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IMF Executive Board Concludes 2018 Article 1V Consultation with Guatemala

On May 25, 2018, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation® with Guatemala.

Underpinned by a solid macroeconomic framework, the economy has endured significant
political tensions since 2015. Supporting broad macroeconomic stability, a sound monetary
policy management has helped keep inflation expectations firmly anchored. Fiscal deficits have
remained at decade lows on the back of low debt tolerance and inadequate budgetary execution,
partly a result of anti-corruption efforts. Terms of trade gains and an upsurge in remittances
inflows moved the current account into a sizable surplus. The financial system is sound and well-
regulated while vulnerabilities seem manageable.

Growth performance nevertheless falls shorts of the rates needed to achieve Guatemala’s
aspirations to meaningfully lift the living standards of its citizens. Income per capita over the
past decade has grown at an average rate of 1.1 percent, a rate that is insufficient to meaningfully
reduce Guatemala’s high levels of poverty (currently at 60 percent of the population). Over the
past two years, growth slowed to 2.8 percent in 2017, down from 4.1 percent in 2015. The
slowdown has been broad-based, evident in employment, private consumption, and investment.

Near-term growth prospects remain subdued, at 3.2 percent in 2018 and 3.6 percent in 20109.
Better U.S. growth, accommodative monetary conditions, and some support from pent-up
government spending will support the growth pick-up. However, the fiscal impulse will remain
moderate and key reforms that could help attract private investment are likely to be held back
until after the presidential elections next year. In all, the economy is expected to operate with
spare capacity over the near-term and inflation to fall below the mid-point of the central bank’s
target band. The external position is projected to return to a modest deficit by 2021, driven by a
partial normalization of the remittance and terms of trade positive shocks. Risks to the outlook
are tilted to the downside. Domestic risks include an under-execution of budget spending and a
delay in judiciary decisions that allow the resumption of operations of a large mining company.
External risks include worsening global financial conditions and a step-up in the anti-
immigration efforts by the U.S. government.

L Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with members, usually every year. A
staff team visits the country, collects economic and financial information, and discusses with officials the country's economic
developments and policies. On return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board.

Washington, D.C. 20431 « Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



Executive Board Assessment?

They commended Guatemala for maintaining a solid record of macroeconomic stability and
resilience, supported by prudent economic management. This has allowed the country to
withstand economic shocks and politically difficult circumstances. Guatemala’s near-term
growth has been good, although poverty levels remain high. Directors noted that a modest
recovery can be expected with accommodative monetary conditions, recovery in budgetary
spending from low levels and higher growth in the U.S. To guard against downside risks in the
near term and foster growth over the medium term, Directors called for greater macroeconomic
policy support for the economy. In addition, structural reforms are essential to sustain higher
growth, help attract private investment, make growth more inclusive and reduce poverty.

Directors generally encouraged the authorities to adopt a supplementary budget that raises
spending limits and supports near term growth, with a particular focus on raising social and
capital spending. A stronger effort is also needed to increase spending execution and flexibility.
Directors emphasized that inadequate budgetary revenues constrain the government’s ability to
invest in physical and human capital. In this context, Directors called for an integral fiscal reform
encompassing better tax administration and tax policy changes. They underlined that strong
governance is critical to durably raise investment and support revenue mobilization.

Directors commended the authorities for keeping inflation expectations firmly anchored over the
last several years. Directors considered that the central bank could remain open to lowering the
policy rate if the contribution of fiscal policy to growth falls short of expectations, activity
indicators have not strengthened by mid-year and inflation risks remain on the downside.
Directors acknowledged the central bank’s efforts to gradually widen the band before exchange
rate intervention is triggered and called for continuing efforts to increase exchange rate
flexibility to buffer against shocks. They also underlined the need for continued efforts to
improve monetary transmission, including through a reduction in financial dollarization and
development of domestic capital markets.

Directors welcomed the soundness of the financial sector. Nevertheless, there remains a need to
further develop macroprudential policies and move toward Basel III standards, implement
consolidated supervision, reinforce bank resolution, and strengthen the AML/CFT framework.

Directors called for continued efforts to raise living standards. Lifting investment and achieving
the Sustainable Development Goals are important to capitalize on the demographic dividend that
is expected over the next two decades. Directors encouraged efforts to expand social protection
programs and combat informality to improve social outcomes.

2 At the conclusion of the discussion, the Managing Director, as Chairman of the Board, summarizes the views of
Executive Directors, and this summary is transmitted to the country's authorities. An explanation of any qualifiers used in
summing up can be found here: http://www.imf.org/external/np/sec/misc/qualifiers.htm.




Directors stressed the importance of improving the business climate, including through pro
competition reforms and by reducing the uncertainty weighing on extractive industries. Directors
welcomed ongoing efforts to fight corruption, including measures to restore confidence in public
procurement and to promote government transparency and accountability. Directors encouraged
the authorities to strengthen judicial effectiveness and reinforce the asset disclosure regime for
public officials.
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Guatemala: Selected Economic and Social Indicators
I. Social and Demographic Indicators

Population 2018 (millions) 17  Gini index (2014) 49
Percentage of indigenous population (2016) 41  Life expectancy at birth (2016) 72
Population below the poverty line (Percent, 2014) 59 Adultilliteracy rate (2015) 21
Rank in UNDP development index (2016; of 188) 125  GDP per capita (US$, 2016) 4,155

Il. Economic Indicators

Est. Projections

2014 2015 2016 2017 2018 2019
Income and Prices
Real GDP 4.2 4.1 3.1 2.8 32 36
Consumer prices (end of period) 29 3.1 42 5.7 42 35
Monetary Sector
M2 8.7 94 6.6 8.4 8.6 7.4
Credit to the private sector 8.8 12.8 5.9 38 75 85
Saving and Investment
Gross domestic investment 13.7 13.6 129 121 11.8 11.7
Private sector 12.0 12.3 11.7 11.0 10.7 10.5
Public sector 1.7 1.3 1.2 1.1 1.1 1.2
Gross national saving 11.6 13.5 14.4 136 130 124
Private sector 114 134 14.1 13.6 13.1 12.7
Public sector 0.2 0.1 03 0.0 -0.1 -0.3
External saving 2.1 0.2 -1.5 -1.5 -1.1 -0.7
External Sector
Current account balance -2.1 -0.2 1.5 1.5 1.1 0.7
Trade balance (goods) -10.3 -8.7 -7.6 -8.0 -8.2 -8.3
Exports 18.7 17.0 154 149 148 15.0
Imports 29.0 25.7 23.0 229 230 233
Of which: oil & lubricants 5.6 36 3.1 3.5 3.8 38
of which repayment of arrears
Other (net) 8.2 8.6 9.0 9.5 93 9.0
Of which: remittances 9.7 10.1 10.7 11.2 11.0 10.8
Capital account balance 0.0 0.0 0.0 0.0 0.0 0.0
Financial account balance (Net lending (+)) -2.9 -0.9 0.5 1.0 1.1 0.7
Of which: FDI, net -2.2 -1.7 -1.6 -1.3 -1.3 -1.3
Errors and omissions -0.8 -0.7 -1.0 -0.6 0.0 0.0
Change in reserves assets (Increase (+)) 0.1 0.7 2.0 3.4 0.6 0.0
Net International Reserves
(Stock in months of next-year NFGS imports) 4.0 4.5 49 57 5.5 5.2
(Stock over short-term debt on residual maturity) 1.6 1.6 1.8 2.2 2.1 1.9
Public Finances
Central Government
Revenues 11.5 10.8 11.0 10.8 10.9 10.9
Expenditures 134 12.3 12.1 121 123 12.6
Current 10.5 10.1 10.0 99 100 10.2
Capital 29 2.2 2.1 2.2 2.2 24
Primary balance -04 0.1 04 0.1 0.0 -0.2
Overall balance -1.9 -1.4 -1.1 -1.3 -1.4 -1.7
Financing of the central government balance 1.9 14 1.1 13 14 17
Net external financing 0.0 0.7 0.8 0.2 0.1 -0.2
Net domestic financing 1.8 0.7 0.3 1.2 1.6 1.9
Of which: use of government deposits 0.0 -0.1 -0.5 -0.1 -0.1 0.0
Rest of Nonfinancial Public Sector Balance 0.4 0.2 0.2 0.2 0.2 0.2
Combined Nonfinancial Public Sector
Primary balance 0.0 03 0.6 0.3 0.2 0.0
Overall balance -1.5 -1.2 -0.9 -1.1 -1.2 -1.5
Central Government Debt 24.3 24.2 24.5 247 248 25.1
External 11.6 11.6 12.0 12.6 124 12.4
Domestic 1/ 12.6 12.6 12.6 121 12.4 12.7
Memorandum Items:
GDP (US$ billions) 58.7 63.8 68.7 746  81.1 86.3
Output gap (% of GDP) 0.1 0.7 0.3 -0.2 -0.4 -0.2

Sources: Bank of Guatemala; Ministry of Finance; and Fund staff estimates and projections.
1/ Does not include recapitalization of obligations to the central bank.
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mmmnmsm———— STAFF REPORT FOR THE 2018 ARTICLE IV CONSULTATION

May 10, 2018

KEY ISSUES

Context. Near-term growth prospects remain constrained by low levels of government
spending and subdued private sector sentiment. Key reforms that could strengthen
medium term prospects are likely to be held back until after the presidential elections
(the first round is scheduled for June next year).

