widespread violence 1in Guatemala, and unknowns surrounding the future of U.S.
bases in Panama. These factors highlight the importance of supporting the
evolution of a stable Honduran democracy and of continuing efforts to

strengthen its economy based on free and open markets.

Despite the turmoil in neighboring countries, Honduras has been a pioneer in
the hemispheric democratic revolution of the 1980s. It held three consecutive
nétibnal elections and began an 1mportant pfocess of strengthening its
democratic institutions, The successful consolidation of Honduras' still

fragile democracy 1s an important United States foreign policy objective.

Moreover, in 1990, the newly elected governmént of President Rafael Leonardo
Callejas embarked on a historic program of economic reforms and 1iberalization
to promote higher economic growth, The Callejas administration represents the
emergence of a group of young Honduran technocrats strongly committed to an
export-led growth strategy, based on private investment and an open market

economy.

.In addition, Callejas inherited.a country that had been declared ineligible
for new lending from IMF, IBRD, IDB and most bilateral and international
credit sources. His administration's herculean efforts in 1990 to clear

Honduras' . large IFI arrears and to reestablish its creditworthiness are now a
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model for other countries such as Nicaragua, Panama and Guatemala. With more
LDCs falliﬁg.into non-eligibility status with the IFIs, the success of this
Honduran effort has implications not only for Ceantral America, but also for

other developing countries.

Becausé of these efforts, Callejas eﬁerged as one of Central Aﬁerica's leading
spokesmen for‘regional and international cooperation. His leadership role
will directly depend on his success in continuing economic reforms and
strengthening Honduran democracy. As a result, Honduras' success has
implications for U.S. policy throughout the region. The failure of this
country's democracy or economic reforms would represent a major blow to United

States policy in Central America.

As a result, this CDSS covers a watershed period both for consolidating
Honduran democracy and continuing its economic reforms. Critical milestones
will be the national elections scheduled for November 1993 and the economic
policies followed'by the new government that assumes office in January 1994,
These events not only will mark another important step forward in. |
strengthening Honduran democracy, but most likeiy will be a natfional
referendum on the economic reforms initiated by the Callejas administration,
The ultimate outcome of these events will be influenced strbngly by -actions

taken by:the USG and by the entire donor community throughout this CDSS period.

In the 1980s Honduras was one of the largest recipients of U.S. economic
assistance in the LAC region. This assistance was successful in helping
Honduras stabilize its democracy and economy. It also promoted major
improvements in the country's social conditions. Although not fully
successful in achieving macroeconomic and sector policy reforms, the policy
dialogue of the 1980s laid the groundwork for the historic reforms of the
1990s. At a time of declining AID resources for Central America, the
challenge for the USG in the 1990s 1is to keep Honduras on its economic reform
process, to strengthen its fragile democracy, and to promote more effective

Honduran regional and international cooperationm.



11, PROBLEM ANALYSIS

A, Economic Performance

 Honduras is ome of the least developed countries in Latin America and the
Caribbean. Thé World Bank estimates its per capita income at $481 in 1990,
Since 1980, gross domestic product (GDP) has been stagnmant. It only increased
by an average of 2.0 percent per annum in the 1980s -- below the average '
population growth rate of 2.9 percent in the decade. From 1980 to 1990, GDP
per capita fell by 9.0 percent.

" In contrast, during the two decades prior to 1980s, the Honduran economy was
buoyant. Fueled by rapid industrial growth and a favorable performance in
other sectors, GDP advanced by an average of 4.9 percent annually., During the
1960s and the 1970s, average annual manufacturing growth reached 6.7 percent
per year. 1In large part, this impressive perfofmance can be traced to the
temporary benefits of import substitution -- a policy which produced some
short-term gains but ultimately undermined thé ability of the economy to
achieve sustainable economic growth, From 1960 to 1980, agricultural growth

averaged 3.7 percent. per year while services grew at an average of 5,1 percent.

Despite the high growth of the 1960s and 1970s, the underlying structure of
the Honduran ecounomy was weak, Exports were dominated by traditional
agricultural products, especially bananas and coffee. Although manufacturing
prospered and trade with Central America flourished, this took place behind
high protective barriers. Much of the industrial growth of this period can be
traced to inefficient activities —-- incapable of competing in international .

markets.

Telltale signs of what were later to became major problems were already
evident by 1980. After small current account surpluses in the balance of
payments in 1960 to 1962 (averaging 1.l percent of GDP), large and groﬁing
deficits were registered in every subsequent year. The current account
deficit reached an unprecedented level -- 12,7 percent of GDP —— in 1980, |
Foreign debt grew from $12 million in 1960 (3.6 percent of GDP) to $541
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million in 1980 (21.7 percent of GDP), The public sector and the central
government continued to grow., An indicator of the growth of the latter is the
participation of government consumption in GDP which increased from 11.0

percent in 1960 to 13.3 percent in 1980 (a 21 percent increase),

In the 1980s Honduras' economic situation deterlorated. Regional instability
provoked capital.flight and discouraged investment. Economic policies which
seemed to work in the 1960s and 1970s provéd inappropriate to meet the
challenges of the 1980s, The IFIs substantially decreased thelr support to
Honduras. Other.sources of external financing also dried up. Trade with
Central America plummeted. External indebtedness increased to 80 peréen;_of
GDP in 1988. Arrearages grew. Large current account deficits in the balance
of payments persisted throughout the 1980s. This deficit was 7.3 percent of
GDP in 1989, Government consumption rose to 16.4 percent of GDP in 1989 {a 23

percent increase in its share of GDP since 1980).

In the second half of the 1380s, Honduras began slowly and cauticusly shifting
its ecoﬁomy away from import substitution. It began a process of developing
the laws, institutions and human resources needed to implement an export-led
deﬁelopment strategy based on greater private investment. Several private
export and investmeat promotion organizations were established. A
privatization program was initlated. Some nontraditional exports were
encouraged and began to grow. Nevertheless, these efforts were not adequately -
supported by improved macroeconomic reforms until the Callejas administration

assumed office in 1990.

Honduras' economic problems of the 1980s were exacérﬁated by poor economic
policies., The public sector fiscal deficit remained high throughout the
decade. It was.9.2 percent of GDP in 1989, Toward the late 1980s, this
deficit was financed through the domestic banking system and through a massive
build-up of arrears on external debt. The lempira weakened, but the monetary'
- authorities insisted on maintaining a highly overvalued exchange rate.

Nominal import tariffs and surcharges reached 125 percent of the value of
imports. Price controls were widespread. The drying up of external credits

at the end of the decade -- due to poor GOH economic policies -- along with
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heavy deficit financing by the domestic banking system combined to pressure

the exchange rate and to fuel inflation,

The Honduran economy relies heavily on agriculture. - Although this sector
accounts only for 24 percent of GDP, it employs well over half. the workforce
and supplies over 80 percent of export earnings. The latter are dominated by
bananas and coffee which, together, accounted for 55 percent of Honduran
exports in 1989, In recent years, Honduras has increased.its exports of
nontraditional agriculturél products, but this growth is far below its
potential, Like the rest of the economy, Honduran agricultural growth is

stagnant. It only grew by an average of 1.7 percent annually in the 1980s.

Low agricultural growth is primarily a result of poor policies. Honduran
agriculture suffers from a heritage of statism and paternalism. Excessive
government intervention in prieing, credit, input, trade and land policies
have stifled investment and production. Uncertainty conceraning land tenure
abounds., Fee simple titles are not granted. Land rental is prohibited.
There i{s no formal, market-based mechahism for land transfers. State
ownership of forests and the agrarian reform mechanism encourage waste and

inefficiency.

The effects of poor agricultural policies are compounded by a deteriorating
natural resource base, deficient infrastructure and inadequate human
resources. Rural labor suffers from low literacy rates, poor health and

malnutrition,

The Honduran financial system is weak, undercapitalized, inefficient, oriented
toward short-term commercial transactions and lacks cowmpetition. Long-term
financial instruments are lacking. Financial institutions have contributed
little to domestic resource mobilization, especially in housing, Weak
‘regulation of the banking system has resulted in underreporting of bad loans,

Insider loans are common.

Domestic saving 1s discouraged by poor economic poliéies ~~ in particular by
cumbersome administrative controls on interest rates, barriers to cbmpetition,

~and ﬁidespread Central Bank rediscount operations., Ia the 1980s a growing



-6 -

share of savings was channeled toward the pubiic_sector through high reserve
requirements placed in low-interest government bonds, Until 1990, income tax
exemptions on government bonds and their sight redemption made them more

attractive than alternative savings instruments.

The Callejas govermment, which assumed office in January 1990, inherited an
economy in a severely deteriorated condition.,  The foreign exchange regime had
broken down. Exporters refused to surrender hard currenéy at the highly
overvalued officially-sanctioned exchange rates, The narrow money supply, M1,
increased by more than 20 percent in late 1989 to support year-end spending by
the lame duck government. External debt soared past 150 percent of GDP in
1990 -- forty times its level in 1960, Payments were curtalled. Arrearages
on external debt were $746 million at the end of 1989. Honduras had been
declared ineligible for lending by the IMF, World Bank, IDB and most bilateral

donors.

The new government moved quickly and decisively to address the problems it
inherited from the past, The Callejas Government initiated a path-breaking
' program of sweeping economic reforms, These were approved by the National
Congress and by the Central Bank Board of Diréctors in March 1990. They
included a comprehensive set of measures designed to liberalize the exchange
rate, reduce the fiscal deficit of the public sector and overhaul the trade
regime. They alsc included commitments to move toward tﬁe elimination of
price controls, accelerate privatization, improve public sector financial.

accounts and to initiate other major structural reforms.

However, the GOH faltered in implementing some of its reform program. It was
reluctant to follow through on initial measures to liberalize the exchange
rate. A revenue shortfall coupled with excessive year-end spending resulted
in a higher than expected public sector fiscal deficit. Ihe privatization
program stalled and little progress was made in improving the investment

climate except in the tourist sector,

Nevertheless, the GOH'méde important achievements in 1990, The first
devaluation of the lempira since 1918 was particularly significant, Equally



historic were trade liberalization reforms which compressed the range of
customs duties from a spread of 0 to 90 percent in 1989 to 4 to 35 percent in
January 1991. The range will automatically adjust to 3 to 20 percent in
1992. Most customs exonerations were eliminated and the maximum customs

surcharge was reduced from 35 to 15 percent,

cher reforms included price liberalization for most agricultural inputs and
broducts, rémoval of the subsidized exchange rate for baslc grala ilmports, and
a decrease 1in the wmonopoly power of the sta;e.grain marketing institute
(IMMA). Moreover, the GOH sought aIWOrld Bank/IDB-supported comprehensive
restructuring of the electricity and water companies (ENEE and SANAA),
accompanied by sharp tariff increases. It also announced a possible
privatization of the national telephone company (HONDUTEL). The GOH also
removed most Interest rate ceillings. It enacted legislation permitting
foreign ownership of coastal lands in order to stimulate greater investment in

tourism.

International donors responded favorably to the GOH reform efforts. A.I.D.
disbursed $120 million in FY 1989/90 ESF cash transfer assistance. The IMF,
IBRD, IDB and Japan quickly developed programs supporting thé GOH reforms,
The problem of arrears to the IFIs was overcome in June 1990 through a major
financing package led by the U.S. Department of.the Treasury. A Paris Club
rescheduling provided ﬁrgently needed debt relief. In addition, a
Consultative Group meeting paved the way for improved multilateral.and

bilateral financing.

In general, 1990 was a difficult year for the new GOH. Not only did it
inherit a deteriorated economic situation, but it suffered from expected
~delays in donor.financing and found the day-to-day managemenf of the economy
excruciating. Despite the approval of an IMF Stand-by and disbursement of SAL
I and SAL II funds along with cofinancing, GOH resource flows from the IFIs
were negative. Payments of arrears and debt service by the GOH to the World
Bank exceeded disbursements in 1990 by an amount equivalent to more than 3

percent of Honduran GDP.

In additidn, GDP declined by about one percent in 1990, implying a per capita
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decrease of 3.6 percent. This was the result of adjustment to the reforms,
hesitancy in implementing follow up measures, a protracted banana strike,

_petroleum price shocks, and major flood damage at the end of 1990.

Moreover, inflation was an especially troublesome problem in 1990, It
threatens to further destabilize the economy in 1991. After a surge in the
“money supply in late 1989, the new GOH experienced difficulties in soaking up
the excessive 1iqu1dity'dr1ving inflation, These inflationary pressures were
exacerbated by weak monetary policy and supply side pressures,.requiring long
overdue increments in the prices of public services and petroleum. As a
result inflation was 35.2 percent during 1990. These price increases shocked

the people of a nation which rarely experienced double digit inflation.

B. The Private Sector

Honduras has had one of the weakest and least developed private sectors in
Latin America., It has operated within a classic mercantilist system that has
just recently begun to evolve toward a more open and transparent market
economy. Much of the private sector has traditfionally been inefficlent and
inward-looking. This has limited its ability to compete in regional and

international markets.

The Honduran private sector 18 dominated by a few closely held commercial,
industrial and banking groups. First and second generation immigrants,
multinational corporations, and former military leaders constitute a major
part of these groups. Some fear comﬁetition from new foreign investors, small
and medium-size businesses, and the informal sector. In the past they have
avoided risks, shunned long=~term Investments, and engaged in actions to

restrain competition.

While efforts are being made to improve the country's investment climate, more
actions are still needed., Foreign and domestic'investment has been
discouraged by inappropriate macroeconomic and sector policles, complicated
laws and regulations, and a weak judicial system. The Constitution requires
that foreign investment be "complementary” and not competitive with national

investment.



These characteristics were shaped by the Honduran business and political
environment. They were promoted by a small internal market, decades of high
protective tariffs, an overvalued exchange rate, price controls, subsidies and
an onerous system of regulations and controls, To succeed in Honduras,
national and foreign businesses often have had ﬁo maintain close connections

with government and military leaders.

Nevertheless, in recent years, dramatic changes have been occurring as
significant segments of the private sector have begun to shift to an export
orientation and to adapt to a more open economy. Many of these changes have
been promoted by AlD-supported policy reforms and private sector programs.
New foreign investors are entering the country, especially in the San Pedro
Sula area. Small and medium-size businesses are rapidly growing. Each month
one hears of another Honduran company that 1s beginning te export and of new
investment plans being formulated. These forces, 1f continued and reinforced,

can lead in the 1990s to a more productive and competitive market economy.

‘To accelerate this transformation, specific constraints need to be overcome.

. For example, the private sector's ability to respond to new development
opportunities has been limited by a shortage of investment capital,

Throughout the 1980s high GOH fiscal deficits squeezed out credit to the
private sector. An overvalued exchange rate stimuiated capital flight. There
has been a gevere shortage of long-term credit and equity financing '
accentuated by the bankruptcy of both the AID-supported Financiera Hondurefla .
and the National Development Corporation (CONADI} in the early 1980s. GOH

policies and oligopoly arrangements in the banking system have greatly reduced
the financial sector's ability to mobilize savings and toc channel them to

productive investments,

Private investment in Honduras' largest and most important sector -
agriculture -- has been limited by inadequate policies and price controls that
have consistently decapitalized this sector. Insecure land tenure, constant
fear of invasions and legal restrictions on the sale, purchase and rental of

land have created serious obstacles to increasing private investment in

agriculture.
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Until recently, in the vital forestry sector, the GOH through its Forestry
Development Corporation (COHDEFOR) reserved to the public sector major forest
production,'marketing and export opportunities. Moreover, there has been a
reluctance to modernize Honduras' antiquated mining and petroleum legislation
to permit greater private exploration and to facilitate new investments in

highly productive areas like shrimp farming, tourism and banking,

-Private sector reSponsés to improved policies are also limited by serious
human resource, institutional and technological constraints. Honduras has a
large pool of low cost labor, but its productivity is low, Small elite groups
of organized labor -- the most powerful in Central America -- have
institutionalized restrictive labor laws that make.it difficult and costly to
treat labor as a variable cost. There 1s also a lack of managerial and
entrepreneurial talent with experience dealing in international markets and

working with foreign'investors.

There is a multiplicity of weak and fragmented private sector organizations.
They have difficulties working together and articulating a coherent view of
policies and actions needed to promote trade and iavestment. This is
compounded by a deep-seated distrust of free market forces and by strong
statist orlentations in both the public and private sectors. Until the
mid-1980s, there had been no mechanisms for promoting and diversifying
Honduran exports and for facilitating new private investment. Likewise, while
the agricultural sector offered many new production and export possibilities,
there were no effective instruments for disseminating the technologies and

information needed to take advantage of these opportunities.

C. The Disadvantaged

Notwithstanding poor economic performance in the decade of the 1980s, Honduras
made significant socfal sector gains. These were fostered by a consistent
policy 6f reinforcing primary education and primary health services. From
1980 to 1990 infant mortality dropped from 80 to 59 per thousand while life
‘expectancy increased from 58 to 65 years, There was a dramatic increase to 60

percent of those dwellings having access to water and sanitation services,
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Contracepciée prevalence increased from 26 percent of couples in union in 1980
" to about 46 percent in 1990, The annual average population growth rate
declined from more than 3.2 percent in 1980 to 2.8 percent in the late 1980s,
At the same time, the literacy rate increased from 55 to 60 percent., Now over

90 percent of Honduran children currently are attending primary school.

Nevertheless, a large proportion of the population suffers from poverty,
especially families of landless laborers and small-scale farmers, About 36
percent of Honduran households receive less than 50 dollars in monthly wage
earnings and 62 percent receive less than 100 dollars. According toc a 1990
UNDP Human Development Report, 55 percent of the rural population and 35
percent of urban population are poverty stricken. This represents

.approximately 47 percent of the total population or 2.2 million Hondurans.

The ecoﬁomic reforms of 1990-91 have caused gfeat soclal and political
discontent throughout Honduran society. As a result, there has been intense
pressure on the GOH to backslide on its reforms. The inflation rate
accelerated to one of its highest levels in Honduran history. Nominal wages
and salaries lagged behind inflation. There has been a marked deterioration
in living standards, especially among the urban middle class -—- a politically
volatiie group. GOH efforts to reduce the real level bf public expenditures,
decrease government employment and tighten monetary expansion have further

deepened an already serious unemployment and underemployment problem.

The effects of the reforms are particularly troublesome in a country with such
widespread ﬁoverty and fragile social, political and economic structures.
Despite the impressive social gains of the 1980s, Honduras still has some of
the worst infant mortality and nutrition conditions in the Western
Hemisphere.. Reductions in the GOH fiscal deficit could easily reverse the
country's progress in primary education and primary health care., This is of
particular concern because in recent years Honduras has dedicated almost 30

percent of its national budget to the health and education sectors.

D. The Environment

Honduras is one of the most geographically and biologically diverse countries
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in Central America. However, exploitation of the country's extensive forests
and other natural resources has been conducted with little or no consideration
for sustainability. Many areas have suffered devastating environmental
degradatidn in terms of deforestation, soil efosion, siltation, fertility

loss, watershed destruction and pollution,

For example, most of southern Honduras, known little more than a2 generation
ago as a granary of Central America, has experienced widespread deterioration
in 1ts resource base. In the past quarter-century, Honduras lost half of its
four million hectares of broadleaf forest and the volume of commerciél pine
timber was reduced by over 40 percent. Due to deforestation on steep and
fragile soils, the total area dedicated to agriculture and pastures exceeds by

almost 50 percent the land area suited for such production.

In most Honduran cities, raw industrial and residential waste commoniy are
deposited in rivers, Inadequate sanitation facilities and widespread water
pollution are major threats to health conditions throughout the country.
Rapid deforestation around Tegucigalpa appears to have produced climatic
changes and lower rainfall. Recently attempts were made to utilize remote
areas as dumping grounds for toxic wastes from industrialized countries.
Pesticide contamination has caused shipments of Honduran meats and ﬁroduce to

 be turned back from U.S. markets, a serious threat to export development.

The public sector has not ﬁromoted sound development of natural resourceé.

Its ownership of forests contributes to poor ménagement practices, Moieovgr,
the Agrarian Reform Law encourages deforestation and pushes farmers onto
fragile hillsides. GOH agencies dealing with naturél resources.a;e weak,
inefficient and overcentralized. Municipal governments have not had the
resources and institutional-technical capacity to deal with local sanitation
and.pollution problems. All of these factors are exacerbated by an inadequatg
framework of environmental policies, serious GOH budgetary problems, and lack

of private sector concern for improved natural resource management.

E. Democratic Institurions

Honduras 1is a pioneer in the hemispheric democratic revolution of the 1980s.
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In November 1989, it held its third consecutive free and fair general election
for the presidency as well as for legislative and local officlals. This
marked the first peaceful transition to power by an opposition party in

Honduras.

Neverthe;ess, Honduran democracy 1s still fragile. It is attempting to make a
historic transition from a political system based on personalism,
authoritarianism and centralization to one based on more modern forms of
démocratic participation and decentralization. Yet Honduras"political
culture continues to be defined by its authdritarian history and by the
domlinance of a few special interests. There 1s a strong tradition of military
contrel and influence over the government, National inﬁerests are not always

pursued objectively.

After a century and a half of intermittent political and military.conflict and
regional disputes, the emergence of Honduras as a true nation state is
relatively recent. _The evolution of universal suffrage; 1ndigenous
commercial, financial and industrial sectors; a free labor movement;.a
government civil service; a court system; 2 modern armed forces and other
basic institutions came about only after World War II. Their development is

still incomplete.

The fragility of Honduran democracy is directly related to its history and
political culture and to weaknesses in basic democratic institutions., In
addition to the Executive, these include: the National Electoral Tribunal
{TNE); the National Congress; the Judicial Sector headed by the Supreme Court;
muniéipal governments; two major and two minor political parties;
communlcations media; and hundreds of weak private voluntary organizations,

labor unions, cooperatives, and other community and private assogiatioﬁs.

The National Electoral Tribunal (TNE) 1is an autonomous organization created to
regulate and implement all procedures related to elections,. The TNE, whose
mémberé are from each political party,_has played a critical role in Honduran
electioﬁs since its inception in 1978, 1Its principal functions are

registering political parties and candidates, coordinating and supervising
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elections, and administering the National Registry of Persons. The latter

registers voters and prepares the national civil and electoral census.

Bécause of party fluidity and perscnal political ambitions of party leaders,
the TNE is a major arena of partisan pblitical conflict, Since party
representatives are under constant pressure first to represent the immedilate
needs of thelr parties, consensus in TNE decision-making is fragtile and
subject to intense consultation and compromise. It could easily disrupt
national elections. This almost occurred ian 1989. The contribution of the
TNE to Honduran democracy is further weakened by an outdated civil registry,
inefficient administrative services, lack of professionalism and continuity of
staff, inadequate equipment and facilities, cumbersome information processing,
and poor documentation capability. In the 1980s the TNE was unable to conduct

national elections without foreign technical and financial assistance.

The Honduran Congress traditionally has been dominated by the President of the
country. Legislative'processes are weak, unprofessional and non~trahsparent.
In the 1980s, however, the unicameral Congress became more assertive and began
assuming greater initiative in addressing key policy issues. Huch more

progress is needed in strengthening the Congress,

In.particular, Congressional standing committees.lack the expertise to staff
-out issues and prepare legislation., There is little capacity to sustain

Congressional debate on major issues, Research and information services are
lacking. Administrative and support systems are not staffed with experienced
and qualified pefsonnel. The Congress' Comptroller General does not have the
technical capacity and trained personnel to do independent dudits_and reviews
of government programs. This is compounded by the lack of a legal and |

regulatofy basis clearly establishing the responsibilities and accountability

of public entities and officials.

