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I. Introduction 

1.1 El Salvador is characterized by a relatively small government, with total Non 

Financial Public Sector (NPFS) spending totaling an average of 20 percent a year. It is also 

characterized by relatively low tax revenue collections, amounting to 13 percent of GDP in 

2008 and 12.1 percent of GDP in 2009, compared to an average of 14.1 percent of GDP for 

the rest of Central America. Total spending has been generally stable, as the budget is 

relatively rigid, with little room for expenditure reassignments. Nonetheless, El Salvador 

experienced an increase in public social sector expenditures which allowed for improvements 

in coverage and scope of social services. Indeed, in 2008 El Salvador reached almost 

universal levels of immunization coverage among children 1 year of age or less while 

coverage of prenatal checkups reached 94 percent. Similarly, increased expenditures in 

education resulted in the expansion of services between 1991 and 2007, with preschool 

enrolment more than doubling, primary education (grades 1–9) reached almost universal 

coverage, and coverage at upper secondary education (grade 10–12) increasing from 14 

percent to almost 40 percent. 

1.2 Despite these improvements, El Salvador still ranks below the regional average in 

terms of the resources devoted to social spending. Moreover, recent indicators suggest that 

poverty has increased dramatically in 2008 and 2009 as a result of the increase in food and 

energy prices in 2008, followed by the full impact of the financial crisis in 2009. The poverty 

rate—measured as the fraction of people living below the poverty line—declined by 18 

percent between 2001 and 2007 (from 43.6 to 35.5 percent) while the proportion of people 

living in extreme poverty declined to 15.4 percent. In 2008, El Salvador’s vulnerability to 

external economic shocks was demonstrated by the sharp increase in the poverty rate (42.3) 

while the rural poverty rate rose to 45.3 percent from about 40 percent in 2007. Data for 2009 

show that the number of households in poverty increased by 9.3 percentage points relative to 

2007, reversing the hard-won gains made over the last decade.  

1.3 The government finds itself in a tight fiscal position with very little room for 

additional spending. Nevertheless, the government is committed to macroeconomic stability, 

and has crafted a strategy, supported by an IMF program, which envisions a gradual approach 

to increasing the primary surplus, therefore reducing the debt to sustainable levels by 2015. 

As described in this report, the proposed strategy involves improving the fiscal position 

mostly through revenue increases. As a result, envisaged expansion in spending must 

necessarily be financed, to a large extent, by reassignments of other expenditures. This report 

aims to highlight the tradeoffs and choices that will be required, emphasizing measures with 

the greatest fiscal and poverty-reducing impact.  

1.4 After a thorough fiscal sustainability analysis, the report begins by detailing a set of 

revenue options that could help in achieving the desired increase in revenue over the medium 

term. It then proposes specific recommendations on expenditure reassignments, with the 

objective of prioritizing spending in programs with proven social and poverty-reducing 

outcomes, while increasing the efficiency of government spending. In particular, given the 

relatively low levels of social spending, compared to other countries in the region, poorly 

targeted subsidies are highlighted as a prime area for savings in the short-term.  
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1.5 For the medium term, the report highlights the potential cost-savings from better debt 

management, and how strategic public debt management reduces the exposure to potential 

shocks to debt servicing and to the budget. Similarly, the report notes the need to adjust 

pension regulations today, in order to prevent escalating pension liabilities in the medium and 

long-term. Finally, the analysis recognizes the need to ensure the political and social viability 

of the adjustment strategy. In this regard, the report suggests options for strengthening 

institutions and improving transparency in the budget process as a way to ensure that the 

reform efforts are well understood by all stakeholders. 

1.6 Efforts to increase revenues could include changes in tax legislation such as: 

introducing a minimum tax on corporate assets, adopting a property tax, reducing personal 

income tax deductions for education and health expenses in line with the level of income, and 

adjusting the personal income tax brackets by inflation. Tax administration could also be 

improved by introducing a simplified regime for small-size taxpayers, raising the threshold 

for the mandatory submission of tax declaration forms, unifying VAT and income tax 

identification numbers, linking the tax administration budget to the progress in raising tax 

compliance, integrating the existing taxpayer information systems and increasing access to 

external data systems. Finally, there is need to limit tax expenditures, through a reduction in 

the duty drawback, by extending the income tax base to include all dividends and capital 

gains, and broadening the VAT tax base to include the sale of non-educational books, fees 

charged on public events, and sales of insurance services. 

1.7 Efforts to reduce expenditures should concentrate on targeting generalized subsidies 

for LPG, electricity, transport and water, improving debt management, and reducing the 

build-up of the government’s contingent liabilities on account of the minimum pension 

guarantee. In order to ensure that the new “rights” based approach to social service delivery 

are consistent with existing financing constraints, it will be important to formulate a medium-

term plan, with adequate costing of priority interventions.  

1.8 Finally, in order to strengthen the political economy surrounding the budgetary 

process, the report notes the importance of reducing political polarization and strengthening 

the technical capabilities of the different actors involved in the budget process. To reduce 

political polarization, it is important to ensure that there are opportunities to strengthen 

options inside and out of majority parties by modifying the laws that regulate municipal 

elections.  

1.9 An alternative to the existing rules could be a “guaranteed majority” scheme, similar 

to one used in local governments in Uruguay, among others. In terms of strengthening 

institutions, it will be important to strengthen the analytical and technical support available to 

the National Assembly with respect to the budget; strengthen the role of the STP and the 

capabilities of line ministries to formulate strategic priorities in the context of a medium term 

budget framework; ensure effective enforcement of the mission of the Constitutional Court of 

Accounts as an external audit agency with control over the budget; and strengthen the 

capacities for identifying, evaluating, executing, and monitoring public investments.  
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II. Fiscal Debt Sustainability 

2.1 At the end of 2009, the total public sector debt increased to almost 50 percent of GDP 

(from 41.2 percent in 2008 and 39.1 in 2007). This result, partly driven by the international 

economic crisis, raises concerns about fiscal sustainability and its implications to 

macroeconomic stability. Continued growth in public debt would lead to an increase in debt 

service in the future. This expense must be financed through tax increases, spending cuts or 

additional debt. As the debt increases so do concerns about the government’s ability to repay 

its commitments. The higher the risk, the higher the returns demanded by the market, 

increasing interest rates at which the government is able to borrow, further increasing debt 

service, and reducing the already constrained fiscal space.  

2.2 The government is committed to macroeconomic stability, and has agreed on a new 

IMF program which aims to significantly reduce the debt burden by 2015 through increases in 

revenue and reductions in spending. We develop a public debt sustainability analysis for El 

Salvador, where we build a baseline scenario based on macroeconomic assumptions 

consistent with the medium-term macroeconomic framework envisioned jointly by the 

Government of El Salvador and the IMF staff
1
 (see Table 1).  

Table 1: Medium-term Macroeconomic Scenario: Base Case  

(% of GDP, unless otherwise indicated) 

 2010 2011 2012 2013 2014 2015 

Real Growth and Prices       

    GDP growth (% change)  1.0 2.5 3.0 4.0 4.0 4.0 

    Inflation (CPI end of period % change) 2.3 2.7 2.7 2.9 2.9 2.8 

Public Sector       

   Total revenues and grants 17.2 18.4 19.0 19.5 19.7 19.9 

       Total tax revenue 13.1 13.9 15.0 15.8 16.0 16.4 

   Total expenditures 22.0 21.9 21.5 21.5 21.5 21.4 

   Primary balance -2.4 -0.4 0.4 1.0 1.1 1.3 

   Overall balance   -4.8 -3.5 -2.5 -20 -1.8 -1.5 

Average Nominal Interest Rate Public Debt 

(%)  

5.0 6.2 6.0 6.1 6.3 6.1 

Balance of Payments       

  Current account balance -2.8 -3.1 -3.2 -3.2 -3.3 -3.3 

  Trade balance -15.1 -15.5 -15.4 -15.4 -15.4 -15.3 

     Exports of goods (f.o.b.) 19.6 20.5 20.9 21.1 21.3 21.5 

     Imports of goods (f.o.b.) 34.7 36.1 36.3 36.5. 36.7 36.9 

  Foreign direct investment  1.7 1.8 1.9 2.0 2.1 2.2 

  Remittances  16.7 17.0 17.2 17.2 17.2 17.2 

Source: Ministry of Finance, IMF, and World Bank staff estimates.  

 

                                                           
1
 Although our baseline scenario is equivalent to the Government and the IMF, the number presented here might 

be different from the ones officially reported. This fact relates to differences in the indicator’s definition. For 

example, we study the behavior of NFPS, while the IMF focuses in a broader definition of debt.  In addition we 

take as base net tax revenues, while the government reports gross tax revenues. 
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2.3 The baseline scenario is constructed assuming (a) sustained growth averaging 3.1 

percent annually during 2010–15: (b) a shift in the primary balance from a deficit of 3 

percentage points of GDP in 2009 to a small annual surplus of 1.3 percentage points of GDP 

in 2015- the shift is mainly driven by an increase in tax revenues of more than 3 percent 

points of the GDP between 2010 and 2015; and (c) an average implicit real interest rate of 3.1 

percent on NFPS debt over the projection period.  

2.4 Under the baseline assumptions, the upward trend in the total public debt ratio that 

started in 2008 is projected to prevail through 2011. Public debt is expected to reach 52.1 

percent of GDP in 2011 as a result of the gradual recovery in output, and, as a consequence, a 

gradual recovery in tax revenues. However, a slow but steady downward trend for the debt-to-

GDP ratio is projected to begin in 2012 in response to economic growth and to advances in 

the fiscal reform agenda planned by the government. The baseline scenario also assumes a 

mild declining trend in public expenditures as a share of GDP. By 2015, the debt ratio is 

projected to fall to 47.7 percent, compensating only part of the debt effects of the crisis. 