Policy advice. Policies are needed to guard against near-term downside risks and foster
growth over the medium-term that benefits all Guatemalans.

o A macroeconomic policy mix geared toward supporting demand. A more
balanced policy mix would require greater fiscal support through a growth-
oriented supplementary budget that loosens spending limits and an improvement
in the execution of social and infrastructure spending. However, it is likely that the
contribution of fiscal policy to growth will fall short. In that event, and growth and
inflation outturns are weaker than the central bank’s forecasts, further monetary
policy support should be considered.

o Policies to lift more Guatemalans out of poverty. This will require action on
multiple fronts. First, an integral fiscal package encompassing continued tax
administration efforts, tax policy changes, and greater spending flexibility, all
geared at high-impact projects in pursuit of the Sustainable Development Goals.
Second, expanding social protection, including by creating more formal sector
jobs. Third, improving the business climate and sustained efforts to strengthen
governance to raise growth, investment and job creation; and to support efforts at
revenue mobilization.

o Strengthening the inflation targeting framework. The authorities should
continue to allow for greater currency flexibility and institute changes to deepen
the financial system and improve monetary policy transmission.

o Increasing financial sector resiliency. Developing the institutional framework for
macroprudential policies, tightening certain aspects of microprudential policies,
reinforcing the bank resolution framework, and establishing a more robust
AML/CFT framework are important to strengthen resilience and to bolster anti-
corruption efforts.
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GUATEMALA

I THE SUBDUED OUTLOOK WILL BE INSUFFICIENT TO
RAISE LIVING STANDARDS

1. Raising living standards continues to be the main challenge facing Guatemala. Income
per capita over the past decade has grown at an average rate of 1.2 percent, a rate that is
insufficient to meaningfully reduce Guatemala’s high levels of poverty (currently at 60 percent of the
population). Over the last two years, even though strong remittance inflows have helped sustain
private consumption, growth has decelerated due to weak confidence, an insufficient contribution of
budget spending to growth, and court-mandated suspensions of mining activities. This slowdown
has been broad-based, evident in employment, private consumption, investment, and credit growth.

GDP per Capita Relative to the U.S., PPP$ Index of Economic Activity, IMAE
(Percent) (YoY, percent)
35 7
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Sources: Penn World Tables 9.0; Banguat and IMF staff calculations.
Note: Left chart shows 10th-90th range for countries with PPP-adjusted GDP per capita in 1980 higher or lower
than 20 percent relative to Guatemala's. IMAE: An index tracking GDP (supply side) on a monthly basis.

2. Political uncertainty is weighing against economic outturns. Investigations into
campaign financing by President Morales (by the Attorney General and the U.N.-sponsored
International Commission Against Impunity in Guatemala, CICIG) created significant political
tensions in mid-2017 and led to popular demonstrations against the government. This comes soon
after the 2015 political crisis when a corruption scandal led to the eventual imprisonment of former-
President Pérez Molina. Macroeconomic stability has remained intact throughout, but these political
uncertainties have depressed sentiment and diminished prospects for future reforms.

4 INTERNATIONAL MONETARY FUND
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3. The outlook is for a subdued recovery.
Better U.S. growth, accommodative monetary
conditions, and some support from pent-up
government spending should allow growth to rise to

30
3.6 percent by 2019, and peak at 3.8 percent in 2020. /

Real Gross Capital Formation
(Percent of GDP)

Under unchanged policies, growth is expected to 20 | ———=ea_ o T Sy
slow to 3.6 percent by 2023. The output gap is 15 Custemala == ——CAToR
estimated at negative 0.4 percent of potential output | 10 EMs —_— = AC

in 2018, closing in 2020. Achieving higher medium- > World = Peers

[V}
o
o

term growth will require steps to boost investment
(which, at 14.7 percent of GDP in 2016, is low relative N )

. Source: WDI, WEO and IMF Staff calculations.
to peers). At present, lnadequate budgetary revenue Note: Peers refer to countries with PPP-adjusted GDP per
constrains the government's ability to spend on capita similar to Guatemala's in 2000.
physical and human capital. Further, key reforms that could help attract private investment are likely
to be held back until after the presidential elections next year.
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4. Inflation is expected to remain
. ’ CPI Inflation and Target
within the central bank’s target range and (Percent, YoY)
risks are skewed toward the lower part of 14 Target Range ——— Headline
the band. Despite political uncertainties over — Core Expectations 1/

12 Food

the last couple of years, sound monetary
policy management has helped keep inflation
expectations firmly anchored. Slowing activity,
low oil prices, and a strong currency have kept . W
headline inflation comfortably within the ,

4+1 percent target range, with the exception

10

of a couple of short-lived bouts of food- NN N MY YT ML O~ ®
driven inflation." Core inflation has been §5353833858823:523%

mostly below the Iower bound Of the target Sources: Banguat and IMF Staff calculations.
1/ 12-month ahead expectations based on Banguat survey.
range in 2017 and, as of February 2018, is
falling. Even as oil prices rise, rising economic slack is expected to lead headline inflation to fall
below the mid-point of the target band over the near-term.

5. Fiscal policy in the past two years has been modestly procyclical. As the output gap
turned negative in 2017, the government deficit remained low at 1.3 percent of GDP, about

/> percentage points below the budget target. Delays in updating the household census held back
spending on means-tested social transfers and a paralysis in procurement—a side effect of anti-
corruption efforts—has kept public investment well below intended levels.

' Bouts of food inflation are recurrent in Guatemala, a reflection of weather shocks and a poor road
infrastructure. There is little evidence of second round effects to core inflation. Food and non-alcoholic
beverages represent 28.75 percent of the CPI basket.

INTERNATIONAL MONETARY FUND 5
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6. The external position is stronger than the level consistent with medium term
fundamentals and desirable policies.

o Terms of trade gains and an upsurge in remittance inflows have resulted in a sizable
improvement in the current account (CA) since 2015, coupled with a modest REER
appreciation. These forces are expected to be in part temporary and, as they unwind, the CA
should gradually shift to a deficit of -1.3 percent of GDP.

J The EBA CA methodology points to a CA gap of about 4%z percent of GDP in 2017 based on
an estimated cyclically-adjusted CA balance of 12 percent of GDP and a CA norm of -
3.1 percent (Annex |). However, staff regards this as an overstatement of the CA gap. Rather, it
is expected that around one-half of the dollar increase in remittances seen since 2015 is
temporary (which reduces the cyclically-adjusted CA balance to V2 percent of GDP). Also, the
CA norm is adjusted to -2 percent of GDP through an adjustment in the measurement of
Guatemala’'s political risk profile. Nonetheless, this leaves a CA gap of around 22 percent of
GDP and an undervaluation of the REER of around 15 percent. Spending more on public
infrastructure, expanding social protection, and removing structural impediments to
investment should help erode much of this CA gap and lead to a modest appreciation of the
REER.2

7. There are important downside risks to the outlook. Domestic risks include the economic
drag both from binding spending limits and an under-execution of spending. Also, a delay in
judiciary decisions could preclude the normalization of operations of a large mining company.
Global financial conditions could tighten abruptly, raising the future cost of external financing and
weighing on growth. Guatemala also faces serious, albeit low-probability, tail risks from future
restrictions on financial transfers from the U.S. (that could disrupt remittances) and from an increase
in the deportations of Guatemalan nationals from the U.S., or from a broader global retreat from
trade openness (Annex Il).

Authorities’ Views

8. The authorities acknowledged the need for wide-ranging reforms to meaningfully lift
Guatemalans’ living standards. Although, with general elections next year, these policy changes
may be delayed. The authorities’ near-term outlook is broadly aligned with staff's projections,
although they estimate a lower negative output gap of 0.2 percent which closes already by year-
end, and viewed inadequate fiscal support to growth as a minor risk. The authorities’ own estimates
point to no significant REER misalignment, and they see the upsurge in remittances and gains of
trade as the driving forces of the recent REER appreciation. They concurred that the factors driving
the strong external position in the last two years are partly temporary and, in line with staff

%2 The external assessment is based on the EBA CA methodology since Guatemala is not included in the EBA
IREER and ES methodologies.
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projections, expect the CA balance to return to a modest deficit by 2021 and converge to the
estimated norm over the longer-term.