The Supreme Court 1s named by the Congress based on the recommendations of the
President. It has primary administrative responsibilities over the entire

judicial system, including appointment of lower court judges. The four levels
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of the Court System {Supreme Court, Appellate Courts, Tribunals of First
Instance and Justice of the Peace) require the appointment of about 400 judges
every four years. Appointments based on political patronage impede a fair

administration of the law and facilitate corrupt pféctices.

The judicial system does not play a strong independent role in promoting
democracy., It suffers from multiple problems., These include underfunding, a
high turnover of politically appointed judges and staff, untrained personnel
at all levels, a weak administrative system, outdated legal codes, limited
systematic planning and a negative public image. Distrust and lack of
cooperation among the courts, the police and the Attorney General are also
'major problems. Weaknesses in the judicial system affect all areas of |
Hondﬁras' econemy and soclety and threaten to undermine the credibility of its

democratic system.

Improvements in the investmeat climate are closely linked to a better judicial
system. Investors are concerned that contract rights will not be respected,

They fear disputes will not be settled expeditiously and objectively.

Local governments are some of the weakest elements in the Honduran democratic
system, Strengthening their institutional, technical, managerial and
financial base is a prerequisite both for consclidating a stronger democracy

and for achieving vital development objectives.

Over the decades local governments have been shackled by an anachronistic
conception of thé municipality as an inherently weak organization needing
control from above by a paternalistic national government. They were further
weakened by progressively centralizing more responsibilities in ponderous and
inefficient central government agencies, increasingly overwhelmed by the
problems of rapid urban growth and unresponsive to local needs. This was made
worse by fragmenting local government into 290 sepafate municipalities ~- at
least two hundred of which are too small to become viable financial and
service organizations -- and by severely restricting their taxing and spending

authorities, Furthermore, existing law requires mayors to be elected as part
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of a national slate which emphasizes the presidential candidate. This further

dilutes local control and accountability of municipal officials,

Nevertﬁeless, a landmark Municipal Reform Law was enacted in late 1990 to
address many of these deficiencles, 1t devolves substantial authorities to
municipalities. In addition, it commits the country to provide a much
improved legal framework for decentralization and for municipal attention to
public services and environmental concerns., The law gives municipalities
greater financial autonomy, increased taxing authority, ownership of public
lands and control of natural resources (see 90 Tegucigalpa 020484 for further
details). A new Electoral Reform Law 1s under consideration fhat will provide

for independent elections of municipal officials,

The full implementation of the changes sought under this new municipal
legislation will not come easily and may take years to be fully realized.
However, it represents a giant step forward in the decentralization of
decision-making and greater local participation and control over resources.
" As such, this legislaﬁion and the attitudinal and policyIChanges it implies
provide a unique opportunity to strengthen a key component of Honduran

democracy.,

Other fundamental democratic units such as political parties, labor unions,
campeéino groups, cooperatives and private sector organizations also suffer
from institutional and management weaknesses, Honduras has one of Central
America's most highly developed system of labor and campesino unions,
Nevertheless, the leadership of these groups too often pursues only narrow

self-interests and is oblivious to broader national interests.

Democratic pluralism is further weakened by the extreme fragmentation of
private groupings, their inability to achieve financial self—suffibiency, and
the failure to hold leaders accountable for their official actions. Likewise,
while Honduras has one of the most aggressive, uninhibited and unfettered free
presses and other communications media, they do not always operate in a

responsible and non-partisan manner.
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Although Honduras does not have a history of systematic violation of homan
rights, individual abuses have occurred. These generally can be traced to
1nadequate training and supervision of lower level police offiéers; Many do
not understand the rights of citizens and rules of evidence. The separate
legal system for the military and the police (who are part of the military)
has prevented civil authorities from routinely pursuing abuses. Nevertheless,v
the GOH's pefsiétent emphasis on the 1mportance of democracy and |
constitutional procedufes indicate that there are good prospects for continued

improvement of Honduras' human rights record.

Despite problems, the prospects for strengthening Honduran democracy in the
1990s are encouraging. The successful elections of the 1980s, recent interest
in improving judicial and congressional performance, the Municipal Reform Law
and possible enactment of'avnew electoral reform law offer a firm basis for

further deepening the country's democracy.

F. Regional and International Cooperation

In principle, Honduras supports Central American regional integration and
cooperation, However, this commitment stops short of opening domestic markets
to regional competition. Likewise, there is great reluctance to provide

financial contributions to regional institutions outside Honduras.

In the 19705 Hondﬁras virtually dropped out of the regional 1integration
process. This coincided with.large inflpws of cheap goods from El Salvador,
Guatemala and Costa Rica, Honduran businesses could not compete efficiently
with other regional producers for Ceatral American markets. To compensate for
their lack of compétitiveness, they sought tariff protection, subsidies and
gpecial incentives to invest and produce, This made it virtually impossible

for Honduras to join the GATT.

As Central America became embroiled in économic and political c¢risis in the
1980s, Honduran trade with the rest of the Region declined further. This
frustrated Honduras because in the mid-1980s it completed a major energy

project, El Cajén Dam, with anticipated sales to the rest of Central America.
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Honduras was left with excess capacity, a large external debt and an
urirealized hope of participating in regilonal trade in an area where it had a
comparative advantage., Regional cooperation declined along with regional

trade during the 1980s.

Regional institutions declined too. Yet Honduras has supported --
rhetorically more than financlally -- a few institutions offering benefits to
Honduras. These include the Central American Bank for Economic Integration
(CABEI) which 1s located in Tegucigalpa and largely staffed by Hondurans.
Honduras has been one bf CABEl's primary beneficiaries. Nevertheless, GOH
arrearages to CABEI pose a major threat to its solvency, Honduras supports
the Pan-American Agricultural School at Zamorano and the National Forestry
School (ESNACIFOR). These are located in Honduras and have excellent tralning

programs serving the reglon,

However, there is less Honduran willingness to support regional institutions
located in other countfies. For example, CATIE and the EARTH School are seen
as largely Costa Rican institutions with little impact in Honduras. Although
the Central American Business Administration Iastitute (INCAE) enjoys wide-
spread support in Honduras, there 1s a reluctance to make regular contri-
butions to the school. There is a similar pattern with other regional

institutions such as SIECA and INCAP.

In addition, Honduras has had difficulty negotiating with the IMF, IBRD, IDB
and other international finmancial institutiona. Some prominent Hondurans
blame the World Bank and IDB for financing poorly conceived projects, such as
the large state—owned CORFINO sawmill, that have produced few benefits while
miring the economy in major indebtedness. Until recently, Honduras never
participated in Paris Club or Consultative Group meetings. Throughout the
1980s the country had difficulties mobilizing significant development |
resources from any other donor except the United States. In the 1990s,
Honduras will need help to participate fully in new initiatives like EAI and

to use more effectively regional and international cooperation.
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I11. USAID STRATEGY
A.  Overview

USAID Honduras' goals over this CDSS periocd coincide with those Bpecified in
the United States Econmomic Assistance Strategy for Central America,
1991-2000., Our strategy will promote broad-based sustainable economic growth, ..
support the evolution of a stable democratic society, and encourage more
effective Honduran regional and international cooperation. This USAID Program
' will.also be an essential instrument for facilitating Honduran participation
in the Enterprise for the Americas Initiative (EAI), the Partnership for
Democracy and Development (PDD) and the Caribbean Basin Initiative (CBI).

This strategy alsc supports Honduran development objectives specified in the

Callejas Administration’s Plan de Gobierno and the economic reform process

initiated by the GOH in 1990 with international donor support. The key
elements of this Plan call for increasing econbmic growth by restructuring and
liberalizing the Honduran economy, reducing the size of the public sectdr,
accelerating and expanding privatization, promoting exports and private
investment, and placing greater emphasis on market mechanisms and price

incentives rather than state intervention and price controls,

The GOH Plan also proposes employment generation programs, greater efforts to
develop the agricultural and forestry sectors, and more effective measures to
addreés the country's serious social, nutrition and environmental problens,
Actions to strengthen and modernize the administration of justice, municipal
governments and other democratic institutions are also recommended as well as
greater Honduran participation in regional and international cooperation

mechanisms.

The thrust of this Plan closely parallels the policies ocutlined in the
Economic Assistance Strategy for Central America and in other USG initiatives
such as EAI, PDD and CBI. The proposed USAID strategy will help Honduras

_ implement the basic reforms proposed in the Plan de Gobierno during Callejas'

final two yeats in office (1992-93), It will further consclidate Honduran
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democracy through the successful completion of the November 1993 national
elections, It then will provide support enabling the new government (that
will assume office in January 1994) to further deepen policy improvements
initiated in the 1990-93 period. Thus, this CDSS covers a watershed period
both for consolidating Honduran democracy as well as for deepening the

fundameptal economic reform process needed for broad-based sustainable growth,

- B. Goals and Objectives

USAID's goals and strategic objectives for the CDSS period are presented
below, The indicators that will be used to measure their achievement are

outlined in Annex 4.

In the 1990s Honduras cannot achieve its major economle, soclal and political
development goals without higher economic growth. High growth is inextricably
linked to reduction of the country's widespread poverty, improvements of its
social services, preservation of the environment and strengthening its
democratic institutions. Indeed, continued economic stagnation would push
even more Hondurans into poverty, worsen environmental deterioration, and
impede regional and international cooperation. This could reverse the
democratic and social sector gains of the 19808, For these reasons, the
fundamental and overriding goal of the USAID strategy is to support Honduran

efforts to achieve broad-based sustainable economic growth,

The scenarios presented in Annex 3 indicate that it is feasible to increase
the country's economic growth. To achieve this goal, Honduras must make
substantial improvements in its economic policies, promote higher agricultural
growth, significantly expand private investment and exports, and.mobilize
additional donor resources through more effective international cooperation.

The interrelationships between economic variables are explained in Annex 3.

The needs of the disadvantaged must be better addressed to make economic
growth "broad-based”. This means not only generating more employment and
incomes, but also expanding the coverage and impact of basic social services.

To make economic and social gains sustainable, environmental pblicies and
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programs must be improved. Efforts must be continued to strengthen Honduran

democratic institutions and promote a more pluralistic Honduran society.

USAID has set six strateglc objectives for the CDSS period. These objectives

are closely interrelated and mutually reinforcing as follows:

1. Improve Sector Policies in Agriculture, Trade and Investment, and

Finance: USAID will support sector policy reforms that increase the growth of
agricultural GDP, exports and private ianvestment. Domestic savings will be

increased and more efficiently channeled to productive investments.

2. Increase Private Investment and Trade: USAID will encouragé'a vigorous

response by the private sector to a more favorable policy environment. This
will be achieved by assisting private sector organlzations overcome
institutional, financial, technological and human resource constraints that

are impeding higher levels of investment and exports.

3. Facilitate Implementation of Social Sector Policies: Actions will be

supported that decrease infant ﬁortality and malnutrition, increase
contraceptive prevalence, and expand vaccination, water supply and sanitation
coverage. The average number of years required to_complete primary school
will be decreased, thereby increasing the primary school completion rate.
Additional employment opportunities will be generated and access to shelter

and basic urban services will be expanded.

4, Imérove Environmental Policles and Natural Resource Conservation: Support

will be provided to improve environmental policles. Programs will be assisted
_that better protect Honduras' vital forest, soil, water and other natural

resources,

5, Strengthen Democratic Institutions and Promote a More Pluralistic Honduran

Society: USAID will continue its efforts to strengthen Honduran democratic .
institutions with primary emphasis directed to the National Electoral
Tribunal, the National Congress, the Judiciary and Municipal Governments,
Pluralism will be encouraged by developing democratic 1eadership,
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strengthening private organizations and facilitating greater citizen

participation in democratic processes,

6. Promote Effective Honduran Regional and International Cooperation:

Actions will be supported to encourage Honduras to better coordinate and
harmonize its economic policies with those of other Central American countries
and with international initiatives for the region. Higher levels of economic
growth will require increased international cooperation from the IFIs and

bilateral donors,
C. Strategy

1. Broad-Based Sustainable Economic Growth

USAID's strategy for helping Honduras achieve broad-based sustainable economic
growth is presented below. It will be implemented by: encouraging GOH
adoption and adherence to sounder economic growth policies, promoting a more
vigorous private sector response to policy reforms, accelerating opportunities
for increased participation of the historically disadvantaged, and encouraging

the preservation and sustainable use of Honduras' natural resources.

a., Policles for Bconomic Growth

USAID's first strategic objective is to improve sector policiles in

agriculture, trade and investment, and finance.

Inadequate macroeconomic and sectoral policles were major causes for Honduras'
poor economic performance in the 1980s. The only way for Honduras to achieve
large increagses in GDP growth in the 1990s is to continue to deepen those
macroeconomic reforms initiated in 1990-91 and, at the same time, to

accelerate structural changes in key sectors of the economy. -

As. further discussed in Annex 3, USAID believes that it is feasible for
Honduras to increase its GDP growth rate to 3.8 percent in 1993 and to 5.3

percent in 1996. To achieve these targets the GOH must implement strongert
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stabllization measures and deepen sector policy reforms. Because of the
country's large debt overhang, especially to the IFIs, Hondurés must also
cbntihue to receive.positivevnet flows from the IMF, World Bank, IDB and
bilateral dbnors. The urgency of increased donor floﬁs is underscored by the

large financing gaps discussed in Annex 3.

As a result, Honduras' major reqdirements will be for fast-disbursing
policy~based balance of payments and sector assistance, A largé number of
interrelated reforms must be implemented. These include stabilization '
measufes, fiscal reforms, public enterprise improvements, and structural
changes in energy, agriculture, finance, and trade and investment. In the
1990s, no one donor will have sufficlent resources to support simultaneously__
all of the needed policy changes. Thus, a multi-donor approach must be

followed with a division of labor among donor agenciles.

In the 1980s USAID attempted to support GOH reforms in haﬁy areas because we
were_the only active donor in Honduras with a large balance of payments
program. In the 1990s, the IFIs are returning to their traditional lead
role, Honduras will probably receive lower levels of ESF than in the 1980s.
As a result, USAID has ponsolidated and narrowed the scope of its policy
reform agenda for this CDSS period. We will support selected policy reforms

only in three areas that:

" ~= increase agricultural production and exports;
-~ .promote lncreased private lnvestment and trade; and
-- strengthen the ability of the financial system to mobilize domestic
resources and channel them efficiently to the most productive sectors

of the economy.

Even within these three areas, USAID will further narrow its policy agendayby.
only éupporting a few key reforms and by implementing them whenever possible
within a multi-donor sector approach. This will further leverage our
resources and allow USAID to concentrate on those most critical policy and
étructural changes that cannot adequately be addressed by other donors. This

approach, however, will continue to require aggressive USG actions (through
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PDD and Consultative Group mechanisms) to help Honduras mobilize increased

donor assistance to support complementary stabilization and sector reforms.

In 1990-91 USAID was successful in helping the GOH develop economic reform
programs that merited support from the IFIs and bilateral donors. These
represented landmark achlevements 1n weaning Honduras from its unhealthy
deﬁendence on ESF cash transfers that had developed in the 1980s. USAID will
continue to encourage the IMF and World Bank to assume the leadership role in
supporting GOH stabilization measures., We also will encourage the World Bank
and IDB to continue theilr policy-based support for the energy sector and for
reforming and scaling down Honduran public enterprises. We will urge the
World Bank to exercise even more leadership in helping Honduras increase
overall donor flows that further reinforce GOH stabilization and sector

reforms,

This USAID shift to a sector-based structural reform program assumes that the
GOH maintains and deepens stabilization policies that merit ongoing support
from IMF and World Bank., To the contrary, it would be difficult to achieve
the full benefits from sector reforms. Past experience indicates that the
Honduran reform process may not be as smooth as USAID and other donors would
prefer. 1It, therefore, may prove necessary to lncorporate some macroeconomic
stabilization objectives into our sector program as was done in FY-90 and
FY-91. However, USAID's goal during 1992-96 is to move to a policy-baséd
sector approach while leaving stabilization objectives to IMF and World Bank.

In developing its strdtegy, USAID searched for a scenario which could lead to
strong and sustained GDP growth through 1996 and beyond. Our analyses
concluded that agriculture is the one sector which can most bolster economic
growth in the 1992-96 period. It requires less investment and imﬁorted inputs -
(a severe constraint.on the Honduran ecbnomy) than other major sectors. It
also can respond quickly to improved policies. As described earlier,
agricultufal policy.weaknesses are a severe impediment to better performance
of the entire economy. Improved agricultural policies offer the best

opportunities for significantly increasing growth, exports, employment and
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‘income and nutrition throughout the economy.

. Our target 1s to increase the agricultural sector growth rate to 4.9 percent
in 1993 and to 7.5 percent in 1996, This will be achieved by supporting a few
key sector reforms to lmprove land security and land markets, price and trade
policies, and promote greater access to credit, inputs and technology. The
specific policies to be supported are outlined in Annex 2. These are based on

the Mission's Agricultural Sector Strategy approved in 1990 in State 164131,

The World Bank and the IDB also are developing policy-based agricultural

_ sector reform programs for implementation during this CDSS period. There
already has been extensive donor coordination and discussions on these
programs, Tentatlive agreements have been reached on how best to approach the
sector reform program and focus our conditionality in a mutually reinforecing
maaner, Given the number and complexity of the constraints limiting
agricuitural sector growth ~- and the importance of addressing them as quickly
as possible -- USAID believes that a multi-donor effort is particularly
appropriate. This is the model for the approach the Mission expects to follow

in other sectors.

Although agricultural sector reforms are nécessary, they alone are not
sufficlent to attain higher economic.growth rates. - Additional closely related
"reforms aiso are needed in the trade, investment and financial afeas. 'Policy
improvements in these sectors are vitally needed to spur investment and
efficiency in all of Honduras' productive activities. Therefore, USAID's
strategy will support further GOH actions to liberalize its trade reglme; to
improve the country's investment climate by adopting a better investment code
and 1égal, regulatory and judicial reforms; to accelerate.privatizatiog of

state-owned enterprises and to adopt key financial sector reforms.

The Mission 18 completing a Financial Sector Assessment that should provide
the analytic base for a multi-donor reform effort similar to the one being
used in agriculture. Both World Bank and IDB have expressed interest in
supporting reforms in this important sector, although some IDB officials seem

to be defining their participation as providing Honduras with more directed
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lines of credit. (Annex 5 contains USAID's strategy‘for dealing with directed
lines of credit.) Given the importance of deep reforms in this sector to
generate far higher levels of domestic savings and to improve the allocation
of financial reocurces, USAID will continue its leadership and encourage the

| World Bank and the IDB to follow thfough on their Interest in supporting a

financial sector program,

Implementation of the policy reforus outlihed above will be supported through
the developmenﬁ of one multi-~year Structural Adjustment Program (SAP) to be
initiated in FY-1992, It will support a series of sharply focused but
interrelated reforms in the three sectors described above. This Program will
be supported by ESF Cash Transfers and PL-480 Title III resources., Ongoing
and new Mission projects (e.g., Policy Analysis and Implementation, Small
Farmer Organization Strengthening, Investment and Export Development,
Privatization I1) will provide complementary resources to help the GOH
translate its reforms into action. These will facilitate a vigorous private

sector response to the liberalization of the Honduran economy.

In addition, given the overwhelming debt burden confronting Honduras during
this CDSS peried, a final critical action for achieving higher economic growth
must involve debt relief and reduction. As a result, USAID will continue to
support GOH efforts seeking dgbt relief and ample grant and concessionary
financiﬁg from the USG and other donors. We will encourage continued Paris
Club debt reschedulings and Consultative Group assistance. Moreover, we will
urge the GOH to take full advantage of debt relief provisions of the EAI,.the
FY 1990 Food Aid Legislation and the Foreign Assistance Act (providing
reductions for countries meeting relatively least developed country status).
The moderate scenario in Annex 3 projects that the burden of external debt.
will decline during this period and that Honduras will progress toward

creditworthiness.

b. Private Sector Response

USAID's second strateglc objective is to Increase private investment and trade.
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Honduras through its private sector has ample potential to improve its
economic performance. It has underutilized agricultural and industrial
resources which could greatly increase their contribution to the country's
production as economic policies are improved. With close_proximity to United
States, Mexican and Caribbean Basin markets, Honduras is well positioned
geographically to take full advantage of the trade and investﬁent incentives
contained in EAL and CBI.

The country has a large pool of low cost labor and some of the most extensive
forest and agricultural resources in Central America. Key investments vere
made in the El Cajdn Dam, in modern telecommunications, in an extensive road
network, and in Puerto Cortés -- the largest, most modern pdrt facility on
Central America's Caribbean coast. These investments provide some of the

basic infrastructure needed to increase private investment and trade.

There also are bright prospects for increasing Honduras® traditional banana
exports, especially to Europe. Foreign exchange earnings aré being increased
by improving the quality of Honduras' coffee exports. Shrimp farming has a
large yet relatively untapped potentlal for growth, There are growing
opportunities in other nontraditional export areas such as melons, cacao,
textiles, wood and furniture products, ornamental plants, and fruits and

vegetables.

Honduras also offers other investment opportunities, Five privately financed
Export Processing Zones (EPZs) are currently under construction. They are
attracting major new foreign investors. As many as 100 EPZ factory shells are
likely to be in operation by 1996, Recent GOH legal changes should help '
stimulate greater investmeant in Honduras' infant tourist sector, Moreover,
the country may have off-shore petroleum deposits. Additional investment

opportunities may exist in Honduras' small mining sector.

To facilitate a more ﬁigorous private sector resﬁonse to these opportunities.
USAID will continue supporting GOH implementation of the macroeconomic and

sector reforms needed to improve the country's overall investment climate.

Qur target is to increase gross private investment to 15.6 percent of GDP by
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private sector to take fuller advantage of investment opportunities and the
country's comparative advantages. Funding for these organizations will be

provided through already approved and ongolng projects.

Private organizatioms such as FIDE, FPX and PHIA are key to achieving the
private investmeqt and export targets outlined in Annex 4, USAID's
Privatization II Project will produce additional investment by completing the |
divestiture of most'remaining state—owned enterprises under the control of GOH
holding companies. Export-oriented agribusiness cooperatives and the

International Executive Service Corps will also recelve USAID support,

Through the ongoing Policy Analysis and Implementation Project, USAID will
continue to assist the Honduran Confederation of Private Sector Organizations
(COHEP) as an instrument for promoting GOR economic reforms, modernizing the
private sector and accelerating Honduras' transition to a more open and
transparent market economy, COHEP was highly effective in using international
advigors in 1989-90.to formulate the economic liberalization program that was

ultimately adopted and implemented by the Callejas administration.

Likewise, we will assist the Honduran Banker's Assoclation (AHIBA) and Credit
Union Federaficn {FACACH) adjust to liberalization measures, improve financial
intermediation capacity and lobby for further financial sector reforms.
Additional actions will be supported to develop and deepen Honduran capital
markets and to strengthen incentives for attracting and efficiently allocating

financial resources in both the formal and informal sectors,

USAID will continue its highly successful small business development program
throughout this CDSS perilod. It 1s one of the most cost effective means of
~expanding pfoductive employment. Equally important, it increases the numbers
of entrepreneurs and creates a larger pool of potential businesses that can
grow and compete with some of Honduras' larger companies. This program —-
plus our efforts to facilitate greater flows of foreign private Investment ——
are key instruments for promoting a more competitive Honduran economy. It

will produce a more pluralistic and open private sector that can better

respond to the investment opportunities of the 1990s.



- 28 -

1996 and to increase export growth by an average annual rate of 7.2 percent

over the CDSS period.