Interest payments associate with the debt will increase from 5.7 percent of total expenditures 

to approximately 7.1 percent in 2015 (see Figure 1) 

Figure 1: Baseline Projections 

 
Source: Ministry of Finance, IMF and World Bank staff estimates 

2.5 While the baseline projections indicate a sustainable public debt path, we identify two 

main sources of uncertainty regarding the baseline underlying assumptions: (i) the speed of 

economy recovery after the crisis, and (ii) the progress in implementing the fiscal reform 

program. The baseline scenario is built under the assumption of economic recovery during 

2010 and 2011 and sustained growth thereafter. Nevertheless, recovery could be slower than 

envisioned. Cuts in government spending in advanced economies could lead to worsening 

external economic conditions (a double dip recession), while internal obstacles –such as crime 

and political uncertainties- could also delay recovery. Additionally, the baseline scenario 

depends on the government’s ability to implement the necessary reforms to increase revenues 

from 17.2 percent to more than 19 percent of GDP. These reforms go beyond the adjustments 

previously implemented by the country (Figure 2). Political constraints could delay the 

approval and implementation of these reforms. 
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Figure 2: Baseline Underlying Assumptions 

  
Source: Ministry of Finance, IMF and World Bank staff estimates 

2.6 Motivated by these challenges, we project the medium term public debt dynamics 
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 Scenario I considers the case in which there is a delay in the economic recovery due to 

internal lags our a worsening in external conditions, i.e. GDP growth is 1 percentage point 

lower than the baseline values for the 2010-2011 period, while the primary balance 

behaves as in the baseline scenario.  
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primary balance remains at 3.0 percent of GDP until 2011, reaching the baseline values in 

2012 with a two-year lag, while, GDP growth behaves as in the baseline scenario.  

 Scenario IV represents a situation of no policy change in which 2009’s primary 
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the baseline scenario.  

 Scenario V combines slower growth and no policy changes during the whole 

forecasting period.  
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payments on the public debt from 6.1 percent of total spending to approximately 7.9 in 2015. 

 

 

1.0

2.5
3.0

4.0 4.0 4.0
3.5

0

1

2

3

4

5

2010 2011 2012 2013 2014 2015 Average 
2005-2008

GDP growth

%

17.2

19.9

16.8

19.6

18.6

17.2

15

16

17

18

19

20

21

2010 2011 2012 2013 2014 2015 Average  
2005-2008

Revenues Expenditures

%
 G

D
P



6 

Figure 3: Alternative scenarios – Lower GDP growth & delayed fiscal reforms 

  
Source: Ministry of Finance, IMF and World Bank staff estimates 

2.8 The fiscal situation is worse when delays in implementing fiscal reforms are 

considered. Under scenario III reforms are implemented with a two year lag. As a result, 

public debt to GDP expands until 2011 reaching 55.3 percent. As reform implementation 
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2015. During this time, annual interest payments increase by 3.5 percent of the total public 

spending reaching 9.6 percent. Finally, under scenario V the public debt follows a strong 

expansionary path. By 2015 the public debt reaches almost 70 percent of GDP, 28 percentage 

points higher than the debt-to-GDP average in the pre-crisis period. 

Figure 4: Alternative Scenario: Combined effect. 
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2.9 Public debt sustainability in El Salvador hinges mainly on sustaining fiscal discipline 

and strong economic growth. Currently, the main sources of uncertainty in the economy relate 

to the pace of economic recovery and the ability of the government to implement the 

necessary reforms to raise government revenues. Failing in implementing the reform program 

would put El Salvador in an increasing debt path, and would have negative consequences for 

the sustainability and macroeconomic stability of the country. 

2.10 Although implementation of the baseline scenario (IMF program) is possible, it 

requires a strong commitment from the government. Fiscal adjustments will require measures 

to increase revenue, reduce/reassign expenditures, and improve debt management. In 

particular, under the proposed program, tax revenue is expected to increase from 13.2 of GDP 

in 2010 to 16.4 percent of GDP in 2015. Total NFPS expenditures, on the other hand are 

expected to decline slightly, from 22.2 percent of GDP in 2010 to 21.1 percent of GDP in 

2015. Different policy options could be considered to achieve these goals, including actions 

on expanding revenue as well as on containing and reallocating public expenditure. This 

report aims to highlight the tradeoffs in this decision making process and suggest a few policy 

options. 
 

III. Revenue Options 

3.1 Major revenue reforms have been implemented since 2000, which contributed to raise 

the efficiency of tax collection, simplify the tax system, broaden the tax base, and strengthen 

tax administration. However, El Salvador will require new tax reforms aimed at increasing tax 

revenues in the medium term in order to achieve the goals set forth in the Government 

program. For this, it will build on progress already achieved by previous reforms. In 

particular, the Tax Code introduced in 2000 and the series of major reforms implemented 

during 2002–04 upgraded the auditing, control, and computational systems. The 2004 reform 

included changes to the VAT, the income tax and specific taxes, the banking law, the criminal 

code, and related regimes.  

3.2 More recently, the reform approved in December 2009 introduced new measures to 

expand the tax base and improve tax administration. The combination of these tax measures, 

along with higher economic growth, is expected to yield about 1 percent of GDP in 2010, 

resulting in a tax to GDP ratio of 13.1 percent. However, the medium term objective under the 

Government program is to raise revenue to 16 percent of GDP by 2014. Therefore, new 

efforts will require adjustments in tax legislation, strengthening in tax administration and 

limiting tax expenditure. Some options in this regard are outlined below. 

Tax legislation 

3.3 Efforts in the legislative area could include:  

 Introducing a minimum tax on corporate assets This measure could help raise tax 

compliance on the corporate income tax and would provide a new mechanism to 

identify potential evaders by comparing the minimum tax with the actual filed tax. 

 Adopting a property tax This measure could help increase tax collection, help 

finance municipalities, and provide an additional tool to reinforce tax administration 
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controls. El Salvador is one of the few countries in Latin America that does not have a 

property tax.  

 Reducing personal income tax deductions for education and health expenses in 

line with the level of income Deductions on personal income tax stimulate evasion 

and make the personal income tax less progressive. This measure would improve the 

targeting of tax expenditure. 

 Adjusting the personal income tax brackets by inflation The current tax bracket 

structure is expressed in nominal terms. This has distorted the efficiency and equity of 

the tax system since the tax rates have been increasing in real terms 

 Increasing the VAT rate Although the report does not suggest an increase in the 

VAT rate, given the importance of VAT revenues in El Salvador, an increase of this 

rate could also be considered. It is important to note that during the period 2000-2008 

the VAT averaged about 53 percent of revenues. The VAT rate is 13 percent and 

covers the transaction of goods and services, but excludes the leasing of housing, 

purchases of goods and services provided by government institutions, public and 

cultural events, and insurance and education services.  

Tax administration 

3.4 Actions towards the strengthening of tax administration could include:  

 Introducing a simplified regime for low-income taxpayers. More than 80 percent of 

total tax revenue from the VAT and income tax (90 percent of total tax revenue) is 

generated by less than 15 percent of total taxpayers (large and medium-size 

taxpayers). The simplification of tax payment procedures for low-income taxpayers 

would contribute to free up tax administration resources, improve efficiency, and 

reduce tax evasion.  

 Raising the threshold for the mandatory submission of tax declaration forms. At 

present, workers with annual incomes up to the second tax bracket ceiling (US$5,714) 

are not required to submit an annual tax declaration as their tax liabilities are paid 

through withholdings at the source. This threshold could be increased to the third tax 

bracket ceiling (US$9,142). This measure would reduce tax administration costs. 

 Unifying VAT and income tax identification numbers. The unification would 

improve tax administration controls, save in administration information costs, and 

contribute to lower tax evasion by allowing cross-checking of VAT and income tax 

payments. 

 Linking the tax administration budget and remunerations to tax compliance 

targets in order to stimulate staff.  At present, the budget of the tax administration is 

less than 1 percent of government expenditure and is not linked to tax revenue 

collected.  Moreover, the tax administration staff lacks adequate formal training and 

managerial skills, which affects productivity. Not having a long-term strategic vision 

causes the tax administration to be reactive, devising corrective “emergency” plans, 

rather than being proactive, designing preventive, medium-term plans aimed at 

improving tax compliance.  
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 Integrating the existing taxpayer information systems and improving access to 

external data systems. Currently, there is only partial integration of the data systems 

of the DGII, DGRA, and other public institutions handling tax information, such as 

social security institutions. The 2004 reform established the possibility of accessing 

bank account information for cross-checking purposes. However, it did not provide for 

enforcement of the regulation. In practice this tool has not been used. In addition, the 

DGII has no access to the social security data, not allowing the use of economies of 

scale in data management and cross-checking of taxpayer information.  

 Expanding the large taxpayer unit by lowering the threshold of what is 

considered a large taxpayer. Although the size of the large taxpayers unit is not 

small compared to other Latin American countries that show concentration rates 

between 60 percent and 80 percent, it is small considering the high tax evasion rates in 

El Salvador. Making the tax administration more effective in controlling tax evasion 

may require expanding the “large taxpayers unit” to include the largest taxpayers 

classified, at present, as “medium-size taxpayers.” The DGII considers “large 

taxpayers” those with annual incomes equal or above US$1 million. This threshold 

could be reduced.   

 Strengthening auditing and controls on tax payments by the DGII. Tax auditing 

needs improvement. Auditing relies on portfolio work instead of on fieldwork. This is 

partially due to the fact that the number of auditors has declined since 2004 and they 

are not well distributed. While 70 auditors worked with the large taxpayers unit, which 

collects about 76 percent of tax revenue, 136 auditors were assigned to the medium-

size taxpayers, collecting only 8 percent of total tax revenue. Tighter tax payment 

controls, such as enforcement of tax auditing in the field, are crucial to improve tax 

compliance. 