RECALIBRATING THE POLICY MIX

The macroeconomic policy mix should be geared towards supporting demand. Ideally, such support
should come from a supplementary budget and an improvement in the government’s ability to execute
growth-enhancing social and infrastructure programs. If the contribution of fiscal policy to economic
growth may fall short of expectations, and if growth and inflation outturns are weaker than the central
bank’s forecasts, further monetary policy support should be considered as a second best.

A. A Fiscal Policy That Better Supports Growth

9. A supplementary budget, that increases
spending limits, would help support near-term
growth. Congress rejected the government’s 2018 34

budget (which proposed a spending increase of * .-
around 10 percent in real terms). This has curtailed »
the government’s ability to support growth this year.
A pending supplementary budget aimed to raise

spending by up to 2 percent of GDP merits support

Central Government Debt
(In percent of GDP)

e
-

28

26

= Baseline 1/
= === Permanent Relaxation 2/
Temporary Relaxation 3/

24

22

and a particular focus should be placed on raising 20 Historical 4/
. . . 2016 2023 2030 2037 2044 2051 2058 2065 2072

capital spending. Spending should be further Soonce I st entlotons

. 1/ Baseline scenario has a small primary deficit which stabilizes thedebt.

InCI’eased, by arou nd 1 percent Of GDP annually, 2/ Permanent relaxation scenario has an overalldeficitof 272 percent of GDP forthe entire period
3/ Temporar){re\aX§t|on scenarioruns a 2z percentof GDP overall deficit between 2018 and 2022,

starting next year, centered on a few high-impact 4 imorcalacanrion asactovrabes thisorcel sverage . overldefit at 2percenof
GDP).

programs in pursuit of the Sustainable Development
Goals (SDGs, Box 1). Guatemala has substantial fiscal space to accommodate such higher spending
through a temporary increase in the deficit but, over the medium-term, this higher spending should
be funded through higher revenues, including through a comprehensive tax reform.

10. In parallel, attention should be focused on improving the execution of spending.
Reforms of the Procurement Law, adopted over the past two years, have facilitated greater oversight
over public spending and contributed to tackling corruption. However, as a side-effect, these
improvements have led to a slower execution of spending. Efforts are underway to expedite those
projects carried over from the previous year and to provide greater clarity for how Comptroller
auditors will apply administrative versus criminal procedures in procurement. Additional measures
could speed up budget execution, without diluting the focus on governance, by:

o shifting the General Comptroller’s activities towards the development of preventive capacities
and concurrent auditing;

o providing a clear interpretation of the norms applied to procurement and apply unified criteria
to protect public employees from arbitrary decisions by auditors;

INTERNATIONAL MONETARY FUND 7
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using the newly created Vice Ministry for Transparency to coordinate and supervise the myriad

of entities involved in procurement;

adopting a medium-term budget framework that would include a national investment strategy

that is embedded within a multi-year investment budget.

Box 1. Embracing the Sustainable Development Goals

Guatemala’'s development outcomes lag other countries that are at a similar level of development. Poverty
and extreme poverty, at 60 and 23 percent of population respectively, are amongst the highest in the region and
have been increasing over the last decade. The prevalence of stunting in children under 5 years old is among the
highest in the world. Infant and maternal mortality rates are well above Latin American and Caribbean averages and
over 40 percent of the population does not have access to safe drinking water. Pre-primary education and school
enrollment rates, particularly for secondary education, are low. A range of social outcomes are markedly worse in
rural areas and for indigenous populations.

Health and Education Indicators Headcount Ratio at National Poverty Lines
100 A (Percent of Population)
0 2 A
60
80
* % B Guatemala
70 * LAC 50
60 — = Central America 40
—
50 A OECD
30
40
30 20
20 10
: i
o O T T L L
-4 g x©x < D -4 > U A
Adult School School ~ Matemal Prevalence Infant 6 6 g < 9 g 8 a z Z E
Literacy Enrollment,Enrollment, Mortality of Stunting Mortality o T ©
Rate  Secondary Preprimary  Ratio Rate
Sources: WHO, UNICEF, World Bank Group and IMF staff calculations.
Note: Data are latest available year over 2014 —16.

The authorities have embraced the SDGs as part of their national development strategy, but moving from
planning to executing policies remains challenging. Through a process of consultation within the public sector
and with civil society, the Ministry of Planning has mapped the key elements of the K'atun 2032 national
development plan into the SDGs and into 10 National Priorities. However, the costing of interventions needed to
close those developments gaps, and the associated revenue mobilization strategies to fund this spending, remain
largely unaddressed.

The Fund is engaging with Guatemala on the spending and financing implications of the SDGs. The work plans
to leverage existing work and to collaborate with other institutions including the World Bank, UN agencies, and local
think tanks. The focus will be on costing the spending needed to achieve the SDGs and help the authorities reconcile
their long-term development vision with a more practical medium-term spending and financing strategy. Preliminary
estimates point to substantial costs from pursuing the SDGs. A local think tank (the Instituto Centroamericano de
Estudios Fiscales) estimates the additional expenditure needs at 3.7 percent of GDP by 2021.

8
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Authorities’ Views

11. The authorities acknowledged the acute need for increased spending on education,
health, and infrastructure. They argued that Congressional aversion to higher deficits could be
better overcome if spending were focused on perceptible, high-impact programs, couched within a
multi-year social spending and investment plan. The authorities recognized that current execution
rates remain low, and highlighted the lack of unified criteria in the assessment of the bidding
process by auditors and continued reluctance by public officials to approve projects—fearing that
they could be personally liable for any noncompliance with procurement rules. Ensuring legal
certainty for public officials was deemed critical to overcome low execution. The authorities noted,
however, that there was now a large pipeline of infrastructure projects which have already gone
through the lengthy bidding process.

B. Further Monetary Accommodation

12. Further reductions in the policy rate should be considered if growth and inflation
disappoint relative to the central bank’s forecasts. Reflecting monetary policy accommodation,
policy rates, adjusted for expected inflation are negative and are below estimates of the neutral
policy rate. Nonetheless, there are important uncertainties to the outlook, including inadequate
budget execution preventing fiscal policy from sufficiently supporting domestic demand this year. If
activity indicators have not strengthened by mid-year and inflation risks appear to remain to the
downside, the central bank should stay open to further lowering policy rates to support the
economy. The recently-adopted laws on microcredit, collateral, and securitization of accounts
receivable should help strengthen monetary policy transmission.

Authorities’ Views

13. The authorities saw limited space for further monetary policy easing. By their estimates,
activity has already bottomed out, the output gap is projected to close by year-end, and core
inflation is expected to accelerate. They envisioned improvements in budget execution in the
coming months and expected an expansion of credit and increases in oil prices to pose upside risks
to inflation. Even so, they would be open to re-evaluate the need for further cuts in the policy rates
if downside risks to output and inflation materialize and provided inflation expectations remain
firmly anchored.

HIGHER POTENTIAL GROWTH AND BETTER LIVING
STANDARDS

A. Delivering an Integral Fiscal Reform

14. Revenue mobilization efforts need to continue. Permanently raising revenues to at least
15 percent of GDP is essential to accommodate needed social and infrastructure spending.
Achieving such a level of revenue needs continued tax administration efforts and a comprehensive

INTERNATIONAL MONETARY FUND 9
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tax reform should be accompanied by efforts to raise execution capacity and improve spending
efficiency.

e Strenghthening tax and customs Revenues and Tax Effort
administration. Efforts should focus on (Percent of GDP)
40 - - < 100
reinforcing VAT controls, with an emphasis on ™ Tax Reverues and Sacial Security 1 %
. el . 35 @ Tax Effort 1/ (rhs)
risk-based auditing; strengthening the large- 30 180
. . . o 1 70
taxpayer office management; improving the 25 1 6
use of tax information to correct non- 20 1{ 50
. . . -4 40
compliance; enhancing tax collection 15 1 %
enforcement faculties (including through 10 1 20
. . . 5 i
easier implementation of bank secrecy 10
o [N TN = EN B B mm
provisions); and implementing a customs 8 2 g% $ § § =z
= ] [ E G
_ H _ O S < <
pOSt Clearance aUdIt program to deter non Sources: OECD, WEO and IMF staff calculatlons
Comp“ance and facilitate trade. These efforts 1/ Tax revenues as a share of tax capacity (maximum level of tax
revenue achievable given countries' structural characteristics).

can at best yield additional revenues of
1 percent of GDP.

o Embracing tax reform. Guatemala fails to meet the key principles of a modern tax system that
were enshrined in the 2000 Fiscal Pact. For the government to fulfill its basic public policy
functions, additional revenues of around 32 percent of GDP will be needed. Options to raise
such revenues include an increase in PIT rates (which could be frontloaded given extremely
low current levels), a simplification of the corporate income tax, higher indirect taxes, fewer tax
exemptions, and redirecting some existing tax expenditures to improve health and pension
coverage.