While policy reforms are necessary to achieve these targets, they alone are
not sufficient. There also are institutional, technological and human
resource constraints impeding higher levels of investment and exports. These
. must be overcome to achieve a more modern and competitive free-enterprise
economy. As a result, USAID will continue to support a limited number of
private organizations that address these constraints. This will facilite the
-country's.transition to an export-led private ianvestment strategy based on

transparent market mechanisms.

In the 1980s USAID supported a wide array of NGOs and PV0Os. During the past
four years the Mission phased out or terminated funding to many of these
organizations as part of ocur ongoing program consolidation effort. This wili
continue during the CDSS period., We will concentrété our funding on fewer
NGOs/PV0s than we did in the 1980s. We will only support groups with a proven
track record of achieving specific investment, export and policy reform

objectrives,

As such, USAID will coatinue to support the Foundation for Investment and
Export'Developmenc (FIDE) through an already approved project., FIDE has been
a leader in promotiﬁg foreign investment and lobbying for legislative and
other changes that promote exports., It is also a vital support mechanism for
Honduras' Export Processing Zones (EPZs) and for improving the couantry's _
ovérall investment climate. Honduras cannot achieve an increase in foreign
investment and exports -- nor actively participate in EAI or CBI -- without an

entity like FIDE,

Likewise, USAID will continue to support the Federation of Agricultural
Exporters and Producers (FPX) together with the Honduran qundation for
Agricultural Research (FHIA), These private organizations,.established in.the
1980s with USAID aésistance, have now developed into highly effective tools
for promoting investmént in the agricultural sector. They open markets for

_Honduran nonmtraditional exports and generate new technologies that allow the
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c. Increased Well-Being of the Disadvantaged

USAID's third strategic objective 1s to facilitate implementation of social

‘sector policiles that improve the well-being of the historically disadvantaged.

The major problems of the disadvantaged are high fertility, high infant
mortality, malnutrition, poor health, lack of jobs and education, and
inadequate access to basic services (e.g., water, sanitation) and shelter.
These problems are compounded by an over-centralization of government services
in Tegueigalpa and San Pedro Sula while the most severe.poverty problems are
in rural areas and smaller towns. Poverty is made even worse by the poor
utilization of social sector resources and by the economic adjustment process
that the GOH must implement throughout this CDSS period. These could limit
further social gains in the 1990s and even reverse.some of ﬁhe gains of the
1980s.

It is vital to continue the process of improving the lives of those Hondurans
who have been disfranchised from the economic system and those adversely
affected by economic reforms. Not only is this needed to make economic growth
broad-based, but also to encourage acceptance of macroeconomic and sector |
reforms and to strengthen the commitment to a democratic system. If this
acceptance is not achleved, GOH economic reforms could be repudiated in the -
1993 national elections. Inadequate social gains could also undermine

Honduras' fragile democracy.

Over the past decade Honduras has been strongly committed to addressing the
problems of its poorest citizens. However, full implementation of this policy
has been impeded by 1nscitutioﬁal, financial, technological and human:resource
constraints that have limited greater coverage of social services, Ongoing
USAID projects will help Honduras overcome these constraints and thereby

continue its progress in improving the country's soclal conditions,

USAID's strategy focuses on key constraints preventing families from improving
their well-being and taking advantage of enhanced economic opportunities.

This stresses expanding contraceptive coverage, primary health care and water



- 31 -

and sanitation coverage. It will also improve nutrition, basic education and

housing and generate more employment opportunities,

Qur strategy will continue to emphasize policy dialogue to imprbvé resource
allocations within the social sectors. We will promote efficiency of delivéry
systems thereby reaching more beneficlaries with fewer resources. This also
calls for greater decentralization and more community responsibility for
controlling, supervising and financing service delivery. Community '

participation will be emphasized at all levels of program implementation,

USAID will move away from supporting the construction of health and education
iafrastructure, leaving this te other donors. Likewise, we will urge other
donors to assume the lead role that USAID played in the 1980s in basic health
and education. Throughout this CDSS period, USAID will gradually néfrow the
focas of its social sector program by only initiating new projects to fill
gaps not addressed by other donors, We expect these gaps to be in family_

planning, nutrition, vocational education and shelter.

As a result, USAID will continue its ongoing and highly successful Population
IT Project that is implemented through Honduras' largest provider of family
planning services (ASHONPLAFA) and through other PVOs, We will continue to
seek even more.cost—effedtive ways of expanding family planning services and
developing the financial self-sufficiency of PV0O delivery systems, This
effort 1s critical not only for achieving our CDSS target of increasing
contraceptive prevalence to 52 percent of couples in union by 1996 butialso

for increasing per capita income.

To reduce high infant mortality, USAID will complete its ongoing Health Sector
11 Project. This sﬁpporﬁs primary care through the expansion of child -
survival technologies such as oral rehydration salts, vaccinations, health
education, family planning, growth monitoring and better access to potable
water and sanitation. It helps the GOH translate into action its strong
policy of expanding primary care, decentralizing services and making the

health sector more cost-effective and financiélly self-sufficient,
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As part of USAID’s efforts to encourage other donors to assume a léad role in
primafy health, the planned Health Sector IIT Project scheduled to be
implemented near the end bf this CDSS perfod will not be undertaken. Instead,
we will work with the GOH to present this project to another dondr. We will
concentrate USAID activities on a more narrowly focused and less costly
nutrition improvement strategy that emphasizes diagnosis, education, income

enhancement, and targeted food aid using a larger PL-480 Title II progranm.

The Health Sector II Project is also playing a majdr role in expanding the
coverage of water and sanitation in rural areas with extremely low coverage.
Ongoing Housing Guaranty, Municipal Development and employment generation
activities are expanding the coverage of water and sanitation systems in
secondary cities and smaller towns. Our Municipal Develeopment Project is
‘supporting GOH policies of cost recovery and decentralization of
responsibilities for maintaining and expanding potable watér and sanitation
facilities, By the end of this CDSS period, at least 70 percent of Honduran
dwellings should have access to potable water and sanitation services piovided

largely through municipal governments and local community water boards.

Improved access to low cost shelter for the disadvantaged 1s ancther
development'challenge for Honduras and the donors during this CDSS périod. No
" donor currently has plans to support shelter sector reforms that address the
needs of cﬁe lowest income groups. USAID, through its Housing Guaranty (HG)
| program, has been a unique leader in this area. As Honduras regains its
creditworthiness and re-enters international capital markets, USAID may
propose a HG Program that will support sector reforms to.expand"financing of
low cost housing, especially through private banks, PVOs and informal sector

organizatibns.

USAID also will complete 1ts ongoing Primary Education Project that is aimed
at improving the efficiency and cost effectiveness of primafy éducation. As a
result, the primary school completion rate will increase and the time required
to complete six years of primary education will decrease. A World Bank/IDB
Social Sector Program to be initiated in 1992 or 1993 will address broader

problems related to resource allocation among universities, secondary and
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primary.edﬁcation. It may be able to provide follow-on assistance to this
USAID Project. We will encourage other donors to assume a lead role in
primary education. USAID will concentrate its efforts in technical vocational
education to increase the productivity and employment of Honduras' labor
force. This will be done through cost-effective private organizations such as
the USAID-supported Human Resources Development Center (CADERH) and its
network of PVOs and in-plant training programs.

The disadvantaged also suffer from widespread unemployment and
underemployment. In the short run these have been made even worse by GOH
economic reforms. To cushion the impact of the adjustment process among the
most vulnerable groups, USAID will continue to provide local currency to the
Honduran Social Investment Fund (FHIS) and to other similar programs to
finance labor-intensive community-based iﬁfraatructure activities, This will
be complemented by ongoing USAID projects to increase employment by improving
.small farmer and labor productivity, developing small and microenterprises,
promoting export processing zones, and increasing investment and eiports..
During this CDSS period, the USAID program should generate a significant
increase in job opportunities, including 25,000 in the five EPZs now under
construction. Higher levels of private investment, exports and economic
growth, however, are the only long-term solution to Honduras' serious

enployment problems.

d. Preservation and Sustainable Use of Natural Resources

USAID's fourth strategic objective is to improve envirommental policies and

natural resource conservation,

- USAID has been one of the leading donors in supporting environmental
protection and natural resource conservation in Honduras. The major
initfatives of the Central American Environmental Strategy are reflected
throughout the ongoing USAID program. We plan to contlnue our leadership in -
- this vital area largely through already approved bilateral and regional

projects and local currency.
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To encourage the preservation and sustainable use of natural resources, USAID
will continue to implement a four part strategy of: 1) helping Honduras better
understand and aﬁalyze its serious environmental and natural resource prob-
lems; 2) undertaking policy dialogues to develop more adequate environmental
policies, laws and regulations; 3) improving inscitutional and technical
capacity for environmental protection and natural rescurce management; and 4)
supporting specific ilmpact-oriented initiatives to improve conservation of key

resources such as forests, soils and critical watersheds,

USAID will finance this strategy.largely through already ongoing projects for
Forestry Development, Land Use and Productivity Enhancement (LUPE), Irrigation
Development and Municipél Development. We will also contiaue to use local

" currency and regional support such as ROCAP's Regional Environment and Natural
" Resources Management (RENARM) Project. The GOH expects to create an
_Environmental.Fund to manage locél currency generated through various
bilateral debt forgiveness and reduction schemes such as EAI and from other
sources, As a result, no new USAID dollar-funded envircnmental projects will

be proposed during this CDSS period.

A comprehensive Environmental Profile was financed by USAID in 1989-90, It is
being used to formulate policy reforms and new environmental initiatives. In
1990 USAID used RENARM technical resources to help the GOH develop an
Environmental Policy Inventory and related diagnostic studies, (Issues re-—
lated to tropical deforestation and bilological diversity are addressed in
Annex 6 and are based on the aforementioned documéhts). The GOH has
established a new National Environmental Commission (CONAMA) with represen-
.tatives from various GOH agencies. and the Honduran Congress. CONAMA is using
the Environmental Profile and Policy Inventory to formulate new initiatives

and to prepare a National Environmental Action Plan.

USAID expects that GOH and private organizations will implement actions to
carry out the major recommendations contained in the Environmental Profile.
Through CONAMA and other'agencies Honduras should make significant progress in

improving its environmental policies, laws and regulations including enactment
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‘of comprehensive Environmental and Water Resources Laws, establishment of an
Environmental Action Plan, and adoptibn of other reforms and measures outlined '
below and in USAID's 1992-96 Policy Dialogue Agenda shown in Annex 2, To
translate these new measures into action, a GOH Environmental Fund will be

made operational. It will finance projects through both public and private
entities. USAID will use RENARM-financed technical experts and local currency

to assist this effort.

With supﬁort from the ongoing USAID Forestry Development Project, by 1996
almost all vital commercial pine rescurces will be managed on a sustainable

yield basis, Pine harvests will be in accordance with improved forest

" management systems, The GOR's Forestry Development Corporation (COHDEFOR)

will have divested itself of all commercial production, marketing and export
activities, It will assume a role similar to that of the U.S, Forest

Service., COHDEFCR will concentrate on creating incentives that encourage the
private sector to implement sustainable yield forest management pracﬁices._
Progress will also be made in privatizing standing timber ownership, moving
toward timbér price liberalization and providing greater private control over

timber harvests.

Moreover, through USAID's Land Use and Productivity Enhancemgut Project,
twenty-five percent of the 200,000 Honduran small farmers will no longer
practice destructive slash and burn agriculture by 1996, Instead, they will
use sustainable agricultural technologies (e.g., improved production
“practices, soill and water conservation, agroforestry) and integrated pest and
range management technigques, They will be receiving these technologies and
greater environmental education through both GOH and NGO entities, Field
level efforts will be éupported by sector policy reforms that remove
restrictions related to land titling and agricultural prices that have

discoufaged investment in on-farm soil conservation,

The ongoing USAID Irrigation Project will help the GOH improve water resource
utilization, prepare the technical studies for a new Water Resources Law and

implement complementary efforts to protect critical watersheds. Technical
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aésistance from the RENARM Project will assist the GOH rationalize coastal
zone resource management and encourage mariculture development. It will also
help the GOH develop and enforce better regulationé for pesticide use and for

reducing chemical contamination.

USAID alsc will support a possible OFDA project to help Honduras”better
undertake disaster preparedness in the Sula Valley watershed. Rapid
deforestation and soil erosion contribute to regular Sula Valley flooding that
damages infrastructure and produces losses in agricultural production and
exports. The U.S, Corps of Engineers may be the implementing agency for this
OFDA project with the GOH providing some local currency generated ffom USAID
programs, Local currency may also be made available to COHDEFOR for
suppbrting a GOH-Embassy initiative to use U.S. military tralning exercises
for developing Honduran military capacity to fight forest fires and carry out

reforestation {the "green brigades").

Tliree major reserve areas (Rio Platano, La Muralla, El Armado) will also be
protected and placed under management plans that contribute to making these
reserves self-financing. A network of stronger NGOs, including the Honduran
Ecological Association and the Pan-American Agricultural School at Zamorano,
will be operating in support of environmental actions and education as well as
channeling resources to high priority projects. Appropriate mechanisms will
be developed to promote coordination between international and local
environmental NGOs and to support debt-for-nature swaps and other innovative

ways of financing private environmental initiatives.

Finally, USAID's ongoing Municipal Development Project will assist local
governments address their water pollution and sanitation problems and help
them redress past abuses, Through this Project; municipalities will also make
progress in developing theilr capacity to protect public lands and natural

resources as called for by the 1990 Municipal Reform Law.

2, Stable Democratic Society

USAID's fifth strategic objective 1s to strengthen democratic institutions and
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promote a more plurélistic Honduran society. This will support the evolution

of a stronger and more stable democratic soclety.

The Mission's strategy will continue to strengthen some of Honduras' most
important democratic institutions., These include the National Electoral
Tribunal (TNE), the National Congress, the Judicilary and Municipal
Governments, We want these to merit greater confidence of the ;ountry's'
leaders, local and foreign investors and, most important of all, the Honduran
pecople themselves. Our strategy also will develop democratic leadership and
encourage pluralism by facilitating greater citizen participation in

government and non-government organizations,

More specifically, this strategy will be implemented through our ongoing
Strengthening Democratic Ianstitutions (SDI), Municipal Development, Honduran
Peace Scholarship (HOPS) and other related projects. It will be carried out
within a coordinated Country Team approach of participation and funding from
various USG agencies (State, DOD, DOJ, USIS, NED) and by using regional and

centrally funded AID projects whenever appropriate.

The successful completion of the November 1993 national elections will be a
key output of this strategy. We will continue to support efforts to improve
TNE5s institutional, managerial and technical capacity to carry out open and
fraud-free elections. As a result, the TNE should be able to organize and
conduct 1997 national elections without major foreign technical and financial
assistance. By that date Honduras should have in place an independent and
professional Electorhl'Tribunal capable of organizing and managing free and '
fair elections. This should allow the completion of USAID's electoral
assistance by the end of this CDSS period. '

In order to enable TNE to achieve this objective, the Honduran Congress must
enact an Electoral Reform Law that permits TNE and its National Registry of
Persons (RNP) to develop a career staff of professional managers and
technicians. They must be protected by civil service regulations from

partisan political pressures. USAID will support this legislation through
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policy dialogue. Moreover, USAID will continue to assist the
professionalization and training of TNE/RNP staff, We will support efforts to
update the Hondufan civil registry, improve administrative and electoral
information systems, and upgrade equipment and facilities so that elections

can be carried out more smoothly and professionally than in the 1980s.

USAID will continue to support efforts by the National.Congress to lmprove its
legislative processes'and develop an institution that inspires greater public
~confidence. This will be achieved by making operational a new Center for
Legislative Research and Studies (CIEL) managed by a professional career
‘staff. The CIEL will improve the Congress' analytic, research and management
capacity. It will provide standing committees with legal, economic and
technical expertise to upgrade Congressional debate and improve the
preparation and processing of legislation. Efforts will also be made to
strengthen administrative and support systems and profcssionalize

Congressional staff,

‘Moreover, we will continue to strengthen the technical capacity of thé
Congress’ Comptrollef General to do independent audits and reviews of
government programs, -This will be complemented by improvements in standards
of public sector accountability and responsibility that can help'inspire
greater confidence in a democrétically-elected government, Institﬁtional and
technical improvements in the Comptroller General may require modest USAID
assistance throughout the 1990s. However, we expect to complete our major
assistance to the National Congress during this CDSS peridd. By 1996 Honduras
should have 1n place a stronger legislature that can better address the

country's most fundamental problems.

Another vital element for strengthening Honduran democracy is improvements in
the administration of justice. USAID will continue to help the Supreme Court
increase the effectiveness of the Judiciary through implementation of its
Career Judicial Law. This will promote professionalism, independence and
fewer partisan interests in the judicial system. We will support efforts to

upgrade judicilal personnel including judges, prosecutors, public defenders,
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clerks and court administrators through objective selection and promotion

standards and in-service training implemented through a new Judicial School,
Upgrading the Supreme Court's administrative, budgeting and planning systems
will also be a high priority as well as continuing efforts to improve '

coordination among the courts, the police and the Attorney General,

USAID will also support simplification of legal codes and modernization of
case tracking and management techniques. The highly successful experimental
Justice of the Peace and Public Defenders and Prosecutors Programs will be
expanded. More ccherent management of property registries and other judicial

reforms needed to improve the country's investment climate will be implemented.

This strategy will make Important progress developing a more professional,
effective and less partisan judiclary during the CDSS périod. However,
problems in the Honduran court system are deeply rooted. They cannot be
totally overcome in the next five years. Continued assistance beyond 1996
will be required to consolidate and further deepen reforms and new
procedures, Thus, USAID believes that this initial.effort should be seen as
the first phase of a longer-term strategy that will have to extend throughout
the.19903 to bé fully successful. Such & commitment is particularly
appropriate because of the Judiciary's role in strengthening Honduran

democracy and improving the country's investment climate.

Honduran efforts to strengthen municipal governments and promote
decentralization took a major step forward with the enactment in late 1990 of
the historic Municipal Reform Law. In most cases, however, local governments
are 1ll-prepared to assume their new responsibilities. This significant
decentralization legislation could easily fail if efforts are not made
throughOut'this CDSS period and beyond to upgrade the technical, managerial
and planning skills of municipal officials. USAID will continue to strengthen
municipal capabilitiea in management, financial administration, service
delivery, community involvement and projeét planning and implementation. This
will facilitate the historic devolution of power and responsibilities to local

governments, thereby ensuring that a major policy breakthrough does in fact

d
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succeed in strengthening Honduran democracy.

Equally important, through neighborhood associations and other community
groups, USAID will continue supporting mechanisms that facilitate.greater
local participation in municipal decision-making, This will be mirrored at
the natlional level by a stronger Honduran Association of Municipalities
(AHOM). It will be better able to present municipal concerns to the national
_government.and provide a forum for mutual self-help activities independent of
central government control. The enactment of an Electoral Reform Law will
further promote greater local control over municipal officials, This law
offers a significant opportunity for modernizing Honduras' highly centralizéd

political system,

To promote democratic leadership and values, USAID will continue to implement
its Honduran Peéce Scholarship Program (HOPS) that allows low incomé persons
to study in the United States, We also will support leadership training
programs among labor unions,.campesino groups, cooperatives, community
associations and other private organizations. This will be complemented by
USAID efforts to strengthen private development'organizatioué, improve.the
well-being of the disadvantaged and promote a more  open, transparent and

competitive market economy.

Other USG agencies are also contributing to the Country Team's overall
strategy for strengthening democratic institutioans, For.example, the U.S.
Military Assistance Group is professionalizing the Honduran military by
assisting a new ciﬁilian—oriented Defense College and improving the military
justice system by upgrading the Adjutant General's Office. The Embassy's
Political Section addresses human rights issues,. It.oversees efforts to
modernlize political parties and labor unions and to professionalize the police
{(FUSEP) using ICITAP and other assistance. The Embassy also addresses 1issues
related to military influence in Honduran society, the size of the military
budget, the need to separate FUSEP from military control, and drug awareness
.and public education. Likewise, USIS has the lead role in working with the

press and has been coordinating with LACs Central American Journalism Project.
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This coordinated Country Team approach allows different USG agencies to pursue
actions in their areas of expertise. It permits USAID to narrow the focus of
its strategy and concentrate on a limited number of program objectives in the
Central America Strategy. It also better reflects the funding and staffing
realities of this CDSS period.

3. Regional and International Cooperation

To obtain broad-based sustainable economic growth and a stroﬁger democracy,
Hondurés needs more effective regional and international cooperation. As a
result, improved regional and international cobperation is our final strategic
objective during this CDSS period. It takes on even greater importance in the
1990s as bilateral USG assistance declines and as new trade and investment

opportunities open up for Honduras through EAI and CBI.

On the reglonal level, our strategy supports greater horizontal cooperation
between Honduras and its Central American neighbors. The meeting of Central
American Presidents at Puntarenas to discuss the unification of customs dutieé
i5 just one example of how regional policy harmonization can help reinforce
key GOH reforms. Other examples include the Central American Commission on
Environment and Development, the Reglonal Council for Agricultural Cooperation
(CORECA), and other regional mechanisms that support Honduran efforts to

implement sounder economic and development policies.

We will continue to encourage Honduran participation in ROCAP-~sponscred
projects, meetings and seminars on key policy topics of regioﬁal 1ntéresﬁ'
("the horizontal response”™). USAID will assist Honduras in implementing
policies adopied by the regional community ("the vertical response™). The
Mission anticipates that ROCAP will refocus its resources away from weak
regional 1nst1tﬁtions and toward more intensive and less costly efforts to
encourage greater harmonization of national policies and to promote

intraregional trade and improved interchanges of development experience.

Although Honduras is unlikely to be a major financial contributor to regional
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institutions, USAID will encourage the GOH to take full advantage of regional
opportunities._ This means clearing 1its arrearages to CABEI and utilizing
CABEI resources to finance projects which benefit Honduras. We also will
support ROCAP efforts to work through those regional institutions which can
attain financial self-sufficiency without continuous injections of AID

resources,

USAID's policy dialogue will encourage greater Honduran participation in
intraregional trade. Dismantling protective barriers and realigning exchange
rates on market terms will encourage trade on mutually beﬁeficial terms,
Likewise, we will continue our work to help the GOH streamline its custom

procedures, thereby reducing arbitrary actions and cumbersome border crossings.

On the international level, USAID will encourage Honduras to take full
advantage of opportunities for enhancing trade, investment and increasing

donor flows, This means promoting full Honduran participation in EAI, PDD,

CBI and regional consultative group mechanisms, It also means supporting
Honduran efforts to join GATT thereby gaining access to markets and benefiting
from its improved trade pollcies. Of critical importance will be continuous
and aggressive USG leadership at both the field and Washington levels to help
Honduras better mobilize increased assistance from IMF, IBRD, IDB and

bilateral donors. Furthermore, Honduran participation in Paris Club debt
reschedulings and Consul;étive Group meetings will be indispensable for

‘achieving higher economic growth.

‘The strategy outlined above will not require AID financial resources. It will
require, however, substantial staff time and USG leédership. As such, USAID
does not inteﬁd to develop new projects or programs in support of this
objective, Instead, the Mission will ensure that its policy dialogue and
bilateral projects adeguately promote more effective Honduran regional and

international cooperatioan. -
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D. Program Consolidation

In the 19808 Honduras had one of the largest USAID programs in the world. For
‘the . past four years, USAID has been consolidating its program and reducing the
number of its projects. The 1992-96 strategy will further accelerate this
consolidation while refocusing resources only on those most critical

objectives contained in the U.S. Economic Assistance Strategy for Central
America, 1991 to 2000. This represents a substantial narrowing of the scope
of our program when compared to the one implemented in the 1980s. It brings
our strategy in line with what are expected to be reduced USAID funding and
staffing levels for the 1990s.

