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I. ECONOMIC PERFORMANCE UNDER DOLLARIZATION'
A. Introduction

1. Last year marked the fifth anniversary of Ecuador’s decision to give up its
national currency (the sucre) and adopt the U.S. dollar as legal tender. Unlike El
Salvador (the other Latin American country that recently adopted formal dollarization),
Ecuador’s decision to formally dollarize was relatively sudden and took place against the
backdrop of a deep economic and banking crisis. Following a series of exogenous shocks
(e.g., El Nifio phenomenon, a sharp decline in oil prices, and the tightening of international
credit conditions following the financial crises in Russia and Brazil) that played out in a
weak macroeconomic policy framework, GDP contracted by 6.3 percent in 1999; the fiscal
deficit exceeded 5 percent of GDP; inflation closed at 61 percent and was rising; public debt
exceeded 100 percent of GDP and was in default; and the sucre lost two-thirds of its end-
1998 value. Moreover, when formal dollarization was launched in early 2000, banking
system deposits were frozen, and 16 financial institutions (accounting for 65 percent of on-
shore deposits) had been intervened or closed.

2. Against this background, adopting formal dollarization entailed obvious risks.
Although during the crisis the Ecuadoran authorities had used up their room for constructive
monetary policy and unsuccessfully tried various exchange rate policy options, the big
questions at the time were whether dollarization would succeed in stabilizing the economy
and whether it would provide a framework for sustained growth over the longer term.
Dollarization has indeed been followed by increased macroeconomic stability (with inflation
converging to international levels), but the question about the longer-term implications
remains open to debate.

3. Although 6 years is not long enough to judge whether Ecuador’s decision to
adopt dollarization was right, it provides an adequate time to assess how well or poorly
this regime is serving Ecuador. The next section reviews the principal tradeoffs normally
associated with official dollarization, and their specific relevance to Ecuador. Section C
discusses Ecuador’s performance under the dollarization regime, highlighting the country’s
main achievements and challenges in the macroeconomic and structural areas. Section D
draws some conclusions and discusses what dollarization implies for Ecuador’s reform
agenda in the future.

B. Pros and Cons of Dollarization and their Relevance to Ecuador

4. There is no consensus on whether formal dollarization is good for stability and
growth over the medium and long term, but there is agreement on the main trade-offs.
Supporters of dollarization have highlighted its benefits in terms of lower and more stable
inflation and interest rates, which would lead to higher economy-wide efficiency, private
investment, and growth. Its critics have underscored the regime’s lack of flexibility and its
inability to respond adequately to shocks, which would make it an inferior alternative to a

! Prepared by Lisandro Abrego, with collaboration from Wes McGrew, who took part in the initial stages of the
paper and wrote an earlier version of Section B, and Angelo Alexander, who helped with gathering the data and
estimated the econometric model of bond spreads.
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system that allows the nominal exchange rate to move in response to changes in expectations,

policies or economic fundamentals. The empirical evidence in favor of each point of view is
.2

not conclusive.

S. The most important potential benefit of dollarization is that a country may
adopt the currency of another which has a much better reputation for prudent
monetary and exchange rate policy. This should lead to the convergence of inflation to the
other country’s rate and generally to a more stable environment for trade and investment,
stimulating economic growth. Another benefit is the elimination of currency risk, which
should in principle result in lower interest rates—which should converge to the other
country’s—boosting private investment. Dollarization should also reduce transaction costs,
benefiting particularly financial intermediation and international trade, and thereby growth.

6. The main disadvantage is the loss of flexibility in macroeconomic policy
management. Fixity of the nominal exchange rate means that the real rate can adjust only
through changes in prices or wages. However, in practice, wages and prices may be
inflexible downward, and the lack of flexibility could result in lower output and employment
growth and higher real volatility. Other disadvantages include: the loss of the latitude to run
“optimal” monetary policy (U. S. monetary policy may be better than “bad” Ecuadoran
monetary policy but inferior to optimal policy in Ecuador, given the different circumstances
of the two economies); the need for Ecuador to absorb global movements in the value of the
dollar, which are driven by factors not related to Ecuador; the loss of seignorage; and the
reduced scope for lender-of-last-resort activities of the central bank, unless specific
arrangement to deal with this are put in place.

7. The tradeoffs associated with dollarization are similar to those associated with
fixed exchange rates, since both entail a loss of control over monetary policy. However,
there are some key differences: (i) a fixed exchange rate can be revalued or devalued, which
on the positive side provides an escape valve from inflexibility, and on the negative side
implies a lower degree of commitment to fixity than does dollarization; and (ii) fixed rate
regimes retain seignorage.

8. Supporters of dollarization argue that the benefits of a national currency and an
autonomous monetary policy may be more theoretical than real. They cite the high
correlation between U.S. interest rates and interest rates in emerging market countries with
flexible exchange rates, which suggests that the latitude for monetary policy independence
from the United States is limited;’ the high de facto pass-through from exchange rates to
prices in many emerging markets, which limits the effectiveness of nominal rate changes in
bringing about real exchange rate adjustment; and the high degree of informal dollarization
in many countries, which also limits the effectiveness of nominal exchange rate changes and
reduces the scope for monetary policy (Calvo, 2001; Dornbusch, 2001).

? See, for example, Moreno-Villalaz (1999), Bogetic (2000), Edwards (2001), Goldfajn and Olivares (2001),
Edwards and Magendzo (2003), and Canova (2005).

? Outside the dollarization debate, Canova (2005) has provided empirical evidence in favor of this view for
some Latin American countries, including Brazil, Mexico, and Peru.
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0. With the absence of monetary and exchange rate policy, a strong fiscal policy
framework takes added importance in a dollarized system. The ability to use this tool
effectively for countercyclical purposes requires that the public finances be strong, including
with a low debt ratio, a sound tax system, and a flexible expenditure structure.

10. Ecuador’s specific characteristics offer both significant potential benefits and
costs from dollarization.

o On the benefit side, Ecuador has a history of poor monetary policy, with average
annual inflation of 40 percent, and a minimum rate of only 23 percent, during 1983—
99. Persistent high inflation and an unstable exchange rate (the nominal rate
depreciated at an average of 44 percent a year in 1983—89) had made the banking
system prone to de facto dollarization, which restricted the latitude of the central bank
to use monetary policy constructively or act as a lender of last resort. In addition, de
facto dollarization meant that exchange rate depreciation could impose heavy losses
on the banking system, as had occurred during the 1980s and early 1990s.* These
losses were typically assumed by the government and passed to the rest of society,
with negative distributional consequences.

o On the cost side, Ecuador is subject to significant external shocks due to the large
share of oil products in export and government receipts (46 percent and 35 percent,
respectively, in 2000—04) and the volatility of oil prices. Oil price downturns thus put
pressure on the balance of payments and reduce the resources at the disposal of the
government. In these circumstances, an autonomous monetary policy and flexible
exchange rate could play a valuable role in macroeconomic management. Further,
Ecuador has a history of poor fiscal management and significant fiscal rigidities,
which also play against official dollarization. Finally, the loss of seignorage has a
revenue cost for the government,® although this could in principle be offset by lower
interest payments.

C. Economic Performance under Dollarization

11. The adoption of dollarization in March 2000 was followed by the enactment of a
package of structural reforms in the context of a Fund program. Reforms were wide-
ranging, including the financial system, the oil sector, and labor markets (Box 1), while the
macroeconomic component of the program included a large fiscal adjustment and substantial
international financial support. The program’s purpose was to help stabilize the

* De facto dollarization was already significant before the crisis. For example, in the first quarter of 1998, one-
third of on-shore deposits were in U.S. dollars. A year later, this ratio had increased to about 45 percent, while
two-thirds of the total on-shore credit portfolio was in U.S. dollars. See Chapter I1I of the 2000 Selected Issues
paper for more details.

> See Chapter III of the 2000 Selected Issues paper.
% Average annual revenues from seignorage for the high-inflation 1990s were estimated at 1.5 percent of GDP.

Seignorage for the G7 countries amounts to about 0.3 percent of GDP. See Chapter IV of the 2000 Selected
Issues paper.
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Box 1. Ecuador: Main Structural Reforms Adopted Since 2000

A strong structural reform effort—which took place largely in the context of the 2000 Stand-By
Arrangement with the Fund—was made soon after the adoption of dollarization. The reform impetus
weakened subsequently, and came to a virtual standstill in 2004, owing mainly to a difficult political
environment and a lack of urgency once economic conditions had stabilized. In 2005 some important reform
reversals occurred. Key reforms have been adopted in the following areas (the year of adoption in
parenthesis):

* Oil sector (2000). The reform sought to increase private participation by allowing private companies to
refine, process, store, and transport oil and gas (previously a state monopoly). The reform made possible the
construction of a privately-owned pipeline to transport heavy crude, which led to a doubling of oil transport
capacity and allowed a sharp expansion in the private production of crude oil. However, it has not led to
private investment in downstream activities.

* Financial sector (mainly 2000-01). Reforms have been wide-ranging, and include strengthening the
supervision capabilities of the Superintendency of Banks (SB); providing closed banks with access to
special foreclosure procedures to collect non-performing loans; establishment of a liquidity recycling facility
at the Central Bank (BCE); elimination of the financial transactions tax and the ceiling on banks’ fees; and
relaxation of the ceiling on the usury interest rate set by the BCE. More recently (2004—05), the SB has
adopted regulatory measures to strengthen bank liquidity and soundness indicators, and Congress approved
a law to improve the effectiveness of credit bureaus.

* Labor market (2000). Legislation dealing with private labor markets was reformed in 2000 to unify the
various components of the remuneration package (salary unification), and introduce some flexibility and
more modern hiring practices (for example, hourly and temporary contracts) into the labor market. Salary
unification implied broadening the base for social security contributions and employment-related taxes
based on salary levels. These changes, which have been phased in over a period of 5 years, had the
unintended effect of increasing the cost of employment to firms.

* Social security (2001 and 2005). The 2001 law increased the minimum retirement age to 60 years,
eliminated automatic retirement after 40 years of contributions, and raised contributions to the pension
system by capitalizing in individual accounts contributions to the reserve fund (RF), which would be
withdrawn only upon retirement, disability, or death. The new law introduced a two-tier structure consisting
of a “compulsory solidarity regime” and a “compulsory savings regimen” (CSR). However, aspects of the
CSR were legally challenged and eventually declared null by the constitutional court. In 2005 Congress
amended the law to allow the triennial return to employees of contributions accumulated in the RF.

* Fiscal responsibility law (2002 and 2005). The 2002 law capped real expenditure growth by the central
government at 3.5 percent a year, set an annual target of 0.2 percent of GDP for the reduction of the non-oil
deficit until its elimination, and set targets on the public debt (including a ceiling of 40 percent of GDP). It
also created an off-budget oil fund (the FEIREP) from heavy crude oil revenues (HCOR), with resources
allocations for debt buybacks (70 percent), revenue stabilization (20 percent), and social spending

(10 percent). The law was modified in 2005 to (i) exclude capital spending from the ceiling on expenditure
growth; (ii) eliminate the FEIREP and bring HCOR into the budget; and (iii) reallocate ex-FEIREP funds
toward social spending (30 percent), economic reactivation projects (35 percent, which could also be used
for optional debt buybacks), and other projects (15 percent). The new law retained the targets on the
reduction of the non-oil deficit and public debt, and the 20 percent allocation for revenue stabilization.

* Civil service (2003). The reform unified the various components of the remuneration package into one
basic wage; realigned wages (over 2004—09) to eliminate large salary discrepancies for similar jobs; and
centralized the management of the civil service and the payroll under a new agency. The reform covered
25 percent of public servants, excluding politically powerful groups such as teachers, health-care workers,
and the military.




economy (threatened by hyperinflation) and the banking system (in the middle of a deposits
freeze) by strengthening the public finances and the financial system while easing structural
obstacles to higher economic growth, all of which would also help support the dollarization
regime. Additional structural reforms, focused mostly on the fiscal area, were adopted in
subsequent years (some of them as part of the 2003 Fund arrangement). However, for the
most part, reforms were only partially implemented, and a long structural reform agenda is
still outstanding. Moreover, there have been key reform reversals in the past year.

Macroeconomic Performance

12. Assessing the role of dollarization in Ecuador’s recent macroeconomic
performances is a complex exercise. Economic developments since the adoption of
dollarization have been affected by a multiplicity of factors including a favorable external
environment, increased oil production and the rebound from the 1998-99 crisis—and it is
very difficult to separate the role of dollarization from that of other factors. The main
approach we take here consists of comparing Ecuador’s macroeconomic performance after
the adoption of dollarization with (i) the country’s performance during the pre-crisis period
of the 1990s and (i1) the performance of other Latin American countries since 2000. At the
same time, we try to correct for factors unrelated to dollarization.
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Stability and Growth
13. The Ecuadoran economy has become more stable since the adoption of

dollarization (Figures 1-2). As expected, inflation has converged to international levels, and
the decline in inflation has been accompanied by a reduction in its volatility, which—
combined with a fix nominal exchange rate—contributed to substantially lower variability of



both interest rates and the real exchange rate.” In addition, interest rates appear to have
become less sensitive to negative political developments in the country, which in the past
also tended to be reflected quickly in fluctuations in the exchange rate. These factors should
have been a positive influence on the economy at large, including on private investment and
efficiency.

14. Overall growth during the dollarization period has been led by the oil sector but
non-oil growth has been somewhat higher than during the 1990s. Overall GDP growth

in 200405 was 4 percent, with the oil sector expanding at an average rate of 8 percent a year
and the rest of the economy at 3.5 percent (Figure 3). Underlying non-oil growth (i. e.,
excluding the rebound effect from the crisis), averaging 3.4 percent a year, has been slightly
higher than during the pre-crisis 1990s (by "4 of a point) and than in the rest of Latin America
(by % of a point).
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15. Productivity growth and investment have both significantly increased. The

contribution of productivity growth to overall GDP growth has risen substantially,
accounting for about 20 percent of growth during the last five years, compared to a negative
contribution during the 1990s (Figure 4).® Fixed-capital investment has increased sharply,

7 It took about 45 years for inflation to converge to the rate in advanced economies. This somewhat
long transition period is explained mainly by the fact that, when dollarization was launched, inflation
was close to 100 percent and still rising following the sharp depreciation of the sucre and the large
monetary expansion that took place during the crisis. Inflation convergence in Ecuador was, however,
slightly faster than in countries that introduced currency board arrangements (CBAs) in the 1990s
(e.g. Argentina, Bulgaria, Estonia, and Lithuania). These countries, though, adopted CBAs under
conditions of much higher (albeit already declining) inflation.

¥ The methodology and data used for the productivity growth calculations are described in the
Appendix.
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including in the non-oil sector, where it averaged almost 20 percent of GDP in 2000-05, well
above the levels of the 1990s and of overall investment in Latin America (Figure 5).

Fig. 5. Investment Ratio
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Fiscal performance

16.  Itis sometimes argued that the need to maintain sound public finances and the
inability to print its own money would force a formally-dollarized economy into stronger
fiscal discipline. Ecuador’s fiscal performance has indeed strengthened substantially
following the adoption of formal dollarization. Compared to 1990-97 the primary surplus of
the non-financial public sector (NFPS) has almost doubled to 5.2 percent of GDP in 2000
05, while the non-oil primary deficit has declined by 4 percentage points of GDP (Figures 6—
7). However, this seems to be largely associated with factors unrelated to the switch to the
new exchange rate regime.

17. The strengthening of the fiscal position during the dollarization period reflects
mainly strong growth in tax revenue derived from improvements in tax administration
that started before the launch of dollarization. While oil revenue declined by about

1.5 percentage points of GDP in 200005 as a result of falling output by PetroEcuador
(Figure 6), tax revenue increased by 4% percentage points compared to the 1990-97 period
(Figure 7), driven mainly by the improved performance in tax administration that followed
the creation of the internal revenue service in 1997. Fiscal performance has also been aided
by the fact that primary spending by the NFPS has, on average, not increased relative to the
pre-crisis 1990s, with capital expenditure declining by about 1 percentage point of GDP. This
reflects largely liquidity constraints at the level of the central government, derived from the
lack of access to private capital markets. Over the last two years, as these constraints have
eased following higher oil revenues (see below), primary spending has increased very
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rapidly, led by strong growth in current expenditure.” Primary spending (in percent of GDP)
is currently higher than in any year during the 1990s, although the non-oil deficit has
remained lower than throughout the previous decade and is also lower than in other oil
exporting countries in the region.

18. Large primary surpluses and buoyant GDP growth have contributed to a sharp
decline in the public debt ratio.'° Public debt stands now at less than half its 1999 level, is
significantly lower than at any time during the 1990s, and compares well with that of other
net oil exporters in the region (Figure 7).

. . . Fig. 7. Ecuador: NFPS Non-oil Deficit 1/
Fig. 6. Primary balance and Public Debt 1/ g/ Hu : 15
12 In percent of GDP ! Pri i
: 2% L percent o 1 Primary spendin
R Public debt In percent of GDP | 110 . Ty spencing
. N ' .
10 1 right scale ) uk o Ml ' PERK
(g ) Oil revenue 0 R N e ; \ K
8 2t L 5 Tl
TR e T
. N 20 A W
61 Primary balance  + « 70 ' el
) 18 ' : 17
4 N . .
B 50 6l ‘ V' Non-oil deficit
) ] gt N : + (rightscale) T 7
|‘| H H N 14t b
0 |_| \ H . s 15
B A S A ol ‘ ! - =
|_| Non-oil revenue 1
2 10 10 S S 3
199 1992 1994 19% 1998 2000 2002 2004 1990 1992 1994 1996 1998 2000 2002 2004
Sources: Ministry of Finance, and Fund staff estimates and projections. Sources: Ministry of Finance; and Fund staff estimates and projections.
1/ Projection for 2003, based on Q3 outturn. 1/ Projection for 2005, based on Q3 outturn.