15. Revenue mobilization should be supplemented with measures to raise spending
efficiency. Ninety percent of spending is allocated ex-ante by either Constitutional or other legal
provisions. To make the budget more responsive to spending needs, revenue earmarking and
mandatory spending floors should be scaled back, spending objectives should be couched within a
medium-term budget framework, and program performance outcomes should be evaluated ex-post.
The provision of health and education services should shift the input mix away from personnel costs
and toward greater capital outlays. Better aligning pay with performance in the provision of public
services and reforming current regulations of the Laws on the Civil Service and Salaries in Public
Administration will be important milestones. Completing the public-sector personnel census should
help make the hiring of public officials more transparent and provide for a better cost-benefit
assessment of the current structure of public employment.?

% Support is being provided by the European Union and the World Bank, with the CICIG as an observer. The
census aims, inter alia, to identify and eliminate ghost positions in the public administration.
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16. Additional revenues should be geared at high-impact programs in pursuit of the SDGs.
Spending additional revenues from tax reforms on social priorities would compensate any regressive
effects from the tax policy changes. Such programs should include:

. Expanding preventive and primary health care, especially in rural areas;
J Increasing access to nutrition, water and sanitation services;
. Broadening the coverage of the main social assistance program Mi Bono Seguro (which covers

less than 30 percent of the extreme poor).

. Expanding pension coverage to alleviate adult poverty (currently the pension scheme covers
less than 20 percent of the elderly population). Parametric reforms (higher retirement ages
and contributions) will also be needed to limit increases in unfunded pension liabilities.

o Expanding pre-primary education programs, including childcare, and investing in training
teachers and improving school facilities.

o Maintaining and expanding the roads network (Box 2).

Such changes should also emphasize improved coordination amongst the line Ministries and be
subject to systematic ex post performance evaluation as part of the annual budgetary exercise.

Authorities’ Views

17. The authorities reiterated their commitment towards tax administration efforts but
emphasized that these measures will take time to bear fruit. The authorities also acknowledged
the need for tax policy changes but noted that prospects to pass it are slim, given the fast-
approaching presidential elections as well as the political focus on corruption cases. They agreed an
integral fiscal reform would be important to increase buy-in from Congress. Such a package would
need to include better spending efficiency, enhanced transparency of procurement processes, civil
service reform, and a broadening of the tax base. They concurred that political support could be
better garnered with the resolute implementation of visible and high-impact spending programs.
There was agreement on the need to raise the level and coverage of conditional transfer programs,
alongside improved coordination amongst the various ministries involved. Better targeting would be
aided by an expedited completion of the national census and improved monitoring of the eligibility
of beneficiaries.

INTERNATIONAL MONETARY FUND 11



GUATEMALA

Box 2. Overcoming Road Infrastructure Deficiencies

Infrastructure investment in Guatemala has been declining over recent years, from 3.1 percent of GDP
in 2008 to 0.6 percent in 2015 (versus a Latin America average of 3.7 percent). Mirroring low infrastructure
investment, the capital stock in Guatemala was about one-half of other emerging and developing
economies in 2015. Of particular concern is the quality of the road system: the 16,457-km network provides
about 1 meter of roads per inhabitant and 151 meters per square kmr (against 3.7 and 413 meters,
respectively, in CAPDR).

Infrastructure Indicators, 2015 Real Public Capital Stock
500 15 (Percent of GDP)
450 BGT™M 120
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400 4 100 PEL LI PN
350 e v Ss<
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(km/1000 persons) (rhs) Source: IMF, Fiscal Monitor; W0|.'Id Economic Outlook (WEO)
Sources: ECLAC, CAF and IDB - Infrastrucutre Database database; and IMF staff calculations.

Poor infrastructure increases logistics costs to enterprises, constrains the expansion of domestic and
regional markets, and acts as a major impediment to growth. Out of 160 countries, Guatemala’s overall
World Bank’s Logistics Performance Index fell from 77 in 2014 to 111 in 2016. The transport of goods and
people to ports and other destinations runs at an average speed of 37 km per hour, a long way off the
international average speed of 60 km per hour. On average, it takes 1.61 minutes/km and costs US$2.52/km
to transport a standardized shipment of goods from a warehouse to the domestic port of export (compared
to 1.07 minutes/km and US$1.16/km in Mexico). Infrastructure deficiencies also impair imports substitution
in response to supply-side shocks, resulting into higher food inflation which directly hurts the poor.

The government is exploring options to upgrade the roads network. Preliminary estimates suggest that
the costs associated with paving the dirt roads and closing the gap with the rest of the region, in meter of
roads per inhabitant, are significant (about 3%2-4 percent of 2017 GDP for the next 20 years, as estimated
by the Development and Investment Corporation for Central America, IDC Group). Given the size of the
infrastructure as well as the need to reconcile private profitability with social goals for rural roads, both
private and public disbursements are likely to be needed. An infrastructure bill is being prepared that should
consolidate the numerous regulations in the sector, provide legal certainty on right-of-way acquisition and
the legal nature of the contract. Although the specific financing vehicles to catalyze needed investments
remain unspecified, it will be important to limit contingent fiscal risks from any private-public projects.
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B. Creating Opportunities in the Formal Labor Market

18. Tackling labor market informality will promote a fairer tax and social protection
system. High informality in Guatemala (70 percent of total employment) results in low coverage for
basic social protections, high poverty, and low productivity. Some of the policy-related motivations

for informality can be reduced by:

o Bringing the minimum wage closer to regional standards.* This could be done by adopting
objective criteria for the determination of the level of the minimum wage and conditioning

future increases on a reduction in informality;

o Raising the productivity of informal workers® including through investments in education and

by investing in rural roads and irrigation;

o Fostering apprenticeship schemes, such as Mi Primer Empleo, and other vocational training
programs;
o Setting the minimum level of remuneration for part-time work to achieve an increase in overall

employment;

o Extending health and pension systems to the self-employed and to microenterprises (at
present 15 percent of workers are precluded from participating in the social security system).

C. Improving Governance for a Better Business Environment

19. Improved governance is critical to durably
raise investment and to support efforts at revenue
mobilization (Box 3). The per capita GDP gains from
improved governance are likely to be substantial.
Collaboration between the General Prosecutor’s office,
law enforcement agencies, and the International
Commission Against Impunity in Guatemala has been
effective in enhancing independent investigation of
acts of corruption. There is scope to strengthen
judicial effectiveness as per the Law on the Judicial
Career and to reinforce the regime of asset disclosures
for public officials. Ensuring the collection and
publicity of information on the ultimate beneficial

Per-Capita GDP Gains from Improved Governance

WEF Ethics and
corruption

WB Control of
Corruption

Irregular payments
and bribes

ICRG corruption -

0 0.2 04 0.6 0.8 1
Source: IMF staff estimates.
Note: Bars show the per-capita GDP gains for Guatemala from closing
the governance gap with the sample average of 89 countries.

owners of corporate vehicles could help avoid conflict of interest and tackle illicit flows.

4 About 60 percent of full-time workers (732 percent of private-sector workers) receive salaries lower than the

minimum wage (ENEI 2017, INE).

> One in four employees are functionally illiterate (UNICEF, 2015). Only 3 percent of workers have a secondary

school degree.
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Box 3. Guatemala’s Anti-Corruption Strategy
The 2015 political crisis led to broad-based anti-corruption efforts. The government reasserted its control over the
tax and customs administration, reformed public procurement practices, and enhanced the independence of the
Attorney General's office. In parallel, the Office of the General Prosecutor’s Office and the CICIG made inroads into
dismantling networks suspected of illegal activities in areas such as tax fraud, campaign financing, irregular procurement
practices, and influence peddling in the judiciary.

While there has been important progress, measures of corruption in Guatemala still trail those of some regional
peers. To reinforce good governance, the government is considering several measures:

®  Restoring the confidence in public procurement by setting up a General Prosecutors unit at the Comptroller General's
Office to discriminate between administrative and criminal cases; and continued training of the auditors on
procurement rules.

®  Promoting transparency and accountability through greater access to public information (Third National Action Plan
of Open Government 2016-18) and by disseminating government policy priorities in health, education, security and
justice (Open Budget and the Multi-annual Budget).

e Speeding up judicial backlog through a law on plea bargaining which will allow judicial processes to be concluded
faster when the defendant (i) accepts all charges; (ii) repairs the damage (either through a payment or through a
reparation plan to the victim); (iii) provides valuable information to prosecute others.