Program consolidation is being implemented in a number of different ways.
First, it is reflected by nariowing the number and scope of USAID's strategic
objectives and reducing those requiring new USAID program initiatives and
funding. Of our six stfategic objectives, only one (Improving Sector
Policies) requires major new program funding during this CDSS period. Four

~ other strategic objectives (Investment and Trade, Social Sector Programs,
Natural Resource Conservation, and Democratic Initiatives) will be supported
largely with already approved and dngoing projects and with local currency and
regionally~funded activities. The fipnal objective (Reglonal and International
Cooperation) will not require USAID funding. It will be supported through
ROCAP programs and our ongoing policy dialogue process.

Even within these six strategic objectives, USAID has further narrowed its
foéus. For example, we are concentrating only on a few sector policy reforms
in agriculture, trade and investment, and finance while implementing our
strategy within a2 multi-donor approach that will further leverage our

. resources, Support of stabilization measures and important reforms in key
séctors such as energy and public enterprises are being left to other donors.
This represents a substantiai narrowing of our policy dialogue when compared

to the much broader approach included in programs of the 1980s.

Likewlse, USAID will assist far fewer private sector organizations than we did
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in the 1980s. We will work only with those NGOs that have a proven track
record in supporting our strategic objectives and in mobilizing non-AID
sources of'funding. There will be a gradual narrowing of our focus in the
social séctors. We will phase out major AID funding in primary health and
primary education as other donors prove willing to pick up these progréms.
OQur Environmental and Natural Resource Conservation strategy does not require
the initiation of any new dollar-funded projects. It will be supported by

ongoling DA projects, local currency and regionally-funded activities.

In Democratic Initiatives, USAID 1s supporting only five of the ten prograﬁ
objectives Included in the U.S. Strategy for Central America. Those
objectives not included in USAID's program will be pursued by other USG
agencies within a coordinated Country Team approach to streﬁgthening
democratic institutions. We also expect to complete most of our aésistance to
the National Electoral Tribunal and to the Netional Congress by the end of the
CDSS period. | .

Program consolidation also is feflected in those sectors USAID has chosen not
to address. Although there are potential development opportunities in ehergy,
mining, tourism and infrastructure financing, we are leaving these areas to
other donors. Likewise, there are serious problems in Honduras' public
enterprises and in modernizing its public administration. We expect thaf

these areas will be addressed by other donors.

In the social sectors, USAID will not have the resources to address the
serious problems in Honduran universities and in secondary education. We will
greatly limit the numbers of PV0Os we support. New development projects will
only be initiated when they are reinforced by sound sector policies. We will
continue to reduce the number of projects in our portfolio. USAID will
encourage other donors to replace our funding in certain key areas like
stabilization asgistance and in primary health and primary education. To
further complement our resources, we will encourage other USG agencies and

other donors to increase assistance to Honduras in their areas of expertise.
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1V. RESOURCES
A,  Overview

After years of heavy dependence on U.S. econémic assistance, Honduras moved to
diversify its access to external resources in 1990. From 1985 to 1990, AID
inflows averaged $158 millipn per year. The GOH reform program, initiated in
1990, opened the way to renewed flows from multilateral and bilateral donors.
This program will permit increased reliance on financing through export

revenues, foreign private investment and domestic saving.

During the CDSS period, total Honduran exports are projected to grow from $1.2
~billion in 1991 to $1.9 billion in 1996. Unlike other Central American
countries, traditional exports (bananas and coffee) will be largely
responsgible for the growth 1in export recéipts. These two crops will account
for one—hélf the increase in export revenues from 1991 to 1996. Honduras
enjoys excellent prospects for expanding banana sales'abroad, especially to
European markets. Coffee export revenues could rise through processing
improvements, Nontraditional exports -- especially cultivated shrimp -~ are
also expected to increase. The share of nontraditionals in total exports Is
projected to grow from 26.2 percent in 1990 to 30.1 percent in 1996. Expérts
.from EPZs (registered as curreat account transfers, not as "exports” in the
balance of payments) are projected to surge from $38 million in 1991 to $77
million in 1996,

As Honduras continues to improve its investmeat climate, private capital will
be another important source of financing. In response to more favorable
policles, USAID projects net direct investmeant from abroad to rise from $48
million in 1991 to $123 million in 1996. In addition, large foreign
investment flows are expected to enter the EPZ's (these flows are recorded as
off-shore activities). Through 1990, there were substantial capital outflows
from Honduras. If these are reversed, the country will have another important

source of fiﬁancing.
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In addition, the Inter-American Developﬁent Bank (IDB) and the World Bank are
expected to respond to improved GOH economic policies with substantial net
positive resource flows (net of debt service). IDB flows alone could exceed
$1.0 billion during this CDSS period. The GOH should also be able to mobilize
additional bilateral asslstance from Japan, Germany, Taiwan, Venezuela,
Mexico, Canada and other European donors. While Honduras may not qualify for
renewed commercial bank lending by 1996, bilateral credit programs such as the
u.s. Export-Import Bank and CCC should become a growing source of short-term

commercial credits.

However, all of these resource flows need to be placed in the context of
Honduras' high debt service burden. A large percentage of IFl and other donor
flows will be needed just to service World Bank, IDB, IMF and CABEI loans that
alone will average about $150_million per year (over b percent of GDP) during
this CDSS period. Some progress will have to be made in reducing the
country's bilateral debt (especially to Mexico and Venezuela) and cleaning up
its commercial payﬁents to international private banks. This effort to better
mahage Honduras' debt problems and to make the country creditworthy will
reduce the overall short-term resource flowas available to promote Honduras'

economic growth,

B. Program Funding

A key role for USAID assistance is to help Honduras maximize the resource
flows described above as we11 as to achieve the strategic objectives outlined
in this CDSS. To accomplish this, USAID must have available a level of
resources that cﬁn influence the policy and structural reform process in
Honduras., This means providing a significant level of fast-disbursing sector
assisﬁance and complementary project resources that can influence both GOH

decision-making as well as other donors.

In arriving at the program funding level for the CDSS period, the Mission took

into consideration the following factors:
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- In order to achieve the economic growth targets proposéd in this CDSS,
the simulation model shown in Annex 3 estimates an average annual financing
requirement from official donors of about $550 million. The Mission believes
that an appropriate USG level is to finance 20 to 25 percent of this amount or
an average of $126 million per year. Such a level is consistent with our
strategy of encouraging the IFIs and other bilateral donors to expand their
assistance to Hondukas while'providing sufficient USAID resources to influence
the GOH and other donors. This level represents a substantial reduction in
the USGs share of official development assistance compared to the 1985-90
period. Any further reductions would endanger Honduras' ability to achieve

- CDSS térgets and weaken USAIDs impact on the policy reform process.

-~  Throughout the CDSS period, Honduras will confront a crushing IFI debt
burden, In effect, this requires that the first $150 million of IFI
disbursements be “"round-tripped” back to the IFIs each year. While the GOH
anticipates large IFI and othér donor assistance in the coming years, the
heavy IFI debt burden will reduce substantially the impact that this

assistance will have on Honduras' overall ecoanomic growth,

-~  Honduras remains one of the poorest countries in Latin America. It is
one of the few IDA-eligible countries in the region. There is a strong U.S.
foreign policy rationale for continuing a large USAID program here.

-~  Finally, during the 1985-90 period, Honduras received approximately 10,4
percent of the LAC budget. Even though a new GOH implemented historic
economic reforms in 1990-91, Hdnduras' share of the LAC budget dropped to 8
percent in FY-91/92. The current GOH continues to make valient efforts to
1mptcve Honduras' macroeconomic and sector policies, The country continues to
rank high within most other LAC performance indicators. To reduce even
furthef Hondurag' share of the LAC budget would be inconsistent with
performance based budgetary criteria and would cast doubt on the USGs ability

to support necessary but politically difficult changes.
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As a result, USAID proposes the following level of resources for this CDSS

period:
Source Fiscal Year in Millions of US$
FY 92 FY 93 FY 94 FY 95 FY 96
Economic Support Funds (ESF} 50 50 85 65 50
Development Assistance (DA) 41 41 48 50 51
PL-480 Pood Aid - 20 20 20 20 20
TOTAL | | 111 111 153%  135% 121

In addition, USAID assistance should be complemented by U.S. debt feductions
and additional resources provided by other USG agencles. ~For example,
Honduras should receive increased assistance from the U.S, Export-Import Bank,
the Overseas Private Investment Corporation, the USDAs Commedity Credit
Corporation, and the Department of Commerce Latin American Trade Center. The
U.S, Peace Corps should continue to have one of its largest programs in
Honduras, The Inter-American Foundation will coatinuve to provide small grants

to PVOs and other community groups.

Honduras also should continue to be a major recipient of U.S. military
assistahce (MAP). These resources are being used to professionalize the
Honduran military, develop a National Defense College, improve the military
justice system and finance civic action, Funds from MAP and the Departments
of State and Justice are also being used to professionalize the police force.

(FUSEP). USIS will continue its international visitors and scholarship

* Program funding levels are increased in FY-94 and FY-95 in order to better
support a new democratically-elected goverament that will take office in
Janvary 1994, This will provide positive incentives to encourage the '
continuation and deepening of the economic reforms initiated in the 1990-93
period,
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programs. The National Endowment for Democracy (NED) should continue to
provide assistance to help modernize Honduran political parties.
Regionally-funded AID projects such as AIFLD, LAAD, RENARM and others will

also continue to be important sources of support for Honduras.

C. Staffing and Operating Expenses

In response to our consolidation efforts and a deﬁline in program funds, USAID
anticipates that its overall staffing levels can be reduced by 25 percent
during the CDSS period. This means a decline from 238 FTEs (USDHs, PASAs;
FSNs, PSCs) in FY-91 to 178 in FY-96. Total U.S. citizen employment will be
cut by 34 percent and FSN employment by 22 percent. There will be decreases
in USAID's Operating Expenses. However, the dollaf component of our OE budget
should be increased to reduce our current heavy dependency on local currency
‘Trust Funds. Annex 7 contains USAID's detailed plan for reducing staffing and
OE levels. | |

USAID believes that further cuts in staffing and OE resources would be
1nappropr1ate and inconsistent with meeting our accountability
responsibilities. The strategy proposed in this CDSS will continue to require
substantial USAILD leadership and intensive staff support, In recent years,
USAID has had to play a major leadership role in helping the GOH formulate and
implement'iﬁs macroeconomic and sector reforms and in mobilizing IFI and other
donor assistance. Much work was required to get Honduras to understand and
better utilize Paris Club and Consultative Group mechanisms. A substantial
amount of USAID staff time (both in Tegucigalpa and Washington) has had to be
dedicated to helping the GOH better manage its debt problems, especiallj with
the IFIs, This type of intensive USAID leadership and staff support will hive
to continue throughout the CDSS period if Honduras is to achieve higher
economic growth and effectively-participaté in new initiatives like EAI and
PDD,

Likewise, USAID has been the recognized leader among donors in promoting

trade, investment and privatization and in helping Honduras take advantage of



- 50 -

the Caribbean Basin Initiative. . USAID continues to be the lead donor in
finanding primary health, family planning, primary education, training,
housing, microenterprises and food aid programs. Many of Honduras'
environmental protection and natural resource conservation programs were
pioneered with USAID technical assistance. No other donor is providing

assistance to strengthen democratic institutions.

These programs cannot be effectively implemented without intensive USAID staff
support, monitoring and supervision, This is particularly important because
Honduras has such a weak institutional and human resource base. It is made
even more difficulc by the country's inadequate management and accountabiiity
systems, ﬁoor policy planning and implementation mechahisms, difficulties in
dealing with the IFIs and a-history of poorly utilizing resources that are not

properly supervised,

During the past decade LAC had the foresight to establish a well-staffed USAID
Mission that could maintain adequate supervision and accountability systems,
As a result, in the 1980s over one billion dollars of U.S, economic assistance
was provided to Hdnduras without major scandals or misuse of funds. This
represented a significant achievement that could not have happened without a
properly staffed USAID Mission.

While USAID has been encouraging Honduras to broaden and diversify its
intefnatioﬁal cooperation, such an effort will take time and will be ongoing
throughout the CDSS perlod. We are hopeful that the IMF and the World Bank
will assume an even greater leadership role and that the IDB will gfadually
become the single largest funding source for economic and development
programs. USAID also expects to gradually phase-out its assistance In some
areas as other donors expand their programs., However, for this to happeﬁ,
USAID must continue to have a well-staffed Mission that can exercise strong

policy and programmatic leadership,
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CDSS ISSUES

1. Scope of the Proposed Strategy

The strategy proposed in this CDSS i{s narrowly focused. Major new program
initiatives during FY-92 to FY-96 are largely directed to only one strategic
objective (Improving Sector Policies) while other strategic objectives will be
supported through already approved and ongoing projects and with regional
projects, local currency and policy dialogues. Other donors will assume the
lead role in supporting GOH macroeconomic stabilizacion programs., As other
donors expand their programs, USAID will phase-out of primary education and
primary health. By the end of the CDSS period, USAID will complete its
assistance to the National Electoral Tribunal and to the National Congress and
thereby narrow its DI assistance. It i3 expected that the Inter-American
Development Bank and World Bank will become the largest donors in Honduras.
Other bilateral donors will increase their support to Honduras. USAID will
continue to reduce the number of projects in its portfolio, support far fewer
PVOs/NGOs, not enter new sectors like energy or mining nor finance capital
projects, and reduce overall staffing levels by 25 percent.

Is this strategy too narrowly focused? Should AID budget planning levels be
increased? Should greater flexibility be introduced into this strategy?

Honduras remains one of the poorest LAC countries and one of the few
IDA-eligible countries in the region. The current GOH i3 improving the
country's macroeconomic and sector policies when compared to the 1980s. The
country continues to rank high within all other LAC performance indicators.

It has a crushing IFI debt burden requiring that the first $150 million of IFI
disbursements each year be "round-tripped” back to the IFIs, There is a
strong U.S. foreign policy rationale for continuing a large USAID program in
Honduras., Several high priority development projects could benefit from USAID
assistance if additional funds were made available above the budget levels
proposed in this CDSS.

Furthermore, it is possible that IMF/IBRD will nnot alone be able to assume the
leadership role we are anticipating during this CDSS period. In FY-90 and
FY-91 the Fund encountered difficulties in negotiating stabilization programs
with realistic targets (See FY-91 ESF PAAD for further details). There have
been disagreements between the Fund and Bank over stabilization and structural
adjustment objectives. These have threatened to disrupt GOH-IFI relations.

On occasion the GOH has called upon USAID to arbitrate these disagreements.
The Fund also has called upon USAID for help in negotiating and implementing
its Stand-by, in part because of its lack of in-country presence, GOH
inexperience in dealing with the IFIs, and the expertise USAID has gained over
the past ten years in analyzing and supporting Honduran stabilization
programs. USAID will continue to encourage the IMF/IBRD to assume the
leadership role in the stabilization area. We are hopeful that as the Fund

" and Bank gain additional experience working with the GOH that some of these
problems can be overcome. However, it is quite possible that USAID will have
to continue to play a close supporting role if IMF/IBRD assistance is to be
continued.

The World Bank and the IDB told the GOH that they will expand substantially
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their fast-disbursing sector and other programs if the GOH sticks to its
macroeconomic and sector reform programs. The IDB President has anncunced
that Honduras could receive $1.0 billion in new IDB assistance over the next
several years. In 1991 the World Bank is implementing a large SAL II program,
and a multi-donor project for the FHIS. Moreover, it is developing new Energy
Sector and Agricultural Sector Programs, and has under consideration a Social
Sector Reform Program. Despite these efforts the GOH believes that both Banks
are moving too slowly to disburse funds and to replace the leadership and
funding that USAID has provided., There are growing concerns that 1991 may
again be the second year of negative net IFI disbursements to Honduras,

There are also concerns about whether the World Bank, IDB or other deonors will
be prepared to assume an aggressive leadership role in primary education and
primary health and thereby replace USAID assistance. Both Banks are currently
developing a fast-disbursing Social Sector Reform Program that will support
GOH efforts to improve further its policies in education, health and
nutrition, However, this Program does not specifically address some of the
institutional, managerial and technological constraints limiting GOH expansion
of social sector coverage. These are being addressed in USAID projects.

USAID will continue its dialogue with the IFIs on these issues, We also will
help the GOH address these constralnts by developing primary education and
primary health project proposals for presentation to the IFls and other donors.

In addition, the proposed strategy anticipates a narrowing of USAIDs DI
program through completion of assistance to the TNE and National Congress.
This assumes that the Natlional Congress approves the electoral reform
legislation needed to strengthen the TNE and that AID-financed imstitution
building efforts in both the INE and National Congress stay on track. It also
assumes that the TNE will be able to organize and carry out the November 1993
national elections better than it did in the 1980s.

" Finally, Honduras is a disaster-prone country. Almost every year it
experiences some type of flooding or drought. Over this century its North
Coast agricultural production areas were devastated by a major hurricane every
15 to 20 years. The last such disaster was in 1975. While such incidents
cannot be predicted, they could have a significant impact on the proposed
strategy.

While USAID has recommended a narrowly focused strategy for FY-92 to FY-96
unexpected events could require broadening this strategy. Any such broadening
would require additional resources. Given expected funding and staffing

levels for the 1990s, we believe that the proposed strategy directs limited
USAID resources to the highest priority development areas.

2. IFI and Bilateral Donor Flows

In accordance with the Economic Assistance Strategy for Central America
1991-2000, this CDSS anticipates that the IFIs will expand their programs in
Honduras in the 1990s and that the GOH will be more successful mobilizing
additional assistance from countries such as Japan, Germany, Mexico, Venezuela
and other bilateral donors. In addition, it is expected that a growing
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proportion of donor flows during this CDSS period will be provided in the form
of fast disbursing balance of payments and sector assistance rather than
slower disbursing project assistance that often requires high levels of GOH
counterpart contributions. '

In 1990-91 the IFIs have attempted to respond more favorably than in the
19808, The IMF has agreed to Stand-by arrangements in both 1990 and 1991. It
supported GOH efforts to reschedule bilateral debtas in the Paris Club., The
World Bank has taken the lead in developing a large SAL II program with
complementary cofinancing from IDB and bilateral donors, The World Bank and
IDB also are finalizing large fast-disbursing Energy Sector and Agricultural
Sector locans. They have under consideration a new Social Sector Reform
Program and various new project loans. The IDB President recently announced
in Tegucigalpa that Honduras could receive $1.0 billion in new IDB assistance
ovar the next three years. In December 1990 the World Bank organized a
Honduras Consultative Group (CG) meeting to urge expansion of donor assistance
to Honduras. The Bank indicated that the country's highest priority need was
for policy-based fast-disbursing balance of payments and sector assistance,

Nevertheless, the GOH has been critical of both the World Bank and IDB.

During 1990, a year of historic Honduran economic reforms, the World Bank
received in GOH loan repayments more than 3 percent of GDP over what it
provided in new disbursements. Thease GOH repayments virtually neutralized all
0of our 1990 ESF disbursements. In 1991, the Bank may not be able to deliver
on its commitment to the GOH of providing Honduras with positive net flows.

In addition, the World Bank has been unable to define to the GOH or the USG
what its overall flows to Honduras might be during the CDSS period. It
continues to project an ambivalent attitude of whether its primary objective
is reducing the Bank's Honduran credit exposure or helping Bonduras implement
major economic reformg., Rightly or wrongly many Hondurans believe that the
World Bank's principal objective is to attract ESF, Japanese and other donor
disbursements so as to help the GOH reduce its World Bank debt rather than to
promote higher levels of economic growth.

In addition, the GOH has been critical of the slow IDB response. Since the
IDB's fast-disbursing sectoéor loans cofinance World Bank programs, IDB
disbursements are subject to the same delays characterizing World Bank -
programs. The IDB also has been slow in developing new project loans.
Furthermore, disbursements from ongoing IDB projects have been delayed because
the GOH could not keep current on its IDB debt service payments.

Moreover, there have also been unexpected problems with some bilateral _
donors.. While the Japanese were forthcoming in providing cofinancing to the
World Bank SAL 1 program in 1990, they have proven reluctant to follow through
with similar assistance ia 1991 for SAL II, The German government has offered
to cofinance a part of the SAL II, but this assistance has not as yet been
finalized. At the December 1990 Consultative Group meeting many bilateral
donors appeared more comfortable providing traditional project assistance
rather than fast-disbursing balance of payments and sector assistance,
Nevertheless, some donors such as Spain, Venezuela and Mexico are following
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through with long~term commercial and other credits with a balance of payments
impact.

What this means is that high level GOH and USG officials will have to coatinue
lobbying other donors aggressively to increase their flows to Honduras.
Otherwise the proposed CDSS growth targets cannot be achieved. High level USG
officials have already been involved in such an effort throughout 1990-91,
This must continue throughout much of this CDSS period. High level talks are
needed with the IFIs and other donors such as the Japanese. Aggressive USG
use of PDD and Consultative Group meetings is also important,.

‘The USG dialogue with the donors must emphasize: (1) the urgent need of
supporting GOH macroeconomic and sector policy improvements that can produce
higher levels of economic growth, (2) the c¢ritical GOH need for
fast-disbursing balance of payments and sector assistance rather than a
proliferation of new projects that require large GOH counterpart '
contributions, (3) the serious GOH debt problem and the need for debt
reduction and relief and (4) the need to help Honduras obtain larger flows of
foreign private investment., It 1is these types of donor actions that can help
the GOH achieve the economic growth targets specified in this CDSS and in the
Economic Assistance Strategy for Central America, 1991-2000.

3. Stabilization Assistance

This CDSS assumes that the IMF/IBRD will play the lead role in supporting
stabilization programs while USAID focuses on supporting structural reforms in
key sectors of the economy. The IMF and World Bank have assumed this lead
role and we expect to phase-out cur support for stabilization objectives over
the CDSS period. Nevertheless we need flexibility. As indicated in this
CDSS, atr times it may prove necessary for USAID to incorporate some

- stabilizaticon type conditionality in its sector reform programs in order to
further reinforce IMF/IBRD programs. We have followed this approach in both
FY=-90 and FY-91. Future USAID support of stabilization objectives (e.g.,
lower fiscal deficita, exchange rate flexibility) would be pursued not as ends
in themselves -- as 18 done in a classic Fund program -~ but as means of
achieving specific sector reforms.

For example, high fiscal deficits throughout the 19808 squeezed out credit to
the private sector and choked off private investment. Lower fiscal deficits
are needed not just to stabilize the Honduran economy but also to achieve GOH/
USAID sector objectives of increasing private investment. Likewise, Hondurasg"
unwillingness to devalue in the 1980s limited the country's capacity to export
and to maintain its ianternationmal competitiveness. BExchange rate flexibility
is not only needed to stabilize the economy but to achieve GOH/USAID
objectives of increasing Honduran exports and promoting agricultural
development.

Throughout the 1980s and early 1990s stabilization objectives (e.g., fiscal
deficit reduction, exchange rate adjustments, debt service problems) dominated
the GOH-USAID policy dialogue process. While important structural adjustments
were also included in ESF and other programs, they were often overwhelmed by
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problems in achieving stabilization objectives., As a result, in the 199038 we

hope to concentrate far more USAID policy dialoguing on sector-based
structural reforms while leaving stabilization programs to the IMF and IBRD.