? Real primary spending by the NFPS rose by 16 percent and 12 percent in 2004 and 2005,
respectively.

' Another important contributor to the decline in public debt was the restructuring of Ecuador’s
Brady bonds (in 2000) at a significant (40 percent) discount.
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Fig. 8. NFPS Non-oil Deficit, Average 2002-04 Fig. 9. Public Debt
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19. While performance at the central government level has improved during the

dollarization period, the improvement has been modest'' and, with limited financing
options, the central government has faced significant liquidity constraints. As a result,
external and domestic arrears have been a common feature during most of this period,
damaging the country’s creditworthiness. In particular, there have been prolonged periods of
arrears to bilateral official creditors, and, in addition to the debt restructurings associated
with the 1999 default, Ecuador has had one rescheduling in the context of the Paris Club
after 2000. The central government’s liquidity difficulties—which also reflects its inability to
control growth in current spending—eased substantially only in the second half of 2004,
following the government’s decision to use resources saved in the ex-FEIREP oil fund to
catalyze higher budget financing,'“and the subsequent incorporation of such resources into
the budget (see para. 20). However, significant short-term debt obligations, limited access to
domestic and external markets, the budget’s heavy dependence on oil revenues, and the
difficulties to control growth in spending mean that the risk of running into liquidity
problems remains high.

! The central government’s primary balance increased from 3.5 percent of GDP in 1990-97 to
3.8 percent in 200005, while the non-oil deficit declined from 7.7 percent of GDP to 6.6 percent.
Primary spending over these periods rose from 13.1 percent of GDP to 15.4 percent.

2 Since legally FEIREP resources could not be used for direct budget financing, in 2004 the
government began to use them to repurchase debt from the Social Security Institute (IESS)—which
was allowed by the law—while simultaneously issuing new debt to that agency for an amount
equivalent to that repurchased. This allowed the government to formally comply with the fiscal
responsibility law (see para. 20) while enabling the IESS to adhere to its investment rules, which cap
investment in government paper at 50 percent of the portfolio.
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20. Some reforms have been adopted since 2000 to strengthen the fiscal policy
framework. As discussed above, without the flexibility of having its own monetary and
exchange rate policy, a strong and flexible fiscal policy framework takes added importance in
a dollarized economy. Ecuador has made some progress on this front since adopting
dollarization (see Box 1), but important reforms are still pending. The introduction of a fiscal
responsibility law (FRL) in 2002 was a key reform aimed at strengthening the fiscal policy
framework. The FRL set limits on the growth of primary spending and created the FEIREP
oil fund as an off-budget vehicle to save the receipts from heavy crude oil and use them for
debt repurchases and revenue stabilization. However, while the law may have had a
disciplining effect on the public finances, this has not been strong enough and has not
avoided rapid expenditure growth by the central government and the worsening of the non-
oil balance in 2004—-05 (Figure 7). So far, the FRL’s above-the-line rules have been adhered
to only in 2003, the year in which it came into effect. The 2005 reform weakened the law by
removing capital spending from the ceiling on primary expenditure growth, bringing into the
budget ex-FEIREP revenues, and earmarking the bulk of those revenues for expenditure
(Box 1). Moreover, there still exists extensive revenue earmarking, which introduces a strong
pro-cyclical element to fiscal policy.

External sector and international price competitiveness

21. Formal dollarization is supposed to help stimulate international trade through
improved macroeconomic stability and lower transaction costs. In the case of Ecuador,
since inflation was high when dollarization was launched, and was not expected to converge
quickly to international levels, there was also the fear that—regardless of its effect on the size
of trade—dollarization would lead to a significant loss in price competitiveness. As expected,
trade openness has increased following the adoption of dollarization (Figure 10), reflecting
strong import growth. Non-oil exports have declined relative to GDP, but as explained in
more detail below, this reflects mainly exogenous factors, and does not appear to be related
to a deterioration of price competitiveness, which seems to have remained largely unaffected
by dollarization.
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Fig. 10. Ecuador: Non-oil Sector Trade Openness 1/ Fig. 11. Eeuador: Current Account Balances 1/ 55
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22. The external current account has improved since the adoption of dollarization,

but this reflects mainly higher oil prices and production, and lower interest payments
(Figure 11). The current account deficit averaged about 1 percent of GDP in 2000-05, a large
improvement from the deficit of 3.6 percent of GDP recorded in 1990-97, aided by strong
growth in oil exports from high international prices and increased private output. This
improvement has been accompanied by a substantial decline in the non-oil current account
deficit (3 percentage points of GDP over the same period) resulting mainly from a large
reduction in interest payments following the decline in external debt and lower international
interest rates. An alternative measure of the non-oil balance that in principle better reflects
changes in competitiveness is the balance of goods and non-factor services (GNFS). This
shows a deterioration of about 3 percentage points in the dollarization period relative to the
pre-crisis 1990s, driven by poor performance of traditional non-oil exports (which include
bananas, cocoa, coffee, and shrimp), owing largely to a deterioration of the terms of trade
and natural phenomena that hit Ecuadoran agriculture in the late 1990s (e.g., the white spot
disease in the case of shrimp, and the El Nifio weather phenomenon in the case of bananas)."?
Total traditional non-oil exports declined from 11 percent of GDP in 1997 to 6 percent

in 2004, exceeding the deterioration of the non-oil balance of GNFS by 2 percentage points.

" In 2004 exports of shrimp and bananas were, respectively, 63 percent and 23 percent lower than
in 1997.
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Fig. 12. Ecuador: Indicators of Non-oil Trade 1/
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Fig. 13. Ecuador: Real Effective Exchange Rate 1/
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23. While overall non-oil export growth has been modest during the dollarization
period, non-traditional exports have grown strongly (Figure 12). Non-oil exports
exceeded their pre-crisis peak only in 2005, but non-traditional exports (which include
mainly flowers, seafood products, processed food, and metal products, and in 2005 accounted
for one-half of non-oil exports, compared with 30 percent in 1997) grew at an average rate of
over 10 percent in 2000-05, driven mainly by a strong expansion in volumes. Some
Ecuadoran exporters are of the view that the recent strong non-oil export performance has
indeed benefited from the improved macroeconomic stability by making planning easier and
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helping improved decision making, even if the real exchange rate appreciation that followed
the launch of dollarization may have meant a cost disadvantage.

24. From available evidence, it is not clear that Ecuador’s price competitiveness has
been significantly affected one way or another by dollarization.

o While the real effective exchange rate appreciated substantially following the launch
of dollarization, the sharp depreciation in the context of the crisis looks excessive by
historical standards and most likely overshot the equilibrium rate (Figure 13). In
addition, the equilibrium rate may have increased following improved terms of trade
(by 25 percent between 1998 and 2005), lower international interest rates, and higher
remittances (which increased by 2.5 percentage points of GDP between 1998
and 2005).

o Non-oil trade developments after dollarization do not reflect a clear picture on the
evolution of competitiveness. Non-traditional exports continued to grow at double
digits in 200405, but imports also expanded at a similar pace, with strong growth in
volumes in each case. In this context, it appears that the impact of the real
appreciation that followed dollarization has been less important than other factors. In
particular, the expansion of non-traditional exports has been aided by healthy global
growth—and possibly by increased macroeconomic stability from dollarization—
while continued rapid import growth has been driven mainly by the recovery of
domestic growth, the rebound in financial intermediation (see Figure 14 below), and
what appears to be a decline in the domestic price of importables in the last couple of
years as inflation converged to international levels.'* As discussed above, the
worsening of the non-oil balance of GNFS during the dollarization period can be
explained by exogenous factors affecting traditional non-oil exports.

o Within the non-oil sector, the share of tradable activities in 2004-05 was virtually
unchanged (at around 27 percent) compared to the pre-crisis 1990s, which does not
point to the development of a Dutch-disease problem.

Bank intermediation and interest rates

25.  Dollarization is supposed to lead to higher financial intermediation by improving
macroeconomic stability and reducing transaction costs. The evidence in favor of this in
Ecuador is not clear, although dollarization appears to have had a positive influence on the
banking system. Bankers in Ecuador are strongly in favor of dollarization, which they tend to
view as an anchor for macroeconomic and banking system stability. Bank intermediation has
grown quickly in recent years following the rebound from the crisis, but it remains well

' The CPI shows deflation for tradeable goods from mid-2003 to mid-2005.
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below pre-crisis levels (Figure 14) despite the recovery of national income (real GDP in 2005
was about 20 percent higher than its pre-crisis peak). Moreover, bank intermediation in
Ecuador remains substantially lower than in other Latin American countries with a similar
level of financial-system development (Figure 15). A possible shift of intermediation to non-
bank institutions—which have expanded rapidly in recent years—is, at best, a minor factor in
the explanation of the lack of full recovery of intermediation.'” A more plausible explanation
is that, despite a positive influence of dollarization (see below), public confidence in the
banking system has not fully recovered from the crisis. This is also consistent with the fact
that deposit maturities remain low and below pre-crisis levels. '

Fig. 14. Ecuador: Bank Private Deposits and Credit 1/ Fig. 15: Bank Credit to the Private Sector (2004)
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26. The adoption of dollarization had an immediate confidence effect on the banking
system, allowing the rapid unfreezing of the bulk of deposits without negatively
affecting bank liquidity. Subsequently, dollarization has contributed to bolster confidence in
the system, including by helping isolate it from frequent bouts of high political instability,
which in the past would be often reflected in deposit and interest-rate changes. However, the
system appears to still be suffering from the experience of the late 1990s, as well as from
various structural and institutional problems (for example, high credit risk, absence of a
credible lender of last resort, lack of an adequate deposit guarantee; weak creditor rights; and
bankruptcy procedures that do not facilitate the recovery of assets by banks) whose solution
lies well beyond Ecuador’s exchange rate regime and macroeconomic policies.

217. By eliminating exchange rate risk, dollarization is supposed to result in a
significant decline in domestic interest rates, but this does not appear to have occurred

" Deposits in non-bank financial institutions amounted to about 3.5 percent of GDP in 2005, while
the decline in bank deposits between 1997 and 2005 was equivalent to 12 percentage points of GDP.

' As of November 2005, over 90 percent of deposits in the banking system were short term (with
maturity of less than 91 days).
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in Ecuador. Real interest rates declined following the adoption of dollarization but this
seems to have reflected higher-than-anticipated inflation—real rates started to increase as
inflation began falling (Figures 16—17). While headline marginal lending rates have come
down significantly, this reflects the existence of administrative ceilings that were imposed
following the launch of dollarization in 2000. Although substantially relaxed since then,
these ceilings appear to be generally binding, and banks appear to have successfully avoided
them by increasing lending fees and commissions, which are not capped. Effective lending
rates (headline interest rates plus fees and commissions) are thus substantially higher than the
headline interest rate suggests, and seem to be approaching pre-crisis levels. In this context,
even though Ecuador’s interest rates are now more correlated with rates in the United States,
real lending rates have not converged to international levels and are higher than in other
dollarized economies in the region (Figure 18)."”

28. Interest-rate spreads have declined compared to the pre-crisis period (See
Figures 17). However, they are high compared to other Latin American countries, including
dollarized Panama and El Salvador, reflecting mainly the persistence of significant credit
risk, relatively high (albeit declining) levels of non-performing loans, high operational costs,
and substantial liquidity holdings by banks (see Chapter III). Moreover, because of the
existence of substantial lending fees and commissions, spreads in Ecuador do not fully reflect
the difference between lending costs and deposits rates. In fact, intermediation margins
(which also include commissions and fees) have declined less than spreads, have generally
increased during the dollarization period, and seem to be approaching pre-crisis levels
(Figure 16).

17 Estimations by Canova (2005) for 1990-2002 show that the correlation of Ecuadoran interest rates
with U. S. rates has been historically weak compared to that of other Latin American countries such
as Mexico, Peru, Brazil, and Panama, suggesting that the role of domestic factors in interest rate
determination has been traditionally higher in Ecuador. This is consistent with the existence of
important structural and institutional problems that affect the Ecuadoran banking system, as pointed
out in paragraph 26.
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Sovereign-bond spreads

29. Ecuador’s sovereign-bond spreads have tightened substantially since 199899
crisis, but have not declined compared to the pre-crisis period and are the highest in
Latin America (Figures 19-20). Spreads reached a peak of 4,500 basis points in mid-2000
but fell sharply following the debt exchange and the accompanying reduction in Ecuador’s
public debt. During 2001-05, spreads have been on average similar to those in 1996-98, but
have increased slightly relative to the Latin American average. Despite generally superior
fiscal indicators (Figures 8-9), they are the highest in the region, exceeding the Latin
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American average by about 350 basis points and the spreads of other formally-dollarized
economies by about 400 bps.'®

30. The persistence of high spreads seems to reflect Ecuador’s credit history, the
quality of policies, and a high degree of political instability and policy uncertainty. A
history of periodic defaults and frequent recourse to reschedulings and arrears to external
creditors;"” a heavy reliance on inherently volatile oil revenues; significant weaknesses in the
fiscal policy framework, and a general perception that prospects for addressing them are not
strong; high political instability;** and frequent and unpredictable changes in economic
policies are all factors that make Ecuadoran sovereign debt unusually risky. These factors
appear to dominate the positive effect from others, including a public debt that compares well
with that of other Latin American countries (see Figures 8-9), and good prospects for high
oil prices over the medium term.

Fig. 19. EMBI Spread Fig. 20. Public Debt and EMBI Spreads (2004)
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'8 Ecuador’s international credit rating remains one of the lowest in Latin America, with Ecuadoran
government debt rated CCC+ by Standard and Poors, Caal by Moody’s and B- by Fitch
(January 2006).

' Since the early 1980s, Ecuador has not been able to honor scheduled obligations on debt to private
creditors on at least three occasions. In addition, it had eight Paris Club reschedulings, the highest
number of such reschedulings among Latin American countries after Bolivia.

2% Ecuador has had 6 presidents in the last 8 years (3 of them ousted by Congress before completing
their terms), with some of the government successions followed by a significant change in the
direction of economic policies.
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31. Against this background, dollarization does not seem to have contributed to
lowering country risk. Although dollarization has helped reduce macroeconomic instability
and formally eliminated exchange rate risk, the factors mentioned in the preceding paragraph
have changed little compared to the pre-dollarization period. If anything, political instability
has increased, while the 1999 default and the recent prolonged periods of arrears have hurt
creditworthiness.

32. Estimates from an econometric model of the Ecuador bond spreads do not show
a statistically significant effect of dollarization on spreads. The model, whose dependent
variable is estimated in first differences, uses monthly data for 1996-2005 and includes as
explanatory variables the average bond spread in Latin America (L), the rate of interest for
10-year U.S. bonds (U), and dummy variables for periods of particularly high political
instability (P), dollarization (D), the economic crisis (C), and the 2000 debt restructurings
(R).2' Except for the dollarization dummy, all variables are statistically significant, with the
interest rate on U.S. bonds playing the most important role among the non-dummy variables
(the numbers in parentheses are the p-values):

S=11.9+0.59S+0.72L+753 Uy +71.1 P- 163D +95.7C—-376.1 R
(0.33) (0.00)  (0.00) (0.03) (0.02) (0.29) (0.03) (0.00)
Adj. R*=0.83. DW = 1.90.

33. Ecuador recently regained access to international markets, taking advantage of
highly-favorable overall market conditions. While this appears to reflect some
improvement of confidence in Ecuadoran debt, spreads are still very high and not consistent
with sustainable market access for regular financing purposes (i. €., other than retiring
existing expensive or very short-term debt).

Structural Changes
Banking system

34. The banking system consolidated significantly following the 1998—99 crisis. The
number of active commercial banks was reduced from 39 at end-1998 to 25 in 2005, with the
number of foreign banks falling from four to two. At present, the four largest banks account
for about 60 percent of assets and deposits in the banking system. Commercial banks account
for over 70 percent of total financial assets.

35.  Bank soundness indicators have improved since the adoption of dollarization
(Figure 21). Non-performing loans have declined, and the system’s capital base has

1 A version of this model included also the oil price, which had the right sign, but was statistically
insignificant.
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strengthened. However, current indicators compare generally unfavorably to those of other
Latin American countries, including those with formal dollarization regimes (see

Chapter III). Bank liquidity in Ecuador has increased under dollarization, partly because, in
the absence of adequate lender-of-last-resort arrangements, banks need to maintain higher
liquidity levels for precautionary reasons. Liquidity holdings by Ecuadoran banks are on the
high side compared to other countries in the region (see Chapter III).

Fig. 21. Ecuador: Selected Banking Indicators 1/
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36. The banking system’s safety net remains weak, rendering the system vulnerable
to changes in confidence and to macroeconomic shocks. While the central bank
established a liquidity-recycling facility following the adoption of dollarization, this is very
small (2 percent of deposits) and does not constitute credible lender-of-last-resort (LOLR)
arrangements. Initiatives to establish an adequate LOLR facility (financed with resources
from contingency credit line from the Latin American Reserve Fund (FLAR) and individual
bank contributions) have not materialized, partly because of legal obstacles involving both
the FLAR and the central bank. The system also lacks adequate deposit insurance. Although
banks contribute (about 0.65 percent of their deposits) to a deposit insurance fund, these
resources have been largely used to pay remaining frozen deposits rather than to build a
guarantee fund for future needs.

Labor markets

37. Reforms adopted in 2000 brought some flexibility to labor markets (See Box 1),
but these continue to be rigid, while the setting of wages remains inefficient. Although
termination costs in Ecuador are similar to those in other Andean countries, they are among
the highest in the region (including Argentina and Uruguay) and higher than those in most
European countries and the United States (Rinne and Sanchez-Paramo, 2003). Wage setting
in Ecuador is complex—involving many parties at different levels and times—and rigid,
enabling the increase in minimum wages to be automatically transmitted to the whole of the
salary structure and leaving little room to differentiate salaries based on productivity (Rinne
and Sanchez-Paramo, 2003). At the same time, generous profit-sharing rules (the law
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mandates that 15 percent of profits go to employees) increase costs to firms and discourage
employment creation in the formal sector.