Limiting tax expenditure 

3.5 The Salvadoran tax system has two principal sources of tax expenditure: tax 

exemptions and fiscal incentives. Using the ex-post method to estimate the amount of tax 

revenue sacrificed as a result of the tax exemption and fiscal incentives, a recent study finds 

that tax expenditure in El Salvador amount to about 4.5 percent of GDP.
2
 Although the tax 

expenditures as a share of GDP does not look high compared to other LAC countries, efforts 

could be made to further rationalize tax exemptions and fiscal incentives. The largest amount 

of tax expenditure lies in the VAT tax exemptions, amounting to 3 percent of GDP (1.8 % of 

GDP from VAT tax exemptions plus 1.2 percent of GDP from fiscal incentives to free trade 

zones). Tax expenditure on corporate income tax amounts to 0.6 percent of GDP, while tax 

expenditure from personal income tax amounts to 0.4 percent of GDP. Finally, tax 

expenditure from the 13 percent VAT draw-back to exports amounts to 0.4 percent of GDP 

and tax expenditure from the 6 percent subsidy to non-traditional exports amounts to 0.1 

percent of GDP 

                                                           
2
 Gómez Sabaini, J. C. and O. H. Schenone. 2004. “El Salvador: Diagnóstico de la política tributaria y propuesta 

de reforma.” Inter-American Development Bank. 
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3.6 Limiting Tax Expenditures could include key policy options such as the following:  

 All rents received by individuals from labor and capital should be considered 

income and taxed, but double taxation should be avoided. After allowing for well-

justified tax exemptions, the personal income tax base should comprise all types of 

income received during the year, including dividends and capital gains, which are at 

present excluded from the personal income tax base. 

 

 Deductions from corporate interest paid on credits should be limited. At present, 

the enterprise can receive a credit and the interest can be deducted from the enterprise 

tax base, however, the credit can be transferred to the owner(s), who can benefit from 

a deduction in their personal tax base (the interest gain from the deposit). Although the 

tax code specifies that interest on credits can be deducted from the enterprise tax base, 

it is difficult to control if the credit replaces the use of own capital.  

 

 Reducing the duty drawback of 6 percent. This subsidy for nontraditional exports 

outside Central America was implemented to help exporters after the civil war. 

However, it can no longer be justified in light of the DR-CAFTA with the United 

States and the WTO prohibitions on exports subsidies after 2009. By contrary, the 13 

percent VAT drawback to exporters is justified in terms of international 

competitiveness.  

 

 Broadening the VAT tax base.VAT exemptions are limited but the tax base could be 

broadened to include the sale of non-educational or cultural books, fees charged on 

public events, and sales of insurance services. Exempting these expenditures from the 

VAT base makes the tax system less efficient and does not appear to serve any social 

purpose. Likewise, the exemption on the leasing of housing could be limited to a 

certain threshold above which the VAT would be charged.  

 

IV. Expenditure Options 

4.1 Under the government program, total expenditures are expected to decline from 22.0 

percent of GDP in 2010 to 21.4 percent of GDP in 2015 (Table 3). This implies a 0.6 percent 

of GDP reduction in spending over the program period, so that any increase in spending will 

need to be financed from a reassignment of other expenditures. This report aims to highlight 

some of the options for achieving this goal, emphasizing that beyond fiscal sustainability, the 

quality and composition of public expenditures are critical for poverty reduction. In particular, 

the analysis first describes the state of social spending in El Salvador, noting that social 

spending lags relative to the regional average, and suffers from budgetary fragmentation and 

vulnerability to shocks. Moreover, it is not yet clear what financial implications the new 

administration’s “rights” based approach to social service delivery will have.  
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Table 3. El Salvador: Expenditure Outlook 

  2010 2011 2012 2013 2014 2015 

 (percent of GDP) 

Total Expenditure 22.0 21.9 21.5 21.5 21.5 21.4 

Current expenditure 18.8 18.3 18.0 17.9 18.0 17.9 

Wages and salaries 8.1 7.9 7.9 7.9 7.9 7.9 

Goods and services 4.1 3.9 3.8 3.8 3.8 3.8 

Interest 2.4 3.0 3.0 3.0 3.0 2.8 

Current transfers  1/ 4.3 3.4 3.3 3.3 3.2 3.3 

 

Capital expenditure 3.1 3.6 3.5 3.5 3.5 3.6 

       

           Source: IMF and Ministry of Finance estimates, January 2010. 

              1/ Includes pension payments. 

4.2 Given the limited fiscal space for increased social spending, the report then turns to 

three possible areas that could be ripe for improvements in expenditure efficiency: subsidies, 

pensions, and debt service. The report shows that there is a potential for savings of around 0.6 

percent of GDP in subsidies beginning in 2011. However, there is little that can be done to 

generate savings on pensions, since these payments reflect the transition costs of moving to a 

fully-funded defined contribution system. With respect to debt service, according to 

IMF/Government projections, savings of up to 0.2 percent of GDP in interest payments are 

expected over the program period in line with the reductions in public debt. However, to the 

extent that better debt management can reduce the costs and risks of debt service, there could 

be additional savings.  

4.3 The savings generated from lower subsidies and interest payments would generate just 

the right reduction in total spending required by the macroeconomic framework. This implies 

that there is no additional fiscal space under the government’s program for any new recurrent 

spending generated from the new administration’s “rights” based approach to social service 

delivery. Therefore, the administration will need to balance any new recurrent spending with 

cuts in public investment, wages and salaries and/or goods and services in order to remain on 

track with the envisaged macroeconomic framework. 

A. Social Spending 

4.4 The Government of El Salvador has made important efforts, in recent years, to sustain 

social expenditures increasing by 6 percent between 2001 and 2008, and even by 9 percent 

after 2005.  The Central Government and other decentralized institutions spent more than 

US$2.1 billion in 2008, or almost 10 percent of GDP, on social expenditures. Most social 

expenditures go to health (3.0 percent), education (2.8 percent), and social insurance (2.4 

percent).  Other activities such as labor market interventions (0.9 percent) and social 
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assistance (0.5 percent) account for the rest of social expenditures.
3
 The US$500 million 

increase in social spending between 2005 and 2008 was mainly driven by budgetary increases 

for the Ministry of Education (US$133 million), the Salvadoran Institute for Social Security 

(Instituto Salvadoreño de Seguridad Social, ISSS) (US$129 million), and the Ministry of 

Health and Social Assistance (MSPAS) (US$76 million), associated with the significant 

expansion of basic coverage of social services. Despite the gradual increase in coverage and 

improved equity of social services, El Salvador social expenditures still ranks below the 

regional average (see Table 4)  

4.5 Traditionally, the expansion of services in disadvantaged socioeconomic areas is 

associated poorer outcomes such as reduced school test scores, or increased length of stay due 

to more severe illnesses.  In El Salvador, the expansion of education services to much poorer 

and rural areas was able to keep efficiency levels controlled as measured by repetition rates. A 

similar outcome is observed in the health sector, where the expansion of health care was 

accompanied by a constant length of stay in hospitals (constant efficiency) and even reduced 

the proportion of care in hospitals compared to the (cheaper) ambulatory care.
4
 The recent 

gains in coverage and equity have not been at the expense of efficiency of services due to 

targeted efforts in the expansion of public services with innovative delivery mechanisms such 

as Comunidades Solidarias Rurales (formerly Red Solidaria), the Health Coverage Expansion 

Program through NGO contracting in rural areas, and through community participation in 

rural education programs (EDUCO).  

4.6 The social gains associated to this sustained fiscal effort still suffer from budgetary 

fragmentation that can create unnecessary administrative expenditures and duplication of 

service coverage. Social expenditures are characterized by a significant fragmentation on both 

financing and expenditures.  In the health sector, for example, public expenditures are split 

across different institutions including MSPAS (50 percent), the ISSS (43.5 percent), and 

others like Sanidad Militar, and Gobiernos Municipales (about 7 percent). This fragmentation 

of health interventions can represent duplication of services and certain areas and lack of 

provision in others.  Even within the MSPAS, the financing is fragmented since about 24 

percent of ambulatory care services in the MSPAS network are provided by El Fondo 

Solidario para la Salud (FOSALUD).
5
  FOSALUD is financed through an earmark based on 

the incremental tax revenue from alcohol, tobacco, and firearms, with both minimum set at 

US$20 million. While FOSALUD has supported the implementation of important programs, 

it also represents a parallel provision structure, and its financing mechanism has resulted in a 

fixed budgetary transfer of US$ 20 million due to the decrease of tax revenues from both 

                                                           
3
 These levels of fiscal effort on social spending are relatively low compared to countries in the region.  Costa 

Rica (5.4), Nicaragua (4.7) and Panama (4.3) spend more as percent of GDP than the 2.8 percent observed in El 

Salvador. A similar picture is observed in public expenditures on health where Panama (5.7), Costa Rica (5.0) 

and Honduras (3.5) spend more than the 3 percent observed in El Salvador. 

 
4
 Repetition rates for the basic program (grades 1-9) ranged between 5.8 and 6.6 between 2005 and 2007, while 

the hospital length of stay remained around 4 days per patient, and the rate of inpatient to ambulatory care (in 

thousands) declined from 38.2 in 2001 to 28.2 in 2008.  

 
5
 FOSALUD is an institution created in 2004 that is responsible for the expansion of health services through 

special programs in rural and urban areas. 
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items (alcohol tobacco). This parallel financing structure addresses some of the rigidities in 

the primary care provision but creates a potential duplication of administrative efforts. 

Table 4.  El Salvador - Social Public Expenditures
1
 

(In percent of GDP) 

  
2005 

(%) 

2006 

(%) 

2007 

(%) 

2008 

(%) 

Total Social Expenditures 9.5 9.4 9.7 9.6 

Education 2.8 2.7 2.8 2.8 

Ministry of Education 2.5 2.4 2.5 2.6 

University of  El Salvador 0.2 0.3 0.3 0.2 

Science and Technology Administration  0.0 0.0 0.0 0.0 

     Health 3.4 3.4 3.3 3.0 

Ministry of Public Health and Social Assistance 0.4 0.5 0.9 0.8 

National Hospitals  1.2 1.2 0.7 0.7 

Salvadoran Social Security Institute 
2
 1.7 1.7 1.7 1.4 

Pharmaceutical Center of the Armed Forces  0.1 0.0 0.0 0.1 

     Labor Markets 0.5 0.6 1.0 0.9 

Ministry of Labor and Social Security 0.4 0.5 0.9 0.8 

Salvadoran Institute for Professional Formation 0.1 0.1 0.1 0.1 

     Social Protection 2.8 2.7 2.6 2.9 

Social Insurance 2.4 2.3 2.2 2.4 

Salvadoran Social Security Institute (excluding Health) 0.9 0.8 0.9 1.2 

National Institute of Public Employees 1.1 1.0 0.9 0.9 

Social Security Institute for the Armed Forces  0.5 0.5 0.4 0.4 

Social Assistance 0.4 0.4 0.4 0.5 

Social Investment Fund for Local Development  0.2 0.2 0.2 0.3 

Fund for the Protection of Disabled due to the Armed Conflict  0.1 0.1 0.1 0.1 

Institute for the Development of Childhood and Adolescence  0.1 0.1 0.1 0.1 

     1. Includes the Central Government and Decentralized Institutions. 

2. ISSS expenditures are divided into health-related expenditures and the rest.  ISSS health expenditures are 

obtained from the Ministry of Health (MOH). 