4. Honduran Debt Service Problems

Honduras is confronting major debt service problems that can be addressed only
in part through Paris Club debt reschedulings., There is a large IFI debt
service burden that cannot be rescheduled and must be managed throughout this
CDSS period. The country's most significant debt service problems are with
the World Bank, IDB, CABEI and with non-Paris Club bilateral donors like
Mexico and Venezuela, Honduras may not be able to grow out of its heavy debt
burden without debt forgiveness and reduction especially by the bilateral
donors. The country's large debt service burden, especially tc the IFIs, will
be a major drag on its economic growth unless more innovative and longer term
solutions can be found.

In the Mission's last CDSS the {importance of the Honduran debt problem was. not
fully appreciated nor recognized as a major constraint to economic growth,
Large ESF cash transfers were provided in the 1980s that directly or
indirectly were "round tripped” to the IFIs which limited their impact on
Honduran economic growth, In 1990-91 ESF and a Treasury bridge loan along
with other donor resources were used to get the IFIs back engaged with
Honduras. It was fully expected that this action would lead to positive net
flows of international assistance,

GOH debt service payments to the World Bank, IDB, IMF and CABEI alone will
average about $150 million per year (or 6 percent of GDP) during the 1992-96
CDSS period. Over the past several years, problems related to Honduras'
ability to generate sufficient foreign exchange to service its IFI debts have
consumed an inordinate amount of GOH and donor time. They have often diverted
attention away from implementing stabilization and structural reforms. These
problems will continue to require high level GOH, USG and donor attention
unless some better solutions can be found.

To date the only solution to the IFl debt service problem has involved the
provision of fast-disbursing World Bank SAL and Sector Loans along with
cofinancing from the IDB and bilateral donors like the Japanese. These new
IF1 loans have included a large component of highly concessionary IDA/FSO
financing. 1In effect, this replaces older, higher interest IFI debt with
softer terms. Almost all of these new IFl disbursements are returned to the
IFIs along with scme ESF and other bilateral assistance. These operations are
in effect a form of IFI debt refinancing. '

However, these World Bank/IDB operations have turned into extremely complex
and time-consuming undertakings. They have required ESF and other bilateral
donor funding to make them work, There 1s growing GOH frustration with these
operations and with the IFIs., Many Hondurans cannot see “light at the end of
this debt tunnel”. They believe the World Bank is using these operations to
" reduce its own exposure in Honduras rather than to promote the country's
economic growth, Unless a simpler and better solution is found to Honduras'
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IFI debt service problems, financial shortfalls and stagnant economic growth

may lead to the defeat of current GOH economic reforms in the November 1993
national =lections. ({See attached from one of Honduras' leading newspapers).

5. U.S. Debt Relief

As part of a comprehensive resolution of Honduras' debt service problems this
CDSS proposes that actions be initiated to forgive all of the country's prior
PL-480 Title I and Development Assistance Loans, We also recommend that this
be used to encourage other bilateral donors to take similar action.

Honduras almost qualifies as an RLDC., It is one of the few IDA-eligible
countries in Latin America., Given declining ESF levels, EAI debt reduction
provisions, Honduras' weak balance of payments position and GOH efforts to
regala creditworthiness in the international financial community, the Mission
recomends that PL-480 and DA loans be forgiven as has been done for RLDCs,.

Based on the FY-1990 Food Aild Legislation, USAID understands that
consideration is already underway for forgiving previous PL-480 Title I loans
‘which total $105 million., (In the 1990s Honduras will be a PL-480 Title III
country in part because of its debt service problems,) USAID believes that
similar consideration should be given to forgiving (as opposed to reducing)
previous AID Development Assistance Loans which total $339 million. Through
the EAL and other legislation, debt relief should be used as an additional
instrument for supporting GOH efforts to implement its macroeconomic and
sector policy reforms.

6. Investment and Export Promotion

Improving Honduras' investment climate and export performance remain two of
the critical issues for increasing the country's growth rate in the 199%0s.
Over the past six years some important progress was made with USAID support.
For example, Honduras cautiously adopted a series of new policies and laws
that are now shifring the country to an export-led private sector development
strategy. This transformation has been accelerated over the past eighteen
months by the macroeconomic and sector policy reforms implemented by the new
Callejas government.

In the 1980s new private institutions were made operational to promote
investment and exports such as the Foundation for Inveatment and Export
Development {FIDE), the Federation of Agricultural Producers and Exporters
(FPX) and the Honduran Foundation for Agricultural Research (FHIA). These
institutions should have even greater impact in the 1990s now that the GOH 1is
moving more aggressively to remove policy constraints that have hindered
investment and exports., In addition, with USAID support, Honduras' leading
private sector organizations such as the Confederation of Private Sector
Organizations (COHEP) and the Chamber of Commerce and Industry of Cortes
(CCIC) are now engaged in lobbying the GOH and the private sector itself for
new policles, laws and attitudes to encourage investment, exports and an open
and transparent market economy. '
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In addition, the Honduran Congress passed legislation encouraging exports and
authorizing the development of privately financed Export Processing Zones
(EPZs)., In the past four years twelve state-owned enterprises were privatcized
generating $15 million in private investment., GOH macroeconomic and sector
refgorms in 1990-91, especially devaluation and agricultural price
liberalization, provided important policy stimulus to exporters and to
investors. In 1990 the Honduran Congress passed a new law that allows foreign
investors to own land within 40 kilometers of the Honduran coast. This
removed one of the key legal constraints to the development of the country's
tourist industry and to foreign investment in tourism. Some efforts have been
made to encourage petroleum exploration and to promote increased banana
.production. Nontraditional agricultural exports such as cultivated shrimp and
melons are rapidly increasing. :

Five privately financed Export Processing Zones (EPZs) are cutrrently under
construction. They are attracting major new foreign investors. While these
EPZs are not the solution to Honduras' investment problems, they serve as
highly effective demonstration models of what greater liberalization and
openness to foreign investment can mean to the rest of the Honduran economy.
As many as 100 EPZ factory shells could be in operation by 1996,

However, while significant progress has been made, much more needs to be
done. Constant IFI debt service crises in 1990-91 and political difficulties
in managing stabilization measures and price liberalization actions have not
allowed the Economic Cabinet to focus sufficient time on modifying Honduras'
inadequate investment code and laws, accelerate privatization or promote more
investment in key areas like bananas, petroleum exploration or shrimp '
farming. Policy changes are still needed to support announcements by both of
Honduras' large multinational banana producers (Standard, Chiquita) to expand
their production., This is particularly important because expanded banana
production and exports may be the single most important short-run private
sector action to raise Honduraa' growth rate to 3.8 perceat by 1993, 1In
addition, fundamental legal changes are still needed in Honduras' investment
law to stimulate much higher flows of forelgn investment. Our policy dialogue
in these areas will be intensified throughout the CDSS period. They are a
major focus of our FY-91 ESF conditionality (see FY-91 PAAD for further
details), They will continue to be of high priority during the 1992-96 CDSS
period.

7. Traditional Versus Nontraditional Exports

In the 1980s the LAC Bureau supported an export development strategy that

emphasized the promotion of nontraditional exports. This was particularly
appropriate for an advanced developing country like Costa Rica with a much
more diversified economic base and a larger entrepreneurial class, While this

strategy produced some important gains for Honduras, especially in shriamp

farming and melon production, it was far less relevant for Honduras in the
short-term because the country's nontraditional export base is relatively

small,
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An effective export development strategy for Honduras must focus on both
traditionals and nontraditionals to significantly increase foreign exchange
earanings and economlic growth. This means that USAID and other donors must
direct more attentfion to helping Honduras promote its traditional exports
(bananas, coffee) as well as nontraditiocnals,

Over the past decade banana production in Honduras has been stagnant. An
overvalued exchange rate and inadequate access to securely titled land have

- hindered the expansion of foreign investment in the banana industry. During
the same time period exports from other major banana producing countries in
the region {Colombila, Ecuador, Costa Rica, Guatemala, Panama) increased by
approximately 42 percent. While Honduras slipped in terms of policy
performance, its competitors enacted special incentives designed to encourage
increased investment in banana production.

In response to GOH exchange rate adjustments in 1990 and the rapidly growing
worldwide demand for bananas, eapecilally in Europe and Asia, both of Honduras'
major multinational banana companies (Standard, Chiquita) have announced major
“expansion plans. European and other foreign investors have also expressed
interest in initiating new banana investments in Honduras. President Callejas
has publicly expressed his support for making Honduras inte the "most
progressive banana producing country in the world”. He clearly recognizes
that his country has a strong comparative advantage in this product that was
eroded throughout the 1980s by poor macroeconomic and sector policies.

Callejas has committed his government to create incentives that can increase
banana exports from 45 million boxes in 1989 to 70 million boxes in 1993 which
at current prices would increase foreign exchange generations from $343
million to over $500 million annually. This can be achieved by a relatively
small (5,000 to 10,000 hectare) increase in land under banana cultivation
which was estimated at 39,000 hectares in 1989 (1.1 percent of arable land).
An increase in banana production and exports may be the single most important
private sector actiorn to help Honduras significantly increase its economic
growth over this CDSS period.

The exchange rate reforms enacted by the GOH in 1990 represented a major step
in the right direction in promoting Honduran banana production. However, the
GOH has not as yet completely followed through on other needed reforms
especially those related to access to land (see 91 Tegucigalpa 5257 for
further details). Through USAID's policy dialogue and agricultural sector
program we will continue to support changes in land tenure provisions and
encourage other incentives that can facilitate a significant expansion of
foreign and local investment in banana production,

Likewise, Honduras' other traditional export -- coffee -- also offers the
country opportunities for increasing export earaings. This is particularly

. ilmportant because coffee 1s a small farmer crop that employs large numbers of
Hondurans. There are 60,000 small coffee producers, - It is estimated that
nearly 435,000 people depend upon coffee for their livelihgod,

Honduran coffee is sold in international markets at a substantial discount
because of poor processing. It averages nearly $10 less per bag of export
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coffee than the average New York price. By comparison, Costa Rica recelves
nearly $10 more per bag than the New York price. Processing improvements in
the Honduran coffee sector could produce new foreign exchange earnings. These
improvements include small on-farm wet processing plants and a revitalization
of larger processing plants.

In the 1980s the Mission successfully financed a Small Farmer Coffee Project

that helped Honduras increase small farmer coffee productivity and employment
and initiate a quality enhancement program. While this project is ending in

FY-91, the coffee processing improvement program will be continued within ‘the
Mission's new Small Farmer Organization Strengthening Project.

As indicated above, there are significant opportunities for increasing foreign
exchange earnings from Honduras' traditional export crops. They require more
USAID and donor attention than they received in the 1980s. While
nontraditionals still merit support, USAID's export development strategy in
the 1990s will be more balanced than it was in the 1980s,

8. Economic Growth Targets

From 1980 to 1990, the annual increase in Honduran GDP growth averaged 2.0
percent. We project a 1.7 percent increase in 1991, followed by an average
increase of 4.3 percent over the CDSS period. Two annual GDP growth rates are
especially important CDSS goal indicators -- the 3,8 percent increase in 1993
and the 5.3 percent increase in 1996, The former growth rate is possible if
the GOH sticks to its stabilization program and implements the deep
agricultural sector reforms supported by ESF and PL 480 programs in FY 91 and
later years., The 1996 growth rate requires the continvation of comprehensive
macroeconcmic and sector reforms.

Thus, a key underlying factor behind the projected sharp improvement in GDP
growth over the CDSS period is atraightforward -- better economic policies,.
As explained in the CDSS, the GOH followed poor economic policies in the
19808, These were corrected in March 1990 through deep and comprehensive
measures to liberalize the exchange rate, cut the fiscal deficit, reduce
effective protection and undertake deep structural reforms.

Once these measures take hold, the Mission expects a favorable private sector
response, It 18 projected to begin in 1991 and 1992 and grow through the
years spanned by the CDSS. As simulated in the CDSS scenarios in Annex 3, the
Mission believes that strong export-led growth is indeed possible for
Honduras, The Mission projected growth rates for all major agricultural
commodities on a crop—-by—-crop basis. We believe that the private sector
response to good policies 1s conservative and indeed possible. Export-led
growth will be bolstered by large private sector investment, financed by a
combination of domestic and external savings.

9. Policy Dialogue Agenda

To achieve the'objectives specified in this CDSS will require supporting
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~ changes in highly sensitive Honduran policies., These include, among others,
further liberalization of the foreign exchange and trade regimes, removal of
remaining price controls, reduction in the size of the public sector,
modifications -of the Agrarian Reform Law to permit operation of land markets
and land rentals, improvements in the investment climate that may eventually
tequire changes in the Honduran Constitution, breaking down oligopoly
arrangements that allow more competition in the Honduran banking system,
implementation of career cilvil service systems in the Judiciary and TNE, and
. election reforms,

Some of the proposed changes will be resisted by powerful vested interests.
These extend from leftist and campesino groups who oppose bitterly any changes
in the current Agrarian Reform Law to some private banks that may resist
actions to make the financial system more open and competitive, The policy
dialogue agenda outlined in this CDSS is limited in scope but ambitious., The
policy dialogue process will have to be implemented with great care and
sophistication, While USAID will vigorously promote policy changes, it may
not be possible to obtain breakthroughs in all areas.

It must be remembered that it took USAID many years of highly contentious and
difficult policy dialoguing to finally convince Honduran society of the
benefits of devaluation and price liberalization. Even today the reform
process in these areas is much improved but still incomplete. The lesson of
this experience is that the policy reform process is lengthy. Clearcut
breakthroughs that produce immediate benefits are rare. Most pelicy changes
must be accompanied by complementary measures that help translate reforms into
favorable results. If such measures are not provided, the impact of policy
changes may be dampened.

It also needs to be recognized that fundamental policy and structural change
is difficult in Honduras because of this country's historic commitment to
democratic and popular participation. Campesino groups, labor unions, private
sector associations, the press, the GOH bureaucracy and the Honduran Congress
and military all have significant influence over the GCH decision-making
process. There is a Honduran tendency to make decisicns by consensus after
lengthy public debate and dialogue rather than to mandate decisions from the
top down. Small groups of opponents to policy change can often stop or delay
‘needed reforms. While these factors can neutralize and dilute even the best
policy reform package, they also clearly reflect Honduras' strong commitment
to democratic procedures that incorporate views from many disparate groups.

USAID now has almost a decade of experience in high level policy dialoguing in .
Honduras. This effort produced major breakthroughs (e.g., devaluation, tariff
reform, agricultural price liberalization, implementation of a judiclal career
law, adoption of a new Municipal Reform Law, etc.) All of these efforts took
years to get adopted. They required intensive technical assistance to be
implemented. This experience clearly demonstrates that if USAID and the donor
community persevere, policy change can indeed be brought about in Honduras.

We must not, however, underestimate the difficulty.
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10. Primary Education and Primary Health

As part of its program consolidation strategy, USAID proposes to complete its. .
. large ongoing Primary Education Efficiency and Health Sector II Projects
during this CDSS period. Attempts will be made to graduate follow-on projects
to other donors and to terminate USAID funding in primary education and
primary health, These USAID projects have been highly successful in helping
to expand the coverage of basic social services and reducing the country's
high infant mortality. The success that Honduras achieved in the 1980s in
improving its social indicators was due in large part to the highly effective
technical and financial assistance provided by USAID. These USAID projects
also enjoy widespread GOH and private sector support. There are repeated
requests for wore USAID assistance in these sectors,

Honduras has been reported to the U.S. Congress as a child survival target
country with one of AID's largest primary health programs. It has also had
one of the Bureau's largest and most successful primary education programs
that has been used to meet Congressional earmarks. Significant segments of
the U.5. Congress continue to encourage AID to allocate more funding to
primary education, primary health and child survival especially in those
poorest countries like Honduras.

Most donors continue to look to USAID for advice and guildance in these
sectors, USAID is the recognized technical leader and this gap may be
difficult for other donors tc fill. While Honduras has made great strides in
improving social conditions, it still has some of the worst health and
nutrition indicators in Latin America., Much remains to be done.

Nevertheless, USAID believes that after 15 years of intensive USAID support it
is time to begin a process of graduating primary education and primary health
to other donors. With declining USAID funding and staff resources, other
donors should be able to move more aggressively into these sectors. We plan
to implement this graduvation in an orderly and systematic way. USAID will
complete its ongoing projects and work with both the Ministries of Education
and Health to develop follow-on project proposals for presentation to other
donors, We will then work to encourage other donors to expand their funding
in these areas. '

11. HG Funding

Honduras is struggling to reduce its onerous debt burden and to reestablish
its international creditworthiness. The GOH took a giant step forward toward
this objective ian 1990 by reducing its arrears to the IFIs and rescheduling
its bilateral loans in the Paris Club, Honduras has signed Stand-by
agreements with the IMF in both 1990 and again in 1991, These measures, plus
the macroeconomic reforms initiated in 1990-91, should help generate higher
rates of economlc growth by 1993-94, USAID expects Honduras to progress -
toward creditworthiness throughout the CDSS period and hopefully re-enter some
international capital markets through EXIM, CCC and HG-type guarantee programs,
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USAID believes, therefore, that it is reasonable to leave open the possibility
of a new HG program beginning in FY-94 or FY-95. Such a program can support
implementation of important financial sector reforms for shelter as well as
facilitate Honduras' reentry into international private capital markets. It
should also be noted that HG loans are more concessional than are ordinary
capital loans from IBRD and IDB that are currently being provided to

Honduras. Thus, because of potentially declining AID resources for Central
America, a HG lcan in the second half of this CDSS period could provide a
valuable source of funding for achieving important CDSS objectives. However,
before any such program is initiated, an indepth Country Risk Analysis will be
undertaken., Because of the HG's lengthy repayment period and its potential
importance in helping Honduras improve its shelter sector- policies, USAID
recommends that potential HG funding be included in this CDSS provided
Honduras continues to make acceptable progress toward internarional
creditworthiness. :



ANNEX 2

POLICY DIALOGUE AGENDA

This annex summarizes the major areas where policy changes are needed to
achieve the growth targets set out in this CD5S. The USAID program will
not be targeted at all these areas. 4 explained in the text of this
documeant, Wwe expect other donors to assume sole responsibility for '
supporting some of the required policy reforms. In other areas, we expect
to joln with other donors in promoting improved policies. The major policy
dialogue areas are listed below, along with a brief explanation of their
importance and the Mission's role —-— if any -- in supporting these reforms.

1. Stabilization

Throughout the CDSS period, the GOH must implement sound stabilization
policies. This means a low and declining public sector fiscal deficit.
Internal financing of the public sector deficit must be very low or
negative. Without a low public sector fiscal déficit, insufficient credit
and resources would be available to the private sector. Sound
stabilization policies alsoc call for a uniform, market-determined exchange -
rate and the careful use of monetary policies to control inflation.

Sound exchange rate policles are needed to bolster exports.

During the CDSS period, GOH stabilization policies are expected to merit
IMF and World Bank support. Given the importance of these policies for
achieving the objectives of Mission programs, we will mounitor GOH
performance in this area and discuss this performance with other doanors and
the GOH, However, with a firm GOH commitment to design and implement sound
stabilization programs supported by the IMF, we believe our efforts could
be better focused on the sectoral policies needed to achieve broad-based,
sustainable economic growth. The Mission will only use its resources to
support stabilization objectives to further sectoral objectives.

2. Agriculture

As brought out in the text of the CDSS and in Annex 3, we premige our
targets of strong overall economic performance on large increases in
agricultural investment, production and exports. This calls for
substantial improvements. in agricultural policies., Over the CDSS period,
better agricultural sector performance, requires policy improvements in
three areas which will form the centerpiece of the Mission's agricultural
sector program: : '

- Improved land security and markets. Encouraging the reallocation of
land resources to more intensive and productive uses. This means
permitting fee simple titles to land removing the risks inherent in
land tenure due to state- defined land use criteria and the threat of

" expropriation. Land owners must have clear and secure property and
investment rights and be free to mortgage their land, rent it or sell
it. Mission field work indicates that improved land security and
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transfer mechanisms are basic to create the conditions needed for a
surge in agricultural investment, production and exports. Tnis
encompasses one of the most important sets of measures the Mission will
encourage prior to and during the CDSS scenario. Once improved land
policies are implemented, we will collaborate with the GOH in carrying
out better land titling and market-based land transfer mechanisms.

.= Improved pricing and trade policies. The elimination of all price
controls on agricultural products ls another key agricultural sector
priority of the policy dialogue. The Mission will also encourage the
elimination of price controls on agricultural inputs. In coordination
with trade sector policies, the Mission will support the end of
quantitative restrictions and other trade barriers which impede
agricultural exports and imports.

= Improved access. Honduran agriculture suffers from restricted access
to credit, technology and inputs. TImproved credit policies are needed
to bolster farm productivity and investment as well as to set up an
effective land transfer mechanism. The Mission will work with the GOH
to liberalize credit markets, enabling an improved flow of resources to
efficient farms. Our program also calls for the privatization of
public sector activities, such as seed production and marketing, which
currently impede rather than promote the transfer of more productive
technologies and an efficient use of resources in the countryside.

The World Bank and the IDB are also developing agricultural sector
programs. USAID i{s closely coordinating the design of its agriculture
sector program with these entities, Although the World Bank and IDB
agricultural programs are still in the design stage, we expect them to
place considerable emphasis on reform of BANADESA, the public sector
"agriculture development bank, BANADESA is technically bankrupt and has
long suffered from mismanagement. The World Bank and IDB are examining
alternatives for liquidating or privatizing its assets and functions.
USAID does not intend to actively participate in the resolution of the
probléems facing BANADESA, The Mission also expects the World Bank and the
IDB to work closely with the Ministry of Natural Resources to better
support agricultural extension and research.

3. Trade

The Mission will support the GOH commitment to liberalize its trade
regime, During the CDSS period the policy dialogue calls for continuation
toward a uniform and low nominal tariff on imports with no exonerations,
except those required by international agreements. In 1991 the maximum
dispersion in the import tariff is 31 perceant with another 15 percentage
points in surcharges -— a total dispersion of 46 percent, Legislation has
- already been fully approved to reduce the total dispersion to 30 perceat in
January 1991. The policy dialogue will call for a further reduction in
this dispersion to no more than 25 percent by 1994 and 20 perceat by 1996.

We will also encourage the elimipation of all administrative barriers to
trade such as quantitative restrictions, licensing, trade moanopolies and
cumbersome regulatory procedures. We will cooperate with the GOH in
8implifying and streamlining customs procedures through the Policy Analysis
and Implementation Project.
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The World Bank's SAL II also calls for measures to reduce effective
protection. However, once the conditions of the SAL II are satisfied,
continued World Bank participation ia the improvement of the trade regime
is uncertain. We believe this area merits continued World Bank support.

4, Investment

During the CDSS period, the Mission will support GOH policies to encourage
private lovestment, These call for:

- A improved investment code. We will support legislatiom to streamline
investment procedures and to eliminate barriers against the entry of
foreign and domestic investmeat. We expect new investment to be
treated on aan equal footing with existing ventures, without Special
priviledges or impediments.

- Improvements in legal, regulatory and judicial systems. The Mission
will encourage the GOH to strengthen enforcement of contracts and to
promote fair, impartial treatmeant by the judicial system., 1Iegal and
regulatory improvements are being sought to enable businesses to carry
out their day to day operations without harassment.

~ Acceleration of the privatization program. The Mission will support.
the GOH commitment to accelerate the privatization of state owned

enterprises.

We do not expect other donors to play an active role in seeking
improvements in the iavestment climate.