38. Following the bounce-back from the crisis, unemployment has fallen
significantly since the late 1990s but remains high. The unemployment rate reached a peak
of 16.9 percent in mid-1999 and has been in the 9—12 percent range over the last two years.22
Recent unzczmployment levels are slightly lower than in Panama but higher than in El
Salvador.

39. The persistence of high unemployment rates seems to reflect a combination of a
growing labor force, market inflexibility, and modest non-oil growth. Ecuador’s labor
force is estimated to have expanded at an annual rate of 2.3 percent during 2000—04, while
the non-oil economy grew at an average 3.5 percent. Since the adoption of dollarization,
minimum wages in the private sector have grown generally well above inflation and faster
than warranted by productivity growth (Figure 22). Although real minimum wages remain
below their peak pre-crisis level, they had increased strongly before the crisis, expanding at
an average real rate of over 6 percent in 1990-97, a period of negative productivity growth.
Moreover, minimum wages in Ecuador (as a percent of per capita income) are among the
highest in Latin America (Figure 23).

Fig. 22. Ecuador: Real Minimum Wage in the Private Fig. 23. Minimum Wages (2004)
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2 A number of breaks in the series do not allow for an adequate comparison of unemployment rates
before and after dollarization.

» Unemployment in 2004 was 11 percent in Ecuador, 11.8 percent in Panama, and 6.8 percent in El
Salvador.
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D. Conclusion

40. So far, dollarization appears to have served Ecuador relatively well. Inflation has
converged to international levels and other measures of macroeconomic stability (including
real exchange volatility) have improved, which should have had a positive impact on
efficiency and private investment. At the same time, the dollarization regime seems to have
helped insulate the economy, notably domestic financial markets, from the destabilizing
effects of frequent bouts of political instability. Increased macroeconomic and financial
stability have helped maintain moderate economic growth. At the same time, public debt has
declined sharply and the underlying fiscal position has improved significantly.

41. Recent macroeconomic performance has been strongly aided by a highly
favorable external environment. For much of the dollarization period, Ecuador has
benefited from very high oil prices, low international interest rates, and strong global growth,
and has not suffered any major adverse shocks. In this sense, the dollarization regime has not
been tested, and how it will stand up in the face of negative exogenous developments remains
to be seen.

42. Ecuador has not fully reaped the potential benefits of dollarization. The formal
elimination of currency risk has so far produced lower benefits than in other dollarized
economies in terms of interest-rate reductions. Financial intermediation and confidence in the
banking system have improved, but not fully recovered from the effects of the crisis. While
the non-oil economy has grown steadily over the last five years, growth has been relatively
modest. At the same time, country risk is the highest in Latin America, which severely limits
Ecuador’s financing options at a cost consistent with the domestic rate of return, and
contributes to significant liquidity risk.

43. This performance reflects largely a low level of implementation of structural
reforms and an unfavorable domestic business climate. The reform momentum that
followed the crisis and the adoption of dollarization waned quickly and reforms have largely
stalled, while there have been important reversals recently. At the same time, a domestic
business environment characterized by poor governance, high political instability and policy
uncertainty, and poorly-managed public enterprises in key sectors of the economy (including
electricity and telecommunications) significantly increase the cost and risk of doing business
in Ecuador, discouraging private investment.

44. Ecuador needs to put in place reforms to support the sustainability of the
dollarization regime by increasing the economy’s resilience to shocks and raising
productivity. As the experience of the late 1990s showed, Ecuador is vulnerable to
exogenous shocks that can have a devastating impact on the economy. The country needs

* Non-oil foreign direct investment (FDI) seems to be particularly affected by these deficiencies.
Despite a formally liberal regime (including investment-protection treaties with a large number of
OECD countries), non-oil FDI remains one of the lowest in Latin America (see Chapter [V).
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policies that would enable it to respond adequately to shocks, even more so now that it has
less macroeconomic policy instruments at its disposal. In particular, the public finances need
to become more flexible and less dependent on oil revenues, including through a lower debt
ratio, substantial reductions in subsidies and revenue earmarking, and broadening of the tax
base. In the financial sector, there is a need to strengthen the safety net through a credible
lender-of-last-resort facility and an adequate deposit insurance system, while taking measures
to reduce credit risk and further strengthen bank supervision. The lack of control over its
nominal exchange rate has also made it more urgent to advance reforms to increase
productivity as a means to improve international competitiveness. A more resilient and
efficient economy should allow Ecuador to capitalize more fully on the potential benefits of
dollarization discussed in Section B.
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Methodology and Data for the Calculations on the Sources of Growth

The calculations on Ecuador’s sources of growth are based on an aggregate Cobb-Douglas
production function:

(1) Y = AK°S"®

where Y denotes output, K is capital, S is labor, A reflects economy-wide efficiency, and o is
the input elasticity of substitution.

The productivity growth calculations are based on a rate-of-growth version of equation
(1). Using lower-case letters to denote the rate of growth of the variables in (1), total factor
productivity growth can be expressed as:

(2) a=y—-ok—(1-0)s

The data on capital used in the calculations comes mainly from Chapter III of the 2003
Selected Issues paper, which presents estimations of Ecuador’s capital stock for the 1970—
2002 period based on the perpetual inventory method and assumptions on depreciation.
These calculations have been extended through 2005 using the same methodology. Capital is
not adjusted for its rate of utilization.

Labor is measured as the number of people employed. Employment is calculated using data
on population, labor force and unemployment from the Ecuadoran Bureau of National
Statistics and the Central Bank of Ecuador. It is not adjusted by hours worked because of
data unavailability

Finally, the input elasticity of substitution is given by the share of each production factor in
value added, which is obtained from Ecuador’s 1997 input-output matrix. It is assumed that
these shares remain unchanged for the period of our calculations.

Sensitivity analysis on plausible alternative values for the factor shares for the remainder of
the period do not qualitatively alter the calculations on productivity growth, which remains
significantly negative and positive for the 1990s and 2000-05, respectively.
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II. ASSESSING FISCAL PERFORMANCE UNDER DOLLARIZATION AND POLICY CHALLENGES
OF SECURING LONG-RUN FISCAL SUSTAINABILITY"

A. Introduction

1. Since full dollarization the non-financial public sector (NFPS) has maintained
primary surpluses consistently above 4 percent of GDP. As a result, the debt to GDP ratio
has been cut in half. Nevertheless, achievement of long-term fiscal sustainability remains an
important policy challenge in Ecuador. The country’s fragmented political system generates
continuing pressure on the fiscal authorities to redistribute oil rents. Meanwhile, the central
government’s budget has little flexibility, given extensive revenue earmarking and a large
share of non-discretionary spending.

2. The objective of this paper is to assess sustainability of Ecuador’s fiscal policy
and explore criteria that could guide the setting of fiscal policy in the future. Section B
examines fiscal performance since the dollarization and evaluates sustainability of the
government’s fiscal policy. Section C analyzes how the government has been utilizing its oil
wealth during the recent years, explores alternative fiscal policy rules that could enable the
government to optimize its use of the oil wealth over the long-run and discusses medium-
term debt sustainability implications of the proposed fiscal rules. Section D concludes.

B. Assessing Sustainability of Fiscal Policy

3. Three different approaches are used to assess fiscal policy sustainability in
Ecuador. First, we measure the debt stabilizing primary balance to reflect on the evolution of
Ecuador’s debt since the 1998-99 crisis and evaluate implications of the projected medium-
term fiscal policy. Second, we examine debt sustainability projections generated by the
IMF’s standard debt sustainability framework. Finally, we consider results of a risk-based
analysis of sustainability.

Debt-Stabilizing Primary Balance

4. A comparison of the actual and debt stabilizing primary balances is the most

common and straightforward method of assessing sustainability of public debt (IMF,
2003). The debt stabilizing primary balance is defined as the level of primary balance that
stabilizes debt as a share of GDP at the level of the previous year and can be expressed as:

Ps; (r—g)| D
GDP. \1+g )GDP...’

" Prepared by Alexander Pivovarsky (FAD).
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where D: is the debt level in period t, 7 is the nominal interest rate in period t, PS: is the
primary surplus in period t, and g is nominal growth rate of GDP in period t.” If the actual
primary balance is above what would be required to stabilize the debt-to-GDP ratio at the
previous year’s level, current fiscal policy would be viewed as sustainable because it implies
a decreasing debt-to-GDP ratio. The difference between the actual and debt-stabilizing
primary balance would imply a degree of adjustment required to achieve a constant debt-to-
GDP ratio. Table 1 presents the debt stabilizing primary balances for Ecuador’s NFPS.

Table 1. Debt-Stabilizing Primary Balance for NFPS

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Proj.  Proj.  Proj.  Proj.  Proj.  Proj.

Net debt (in percent of GDP) 1/ 978 837 642 528 450 382 340 292 262 257 251 246
Nominal GDP growth (in percent) -155 44 319 156 119 113 7.9 8.2 6.6 5.6 58 58
Interest rate (in percent) 2/ 6.5 7.4 6.2 6.4 6.5 7.0 88 101 107 107 112
Actual/projected primary balance (in percent of GDP) 34 7.7 43 45 47 5.0 4.2 4.9 4.0 1.8 18 1.9
Debt-stabilizing primary balance (in percent of GDP) .. 12 155 52 26 19 03 0.2 1.0 1.3 1.2 1.3
Memorandum items
Identified debt-creating flows 35 -198 97 -73 69 45 47 30 -05 -05 -06
Primary deficit w. 17 43 45 47 50 42 49 40 -18 -18 -19
Contribution from interest rate/growth differential 3/ .. 12 155 52 26 19 -03 0.2 1.0 1.3 1.2 1.3
Residual, including asset changes 4/ .. -17.6 04 18 -05 0.2 0.2 0.0 0.0 0.0 0.0 0.0

1/ NFPS gross debt adjusted for net change in the NFPS bank deposits.

2/ Average implicit nominal interest rate on the stock of net debt at the end of the previous year.

3/ Derived as (r - g)/(1 + g) multiplied by net debt to GDP ratio in the previous year, where r is the nominal interest rate and g is the nominal growth rate of
GDP in the year under consideration.

4/ Defined as a difference between the year on year change in the net debt stock and the value of identified debt creating flows.

S. Since dollarization in 2000 actual primary balances have been above their debt-
stabilizing levels, thus allowing the ratio of debt to GDP to decline.’ Thus, between 2001
and 2005 the debt to GDP ratio declined by 50 percentage points. Primary surpluses
contributed some 45 percent of this reduction, with most of the remaining decline is
explained by the fact that the nominal GDP growth was substantially higher than nominal
interest rates (with real interest rates on the public debt remaining negative over much of this
period).

6. Under the staff’s baseline scenario, debt is projected to continue to decline in the
medium term although more slowly than over the past five years. The ratio of the net
NFPS debt to GDP is projected to fall by 13.6 percentage points compared to its level at the

* Derivation of a debt-stabilizing balance is presented in Appendix 1.

3 The decline of the debt-to-GDP ratio in 2000 despite the fact that the actual primary balance was
below its debt stabilizing level is due to a debt restructuring that took place in July-August 2000. The
impact of the debt restructuring on the net debt stock is captured in the residual item included among
the memorandum items in Table 1.
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end of 2004 as the public sector is projected to continue maintaining primary balances above
their debt stabilizing level, in large part because of the central government’s continued
limited access to financing.

Results of the IMF’s Standard Debt Sustainability Analysis

7. While the analysis of the debt stabilizing primary balance is a useful tool for
analyzing past debt dynamics, it has to be augmented with an analysis that takes into
account exogenous shocks that could affect fiscal performance in the future. Moreover,
it would be important to compare public debt ratios to the threshold debt levels considered to
be detrimental to growth and overall macroeconomic stability.

8. Recent research suggests that the effect of debt on growth and borrowing costs
increases at an accelerating rate once the overall debt reaches certain levels. While the
economic literature is not conclusive on the critical threshold of public debt, external debt
level ratios in the order of 30-40 percent of GDP have been found to be associated with
worsening growth conditions (Patillo et al. 2002) and defaults (Reinhart et al. 2003).

0. The IMF’s standard debt sustainability is one tool for projecting debt levels
under a variety of standard shocks, which could then be used to evaluate the debt
projections against the above mentioned thresholds. In the standard debt sustainability
template, the baseline medium-term projections are subjected to a series of macroeconomic
shocks and alternative fiscal policy assumptions. The standard debt sustainability template
provides medium-term debt paths corresponding to several standard scenarios, including:

(1) the baseline scenario; (ii) scenarios with adverse economic shocks (equivalent to one half
of a standard deviation from historical averages) to the interest rate, real GDP, and the
primary balance; (iii) a combination shock to the aforementioned three variables (equivalent
to one fourth of a standard deviation applied to each of the variables); and (iv) a shock to the
debt stock of 10 percent of GDP (e.g., due to a recognition of contingent liabilities by the
government). In the case of Ecuador, to recognize the important role played by oil prices, a
scenario assuming a permanent decline of the world oil price is also included. The outcome
of this exercise for Ecuador is illustrated in Figure 1.

10. The results of the standard bound tests under the different scenarios suggest
moderate to high risks to public debt sustainability over the medium term. Under the
baseline scenario, gross NFPS debt is projected to decline to 32.8 percent of GDP by 2010,
but still remain above the critical threshold debt level. Under the bound tests, the debt is
projected to be between 37 and 47 percent of GDP. Of particular note, the combined shock
and the oil price shock would yield debt-to-GDP ratios of 45 and 37 percent of GDP by 2010,
respectively.
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Figure 1. Ecuador: Public Debt Sustainability: Bound Tests 1/
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Sources: International Monetary Fund, Country desk data, and staff estimates.

1/ Shaded areas represent actual data.Individual shocks are permanent one-half standard deviation shocks.
Figures in the boxes represent average projections for the respective variables in the baseline and scenario being
presented. Ten-year historical average for the variable is also shown.

2/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and primary balance.

3/ A permanent decline of the oil prices (WTI) to 40 dollars and 10 percent of GDP shock to contingent
liabilities occur in 2006. The standard scenario assuming 30 percent real depreciation is excluded because
Ecuador uses dollar as its legal tender.
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Value at Risk Analysis

11. A shortcoming of the standard DSA is that it provides little information about
the probability of a particular scenario in a particular country case. Recent risk-based
approaches to the analysis of debt sustainability have sought to address this shortcoming.
Thus, Barnhill and Kopits (2003) used a value-at-risk (VaR) approach to analyze countries’
fiscal accounts, using Ecuador as a case study. The objective of their study was to compute a
probability distribution of the public sector balance sheet.* More recently, Adrogue (2005)
used a simplified version of the Barnhill and Kopits approach for the analysis of debt
sustainability in a cross-section of Central American countries, while Celasun, et al. (2005)
produced a VaR model that nested inside it a policy response function. For the present
analysis, a modified version of Adrogue (2005) is used.

12. Several features differentiate the VaR approach from the IMF’s standard
approach to debt sustainability analysis. While it is based largely on the same risk
variables (including GDP growth, inflation, primary fiscal spending, interest rates, the
sovereign spread, and the price of oil), it uses historic information to predict the future debt
dynamics. A correlation matrix of the risk factors during 1995-2005 is included in the
calculation of the future path of the debt-to-GDP ratio. Based on the correlation matrix,
10,000 alternative debt paths are generated, thus enabling calculation of the risk-based
measures of vulnerability.

13. Several different vulnerability measures are calculated based on the distribution
of debt paths generated by the simulation exercise. These include: (i) the expected debt-
to-GDP ratio (defined as the average value of the simulated debt-to-GDP ratios); (ii) value-
at-risk of the debt-to-GDP ratio (defined as a level of the debt-to-GDP ratio that should not
be surpassed at a 5 percent level of confidence); and (iii) the probability that various debt-to-
GDP ratio threshold levels could be surpassed. All these variables are estimated as of the end
of the year 2010 (and summarized in Table 2).

* Barnhill and Kopits find that, on a risk-adjusted basis, the net worth of Ecuador’s public sector in
2000, was estimated as a negative value of 21 billion US dollars (or 132 percent pf GDP in 2000)
with 5 percent probability.
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Table 2. Ecuador: Vulnerability Measures

Vulnerability measure Simulation I ~ Simulation II
Debt/GDP at end-2004 46.5% 46.5%
Expected debt/GDP at end-2010 38.9% 32.3%
VaR 1/ 81.1% 83.0%
Probability that debt/GDP at end-2010 will surpass:
30% 61.8% 46.8%
40% 42.1% 32.7%
60% 15.9% 14.1%

Sources: Staff calculations.

1/ Defined as a level of the debt-to-GDP ratio that should not be surpassed at 5
percent level of confidence.

14. Based on this analysis, the debt-to-GDP ratio is expected to decline in the
medium term but by less than projected in the staff’s baseline scenario (see
“Simulation I”’ column in Table 2). Thus, the expected debt-to-GDP ratio in 2010 of

38.9 percent of GDP would be within the 30—40 percent of GDP critical threshold debt range
described in the economic literature. The probability that the debt-to-GDP ratio would
exceed 40 percent is 42 percent. The VaR estimating the highest debt-to-GDP ratio by 2010
at a 95 percent confidence interval is 81.1 percent of GDP.

15.  The risk profile of Ecuador’s public debt compares relatively favorably to that
of the Central American countries (Table 3). Among the five Central American countries
included in the study of Adrogue (2005), only Guatemala seems to have a more favorable
risk profile.