Sustained support from the government for such efforts will play a central role in the ongoing fight against
corruption. To realize the long-run benefits of the anti-corruption efforts, in addition to the measures already identified
by the authorities, there is scope to:

e  Strengthen judicial capacities. While prosecution of acts of corruption has increased over the years, conviction rates
have been low. Judicial integrity has also been questioned more recently due to several corruption investigations
against judges. Further efforts are needed to strengthen judicial effectiveness and integrity through a production

based bu'SIness model, enhanced.transparency n Prosecution and Conviction of Acts of Corruption

the a‘ppomtme.nt procedures for judges and Avg. Totals

magistrates (via reform of the Law and 2010 2017 2010-17 2010-17

Regulation for the Nominations Committee), ) ) Indictments 7 11 11.0 88

L. . . Passive bribery o

effective implementation of the merit-based Convictions 3 2 5.1 4

system for judges’ careers, and full application of  |active bribery Indictments 0 4 11 9

the sanctions system (as per the new Law on the Convictions 0 2 05

Judicial Career). Online publication of judicial Misappropriation Indictments 0 " 26 2

o ) ’ . P J Convictions 0 2 0.4 3
decisions is another important step towards Frading i Indictments 0 5 04 3
reinforcing legal certainty. rading Ininfluence . victions 0 0 01 1
. . . Source: Office of the General P tor.
e  Strengthen the asset disclosures regime of public e S

officials. Since 2014, the Comptroller General's Office

has submitted a total of 540 cases for criminal Asset Disclosures Workflow

investigation to the General Prosecutors Office, 2014 2015 2016 2017

including for breaches to the Public Probity Law or for Received 31128 17,943 25948 18,967

unexplained patrimonial increases. This information has | *¢"ne 269 220 428 282

b P db P h | : dth . Submitted to the GPO 23 16 208 293
eelfl use. y.t e Genera Prosecut.or an t. §FICIG in Dismissed by the GPO 6 5 18 0

the investigation of acts of corruption and illicit Administrative sanctions 31 36 49 45

enrichment, leading to convictions. However, there is Source: Office of the General Prosecutor.

still room to strengthen the regime of asset disclosures for public officials, including both assets legally and
beneficially owned, with dissuasive actions for non-compliance and false declaration. Making the asset declaration
system for senior officials public and easier access to banking information for verification purposes, are important
initiatives in this respect. An additional step to avoid conflict of interest and tackle illicit flows is to ensure
transparency on the ultimate beneficial ownership of corporate vehicles.
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Guatemala’s minimum wage appears high in regional
comparison
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The minimum wage acts as a threshold for informality

Percentage of Employees Contributing to Social
Security (SS), by Share of Minimum Wage
(Percent of minimum wage)

More [
than 200 %
El Do not contribute to SS

I Do not contribute to SS,

90 - 110 less than 3 employees

N
§

B Do not contribute to SS,
Contribute to SS
e I
50

10 20 30 40
Percent of total employed

o

Labor Market Informality and the Minimum Wage

At least 60 percent of workers perceive salaries below the
minimum wage
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20. The authorities should persevere in their efforts to improve the business climate.

o Business facilitation and pro-competition reforms. The government is introducing online
systems for business tax reporting and registration, and a system of arbitration to resolve
business disputes (rather than having to pursue a civil claim in the courts). Further efforts
could be made to streamline the awarding of construction licenses and reduce judicial
backlogs in contract disputes. Simplifying customs procedures will be important to maximize
the gains from the recently adopted customs unions with Honduras, and could be done so
without compromising revenue mobilization or the warranted control of illicit flows.
Strengthening competition policies, including through the adoption of the pending
Competition Law will be important to spur domestic investment and improve Guatemala’s

attractiveness to foreign investors.
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J Reduce uncertainty weighing on extractive industries. A lack of clarity over the scope and
application of ILO Convention 169° has, over the years, prompted recurrent appeals for
protection to the Constitutional Court and created disruptions in extractive industries.” The
authorities should incorporate the ILO Convention 169 into the domestic legal system in a way
that balances the need to attract investment in extractive industries with the rights and
protections for indigenous people.

21. Authorities’ Views

. Anti-corruption agenda. The authorities pointed out that while the new Law on the Judicial
Career can be beneficial, it requires some changes, namely to provide the newly created
Judicial Council in charge of promotions and sanctions with more autonomy, and to
streamline sanctions within the current criminal code. They believed that a lack of resources is
at the core of the judicial backlog. The Supreme Audit Office believed that there is a need for
more resources to carry out the reception and verification of asset disclosures and noted that
their electronic filing system would help release resources to more productive uses (although
there is general distrust from the public of the online publication of this information).

. Business climate reforms. The authorities were confident that the speedier awarding of
construction licenses and the swift incorporation of ILO Convention 169 to national legislation
would help support investment. They regretted, however, that the Competition bill would be
unlikely to pass during the current administration.

IMPROVING THE INFLATION TARGETING
FRAMEWORK AND MODERNIZING THE FINANCIAL
SYSTEM

A. Improving the Inflation Targeting Framework

22. Additional steps are needed to strengthen the inflation targeting framework. Monetary
policy has been successful in keeping inflation and inflation expectations within the 4+1 percent
target range over the last 5 years. The framework would benefit from:

6 ]LO Convention 169 provides for the consultation of indigenous communities in investment projects affecting
them.

" Mining and quarries production contracted by 22.1 percent in 2017, contributing 1.6 percentage points to the
decline in overall activity.
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o A more flexible exchange rate to
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stabilized from floating. Official
reserves are now between 114 (under a stabilized FX regime) and 173 (under a floating FX
regime) percent of the composite ARA metric. As such, reserves are adequate to respond to a
range of significant shocks. Although FX interventions have been sterilized through open
market operations and higher government deposits at the Central Bank, a relatively stable
exchange rate might have reduced incentives to de-dollarize. Going forward, the authorities
should limit FX interventions to smooth excessive volatility and allow for greater currency
flexibility. This could be accomplished by a further increase in the size of the exchange rate
move after which FX intervention is triggered and by reducing the amount of intervention
undertaken once the rule has been triggered.

o The central bank should be recapitalized to cover its accumulated operational losses from past
quasi-fiscal operations which have eroded the central bank’s capital base.?

J Improving monetary policy transmission. Continued efforts to discourage financial dollarization,
encourage bank competition, and foster the development of a secondary market through a
comprehensive securities market and public debt law, would help deepen financial
intermediation and improve monetary policy transmission over the medium term.

Authorities’ Views

23. The authorities expressed reservations about the reclassification of the de facto
exchange rate assessment. They argued that the FX intervention is based on a transparent rule that
is designed to smooth exchange rate adjustment without affecting its trend. In their view, such
intervention is warranted given insufficient hedging by market participants and possible herd
behavior in the FX market. The realized intervention has been one-sided because of positive shocks
to the balance of payments from stronger terms of trade and the upsurge in remittance inflows. The
central bank believed these flows would start weakening or even reversing by mid-year and FX

8 The Central Bank keeps debt on its balance sheet, which was a result of the quasi-fiscal operations performed
in the 1980s and 1990. Every week the Central Bank sterilizes the repayment of a large amount of securities
reaching maturity, which complicates liquidity management.
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intervention would be accordingly scaled back. More broadly, the authorities reiterated their
commitment to a more flexible exchange rate for it to play a greater role as an adjustment
mechanism.

B. Building Financial Sector Resilience

24. The financial system is sound and well-regulated while vulnerabilities seem
manageable. Banks are well capitalized, appear to have sufficient liquidity, and nonperforming
loans are low. Staff stress test results indicate that sharp increases in interest rates or severe liquidity
shocks in U.S. dollar funding markets could challenge banks’ resilience, although such shocks would
be absorbed within available capital and liquidity buffers. Moreover, efforts are in train to buttress
banks’ ability to withstand such shocks, including through requiring supplemental capital for market
risk and a separate liquidity coverage requirement for foreign currency holdings. Banks remain
exposed to exchange rate-related credit and funding risk, given the high incidence of FX loans with
unhedged borrowers (44 percent of FX loans and 17 percent of total loans) which would warrant a
further tightening of prudential requirements on FX loans to unhedged borrowers. These could
include higher provision, risk-weighting, and collateral requirements, along with enhanced
supervision of underwriting standards.

25. Various measures could further modernize the financial sector:

. Guatemala should gradually move toward Basel Il standards. The authorities could also
strengthen the macroprudential framework by developing systemic risk indicators and by
designating, and clearly defining, the responsibility for macroprudential regulations. The
authorities should also implement consolidated supervision, including through a
harmonization of consolidation procedures with international standards and the introduction
of consolidated regulatory requirements for financial groups. There is also scope to reinforce
the supervision of cooperatives and microcredit institutions.

. The new banking law that is being considered by Congress merits support and would
strengthen the bank resolution framework and reinforce depositor protection. The
legislation would create greater clarity on the triggers for resolution as well as provide
safeguards for the use of public funds.