Source: Ministry of Finance and Central Reserve Bank of El Salvador. 

 

 

4.7 In addition, social expenditures are also characterized by a large degree of 

vulnerability to unanticipated fiscal revenue shocks, as shown in the recent international 

financial crisis. Although the overall budget execution pattern in El Salvador has improved in 

recent years, the economic slowdown revealed a weakness in the budgetary process. During 

the economic downturn fiscal revenues declined, reducing the availability and predictability 

of resources for social sectors. These declines mainly affected investment plans and non-labor 

recurrent costs (mostly materials), and eventually could have delayed wages and other 
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transfers. As a result of the recent economic crisis, revenues decreased and budgets were cut, 

resulting in a decrease in spending for social sectors in the last quarter of 2008 and the first 

semester of 2009 (Figure 2).  These unanticipated budget transfer delays (and cuts) could have 

been compensated at the end of the fiscal year, but the uncertainty during the budget 

execution period may have caused precautionary behavior in social ministries creating 

unnecessary delays of other activities.
6
  

Figure 2:  Social Budget Execution, 2007–09 

(Annual % change) 

 
Source: Ministry of Finance and Central Reserve Bank of El Salvador. 

 

Key policy challenges in social spending 

4.8 The new administration has endorsed a “rights” based approach to social service 

delivery which may have important fiscal implications to be assessed. Social expenditure 

constraints are being aggravated by increased potential needs arising from a “rights’ based 

approach” to social service delivery brought by the new administration. This approach states 

that all citizens have the right to certain services which, if not properly designed and 

implemented, may raise critical policy issues: (1) the definition of social minimum content of 

the rights (what is to be delivered?); (2) the operational definition of universal and targeted 

interventions (are these for all or some groups?); (3) definition of the role of the State and the 

private sector in service delivery (is the State responsible for the provision for all?).
7
  Making 

the rights’ based approach to service delivery, operational, requires a great level of analysis to 

assess and manage the fiscal implications of the new processes mandated by such legal 

provisions.  

                                                           
6
 This takes place when the Ministry’s current inability to make payments generates a risk-averse behavior to 

avoid the same outcomes in the future, hence delaying planned activities.  
7
 Other potential risks of this approach include litigation of social rights, as documented in Gauri and Brinks 

(eds.) Courting Social Justice. Judicial Enforcement of Social and Economic Rights in the Developing World.  

This book documents the litigation experiences of social rights and the potential outcomes of these processes.  
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4.9 Formulate medium-term strategic financing plans. Formulation of medium-term 

strategic financing plans brings at least three benefits. First, they address the budgetary 

fragmentation across and within sectors, by explicitly identifying other sources of financing 

toward the same objective.  For example, in the health sector ISSS and MSPAS provide 

similar services with separate budgetary lines that could be harmonized to strengthen the 

complementarities (and avoid duplications) of their interventions.
8
 Second, separate financing 

sources also create different incentives, affecting provider and consumer behavior in different 

ways. The incentives in health service provision may differ substantially between MSPAS and 

ISSS, resulting in different levels and quality of services. Finally, medium-term financing 

plans can incorporate fiscal cuts in a more systematic fashion, enhancing the predictability of 

social budgets. During fiscal crunches, implementation units (e.g. Ministry of Education) 

often adopt measures to cover short-term fiscal gaps that are not sustainable or efficient, say 

by cutting materials (textbooks, or fuel for ambulances).  Reductions in materials can lead to 

reduction of services of social services that require both labor and materials (such as health 

care). To avoid this, a medium term plan can incorporate measures to address unexpected 

budgets cuts in a way that minimizes service delivery disruptions.  

4.10 Introduce monitoring and evaluation of programs. Existing and new initiatives 

carried by the new administration should be accompanied by rigorous evaluation of their 

processes and impacts, to provide guidance on how programs can be modified to enhance 

their impact.  

4.11 Finally, El Salvador can further exploit several initiatives that make use of the 

synergies across different social interventions. The CSR has been mentioned as a prime 

example of this multi-sector approach by bringing together education, health, and social 

assistance policies. Other policies that integrate central and municipal efforts are also good 

practices and rely heavily on the existing capacity to integrate these efforts, mainly by the 

Fondo de Inversión Social para el Desarrollo Local (FISDL). This capacity to integrate 

policy efforts should be maintained and developed to involve other social policies. Integrated 

responses are likely to provide not only a more effective path but a more efficient one as well.  

The areas where these integrated interventions should develop include the expansion of 

primary school coverage with programs that have demonstrated good results, emphasizing the 

role of early childhood programs and quality of education. 

B. Subsidies 

4.12 Given the need to reduce total spending and improve expenditure efficiency to make 

room for priority social spending, one area where improvements can be made are existing 

generalized subsidies to basic services. El Salvador spent close to US$456 million (2.1 

percent of GDP) on subsidies to basic services in 2008 (Table 5). This compares to US$184 

million (0.8 percent of GDP) spent on health and US$567 million (2.6 percent of GDP) spent 

on education by the Central Government the same year. In 2008, most spending on subsidies 

was directed toward electric services (46 percent), followed by liquid petroleum gas (LPG) 

                                                           
8
 The existing budget fragmentation in the health sector is the most revealing since it has several implications for 

the effective management of sector allocations. Currently, it is difficult to determine spending across different 

functions by different agencies, weakening monitoring and regulation of functions. 
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(30 percent), water (14 percent) and transport (9.5 percent). In 2009, spending on subsidies 

declined to 1.7 percent of GDP as international petroleum prices decreased and as policies 

were implemented to reduce the fiscal burden, as described in the remainder of the chapter. 

However, subsidies continue to burden the fiscal accounts and can be further targeted. 

4.13 Although the report shows that in general subsidies tend to benefit the richer deciles, 

the results also show that eliminating them would have an important impact on the welfare of 

poorer households. This is because expenditures on subsidized services are a larger share of 

total household spending for poorer deciles. In particular, the total subsidy received by 

households belonging to the bottom deciles of the distribution of household per capita 

expenditure is equal to 4.2 percent of their total expenditure, while they only represent 0.7 

percent of total household consumption for those belonging to the upper deciles. Therefore, 

any policy change that would eliminate subsidies must find ways to compensate the poor, 

since these are the households that will feel it the most relative to their total expenditures. 

4.14 If the objective of existing subsidies is to provide income support to poor households 

in the face of price volatility, it is not difficult to argue that there are more effective programs 

in achieving this objective by targeting assistance to the more vulnerable. In particular, 

policies that liberalize prices and compensate the most vulnerable groups through targeted 

direct transfers seem to be a better alternative.  

 

Table 5:  El Salvador: Fiscal Burden of Subsidies
1
 

  2004 2005 2006 2007 2008 2009 

 

(millions of dollars) 

Total NFPS subsidies 157.8 154.7 260.9 235.4 457.0 368.9 

Public transport 1/ 0.0 8.9 22.1 4.1 44.8 78.8 

LPG 46.2 55.6 94.5 104.3 136.8 83.4 

Electricity 32.2 33.4 77.3 86.1 210.9 118.1 
Households consuming < 99kWh/month 32.2 33.4 43.2 58.0 55.4 86.5 

Untargeted subsidy 0.0 0.0 34.0 28.1 155.5 31.7 

Water  2/ 79.4 56.8 67.0 40.9 64.6 88.5 

 

(percentage of GDP) 

Total NFPS subsidies 1.0 0.9 1.4 1.2 2.1 1.7 

Public transport 1/ 0.0 0.1 0.1 0.0 0.2 0.4 
LPG 0.3 0.3 0.5 0.5 0.6 0.4 

Electricity 0.2 0.2 0.4 0.4 1.0 0.6 

Households consuming < 99kWh/month 0.2 0.2 0.2 0.3 0.3 0.4 
Untargeted subsidy 0.0 0.0 0.2 0.1 0.7 0.1 

Water  2/ 0.5 0.3 0.4 0.2 0.3 0.4 

 
(percentage of Total Subsidies) 

Total NFPS subsidies 100.0 100.0 100.0 100.0 100.0 100.0 

Public transport 1/ 0.0 5.8 8.5 1.8 9.8 21.4 

LPG 29.3 35.9 36.2 44.3 29.9 22.6 
Electric Energy 20.4 21.6 29.6 36.6 46.1 32.0 

Households consuming < 99kWh/month 20.4 21.6 16.6 24.6 12.1 23.4 

Untargeted subsidy 0.0 0.0 13.0 12.0 34.0 8.6 
Water  2/ 50.3 36.7 25.7 17.4 14.1 24.0 

 

(percentage change) 

Total NFPS subsidies   -2.0 68.7 -9.8 94.1 -19.3 
              

Source: Ministry of Finance and ANDA.             

1/ Transport subsidies are based on data from the Ministry of Finance. 

2/ Water subsidies are based on ANDA's foregone revenue related to sales at tariffs below cost of 

production. 
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Liquefied petroleum gas (LPG).  

4.15 LPG subsidies amounted to 0.4 percent of GDP in 2009, which represented a decline 

relative to 2008 as oil prices fell. For 2010, in the absence of reform, LPG subsidies could 

again amount to 0.6 percent of GDP. In terms of benefit incidence, the report shows that on a 

per-capita basis, individuals belonging to the lowest deciles of the distribution are those who 

enjoy the lowest level of subsidies. Specifically, for every US$1 spent on individuals in the 

poorest deciles, US$6 is spent on individuals in the richest deciles. This is due to lower rates 

of access, lower levels of consumption, and greater number of household members in poorer 

household, which implies that the subsidy per capita is lower for poorer households. 

Interestingly, access to LPG is lower than access to electricity on average.  