Table 3. Central America: Main Vulnerability Measures

Initial Debt/GDP E([D) 1/ VaR 2/ >60% 3/

Costa Rica 54.5 65.5 94.1 60.1
Dominican Republic 53.0 64.5 81.5 66.9
El Salvador 44.7 64.1 94.8 54.3
Guatemala 20.1 36.7 50.6 0.5
Panama 63.3 70.4 95.2 76.2

Source: Adrogue (2005).

1/ Exected debt-to-GDP ratio by end-2008.
2/ Debt-to-GDP ratio four years out measured at 5 percent confidence level.
3/ Probability, in percent, that the debt-to-GDP ratio will surpass 60 percent by 2008.

16. Real growth of primary expenditures is one of the key risk factors. While in
general, due to high correlation between the risk factors, it is difficult to differentiate the
individual effects of the risk variables on debt dynamics, the real growth of primary

expenditures stands out as an important risk factor with a positive affect on the debt. To
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demonstrate the importance of primary expenditure growth as a risk factor, we undertook the
simulation exercise under the assumption that the authorities would set real growth of
primary expenditures at 3.5 percent per year, i.e., as specified in the original Fiscal
Responsibility Law (FRL), starting in 2006. Under this assumption, the risk profile of the
debt falls substantially, thus providing a strong justification for the spending growth limit in
the FRL (see “Simulation II” column in Table 2).

17. The overall findings of the exercise demonstrate that there is little room for
complacency. This risk-based approach to debt sustainability suggests that Ecuador’s debt is
not likely to fall below the reasonable threshold levels and thus reinforces the importance of
further fiscal consolidation in the medium term.

C. Optimizing the Use of Oil Wealth

18. In addition to the standard analysis of fiscal policy that focuses on
macroeconomic stability and medium-term debt sustainability, a government in an
economy dependent on non-renewable resources should also focus on inter-generational
equity of the natural resource use. The basic argument is that the government should treat
the natural resource, such as oil, as an asset, belonging not only to the current generations but
to the future ones as well. Moreover, government revenues from the sale of these assets
should not be treated as current revenues, but more akin to financing. The implications of this
approach is that fiscal policy in a resource-rich economy would target the primary non-oil
fiscal deficit based on sustainable financing from the oil wealth, with short-term adjustments
due to cyclical considerations. Detailed discussion of this view is presented in Barnett and
Ossowski (2003).

19. This section explores the question of how the Ecuadoran government adjusted
its fiscal policy in response to changes in international oil prices and explores
alternative fiscal policy rules that could enable the government to optimize its use of the
oil wealth over the long-run. First, we study government’s fiscal response to the oil
windfalls. Second, we present results of an analytical exercise of applying a permanent
income hypothesis to Ecuador’s long-term fiscal policy.

Fiscal Policy Response to the Oil Windfall

20. To examine the fiscal policy reaction to a change in international oil prices, one
first needs a measure for oil “windfall” revenues. For simplification, in this study it is
assumed that the oil export revenues of the previous year are the best predictor of the current
year’s revenue.’ Therefore, this section uses year-on-year changes in oil export revenues as a
measure of the windfall.

> The increase in this variable captures the fact that historically expenditures have been somewhat
pro-cyclical in the downturns (i.e., real expenditures contracted under adverse economic conditions).
% Cashin et al. (2002) show that oil prices tend to follow a random walk pattern.



-34 -

21. The fiscal policy reaction to changes in oil revenues can be determined by the
following simple accounting identity:

A(budget balance) = A(oil export revenues) + A(domestic petroleum sale revenues)’ +
A(non-oil revenues) - A(expenditure).

After rearranging, the response to the change in oil export revenues can be presented as
follows:

A(oil export revenues) = A(budget balance) - A(domestic petroleum sale revenues) - A(non-
oil revenues) + A(expenditure).

Table 4. Fiscal Response to Oil Revenue Shocks
(in percent of GDP)

1999 2000 2001 2002 2003 2004 2005

Oil export revenue shock 1/ 3.2 3.7 -3.5 -0.5 0.0 1.4 1.3
Primary fiscal response 1.4 0.6 0.1 0.8 0.2 -1.1 -2.1
of which:
Domestic petroleum sales reaction 2/ -1.5 -0.7 0.8 -0.2 0.4 -0.5 -1.6
Tax and other revenue reaction 3/ -1.3 2.1 -0.2 2.0 -1.0 0.7 1.3
Non-interest expenditures reaction -4.3 0.8 0.5 11 -0.8 1.3 1.8
Change in the interest bill 3.1 -1.5 -1.9 -1.2 -0.4 -0.4 -0.2
Overall savings 4/ 1.5 5.7 -1.5 1.5 0.7 0.7 -0.6

1/ Oil shock is defined as a variation in the NFPS revenues from oil exports.

2/ Defined as a variation in the transfers by PetroEcuador to the central government generated from the domestic sales of petroleum
derivatives.

3/ Defined as a change in non-oil related revenues.
4/ Defined as a change in the overall fiscal balance.

22. Between 2000 and 2003, fiscal policy was oriented towards increasing public
savings independent of the oil export revenue shocks (Table 4). In 2000, overall savings
increased by 2.0 percent of GDP more than oil export revenues reflecting a tightening of
fiscal policy that included a large increase in tax revenues. In 2001-02, the oil revenue shock
turned negative, but did not translate one for one in lower public savings because of stronger
tax revenues and lower interest payments (as a result of the 2000 debt restructuring and lower
global interest rates).

7 In the case of Ecuador, in addition to the other three variables, it is useful to integrate in the analysis
the reaction of the revenues from the domestic petroleum sales, defined as a variation in the transfers
by Petroecuador to the central government generated from the domestic sales of petroleum
derivatives. As domestic petroleum prices are set administratively, price adjustments are part of the
government’s policy function.
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23.  However, the trend of increasing public savings reversed starting in 2004. In
2004, overall savings were equivalent to one half of the oil export revenue shock while in
2005, the public sector is projected to have reduced savings despite a large positive shock to
oil export revenue. Over the past two years, the contribution of the domestic petroleum sales
to overall savings has been negative as domestic petroleum derivative prices remained frozen
in the nominal terms since 2003 even as import prices have soared. Thus, in 2005, the oil
revenue windfall was more than offset by the reduction in the net transfers from the domestic
petroleum sales.

Optimal Fiscal Policy in an Oil-Rich Economy

24.  As discussed in the introduction to this section, optimal fiscal policy in an oil-
rich country should take into account the sustainable use of the non-renewable natural
resource wealth. One approach to limiting dependence of the public sector on oil export
revenues is adopted in Ecuador’s fiscal responsibility legislation. This approach ensures
fiscal sustainability by gradually eliminating the dependence on revenues and financing from
a resource that will eventually be depleted. To achieve this objective, the FRL requires a
reduction in the non-oil deficit of the central government (i.e., excluding oil export revenues)
by at least 0.2 percent of GDP a year until the non-oil balance reaches zero. However,
whereas this approach addresses the issue of the exhaustibility of oil resources, it does not
explicitly seek to optimize the use of these resources across generations.

25. One approach to achieving the intergenerational equity involves the application
of the permanent income hypothesis to fiscal policy. This approach involves smoothing
government consumption out of oil wealth by limiting the non-oil primary deficit (i.e.,
excluding interest earned on the stock of the net financial assets) in the long run to a level
equivalent to the long-run return on the present value of the oil revenue stream. A choice of a
specific policy rule depends on how much weight is assigned to future generations’
consumption.

26. The remainder of this section presents simulations of the fiscal policy under the
permanent income hypothesis. Two fiscal policy rules to be explored below are: (i) keeping
net oil wealth constant in real terms, and (ii) keeping oil wealth constant in real per capita
terms over the projection period. For the derivation of the fiscal rules see Baunsgaard (2003).
In the base scenario, it is assumed that the authorities keep domestic petroleum derivative
prices frozen. An alternative scenario assuming an increase in oil wealth (from additional
investment in exploration), as well as an increase in the domestic petroleum prices (and
reduction in the petroleum subsidies) is also presented. Detailed assumptions behind both
scenarios are outlined in Appendix 2.

27. Under the first rule—mandating the government to hold the stock of wealth
derived from oil constant in real terms over the long run—a non-oil primary deficit of
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0.8 percent of non-oil GDP could be maintained by the central government (Table 5).°
This translates into annual real per capita government spending of US$25.2 out of the
projected average per capita oil revenue of US$59.4 (in constant 2004 prices). In the medium
term (2005—10), the non-oil primary deficit of the central government could be maintained at
an average of 1.4 percent of non-oil GDP. Under this scenario, in 2032, the central
government’s net financial assets will be equivalent to 27.3 percent of non-oil GDP.

28. Under the second rule—of maintaining constant wealth per capita—a non-oil
deficit of 0.5 percent of non-oil GDP could be maintained in the long run. In real per
capita terms this translates into an average expenditure of US$17.5 (in constant 2004 prices).
In the medium term, this would imply the average non-oil primary deficit of 0.8 percent of
non-oil GDP. Under this scenario, by 2032, the central government’s net financial assets will
be equivalent to 39.8 percent of non-oil GDP.

29. The estimate of the sustainable oil wealth consumption rule is sensitive to
changes in key parameters (in particular, oil prices and real interest rate). Thus, should
the oil price decline by 5 dollars (in 2004 prices) starting in 2006, the sustainable non-oil
primary deficit of the central government over the medium term would decline to 1.2 percent
of non-oil GDP under the constant real wealth rule and to 0.7 percent of non-oil GDP under
the constant real wealth per capita. On the other hand, if a 1 percentage point higher real
interest rate is assumed, in the medium-term, a non-oil primary deficit of 1.6 percent of non-
oil GDP could be consistent with the constant real wealth rule and 1.2 percent of non-oil
GDP consistent with the constant real wealth per capita rule.

¥ For this exercise, the central government oil revenues are assumed to include oil export revenues
and transfers from the domestic sales of petroleum received from the Petroecuador.
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Table 5. Ecuador: Long Run Fiscal Policy Simulations (including net debt stock at end-2005)

Constant real

Constant wealth

wealth per capita
Base case

Oil revenue (net) per capita (in constant USS) 59.4 59.4
Oil consumption per capita (in constant US$) 25.2 17.5
Savings rate (in percent of per capita oil revenue) 57.5 70.5
Maximum consumption of oil revenue (in percent of non-oil GDP) 0.8 0.5
In period 2005 - 2025 1.1 0.7
with higher real interest rate 1.2 1.1
with lower oil price 0.9 0.6
with higher real oil price 1.1 0.8
In period 2005 - 2010 1.4 0.8
with higher real interest rate 1.6 1.2
with lower oil price 1.2 0.7
with higher real oil price 1.6 0.9
Annual change in real wealth (in percent) 0.0 1.4
Net debt of the central government at end-2010 (in percent of GDP) 17.1 14.0

High production, low subsidy case
Oil revenue (net) per capita (in constant USS) 171.9 171.9
Oil consumption per capita (in constant US$) 101.9 73.4
Savings rate (in percent of per capita oil revenue) 40.7 573
Maximum consumption of oil revenue (in percent of non-oil GDP) 33 2.3
In period 2005 - 2025 4.5 2.8
with higher real interest rate 53 39
In period 2005 - 2010 5.8 33
with higher real interest rate 6.8 4.6
Net debt of the central government at end-2010 (in percent of GDP) 26.7 16.0

Source: Staff simulations
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30. A limitation of this framework is that it classifies all government spending as
consumption. This simplifying assumption partially reflects difficulties of distinguishing
between government consumption and investment (in human and physical capital). However,
a skeptic could argue that this conservative assumption is justified when analyzing fiscal
policy in resource-rich economies that have had a low (and sometimes negative) social return
on public investment. Nevertheless, the rules could be modified to accommodate public
investment projects with rates of return (in terms of future tax revenues) exceeding the rate of
return on the present value of the oil revenue stream. This would imply larger sustainable
long-run non-oil primary deficits.

31. In recent years, central government spending of the oil wealth exceeded by a
substantial margin the levels consistent with the proposed rules discussed above. In
2000-04, the average non-oil primary deficit of the central government was 3.8 percent of
non-oil GDP, more than twice the level that would be consistent with the less stringent of the
two rules. Moreover, under the staff’s baseline medium term projections, the non-oil primary
deficit of the central government would be expected to reach an average of 4.5 percent of
non-oil GDP in 2005-10, more than three times the level consistent with compliance with the
less stringent of the two rules.

32. Significant room for central government expenditures could open up should the
authorities pursue reforms affecting petroleum production and subsidies. Assuming that
the auctioning of exploration and mining licenses for new fields resumes (and assuming a
20 percent increase in the proven oil reserves) and that implicit petroleum subsidies are
eliminated by 2011 (see the “high production, low subsidy scenario” in Table 6), the central
government would be able to maintain a long run non-oil primary deficit of 4.5 percent of
non-oil GDP under the constant wealth rule and 2.8 percent of non-oil GDP under the
constant wealth per capita rule. Over the medium term, these ratios would be at 5.8 and

3.3 percent of non-oil GDP, respectively. By 2032, the central government’s net financial
assets would reach an equivalent of 86 percent of non-oil GDP under the first rule and

130 percent of non-oil GDP under the second rule.

33. Adoption of either of the proposed rules would result in a sharp decline in the
debt to GDP ratios over the medium term. Thus, while under the staff’s baseline scenario
the ratio of the central government’s net debt to GDP will reach 34.4 percent in 2010, a
policy of maintaining the oil wealth constant in real terms would yield a reduction in the net
debt of the central government to 17.1 percent of GDP (see base case scenario in Table 6).
The debt would decline even further (to 14 percent of GDP) should fiscal policy aim at
maintaining oil wealth constant in per capita terms. Under the high production and low
subsidy scenario, the ratio of net debt of the central government to GDP of 26.7 percent of
GDP in 2010 would be consistent with the constant real wealth rule and of 16.0 percent of
GDP—with the constant per capita wealth rule. So in both scenarios (base case and high
production, low subsidy case) and under either of the fiscal rules, the net debt-to-GDP ratio
of the central government would be below the critical thresholds discussed in the economic
literature.
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D. Conclusions

34. The uncertainty about sustainability of Ecuador’s public debt remains high. The
results of the IMF’s standard debt sustainability exercise indicate that Ecuador faces
moderate to high risks to its debt sustainability over the medium term. Similarly, the VaR
exercise finds that there is a high likelihood that Ecuador’s debt levels will remain above the
threshold levels discussed in the economic literature as critical in terms of potential
worsening of growth conditions and probability of default. However, the adoption of fiscal
rules that take into account expenditure restraint (such as limiting the growth of spending)
and the intergenerational equity of oil consumption would help to substantially strengthen
public finances and improve the prospects for fiscal sustainability.
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DERIVATION OF EQUATION FOR DEBT-STABILIZING PRIMARY SURPLUS
The dynamics of the debt stock are described by the following equation:

DZ=D/71+I/'LD/71_PS/,

where D: is the debt level in period t, 7. is the nominal interest rate in period t, and PS: is the
primary surplus in period t. Debt as a share of GDP is constant if and only if

D D,
GPDz GDP[—I

, for all t.

Substituting the definition of constant debt in the equation for debt dynamics, it is possible to
obtain the debt-stabilizing primary surplus:

PS*=(1+r,— GDP: jD,l.
' G

t -1

After reorganizing, in terms of a share of GDP, this can be expressed as:

Ps; (r—g )| D
GDP. \1+g )GDP..\’

where g.is nominal growth rate of GDP in period t.
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ASSUMPTIONS FOR THE CALCULATION OF THE PERMANENT OIL CONSUMPTION LEVELS IN
ECUADOR

The following assumptions are made for the calculation of the permanent oil consumption
level for Ecuador (summarized in Table A1 below):

o Oil prices In the base case scenario, the price of the Ecuador mix is assumed to be in
line with the November 2005 WEO projections for 2005—10 and US$35.7 per barrel
in constant dollars starting in 2011. The low price scenario assumes that Ecuadoran
mix prices are US$5 per barrel below those of the base case in 2004 constant prices
starting in 2006 (i.e., the long term price of US$30.7 per barrel in constant dollars).
The high price scenario assumes that Ecuadorian mix prices are US$5 per barrel
above those of the base case in 2004 constant prices starting in 2006 (i.e., the long
term price of US$40.7 per barrel in constant dollars).

o Central government oil revenues. In the base scenario, it is assumed that domestic
derivative prices remain fixed in the nominal terms over the long run. In the high
production, low subsidy scenario, it is assumed that domestic subsidies are reduced
substantially through the medium-term (in line with the staff projections of the active
policy scenario) and prices are fully liberalized in 2011.

o Oil reserves The end-2004 stock of proven reserves is estimated at 5.1 billion barrels.
In the high production low subsidy scenario, it is assumed that 1 billion barrels of
additional reserves is discovered during the period between 2007-26.

o Real interest rate The baseline projection is based on the convergence of the interest
rates to 3 percent in the real terms, which is consistent with the average real return on
the U.S. government long term bonds over the past 10 years. A sensitivity analysis is
run with a real interest rate 1 percent higher than the baseline.

o Production In the baseline scenario, the rate of extraction by the Petroecuador and
private companies is assumed to stabilize at the level of 2004 by 2010 (in line with
the staff’s medium-term projections) and remain at that level over the long run, until
the deposits are depleted in 2031. In the high output low subsidy scenario, the rate of
extraction is projected to increase by 18.3 percent by 2010 compared to the level of
2004 and stay at that level until the deposits are depleted in 2032.

o Non-o0il GDP growth A growth of non-oil GDP is assumed at an average rate of
2.8 percent through 2010, declining to 2.5 percent afterwards.