5. Finance

Rapid and deep improvements in the financial system are urgently needed to
more than double the proportion of gross domestic savings in GDP between
1990 and 1996. Financlal sector reforms are also urgently needed to
improve the allocation of resources among productive activities and to
provide long term financing for housing and efficieat long term business
ventures, Our policy dialogue activities in support of these objectives
will call for the following measures:

= the complete elimination of all administrative controls on interest
rates.

- effective regulation of banking system activities, designed to
strengthen bank solvency, promote competition among banks, and
encourage an efficient allocation of credit among competing demands.

- a phase—out of directed lines of credit. This will emphasize the
elimination of all subsidies on central bank rediscounting operations.
The effective cost of these credits should be higher tc the banking
system than the uti{lization of deposits. The Miasion plan to phase out
its directed credit lines is presented in Annex 4,
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- the creation of instruments to permit long-term lending. This could be
greatly emhanced through the determination of interest rates according
to a market lndex, permitting the investment of pension, insurance and
other funds in long-term ventures.

= the gradual reduction of excessively high reserve requirements
(coordinated with the phase-out of directed credits) and increases in
the interest rates paid on legal reserves of the banking system.

Through its SAL II loan, the World Bank is preseantly participating in a
program to strengthen the financlal system. Once the SAL II is concluded,
World Bank participation in this area is uncertain. We believe the Bank
should develop a financial sector program to complemeant the Mission program.

b, Energz

The Mission is cognizant of the need to make effective use of Honduras'
energy resources and to improve the management of these resources.

Regional energy sales offer an important possibility of increasing

exports. In addition, the GOH must soon begin to plan for long-term
improvements in its electrical generating capacity to accomodate the demand
at the end of this century., However, both increased energy sales and

" long~term programs are hampered by poor management of the electricity
company (ENEE). It has an overstaffed workforce. Electricity rateayare
too low to cover costs, and ENEE has deep arrearages on its external debt,

The Mission also realizes the importance of reducing the role of the state
in controlling the importation, distribution and sale of petroleum
products. Moreover, the country's prospects for producing petroleum remain
uncertain due to highly complex rules and regulations impeding exploration.

The World Bank and IDB are developing an energy sector program to address
the above problems. These entities are especially concerned about energy
- gector policies because they hold a substantial part of the debt used to
finance the El Cajén Dam Project. The Mission agrees with the thrust of
the World Bank and IDB energy programs. However, we foresee no need for
our direct involvement in an energy sector program. '

7. Public Sector Enterprises

Through the SAL II, the World Bank ia seeking to scale down and improve
-afficiency in the GOH decentralized enterprises. The Bank is focusing on
improving the allocation of public investments and allowing public
enterprises more autonomy in setting rates.

While the Mission i3 compliementing the World Bank program -- through the
privatizatioa project and the Policy Analysis and Implementation Project
which is improving publie sector financlal accounts —- we prefer that the
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World Bank take primary responsibility in this area., After the SAL'II, we

would like to see the World Bank, possibly with IDB support, continue its
leadership in this area,

_ B, Social Services

We will continue to support the govermment's primary health care priority
in the face of overall government austerity and pressures to expand
hospital and curative health care, especially in the cities where voters
are concentrated. We will encourage liberalization of the import regime to
permit the free importation of pharmaceuticals outside the monopolistic
control of the Honduran Pharmaceutical Organization. Over this period, the
role of the Ministry of Health in developing and coordinating a Mational
NMutrition Policy will be strengthened, we will encourage a more aggressive
and comprehensive public approach to family planning services. We will
support other donor efforts to expand support of primary health care and
hospital expansion costs are reduced (thus reducing their relative share of
the budget) through improved management and efficiency.

Education policy dialogue will continue to emphasize the efficient delivery
of primary education services. We will stress the importance of '
maintaining the proportion of the national budget for primary education,
increasing the secondary school proportion, and decreasing the university
proportion. This focus will form the basis for our support of other donor
projects, particularly those of the World Bank who we expect to provide
financing and technical assistance for primary education. In the area of
vocational and technical training efficiency also will contioue to be
emphasized, both in instruction and in .the relevaance of the education to
the productive development sectors.

9. Democratic Initiatives

Policy dialogue in the four main components of Honduras' democratic system
{legislative, judicial, electoral, and local governments) will focus on the
professionalization of activities with the depoliticization receiving an
equal emphasis for judicial and electoral activities. Efforts to inform
the public about their rights and responsibilities will be encouraged.
Dialogue at all levels will support an effective transfer of power from the
central government to the municipalities, Policy dialogue in all Mission
areas of activity will be supported by the training to expose current and
potential leaders to democratic ideas and information.

10. The Environment

As articulated in the text and Anonex 6 of the CDSS, management of the
natural resource base and the environment 13 a high priority area.

Honduras must reverse the rapid deterioration of its natural resources if
sustained economic growth is to be achieved for future gecerations.
Fundamental changes in the way resources are percelved and managed are
required, this implies policy change in several areas, all of which will be
pursued during the CDSS period:
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Development and implementation of a comprehensive water law to make
allocatlon and use of water resources more ef ficient,

Further clarification of timber resource rights and establishment of
incentives to make individuals communities, the forestry industry and
OOHDEFOR more efficient in managing these resources. Full divestiture
by COHDEFOR of all production and marketing interventions.

Removal of restrictions relating to land titling and agricultural
prices that discourage on-farm investment in soll and water
conservation. '

Rationalization of ¢oastal zoue resource management relating to
mariculture development.

Inmproved regulation of agricultural, industrial, mining, and.uunicipal
pollution

Enactmeut of a comprehensive environmental law, and development and
implementation of a related environmental action plan.



ANNEX 3

SIMULATIONS OF THE HONDURAN ECONOMY THROUGH 1996

The CDSS assumes that the GOH will maintain and deepen strong macroeconomic
policies in the decade of the 1990s. In order to project the effects of
‘these policies on the overall performance of the Honduram economy,
USAID/Honduras made use of 2 simulation model constructed by the Worlid Bank.

The model projects visions of the Honduran economy, reflecting the
simulated effects of economic policy and exogeanous variables (such as
export prices) on key macroeconomic variables. These visions, or
scenarios, are not forecasts., Instead, they provide a framework for
analyzing the consequences of the interrelations between economic policies
and exogencus factors in the context of a model based on nationmal accounts
and the balance of payments,

The model and the scenarios {t generates are based on many assumptions. In
the course of adapting the model to the needs of the Mission, these
assumptions as well as the underlying structure of the model were subject
to numerous changes. The basic conclusions concerning the growth prospects
of the Honduran economy and its requirements to achieve increased growth
over the next six years, however, remaln virtually identical across the
diversity of assumptions and structures.

Three simulations -- each generating its respective scenario -- of the
Honduran economy through 1996 are summarized for the CDSS. The
presentation of the simulatfons is divided into three parts: (1)
assumptions underlying the model; (2) how the model works; and (3)
characteristics of the scenarios utilized for the CDSS. The latter section
examines the relation between the vision presented in the scenmarios and the
policy thrusts and major program themes over the CDSS period.

The three simulations assume that the GOH continues implementing a strong
and comprehensive macroeconomic program. All three simulations also assume
generally strong sectoral policies. However, they differ in the nature and
speed of GOH implementation of major reforms affecting the performance of
the agricultural sector.

1. Assumptions Underlying the Model

Good economic policy is the most important assumption behind all the
simulations of this model., This means a low (and declining) public sector
fiscal deficit, low domestic banking system finance of the public sector
deficit, a market-determined exchange rate regime, Interest rates
determined by market forces, transparent and streamlined government
operations, and deep sectoral reforws. Good policies are required in all
the scenarios to ensure favorable performance of key macroeconomic
variables simulated by the model, including increased GDP growth, high
export growth, substantial donor inflows on concessicnal terms, and ample
debt rescheduling. All the simulations run on the basis of this model
‘assume that mich-needed improvements are made In the investment climate,
the external debt burden, the financial system and the trade regime.



-2-

Other assumptions incorporated in all the scenarios are the following:

Tight monetary and fiscal policles are assumed. These will lower
inflation from 23 percent in 1991 to 10 percent in 1992, 8 perceat in
1993, 5 percent in 1994, and 4 percent anaually during the 1995-96
period.

Population growth is projected to decline gradually from 2.7 perceat
in 1991 to 2.6 perceant in 1996.

The growth rate of public consumption is held low. It stays constant

in real terms in 1991 and then gradually increases to 1.7 percent in
199, '

Inports of durable and nondurable consumer goods, petroleum,
intermediate goods, and nonfactor services are determined by their
estimated elasticities to GDP (using 1989 data as a basis for the
calculations). Imports of capital goods are determined by thelr
estimated elasticity to investment (also using 1989 data as a basis
for calculations). The import content of gross investment is between
50 and 60 percent. :

Investment growth 1s determined exogeaously; however, a lagged
incremental capital output ratio (ICOR) is examined to ensure
avoidance of an overly optimistic relation between GDP growth and the
need for new capital stock. In the base scenario (moderate '
agricultural growth) the IR is 5.0 in 1992, declining gradually to

2.9 in 1996. The latter represents a very efficient utilization of

capital. This is consistent with a scenario of good economic policies
and growth being propelled by improved agricultural performance. The
agricultural sector requires less capital investment per unit of
increased ocutput than growth in the industrial sector.

Export growth by industries in export processing zones (EPZs) isa
projected to surge, This is spurred on by good macroeconomic policles
and favorable investment conditions. The value added by these
industries averages a growth rate of 16.4 percent from 1990 to 1996
(increasing from $31 million to $77 million over this period). It
should be noted that the production and exports of EPZs are registered
as an offshore activity in the Honduran national accounts. Since the
simulation model i{s based on the GOH national accounts and balaace of
payments, the production and exports by these export processing zones
are treated as current transfers on the balance of payments, Even
though these transfers are not registered in GDP or exports, they are
vital for financing faports over the CDSS period. They improve the
country's balance of payments position through large current account
inflows.

All arrears to the IMF, World Bank and the IDB are eliminated in
1990, However, arrearages remain on debts to commercial banks,

suppliers, CABEI, non-Paris Club bilateral donors, and several minor
lenders.
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Two-thirds of these remalning arrearages are assumed to be cleared in
1991, Most of these are refinanced by the lending institutionms.
Commercial bank arrears are reduced by 3100 million im 199l and again
by the same amount in 1992, This is in the form of elimination of
interest arrears and debt coovergion of the principal at a fraction of
its face value (about 30 cents on the dollar).

Honduras will remain creditworthy for assistance from interunational
financial institutions throughout the 1991 to 1996 period. It is
further assumed that Honduras will find financing to £fill any
"unfinanced gap” that may temporarily appear in the scenario. This
figure is important In assessing the consisteuncy of the scenario with
veality, If an "unfinanced gap” appears and there is no realistic
chance of obtaining the necessary financing, the scenario should be
rerun == probably with lower growth rates.

" Gap filnancing 18 provided in the model at concessional terms, prdbably

from bilateral donors and from concessional financing by the IDB and
IDA. The terms of these loans are assumed to average 10 years,
including four of grace and six of amortization, with an interest rate
of 7 percent per annum. Even though the model always assumes this
financing is available, it should be underscored that too high an

“unfinanced gap" implies an inconsistency in the scenario.

Export and import prices use World Bank projections of January 1991,
The model does not explicitly consider price elasticities of supply or
demand, They are implicitly assumed to be highly inelastic. This is
a shortcoming of the model.

Gross international reserves are projected to rise to the equivalent
of one half month of imports im 1991. These reserves will further
increase annually by one quarter month of imports from 1992 to 1996,
This will permit gross reserves to reach 1.75 months of imports in
199,

Real net direct foreign Investment will respond to improved economic
policies with a growth rate of 10 percent in 1991, 15 percent in 1992
and 20 percent from 1993 to 1996.

2. Bow the Model Works

The model allows the user to arbitrarily assign real growth rates to three
sectors (agriculture, industry and others), net indirect taxzes and major
exports. However, overly high growth rates would quickly cause
inconsistencies with reality for two reasons:

Excessively ambitious GDP growth would strain the balance of payments
by requiring high levels of imports which are linked to GDP, High GDP
‘growth requires wmuch higher investment growth to sustain the increased
production. More than one half of the value of investment is assumed
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to be imported. Consequently, with other factors remaining unchanged,
increased {mports associated with excessive economic growth would lead
to . a deteriorated curreant account performaance in the balance of '
payments. This, in turn, would require more financing and would lead
to a deterioration in indicators relating to gap finaancing, the stock
of debt and debt service to GDP and exports.

- Projecting high GDP growth would also strain private coonsumption by
channeling a larger portion of GDP to investment. GDP by expenditures
has three main components: consumption, investment and the difference
between exports and imports. Any acceleration of growth must be
accompanied by an increase in investmeat which squeezes coasumption:
directly (through the increase in investment) and indirectly (through
the increase in imports needed to sustain more investment)., It is

likely that private per capita consumption cannot fall precipitously
without causing social discontent.

The model requires savings to finance investment., Savings may be domestic
(the difference between GDP and consumption) or external (the difference
between imports and exports corrected for other current account items in
‘the balance of payments).

The model contains a balance of payments table. Imports and exports are
the same as those used in the national accounts. Interest payments and
amortizations were originally estimated by the World Bank but were changed
by USAID to take into consideration updated information on likely donor
disbursements and the financing requirements of the scenarios. The debt

service projections reflect the effects of debt rescheduling and increased
donor assistance.

The growth rates of all major agricultural commodity exports were projected
on a product-by-product basis and then aggregated. Underlying these
projections is a favorable private sector response to improved
macroeconomic and sectoral policies.

The simulations preseat major macroeconomic indicators. These serve to
assess the consistency of the scenario with reality. They also facilitate
assessment of the degree to which the scenario may counstitute an acceptable
path for the economic growth and development of Honduras.

3, Characteristics of the Scenarios Utilized for the CDSS

In general, the scenarios envisage a continuation through the 1990s of the
GOH's stabilization program, initiated in March 1990, Sluggish economic
performance in 1990 reflects difficult adjustments to {mproved ecomomic
policies, exacerbated by a rise In petroleum prices, a lengthy banana
strike, and flooding due to heavy rains late in the year.
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The simulations assume that GOH economic policy will emphasize econoalc
growth. At the same time the GOH will seek to strengthen its balance of
payments position by bolstering exports and by reducing the burdea -- but
not necessarily the dollar amount --of its foreign debt obligations. It
is further assumed that the GOH will seek to balance its growth objectives
with efforts to cushion the impact of the ad justment measures on low-income
groups. As described below, the moderate agricultural growth scenario is
congistent with the objectives stated in the CDSS.

In the three scenarios industrial production is projected to rise
gradually. 1Its GDP growth increases from 1,0 perceat in 199l to 4.2
percent in 1996. Due to the need for heavy investments in this gector and
the length of time required to adapt an inefficlent structure to improved
market signals, induystrial growth rates are likely to lag behind those of
agriculture, It should be noted, that for reasons mentioned previously,

the output of the rapidly growing export processing zones is not registered
in GDP.

As explained in the text of the CDSS, the Mission believes that rapid
agricultural growth is key to improving the performance of the Honduran
economy in the CDSS period. However, to attain this growth, deep sectoral
reforms must be implemented. The three scenarios presented in this section

simulate the results of variations in the speed and degree in implementing
these reforms.

The first scenario ~=- the moderate agricultural growth scenario —- posits
gtrong agricultural reform policies which are introduced gradually over the
first half of the 19908 (see Table 1). This scenarioc serves as the basis
for the CDSS analysis. After analyzing the principal characteristics of
this scenario, its results will be compared with those of the high and low
agricultural growth scenarios.

The moderate agricultural growth scenario projects a leading role for
agriculture from 1991 to 1996. During this period, agricultural
investment, exports and production surge io response to better
macroeconomic and sectoral policies. In this same scenario, overall annual
GDP growth averages 4.3 percent. It increases from 1.7 percent in 1991 to
5.3 perceat in 1996. This permits real per capita GDP growth to reach 2.7
percent by 1996.

Bolstered by the effects of major macroecomomic and sectoral reforus,
agricultural GDP growth is simulated to grow by an average of 6.1 percent
per annum in the CDSS period. It grows by 7.5 perceat in 1996, This will
be accomplished primarily through increased output of traditional and
nontraditional export crops. Bananas and coffee will lead the way in the
overall rise of export revenues with average annual growth rates of,
respectively, 6.0 and 7.6 perceant from 1991 to 1996. Cultivated shrimp
exports will grow by almost 25 percent annually over the same period.
large increases are also projected for selected fruits, vegetables and
ornamental plants. However, this growth will be over a much smaller base
than of that bananas, coffee and shrimp, All together, exports are
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projected to grow by an annual average of 7.2 percent over the CDSS
period. DNontraditionals are projected to grow by an average of 9.0 percent.

The projections of nontraditional exports are based on FPX projections for
agricultural products. It is assumed that other nountraditional exports
will grow in the same proportion. FPX projected the growth rates of
individual export commodities under an 1deal policy eanvironment (up froat
policy reforms in all major areas as pregsented in the second scenario
depicting high agricultural growth). These projections were divided in
half for the base scenario (moderate agricultural growth) and by four for
the low agricultural growth scenario., In addition, it is assumed that
nontraditional industrial exports will contribute an additiondl five
percentage point gain in the total growth of noutraditionmals in 1996,

Agricultural production for the domestic market is also expected to
~1ncrease substantially through 1996, The removal of price controls in
1990-91 will result in an average annual ilncrease in basic grains .
production of more than 7 perceat duriang the CDSS period. This, along with
increased rural income will raise caloric consumption. The agrarian reform
law, will be modified to permit fee simple titles, land rentals and sales.
Arbitrary expropriations will be curbed. The improved economic policy
eavironment will lead to more intensive land use and, consequently, higher
productivity. 4An improvement in livestock productivity will be an
important result of agricultural sector reforms. This will not only
increase the availability of dairy and beef products to satisfy the
increased demand, but will also make high quality land available for the
expansion of crop agriculture. S

In the lumber sub-sector, the nationwide implementation of the stumpage
valuation method of forest management will decrease total lumber exports to
4 sustainable level. %M a consequence, lumber exports in 1996 are
projected to be 6 percent below the level of 1990, Improved forestry
management will sharply slow the degradation of the emvironment and protect
the watersheds which are vital to continued expansion of agricultural
production. The vew graduated tax on lumber exports will decrease the
exports of raw and semi-processed lumber while stimulating exports of
finished wood products. This will create substantial nev employment
opportunities and increase foreign exchange earnings.

The goverument's role in the agricultural sector will change during the
CDSS period. 1Its focus will evolve from interventions and implicit
subgsidies to transparent economic policies and promotion of efficient
production and exports in a competitive environment. The principal -
functions of the Ministry of Matural Resources (MNR) will be of a normative
nature. With World Bank and USAID support, MNR will advocate a much
greater allocation of the national budget to investment in productive
infrastructure.

Resources for this Increased level of investmeant will become available aa
the GOH sells state owned enterprises and reduces personnel levels
commensurate with the reduction in activities such as graia marketing, seed
production, extension services, agricultural laboratories, marketing
lumber, retailing fertilizer, agricultural credit programs and many
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others. In addition, it is expected that internmational donors will assist
with the development of critical infrastructure. The GOH wiil increase the
effectiveness of its normative activities designed to regulate the import,
packaging and use of agricultural chemicals, certify the locally produced
seed and plant material and disseminating market and sectoral informatiom.
However, the importation and distribution of agricultural inputs will be
strictly a private sector activity. : '

Along with improved economic policies, the scenario assumes a much more
efficlient utilization of capital stock. MNotwithstanding efficiency
improvements, increased GDP growth must be accompanied by more capital, 4
a3 result, investment is projected to increase its participation in GDP.

- Gross investment rapidly rises from 13.0 percent of GDP in 1990 to an
average of 19.5 percent during the CDSS period. Likewise private
investment increases its share of GDP from 1l1.4 percent in 1990 to 15.6

_ percent in 1996, During the CDSS private investment averages l4.3 percent
of GDP. |

Investment capital will shift to the agricultural sector as a resgult of
policy improvements, A major revamping of the financial sector in
1992-1996 will increase the amount of capital available for new
investments. In particular, the removal of all administrative controls
over iInterest rates will make lending to the agricultural sector viable for
the banks. The new investment code, expected in 19%l, along with the
improved and stable economic and political environment will alsoc attract
foreign investment and Honduran capital which had been held off-shore.

The GOH must find savings to finance increased investment. Savings come
from two sources: external and domestic. External savings, defined as the
deficit in the balance of payments on curreat account, are limited by GOH
access to external financing, If -- a3 i3 assumed in the scenarios ~- the
GOH strives to reduce the burden of its external debt service obligations,
it may try to control current account deficits in its balance of payments.
This is because current account deficits have to be financed -=- probably
{(but not necessarily) by lncurring debt. Domestic savings, on the other

hand, are constrained by the need to ensure minimum lavels of domestic
consumption.

In the base scenario total Honduran debt, including arrears, is projected
to increase in nominal terms from $3,609 million in 1990 to $5,359 million
in 1996 — a total increase of 48.5 percent (at an annual average growth
rate of 6.8 percent). Despite this large iacrease in nominal (uncorrected
for world inflation which is projected at about 3.2 percent annually over
the same period) debt, the burden of indebtedness declines somewhat during
the CDSS period. Tbtal external debt (including arrears) is close to 150
percent of GDP in 1991 and 1996, after climbing to 162 percent in 1994,
Debt/exports, debt service/GDP, and debt service/exports all improve
somewhat during the 1991-1996 interval. Overall, Honduras' large external
indebtedness and the relatively small decrease in its burden —- even with a
large increage in exports and debt conversion of obligations to commercial
banks at a deep discount == underscore the need for further debt reduction
and concessionary financing, including financing through grants.
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The scenario projects large financing gaps. In 1990, the gap (which cannot
exist ex post) is shown as 3100 million in Table 1. It was probably
financed by a further drawdown of reserves (of which liquid reserves are
already close to zero), two bridging operations, a postponement into 1991 .
of the last payment due Mexico as part of its participation in the June
1990 bridge, and somewhat lower imports than estimated in the scenario.
Final 1990 figures are not yet available., From 1992 to 1996, the gaps vary
from a high of 9272 million in 1996 to a low of $164 million in 1993,

It {s believed possible that these gaps could be financed by iacreased
donor inflows. However, their large size poses a threat to the Honduran
economic reform program, High levels of balaace of payments support -- in’
particular greater IFI disbursements and continued large ESF cash grants --
are key to attain an adequate flow of external financing on favorable terms.

A large part of the gap should be filled by new World Bank and IDB programs
and projects, However, the scenarios do anot project disbursements by the
World Bank and IDB for programs and projects which have not yet been
designed. .We understand that ample new IFI disbursements, In particular by
the IDB, can fill much of the large gap. New bilateral support should also
decrease the unfinanced gap. Once new credits are entered in the
scenarios, this gap should be narrowed and, hopefully, eliminated. Without
financing to close the gap, the scenaric would not be viable.

In order to support the Investment projected in the scenario without
increasing the burden of external debt, the GOH must take decisive measures
to increase the generation of domestic savings. Gross domestic savings
(GDS) must triple its share of GDP from 6.0 percent in 1990 to 18.0 percent
in 1996, This is considered possible (the average GDS/GDP ratio reported
by the World Bank for 37 lower middle income economies in 1987 was 21 '
perceat). Gross national savings (equal to GDS minus the outflow of net
factor services plus net current transfers) must increase its share of GDP
from minus 8.0 perceant in 1990 to 10.2 percent in 1996, A increase in the
share of savings (both of GDS and GNS) in GDP of this size will require
deep financial sector reforms. In particular, these should include higher
real rediscount and interest rates, a phage-out of directed credit lines,
increased competition among banks, and improved regulation of the banking
system (see the text of the CDSS and Aanex 2).