. The recently-adopted laws on microcredit, collateral, and the securitization of accounts
receivable are important steps toward fostering financial development and inclusion.
The authorities’ plans to establish an inter-ministerial committee with coordinating functions
on financial inclusion merit support, and a particular focus should be placed on balancing
social and financial stability goals.

26. A stronger AML/CFT framework will be paramount to support efforts against
corruption and organized crime. Adoption of a revised AML/CFT bill, already endorsed in 2014 by
the bank supervisor, the private sector, and international organizations, would make it more difficult
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to conceal proceeds of corruption and would deter illicit flows. The bill and implementing
regulations, when established, would (i) expand the list of reporting entities to include notaries and

Solvency Stress Tests
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Note: The credit risk assumes 3.3 percent of performing loans becoming non-performing in the system-wide shock
and 6'2 percent on the sectoral shock to the manufactoring, trade, and non-bank financial sectors. The interest
rate risk assumes a 2 percent increase in the nominal interest rates. The exchange rate risk assumes a 12 percent
depreciation of the bilateral USD exchange rate. The combined shock assumes all of the above. The liquidity shock
assumes a 10 percent per day withdrawal of demand deposits and a 3 percent per day withdrawal of time
deposits.
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other non-financial businesses and professionals, (ii) enhance preventive measures for reporting
entities, (iii) establish an obligation for financial institutions to adopt a risk-based approach and a
sound sanctioning regime for noncompliance, (iv) secure greater protection for supervisors, and

(v) enhance interaction between the supervisor and law enforcement authorities. In addition, risk-
based AML/CFT supervision should be strengthened both for offsite and onsite activities. Finally,
ensuring transparency on the ultimate beneficial ownership of corporate vehicles would help tackle
illicit flows.

Authorities’ Views

27. The authorities concurred with staff assessments of vulnerabilities. They underscored
the benefits of existing prudential measures to contain FX loans to unhedged borrowers, indicating
their preference to wait until these measures take full effect before considering additional tightening
of prudential requirements. The Banking Supervisor reiterated their support for a gradual adoption
of Basel lll and the implementation of a macroprudential framework during the next three years.
They also pointed out efforts towards finalizing the draft AML/CFT law, which requires
harmonization with the rest of the legal framework, including the Criminal Code and the Code of
Commerce. Their expectation is that it would be submitted to Congress shortly. The authorities
underlined recent progress in the development of the necessary framework and tools for the
effective implementation of risk-based supervision.

BN STAFF APPRAISAL

28. The economy endured a political crisis in mid-2017, weakening confidence and
diminishing prospects for future structural reforms. Investigations into campaign financing
created significant political tensions and led to popular demonstrations against the government. The
solid macroeconomic framework preserved stability throughout. Going forward, political
fragmentation has weakened prospects for reforms and eroded investor confidence.

29. The outlook is for a subdued recovery. Better U.S. growth, accommodative monetary
conditions, and a normalization in the government’s capacity to meet its budgetary spending
commitments should allow growth to rise to 3.6 percent by 2019—broadly in line with Guatemala’s
estimated growth potential. Achieving better medium-term growth will require higher public and
private investment. However, inadequate budgetary revenue constrains the government's ability to
spend on physical and human capital, and key reforms that could help attract private investment are
likely to be held back until, at a minimum, the latter months of 2019.

30. The external position is stronger than the level consistent with medium term
fundamentals and desirable policies. Spending more on public infrastructure, expanding social
protection, and removing structural impediments to investment would facilitate the needed CA
adjustment and generate a modest appreciation of the REER.
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31. A supplementary budget that raises spending limits would help support near-term
growth. After Congress failed to approve the government’s budget 2018 proposal, the
government'’s ability to meaningfully expand spending has been constrained. The government'’s
intention to put forward a supplementary budget—that would aim to raise spending by up to

/2 percent of GDP in 2018—merits support and a particular focus should be placed on raising capital
spending. In parallel, there should be an increased focus on increasing the execution of spending.

32. Monetary policy should be attuned to signs of weakening inflation. With growth and
inflation risks tilted to the downside, the central bank should be open to further lowering the policy
rate if activity indicators have not strengthened by mid-year and inflation risks appear to remain to
the downside.

33. A range of policies are needed to foster medium-term growth that benefits all
Guatemalans. Reversing the downward trend in investment is key to raising living standards and to
capitalize on the demographic dividend that is expected over the next two decades. This requires an
integral fiscal reform that encompasses continued tax administration efforts, tax policy changes, and
an increase in spending efficiency, all geared toward high-impact projects in pursuit of the
Sustainable Development Goals. Social outcomes can be improved through expanding social
protection programs and by combatting informality. Improving the business climate and
strengthening governance will durably raise investment and private sector job creation.

34. Additional steps are needed to strengthen the inflation targeting framework. These
include greater exchange rate flexibility to underline the primacy of the inflation objective and to
allow the exchange rate to play a greater role as an adjustment mechanism. Efforts should continue
to discourage financial dollarization and foster the development of domestic capital markets.

35. Developing macroprudential policies, implementing consolidated supervision, and
reinforcing the bank resolution are all important steps to increase financial sector resiliency.
In adopting Basel Il standards, priority should be given to mitigating vulnerabilities to interest rate
and FX liquidity risks. Strengthening the AML/CFT framework is important to maintain the access of
domestic banks to the international financial system and to support efforts against corruption.

36. It is recommended that the next Article IV consultation be held on the standard
12-month cycle.
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Figure 1. Guatemala: Recent Economic Developments
Growth has decelerated over the past two years.... ... and the output gap has started to open ....
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Employment and wages growth has remained moderate. Official unemployment remains low but the level of
informality continues to be high.
Employmentand Wages Unemployment and Informality, June 2017
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Sources: National authorities and Fund staff calculations.
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Figure 2. Guatemala: Structural Fiscal Indicators

Sizable gaps in health, education, and infrastructure
spending remain
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...to shift the spending mix towards greater capital
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There is scope to reduce spending rigidities....
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Figure 3. Guatemala: External Developments

The recent improvement in the current account reflects a Strong remittance inflows contributed to the appreciation
lower energy import bill and stronger remittances of the REER....
CA and Trade Balances Recent Evolution of Guatemala’s Exchange
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. . The CA is forecast to return to deficit in the medium term,
...and the accumulation of foreign reserves.

which would be largely financed by FDI inflows.
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At negative 22" percent of GDP, Guatemala’s net IIP A large portion of external liabilities comprises non-debt
position is small by regional standards. creating FDI inflows.
IIP Composition, by Instrument
Net IIP :I)n ercent o]yGDP)
(Percent of GDP, 2017) P

0 5o | — Portfolio equity assets  mmmmm Portfolio equity liabil.
. I FDI assets . FDI liabilities
-20 Debt Assets . FX reserves
30 | M Debt liabilities e |\ |P
-40

o o LLLLTTTTT
—80 I 1 nn n n n n i
-10
-100
CA Average
-120 -30
-140

0 O
o o
o O
o AN

2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021

2022
2023

GMT CRI  DOM SLV. HND NIC PAN

Sources: Banguat and IMF staff calculations.

24 INTERNATIONAL MONETARY FUND




GUATEMALA

Banks are well capitalized, with capital adequacy well
above the regulatory minimum.

Capital Adequacy and Leverage
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Liguidity is adequate and tilted towards reserves at the
central bank.
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...foreign liabilities raise banks’ vulnerability to rollover
risk.

Liabilities to Non Residents

(Percent of Total Assets)
25

20 Guatemala

= === CAPDR (not including Panama)

15

10

2003
2004
2005
2006
2007
2008
2009
2010
2011

2012

2013

2014

2015
2016

Sources: Banguat and staff calculations.

Figure 4. Guatemala: Financial Developments

Profitability remains strong, although trending down with
the deceleration of economic activity.
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Credit dollarization exposes banks to credit risk...

Credit Composition by Currency
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...and holdings of sovereign bonds expose banks to interest
rate-driven valuation losses.

