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3.2 Human capital

The service sector that spurred demand in non-residential construction and accounts for most
Panamanian exports is intensive in high-skilled labor. Banking, insurance, logistics,
communications, information technology, and business and trade services are all dependent on
sophisticated managerial and technical know-how. By 2015, the share of college-educated workers in
these sectors surpassed 50%, more than doubling the national average (23.9%). Moreover, the service
sectors that have gained in the share of employment during the decade (green colored in Figure 14) are
intensive in high-skilled labor, whereas the sectors losing ground are all relatively low-skilled. We have
already seen that construction absorbed most of the low-skilled labor released by the blue sectors, but
where did the skills required by the service sector come from?

Figure 14: Share of college-educated workers, by industry!

A first option would be the Panamanian education system. Panama has improved school enrollment
in recent years, reaching OECD levels in both primary and secondary enrollment rates. By 2012,
Panama led Latin America in secondary school completion rates, and came only second to Venezuela
in tertiary education.'”

Much remains to be done within the Panamanian school system, both in terms of quality and
relevance of the curriculum. In 2009, the last time that Panama participated in the standardized
PISA," it ranked last in mathematics, and among the worst in reading and science (63 out of 66 in both
subjects). Within Latin America, Panama ranked second-to-last among the eight countries taking the
tests in both science and reading, only outperforming Peru. These results were ratified in 2013 through

18 World Development Indicators, The World Bank.
19 Program for International Student Assessment, a triennial international survey implemented by the OECD.

17 | Appraising the economic potential of Panama: Policy recommendations for sustainable and inclusive growth.



TERCE, a test measuring proficiency in mathematics, reading, writing and natural sciences. Panama
placed well below the mean of fifteen Latin American countries, scoring only better than Nicaragua,
Paraguay and Dominican Republic.”’

If the Panamanian education system did not produce the human capital required by the thriving service
sector, where did this knowledge come from? LLooking at population censuses 2000 and 2010, we find
compelling evidence indicating that most of the know-how was provided by immigrants.

According to the population census, the share of immigrants in the Panamanian labor force increased
from 2% to 4% between 2000 and 2010. The latter figure roughly represents 140,000 immigrants,
mostly originating from Colombia (32.8%) and China (15.6%), and to a smaller extent, Nicaragua
(9.1%), Dominican Republic (5.8%), and Venezuela (4.2%).

Immigrants are overrepresented in high-skilled occupations (Figure 15). The share of foreign-
born workers in managerial, professional and chief executive jobs is 2.6 times higher than the average
share of immigrants in the economy. The proportion is similar in the case of service workers, mid-level
technicians, professionals and scientists.

Figure 15. Immigrants in Panama: Overrepresentation and underrepresentation (2010)

Directors and managers of the public / private sectors

Service workers and sellers of shops and markets

Middle level technicians and professionals

Professionals, scientists and intellectuals

Artisans and workers of mining

Low-skilled workers

Office employees

Operators of fixed installations and machines 0.3

Farmers and agricultural workers 0.2

0.00 0.50 1.00 1.50 2.00 2.50 3.00

Share of immigrants in occupation/ Share of occupation in total employment

Sonrce: INEC. Population Census, 2000 and 2070.

Immigrants with college degrees are also over-represented in high economic complexity
industries. This confirms, yet again, how immigrants are filling positions that demand high and
complex skills, for which firms are willing to pay dearly (Figure 16).”'

20 The TERCE test is taken by students in the third and sixth grades.
21 For a more detailed explanation of how Economic Complexity is calculated, and a list of Panamanian industries with the highest
Product Complexity Indexes (PCI), see Hausmann, Morales, and Santos (2017).
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Figure 16. Economic Complexity and S killed Immigration
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Source: own calculations based on Population Census 2010

Empirical evidence indicates that the most binding constraint to further growth is human capital.
This issue is evident in the significant wage premiums that foreign workers earn over otherwise identical
Panamanian workers. The left panel on Figure 17 plots wage premiums of foreign workers by industry,
as compared to Panamanian workers with similar schooling, experience, gender, ethnicity and
occupation.”” An average immigrant makes 50% more than a Panamanian counterpart, with the
highest wage premiums registered in service sectors such as transportation, storage, and
wholesale trade. All of the wage premiums by industry are positive and highly significant.

The right panel on Figure 17 ranks wage premiums of foreign workers according to occupation. Wage-
premiums for foreigners are above average for qualified agriculture workers, managers,
professionals, and services and sales jobs. In the manager category, wage premiums for foreigners
average a staggering 70%. This data suggests that foreign workers bring a set of skills that are not easy
to find in the domestic economy.