. Population Ecuador’s population is estimated at 13.03 million in 2004 and projected
to grow at a constant rate of 1.4 percent per year.
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Table Al. Ecuador: Assumptions for Long Run Fiscal Policy Simulations

2005-10  2011-20 2021-30 2031-45 2005-20  2021-45 2005-45

Oil price (Ecuador mix, in 2004 US$ per barrel)

Base case oil price 40.5 35.7 35.7 35.7 37.5 35.7 36.4

Low case oil price 36.4 30.7 30.7 30.7 32.8 30.7 31.5

High case oil price 44.7 40.7 40.7 40.7 422 40.7 41.3
Population growth rate (in percent) 1.4 1.4 1.4 1.4 1.4 1.4 1.4
Non-oil GDP (annual real growth) 2.8 2.5 2.5 2.5 2.6 2.5 2.5
Real interest rate (in percentage points)

Baseline 3.0 3.0 3.0 3.0 3.0 3.0 3.0

Alternative 4.0 4.0 4.0 4.0 4.0 4.0 4.0
Oil reserves (million of barrels, end of period)

Baseline 3,936 2013.0 89.9 0 2013.0 0.0 0

High case 4,057 22815 306.4 0 2281.5 0.0 0
Annual crude production (mill. barrels)

Base case 194.0 192.3 1923 9.0 192.9 80.5 124.4

High case 207.2 227.5 227.5 20.4 219.9 103.3 148.8

Source: Fund staff estimates.
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II1. THE COST OF BANKING SECTOR INTERMEDIATION'

1. This paper reviews the cost of financial intermediation in the Ecuadoran
banking system. In the last few years the political debate over intermediation margins has
increased. This paper (i) reviews the developments that have sparked this debate and
summarizes some of the recent policy proposals, (ii) reviews the theoretical determinants of
intermediation margins, (ii1) compares intermediation margins and costs over time and in a
cross-country context, and (vi) analyzes the importance of market power in determining
Ecuador’s intermediation spreads. The evidence supports the need for policies that help to
reduce the high credit risk and operational costs, rather than placing caps on intermediation
spreads.

A. What Sparked the Debate?

2. Ecuador lacks financial deepening and has a poor record of economic growth.2
In the last decade, real growth in the Ecuadoran non-oil sector has averaged less than

1 percent a year, while the ratio of commercial banks assets to GDP declined from 46 percent
to 27 percent. The access and cost of financing are considered a major obstacle for doing
business in Ecuador.’

3. Public opinion has questioned the role of the banking system.* Bank clients
consider that lending rates are too high, and are discontented with the plethora of fees and
commissions. Moreover, this is occurring at the same time when the banking system is
growing at a fast pace, bank profits have increased substantially,” and there is rising
concentration.

4. A heated debate has ensued over the reasons behind the seemingly high cost of
financial intermediation.® Policymakers and analysts debate over the extent to which
intermediation margins reflect: (i) higher liquidity costs associated with the lack of lender of

! Prepared by Enrique Flores.

* The link between financial deepening and growth has been analyzed extensively. Early studies
establishing a positive correlation include Gurley and Shaw (1960), Goldsmith (1969), and
McKinnon (1973); later studies establishing precedence include King and Levine (1993); and more
recent studies focused on the specific links between the two in order to strengthen the causal relation
include Demirguc-Kunt and Maksimovic (1996), and Rajan and Zingales (1998).

* According to the World Bank Economic Survey, high interest rates and lack of access to long term
credit were considered a major obstacle by 82 percent and 66 percent of Ecuadoran firms,

respectively.

* The debate has focused on commercial banks because they are the largest segment of the financial
system, accounting for about three-fourths of total assets.

> See Weekly Analysis (2005).

% See Weekly Analysis (2004).
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last resort; (i1) high credit risks associated with weaknesses in the legal framework and poor
credit culture; (ii1) increased cost of regulations; (iv) high operating costs; and (v) market
power from collusive behavior in a more concentrated system.

5. Recent reforms and policy proposals have not provided a clear sense of the
overall strategy to reduce intermediation costs. Some reforms are steps in the right
direction, such as the credit bureau law and regulations requiring more transparency on the
cost of loans to the consumer. In addition, the superintendency of banks is preparing
measures to improve the soundness and efficiency of the system by, inter alia, strengthening
creditor rights and bankruptcy procedures, and fostering better risk management practices.
On the other hand, other recent reforms are unorthodox, and raise concerns, such as the
prohibition of fees on savings accounts and the expansion of the role of public banks—with a
poor performance record—in retail lending; while a bill, currently being discussed in
Congress, which proposes directed lending to the productive sectors, and caps on interest rate
spreads and commissions, is potentially very dangerous.

B. The Theoretical Determinants of Banking Spreads

6. Banking spreads can provide relevant information to the policymakers.s Rising
banking spreads as bank concentration increases could raise issues of anti-trust. Monetary
policy makers are challenged by pro-cyclical spreads and their impact on the transmission of
monetary policy, and supervisors worry about higher spreads during financial crisis and their
impact on the credit portfolio.

7. The cost of providing liquidity is one of the determinants of spreads. Early
explanations focused on bid-ask spreads in securities markets. Demsetz (1968) argued that
dealers provide the liquidity that allows market participants to buy and sell securities.” Banks
provide liquidity too, and need to be compensated for their operating costs by charging a
spread between the selling and buying price. Therefore, banking spreads are influenced by
the operational cost, the cost of holding an inventory (stock) of liquid assets, and adverse
selection costs (insuring against informed market participants). The market structure may
also affect the spread.

8. Bank spreads also reflect additional services that banks provide. They provide
asset transformation under uncertainty including through (i) a mismatch on maturity by
holding short-term deposits in their liabilities and longer-term loans in their assets, which, in
addition to liquidity risk, results in interest rate risk; and (ii) a mismatch on currency, leading

" The financial crisis of the late 1990s led to the closure and merger of several commercial banks. As
a result, the total number of banks declined from 39 in 1998 to 25 in 2005, after reaching its lowest
point in 2002 with only 22 banks operating.

¥ Credit rationing and the use of collateral break the link between the expected loan return and the
interest rate at which a loan is contracted, complicating inference.

? See Ho and Sounders (1981) and Stoll (1978).
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to exchange rate risk. They also take on credit risk which is affected by, among others things,
the legal framework, the economic environment, and their risk management practices.

9. Prudential regulations also have an impact on bank spreads. The banking
industry is usually subject to regulations not commonly found in other industries. Freixas and
Rochet (1997) classify the most common regulations into six categories: (i) ceilings on
deposit interest rates; (ii) entry, branching, network or merger restrictions; (iii) portfolio
restrictions—which include reserve requirements; (iv) capital requirements; (v) deposit
insurance; and (vi) regulatory monitoring—including closures policy. While entry and
merger restrictions are usual in other industries, the rest try to deal with issues particular to
the banking industry, such as free-riding on the monitoring of banks—as deposits tend to be
diffused, and the conflict of interest between managers, shareholders and depositors. While
these regulations should help improve soundness and foster prudent behavior, they could also
end up increasing operational costs and lowering earnings associated with less than optimal
risk taking—which would put pressure on bank spreads.'’

10. Directed lending and other regulations that provide preferential access to
financial services could also affect the spreads. These types of regulations can lead to
significant costs, weaker systems, and larger intermediation costs for the rest of the agents.

C. Empirical Evidence on Banking Spreads

11. The high sucre interest spreads are gone but dollar spreads remain high. The
abolition of the sucre after the formal dollarization of the economy implied the elimination of
the relatively high sucre banking spreads. Dollar spreads rose after the crisis and though they
have declined since 2002, are still higher than dollar spreads before the crisis. However, the
two periods might not be directly comparable as currency might have been used as a
screening tool during pre-dollarization times. In any event, the decline in interest rate spreads
for the system as a whole since 2002 has been largely offset by higher commission charges
and fees, so that the average cost of intermediation in 2005 was not significantly different
from that in 2002.

' There is no consensus on the extent to which these policies should rely on direct government
regulation and supervision, as opposed to policies that foster private sector involvement. Barth et al.
(2004) suggest the latter is more effective.
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13. The margin of financial intermediation is relatively high compared to the region.
Although the net interest margin—calculated as the ratio of net interest income to earning
assets—is below the average for Latin America,'? this reflects a higher dependence on fees
and commissions in Ecuador compared with the region. Interest income accounts for only
half of the total income of Ecuadoran banks, while it accounts for roughly two-thirds of the
total income of Latin American banks. The lower reliance on interest income makes the
implicit gross financial margin—calculated as the ratio of financial income to productive
assets minus the ratio of financial costs to liabilities'*—a more relevant measure of the cost
of financial intermediation. Although Panama and El Salvador, the other dollarized
economies in the region, have relatively lower cost of financial intermediation, the cost in
Ecuador is similar to that in other Andean countries, and not overly high compared with the
average for Latin America. But what is behind this larger margin?

" The spread between the maximum legal rate and the reference deposit rate declined by about
3% percentage points.

"2 Latin America estimated with data for the largest 500 banks in the region.

" Data on costly liabilities was not available from Bankscope. The use of total liabilities results in an
overestimation of the gross financing margin.
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Commercial Banks: Gross Financial Margin, 2004 Commercial Banks: Revenue, 2004
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Commercial Banks: Operating Expenses, 2004
9 (In percent)

14. The relatively high operating costs is
one of the main factors. The cost structure of
the financial industry has a significant impact in
the cost of financial intermediation. Operating
costs in Ecuador make up half of the gross
financial margin, compared to about 40 percent
for Latin America as a whole. Operating costs'*
are twice as large as in Panama and El Salvador,
which largely explains the differences in gross
intermediation margins. Nevertheless, banks Source: Bankscope

have reduced their operating costs from
6.6 percent of assets in 2003 to an estimated 5.8 percent in 2005." This follows mainly from

the sharp increase in assets—more than 40 percent in nominal terms—while operating cost
have increase about 24 percent, with payroll increasing by 22 percent.'

Ecuador
Peru
Mexico
Panama

[=) w (=)}
Brazil
El Salvador
Chile

Venezuela
Colombia
Costa Rica

Latin America

'* All measures in these sections are in percent of the average of productive assets and total liabilities
unless otherwise specified.

" This excludes taxes, fines and contributions to regulatory agencies, which have declined slightly
and currently amounts to 0.8 percent of assets.

'® These are in sharp contrast with the 6 percent increase in the consumer price index during 2004—
2005.
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15. The costs of enforcing loan contracts Time to enforce a contract
impacts operating cost. In Latin America, 60 - (in months)

protection of creditor rights is poor.'” Indicators 50 4 —m M
developed by the World Bank suggest that the cost 40 |

of enforcing a contract in Ecuador is closed to the 30 |

median for the region. Moreover, the relative high
level of NPLs results in a greater need to seek
legal enforcement, and therefore higher operating
costs.
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tax. Banks are required to contribute 0.54 percent
of deposits plus a risk-based premium for a
deposit insurance scheme with a limit of 4 times
per capita GDP (US$9,300 dollars), covering about 38 percent of banking system deposits.
This is higher than the flat 0.5 percent of deposits in Colombia, or the 0.65 percent of insured
deposits in Peru plus a risk-based premium.'® Moreover, these resources have been used to
pay the cost of the previous banking crisis, instead of capitalizing the deposit insurance fund,
making the deposit insurance scheme non-operative.

Source: World Bank 2005. Doing Business database.

17.  Reserve requirements do not have a large impact on intermediation costs. Banks
are required to hold non-remunerated reserves at the central bank in the equivalent to 4
percent of deposits. Since current deposit rates stand at about 4 percent, this cost represents
about 0.16 percent of the intermediation margin.

18.  Ecuadoran banks rely more heavily on branches than ATMs. The number of
loans and deposits per branch is relatively low compared to the region, as well as the number
of ATMs. There are only two ATMs for every three bank branches. In contrast, in El
Salvador, where the size of the banking system is broadly the same (about US$9 billion in
assets) as in Ecuador, the number of loans and deposits per branch are twice as high and there
is a much heavier reliance on ATMs.

"7 Galindo and Micco (2004) studied the link between the shallow financial markets and poor
protection of creditor rights in Latin America.

'® The comparison with Peru is not straight forward as the base is different. Ecuador’s basic
contribution represents 1.4 percent of insured deposits.
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Table. Comparison of Branches and ATMs: Selected Countries

Branches ATMs per Number of Loans in US Number of Deposits in ATM to
per 100,000 100,000 Loans per millions deposit per US million Branches
people people branch per branch branch per branch ratio
Brazil 14.6 17.8 340 5.9 4324 4.9 1.2
Colombia 8.7 9.6 4.2 7006 5.2 1.1
Dominican Republic 6.0 15.1 836 10.2 12000 18.3 2.5
Ecuador 9.3 6.3 829 4.5 4510 5.8 0.7
El Salvador 4.6 11.1 2745 23 9879 2.5 2.4
Guatemala 10.1 20.2 452 2.9 3986 4.4 2.0
Mexico 7.6 16.6 11.5 4057 11.4 2.2
Panama 12.9 16.2 2314 53.3 64.4 1.3
Peru 42 5.8 1867 10.3 7576 12.6 1.4
Venezuela 4.4 16.6 2109 7.1 11034 17.5 3.8

Source: World Bank

19.

Credit risk appears to be exceptionally high. The inherent risks in each particular

market and a bank’s credit policies influence the probability of credit default. The level of

non-performing loans, despite the significant improvement since the banking crisis, remains

relatively high. Poor portfolio quality results in the need to build up provisions for loan
losses, with a higher gross financial margin needed to compensate for this cost.

Commercial Banks: Non-performing Loans, 2004

(In percent of total loans)
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Ecuador

Source: Banksc

20.
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Commercial Banks: Provision Expenses, 2004
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Chile
Venezuela

Blaming dollarization for the high cost to banks of holding liquidity might be

Costa Rica

somewhat overplayed. While Ecuadoran banks do hold significant liquid funds compared to

the region, the lack of a lender of last resort is not the only explanatory factor. While the

weight of the loan portfolio in total assets is broadly similar to the rest of the region,

Ecuadoran banks’ holdings of investment securities are significantly lower. The poor ratings

of Ecuadoran sovereign debt and the lack of a deep private capital market limits the
alternatives for liquid investments at better yields. Therefore, banks tend to hold large

amounts of low-yield foreign securities — about 11% percent of total assets. ' If banks were

' Banks holdings of domestic sovereign debt have declined from an average of 4% percent of total
assets during 2003 to about 2 percent in October 2005.
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to reduce their cash holdings and use them to increase their investment in low-yield
securities, the impact would not be large, as the spread between the two is only about

3 percent. A back of the envelope calculation using the simple average asset composition of
9 Latin American countries and the 2005 implicit return on the different assets®® suggests an
impact of only Y percent point on the gross financial margin.*'

21. Profits do not explain a large share of the gross financing margin. Bank profits
look similar to those in the rest of the region—while the 1.4 percent return on assets is
slightly below the Latin American
average, the 17.8 percent return on Commercial Banks: Liquid funds to Total Assets,
average equity is slightly higher. 0 5 2004

. (In percent)
However, the banking sector’s
14.8 percent return on equity22
overshadows the 9 percent return for 15 1
Ecuador’s non-energy sector.” The 10 1
impact of these relatively higher profits 54
implies about '% percentage point in the

25 4
20 4

1
jea [ ]
Chile [T]

. . = < = 5 o = « 5 «
gross financial margin. However, a more s E 5 3 & § £ 32 &
. . . s £ % 2 &8 &8 3 = §
relevant issue is to determine whether the s £ g = 2 8 %
. . . . . > —_
return they receive is high in relation to £ B °
. —
the risk they bear. Source: Bankscope

2% Based on 2004, the average return on liquid funds, investment securities and loan portfolio were
0.9, 3.8, and 13.8 percent, respectively.

*! This reflects mainly a shift from liquid funds to investments, with only a minor impact on the loan
portfolio. The impact would be about % percentage points if the decline in liquid funds were used
only for loans.

*2 The return on equity is used for comparability with data for other sectors.

> This is a consolidated measure. Banks usually have a higher return on equity than the rest of the
economy due to their higher leverage.
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Commercial Banks: Return on Average Equity, 2004 Commercial Banks: Return on Average Assets, 2004
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22. The impact of direct taxes is similar to the region, but consumers face large

indirect taxes. Taxes paid by banks impact the intermediation margin by about 0.3
percentage points. However, banks withheld taxes on sight accounts amounting to about %
percent of average sight deposits in 2004. These taxes include (i) a 4 cent tax per check; (ii) a
smaller specific tax linked to the minimum wage; (iii) a $1 dollar quarterly tax on current
accounts in banks operating in the province of Guayas, and (iv) a 10 percent tax on unfunded
checks. In addition, credit and discount operations are taxed at a 1 percent rate.

Commercial Banks: Direct Taxes, 2004
1.2 (In percent)
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D. Taking a Closer Look at the Issue of Competition

23. There is no consensus over the optimal degree of competition for efficient credit
allocation.” The standard industrial organization model applied to the banking system calls
for perfect competition in order to deliver the most efficient allocation of credit.*> This view

** There is also no consensus on which market structures promote more prudent behavior and enhance
financial stability.

* Feixas and Rochet (1997).
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is challenged by some theoretical models, which argue that some degree of market power
enhances a bank’s resilience to shocks to its balance sheet and its willingness to engage in
costly activities—such as relationship lending and screening—in order to ameliorate
information asymmetries. Without such market power the final outcome would be a decrease
in overall lending, or lower than optimal risk taking.”® Empirical evidence is not conclusive.*’

24. Higher concentration and profits do not necessarily imply market power. The
standard industrial organization theory has long argued that high concentration does not
necessarily imply market power (i.e., a strong entry threat could lead to price taking behavior
in a market with a small number of firms). Moreover, intra-industry studies show that large
firms in more concentrated industries tend to record higher profits than small firms, and that
this tendency is strongest in the most concentrated industries.*® These profit differences arise
from differences in efficiency, rather than the sole impact of market power, which would
benefit small and large firms equally. Early empirical work with U.S. banking sector data
finds a positive relationship between concentration and profits,”” but those results are not
robust after controlling for differences in efficiency.”