Bank Claims on Central Government, 2017
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Table 1. Guatemala: Selected Economic and Social Indicators

I. Social and Demographic Indicators

Population 2018 (millions) 17 Gini index (2014) 49
Percentage of indigenous population (2016) 41 Life expectancy at birth (2016) 72
Population below the poverty line (Percent, 2014) 59 Adult illiteracy rate (2015) 21
Rank in UNDP development index (2016; of 188) 125 GDP per capita (US$, 2016) 4,155

Il. Economic Indicators

Est. Projections

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

(Annual percent change)
Income and Prices

Real GDP 6.3 33 0.5 29 42 3.0 37 42 4.1 3.1 2.8 32 3.6 3.8 37 3.6 3.6

Consumer prices (end of period) 87 94 -03 54 6.2 34 44 29 3.1 42 5.7 42 35 35 37 38 4.0
Monetary Sector

M2 10.2 76 100 113 107 9.8 9.0 8.7 9.4 6.6 84 8.6 74 74 74 7.4 74

Credit to the private sector 260 110 1.1 57 141 177 120 88 128 59 38 7.5 8.5 104 10.5 10.7 9.0

(In percent of GDP, unless otherwise indicated)
Saving and Investment

Gross domestic investment 208 164 131 139 152 150 140 137 136 129 121 11.8 117 11.8 120 12.2 12,5
Private sector 172 132 93 108 126 131 122 120 123 117 11.0 107 105 106 107 109 112
Public sector 36 32 38 3.1 2.7 19 19 17 13 12 1.1 1.1 1.2 1.2 13 13 13

Gross national saving 156 128 138 126 119 124 115 116 135 144 13.6 13.0 124 12.0 1.7 11.4 11.2
Private sector 123 104 128 122 116 125 114 114 134 141 136 131 127 124 123 121 11.9
Public sector 33 24 1.0 04 0.3 -0.1 0.1 0.2 0.1 03 0.0 -0.1 -0.3 -0.4 -0.6 -0.7 -0.7

External saving 52 36 -07 14 34 26 2.5 2.1 02 -15 -15 -11 -0.7 -0.2 03 0.8 13

External Sector

Current account balance -52  -36 07 -14 -34 -26 -25 -21 -02 1.5 1.5 1.1 0.7 0.2 -0.3 -0.8 -13

Trade balance (goods) -16.1 -142 -89 -103 -104 -11.4 -115 -103 -87 -76 -8.0 -8.2 -83 -8.5 -8.7 -9.0 -9.2
Exports 205 200 193 206 221 200 189 187 170 154 14.9 14.8 15.0 15.0 15.1 15.1 15.1
Imports 366 343 282 310 325 314 304 290 257 230 229 230 233 236 238 240 243

Of which: oil & lubricants 6.7 6.8 5.5 57 6.5 6.3 5.8 5.6 3.6 31 35 3.8 3.8 3.8 3.8 3.9 39
of which repayment of arrears

Other (net) 108 106 9.6 9.0 71 88 9.0 82 86 9.0 9.5 93 9.0 88 85 82 79

Of which: remittances 123 113 105 100 9.2 9.8 9.7 97 101 107 112 110 108 107 104 102 100
Capital account balance 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Financial account balance (Net lending (+)) -4.0 -2.9 07 -22 -3.8 -3.5 -3.6  -29 -0.9 0.5 1.0 1.1 0.7 0.2 -0.3 -0.8 -1.3

Of which: FDI, net -2.1 -19  -15  -19 -21 24 -23 22 <17 -16 -1.3 -13 -13 -1.3 -13 -1.3 -1.3
Errors and omissions 12 0.7 00 -09 -05 -09 -11 -08 -07 -10 -0.6 0.0 0.0 0.0 0.0 0.0 0.0
Change in reserves assets (Increase (+)) 0.6 0.9 13 1.6 0.4 1.0 1.3 0.1 0.7 2.0 34 0.6 0.0 0.0 0.0 0.0 0.0

Net International Reserves

(Stock in months of next-year NFGS imports) 32 42 38 36 37 39 3.8 4.0 4.5 49 57 5.5 5.2 4.8 4.5 42 42
(Stock over short-term debt on residual maturity) 1.6 1.6 2.0 1.9 1.9 1.8 1.8 1.6 1.6 1.8 22 2.1 1.9 1.8 1.5 1.6 1.6

Public Finances
Central Government

Revenues 128 120 111 112 116 116 116 115 108 110 108 109 109 11.0 109 11.0 110
Expenditures 143 136 142 145 144 140 138 134 123 121 121 123 126 12.8 13.0 131 13.2
Current 9.9 99 107 11.0 108 111 108 105 101 100 99 100 102 103 105 106 106
Capital 44 37 35 36 3.6 29 3.0 29 22 2.1 22 22 24 2.5 2.5 2.6 2.6
Primary balance 00 -03 -17 -18 -13 -09 -06 -04 0.1 0.4 0.1 0.0 -0.2 -0.3 -0.4 -0.4 -04
Overall balance -4 -16 -31 -33 28 -24 -21 -19 -14 -11 -13 -14 -17 -1.8 -2.0 -2.1 -2.2
Financing of the central government balance 14 1.6 3.1 33 2.8 24 2.1 19 14 1.1 13 14 17 1.8 2.0 2.1 22
Net external financing 12 03 13 15 0.1 15 15 0.0 0.7 0.8 0.2 0.1 -0.2 -0.3 -03 -1.0 -03
Net domestic financing 03 13 18 -72 -52 -15 0.6 1.8 07 03 12 1.6 1.9 2.1 23 31 25
Of which: use of government deposits -0.7 0.8 04 -90 -75 -21 0.1 00 -01 -05 -0.1 -0.1 0.0 0.0 0.0 0.0 0.0
Rest of Nonfinancial Public Sector Balance 1.1 0.9 0.4 0.5 0.4 0.4 04 0.4 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Combined Nonfinancial Public Sector
Primary balance 12 06 -13 -13 -09 -05 -02 0.0 03 0.6 03 0.2 0.0 -0.1 -0.2 -0.2 -0.2
Overall balance -0.3 -07 -28 -28 -24 -20 -17 -15 -12 -09 -1.1 -1.2 -1.5 -1.6 -1.8 -1.9 -2.0
Central Government Debt 213 201 229 241 237 243 246 243 242 245 247 248 251 255 259 263 267
External 121 1.3 13.0 131 115 124 129 116 116 120 126 124 124 125 127 129 131
Domestic 1/ 9.2 8.9 99 1.0 121 119 117 126 126 126 121 124 127 129 131 13.3 135
Memorandum Items:
GDP (US$ billions) 341 391 377 413 477 504 539 587 638 687 746 811 863 919 976 1035 109.6
Output gap (% of GDP) 2.0 17 -08 -10 00 -04 -04 0.1 0.7 03 -0.2 -04 -0.2 -0.1 0.0 0.0 0.0

Sources: Bank of Guatemala; Ministry of Finance; and Fund staff estimates and projections.
1/ Does not include recapitalization of obligations to the central bank.
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Table 2. Guatemala: Central Government Operations and Financial Balance
(GFSM 2001 Classification)

Est. Projections
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

(In millions of quetzales)

Central government operations

Revenue 49,250 52,217 52,858 57,413 59,984 64,940 69,996 75,560 81,096 87,495 94,328
Taxes 45,467 48,478 49,507 53,961 56,477 61,199 65,982 71,250 76,465 82,518 88,979
Other revenue 3,783 3,739 3,350 3,453 3,506 3,741 4,014 4,311 4,631 4,977 5,349

Expenditure 58,260 60,811 59,865 63,076 67,271 73,496 80,944 88,253 96,017 104,575 113,137
Expense 54,500 56,544 57,829 61,800 65,183 71,186 78,321 85,340 92,824 101,076 109,303

Compensation of employees 16,968 18,466 20,304 21,028 22,328 23,643 25,945 27,933 30,007 32,251 34,659
Use of goods and services 8,661 9,346 7,996 7,686 7,205 8,770 9,409 10,105 10,856 11,668 12,163
Interest 6,569 6,583 7,617 7,724 8,003 8,669 9,699 10,810 12,117 13,634 15370
Other expense 22,302 22,149 21,913 25,361 27,647 30,104 33,268 36,492 39,845 43,524 47111
Net acquisition of nonfinancial assets 3,760 4,267 2,036 1,276 2,089 2,311 2,623 2,912 3,192 3,500 3,835

Gross Operating Balance -5,249 -4,327 -4,971 -4,387 -5,199 -6,245 -8,325 -9,780 -11,729 -13,581 -14,975

Net lending (+)/borrowing (-) -9,010 -8,594 -7,007 -5,663 -7,288 -8,556 -10,948 -12,692 -14,921 -17,081 -18,810

Net acquisition of financial assets -21,657 -23,194 -22,983 2,453 524 715 134 134 134 134 134

Net incurrence of liabilities 8,677 7,153 7,638 8,143 8,313 11,226 11,082 12,826 15,055 17,215 18,943