The sharp decline in private per capita consumption 1s arrested in the CDSS
period in this scenarfo. It decreases abruptly in 1990 and 1991, by
respectively 5.6 and 4.8 percent, due to a fall in real wages accompanying
lower GDP, The latter declines are due to short—term adjustmeants to
improved economic policies, exacerbated by a banana strike, higher
petroleum prices and flooding due to heavy rains. After declining slightly
in 1992, per capita private consumption growth increases modestly over the
rest of the CDSS period, averaging an annual gain of 1.1 percent. In this
scenario private consumption per capita in 1996 is 96.4 percent of its
value in 1988 (after dipping as low as 90.8 percent in 1991).
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The second scenario depicts an even higher agricultural growth rate (see
Table 2). It projects the implementation of deep agricultural reforas la’
the first half of 1991. These reforms encompass improved land security
through rapid changes in land reform laws and regulations, liberalized
pricing and trade policies, and reforms permitting improved access to
credit, inputs and markets. This scenario allows virtually no slippages in
the expeditious implementation of improved sectoral policies. The
simulation of the results of this scenario is impressive. Real
agricultural GDP growth averages 9.0 percent from 1991 to 1996 while
overall GDP growth averages 5.7 percent. The latter climbs from minus 1.0
percent in 1990 to 7.2 percent in 1996 and, on a per capita basis, reaches
4,5 percent in 1996, Exports surge in this scenario, led by shrimp,
bananas and nontraditionals., Over the 1991 to 1996 period, total exports
grow by an annual average of 11.2 percent. The attajinment of the results
of this scenario would greatly strengthen the GOH balance of payments and
permit it to reduce its dependence on donor assistance during the latter
part of the CDSS pericd.

The second scenarlo coatrasts with the first in several other ways. The
high agricultural growth scenarlo is assumed to spur on higher growth in
the service sectors. Higher overall GDP growth also increases the ueed for
wmore lnvestment, and of course, savings to finance the increased investment.

However, nominal external indebtedness, and its burden, are lower in the
high growth scenario because the surge in export earnings pays some of the
cost of increased imports caused by more growth. In fact, in the high
growth scenario the financing gap disappears in 1995 and subsequent years.
This same scenario also shows a rapid reduction in the balance of payments
defieit -- it is only 0.4 percent of GDP 1im 1996, In the high growth
scenario, debt to GDP 18 115 percent in 1996 (compared to 150 percent in
the moderate scenario). Debt service to exports is 21.3 perceat in the
high growth scenario in 1996 {compared to 30.3 percent in the moderate
acenario). :

The high growth scenario requires much greater domestic savings than the
moderate scenario. In the former, GDS must reach 27.8 percent of GDP in
1996. This may be possible, but the share is probably near or above the
upper limit of what is politically aod soclally feasible, Despite this
increase in domestic saving, the high growth scenario permits private per
capita consumption to increase by 1.7 percent in 1996.

Perhaps the greatest practical impediment to achieving the high growth
scenario is its requirement for deep and comprehensive agricultural reforms
- 1in the first half of 1991. These may be difficult, but not impossible,
from a political perspective. The Mission will use this scenario as an
exanple of what we would like the GOH to achieve; however, we believe the
first scenario or perhaps something between the two scenarios is more
consonant with political realities.
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In contrast to the first two scenarios, the third assumes that agricultural
~growth is restrained by hesitancy on the part of the GOH to implement
fundamental sectoral reforms (see Table 3). Some agricultural policy
improvements are made, but progress is erratic with frequent backtracking.
A a result the agricultural sector growth rate averages ocnly 3,2 percent
over the 1990 to 1996 period. This still represents an improvement over
the 2.4 percent average of the last 40 years. The improvement is due more
to better macroeconomic, than sector, policies. In this scemario overall
GDP growth averages 3.3 percent in the CDSS perfod. It lncreases from
minus 1.0 perceat in 1990 to 3.7 percent in 1996. In the latter year GDP
per capita grows by 1.0 percent. Export growth during the 1992-96 period
averages 3.9 percent. This scenario is characterized by a weak balance of
payments, large external financing gaps and lower increments in private per
capita consumption than in the other two scenarios. The growing flnancing
gap makes the scenarlo unviable and underscores the gravity of a failure of
the Honduran economy to improve its overall economic performance. The
third scenario also has a greater debt burden than the other two scenarios.

This i3 clearly the least desirable of the three scenariocs. It
demonstrates the importance of strong sectoral, as well as macroeconomic,
policies which spur agricultural investment, productioo and exports. In
fact, the last scenario suggests that the Honduran economy may be stagnant
over the CDSS period -~ even with good macroeconomic policies ~=- 1if it does
not put in place the sector improvements needed to bolster agricultural
investment, exports and production.

4, Program Funding

A key role for USAID assistance is to help Honduras maximize the resource
flows described above as well as to achleve the strategic objectives
outlined in this CDSS. The type of program described in this document
calls for two essential inputs — GOH courage in implementing far reaching
policy reforms and ample donor support for thesa reforms.

During the CDSS period, the Mission will continue to play a leadership role
in the policy dialogue as well as in encouraging ample donor support of
sound GOH policies. In support of sound economic policies, we will _
collaborate in performing technical analyses with the IMF, World Bank, IDB
and other donors. We will develop joint programs with the World Bank and
IDB in the agriculture sector and will explore additional joint programs in
the financial and trade sectors. This collaboration is key to achieving
the donor funding levels needed to finance the program outlined ia this .
CDSS. :



-1] -

TABLE 1
HONDURAS: SIMULATION OF ECONOMIC PERFORMANCE THROUGH 1996
MODERATE AGRICULTURAL GROWTH SCENARIO

: : . CDSS

: CDSS Period : : Period
: . ' : (Annual
1990 1991 : 1992 1993 1994 1995 1996 : Average)
GDP growth rate -1.0¢ 1.7% : 3,28 3.8 4, 3% 5.0% 5.3 ¢ 4.3%
Agriculture . 0.2 1.2% : 5.4 4.9% 5.4% 7.24  7.5% : 6.1%
Industry 0.0 1.0% : 1.6% 2.2% 2.8% 3.6% 4,2% : 2.9%
Other -3.8% 2.0% 3.0 4.0% 4.4% 4,.8% 5.0 4.2%
GDP per capita growth -3.6% -1.0% : 0.5%2  1.1% 1.6% 2.3% 2.7% : 1.6%
" Gross reserves : :
(Months of imports) 0. 37 0.50 : 0.75 1.00 1.25 1.50 1.75 : 1.25
ESF disbursements : : :
(§ miliions)* _ 4135 - 350 : 3§50 -$50 $50 $50 $50 : 350
Financing gap : :
($ millions) 4100 $28 ; 34202 $164 $212 $193 $272 : 3209
Balance of payments : :
Current account : _ H
balance/GDP -17.3% -20.5% : =17.4% -14.22 -13.2% ~=-11.3% ~-10.1% : -13.2%
Export growth rate (G&NFS) 2.4% 5.2% : 7.3% 5.8%° - 6.3% 8.3% 8.0% : 7.2%
Nontraditionals, growth : :
rate -2.9% 10.1% : 8.5 8.5% 8.0%7 11.2% 8.62 : 9.0%
Import growth rate(G&NFS) -3.6% 7.7% : 3.5% 2,42 4, 9% 5.3% 6.0 : 4,42
Gross investment/GDP 13.0% 20.0% ; 20.0% 18.6% 19.1% 19.5% 20.3% : 19.5%
Private investment/GDP 11,47 11.3% : 12.5%7 13.8% 14.4% 15.0%  15.6% : 14.3%
Gross saving/GDP : :
GDS/GDP 6.0% 9.7% : 12.7% 13.8% 14,72 16.6% 18.0% : 15.2%
GNS /GDP -8.0% -0.5% : 2.5% 4,52 5.9% 8.3k 10.2% : 6.3%
Private consumption : : :
per capita growth rate -5.6% -4.8% : -0.3% 1.9 1.1% 1, 4% 1.7 : 1.1%
External debt: : :
Debt (including : :
arrears)/GDP 157% 151X : 155% 161% 162% 157% 150% : 157%
Debt (including . : :
arrears)/exports 3282 328% ¢ 321% 3232 318% 297% 277% ¢ 307%
Debt service/GDP 12.4% 16.8% : 17,32 12,82 13.6%7 14.0% 16.4% : 14.8%
Debt service/exports 25.9% 36.6% : 35.7% 25.7%  26.8% 26.5% 30.3% : 29.0%

* These levels are more comservative than the budget levels proposed in the body of this CDSS
and {in the FY-1993 ABS. -

NOTE: The 1990 figures were the best estimates available to the Mission on April 15, 1991.
More recent estimates are included in Anpex 3.
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TABLE 2
HONDURAS: SIMULATION OF ECONOMIC PERFORMANCE THROUGH 1996
HIGH AGRICULTURAL GROWTH SCENARIO

: CDSS
CDSS Period : Period
: (Annual
1990 1991 1992 1993 1994 1995 1996 : Average)
GDP growth rate -1.0% 2.4% 4,3% 4,82 5.4% 6.7% 7.2% : 5.7%
- Agriculture 0.2% 4.0% 7.3% 7.2% 8.1% 11.2% 11.4% : 9.0%
Industry 0.0 . 1.0% 1.62 2.2% 2.8% 3.6% 4,20+ 2.9%
Other _ -3.8% 2.3% 4.3% 5.0% 5.5% 6. 5% 7.00 ¢+ 5.7%
GDP per capita growth -3.6% =0.3% 1.52 2.1% 2.7% 4,02 4,5 : 2,92
Gross reserves . :
(moaths of imports) 0.37 0.50 0.75 1.00 1.25 1.50 1.75 ¢+ 1.25
ESF disbursements ' .
(3 millions)* §120 $50 $50 $50 $50 $50 $50 : $50
Financing gap : s
(3 willions) 4102 (33) $130 $53 $41  (348) (393) : 416
Balance of payments .
Current account
balance/GDP -17.3% -19.2% =14.720 -9.9% -7.2% -3.9% -0. 4% -7.2%

Export growth rate (G&NFS)  2.4% 9.0%
Nontraditionals, growth :

rate -2.% 20.7%

Import growth rate (G&NFS) -3.82 8.7%

10,22  9.3% 9.9% 13.4% 13.2% : 11.2%

16.6% 16.0% 14.3%7 19.7% 16.4%
5.8 2.9 5.3% 9.02 8.4%

16.62
6.2%

Gross investment/GDP 13.0%  20.0%

21,08 19.1%  18.9%7 21.1%  22.3% : 20.5%

Private investment/GDP 11. 4% 11.3% 12.5% 13.82 13,.8% 15.6% 16.3% 14,42
Gross saving/GDP ' '

GDS /GDP : 6.0% 11.1%

GNS/GDP ‘ -7.92 0.8% 6.22 9,22 11,72 17. 2% 21.9% 13.3%

Private consumption

per capita growth rate -5.5% =5.1% -0.5% 2.4%  1.9% 0. 4% 1.7% 1.2%
External debt:
Debt (including

4 95 89 N6 B4 B G4 B4 Ae 43 N WS G bs ¥s BF B S Sp G4 G4 Sg G Gp B4 Sy A% ey Ws é5 Fs wa S5 FE B S B ST B9 E+ $n 2s Be e

15.4% 17.8% 19.8%  24.2% 27.8% : 21.0%

arrears)/GDP 1572 1492 149% 1502 144X 1312 115% 138%
Debt (including ' : :

arrears)/exports 3282 3142 293% 278% 256% 219% 182X ; 246%
Debt service/GDP 12,52 16.8% 16,2% 12,02 12,72 12.3% 13.5% : 13.3%
Debt service/exports 26.2% 35.62 31.8% 22.3% 22.6% 20.5% 21.3% 23.7%

* These levels are more conservative than the budget levels proposed in the body of this CDSS
and in the FY-1993 ABS.

NOTE: The 1990 figures were the best estimates available to the Mission on April 15, 1991.
More recent estimates are included in Annex 3.
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TABLE 3 :
HONDURAS: . SIMULATION OF ECONOMIC PERFORMANCE THROUGH 1996
- LOW AGRICULTURAL GROWTH SCENARIO

0 e e Y U s AL D A S S A U S e e = . S . . D A S i S ST S S S S S ) e s S i S S 2 2t 17 o S

More recent estimates are included in Annex 3.

: : ChSss
: CDSS Period : Period
: . _ 't (Annual
1990 1991 ¢ 1992 1993 1994 1995 1996 : Average)
GDP growth rate 1,08 L% :  2.6%  3.3% 328 7% 37X i 3.3%
Agriculture 0.2 -1.1%2 : 3.6% 4.5% 2.7% 2.9% 2.1% : 3.2%
Industry 0, 0% 1.00 ¢ 1.6% 2. 2% 2.8% 3.6% 4.2% 2.9%
Other _ -3.8% 1.8% : 2.6% 3,24 3.6% 4. 0% 4,04 : 3.5%
GDP per capita growth -3.6% -1,5% : =-0.1% 0.6% 0.64  1.1X% 1.0 :  0.6%
. Gross reserves : _ ;
(months of imports) 0.37 0,50 :+ 0,75 1.00 1.25 1.50 1.75 ¢ 1.25
ESF disbursements : : ' :
(3 millions)* 3120 $50 : 3450 $50 $50 $50 $50 : 450
Financing gap _ : :
($ millions) §100 $45 : 8239 $227 $303 $346 $502 : $323
| Balance of payments : :
Current account H . :
balance/GDP -17.3% ~-21.2% : -19.0% -16.6% ~-16.62 -16.5% -17.2% : -17.22%
Export growth rate (G&NFS)  2.4% 2.8% : 5,48  4.6Z .22 3.6% 2.8% : 3.9
Nontraditionals, growth : . Ced
rate -2.92 5.2% : 4.5 4.6% 4.5% 6.3% 4.58 : 4,97
Import growth rate (G&NFS) -3.6% 6.8% : 2.7 1.9%% .77 3.8% 4,17 ¢ .22
Gross investment/GDP 13,02 19.8% : 19,7%7 18.4%  18.7% 18.9% 19.4% : 19,02
Private investment/GDP  11.4% 11.3Z ¢ 12,52 13.8% 14,42 15.0% 15.62 ¢ 14.3%
Gross saving/GDP : :
GDS/GDP _ 6.02  9.0¥ : 11.1% 11.5% 11.5% 11.7% 11.4% : 11.4%
- GNS/GDP -8, 0% =-1.32: 0,74 1.8% 2.02 2.52 2.1% :  1.8%
Private comsumption : :
per capita growth rate -5.6% -4,8% : ~-0.,4% 1.5% 0.8% 1.3% 1.4% ¢ 0.9%
External debt: : ;
Debt (including : :
arrears)/GDP - 157% 1522 :+  159%% 167 173% 174% 175%: 170%
Debt (including ¢ o :
arrears)/exports 328% 337X : 33937 353 3632 3622 3662 : 356%
Debt service/GDP 12,4%  16.9% ¢ 17.6%Z 13.2X 14.4X 15.2% 18.5% : 15.8%
Debt service/exports 25.9%  37.5% : 37.6%2 27.8% 30.1X% 31.7%X 38.7% : 33.2%
 * These levels are more comservative than the budget levels proposed in the body of this CI
and in the FY-1993 ABS.
NOTE: The 1990 figures were the best estimates available to the Mission on April 15, 1991,



ANNEX 4

CDSS GOALS, OBJECTIVES, AND INDICATCRS

I |

| USAID/HONDURAS |

[ I

i GOALS, SUBGOALS, AND STRATEGIC OBJECTIVES [

I ' ' |

| 1992-1996 |

| . — |

| GCALS and SUBGOALS | STRATEGIC OBJECTIVES |

I . - |

| I. BROAD-BASED, SUSTAINABLE ECONOMIC GROWTH |

| ' : : |

| A. Pollcy Reforms for { 1. Improve Sector Policies in: i

i Economic Growth. | Agriculture; _ |

| : i Trade and Investment; and, |

] i Finance, |

I .......................................................................
| 1

| B. Private Sector Response. | 2. Increase Private Investment

| | and Trade.

T T LT T T LT r T T

|

| €. Increased Well-Being of | 3. Facilitate Implementation of

| the Disadvantaged. | Social Sector Policies.

| .
D. Preservation and | 4. Improve Environmental Policies and
Sustainable Use of | Natural Resocurce Conservation

Natural Resources. § Programs. '

II. STABLE, PARTICIPATORY DEMOCRACY

A. Responsive Government { Sa. Strengthen Democratic Institutions.
Institutions. |

B. Democratic Pluralism and | 5b. Promote a More Pluralistic
Values. ] Honduran Society.

III. EFFECTIVE REGIONAL COOPERATION

Honduran Regional Cooperation. | 6. Promote More Effective Honduran
! Regional and International
|

Cooperation. -

IV. OTHER

---------------------------------------------------------------------------
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ANNEX 5

DIRECTED LINES OF CREDIT

The Mission's Directed Lines of Credit Strategy responds to cable guidance
{90 STATE 164131) which requested a strategy for phasing out directed lines
of credit. The same cable approved the Mission's Agricultural Sector
Strategy Document. ' :

The Mission’s strategy is based on its experience with directed credit in
the 1980s, conclusions of a Credit Dilemma Study for Honduras, and current
donor policy with regard to .targeted credit. The strategy redirects ,
Mission actions in the financial sector from a focus on provision of credit
to one of reducing structural impediments to more efficient financial
markets.

Rationale

The widespread support of directed credits by the Mission in recent years
is a response to Honduras’ weak financial system. Honduran banks generally
serve only a limited client group. The flaws of this system are
exacerbated by an excessive public sector fiscal deficit and attempts by
the government to obtain subsidized banking system credit to finmance this
deficit. Other sources of credit were further reduced in the 1980s as
commercial lenders lost confidence in the region. - Capital flight increased
dramatically during the same period. The result was ever increasing
conservatism in the allocation of resources by formal sector lenders.
Consequently, many sectors such as agriculture, small business, housing and
new export industries found their growth potential constrained by limited
access to credit, USAID/Honduras and other donors addressed the problem by
including credit components in projects designed to increase production and
promote exXports.

A Credit Dilemma Study financed by USAID/Honduras in 1988 and a Financial
Sector Assessment being prepared in 1991 point out that the targeted credit
approach has not been successful in alleviating the problem. The study
revealed that constraints to delivering credit in Honduras are
institutional and structural and that very little of an expansion in the
aggregate supply of credit would reach the target group. World Bank
studies and A.I.D.’'s Financial Markets Policy note the pitfalls of reliance
on directed lines of credit. International donor experience confirms that
countries should work to remove obstacles to more efficient financial
markets rather than circumvent the underlying weaknesses by targeting
credit. Given this overwhelming evidence that directed credit 1s not the
best solution to limited access to resources, USAID/Honduras has developed
this strategy which changes our focus from provision of credit to one of
improving financial market conditions.

The disadvantages of directed lines of credit are well-known. They
discourage the generation of domestic savings. They often rely on
artificially low rediscount and interest rates. Administrative costs
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associated with the program are excessive. And because money is fungible,
directed credits often do not finance the activities they are intended to
support. Solutions to the problem of increased access to credit in
Honduras lie in changing lender practices, removal of all interest rate
ceilings, removal of disincentives to savings mobilization such as
.excessive reserve requirements, and development of new financial
instruments which respond to market conditions.

Policy Environment

Honduras made historic progress on improving economic policies in March
1990, Financial liberalization is a part of this movement. In June 1990,
the Central Bank of Honduras announced an increase iIn the interest rate
ceiling and in rediscount rates. Further reforms were implemented in
October and November when the Central Bank l1ifted the interest rate ceiling
for all lending using resources owned by the commercial banks in areas
other than housing and agriculture. And in late March 1991, the GOH toock
another positive step by increasing the rediscount rate on all directed
lines of credit to 19 percent.

Acting on these unprecedented changes in the policy environment,
USAID/Honduras is pursuing a strategy to extend the liberalized interest

- rate structure to project-financed lines of credit. The World Bank and the
Inter-American Development Bank are partmners in this effort and are -
supporting the same policy reforms in their programs.

Planned Actions

Based on the positive movement of the GOH in recent months, the Mission
will implement a strategy to phase out directed lines of credit. This will
be cartried out in conjunction with our financial sector reforms, supported
by the Mission’s Structural Adjustment Program (SAP) beginning in 1992,
This strategy will employ an integrated pelicy/implementation approach to
the dual problem of access to credit and the distortionary effects of
directed lines of credit.

The most important element of this strategy will be to remove the subsidies
inherent in lines of credit. The effective cost to financial
intermediaries of using directed credits will be more expensive than paying
interest on savings. Our objective is to create an environment that _
discourages reliance on targeted credit while increasing incentives for the
financial sector to mobilize domestic resources. '

Phasing out directed lines of credit is part of a comprehensive strategy to
deepen financial markets. <Continuous policy dialogue will be an essential
element in bringing about necessary reforms of the formal financial sector.
. In complementary efforts, the Mission will use project interventions to
address noninterest rate questions such as lack of competitive behavior
among lenders, nonresponsive lender practices, and concentration of lending
to vested interest groups. These issues are being further analyzed in
USAID's Financial Sector Assessment.
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Policy dialogue will be carried out through the SAP, and the Policy
Analysis and Implementation Project will be the main implementation channel
for this program. These actions will be supplemented by activities with
the Superintendent of Banks under the Investment and Export Promotion
Project, and by interventions with the informal financial sector through
the Small Farmer Organization Strengthening and Small Business II projects.

These Mission initiatives will work to create the following conditions
which are required for a complete phase out of directed lines of credirc:

- Interest rate determination by market forces;

- effective supervision and regulation of the banking system to improve
solvency and efficiency and to promote competition; -

- establishment of medium and long term nondonor financing for all
activities of the financial system; and

- rediscount rates high enough to make savings generations more attractive
than directed credits for financing bank lending activities.

It is anticipated that these conditions can be met within a three to five
year time frame, which is consonant with the planned period of
implementation of the SAP and the Policy Analysis and Implementation
Project.

Until these conditions are met, the Mission will implement a policy that
all new or expanded directed lines of credit must be justified in
accordance with A.I.D.'s current Financial Markets Policy.



ANNEX 6

TROPICAL DEFORESTATION AND BIQOLOGICAL DIVERSITY

A. BACKGROUND

Sections 118 and 119A of the FAA require that every CDSS and Action Plan
address the issues of Tropical Deforestation and Biological Diversity, to
include analyses of (1) actions necessary in the host country to achieve
sustainable management of tropical forests and coanserve biological
diversity, and (2) the extent to which actions proposed for Mission support
meet these needs. :

Honduras is one of the most geographically and biologically diverse
countries in the Central American region, possessing a very wide variety of
ecosystems. From coral reefs to cloud forests, from rich mangrove
estuaries to pine covered highlands, Honduras was richly endowed with
tropical flora and fauna. Indeed, rational utilization of a rich natural
resource base would appear to be Honduras' most promising development
strategy. Historically, however, development of these resources has
followed an explotative or "mining"” approach with little or no
consideration for sustainability. This approach, coupled with rapidly
increasing population pressures on the land, has placed the future of
Honduras' natural resource based economy in jeopardy. Recognition of this.
most basic problem has grown slowly within both public and private sectors,
but is beginning to take root. This recognition has been hampered by

- budgetary limitations and political will in the public sector, and by the
immediate subsistence needs and the “"common property” nature of resource
utilization in the private sector, and, in society as a whole, by a lack of
awareness of the seriousness of the issue.