4.16 In terms of pricing, the report notes the complexity and the lack of transparency in 

determining the domestic price of LPG. Profit margins add up to more than a quarter of the 

final price, and are much higher than international standards. The criteria for setting these 

profit margins are unclear, and it is difficult to find a description of the formula currently 

being used to determine the market price. 

Electricity Subsidies  

4.17 Electricity subsidies amounted to 0.6 percent of GDP in 2009, down from 1 percent of 

GDP in 2008, partly as a result of greater targeting introduced in mid-2009. For 2010, 

unfortunately the full-year impact of that effort will not be realized since a generalized 

subsidy was reintroduced in April 2010. As a result, electric subsidies are expected to remain 

at about 0.5 percent of GDP. In terms of benefit incidence, Volume II shows that on a per-

capita basis, individuals belonging to the lowest deciles of the distribution are those who 

enjoy the lowest level of electricity subsidies. This is due to lower rates of access (and 

therefore of subsidy coverage), lower levels of consumption, and greater number of household 

members in poorer household, which implies that the subsidy per capita is lower for poorer 

households.  

4.18 Although the generalized subsidy recently implemented in April 2010 is better 

targeted than the subsidy that was in place in 2008 (which also covered businesses), it still 

covers over 95 percent of all households with access to electricity. By this measure, one 

cannot really claim that electricity subsidies are well targeted. Even the subsidy targeted to 

households that consume less than 99kWh per month covers 65 percent of households. 

However, it should be clear that by construction, both subsidies fail to cover the 6.5 percent of 

households with no access to electricity, also likely to be the poorest. 

4.19 In terms of pricing, the report notes that there are improvements that can be made to 

the tariff structure to reduce the fiscal cost, and improve targeting of existing subsidies. The 

authorities must design a tariff structure that guarantees a minimum revenue level so that 

distributing companies are able to cover their costs. Taking into account that the government 

subsidizes the tariff faced by households who consume less than 99kWh, the current tariff 

structure was designed to avoid increases in tariffs to households who consume more than 99 

kWh. The result is that households that consume the least have an average tariff (before 
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subsidies) that is higher than households who consume more, the reasoning being that the 

poor households do not mind, since they are subsidized. This tariff structure constitutes an 

implicit subsidy to relatively large consumers, at the cost of lower income consumers (who 

could be paying even less under a flat tariff structure), as well as at the cost of other publicly 

funded initiatives, including priority social spending. A tariff system that assigns the same 

tariff for the first 99 kWh, regardless of the level of consumption, would imply the need for an 

increase in tariffs for consumption higher than 99 kWh, with savings for the government and 

for households with consumption below 99 kWh. Alternatively, a progressive tariff structure 

could be considered, where greater levels of consumption are charged higher tariffs.  

Water Subsidy  

4.20 Water subsidies amounted to 0.4 percent of GDP in 2009. For 2010, this cost is 

expected to decline to 0.3 percent of GDP as a result of a reform approved in February 2010 

had the objective of increasing ANDA’s revenues to ensure that it would be able to cover its 

operating expenses. The reform included a cross subsidy whereby customers consuming more 

than 45 cubic meters subsidize those consuming 20 cubic meters or less, and introduced 

greater differentiation for consumption between 21 and 44 cubic meters to avoid sharp 

discontinuities. The reform also introduced a sewerage fee, which previously was not charged, 

exempting households consuming less than 10 cubic meters, and providing a 33 percent 

discount for schools, medical centers, hospitals, and nursing homes. The reform effectively 

implies that 90 percent of ANDAs customers continue to be subsidized to some extent. The 

reform aims to save $25 million in subsidies.  

4.21 In terms of the benefit incidence of water subsidies, the results show that on a per-

capita basis, individuals belonging to the richest deciles of the distribution are those who 

enjoy the highest level of subsidies. Specifically, for every US$1 spent on individuals in the 

poorest deciles, US$3.8 is spent on individuals in the richest deciles. This is due to: lower 

rates of access, lower levels of consumption, and greater number of household members in 

poorer household, which implies that the subsidy per capita is lower for poorer households. 

Far from being universal, there is an important gap in access to water between urban and rural 

areas. Given higher rates of coverage and higher consumption of drinking water in urban 

areas, individuals living in cities receive larger subsidies to water consumption than 

individuals living in rural areas.  

Transport Subsidies 

4.22 Transport subsidies amounted to 0.4 percent of GDP in 2009 and benefit bus and 

microbus owners. For 2010, this cost is expected to decline to 0.2 percent of GDP as a result 

of the full-year impact of the reduction approved in mid-2009. The decree which created this 

subsidy is expected to expire at the end of 2010, when the government aims to substitute these 

subsidies with a more integral approach to urban transport. 

The benefit incidence results regarding access to transport system are very different to the 

findings of previous cases. In this case the relationship between the rate of individuals with 

access to the transport system and household per capita expenditure is not positive. Although 
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there is no clear pattern, especially in rural areas, it seems to be the case that individuals 

belonging to the center of the expenditure distribution have higher rates of access to the 

transport system. Another important difference with previous cases is that individuals in rural 

areas have higher rates of access to transport system than individuals in urban areas. 

However, these results do not imply that the best way to assist poorer households is through a 

subsidy to bus and microbus owners.  

Summary and Policy Implications 

4.23 If the objective is to assist the most vulnerable households by providing some form of 

income support, there is substantial scope for better targeting of scarce public resources. In 

general, poor households have lower access, consume less and therefore benefit less from 

existing subsidies in El Salvador. However, it is also true that the potential welfare loss to 

poor homes is substantial without compensatory mechanisms that would protect them. Given 

the analysis presented, some policy alternatives are detailed below, with the objective of 

reducing the fiscal burden of subsidies, adding transparency to pricing and resource 

allocation, and protecting vulnerable households from the impact of reform. 

4.24 Revisit the tariff and price regimes to ensure proper private sector incentives and 

ensuring transparency. In particular, there is scope for improving the hydrocarbon pricing 

formula to ensure transparency and reduce the fiscal cost of the LPG subsidy. In addition, 

there is scope to improve the electricity tariff structure to ensure that the unsubsidized tariff 

does not implicitly subsidize higher income households at the expense of the government and 

poorer households.  

4.25 Ensure that subsidies are included in annual budgets. All direct and implicit 

subsidies should be included explicitly in annual budgets. In particular, the water subsidy has 

not been included in the accounts of the NFPS, and has traditionally been financed by failing 

to invest in maintenance of ANDA’s infrastructure. To a lower degree, subsidies for public 

transport, LPG and electricity subsidies have also not been explicitly budgeted. Informing 

congress on the cost of these subsidies and allowing them to be transparently treated in the 

budget would allow for greater discussion on the benefits of these subsidies relative to their 

costs. 

4.26 Eliminate the generalized LPG subsidy, allow prices to rise, and compensate the 

poor through direct transfers. Of the four subsidies analyzed, the worst in terms of 

distributive impact is the LPG subsidy. The generalized nature of the subsidy and its 

distribution do not allow an easy way to target this benefit to the poorest households. On the 

contrary, it is a general subsidy which is concentrated mostly in households using LPG for 

cooking (while the poorest households tend to use wood for that purpose). Given the fiscal 

cost of this subsidy, a two-stage approach may be appropriate to generate some savings in the 

short-run. The first stage would involve a new framework for setting domestic prices through 

a new IPP and determining a market price that defines the wholesale and retail margins in a 

transparent fashion. Once this framework is approved, then LPG prices would be set at market 

rates. In order to compensate poor households from the resulting price increase, beneficiary 

households would be identified in the first stage by matching existing poverty maps with 
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administrative data on electricity consumption. Households residing in poor neighborhoods 

who also consume less than 99 kWh of electricity would be compensated directly through 

their electricity bills. During a second stage, given the likely errors of exclusion with this 

proposal, beneficiaries would be identified by a more complete set of variables able to 

distinguish vulnerable households, as part of the Registry of Beneficiaries that the Social 

Protection System is now designing.  

4.27 Eliminate subsidies to transport owners, allow tariffs to rise, and compensate the 

poor through direct transfers. Similarly, the authorities are well aware with the problems 

underlying the Transport system. They note that the lack of access to a safe, quick, and 

environmentally friendly transport system, the high operating costs, and the highly diversified 

and uncoordinated supply of operators. The Vice Ministry of Transport is now drafting a new 

policy with widespread consultation with all the stakeholders involved.  

4.28 Narrow targeted water and electricity subsidies through direct transfers. The 

generalized electricity subsidy implemented in April 2010 covers over 95 percent of all 

households with access to electricity, but fails to cover the 6.5 percent of households with no 

access to electricity. Even the more targeted electricity subsidy for households that consume 

less than 99kWh per month covers 65 percent of households with access to electricity, but 

fails to cover households with no access to electricity.  Similarly, with regard to water, 90 

percent of residential ANDA consumers continue to receive some form of subsidy even after 

the February 2010 reform. However, ANDA supplies only 52 percent of households, mostly 

in urban areas. Although it is necessary and desirable to increase the coverage of public 

service infrastructure, these improvements will not solve the fundamental flaws of aiming to 

assist households using subsidies based on consumption of services. No matter what the level 

of coverage of public services, subsidies that are put in place by controlling prices or tariffs do 

not have elements to link the amount of subsidy to the number of household members. This 

has a negative bias against the poorest households, which on average are formed by a larger 

number of members. Direct income support through targeted transfers to poor households 

offers a better alternative, and could realistically be implemented once the Registry of 

Beneficiaries is ready.  

4.29 Remain vigilant on the cost structure of remaining subsidies, as beneficiaries are 

likely to change their consumption patterns in response to reforms. For example, it is 

important to understand how the targeting of water and electricity subsidies change 

consumption patterns. Similarly, once the new policy for targeting LPG subsidies is put in 

place, it will be important to understand changes in consumption patterns, and possible 

environmental and other side-effects. 

4.30 Table 6 provides an estimate of the savings that could be generated by targeting some 

of the subsidies. In particular, it shows that important savings can be generated from targeting 

LPG subsidies, which currently benefit all households, regardless of their level of income. 