In order to maintain the competitiveness of the service sector and to reduce wage premiums, Panama
must increase the supply of high-skilled workers. Investing in improving the quality and relevance of
education is a long-term strategy towards that goal, but Panama cannot afford to wait. In the short to
medium term, an increase the supply of human capital can only be achieved by increasing the number
of qualified immigrants.

22 See Hausmann, Espinoza and Santos (2017) for details on the estimation of wage premiums for foreign workers.
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Figure 17: Wage preminm for foreign workers
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3.3 Barriers to the attraction and diffusion of knowledge

The increase in the stock of immigrants reported in the previous section was the result of deliberate
efforts on the part of Panamanian policymakers. In 2007, a bill was passed creating a special regime for
all multinational company headquarters operating out of Panama (SEM Law, or Law N° 41).” That
same year, an industrial park — Panama-Pacific (PP) — was created on the site of a former U.S. military
air base (Howard). Features designed to attract companies to PP include tax exemptions; special
incentives for immigrants; special labor and customs regimes, and a “one-stop shop” government
facility to reduce bureaucracy. The PP industrial park is the third and most recent addition to a group
of special zones in Panama. City of Knowledge (CK), a technology park aimed at fostering innovation,
was founded in the year 2000 in the former military barracks (Clayton) surrounding the Panama Canal.
The Colon Free Zone (CFZ) was created in 1948, and is the world’s second-largest oldest import-
export zone. CFZ has remained a spearhead of Panama’s accelerated growth by channeling the traffic
of goods coming from Asia to Latin American and the Caribbean. Figure 18 summarizes the
characteristics of these three special economic zones (SEZ), and the special provisions that have been
granted to companies operating within their premises.”

23 Law 41, August 24th, 2007.
24 For a more detailed analysis of these three Special Economic Zones see Hausmann, Santos and Obach (2017).
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Figure 18. Panama: Special Economic Zones
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Thanks to the SEM law passed in 2007, over 120 companies have relocated their regional headquarters
to Panama. Some of these have settled within the grounds of PP, which today hosts over 250 national
and multinational companies. Policy tools such as SEZs have been successful in attracting the know-
how required to foster growth in Panama’s service sector. The increased availability of these skills has,
in turn, been instrumental in attracting the foreign investment necessary to materialize these business
opportunities.

Despite these successful efforts in bringing immigrants to Panama, several issues persist. The
problems with skill immigration are twofold. First, there are not enough foreign workers to
keep up with the accelerated growth registered in Panama, as evidenced by the high wage-
premiums to foreigners discussed in the previous section. Moreover, there are a number of
restrictions embedded into the Panamanian immigration laws that limit the free flow of
knowledge and inhibits technological diffusion, and therefore prevent the full economic
potential of skilled immigration from being realized. These restrictions hinder the spillover of
know-how, which remains locked within the gates of multinational companies and SEZs.

The special visas granted to foreign workers who move to Panama sponsored by multinational
companies cease as soon as the contractual relationship between them comes to a halt. Under
the provisions of the SEM Law and SEZs, years accumulated by foreign workers in Panama are
not considered valid for residence purposes. Expatriates do not have a path to residence, let
alone citizenship, and their dependents are not allowed to work. Moreover, working visas must
be renewed yearly at a hefty fee (US$2,000-3,000), a relatively negligible sum for large multinational
companies, but a harmful expense for the small and medium enterprises hosted at CK. Additionally,
firms outside SEZs and those not subject to exemptions granted by the SEM Law can hire a maximum
of 10% foreign labor.
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All sixteen companies we interviewed at CK park complained that the annual cost of working visas for
foreign employees consumes a significant portion of the budget they would otherwise devote to
research and development. Companies hosted by CK must comply with a requirement of constant
innovation as a condition for remaining in the park, as determined through a review carried out halfway
through their lease contracts (every two or three years, depending on the contract). When companies
decide to move past the innovation stage and on to the commercialization phase of their business, they
risk being expelled from the technology park. Once this happens, foreign workers fall into a legal limbo,
as their working visas are not valid outside of CK.

Some immigration provisions prevent foreigners from even considering Panama as a
destination. Current legislation establishes a long list of occupations and professions reserved
exclusively for Panamanians.” These include different types of engineering fields, chemists,
architects, agricultural scientists, and the cluster around medical services: doctors, nurses, medical
assistants, radiologists and even chiropractors. Job restrictions are applied universally, and they do not
discern between the origin of a foreign worker’s education, affecting even those who studied in Panama.
The son of a Nicaraguan immigrant couple who moved to Panama as an infant, was raised and schooled
in the country, and graduated as an M.D. from a Panamanian university, is not allowed practice
medicine once he has become a doctor.”

Foreign nationals are not allowed to teach at Panamanian universities. There are ways to
circumvent this restriction, such as carrying out the actual teaching sessions within one of the SEZs
(i.e. City of Knowledge), or labeling the course as “in-house” training for one of the multinational
companies protected under the SEM Law. While these practices allow for the transmission of
knowledge from foreigners to locals, they only occur on a small scale and cannot be implemented
widely within the context of public universities.