Commercial Banks Herfindahl Indices, 2005

25. In Ecuador, concentration has increased
but remains low compared to the region. The six Deposit Credit
largest banks in Ecuador hold 71 percent of the loans, .
which is similar to the 70 percent of the six largest B;a.lz'l 0'110 0.1(1)431
banks in Brazil, and smaller than the 86 percent in Chile 0.105 0

. . Colombia 0.111 0.086
Mexico. In Ecuador, concentration measures
. d followi h , lidati Th Ecuador 0.117 0.116
increased following the systegl s consolidation. The Fl Salvador 0.185 0.194
Herﬁndahl-leschman 1ndex' for loans increased  Mexico 0.162 0.154
from 0.070 in 1998 to 0.116 in November 2005, while pgyy, 0.226 0.190

that on deposits from 0.082 to 0.117.

Source: Supervisors of respective countries

%6 Petersen and Rajan (1995) argued that market power could foster relationship lending, as banks
would be more willing to keep rates low despite adverse selection and moral hazard, since they
perceive they can gain a share of the future profit stream of the firm.

" Northchott (2004) provides a recent review of the literature.

** See Demsetz (1989).

* Berger and Hannan (1989).

3% Berger (1995) presents mixed results with U.S. data, while Punt and Van Rooj (2001) showed
mixed results with European data.

3! The Herfindahl index was calculated as the sum of the squared market shares of all banks.
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Ecuador: Return and risk in 74 sectors, 2003

26. Simple measures suggest 50
that profits during 2003 were 4o R on Equity (in percent)
commensurate to the risk level. A Financial
visual analysis of a simple scatter plot 30 Services w0, © °

. . o <><> <
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return on equity for more than 9000 104 ° @;@& 4
companies grouped into 74 sectors ¢ o
suggests that the return of financial 0 ‘ ‘ ‘
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services is not out-of-line with that of
other sectors with similar risk levels.
Moreover, the simple average return
on equity across sectors was 17 percent, which is higher than the 13% percent of the
banking system.

Source: Superintendencia de Companias
Note: Excludes sectors with less than 20 firms and outliers.

27. A standard approach to assess competitiveness is the Panzar-Rosse measure. The
extent to which changes in factor prices are reflected in revenues is a way to measure the
degree of market power. Under perfect competition an increase in costs would be reflected in
a proportional increase in revenues, while changes are less than proportional under
monopolistic competition and non-positive under perfect monopoly. Panzar and Rosse
(1987) proposed to compute the sum of the elasticities of revenue to unit factor costs in a
reduced form revenue equation as a test of competitiveness—which is called the H-Statistic.

28. This measure provides

a mixed assessment of the H-Statistic: Selected Countries

degree of competition in the 12 Point estimate and 95 percent confidence interval
Ecuadoran banking system. Loy }
Jaramillo ef al. (2004) estimated 08 | + + k k + k P +
fixed effect on a panel of 0.6 + k +

quarterly data from March 2000 0.4 +

to March 2003 and rejected the 02 -

hypothesis of perfect 0.0 ‘ . ‘

competition, but also that of a z 2 £ 5 =z g 2z % 8 E ¥ g3
. . . . 5 = 5 = 5z = = 38
monopolist. Their point estimate 2 O E £ & £ 2 § & 2 &£ CF
S S M@ o £ 5 = 3
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for the H-statistic was 0.66;
similar to the results of
Claessens and Laeven (2004),

Source: Claessens and Laeven (2004)

which averaged result from different specifications of two-way error component models
using panels with yearly data from 1996-2001. Their estimates suggest that competition in

Ecuador is not much different from that in the rest of the region.

29.

64

Our estimates with more recent data provide a similar assessment. A one-way

fixed effects panel estimation using quarterly data from September 2002 to September 2005
estimates the H-statistic at 0.41, thus rejecting the hypothesis that the banking system
behaves like a monopoly. The hypothesis that the H-statistic is the same as in the two

5% Shaffer (2004) summarizes caveats on the use of H-statistic as an indicator of competition.
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previous papers could not be rejected.’® An array of alternative specifications provided
similar results.

30. Larger participation of foreign banks could help reduce spreads. Recent cross-
country studies have focused on the role of foreign banks. Levine (2003) found that denying
foreign bank entry tends to be associated with higher banking spreads. Evidence from
Martinez Pereia and Mody (2004) suggests that foreign banks are able to charge lower
spreads due to lower operating costs. While there are no legal entrance restrictions, foreign
banks account for only 3’2 percent of the banking system assets. Improving the overall
business environment could help attract foreign banks.**

E. Conclusions

31. There is no strong evidence of bank collusion in Ecuador. A regional comparison
does not suggest a relatively high degree of concentration or profit levels. In addition, the
Panzar and Rosse tests reject the hypothesis that banks behave like a monopoly, and suggest
that the degree of competition is similar to that in other countries in the region. Therefore, the
draft legislation which seeks to regulate the pricing of financial services does not seem
justified.

32.  Policies should address high operating costs and credit risk. Cross country
comparisons suggest that the high operating costs and credit risk are behind large
intermediation margins. Therefore, efforts should be aimed at strengthening credit rights and
bankruptcy procedures, fostering improved risk management procedures, revamping the
deposit insurance agency, and improving the overall business environment.
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ESTIMATING THE H-STATISTIC

The H-Statistic is estimated using quarterly individual bank data from September 2002 to
September 2005. Following Jaramillo et al. (2004), a log-linear function is used to estimate
the reduced form revenue equation:

In(R) = ¢ + by In(w) + beIn(ws) + by In(wi) + baIn(a) + ¥'b, Z

where R is the ratio of financial revenue — interest, commissions, fees and financial gains—
to total assets; the unit cost of labor w;is approximated with the ratio of wages and salaries to
total assets; the unit cost of capital wy is approximated with the ratio of depreciation and
amortization to fixed assets; the unit cost of funds wrwith the ratio of financial expenses to
total liabilities; and total assets a control for size. A set of control variables Z includes the
ratio of non-performing loans to total loans, which controls for credit quality; the ratio of
liabilities to the public to total liabilities controls for type of funding; and the ratio of
investment to total assets controls for type of assets hold.

Panel Estimation for Reduced Revenue Equation

Fixed Effects Random

OLS Between (FE) Effects
Cost of labor 0.2403 ** 0.3267 0.0092 0.0074
Cost of funding 0.3960 ** 0.3572 ** 0.2937 ** 0.3102 **
Cost of capital 0.1017 ** 0.0644 0.1038 * 0.1249 **
Size 0.0483 ** 0.0710 0.0938 0.0585
Credit quality 0.4236 0.1781 0.1412 0.1455
Type of funding 0.4566 ** 0.2995 -0.6476 ** -0.4816 **
Type of assets -0.3418 -0.4607 -0.5949 -0.7189 *
Constant -1.0741 ** -1.0653 -2.1652 ** -1.7544 **
R-squared
Within 0.3545 0.5447 0.5408
Between 0.6621 0.4248 0.5102
Overall 0.6296 0.6196 0.4121 0.4941
Significance F-test F-test F-test Chi-sq test
Overall
Statistic 54.38 4.76 34.18 260.28
Prob(F-statistic) 0.00 0.00 0.00 0.00
Bank specific
Statistic 31.58 412.28
P-value 0.00 0.00
H-Statistic 0.7380 0.7483 0.4068 0.4426
Std. Error 0.0554 0.1868 0.0913 0.0812
P-value 0.0000 0.0010 0.0000 0.0000

* significant at 5 percent level
** significant at 1 percent level
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A one-way error component model takes into account bank specific characteristics. Since we
are dealing with a specific set of banks, a fixed effects model is more appealing. The
hypothesis of no bank specific effects is rejected under both fixed and random effects,
implying the ordinary least squares suffer from omitted variable bias. A Hausman test
between fixed and random effects could not reject the null hypothesis of no correlation
between the errors and the regressors in the random effects model. In any case, the estimates

for the H-statistic from fixed and random effects are not that different.

Panel Estimation for Reduced Revenue Equation

FE Two-way FE

FE AR(1) heteroskedastic Two-way FE heteroskedastic
Cost of labor -0.0101 0.1484 * 0.1346 0.1346
Cost of funding 0.2360 ** 0.2450 ** 0.2264 ** 0.2264 **
Cost of capital 0.0822 0.0361 0.0439 * 0.0439 *
Size -0.1827 ** 0.0696 0.1404 0.1404
Credit quality -0.4335 -0.1280 -0.1530 -0.1530
Type of funding -0.1876 -0.3718 * -0.2607 ** -0.2607
Type of assets 0.0336 -0.0634 0.0916 0.0916
Constant 0.2592 * -2.0630 ** -2.6523 ** -3.0269 **
R-squared
Within 0.7562 0.5708
Between 0.2800 0.3359
Overall 0.2719 0.3337
Significance F-test Chi-sq test F-test Chi-sq test
Overall
Statistic 77.55 9108.51 15.88 8781.92
Prob(F-statistic) 0.00 0.00 0.00
Bank specific
Statistic 11.65 2377.41 31.52 2071.80
P-value 0.00 0.00 0.00 0.00
Time specific F-test Chi-sq test
Statistic 1.29 27.11
P-value 0.2438 0.0013
H-Statistic 0.3081 0.4296 0.3561 0.4049
Std. Error 0.0912 0.0765 0.0948 0.0775
P-value 0.0010 0.0000 0.0000 0.0000

* significant at 5 percent level
** significant at 1 percent level

A fixed effects model that allows for heteroskedastic errors provides a similar estimate for
the H-statistic estimate, while one that allows for first order autocorrelation provides a
somewhat lower estimate. Two-way error correction models take into account both bank and
time specific characteristics. Time specific effects are not significant when homoskedastic
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errors are assumed, but the result changes if heteroskedastic errors are allowed. The estimates
for the H-statistic do not change much.

The Panzar-Rose test requires the market to be in equilibrium. The following equation was
used to test for market equilibrium:

In(1+ROA) = ¢ + by In(w;) + beln(wy) + by In(wy) + b, In(a) + > b, Z

where ROA is the return on assets. In equilibrium, ROA should not be correlated to input
prices, so b; + by + by =0 provide a test where the null is that the market is in equilibrium. A
rejection would question the assumption of being in equilibrium, and cast doubt on the
validity of the estimates for the H-statistic. However, the null hypothesis is not rejected for
any of the specifications at a 5 percent level of confidence.

Panel Estimation for Equilibrium Test

OLS Between Fixed Effects Random Effects

F-test F-test F-test Chi-sq test

Statistic 3.73 0.63 0.05 1.26
P-value 0.0547 0.4378 0.8309 0.2626
Two-way FE

FE AR(1) FE heteroskedastic Two-way FE heteroskedastic

F-test Chi-sq test F-test Chi-sq test

Statistic 1.64 0.63 1.14 3.71
P-value 0.2025 0.4275 0.286 0.054
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IV. AN ASSESSMENT OF ECUADOR’S COMPETITIVENESS'

1. While Ecuador has been experiencing strong export growth in recent years, the
country continues to receive low ratings in many competitiveness rankings. For example,
the 2005 growth competitiveness index of the World Economic Forum ranked Ecuador 103"
out of 117 countries’, despite growth in the value of merchandise exports exceeding

24 percent in each of the last three years; and surveys of business executives point to
significant obstacles faced by firms operating in Ecuador (see, e.g., World Economic

Forum 2005 and World Bank 2005a). Against this background, this chapter sets out to assess
Ecuador’s competitiveness or, in other words, the country’s ability to sell its products in
international markets while, at the same time, maintaining adequate levels of productivity
growth.

2. The chapter concludes that while progress has been made with policies to
strengthen Ecuador’s business environment, more needs to be done. The strong
performance of many export commodities in recent years, which has been supported by an
exceptionally benign international environment, should not deter the authorities from
continuing with efforts to address underlying vulnerabilities (such as the country’s narrow
export base) and low levels of productivity growth, inter alia through prudent fiscal and
wage policies, progress with structural reforms to strengthen the business environment and
attract foreign direct investment (FDI), and further trade liberalization. To establish these
points, the paper first analyzes Ecuador’s export performance (Section A), before focusing on
recent trends in cost competitiveness (Section B) and on some other factors that impact the
export sector and productivity growth, including the country’s attractiveness as a host for
foreign direct investment (Section C), the quality of institutions and governance (Section D),
and the trade regime (Section E).

A. External Sector Performance

3. After a period of comparatively weak performance in the 1990s and early 2000s,
Ecuador’s exports have grown significantly since 2003 (Table 1). In the 1990s, annual

export growth in Ecuador was almost Table 1. Ecuador: Export Growth, 1990-2004

4 percentage points lower than the average for
: ) 1990-1998 19992002 2003 2004
Western Hemisphere countries, and the v v

country’s performance further weakened in

the 1999-2002 period. By contrast, export m@gm% gg 32 ig; 5;2
growth has accelerated dramatically Western Hemisphere 105 56 103 240
since 2003 and outperformed that of many Ecuador 67 46 B7 26
peer countries, as Ecuador benefited from Sources: National authorities; IMF, Direction of Trade Statisics.
favorable international demand for its 1/ Conpound el growth ates

petroleum products and some other key
exports, as well as supply side factors (see para. 6).

! Prepared by Bjoern Rother.

? This rating is broadly unchanged from 2004, when Ecuador was ranked 90™ out of 104 countries.
While the macroeconomic stability index registered a slight improvement, the public institutions and
technology subindices scored worse than in 2004 (113" and 100" out of 117, respectively).
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4. The recent favorable trend helped increase market shares in key export
destinations, after having stagnated or fallen over much of the last 15 years.

e This pattern is particularly

Figure 1. Evolution of Ecuadorian Market Shares

pronounced for the United in Key Export Destinations, 1990-2004
States (the destination for
? 0.35% T T 4.0%
42 percentf Of Ecuador S —=— United States (LHS) ——Top 10 (LHS)
merchandise exports in 2004), | os0% | - Andean Community (RHS) 7 1 35%

where the share of imports 1 3.0%
from Ecuador in total imports

increased by about 50 percent

0.25% +

T+ 25%
0.20% +

-+ 2.0%

between 2002 and 2004 015% 1 1155
(Figure 1). Ecuador has 0.10% 1 1o
benefited significantly from 0.05% 1 Lo
the Andean community free- S .
trade area, which was finalized 1990 1994 1998 2002

il’l 1993 (see Baquero and Source: IMF, Direction of Trade Statistics.

Freire 2003) as Ecuador’s share in total community imports has more than doubled
since 1990, making it Ecuador’s second-largest export market (13.4 percent of total
exports in 2004).

e However, Ecuador’s share of
total world exports in 2004 FIOU™ 2 Merchandise Exports 2  Share of World Exports) -
remained broadly unchanged
from the levels prevailing in
the early 1990s. This contrasts
sharply with the experience of
many other emerging market
countries represented in the
EMBI index, which as a group | | e

became increasingly important L 1o

as exporters in world markets 5+ Y

and expanded their market  EMBI Westem Hemisphere, excl. ECU (LHS)

share from 14 percent in 1991 ’ 1991 1983 1se5  1se7 1809 2001 2003

to almost 25 percent in 2004 Source: IMF, Direction of Trade Statistics.

T 01

+ 0.09

+ 0.08

-+ 0.07

-+ 0.06

+ 0.05

1004

-+ 0.02

+ 0.01

(Figure 2).’

* The increase in the market share of EMBI countries has been mainly driven by South East Asian
countries and China, while the share of Western Hemisphere countries in world exports has remained
broadly unchanged.
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5. Regarding the composition of Table 2. Ecuador: Evolution of Nontraditional Export Values, 1995-2005
exports, progress with the
development of nontraditional sectors growth rate share of total exports
has been the most important v 1995 2004
development in the last decade. This [ .. exports, ot 0% 195%  235%
trend has been most pronounced for the |l mamufactures 103% 2% 2%
cut flower industry, which benefited Food industrial 11.1% 23% 33%
from a successful strategy of Cut flowers 164% 1.9% 46%
developing a high-quality niche on the | ¢hemicalsand phammeeticals > L0% L1%
flower world market (Box 1). That said Textiles % L Lo
. ; > | Other products of the sea 134% 32% 52%
other “medium-tech” to “high-tech” Other 103% 34% 45%

sectors including metal manufactures : — :
Sources: National authorities; and staff estinmates.

and food processing also contributed to y o 19962005 2005 e
. . Conpound annual growth rates for ; estimate based on outturn
the increase in the share of for QLS.

nontraditional sectors in total exports,
which took place at the same time as a strong expansion of the petroleum sector (Tables 2

and 3).

Table 3. Ecuador: Performance of Export Components, 1996-2005

1996-2005 2003 2004 2005 3/
contribution to contribution to contribution to contribution to

growth rate 2/ growth growth rate growth growth rate growth growth rate growth

Total exports 1/ 85 100.0 23.7 100.0 24.6 100.0 26.7 100.0
Petroleumexports 144 7.1 26.5 45.8 624 1063 364 5.5
Traditional exports 0.7 24 17.8 220 -3.7 4.1 11.8 93

o/wbananas and plantanes 24 43 13.6 11.0 -70 -5.0 64 32

o/w shrimp 4.4 44 19.0 4.0 103 20 327 52
Nontraditional exports 9.6 233 258 323 -1.8 22 18.0 152

o/w cut flowers 164 55 6.1 L5 149 30 6.6 1.0

Source: National authorities; and staff estimates.