Targeting them to households who consume less than 99 KwH of electricity classified as 

highly vulnerable according to existing poverty maps, could save around 0.6% of GDP. If in 

addition, both the transport and the generalized electricity subsidy are eliminated as planned, 

then total savings on subsidies could amount to 1.1% of GDP in 2011. 
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Table 6:  El Salvador: Possible Savings on Subsidies 

  Current Regime   Proposed change   Savings 

  2010 2011   2010 2011   2010 2011 

  (percentage of GDP) 

Total NFPS subsidies 

          

2.2  

          

2.2    

         

1.6  

         

1.1    

        

0.6  

        

1.1  

Public transport 1/         0.2          0.2    0.0 0.0   0.2 0.2 

LPG        0.6          0.7    0.3 0.1   0.3 0.6 

Electricity    0.5         0.5    0.5 0.4   0.0 0.2 

Households      

<99kWh/month 

           

0.4    0.4    0.4 0.4   0.0 0.0 

Untargeted subsidy 0.1         0.2    0.1 0.0   0.0 0.2 

Water        0.3         0.3    0.3 0.3   0.0 0.0 

      Source: Estimates based on Ministries of Finance, Economy and Vice-ministry of Transport, ANDA. 

 

C. The Pension System 

4.31 Another area which would initially seem as a potential area for generating savings is 

pensions. However, as detailed in Volume II, it turns out that there is very limited room for 

savings in this regard. The move to a defined-contribution system of privately-managed 

individual savings accounts created substantial transition costs which explain most of the 

increase in social public spending between 1997 and 2008. Based on an actuarial study, the 

report provides an assessment of the fiscal liabilities remaining from the old systems and the 

new liabilities that have emerged from the various reforms. The results show that government 

pension liabilities will substantially fall over the very long-run, mostly because there are no 

new entrants to the old pay-as-you-go system. However, in the short to medium run, the 

liquidity requirements are large, amounting to about 1.6 percent of GDP in 2010 and 

remaining at around that level through 2020.  

Characteristics of the New Pension System  

4.32 As in other countries in the region facing unsustainable defined-benefit pension 

systems, El Salvador moved to a defined-contribution system of privately-managed individual 

savings accounts, the Sistema de Ahorro para Pensiones (SAP). The transition costs were 

significantly exacerbated by decrees in 2003 and 2006 for two reasons: first the government 

recognized that workers who chose to join the new private system were receiving pensions 

that were substantially lower than what they would have gotten under the old pay-as-you-go 

system (now uniformly called the Sistema de Pensiones Público, SPP). As a result, the 

government began issuing complementary bonds, for these workers so that the resulting 

capital in their individual savings accounts would yield an initial benefit equal to the one that 

they would have gotten in the SPP. Second, a minimum pension guarantee was defined and 

then extended. All workers who paid contributions for at least 25 years and comply with the 

age requirement (60 for men and 55 for women) are entitled to the State guarantee, triggered 

when the worker is not capable of financing the value of the minimum pension with the 

balance accumulated in his or her individual account.  
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4.33 Currently, the pension system is characterized by (a) low savings accumulated in 

individual accounts arising from a relatively low retirement age combined with a relatively 

long minimum contribution period
9
; (b) an aging population; (c) an overestimation of pension 

benefits for retirees of the SAP based on their accumulated savings. Each of these 

characteristics can potentially lead to a build-up in contingent liabilities for the government by 

way of the minimum pension guarantee.  

4.34 In order to meet the liquidity requirements emerging from the transition to the new 

system, the government established the Fideicomiso de Obligaciones Previsionales (FOP), 

which was charged with issuing new bonds (Certificados de Inversión Previsional, CIP) that 

are directly placed into AFP managed funds, using the proceeds to finance the pension and 

other obligations generated by the pension system on behalf of the government. The private 

pension funds (AFPs) compulsorily purchase CIPs, effectively implying that current workers’ 

savings are invested in bonds that fund pensions of those who retired. Therefore the system is 

effectively now working as the original pay-as-you-go system, the difference being that the 

contingent liability it once held in the pay-as-you go system is now an explicit liability, 

including the fact that now the government must pay interest on the bonds being issued to 

finance it. In some sense, the system that aimed to be a fully-funded defined contribution 

system is no longer fully funded. 

4.35 By end-2009, the total accumulated savings in individual accounts amounted to US$5 

billion, equivalent to 23 percent of GDP. Current projections are that the stock of these 

privately managed funds would increase to 28 percent of GDP by 2012. However, the liquid 

resources generated by contributions to the SAP are lower than those required by the SPP for 

payment of pensions and the necessary cash needed to service the bonds issued. Moreover, 

the current regime’s heavy concentration on public instruments implies that the SAP 

effectively depends on continued budgetary resources, first to meet current liabilities of the 

system, as well as to ensure a positive rate of return on pension fund investments on publicly 

issued instruments.  

4.36 Sadly, despite the fiscal burden that the pension system represents, it only covers a 

small portion of the working population and benefits a small number of retirees. Coverage of 

the elderly is extremely low and its benefits are concentrated in the urban, formal, wealthier 

population. 

Policy Options 

4.37 Although there is little that can be done to reduce pension payments in the short run, 

there are important steps that can be taken to avoid growing liabilities for the medium and 

long-term. In particular, it is important to (1) reduce the pension deficit and the build-up of 

the government’s contingent liabilities on account of the minimum pension guarantee; (2) add 

                                                           
9
 A low retirement age implies workers have less time to save in their individual accounts. If in addition there is 

a long minimum contribution period required in order to have access to a pension, then people who have 

changed jobs or left the workforce during some periods, will not have enough saved in their individual accounts 

to retire with access to a pension. In these cases, people are returned a lump-sum of their savings, and forego any 

pension benefits,  



23 

transparency while lowering the administrative burden for retiring workers, and (3) extend 

coverage in a manner that is fiscally sustainable. 

4.38 Increase contribution rates. An increase in contribution rates would help finance the 

SPP and allow for greater capitalization of individual accounts, thus obtaining higher 

replacement rates. Pension funds would have greater resources (for every 1 percent increase 

in contribution rates there is an increase of US$36 million in pension fund resources a year). 

4.39 Introduce contributions from the Christmas Bonus. Currently the Christmas bonus 

is excluded as a base for contributions despite the fact that pension benefits currently include 

a Christmas pension, in both the SAP and the SPP. 

4.40 Set stricter rules for the recognition of contribution period. There is need to 

improve mechanisms to verify the authenticity of claims, establish a mechanism to adjust 

past-due contributions to inflation and include foregone interest on those contributions for 

both the old and new systems.  

4.41 Gradually increase retirement ages. Current retirement ages are relatively low 

compared to other countries, life expectancy is increasing while the demographic pattern 

shows a clear tendency toward an aging population. For older affiliates (that is, over 45 years 

old) there could be a transition period to make the adjustment, but for younger workers, the 

new retirement ages should be applied immediately, ideally equalizing them at 65 for both 

men and women. 

4.42 Modify the technical bases for calculating pensions and the technical capital of 

the collective survivor and disability insurance. Although demographic trends show a 

longer life expectancy, the system continues to use outdated mortality, family and disability 

tables. In addition, the technical interest rate being used to calculate pension payments should 

respond to a real interest rate, without an inflationary component. The 6 percent real rate of 

return currently being used should be lowered.  

4.43 Substitute inheritance withdrawals with redistribution into SAP. In case of death 

of pensioners with programmed monthly rents, unutilized savings in individual accounts 

should no longer be paid out as inheritance. Instead, they should be redistributed into the 

individual savings accounts of all the remaining pensioners with programmed retirements.  

4.44 Introduce a partial old-age pension regime. For cases where workers have reached 

retirement age, but have not contributed the minimum required 25 years, the resulting pension 

benefit would combine the transfer certificate from the old pay-as-you-go scheme (CT) and 

the individual savings account. If the resulting benefit were less than 25% of the minimum 

pension, then the pension benefit would be equivalent to 25% of the minimum pension until 

the individual savings account is exhausted. In addition, the state would fund a percentage of 

the minimum pension guarantee, computed proportionally to the years of contributions. As a 

consequence, the devolution of the CT and individual savings would be eliminated. 

Beneficiaries would continue to contribute to the ISSS health insurance, where contributions 

would be based on the maximum of the minimum pension, or their resulting pension benefit.  
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4.45 Improve the existing information system through a social protection survey. This 

survey would collect longitudinal data on the labor and social security history of a 

representative sample of individuals that would provide accurate information on the coverage, 

continuity, contribution density, financial education, and other information that would allow 

policy actions aimed at improving the structure of the existing system based on individual 

savings accounts.  

4.46 Improve pension administration to improve collection, reduce evasion and 

arrears. To simplify government involvement in the SAP and the Health-ISSS systems: (1) 

declarations should be homogenized by centralizing the registry of workers; (2) sworn 

declarations provided by workers regarding their contribution periods, and their IBC unified; 

and (3) declared changes in the beneficiary’s history should be taken into account by both the 

SAP and Health-ISSS. 

4.47 Expand the investment menu allowed for AFPs.  Pension resources of the workers 

are highly concentrated in state and bank instruments due to the strong growth of the funds, 

the scarce supply of financial instruments in the market, and deficiencies in the investment 

regulations. The SAP law could be modified to gradually authorize investment in international 

markets, regulate the instruments, and rating of investment options. Moreover, the 

government could encourage development of new investment options in the local market. In 

particular, the government could: (a) allow pension funds to invest in private or public 

investment projects (concessions); (b) develop new instruments, such as structured notes, (c) 

approve an Investment Fund Law, (d) implement the Securitization Law, and (e) give 

incentives for new issuers to be registered at the stock exchange. 

4.48 Extend pension coverage by allowing partial contributions and corresponding 

benefits. Consider adding flexibility to contribution schemes for self-employed and informal 

workers, modifying the expected benefit levels accordingly, and providing health coverage as 

an incentive. Contributions would be made based on contribution capacity. In cases where 

worker’s income does not reach the minimum wage, contributions could be established based 

on a fraction of the minimum income. Benefits would then be assessed proportional to 

contributions, resulting in a contributory period that is also proportional to contributions 

made. The AFP structures could be used for affiliation, registry, collection, and investments. 