Additional restrictions to entry — on the grounds of national security — further compound the series of
obstacles that immigrants in Panama face. Panamanian authorities have established a list of
“restricted citizenship status” for nationals belonging to 62 countries considered “threats to
national security.” The list is mostly composed of African and Asian countries, including India,
Indonesia, Pakistan, Bangladesh, Sri Lanka, Albania and China.”” Citizens of these countries are
subjected to a lengthy and bureaucratic process called “authorized visas,” which may take over a year
to complete and carry hefty costs. Three private immigration law firms that were interviewed for this
study confirmed that the processing of authorized visas has been reported as a source of corruption
within the Panamanian foreign service system.

25 Restricted professions, with the corresponding year of the Law or Decree in patenthesis are: education in the areas of history, geography
and civism (1940), nursing (since 1954), barbering and cosmetology (1956), odontology (1956), architecture (1959), agricultural sciences
(1961), pharmacy (1963), civil engineer (1965), chemical engineer (1965), chiropractic (1967), nutrition (1969), medicine (1970),
psychology (1975), medical assistantship (1975), accountability (1978), journalism (1978), laboratory technicians (1978), public relations
(1980), speech therapists (1980), medical radiology (1980), economists (1981), social work (1981), veterinary (1983), physiotherapy (1984),
law (1984), dental assistant (1994), sociology (1996), chemistry (2001).

26 The example comes from a true story we collected and verified in our round of interviews in Panama City.

27 An exception form the authorized visa process was made via SEM Law, allowing Chinese workers coming into Panama with Chinese
companies.
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Allin all, these numerous and stringent immigration restrictions are preventing Panama from attracting
and retaining the people with the know-how and capabilities required to continue growing at a
sustainable pace. Moreover, they limit the positive spillovers that immigrants already in Panama could
have for the rest of the economy.

The most puzzling feature of these restrictive policies is that they do not benefit Panamanian
workers. Based on the extensive literature devoted to measuring the economic impacts of immigrants
on local workers, we studied the wages of Panamanian workers as a function of immigrant participation
in their industry-province.” The evidence for Panama indicates that immigrant workers are not a
substitute to local workers, but rather a complement. An increase of 10 percentage points in the
share of immigrants at the industry-province level is associated with an average increase of
3.6% in the salaries of Panamanian workers (Figure 19). These results reinforce the notion that
immigrants bring skills that complement the capacities of Panamanian workers, ultimately resulting in
higher productivity and wages for the latter. Moreover, the effects are higher when it comes to
Panamanian low-skilled workers.”

Figure 19: Correlation of immigrant flows and changes in wages of local workers
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Despite all the evidence documenting the benefits of immigration for the Panamanian
economy and their domestic workers, the prevalent perception is that “there are already too
many foreigners in Panama.” This attitude is quite evident throughout local TV and radio

28 Borjas (2003), Card (2009), Ottaviano and Peri (2012), Basso and Peri (2015); Card and Peri (2016).
29 For more information on the model specification see Hausmann, Santos and Obach (2017).
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broadcasts, as well as on social media. However, this notion is not supported by facts. According to
the World Bank, the share of immigrants in Panama reached 4.7% of total population in 2015. While
this number lies above the Latin American average (Figure 20), it is well below countries with
economies grounded in a thriving service sector, such as Singapore (45%), Hong Kong (39%), or the
Netherlands (12%). Panamanian officials often cite Singapore as a model, but it is hard to be Singapore
without fostering the know-how embedded in skilled migrants.

Figure 20. Immigrants in the labor force by 2015
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Fuente: World Development Indicators, World Bank

In the past, Panama has demonstrated its capacity to assimilate the know-how brought in by
foreigners and to leverage it towards promoting growth and better salaries for Panamanians.
The most dazzling example is the Canal itself, managed with significant skill, efficiency and
transparency by a team of Panamanian workers, gathered under the umbrella of an autonomous
government agency (Auwutoridad del Canal de Panamdi or ACP). The Panamanian-run ACP has successfully
managed and even expanded the Canal, as well as promoted the development of a modern service
sector that multiplied its impact on growth and employment in activities surrounding the Canal. The
thriving banking system is an analogous case, as it has benefited from a large inflow of foreign
executives brought by multinational banks, who in turn bolstered the growth of a competitive domestic
banking sector. Copa Airlines, which at first relied almost exclusively on foreign pilots, who then went
on to train their Panamanian counterparts to accommodate its steady growth, is another formidable
example. Panama could have not provided skilled pilots, because it did not have a competitive airline;
and the lack of pilots in itself was a significant constraint to the existence of an airline. Imported know-
how used to train Panamanians was the device that allowed a solution to this chicken-and-egg dilemma.

