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Foreword

Central America has come a long way toward creating the conditions for dynamic
and open societies. Political dialogue has replaced civil conflicts, the smooth transi-
tion of power from one administration to the next has become the norm, and there
is broad consensus on the importance of maintaining macroeconomic stability,
while making poverty reduction a top priority. This has been accompanied by sub-
stantial progress in economic reforms, at both the national and the regional level.

The fruits of these efforts are now becoming increasingly apparent. Over the past
few years, Central America has experienced a strong pickup in economic growth,
sustained capital inflows, and some reductions in poverty rates. Still, there is further
work to be done. The recent surge in petroleum and food prices, combined with the
potential adverse implications of a protracted U.S. slowdown could put at risk the
hard-won gains of recent years and pose new and complex policy challenges. The
good news is that, today, Central America is in a better condition to weather the
storm and the authorities are taking swift actions to mitigate the impact of external
shocks on the poor, while preserving economic stability. But at the same time, the
region needs to continue implementing productivity enhancing reforms and reduc-
ing income inequality in order to lift people out of poverty.

The IMF stands ready to continue supporting the region through analytical work,
policy advice, technical assistance, and, where needed, financial support. To this
end, we plan to establish a regional technical assistance center for Central America,
Panama, and the Dominican Republic (CAPTAC-DR) in Guatemala in early 2009,
that should allow us to further deepen and strengthen our technical assistance
across the region.

Dominique Strauss-Kahn
Managing Director
International Monetary Fund

Our publications on Central America have become the cornerstone of our analytical
work and are an integral part of our policy dialogue with the authorities in the re-
gion. This volume is the third publication on Central America that was coordinated
by our team in the Western Hemisphere Department, addressing a number of issues
that are currently high on the authorities’ policy agenda.

1X
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For example, at a time when Central America has signed a framework agreement
for the establishment of a customs union and started negotiations on an Association
Agreement with the European Union, a number of chapters in this publication dis-
cuss integration-related topics. They include the potential spillovers from a pro-
tracted slowdown of the U.S. economy and practical issues related to the implemen-
tation of the customs union. Because poverty reduction remains the number one
challenge for the region, the publication also analyzes whether and to what degree
fiscal policy can play a role in reducing inequality and improving the living condi-
tions of the poor. Furthermore, with a view to improving the growth potential of
the economy, the publication looks at issues related to the development of the fi-
nancial system.

Central America has advanced significantly over the past decade. It will now be im-
portant to maintain the reform momentum to further reduce poverty and remaining

vulnerabilities.

Anoop Singh
Director, Western Hemisphere Department
International Monetary Fund



Preface

This publication reviews Central America’s integration efforts, its cyclical links with
the United States, and progress made in implementing key economic reforms in se-
lected areas, and complements two previous volumes on Central America (IMF Oc-
casional Papers Nos. 243 and 257). The publication team was led by Dominique
Desruelle and Alfred Schipke, respectively Chief of the Western Hemisphere De-
partment’s Central America Division and Regional Resident Representative in Cen-
tral America, and includes authors from the Fiscal Affairs, Monetary and Capital
Markets, and Western Hemisphere Departments.

The authors would like to thank Anoop Singh and David Robinson for their com-
ments and guidance, and also many colleagues in the IMF’s functional departments
for their feedback. The authors would also like to acknowledge the comments and
suggestions received from the authorities in the region, as well as from participants at
the Sixth Annual Regional Conference on Central America, Panama, and the Do-
minican Republic in San José, Costa Rica (June 28-29, 2007).

Special thanks go to Kate Jonah, Xiomara Jordan, Carmen Sanabia, and Alicia
Etchebarne-Bourdin for producing the print-ready manuscript under extremely tight
deadlines. Also, the authors would like to express their gratitude to Ewa Gradzka
and Mynor Meza Duering for their outstanding research support. Marina Primorac
of the External Relations Department coordinated production of this publication
and Sheila Gagen of EEI Communications spearheaded the editing process.

The opinions expressed in this publication are solely those of its authors and do
not necessarily reflect the views of the International Monetary Fund, its Executive
Directors, or the authorities of the Central American countries, Panama, or the
Dominican Republic.
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CHAPTER

Introduction and Overview

Dominique Desruelle and Alfred Schipke

Central America' has made substantial progress over the past years in moving
economic reforms forward and deepening regional and global integration. As a
result, Central America has benefited from continued macroeconomic stability
and an improved growth performance. Despite this progress, the region is still
vulnerable to adverse shocks and faces widespread poverty. The challenge now is
to strengthen further the region’s resilience to shocks and improve the living
standards of all.

These are some of the issues addressed in this publication, which complements
two previous IMF volumes on Central America.” After rapidly reviewing recent
developments and the economic outlook, this chapter provides a brief overview
of the publication. Because Central America is moving forward with economic
integration, and because national policymaking is increasingly confronted with
integration-related vulnerabilities, Chapter II analyzes Central America’s process
of integration and policy coordination. It highlights that Central America is a
prime candidate for increased integration, but that the process needs to be ac-
companied by increased coordination of public policies at the regional level.

"Unless otherwise stated, in this publication Central America refers to Costa Rica, El Salvador, Guatemala, Hondu-
ras, Nicaragua, and the Dominican Republic. Although for historical reasons, Panama is not formally part of Central
America, it has very strong links to the region, especially in the financial sector, and is a member of the Central
American Integration System. The same is true for the Dominican Republic, which participates actively in a number
of Central American regional institutions, such as the Central American Monetary Council, the Council of Finance
Ministers, and the Council of Financial Sector Superintendents.