Extension of health insurance coverage through ISSS, based on minimum wage contributions, 

or a reduced plan, could be evaluated as an incentive. Microfinance NGOs and other financial 

entities could participate. 

4.49 Extend coverage to non-residents. It is possible that migrants might be interested in 

depositing part of their remittances into social security savings plans.  

4.50 Include pensions as taxable income. Pension income that is above the threshold for 

taxable income, including withdrawal of savings accounts, should no longer be exempted. The 

AFPs and the SSP could be collection agents responsible for payment of this tax. Currently, 

this would amount to an additional US$20 million a year in tax revenue (0.9 percent of 2010 

GDP), which would increase in line with the growth of benefits being paid out.  
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D. Improving Public Debt Management 

4.51 Finally, a third area where improvements in expenditure efficiency can be made is by 

improving the quality and management of public debt. This is important not only because it 

could reduce interest payments in the medium term, thus providing space for other priority 

spending, but also because sound debt structures will help the government diminishes the 

vulnerability of its budget to financial and economic volatility which could reduce the 

possibility of executing important social expenditures. 

4.52 The central government debt of El Salvador is the largest financial portfolio in the 

country, representing close to 50% of GDP.  As is the case with other countries, it contains 

complex financial structures, and can generate substantial risk to the government’s balance 

sheet and to the country’s financial stability, unless it is managed in a prudent manner. 

4.53  To better manage the costs and risks of the public sector debt portfolio, and in line 

with international sound practice, many governments establish medium-term debt 

management strategies. In turn, these strategies are made operational for daily transactions 

with the use of reference portfolios, i.e. benchmarks, which establish the desired currency 

composition, duration, and maturity structure of the debt to guide the future composition of 

the portfolio. The Salvadoran authorities are conscious of this need and have taken steps to 

develop such a medium-term debt management strategy. 

4.54 In order to design, implement, monitor and update a debt management strategy, the 

government needs an adequate governance framework, clear institutional responsibilities and 

organizational arrangements which ensure specialization along functional lines, adequate 

staffing and information solutions, sufficient transparency and accountability, and good 

coordination with authorities of monetary and fiscal policy. The Salvadoran central 

government has taken steps in this direction, and indicates it wishes to continue strengthening 

the regulatory and institutional arrangements for public debt management. 

4.55 On a related topic, efficient government bond and money markets can yield significant 

benefits to both the public and private sectors: these markets include the interbank market, the 

short-term money market (for treasury bills and repos, among others) and the government 

fixed-income market. A deep and liquid government bond market will have low transaction 

costs, competitive market processes, a sound market infrastructure, a large investor base and 

high substitutability between financial instruments. Such a market will contribute to the 

efficiency and completeness of the domestic capital market. Again, El Salvador has achieved 

some important progress in this area, but there are aspects of the domestic debt market that 

should be strengthened.  

4.56 El Salvador traditionally relied on the Euromarkets to issue marketable public debt 

and consequently, the domestic market is small, fragmented and illiquid, mainly limited to 

sporadic, short term debt issues by both the MH and BCR. Due to governance difficulties in 

recent years, the authorities were obliged to issue domestic debt using high-cost unorthodox 

mechanisms (trust funds), but more recent political developments and cross-party agreements 

have unlocked authorizations for new debt, and part of the fideicomiso securities has been 
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replaced by central government medium-term debt. Given the latest authorizations from the 

National Assembly allowing the government to incur in medium- term debt of various types, a 

serious refinancing crisis has been avoided and more prudent bases have been established for 

sound public debt management. 

4.57 These are favorable circumstances for strengthening a number of components of 

public debt management, which will help the new government obtain the necessary funding 

for priority projects and programs and also achieve desired cost-risk trade-offs in future debt 

servicing, so as to reduce potential shocks to the budget. These are also favorable 

circumstances for advancing domestic debt market development, an essential alternative to 

foreign investors in circumstances such as the current global crisis. 

4.58 The areas which would benefit from reform so as to approximate sound debt 

management practice and avoid potential shocks to the government finances are listed below. 

It is recommended that a new stage of the authorities’ reform plan be implemented, to address 

the following issues: 

 Improve governance, as for example, in the definition and publication of public 

debt management objectives and a Medium-Term Debt Management Strategy. 
These written and formalized documents would be shared with third parties, including 

the National Assembly, the financial sector, international and domestic investors, etc. 

to promote accountability, and transparency, and also to help defend debt management 

policy from political encroachment. Another element of good governance would 

involve the creation of a Debt Management Committee which would advise the 

Finance Minister on the choice of a debt management strategy, monitor its 

implementation, and promote institutional coordination among different units in MH 

and BCR involved in debt management 

 Strengthen the technical know-how of the DGICP, in particular of its analytical 

unit. For example, specialized training is required on modeling for quantification of 

cost-risk tradeoffs, as input to the analysis of alternative debt strategies. This will also 

allow an improvement in public debt management reporting, accountability and 

transparency, by assuring comprehensive and periodic reporting of the debt portfolio 

(both external and domestic), risk indicators, reference to the chosen debt management 

strategy and deviations from its implementation. Comprehensive annual reporting to 

the National Assembly is important. 

 Improve relations between MH with both foreign and domestic investors, again 

to assure greater transparency and certainty. Thus, MH could inform markets of 

new debt management strategies and funding plans while also receiving updates of 

investor’s demand for different instruments and maturities. 

 Establish a clear public sector leadership in a reform plan for domestic debt 

market development — i.e. MH, BCR and Superintendencies — both for primary 

and secondary market development, while assuring an open dialogue with all parties 

involved. Such a strategy would take into account the following issues, among others: 
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o Design of a joint strategy for the MH and BCR aimed at gradually increasing 

the volumes of domestic market debt. 

o Redesign of primary market auctions by establishing a pre-announced calendar 

with sufficient regularity and homogenizing operating aspects between MH 

and BCR. In addition, limit the use of debt instruments by MH, BMI and BCR 

which will help promote the domestic debt markets (i.e., standardized and 

fungible short and medium-term securities, issued under competitive 

conditions).  

o Review of current draft laws to include defined guidelines for secondary 

market organization, including a revision of investment policies and 

operational rules for pension funds and mutual funds.  

o Definition of changes needed to the depositary and settlement infrastructure so 

that it is able to support money market transactions and a wholesale secondary 

debt market. Likewise, creation of mechanisms for dismantling the monopoly 

of BVES of secondary market negotiations and custody services, so as to 

encourage wholesale negotiations and diminish transaction costs.  

o Promotion of the merger of the three superintendencies (SV, SP and SSF), to 

encourage greater efficiency and consistency of the system. 

o Strengthening of the legal and regulatory framework to facilitate the 

development of the domestic debt market. 

 

V.  The Budget Process 

5.1 The previous sections have described a variety of revenue and expenditure policy 

options aimed at increasing fiscal space for priority social and investment spending, in line 

with macroeconomic and fiscal sustainability. However, recognizing the need to ensure the 

political and social viability of any adjustment strategy, the report also describes the budget 

process from a political economy point of view. The objective is to provide some policy 

options aimed at strengthening institutions and improving transparency in the process. 

Main actors and interactions 

5.2 Relative to other countries in the region, El Salvador is able to prioritize spending 

decisions based on a clear hierarchy that favors the executive branch over the legislative 

branch and, within the executive, the Ministry of Finance over the sector ministries and other 

spending units. In addition, the creation of a financial management system (SAFI) that covers 

all public expenditures of the Central Government and partially covers those of municipalities 

has been a positive development. However, principal challenges in public expenditure 

management, include the limited mechanisms for consultation of strategic spending priorities 

(among other agencies within the executive, with the legislature and with civil society), the 

lack of flexibility of the ministries in the management of their budgets, and the scarce degree 

to which resources are allocated on the basis of economic analysis (cost-benefit analysis, 

social evaluation of projects, and impact). 

5.3 In effect, El Salvador has a very hierarchical budget system in which the Legislative 

Assembly has limited powers to modify the proposals of the executive in fiscal matters. The 

hierarchical character of the broader political institutional framework is replicated within the 
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executive branch through a Ministry of Finance that is granted broad powers to apply fiscal 

policy decisions and reassign budget items during the execution phase. However, the power of 

the Ministry of Finance is not unlimited. The structure of the party system has required 

extensive negotiations before budgets are approved, which in some cases has permitted a 

broad consensus with respect to the budget. In addition, although there are no numeric rules 

that ex ante define the expected budget outcomes, in practice the high level of rigidity of the 

public finances of the country acts as a de facto constraint on the real room for maneuver of 

the executive branch and the group of actors involved in the budget process. 

5.4 In the legislature, a qualified majority (two-thirds) is required for the approval of 

foreign loans. Within the executive, the ministers have some degree of freedom to define their 

priorities within the framework of the budgetary ceilings fixed by the Ministry of Finance.  

This freedom increases to the extent that the ministry or government agency is an actor that is 

central to the strategic priorities of the president. In addition, the Technical Secretary of the 

Presidency (STP) has as one of its main objectives to balance the power of the Ministry of 

Finance in public spending decisions. For the same purpose, the National Council of Public 

Investment (CONIP), which is composed of the STP, the Ministry of Finance, and the Central 

Bank, has responsibilities in the approval of the public investment budget. 

5.5 The interactions between the Budget Committee of the Legislative Assembly and the 

Ministry of Finance are the principal arena for negotiation of the budget between the 

executive and the legislature. Based on interviews with the actors in the budget process, the 

principal modifications that are negotiated in the Committee relate to small investment 

projects for municipalities connected to different parties that provide support to the budget 

bill. The Committee also discusses the macroeconomic framework prepared by the Central 

Bank. However, different actors that participate in these discussions assert that the level of 

analysis on this point is very rudimentary. One of the principal reasons is rooted in the fact 

that the budget bill itself does not contain much detail on the underlying macroeconomic 

assumptions beyond broad outlines. 

Levels of Support for the Budget Law 

5.6 Support for the budget law is pragmatic, explained in part by the equilibrium of forces 

within the legislature. Given that the Assembly has limited powers to change the budget, the 

parties adjust their expectations and center the negotiations in the allocation of the investment 

budget according to their political needs. An analysis of the changes made to the budget 

during the discussion in the Assembly presented in Volume II shows that the greatest 

modifications take place in the projection of current revenues (which affects the allocations to 

municipalities), and in current transfers and fixed capital expenditures (public works), which 

are also negotiated on the basis of political criteria.  