Today, Panama is not maximizing the potential spillovers of foreign workers that have come
to Panama under the special provisions of the SEM Law and the SEZs. Restrictions to the
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attraction, settlement and free-flow of immigrants will only harm the modern service sector and its
exports. As reported above, skilled labor is one of the most binding constraints to further growth in
the service sector. Lower growth would only translate into lower demand for construction and reduced
jobs for domestic low-skilled workers. These effects threaten to put a halt on the social progresses
Panama has achieved in the previous fifteen years in terms of upward social mobility (Figure 2) and
lower inequality.

4. Policy Recommendations

Three elements stand out as cornerstones of a policy aimed at promoting sustained and equitable
growth: (i) The attraction and retention of human capital; (ii) the maximization of the diffusion of
know-how and knowledge spillovers, and (iii) the tackling of coordination problems that are hindering
economic activity outside the Panama-Colon axis.

In addition to these three binding constraints, our Growth Diagnostic for Panama (Hausmann,
Espinoza, and Santos, 2017) identified a number of additional elements that other actors looking
into Panama have also underscored.” The quality of education, and its curriculum’s lack of relevance
for the Panamanian economy, stand out as factors driving income inequality and threatening growth
prospects in the medium term. Another usual suspect is the quality of institutions, which manifests as
a constraint in the form of red tape, corruption and lack of transparency. No matter how it is
measured, the quality of institutions in Panama lies well below that of other countries with similar
income per capita.

It is not a coincidence that the “one-stop shop” of 18 government agencies in PP was reported by
surveyed tenants as its highest-rated component.” That signals that agents are willing to pay higher
rents in PP in order to overcome the constraint. Businesses importing to or exporting out of PP or
CFZ often complain that administrative processes are inefficient and tardy. These elements suggest
that for industries outside of SEZs, red tape might be significant. Panama lags behind the Latin
American average in indicators such as government effectiveness regulator quality,” and senior
executives reportedly spend a third of their time dealing with legal requirements and business
regulations. Panama’s metric is twice the Latin American average (14%), and three times the level of
OECD countries (9.7%).”

Business surveys point to “inadequacies of the court system” and “corruption” among the most
important constraints to private economic activity in Panama. This is another area where the
performance of Panama is inconsistent with its level of income. Corruption seems to be somewhat
related to red tape: according to enterprise surveys, instances of corruption show up in the amount and
frequency of bribes and kickbacks paid to get things done. **

30 See, for instance World Bank (2015), and IMF (2015).

31 More than a one-stop shop, where all the permits and procedures required to do business are catried in a single window, the feature
in Panama-Pacific is a one-stop building. Within that building, there are 18 government agencies that occupy different spaces.

32 World Governance Indicators, World Bank (2017).

3 See Global Competitiveness Report (2015-2016), World Economic Forum; Enterprise Survey, World Bank (2010).

34 Idem.
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Lack of transparency in public sector procurement was another institutional factor often cited
during interviews we conducted with government officials and private sector groups. Public sector
spending would highly benefit from introducing more accountability, monitoring and effectiveness
evaluation mechanisms, freeing up resources that could in turn be used to strengthen public
infrastructure and to expand the network of social services in the Panamanian province.

Improving the quality of education and building up institutional capacity are challenges that Panama
must tackle in its quest to continue growing at a fast pace while reducing poverty and inequality.
Unfortunately, these are also areas where progress will be slow in coming.” We understand that a long
list of policy interventions will not be helpful, so we have prioritized our recommendations
towards solving the most binding constraints we have found, so they may be implemented in
a reasonable timeframe by the institutions that Panama already has in place.

Policy recommendation 1: Ease restrictions preventing skilled migrants from coming to/settling in
Panama

As we have stressed, Panama has chosen a highly-specialized development path. For the country to
continue its upward trend, it is essential that the government continue to open business opportunities
in the service sector, so that FDI continues flowing. The service sector is also an important source of
demand for non-residential construction, one of the transmission channels allowing unskilled workers
to share in the benefits of growth.

As we have seen, the bulk of growth in Panama has been propelled by public infrastructure, private
non-residential construction, and exportable services. In spite of all the progress achieved, when we
contrast Panama with other places with service-driven growth models (such as Singapore, Hong Kong,
South Korea) or OECD countries (Figure 21), some areas of improvement (infrastructure,
competence and quality) become evident.”

35 Araujo et al (2014) find no evidence supporting the hypothesis that improvements in public institutions would have driven higher
growth rates in Panama.

36 The comparison is relevant, because when it comes to export of services per capita, Panama is much closer to OECD levels than any
of its Latin American peers (Hausmann, Espinoza and Santos, 2017).
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