1/ Excluding unrecorded exports.
2/ Compound annual growth rate.
3/ Jan.-Sep.2005 over Jan.-Sep. 2004.

6. Notwithstanding these positive recent trends, Ecuador’s export base remains
very narrow and hence vulnerable to exogenous shocks including changes in
international prices (Table 3).

e Ecuador’s export performance continues to depend strongly on crude oil, the price of
which is highly volatile.” The oil sector represented 55 percent of total exports in 2004

* For instance, a simple simulation suggests that a drop in the WTI price to an average of US$40 per
barrel in 2006 (a reduction of 33 percent relative to the baseline) would lead, ceteris paribus, to an
increase in the current account deficit from 1 percent of GDP to 6 percent of GDP.
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and accounted for almost 80 percent of overall export growth since 1996. The strong
sector performance can be attributed, in part, to the completion of the private-sector
owned OCP pipeline in 2003, which despite declining export volumes of PetroEcuador,
the state-owned petroleum company allowed for a 37 percent increase in export volumes
in 2004. Nevertheless, most of the sector’s growth since 2002 is accounted for by
favorable international price trends.

e Ecuador’s export base remains highly concentrated. The top four commodity categories
(petroleum, bananas and plantains, cut flowers, and shrimp) accounted for 77 percent of
total export value in 2004, indicating an even higher concentration than a decade ago
when the top four categories represented 72 percent of exports.” In this context, it is
important to note that for two of these sectors—bananas and shrimp—the robust growth
experience since the early 2000s was to a large part driven by a recovery of volumes
following severe negative exogenous shocks (damage to banana crops by the El Nifio
weather pattern in 1997-98, and white spot disease which afflicted shrimp production
in 1998-2000).

e That said, the absence of strong positive correlations among export prices for key
commodity groups has helped mitigate vulnerability due to the narrow export base. A
negative correlation coefficient of -0.70 over the period 1995-2004 indicates that prices
for Ecuador’s oil and non-oil exports did typically move in opposite directions, and prices
for traditional and nontraditional non-oil exports were only weakly correlated (with a
correlation coefficient of +0.33).

> In 1995, the top four categories were petroleum products, bananas and plantains, shrimp, and coffee.
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Box 1. Why Are Cut Flower Exporters So Successful?

The strong growth of the Ecuadoran cut flower industry over the past decade suggests that the
evolution of external cost competitiveness on its own does not necessarily determine export
performance at the industry level. In the case of the flower sector, the strategy to concentrate on the
high quality niche of the international flower market together with a strong focus on technology
improvements helped reduce the sector’s sensitivity to changes in cost conditions, and thus to
Ecuador’s volatile macroeconomic environment.

Industry background

Notwithstanding the fact that economy-wide external cost competitiveness has only slightly improved
relative to the pre-crisis period (see Figure 4 of the main text), the value of Ecuadoran flower exports
grew by an average of 17 percent per annum over the period 1996-2004, compared with a growth rate
of only 4 percent for Colombia—the industry’s main competitor. As Figure 1 shows, the strong
growth was supported by both a continuous increase in export volumes and unit value. Hand-in-hand
with the strong growth performance came a significant expansion of Ecuador’s market share in its key
export destination, the United States, from only 4 percent of total cut flower imports in 1991

to 20 percent in 2004. By contrast, Colombia experienced a decline in its market share from

64 percent to 58 percent over the same horizon.

Factors driving the sector’s strong Table 1. Selected Costs for the Flower Sector

performance

Several factors have contributed to the Ecuador Colombia

strong growth performance of the

industry and helped neutralize the cost Monthly worker salary USS$220 US$160

disadvantages that the cut flower Air freight tariff to U.S. US$1.24perkg  US$0.85 per kg

exporters face compared to their Electricit USS0.11 per kwh  US$0.05 per kwh

Colombian competitors (see Table 1): ectretty S periw > periw
Sources: Expoflores; and Banking Supervision Agency.

Figure 1. Cut Flower Exports: Evolution of Volumes and Unit Value, 1996-2004

90,000 4500
—=—Volume in metric tons (LHS)
—s—Unitvalue inUS. dollars (RHS)

80,000 4,000

70,000 3,500
60,000 3,000
50,000

2,500

40,000 2,000

30,000 1,500

20,000 1,000

10,000 500
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Box 1. Why Are Cut Flower Exporters So Successful? (continued)

e Concentration on a high-quality niche market. Ecuadoran producers are capitalizing on
favorable climatic conditions to grow high quality varieties of roses which command a premium
over Colombian exports (about 15 percent in 2004).

¢ Focus on technology improvements through high R&D spending and foreign direct
investment. The focus on the high quality niche makes significant R&D spending essential to
satisfy the demand for a continuous flow of innovative products. Moreover, technology
development is supported by foreign investment, including by Dutch firms which are among the
leaders in the sector. The Inter-American Development Bank supports efforts to strengthen the
cooperation among producers, including in the areas of marketing and production.

o Efforts to improve labor productivity. Despite the fact that wages are relatively high and
represent 40 percent of total costs, available evidence suggests that producers do not rate wages
or labor market regulations as major obstacles to competitiveness. This may be partially due to
improvements in labor productivity, with the number of workers per hectare declining from 12.3
in 2000 to 11.3 in 2004 (suggesting an improvement in productivity by 8 percent over those five
years).

o Tariff-free access to key export markets. Ecuadoran (and Colombian) cut flowers access the
United States is free of duty under the Andean Trade Promotion and Drug Eradication Act,
providing them with a cost advantage of 6.8 percent over competitors facing the MFN tariff.
Given that these preferences are scheduled to end in 2006, the sector is a strong advocate of a free
trade agreement with the United States. Entry into the European Union, its second most important
destination market, is also duty-free.

e Development of new export destinations. The sector has been very successful in diversifying
into new export markets with a view to develop new sources of growth and reduce the industry’s
dependence on its dominant export market, the United States.' In particular, exports to Russia
increased from US$8.8 million in 1996 to US$31.8 million in 2004, making it the second most
important individual country market.

1/ Baquero and Jimbo (2005) find that export volumes depend strongly on demand conditions in the United
States. In particular, a one percent drop of U.S. GDP would be expected to lead to a 10 percent reduction in
export volumes. The sensitivity to changes in the unit price is lower, with a one percent increase being
associated with a volume reduction of 0.62 percent.
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B. Cost Competitiveness
Real exchange rate measures

7. Standard measures of the real exchange rate have remained broadly flat since
early 2003 and signal no significant change in external competitiveness relative to the
pre-crisis period
(Figure 3 ) That Said> the Figure 3. Ecuador: Standard Real Exchange Rate Measures
indicator constructed on the (January 1998 = 100)

basis of wholesale prices 140 1
still shows some
deterioration in cost
competitiveness compared
to early 1998, which may
be explained by the fact 80 1
that the prices of tradable
goods, which represent a

120 A

60 1

higher share of the goods 40 |
basket underlying this
1 20 ; 3
1ndex comp ared to the CPI’ Phase 1: Crisis - induced | Phase 2: Post-dollarization Phase 3: Stabilization
adjusted more fully to the 0 depreciation appreciation
depreCIatlon Of the 1998M1 1999M1 2000M1 2001M1 2002M1 2003M1 2004M1 2005M1
eXChange rate than Sources: National Authorities; FAO; UN Comtrade data base; and IMF (INS).
nontradable gOOdS prices 1/ For PPI calculation, several trading partners were excluded due to lack of data (China, Panama, and Russia).
. 6
(Figure 3).
8. Notwithstanding the aggregate trend, competitor-based measures suggest

substantial differences in external cost competitiveness across sectors. For example, the
evolution of Ecuador’s real exchange rate relative to the five main banana-exporting
competitor countries indicates that cost incentives for banana production in Ecuador have
only recently approached levels existing at the time of the El Nifio shock. By contrast, shrimp
producers have benefited in recent years from a significantly improved cost position relative
to their (mostly Asian) competitors. In a more nuanced way, the cut flower sector also gained
a competitive advantage since mid-2002 in line with the depreciation of the U.S. dollar vis-a-
vis the Euro (Figure 4).

% The standard Fund measure for the CPI-based real exchange rate uses a weighting scheme for
trading partners excluding trade in oil. The same trading partner scheme was applied to the real
exchange rate measure based on producer prices. For a general discussion of the relative merits of
different measures for the real exchange rate, see Marsh and Tokarick (2004).
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Figure 4. Ecuador: Competitor-based REER for Main Non-oil Exports, 1998-2005
(January 1998 = 100)
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9. The internal real Figure 5. Ecuador: Evolution of Domestic Prices, 1998-2005 1/
. . (January 1998 = 100)
exchange rate indicates that the | o,

tradable goods sector lost 140 |
attractiveness for investors o /ﬂ

relative to the nontradable ﬂ
goods sector. Based on a ] \A//

disaggregation of the domestic 81
CPI into its tradable and 60|
nontradable goods components 0]

(excluding prices for administered
goods), the measure shows that

prices received by firms operating | rssim  rossm  so00sm  s00rsn | zovsn zomm zoossm | aoossm
in the nontradable goods sector e et xane o e o o o e oo el n o e
have continuously increased

20 -

CPI (excludina administered prices).
relative to prices for tradable goods in the years following dollarization, implying that
investment in the tradable goods sector yields relatively lower returns (Figure 5).

Labor costs

10. Increases in the minimum wage, which provide a benchmark for wage setting in
the private sector, consistently exceeded inflation in recent years, while gains in labor
productivity have been modest (Table 4).

e With inflation declining Table 4. Ecuador: Labor Market Indicators, 1990-2004

to international levels, 001908 19900002 2003 -
recent minimum wage

increases have introduced |Participation rate 56.1 55.7 538 55.8

o s Unemployment rate 85 121 9.8 11.0

an upward bias 1 real Visible underemployment na. 103 3 88 72

minimum wages.” The Real wage growth 1/ 53 2/ 16 5.8 6.0

fact that the rise in Real minimum wage growth 1/ 382 -0.7 6.0 23

Real output per worker 1/ 0.1 -2.1 25 0.8

minimum wages

exceeded the evolution of
Sources: National authorities, World Bank World Development Indicators, Intemational Labor Office, and staff
average real wages may |estimates.

be partially explained by 1/ Compound annual growth rate.
data quality issues, but 2/ Based on data for 1991-1998.

alSO by the faCt that Wage 3/ Based on data for 2001 and 2002.

’ Formally, the annual increase in the minimum wage is set by the National Salary Council that
includes representatives of employers, unions, and the authorities. However, in case the Council does
not reach an agreement (which has been the rule rather than the exception in recent years), the
Ministry of Labor has the right to set the national minimum wage increase based on the inflation
forecast of the Central Bank. This wage increase then constitutes a benchmark for setting sectoral
minimum wages by 113 sectoral commissions.
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trends may have diverged among skill categories,® with the minimum wage being
particularly relevant for the (large) segment of low- and semi-skilled workers.

e Real wages have generally exceeded productivity, although in recent years there appears
to be a closer relationship. Aggregate data on the real output per worker suggest that
labor productivity stagnated over the course of the 1990s, declined in the crisis episode,
and recovered only modestly since 2003. Moreover, a simple regression of the change in
employment on the changes in real output and real wages over the 1991-2004 period
shows a negative elasticity of employment to real wages. This suggests that firms were
typically not able to maintain employment at previous levels through the realization of
adequate productivity gains when facing rising labor costs.” These findings appear to be
broadly consistent with anecdotal evidence pointing to underinvestment in education; the
loss of human capital through emigration; high unemployment among higher-educated
workers; and a growing trend towards informal employment (see, e.g., Rinne and
Sanchez-Parano 2003; Baquero et al. 2004; and the Central Bank’s “Coyuntura del
Mercado Laboral” of September 2005).'° Furthermore, many studies note that the
economy suffers from a low rate of technology adaptation with negative consequences
for labor and/or total factor productivity.''

1. However, firms typically do not rate labor regulations as sources of major
problems for their operations (see World Bank 2005a). This may be explained partially by
firms’ limited compliance with labor legislation encouraged by weak enforcement

¥ A recent study by the Inter-American Development Bank (IADB 2003) finds that wage
differentiation with respect to the education level is very low. For example, the average percentage
change of wage levels per additional year of schooling for workers with tertiary education is only
7 percent, the lowest spread observed throughout Latin America.

? The equation was estimated based on employment and growth data taken from the Fund’s
International Financial Statistics and real wage data from the International Labor Organization is (t-
statistics shown in parentheses):

A employment = 0.03 + 0.82 * A (Real GDP) —0.32 * A (Real Wage),
(1.79) (2.15) (-2.18)

with an adjusted R? of 0.27. The results do not change significantly when including a dummy for the
crisis year 1999.

' Rinne and Sanchez-Parano (2003) report that half a million Ecuadorans emigrated after the 1999
crisis, compared with a total population of about 13 million (as of 2004). According to Baquero et al.
(2004), total informal sector employment increased from 1.7 million workers in 1997 to 2.6 million
workers in 1999 and remained at about this level through 2001, before declining gradually.

" See, e.g., World Economic Forum (2005) and World Bank (2005a). By contrast, a recent
competitiveness report of the central bank (BCE 2005) shows that imports of capital goods as well as
of telecommunications and computer equipment increased rapidly in 2005.
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capabilities. But firms also benefited from new legislation introduced since 1998 (including
the Economic Transformation Law) allowing for more flexibility in the labor market. In
particular, steps were taken to simplify wage policies in the private sector, introduce new and
more flexible forms of hiring through hourly and temporary contracts, and encourage
outsourcing (see Rinne and Sanchez-Parano 2003; and Baquero et al. 2004 for a more
detailed discussion).'? In addition, social security contributions (averaging 17—18 percent of
gross wages as of 1999), which are a key component of nonwage labor costs, remain modest
and have a lower coverage than in neighboring countries including Colombia and Peru (see
IADB 2001; and IADB 2003).

12. Building on recent
reform initiatives, the

authorities should address Pty ot i ndex
remaining labor market 20
rigidities.gWith a view to //’/28
strengthen incentives for formal >
sector employment, steps should
be taken to (i) reduce termination
costs that currently remain at
levels much higher than the
regional average (Figure 6), (ii)
eliminate the mandatory rule for Rigidiy of Employment Index
profit sharing that requires firms — Fewador T Resion OFCD
to pay out a 15 percent share of T e

Figure 6. Labor Market Rigidity, 2005

Firing costs (weeks of wages) Rigidity of Hours Index

Hiring cost (% of salary) Difficulty of Firing Index

profits to employees, and (iii) bring minimum wage increases more in line with productivity
growth.

Firm proﬁtability Figure 7. Ecuador: Profitability Measures for the Export Sector
(July 1998 = 100)
500 + T 350

1 3 . Approximate indicators 450 1 | Export Unit Value -to- Minimum Wage (LHS)

) r 300
for th.e export sector’s proﬁt. . 400 + Export Unit Vatue (RHS)
margin suggest that profitability | s | T 250
did not deteriorate in recent 300 + 1 200
years (Figure 7). The ratio of 250 |

. /1
export unit value-to-wholesale 200 1 . VA R
i i wq A~ N T
prices remained broadly stable 150 20 R AV
after the transition to dollarization, | 1001  Fxport Unit Value -to- PP \ le
as increases in export unit values 50 | Nt / Minimum Wage (RHS)
0

compensated for the rise in local 0
. . 1998M7 1999M7 2000Mm7 2001Mm7 2002Mm7 2003Mm7 2004M7 2005M7
COStS I'eﬂected m WhOlesale prlces, Sources: National authorities; and IMF, International Financial Statistics.

which was mainly driven by the
strong increase of the sub-index for minerals, electricity, gas, and water.'? Moreover, the

'2 The informal sector accounted for about half of total employment in the first semester of 2005.

" The subindex grew by almost 200% between November 2001 and April 2005.
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ratio of export unit value-to-minimum wages (as a proxy for average wages) points to a
recent improvement in profit margins. When interpreting these trends, it is however
important to note that the favorable trend in Ecuador’s export unit value underlying these
calculations is biased by the strong increase in international oil prices. While a calculation
based on the non-oil export unit value (drawn from the Fund’s BOP statistics) still suggests
that profitability as measured by the ratio of export unit value-to-wholesale prices improved
by 7 percentage points between 2000 and 2003, it points to a significant deterioration in 2004
(by 10 percentage points).

14. On balance, the indicators discussed above do not indicate major cost-
competitiveness problems, but this should be no reason for complacency. In particular,
the evidence suggests that (1) initial gains in external competitiveness after the transition to
dollarization relative to the pre-crisis period have not been sustained at the aggregate level;
(i1) the growing gap between prices for nontradable and tradable goods may discourage
investment in the latter sector; and (ii1) wage increases in recent years have been significant
and generally not justified by growing productivity. Moreover, a fall in Ecuador’s export unit
value—which increased in recent years mainly through the favorable trend in oil prices—
could lead to a significant deterioration of firm profitability. In this context, the authorities
should continue with their efforts to address recent inflationary pressures and advance with
labor market reforms.'* In addition, progress should be made with structural reforms to
improve trade-related infrastructure, as the comparatively high costs for (and unreliability of
access to) finance, electricity, telecommunications, and transportation remain major obstacles
for companies in Ecuador (see World Bank 2005a).

" Driven mainly by strong growth in bank credit and public spending, 12-month CPI inflation rose
from less than 2 percent in June 2005 to over 4 percent at the end of the year despite frozen domestic
fuel prices.
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C. Foreign Direct Investment

15. FDI can provide an impetus to productivity growth and competitiveness through
a variety of channels, including its role in facilitating the transfer of technology, in
increasing the outward-orientation of the economy through higher export production and the
increased use of imported inputs, and in strengthening competition in factor and product
markets. Consistent with this benign view of FDI, an empirical study contained in the World
Bank’s 2005 ICA (World Bank 2005a) finds that companies in Ecuador with foreign
ownership exhibit substantially higher productivity levels than their domestically-owned
counterparts and pay higher wages."” In addition, the study presents evidence that the
presence of FDI leads to positive spillover effects on productivity within sectors and along
the value chain, as both domestic competitors and suppliers tend to adapt to the foreign
competition by employing a higher share of skilled workers and using more imported inputs.