5.7 In relation to the technical capacity of the National Assembly for participating in the 

budget process, the legislators themselves suggest that one of the principal challenges for 

exercising their responsibilities is the lack of technical advice, the weakness of physical and 

technological infrastructure and the lack of qualified human resources.  According to a study 

by FUSADES and the University of Salamanca, the deputies are not satisfied with the 

services provided by the Assembly in terms of technical and legislative advice, infrastructure 

and material resources, and human and administrative resources.  Infrastructure and material 
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resources are the aspects that are given the lowest scores—a finding which holds across all of 

the political parties.  

Policy Options 

5.8 The policy options discussed below aim to combine two critical dimensions: (i) the 

political-institutional dimension; and (ii) the strengthening of technical capabilities of the 

different actors involved in the budget process. In each of these dimensions the 

implementation difficulties of the proposed measures are associated with the negotiation 

processes with diverse political and social actors needed. Initiatives that require more 

negotiation or constitutional changes are likely more difficult to implement, although the 

results could be more sustainable compared to initiatives that are easy to agree on. Ideally, 

proposals should be high impact and ease in implementation given the institutional and 

technical resources and the political moment in which a reform plan is agreed on. Although, 

by definition, these options are more difficult to find, this exercise allows one to reject 

proposals that are too ambitious that are in practice impossible to implement.   

5.9 Medium Term actions to reduce the political polarization. In order to reduce 

political polarization, first there is need to guarantee opportunities to strengthen options inside 

and out of majority parties by modifying the laws that regulate municipal elections. El 

Salvador uses an electoral system that is extremely biased towards majority rule in electing 

mayors, unions, and members of municipal councils. Previous attempts to reform have met 

with staunch opposition from mayors of all political parties. The main objection is that 

proportionality would divide governments at the municipal level. Given this resistance, an 

alternative could be a “guaranteed majority” scheme, similar to one used in local governments 

in Uruguay, among others. This reform would improve political representation in 

municipalities, giving centrist parties some representation in a potentially large number of 

municipalities. At the same time, it would contribute to increase the national and institutional 

levels of these parties. A secondary benefit, although no less important, is that it would help to 

increase the points of contact between political parties at the local level. Currently, given the 

absence of opposition parties in municipal councils, political parties rarely interact at that 

level. Finally, although this would not directly affect polarization levels, greater 

representativeness at the municipal level would allow local legislatures to enforce greater 

control over mayors. 

5.10 Strengthen the analytical capacities of the Congress with respect to the budget 

process. Experience indicates that the legislature, if it is adequately informed and afforded the 

necessary capacity, can transform itself into an important ally of the institutions in the Central 

Government when it tries to impose greater demands for effectiveness, opportunity, and 

efficiency in the sector institutions. It is recommended that the government agree with the 

Assembly on the structure of a supporting document for the budget discussion in each area of 

government. This document should at least include the information about sector plans, 

performance indicators, and program evaluations. 

5.11 Strengthen the role of the STP and the capabilities of line ministries to formulate 

strategic priorities in the context of a medium term budget framework. The main 

explanation for the variation in the influence of the STP is rooted in the weakness of its 

institutional resources relative to the Ministry of Finance. As a consequence, its potential to 
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influence each one of these areas depends on its proximity to presidential decision-making. 

The actors who were interviewed agree that the STP acts principally as a counterweight to the 

Ministry of Finance within the executive. In this regard, the new administration that took 

office in 2009 introduced various initiatives to strengthen the role of the STP in the social and 

economic planning of the government.  

5.12 A greater degree of transparency is necessary in the operation of the government 

in each of its branches. In particular, the executive offers a poor diffusion of data about 

different areas of policy (especially about the budget), which impedes the opposition, the 

Legislative Assembly, and citizens from holding the government accountable for its actions. 

Although the 2010 budget was a positive step, as it was accompanied by a medium-term 

macroeconomic framework, and the authorities were very clear at the outset that an 

extraordinary budget was being planned financed by loans from the international community 

to be presented during 2010. However, it has been fairly difficult to evaluate the performance 

of the budget in El Salvador once the year ends. Although a final report is produced that 

allows comparisons to be made between what is budgeted and what in reality is collected and 

spent, it lacks important details with respect to the scope of objectives. The Ministry of 

Finance’s web page has no comprehensive information about results whether through 

indicators or evaluations since the performance evaluation system still has not been put in 

place. In addition, El Salvador does not broadly disseminate its audit reports. Finally, it 

should be pointed out that El Salvador still has not enacted a transparency and access 

information law, like many other countries in the region.   

5.13 Ensure effective enforcement of the mission of the Constitutional Court of 

Accounts as an external audit agency with control over the budget. The main questioning 

with respect to the work of the Court of Accounts is related to the small number of 

proceedings that result in a concrete sanction and the limited degree of transparency and 

availability of their reports.  

5.14 Strengthen the macroeconomic framework of the budget. To strengthen the 

macroeconomic framework of the budget it is necessary to develop and make public the 

central criteria that establish tax revenue projections and the annual framework of 

expenditures. This first involves formalizing and publicizing the macroeconomic projections 

of the Central Bank that serve as the basis for the formulation of the budget. Second, it is 

necessary to make more explicit the set of macroeconomic variables that determine the 

behavior of tax revenues.  

5.15 Develop an integrated system of financial management for the Central 

Government. To develop an integrated financial management system in the Central 

Government in El Salvador it is necessary to reduce the distinctions between the national 

budget, extra-budgetary funds, special programs, fidecomisos and expenditures financed with 

credits and aid from the international community. This involves formulating fiscal policy 

considering all sources and uses of resources of the Central Government and distinguishing 

between operations that change assets and merely financial transactions.  

5.16 Reduce the distortionary effect of budget modifications in the course of budget 

execution. For this it is necessary to limit the number of these modifications and better 

regulate their implementation. The budget modifications can be reduced to the extent that the 
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estimation of tax revenues is improved and the size of contingency funds are reduced to the 

most justifiable cases. To regulate the implementation of modifications, it would be beneficial 

to establish transparent procedures for processing the requests and define clear eligibility 

criteria.   

5.17 Consolidate a methodology for the functional classification of spending. This 

functional classification will not necessarily constitute an alternative to the current budget 

structure by management areas, but would permit a more systematic oversight of the 

resources allocated to the standard functions that governments typically undertake. The 

functional classification developed by the IMF and United Nations would offer an attractive 

alternative since it is a fully developed standard that, in addition, would facilitate international 

comparisons.  

5.18 Strengthen the capacities for identifying, evaluating, executing, and monitoring 

public investments. One of the most important areas for decision-making in the budget has to 

do with the volume of public investment and its distribution among different projects. 

Decisions with respect to public investment are important because in this area the executive 

has the greatest discretion in the annual allocation of resources. Even in highly incremental 

budget processes, a substantial portion of flexible spending is used for investment spending. 

The evaluation of El Salvador’s experience with respect to public investment indicates that 

the government still lacks an integrated system for managing public investment. This hampers 

the possibility that the decision-making process with respect to public investment generate a 

socially efficient allocation of resources.    

5.19 Greater involvement of civil society could also be beneficial, since, to the extent 

that NGOs act as neutral evaluators of public affairs and public policies, this could lead 

to policy areas “less politicized.” Second, NGOs tend to promote dialogue among the largest 

parties through seminars, working groups, and educational trips abroad.  

 

VI. Summary and Conclusions 

6.1 The recent international financial crisis has left a difficult legacy in El Salvador. First, 

poverty increased substantially, reversing the hard-won gains achieved over the previous 

decade. Second, the fiscal debt increased substantially, as revenue collections plummeted and 

the government tried to protect the population from the effects of the crisis. The result is that 

although there is need to increase investment in human and physical capital in order to ensure 

continued growth and poverty reduction over the medium term, there is limited fiscal space to 

do so.  

6.2 The Government’s macroeconomic strategy involves reducing the public debt in order 

to ensure macroeconomic stability and fiscal sustainability. Improvement in the fiscal position 

is expected to take place mostly through revenue increases, while increases in spending must 

necessarily be financed, to a large extent, by reassignments of other expenditures. In 

particular, the medium term objective under the Government program is to raise total revenue 

by 2.7 percentage points between 2010 and 2014, and increase net tax revenue by 3.1 

percentage points. The report provides a menu of policy options that could help in this regard. 

The top recommendations on the revenue side are: introducing a minimum tax on corporate 
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assets, adopting a property tax, reducing personal income tax deductions, integrating the 

existing taxpayer information systems, reducing the duty drawback, and extending the income 

tax base to include all dividends and capital gains.  

6.3 On the expenditure side, efforts should concentrate on targeting generalized subsidies, 

reducing the build-up of the government’s contingent liabilities on account of the minimum 

pension guarantee, and the strengthening debt management strategy.  

6.4 Total NFPS expenditures, are expected to decline by 0.6 percent of GDP between 

2010 and 2014 under the Government program. The combined savings from lower subsidies 

and interest payments generate the exact reduction in total spending required by the 

macroeconomic framework.  

6.5 There is not much room for slippage on either the revenue or the expenditure sides. 

Any new recurrent spending generated from the new administration’s “rights” based approach 

to social service delivery will require cuts elsewhere. Even if the revenue and expenditure 

reforms discussed here are successful, there will be a trade-off between new recurrent 

spending, public investment, wages and salaries and/or goods and services in order to remain 

on track with the envisaged macroeconomic framework. These trade-offs will be more 

difficult should the envisaged revenue measures yield less than expected, or if there are 

spending overruns. 

6.6 Finally, the analysis recognizes the need to ensure the political and social viability of 

the adjustment strategy. In this regard, the report highlights the need to strengthening the 

technical capabilities of the different actors involved in the budget process, as well as the 

importance of reducing political polarization. One alternative for this would be modifying the 

laws that regulate municipal elections to generate greater incentives to moderate the system, 

and enhance cooperation and exchange among different actors. 