Due to the leadership of enlightened Hondurans and the increasing support
of AID and other donors, significant steps are being taken to reverse the
trend toward deterioratiom of forests and to preserve biological diversity.

The following sections identify ma jor problems and enumerate USAID
initiatives assoclated with theilr solution. For the sake of brevity in
presenting the analyses, the following acronyms are used:

AHE Honduran Ecological Association
AMADHO Assoclation of Sawmill Operators of Honduras
CAPS Central American Peace Schelarships

COHDEFOR Honduran Forestry Development Corporation
CONAMA National Commission on the Environment

DA Development Assistance
EA - Environmental Assessment
FDp Forestry Development Project
FPX Federatiom of Agricultural Producers and Exporters
HCEP Honduras Country Enviroomental Profile '
Im Integrated Pest Management
LC Iocal Currency
" LUPE land Use and Productivity Enhancement (Project)

MNR Ministry of Natural Resources
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NRMP Natural Resources Management Project

RPBR Pldtano River Biosphere Reserve
RTP Rural Technologles Project
WWF World Wildlife Fund

RENARM - ROCAP's Regional Environmental and Natural Resources
_ Management Project.
E/NR Environment /Natural Resources

~B. TROPICAL DEFORESTATION

‘According to available data, 7.4 million hectares (about 65 percent of the
country's land area of 11.2 million hectares) is classified as land whose
proper use should be forest. Only about 5.0 million hectares actually are
covered by broadleaf or pine forests, Broadlead forests account for about
2.0 million hectares of this total, and are made up primarily of mahogany,
cedar, San Juan, Sangre, oak, granadillo, liquidambar, and mangrove.
Principal conifers are pitch pine (pinus oocarpa), Caribbean pine (P.
caribea), and white pine (P. pseudostrobus). Over 95 percent of lumber
exXports are pine. ' '

These forest resources have declined rapidly in the past quarter-—century.
For example, the area of broadleaf forest has declined from around 4
million to about 2 million hectares since 1964, One reason for this is
that broadleaf forest soils are much preferred to typically poorer,
steeper, and more acid pine forest soils for agricultural purposes. While
the area of pine forest has not declined nearly as dramatically, the volume
of standing pine timber has been reduced dangerously due to overutilization
and slow reforestation (primarily via natural regeneration from standing
seed trees). Pine lumber exports continue to decline because of the
"mining” nature of lumber production in Honduras. Consequently, the volume
of pine resources has fallen from 48 to 28 million cubic meters since 1964,

The harvesting of wood for fuel is another factor im the decline of forest
resources —=- both broadleaf and pine. Overall, the current rate of forest
land loss is estimated at around 80,000 hectares per year.

The following analysis indicates principal actions necessary to achleve
conservation and sustalnable management of tropical forests in Honduras,
and the extent to which Mission supported actions meet these needs.

Actions Necessary Related USAID Actions

1. Modify GOH policies regarding: 1.
a. ownership of trees a. 1982 NRMP/COHDEFOR agreemernt
. granting farmers ownership
rights to trees they plant has
been extended nationally.
(Bowever, natural forests on
private lands remain under
~state control.) '



Actions Necessary

b. public sector participation
in lumber production.

c. standing timber valuation
and granting of timber
concessions.

d. deemphasize public (COHDEFOR)
role of production and
marketing.

e. vrationalize commercial

development in mangrove
forest, '

f. encourage sustainable
development of broadleaf
forests.

g. enforcement of regulations
regarding use of fires, land
clearing, use of forest
reserves,

Increase awareness of and
interest in forest protec-
tion via:

a. educational/promotional
" campaigns

b. training at technical and
academic levels, for GOH
and Misslon staff.

Related USAID Actions

USAID~supported policy change
toward divestiture of public
industries. This divestiture
is almost 100% complete.

~ FDP/COHDEFOR effort to enhance

pine forest management, install
stumpage valuation system, and
revise concessions system has
reached over 60% of pine :
forests, will be 100% by end of
1991, :

FDP effort to reorient CQHDEFOR
toward forest management role
is almost complete.

USAID has provided support via
RTP, AHE, and FPX to contribute
to environmentally and
economically sound developament
of shrimp and salt production.

Other donors are involved in
this sector. (FDP has
delineated broadleaf forest
reserves., )

Limited USAID participation
through localized interven-
tions under NRMP, FDP, LUPE.
RENARM will contribute. See
3.a below.

" USAID support to AHE. LUPE rural

schools and extension activi-
ties, FDP environmental educa-
tion component. Planned LUPE/
WWP activity, and eanvironmental
educatioa activities.

CAPS and Project-funded
scholarships for forestry
related applicants. FDP, NRMP,
and LUPE training programs.
E/NR training planned for two
USDH employees in FY 1991,



Actions Necessary

¢. articulation and analysis
of environmental issues.

Improve Honduran efforts for: 3.
a. forest protection
(existing forests)

b. reforestation

¢. long-term sustained forest
management

d. management of forest
watersheds, reduction of

slash and burn agriculture,
ete,

e. controlling development for
agriculture on forest
lands, including reserve
buffer zones. .

f. improving the efficiency
of lumbering activities.

g. mitigating demand for
fuelwood cutting.

Limited GOH budget for 4.
forestry activities.

Related USAID Actions

c. HCEP and 1989 update, detailed
project EA's. RENARM studies.

a. NRMP/LUPE forest protection

: and agroforestry efforts
(90,000 ha. under protection),
and FDP forest protection/fire
detection-control activities,
both of which are primarily in
pine areas.

b. NRMP has produced and planted
6,000,000 trees. LUPE will
plant 9-10 miliion additional
trees. FDP promotes
reforestation as part of
sustained forest management.

c. FDP will make large contribution
for pine resources. Broadleaf
areas being assisted by other
donors.

d. NRMP/FDP/LUPE watershed manage-
ment initiativea., USAID support
to improved management of coffee
lands.

e. Support under LUPE and FDP in
selected areas,.

f. FDP/COHDEFOR efforts in support
of forest industry (AMADHO).

g. RTP/NRMP/LUPE promotion of
improved stoves. FDP promotion
of alternative energy. NRMP/
LUPE fuelwood plantations and
agroforestry activities. ROCAP/
RENARM renewable energy
activities.

DA and LC support. Potential
avallability of funds via debt
forgiveness and debt-for-mature
swaps.



C.

BIOLOGICAL DIVERSITY

As indicated in Section A, Honduras was richly endowed with bioloegical

diversity.

The wide varlety of ecosystems in Hoaduras

for myriad plant and animal species. However, much of

provide environments
this diversity 1s in

danger and large areas of cloud forest have been lost.

Half of the original broadleaf forest has been converted to other land uses.
Mangrove forests have been disturbed for fuelwood, salt, and mariculture

production.

Pollution threatens surface water systems, estuaries, coral
reefs, and other plant and animal systems.
still remains, and must be preserved.

However, incredible diversity
This diversity represents an important

natural legacy for future generations of Hondurans, as well as a potential
economic resource that can support increased tourism and scientific study.

The Pldtano River watershed on the north coast is an example of existing

biological diversity in Honduras.

This watershed contains a wide range of

ecosystems, from relatively high altitude moist tropical forests inland (one
of the four largest such forests remaining in Central America), through lower
altitude hardwood forests to the coastal wetlands and coral reefs of the

Caribbean shore.

species of flora and faunma found in Honduras.
biosphere reserve by the GOH Protection is almost nonexistent, however, and
logging and slash and burn agriculture are beginning to cause problems.

Ef forts involving the AHE, COHDEFOR, WWF, MNR and other entities towards
developing and implementing a managemeant plan for the reserve were supported
by $100, 000 made available through the NRMP,
the GOH and donor community will be required if this rescurce is to be

maintained.

This single watershed contains around 85 perceat of the

The area has been declared a

Significant future support from

The following analysis identifies principal actions necessary to

conserve biological diversity in Honduras, and the extent to which USAID
support meets these needa.

Actions Necessary

Modify GOH policies regarding: 1.

-

private conversion of bio- a.
logically diverse areas to
other land uses.

regulation and enforce- b.
ment of pesticide/

fungicide use and other
pollutants. .

harvest of wildlife c.

through commercial or
sport hunting and

o fishing.

Related USAID Actions

USAID supports (1) rationali-

~zation of shrimp mariculture
' concessions/development, (2)

establishment of forest
reserves under FDP, and (3)
support for management plan for
RPBR. RENARM will contribute
in policy area.

USAID support to IPM activities
and Project EA provisions.

- RENARM .

No direct USAID activities.
Some local currency support
for related activities of
RENARE.



Actions Necessary

d. 1incentives for maintenance
of diversity.

Increase awareness of and
interest in biological di-
versity via: '

a. public education

b. training at technical and
academic levels.

c. analysis of environmental
issues.

Improve Honduran efforts for:

a. official delineation of
and practical management
of reserve areas.

b. enhancead monitoring and
control of farming sys-—

tems, including chemical
use, in agricultural areas
in context of blodiversity
naintenance.

c¢. establishment and utiliza-
tion of contacte with in-
ternational conservation
foundations to assist Hon-
duran organizations in
blodiversity conservation,

d. enviroamentally sound tourism
development.

3.

d.

Ce

b.

d.

Related USAID Actions

" 'No current USAID activities.

Potential LUPE and RENARM
support via buffer zone manage-
ment activities.

USAID support to AHE, FDP,
NRMP, LUPE activities in

environmental education. Rural

primary education textbooks.

support to AHE, CAPS and
Project funded scholarships and
training courses. : ‘

RTP studies of coastal zone.
USAID funded shrimp study, HCEP
and 1989 update. Project EAs.
RENARM Policy Inventory.

GOH has proposed 60, delineated
and declared 30; AID has direct-~
ly supported six (Parque
Nacional La Tigra, RPBR, two in
Olancho under FDP, two in
Choluteca R. watershed under
NRMP /LUBE).

USAID IPM activities. FDP,
NEMP, and especially LUPE acti-
vities in environmental monitor-=
ing. Project EA conditions.
Proposed RENARM activities in
Honduras.

USAID support to AHE. Proposed
initiatives under LUPE, and
RENARM, Potential use of debt-
for-nature or debt forgiveness
funds, possibly via CONAMA.

limited USAID activities.



Actions Necessary Related USAID Actions

e. developing local capacities e, USAID support to AHE, MNR.
" in technical and financial RENARM program.

aspects of biodiversity
management.

4,. Increase GOH budget resources 4. DA and LC suppori for various acti-
for blodiversity. vities. Potential debt-for-mature
resources.

D. SUMMARY

Although the situation in Honduras with respect to Tropical Deforestation and
Biological Diversity is critical, encouraging steps are being taken -- many of
them due in large part to USAID leadership. ‘Indeed, USAID/Bonduras has a long
history of involvement in activities relating to forestry, conservation, and :
environmental concerns. The Mission recognizes the importance of addressing
these issues as an integral part of the overall development picture.
USAID/Honduras consistently places high priority on the development of
in-depth environmental assessments wherever the need for such analyses 1s
indicated, typically with the valued assistance of AID environmental
specialists from LAC and ROCAP.

As example, the EA for the FDP includes a series of recommendations for
environmental planning and mitigative measures which are now included in
COHDEFOR forest management plans, These recommendations were backed up by
three conditions precedent and once covenant in the Project Agreement. Under
the LUPE Project, almost $1.5 million in grant funds are budgeted for direct
support of environmental management activities in addition to substantial
expenditures for such enviroonmentally sound interventions as soil conservation
and agroforestry. These activities include full time techaical specialists in
environemntal monitoring and education, monitoring equipment, training, and
establishment of agreements to provide project personnel with assistance in
IPM, management of buffer zones for biological reserves, etcetera. The Health
Sector II Project provides support for safe water and sanitation systems. The
new Mupnicipal Development Project includes environmentally related activities
with respect to providing participating municipalities with the capability to
manage wastes and protect local environments. The contribution of RENARM
activities in Honduras are also expected to be substantial.

Thegse developments have taken place since the Migsion's last analysis of
Tropical Deforestation and Biclogical Diversity was submitted. In additiomn,
further assistance has been provided to AHE, an environmental education study
was funded by NRMP, the 1989 Environmental Profile update was completed, a
study of the southern mangroves was carried out under RTP, and Mission
personnel participated in a variety of workshops related to environmental
issues, including one organized by ROCAP for the development of a regional
strategy for AID assiastance for environmental and natural resources management
in Central America.
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The result of the latter, a ROCAP Strategy Paper, articulates five priority
areas for the region:

Sustainable Agriculture;

Production from MNatural Forests;

Management of Wildlands and Protectlion of Biological Diversity;
Management of Critical Watersheds: and

Policy Formulation, Institutional Strengthening, and Environmental
Education.

o
. s .

It 1s a reflection of the historical concern of USAID that all of these

priority areas for the region are already recelving attention and support
within the mission's development portfolio.



ANNEX 7

STAFFING AND OE LEVELS

OVERVIEW

Over the CDSS period we propose reducing overall USAID staffing by 25 percent from
"current levels. Total U.S, citizen ewmployment will be cut by 34 percent and FN
employment by 22 percent. The Operating Expense (0E) funds required to support the
levels of staffing we have proposed will also be substantially reduced. The total
OE levels will be reduced gradually over the CDSS period to a level of 34 percent
below current levels in real terms.

We have proposed a strategy for the USAID program in Honduras for 1992-96 which
continues our efforts to operate with a smaller staff. We are in accord with the
"Economic Assistance Strategy for Ceantral America, 1991-2000". From 1985-90 the
USAID Program averaged $158 million in new funding with an authorized LOP of close
to $627 million in ongoing projects by FY-91. Nevertheless, during the past four
years the Mission made a concerted effort to consolidate its program. We reduced
the number of project and nonproject management units from 62 in 1986 to 35 in 1991,

Qur program consolidation effort will continue throughout the 1992-96 period.
Program funding will decline from an average of $158 million per fiscal year in
1985-90 period to $126 million in the 1992-96 periocd. There will continue to be a
large pipeline of ongoing projects that will be gradually reduced. The number of
ongoing project and nonproject management units will alsc decline from 35 in 1991
to about 25 in 1996,

The process of reducing management workload is gradual, as i{s the process of
consolidation of our portfolio. We are currently operating at a level of 39 USDH
employees; 19 USDH for mission management and staff functions, 17 USDH for
technical and line functions, 1 USDH regional legal advisor and 2 trainee
positions, Illustratively, we project dropping 2 staff positions, 3 line positions
and the 2 trainee positions in order to reach our proposed level of 32 USDH FTE by
1996, We expect our consolidation efforts also to reduce our reliance on US and FN
PSCs as illustrated in the charts in the next section.

Another AID/W initiative with which we are in complete agreement is the reduction
of our dependence on trust funds for our operating expense needs. Our current
percentage of trust funds to total operating expense requirements is approximately
80 percent. If AID/W is successful 1n obtaining dollar funds to replace trust fund
reductions at the rate of 80 cents to the dollar, we plan to reduce our dependence
on trust funds to 25 percent of total operating expense requirements. The 20 cents
per dollar shortfall will be offset by reducing our total operating expense
requirements, mainly by reducing personnel,

That being said, we believe further cuts in personnel and OE resources will be

inappropriate. The strategy proposed in this CDSS will continue to require
substantial USAID leadership and intensive staff support. In recent years, USAID
has had to play a major leadership role in helping the GOH formulate and implement



its macroeconomic and sector reforms and in mebilizing IFI and other donor
assistance, Much work was required to get this country to understand and better
utilize Paris Club and Consultative Group Mechanisms. A substantial amount of
USAID staff time (both in Tegucigalpa and Washington) has had to be dedicated rto
helping the GOH better manage its debt problems especially with the IFIs. This
type of intensive USAID leadership and staff support will have to continue
throughout the CDSS period if Honduras is to achieve higher economic growth and
effectively participate in new initiatives like EAI 'and PDD.

Likewise, USAID has been the recognized leader among donors in promoting trade,
investment and privatization and in helping Honduras take advantage of the
Caribbean Basin Iniciative. USAID continues to be the lead donor in financing
primary health, family planning, primary education, training, housing,
microenterprises and food aid programs. Many of Honduras' environmental protection
and natural resource conservation programs were pioneered with USAID technical
assistance., No other major donor is providing assistance to strengthen democratic
institutions.

These programs cannot be effectively implemented without intensive USAID staff
support, monitoring and supervision. This is particularly important because
Honduras has such a weak institutional and human resource base. 1t is made even
more difficult by the country's inadequate management and accountability systems,
poor policy planning and implementation mechanisms, difficulties Iin dealing with

the IFIs and history of poorly utilizing resources that are not properly supervised.

While USAID has been encouraging Honduras to broaden and diversify its
internacional cooperation, such an effort will take time and will be ongoing
throughout the CDSS period. We are hopeful that the IMF and the World Bank will
assume an even greater leadership role and that the IDB will gradually become the
single largest funding source of economic and development programs. USAID also
expects to gradually phase-out its assistance in some areas as other donors expand
their programs. However, for all of this to fall into place during this CDSS
period, USAID will continue to require an adequately staffed Mission.

STAFFING

In view of the limited availability of dollar operating expensa resources over the
CDSS period and the OMB requirement that we reduce our dependence on. trust funds,
we have undertaken a process of reducing Mission staff to a bare minimum. The
continuing consolidation of our program has helped us in the staff reduction
exercise, '

The basic theme justifying the levels we are proposing is that we will continue to
exercise a high level of accountability for our entire program, Additionally,
although the program level for ESF in FYs 91-93 has been reduced to $50 million,
the effort involved in economic analysis, financial analysis and policy dialogue
related to this program has not changed, Rather, there is an increase of effort
required in coordinating with the other donor institutions in order to obtain
increases in the levels of thelr programs as we reduce ours,

In order to determine who qualifies as USAID staff, as opposed to U.S. technical
assistance to the Honduran public and private sectors, we defined USAID staff as



those employees whose workplace is primarily the USAID offices., Office-by-office
staffing reviews divided the staff into three major categories according to the
type of responsibilities performed. These categories cut across organizational
lines. As a result, some offices (e.g. Engineering) had employees in all three
categories, The categories are; Core Management, Indirect Variable Support staff
and Direct Variable staff. The idea behind this exercise was that certain
positions will vary according to the program make-up and size and others will not,
Core Management 1s expected to stay constant, assuming that there will be no
dramatic change in program size from that projected in this CDSS. Indirect
variable support staff will vary with program size and make-up but not in direct
relationship to the changes., Direct variable staff are those employees whose
positions relate directly to specific projects or programs and, as we further
consolidate our program, will be reduced accordingly. The following table
outlines, by employee category, the total USAID/Honduras FTE employment levels for
each of the fiscal years of the CDSS.

FTE :
: Overall

. FY91 FY92 FY93 FY94 FY95 FY96 Reduction
USDH 39 36 35 Bk % 3T T T
USPSC .23 20 16 14 13 13 10
PASA 9 4 2 2 2 2 7
FNDH. 33 32 31 30 30 30 3
FNPSC 134 122 119 114 110 101 33
TOTAL 238 214 203 193 188 178 &0

In determining the ultimate make—-up of the Mission staff we split the positions
into three general categories as follows:

FTE
: . FY91 FY96
Core Management ' 93 93
Indirect Variable Support 58 34
Direct Variable Staff : _87 31
Total 238 178

Core Management Staff are those employees who will be reqhired for overall
program management within any likely annual program level. Included in this
‘category are:

FTE _
USDH OTHER TOTAL
Mission Direction 3 3 6
Office Directors - 9 9 18
Reglonal Legal Advisor 1 1 2
Other Program Management® ] 61 67
Total 19 74 93

*B&A Officer, Project Development Officer,
Program Officer, Contracts QOfficer,
Econ. Officer.



We have projected that these positions will remain constant throughout the
CDSS period.

Indirect Variable Support are those employees who provide overall Mission
support but whose positions may vary indirectly according to program .size and
makeup. The reduction of 24 FTEs in this category result in the following
levels by the end of the CDSS period:

: FTE
. FYS1 FY96
Mission Direction _ 1 0
Executive Management 26 18
Controller ' 16 11
Project Development 5 -2
Program : ' 2 0
Economic Analysis 2 0
Engineering 6 3
Total : 58 34

Direct Variable Staff are those employees directly respoensible for project
management and whose position levels vary directly with project requirements
and the number of project management units in the portfolio. The following is
the level of employment in each of the line functions after a reduction of 36
FTEs:

: FTE
FY91 FY96
Engineering 2 0
Private Sector : 13 13
Rural Development 33 18
Human Resources and Democratic Initia:ives gg gg
Total 87 - 51

Our Municipal Development project, an important component of the Democratic
Initiatives portfolio, is being managed by RHUDO. 1If RHUDO staffing is
reduced, the Mission will have to absorb the management responsibility and the
personnel currently in RHUDO directly related to the project. Our projections
of Mission staffing do not include the effects of this transfer, possibly to

be effective in FY93. RHUDO's projections for staffing its continuing
regional operations are as follows:

FY9L FY92 FY93 FY9 FY95 6
DHs 4.0 4,0 2.0 2.0 2,0 2.0
PSCs 3.5 2.0 2.0 2.0 2.0 2.0
Support Staff - 4.5 5.0 4,0 4.0 4.0 4.0
Total 17.0 11,0 8.0 8.0 “8.0 8.0



The RHUDO staff responsible for the Municipal Development Project are
projected to be as follows:

. FY9l FY92 Ezgi FY94 FY95 FY96
USPSCs 1.0 2.0 2.0 7.0 2.0 2.0
TCN 0.2 1.0 1.0 1.0 1.0 1.0
FSNPSCs 0.5 2.0 2.0 2.0 2.0 2.0
Total 1.7 5.0 5.0 5.0 5.0 5.0

If we are to absorb the project management responsibilities for the Municipal.

Development project in FY93, the transfer of one of the RHUDC USDH positions
will be required, '

OPERATING EXPENSES

The following chart indicates total levels required and the appropriated
dollar and trust fund split. The split proposed is dependent on the success
of the recently announced AID/W plan to provide dollar appropriated funds by
80 percent of the reductions in trust funds.

OPERATING EXPENSES ($ MILLIONS)

FY92 FY93 FY94 FY95 FY96
Dollar OE 1.0 2.2 3.0 3.0 3.0
Trust Funds 3.5 2.1 1.1 1.0 1.0
Total _ - %.5 4.3 4.1 4.0 4.0

If the Agency is not successful in obtaining dollar appropriated OE funds to
help reduce our dependence on trust funds, we will need to continue to rely
heavily on trust funds, Our "worst case” scenario in such a circumstance is
as follows:

OPERATING EXPENSES ($ MILLIONS)

FY92 FY93 FY9% FY95 FY96
Dollar OF 1. T 170 1.0 1.0
Trust Funds 3.5 3.3 g;l 3.0 2;9
Total - .5 33 4.1 4.0 Z.0

The reductions represented in the tables assume we will absorb inflation to
the extent that it does not exceed 5 percent per year.

0f the staff reductions of 60 FTEs, 27 are project funded. Of the OE funded
reductions in staff of 33, 7 are USDHs and 3 are USPSCs, Qur ability to
absorb the 34 percent reduction in OE is made possible by this large reduction
in expensive U.S. citizen employment.

We relterate, further cuts in either staffing or total QE resources will
severely curtail our ability to provide adequate accountability for our
program and appropriate leadership in assisting the GOH and other donors in
developing the economic measures necessary for growth., Our proposed
reductions in both staffing and OE funding resulted from a detailed analysis

of the requirements of our program in a position-by-position review and
justification process. '