16. So far, however, Ecuador has only been successful in attracting substantial FDI
inflows to the oil sector. While Ecuador succeeded in attracting more FDI relative to its
economic size than most other Western Hemisphere countries over the 1995-2004 period
(Figure 8), the bulk of the FDI inflows averaging 4.1 percent of GDP per annum went into

the mining sector that mainly
represents1 é)il-relgted actiyities Fieure 8 Westerm Hemiphere Countes: Performance fn Attactng FDI
(Table 5).” Outside the oil sector,

FDI activity has been very low
(inflows averaged only

one percent of GDP over

the 2001-04 period) and widely i I
dispersed across sectors. For SAREEEE T

s —— —— —— —— —— —— ——

0T—— —— -_— Y — — — —

example, the agriculture and Ch e
fisheries sector, which accounts 101 1 | _—
for most of Ecuador’s non-oil 51 ﬂ —"— — 1l — —rl
exports (9 percent of GDP), 0- : : : i e B
received Only 0.1 percent of GDP Agzhare of\SS:em Hemis;:kllf;e GDP o L] SEhEr[i ofWestel\rAnE I—)I(emispherep FEDRI inflows =
il’l FDI inﬂOWS in 2004 Source: International Monetary Fund, World Economic Outlook.

' The findings are based on a 2003 survey of 441 manufacturing firms, covering five provinces and
10 manufacturing sectors (oil-derived products, food, beverages, textiles, garments, leather products,
wood products, chemicals, rubber and plastic products, and metal products).

' Peak levels of 5—6 percent of GDP in the early 2000s were linked to the construction of the OCP
pipeline.



-73 -

Table 5. Ecuador: Foreign Direct Investment Inflows, 1999-2004

avg. 1999-2002 2003 2004

USS$ million Share of total US$ million Share of total  US$ million  Share of total

Total FDI inflows 993,390 100 1,554,737 100 1,160,293 100
Agriculture and Fisheries 9,210 1 48,388 3 41,241 4
Mining 866,481 87 828,051 53 903,075 78
Manufacturing 33,328 3 70,993 5 36,892 3
Electricity,gas, and water 430 0 281 0 6,046 1
Construction 15,239 2 441,684 28 30,954 3
Commerce 30,079 3 50,382 3 49,705 4
Transport and communication 8,604 1 24,815 2 52,219 5
Private services 28,9% 3 89,240 6 39,691 3
Public services 962 0 04 0 469 0

Source: National authorities.

17. Several factors help explain Ecuador’s poor performance in attracting FDI
outside the oil sector. Notwithstanding the fact that the foreign investment regime is
relatively liberal in general terms (see WTO 2005), legal provisions discourage investment in
strategic sectors. In particular, the law on investment promotion and guarantees allows
discriminatory treatment between domestic and foreign investors in sectors such as fisheries,
mining, hydrocarbons, and public utilities, which are often among the most attractive for
foreign investors. In addition, the weak regulatory environment in some key sectors, such as
electricity generation and distribution, may deter foreign investment. For example, given the
highly politicized setting of electricity tariffs, the incentives for private ownership in
electricity generation and distribution are low. More broadly, however, the reluctance to
invest in Ecuador may reflect Ecuador’s poor record in the protection of property rights as
well as substantial governance issues, which are discussed in the next section.

D. Political Institutions and Governance

18. Weak political institutions and governance issues are seen by many observers as
major obstacles for Ecuadoran firms, deterring both local and foreign investment. This
message is consistently echoed in many competitiveness assessments of the country,
including the World Bank’s ICA, the World Economic Forum’s growth competitiveness
index, Transparency International’s corruption perception index, the index of economic
freedom published by the Heritage Foundation, and Melo (2003)."” Specifically, the various
assessments point to the following issues that Ecuadoran firms have to cope with:

e A substantial degree of economic policy uncertainty through weak and unstable
governments. In particular, Congress is extremely fragmented, political turnover is high

' In their 2005 vintages, the World Economic Forum’s public institutions subindex ranks Ecuador
113™ out of 117 countries, Transparency International 117" out of 159 countries, and the Heritage
foundation 114" out of 155.
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(in April 2005, President Palacio became Ecuador’s sixth president in the last 8 years),
and public support for political institutions is generally low. Such an environment tends
to render decision-making at the firm-level more difficult, shorten the time horizon for
investment decisions, and redirect management resources from productive towards
political activities.

e A low level of effective protection of property rights, due to the high degree of political
influence on the judiciary and deficiencies in the court system. For example, the World
Bank’s 2005 ICA estimates that disputes over payments that are taken to court take on
average four years to be resolved (World Bank 2005a).

e Significant levels of corruption. A significant negative impact on firm operations is again
suggested by the World Bank’s 2005 ICA, which estimates bribes to amount to
2.6 percent of average firm revenue (World Bank 2005a). The study further notes that
informal payments are common to secure public contracts, with the average payment
amounting to 9 percent of the contract’s value.

19. Regressing inward FDI stocks on various variables also points to a significant
impact of political and institutional factors on investor decisions. The model builds on the
baseline specification of the gravity model of bilateral FDI stocks for 10 Latin American
countries described in Box 2, and adds several institutional variables available from the
International Country Risk Guide (ICRG), including an aggregate index of political risk
(ICRG political) and sub-indices on political stability, investment risk, corruption, the rule of
law, democratic accountability of the government, and bureaucratic efficiency. Moreover, the
World Bank’s rigidity of employment index is used as a proxy for the quality of labor market
institutions. The main results are summarized in Table 6.

Table 6. Impact of Institutional Variables
second-step coefficients
institution adj. R? institution per capita
ICRG political 16+ .515 L10*** -1.04***
(.04) (.03) (.34)
ICRG stability 1.07*** .480 AT -.81%*
(.33) (.27) (.34)
ICRG invest 40%** 510 46%* -.94%**
(.10) (.11) (.34)
ICRG corruption .58* 442 .26 -.52
(.30) (.29) (.34)
ICRG rule of law 49** 453 .18 -.91**
(.21) (.16) (.38)
ICRG dem. accountability 97 *** .501 A7 -.65*
(.25) (.21) (.32)
ICRG bur. efficiency 75 475 .54** -.38
(.24) (.25) (.33)
Rigidity of employment -.08%** .530 -.04%** -1.21%%*
(.02) (.01) (.35)
1/ Dependent variable is bilateral stock of inward FDI.
2/ Standard errors between parentheses: ***, **, and * refer to 1%, 5%, and 10% significance
levels, respectively.
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Box 2. A Simple Gravity Model of Inward FDI Levels For Latin America

Using bilateral FDI stock data for 10 Latin American countries, the model relates FDI levels to
various explanatory variables including the distance between the source and the host country. "
The model, which is based on data covering the 1993-2003 period, broadly follows the methodology
discussed in Benassy-Query et al. (2005) to estimate bilateral inward FDI stocks through the
following equation:

In(FDI)= a ¢+a, *In(GDPy) + 0, *In(GDPs) + a3 *In(GDPCAPy,)
+o4*In(GDPCAP;)+ as5*In(DIST).

GDP, captures the market size of the host country as a proxy for demand to be served by affiliates of
foreign firms operating in this market, while GDP, should be proportional to the pool of investors in
the source country. Both measures can be expected to be positively correlated with FDI stocks. The
GDP per capita terms GDPCAP;, and GDPCAP; are included in the equation to account for the level
of economic development of the host and the source country, respectively. While the expected sign of
the host country term is ambiguous, depending on whether the strength of the positive purchasing
power effect outweighs the negative effect of wage differentials captured in the per capita term,
higher per capita GDP in the source country should lead to higher FDI activity. Finally, the distance
term DIST is intended to account for various transaction costs in the bilateral investment. In line with
the gravity models used to explain trade flows, the hypothesis is made that such costs should increase
with geographical distance between the source and the host country.

The main results are as follows (see Tables 1 and 2):

. All variables except for the per capita GDP of the host country are significant and show the
expected sign in all specifications of the model. Although not always being significant at
conventional confidence levels, the host country’s per capita term consistently shows a
negative sign, suggesting that the wage differential might be more important than purchasing
power for attracting FDI to Latin American countries (see World Bank 2005b for similar

findings).
Table 1. Standard Gravity Model of FDI 1/
avg.98-02 93-02 93-97 98-02

intercept 4.15 .68 -.76 2.55*

(2.87) (.87) (1.24) (1.15)
In host GDP .82*** .86*** TR L95***

(.14) (.06) (.08) (.08)
In source GDP .36+ .33 34 Bk R

(.11) (.03) (.05) (.04)
In per capita GDP host -.49 -.29%** -.18 -.44%*

(.34) (.09) (.13) (.12)
In per capita GDP source 62*** T70*** B9*** 7O

(.22) (.07) (.09) (.09)
In distance -.63** -.55%** - 49% RN

(.24) (.06) (.08) (.07)
N 98 1087 557 530
adj. R® 427 469 456 506
1/ Dependent variable is bilateral stock of inward FDI.
2/ Standard errors between parentheses: ***, **, and * referto 1%, 5%, and 10% significance
levels, respectively.
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Box 2. A Simple Gravity Model of Inward FDI Levels For Latin America (continued)

. The model further suggests that Ecuador underperforms as an FDI host country relative to
what would be expected by its market size, per capita GDP, and geographical proximity to
important source countries. Moreover, based on the baseline specification, its performance
as an FDI host appears to be significantly worse than that of other Andean community
member countries (Table 2, left-hand columns).

Table 2. Degree of FDI Over-/Underperformance

baseline model with ICRG political
actual predicted  deviation actual predicted  deviation
Colombia 12,337 13,507 -9% 12,337 7,452 66%
Ecuador 1,446 3,362 -57% 1,446 1,262 15%
Peru 9,810 9,106 8% 9,810 15,957 -39%
Venezuela 17,392 15,797 10% 17,392 11,455 52%

1/ The sample includes Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Paraguay, Peru, Uruguay, and
Venezuela and covers the period 1992-2002 based on UNCTAD data on bilateral inward FDI stocks available
under www.unctad.org. Other data are drawn from the Fund’s IFS (GDP and GDP per capita), the Centre
D’Etudes Prospectives et D’Informations Internationales (geographical distances), and the International
Country Risk Guide for political and institutional factors (with the exception of the rigidity of employment
index which is drawn from the World Bank’s Doing Business database).
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o All of the institutional variables are significant and show the expected sign when
added one at a time to the model’s baseline specification'®: stronger institutions in a
country lead to higher inward FDI stocks (except for the employment index, where
a higher value signals higher distortions).

o These findings do not fundamentally change when re-estimating the model in a
two-step procedure to control for the fact that institutional variables are often highly
correlated with a country’s per capita income.'® The two right-hand columns of
Table 6 report that all institutional factors maintain their expected sign, even if most
coefficients become smaller and some statistically insignificant. There is thus still
strong evidence that many of the factors examined—including the aggregate
political risk index, investment risk, bureaucratic efficiency, and labor market
rigidity—remain highly relevant for explaining the attractiveness of a country as an
FDI host.

o Institutional variables also help explaining Ecuador’s underperformance in
attracting FDI relative to neighboring countries that is reported in the model’s
baseline specification (Box 2, Table 2). For example, when adding the broad ICRG
political risk index to the baseline specification of the gravity model, the expected
level of Ecuador’s inward FDI stock declines from US$3.4 billion to
US$1.3 billion, compared to an actual level of US$1.5 billion (figures represent
averages over the 1998-2002 period).

20. The evidence suggests that strengthening institutions and governance could have
a substantial positive impact on Ecuador’s business climate and competitiveness. While
reforms in these areas will be difficult to achieve given powerful vested interests and long-
established relations between the government and the private sector, some of the authorities’
recent initiatives—including the naming of 31 judges for the supreme court and efforts to
finalize a Free Trade Arrangement (FTA) with the United States that would likely include

'8 Adding more than one institutional variable at a time is difficult due to the high multicollinearity
between them.

1% Specifically, each institutional variable (Inst,) was first regressed on the host country’s GDP per
capita

Insty= a g0, *In(GDPCAP)+puy,
before the residual p, was used to replace the institutional variable (Inst;) in the equation

In(FDI)= a g+o; ¥In(GDPy) + 0,*In(GDPy) + a3*In(GDPCAPy) + 04 *In(GDPCAP;)+
os*In(DIST)+ ag*(Insty,).

The same procedure was repeated with regressing per capita GDP on the respective institutional
variable before using it in the baseline specification.
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provisions to strengthen the public procurement code, customs operations, and the legal
security of investors—could help catalyze reforms in governance and legal security.

E. The Trade Regime

21. Ecuador has taken substantial steps to liberalize its trade regime since the

early 1990s.”° For example, Ecuador progressively reduced MFN tariff rates from an average
applied rate of 32.9 percent in 1990 to an average of 11.4 percent at the beginning of 2005,
benefiting both consumers and industries that use imported inputs in their production
processes. Moreover, Ecuadoran exporters have been able to benefit from preferential trading
arrangements that improved the terms and predictability of access to key export markets,
notably the Andean Trade Preference Act (ATPA) and the Andean Trade Promotion and
Drug Eradication Act (ATPDEA) of the United States and the FTA of the Andean
Community.

22. However, some provisions in the trade regime still tend to shield firms from
competition and thus the need for seeking productivity gains, and discourage export
production.

e Tariff protection for some domestic industries is still high and discourages structural
change towards more productive sectors by distorting relative prices. In particular, most
industries in the manufacturing sector benefit from tariff escalation, tariff concessions,
and relatively high effective rates of protection (see WTO 2005). An extreme example of
such protection is the domestic car industry, which benefits from an MFN tariff of
35 percent on imported motor vehicles and motor vehicle parts.

e Ecuador still has many non-tariff barriers to trade that tend to discourage the use of
imported inputs in production activities. For instance, the country maintains an import
licensing regime that applies to more than 1,000 tariff lines, of which roughly half
correspond to agricultural goods.?' Furthermore, imports are required to comply with
Ecuadoran technical norms while domestically produced goods are not, and imports
exceeding US$4,000 and all exports are subject to approval by the Central Bank.

2% This section draws on World Bank 2005a and WTO 2005, which provide a detailed assessment of
Ecuador’s trade regime.

2! Efforts have recently been taken to reduce the number of tariff lines for which such licensing is
required, and as of early 2005, 210 out of 1471 previously existing licensing requirements have been
eliminated (IBRD 2005). Moreover, the customs administration is committed to further simplify the
licensing system and increase its transparency through the introduction of an IT-based system. In
particular, if a response to a licensing request is not given within 10 working days, the license will be
automatically authorized.
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e Regarding the export sector, some important trade preferences that benefit Ecuadoran
firms are currently being challenged or will be discontinued. Most significant among
these are the preferences unilaterally granted by the United States under the ATPA and
the ATPDEA. However, these agreements, which provide tariff-free access to Ecuador’s
most important export market for key product groups such as bananas, cut flowers, and
crude oil, are scheduled to expire at end-2006.* In addition, shrimp exports that enjoyed
free entry to the U.S. under the ATPDEA prior to 2004 are currently subject to an anti-
dumping margin; and banana producers would be negatively affected by the programmed
modification of the European Union’s banana import regime.”

e Trade is further hampered by inefficiencies in customs procedures, including port
operations. For example, the World Bank’s 2005 ICA reports that Ecuadoran exporters
need on average 7 days to perform customs procedures at their exit port, while their
competitors in Central America need only about two days. The numbers are even more
concerning for importers, for whom it takes on average 17 days to clear customs at the
port of entry, compared to a week or less in East Asian and Central American countries.
Anecdotal evidence further suggests that while the drawback regime is open to any
exporter registered as a taxpayer in Ecuador, the process often involves very long delays.

23. Given the detrimental impact of the remaining deficiencies on the economy,
further efforts should be taken to liberalize the trade regime and reform customs. In
particular, the authorities’ participation in regional and multilateral initiatives to further
liberalize trade in goods and services—including the ongoing negotiations of a free trade
arrangement between several Andean Community Countries and the United States—could
contribute to strengthening Ecuador’s competitiveness (inter alia by locking-in existing trade
preferences) and reduce the remaining anti-export bias in the trade regime, if accompanied by
complementary domestic policies that aim at improving the business environment. In
addition, the authorities’ customs modernization plan should be implemented swiftly to
reduce delays in customs operations and improve transparency.

2 As 0f 2003, the four Andean countries (Bolivia, Colombia, Ecuador, and Peru) enjoyed duty-free
treatment for 86 percent of their combined export value to the United States, with more than half of
the preferences being granted on the basis of the ATPA and ATPDEA. The remaining dutiable
portion of imports included tuna in metal cans and above-quota imports of certain agricultural
products subject to tariff-rate quotas that are not eligible for ATPDEA preferences. Only one product,
canned tuna, was dutiable among the twenty leading U.S. imports from ATPA countries (for a
detailed description of the preferences, see Sek, Leonore, 2005, “Andean— U.S. Free-Trade
Agreement Negotiations,” updated June 29, 2005; and Kornis, Magda, 2004, “The Expanded Andean
Trade Preferences Act and a U.S. Free Trade Agreement With its Beneficiaries,” United States
International Trade Commission, International Economic Review November/December 2004).

3 The European Union intends to replace its current tariff-and-quota system with a single-tariff
system in 2006, which would likely involve more than a doubling of the present tariff of 75 Euros per
ton paid within the set quota.
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