Financial Balance 1/

Net financial worth 2/ -83,447 -87,469 -91,955 -91,033 -91,583 -102,766 -114,307 -127,950 -143,920 -162,190 -181,950
Financial assets 20,718 22,789 26,201 34,231 40,164 40,821 40,824 40,715 40,555 40,317 40,273
Domestic 20,718 22,789 26,201 34,231 40,164 40,821 40,824 40,715 40,555 40,317 40,273
Currency and deposits 20,718 22,789 26,201 34,231 40,164 40,821 40,824 40,715 40,555 40,317 40,273
Foreign 0 0 0 0 0 0 0 0 0 0 0
Net incurrence of liabilities 104,164 110,258 118,156 125,264 131,747 143,587 155,130 168,664 184,475 202,507 222,223
Domestic 3/ 49,412 57,428 61,477 65,406 72,344 82,981 95,273 109,980 127,113 152,106 173,407
Debt securities 49,412 57,428 61,477 65,406 72,344 82,981 95273 109,980 127,113 152,106 173,407
Foreign 54,753 52,831 56,679 59,858 59,404 60,606 59,857 58,685 57,362 50,401 48,816
Debt securities 13,584 13,140 13,239 18,333 21,505 22,085 22,239 22,484 22,760 17,665 17,926
Loans 41,169 39,691 43,440 41,525 37,898 38,521 37,618 36,200 34,602 32,736 30,890

(In percent of GDP)

Central Government Operations

Revenue 11.6 11.5 10.8 11.0 10.8 10.8 10.9 11.0 10.9 11.0 11.0
Taxes 10.7 10.7 10.1 103 10.2 10.2 103 103 103 10.4 104
Other revenue 0.9 0.8 0.7 0.7 0.6 0.6 0.6 0.6 0.6 0.6 0.6

Expenditure 13.8 13.4 123 121 12.1 123 12.6 12.8 13.0 13.1 13.2
Expense 12.9 12.5 11.8 11.8 11.7 11.9 12.2 12.4 12,5 12.7 12.8

Compensation of employees 4.0 4.1 4.2 4.0 4.0 4.0 4.0 41 4.1 41 4.1
Use of goods and services 20 2.1 16 15 13 15 15 1.5 15 1.5 14
Interest 1.6 14 16 15 14 14 15 1.6 1.6 17 18
Other expense 53 49 4.5 4.9 5.0 5.0 5.2 53 54 5.5 55
Net acquisition of nonfinancial assets 0.9 0.9 0.4 0.2 0.4 0.4 0.4 0.4 0.4 0.4 0.4

Gross Operating Balance -1.2 -1.0 -1.0 -0.8 -0.9 -1.0 -1.3 -1.4 -1.6 -1.7 -1.7

Net lending (+)/borrowing (-) -2.1 -1.9 -1.4 -1.1 -1.3 -1.4 -1.7 -1.8 -2.0 -2.1 -2.2

Net acquisition of financial assets -5.1 -5.1 -4.7 0.5 0.1 0.1 0.0 0.0 0.0 0.0 0.0

Net incurrence of liabilities 2.1 1.6 1.6 1.6 1.5 1.9 1.7 1.9 2.0 2.2 2.2

Financial Balance 1/

Net financial worth 2/ -19.7 -19.3 -18.8 -17.4 -16.5 -17.2 -17.8 -18.6 -19.4 -20.4 -21.3
Financial assets 4.9 5.0 5.4 6.6 7.2 6.8 6.4 5.9 5.5 5.1 4.7
Domestic 4.9 5.0 5.4 6.6 7.2 6.8 6.4 5.9 5.5 5.1 4.7
Currency and deposits 49 5.0 5.4 6.6 7.2 6.8 6.4 5.9 5.5 5.1 4.7
Foreign 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities 24.6 243 24.2 24.0 23.7 24.0 24.2 24.5 24.9 25.4 26.0
Domestic 3/ 11.7 12.6 12.6 12.5 13.0 13.9 14.8 15.9 17.2 19.1 20.3
Debt securities 11.7 12.6 126 125 13.0 139 14.8 15.9 17.2 19.1 20.3
Foreign 12.9 11.6 11.6 115 10.7 10.1 9.3 8.5 7.7 6.3 5.7
Debt securities 32 29 27 35 39 37 35 33 3.1 2.2 2.1
Loans 9.7 8.7 8.9 8.0 6.8 6.4 5.9 5.2 4.7 4.1 36

Sources: Ministry of Finance; Bank of Guatemala; and Fund staff estimates and projections.

1/ Based on available stock elements.

2/ Changes in net financial worth do not equal net lending due to valuation adjustments and statistical discrepancies.
3/ Does not include recapitilization obligations to the central bank.
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Table 3. Guatemala: Summary Balance of Payments

Est. Projections
2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
(In millions of U.S. dollars)
Current account balance -1,351 -1,230 -96 1,023 1,134 922 577 212 -264 -800 -1,416
Trade balance (goods) -6176  -6,064  -5557  -5186  -5992  -6654 -7208 -7834  -8527  -9,286 -10,123
Exports, f.o.b. 10,183 10,992 10,824 10,581 11,118 12,008 12913 13,812 14696 15583 16,514
Imports, f.0.b. 16,359 17,056 16,381 15,767 17,110 18,662 20,121 21,645 23,222 24,869 26,637
Of which: oil & lubricants 3,147 3,297 2,306 2,124 2,599 3,079 3,247 3,478 3,725 4,008 4,298
Net services -223 -203 -339 -242 -437 -507 -555 -617 -693 -782 -883
Net income -1,064 -1,408 -1,399 -1,507 -1,419 -1,580 -1,770 -1,917 -2,065 -2,211 -2,365
Net transfers 6,113 6,445 7,198 7,959 8,981 9,662 10,110 10,580 11,020 11,478 11,955
Of which: remittances 5,246 5,699 6,461 7,354 8,338 8,964 9,367 9789 10,180 10,587 11,011
Capital account balance 0 0 0 0 0 0 0 0 0 0 0
Financial account balance -1,918 -1,724 -567 332 720 922 577 212 -264 -800 -1,416
Foreign direct investment -1,262 -1,283 -1,104 -1,068 -967 -1,051 -1,118 -1,190 -1,264 -1,341 -1,420
Net acquisition of financial assets 92 -117 72 107 68 74 79 84 89 95 100
Net incurrence of liabilities 1,353 1,166 1,176 1,175 1,035 1,125 1,197 1,274 1,353 1,435 1,520
Portfolio investment -933 -794 49 -677 -843 -425 -398 -424 -450 222 -506
Net acquisition of financial assets -6 38 -8 19 4 4 4 4 4 4 4
Net incurrence of liabilities 926 833 -57 696 847 429 402 428 454 -218 510
Of which: government bonds 400 0 0 700 500 51 0 0 0 -700 0
Financial derivatives 0 0 0 0 0 0 0 0 0 0 0
Other investment -426 280 13 686 -36 1,897 2,093 1,826 1,450 318 510
Change in reserves assets 702 73 475 1,392 2,566 500 0 0 0 0 0
Errors and omissions -567 -495 -470 -691 -414 0 0 [} [} 0 [}
(In percent of GDP)
Current account balance -2.5 -2.1 -0.2 1.5 1.5 1.1 0.7 0.2 -0.3 -0.8 -1.3
Trade balance (goods) -11.5 -10.3 -8.7 -7.6 -8.0 -8.2 -8.3 -85 -8.7 -9.0 -9.2
Exports, f.o.b. 18.9 18.7 17.0 15.4 14.9 14.8 15.0 15.0 15.1 15.1 15.1
Imports, f.o.b. 304 29.0 257 23.0 229 23.0 233 23.6 238 240 243
Of which: oil & lubricants 58 56 36 31 35 38 38 38 38 39 39
Net services -0.4 -0.3 -0.5 -0.4 -0.6 -0.6 -0.6 -0.7 -0.7 -0.8 -0.8
Net income -2.0 -2.4 -2.2 -2.2 -1.9 -1.9 -2.1 -2.1 -2.1 -2.1 -2.2
Net transfers 114 11.0 113 11.6 12.0 11.9 1.7 115 1.3 1.1 109
Of which: remittances 9.7 9.7 10.1 10.7 1.2 11.0 10.8 10.7 104 10.2 10.0
Capital account balance 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Financial account balance -3.6 -2.9 -0.9 0.5 1.0 1.1 0.7 0.2 -0.3 -0.8 -1.3
Foreign direct investment -23 -2.2 -1.7 -1.6 -1.3 -1.3 -1.3 -1.3 -1.3 -1.3 -1.3
Net acquisition of financial assets 0.2 -0.2 0.1 0.2 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Net incurrence of liabilities 2.5 2.0 1.8 1.7 14 14 14 14 14 14 14
Portfolio investment -1.7 -14 0.1 -1.0 -1.1 -0.5 -0.5 -0.5 -0.5 0.2 -0.5
Net acquisition of financial assets 0.0 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities 17 14 -0.1 1.0 1.1 0.5 0.5 0.5 0.5 -0.2 0.5
Of which: government bonds 0.7 0.0 0.0 1.0 0.7 0.1 0.0 0.0 0.0 -0.7 0.0
Financial derivatives 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