’The first volume, edited by Rodlauer and Schipke (2005), was published as IMF Occasional Paper No. 243 and
covers the following topics: (1) the macroeconomic implications of CAFTA-DR, (2) trade liberalization and tax
coordination, (3) fiscal sustainability—a value-at-risk approach, (4) regional integration and exchange rate arrange-
ments, (5) regional integration and financial system issues, (6) regional issues in macroeconomic statistics, and
(7) the political economy of implementing pro-growth and anti-poverty policy strategies in Central America. The
second volume, edited by Desruelle and Schipke (2007), was published as IMIF Occasional Paper No. 257 and cov-
ers (1) growth performance, (2) pension reform, (3) assessing sovereign debt structures, (4) the development of
public debt markets, and (5) characterizing monetary policy.
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Given strong economic linkages with the United States, Chapter III then assesses
the extent to which business cycles in Central America are subjects to spillovers
from the United States. It finds that a cyclical fall in output in the United States
typically has a significant and adverse impact on most countries in the region.
Central America’s high levels of poverty and income inequality place fiscal issues
at the center of the policy debate. A key component of this debate is whether fis-
cal policies benefit the poor. Chapter IV analyzes the distributional effects of
taxation and social spending in Central America, demonstrating that increased
taxation combined with higher social spending can have a strong effect on reduc-

ing poverty.

The region’s decision to move forward with the establishment of a customs un-
ion will further facilitate intraregional trade, but its implementation also presents
the challenge of ensuring that the region’s tax revenue are protected. Chapter V
highlights important tax administrative requirements for establishing a Central
American customs union based on international experience. Building on the re-
cent progress, the chapter points out that important decisions still have to be
made, and suggests that the implementation of the customs union should be
gradual and go hand-in-hand with institution building. Following a discussion of
financial sector issues related to banking and public debt markets in previous
volumes, Chapter VI takes stock of Central America’s private debt and equity
markets and identifies key impediments for the development of these markets.
Given the inherent size limitations of domestic markets, one of the recommen-
dations of the chapter is to consider taking advantage of existing exchanges in
Latin America or developing of a regional securities market.

Recent Developments and Economic Outlook

Until mid-2007, Central America benefited from a favorable global environment
but more recently has been confronted with two significant external shocks—
weakening external growth and commodity price hikes. The United States, the
region’s main trading partner, is experiencing an economic downturn, which was
sparked by the bursting of the housing market bubble and ensuing financial tur-
moil. At the same time, the fuel and food commodity price boom has had a
largely negative impact on the region. While the region is a net food exporter, it
is a net importer of cereals, whose price rose dramatically in 2007; furthermore,
as a net oil importer, the region has seen its oil import bill rise dramatically, from
5.7 percent of GDP in 2004 to 8.3 percent of GDP in 2007.

Against this backdrop, Central America’s economic performance in 2007 was still
robust, but the region also experienced higher inflation. On average the region
posted a growth rate of 6.8 percent in 2006 and 6.7 percent in 2007 (Table 1.1,
Figure 1.1), with particularly strong growth in Costa Rica, Honduras, the
Dominican Republic, and Panama. As in other parts of the world, controlling
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Table 1.1. Main Economic Indicators

Output Growth Inflation Private Credit Growth
(annual rate in percent) (e.0.p. rate in percent)? (change in percent of GDP)
1995- 2001- 1995- 2001- 1995- 2001—
2000 2005 2000 2005 2000 2005

Avg. Avg. 2006 2007

Avg. Avg. 2006 2007

Avg. Avg. 2006 2007

Central America®
CA simple average
Costa Rica
Dominican Republic
El Salvador
Guatemala
Honduras
Nicaragua
Panama
Memorandum
Latin America and
Caribbean
United States

49 35 74 69
46 36 68 6.7

28 28 54 56
38 23 29 22

84 100 6.0 90
87 82 6.0 93
134 115 94 1038
72 187 50 89
47 33 49 49
73 78 58 87
16.9 8.1 53 89
100 6.8 94 169
10 13 22 64

136 76 50 6.2
26 26 26 41

20 01 13 35
22 00 20 38
17 23 22 64
15 -10 13 20
24 04 -03 -05
10 14 20 40
20 08 6.1 71
18 03 43 53
53 30 13 24

-24 -04 29 45
09 14 19 26

Ext. Current Account Export Growth Reserves

(in percent of GDP) (US$, in percent) (in percent of M2)
1995- 2001— 1995- 2001— 1995- 2001-
2000 2005 2000 2005 2000 2005

Avg. Avg. 2006 2007

Avg. Avg. 2006 2007

Avg. Avg. 2006 2007

Central America®
CA simple average
Costa Rica
Dominican Republic
El Salvador®
Guatemala
Honduras
Nicaragua
Panama®
Memorandum
Latin America and
Caribbean

-50 41 -49 -6.7
-65 53 55 -7.8
-34 46 47 -58
-23 07 35 -56
-18 -35 -38 48
-45 -52 -50 -50
-42 -55 47 -10.0
—228 -154 -13.2 173
—-64 -38 -32 6.0

—29 -0.1 16 05

Public Sector Balance
(in percent of GDP)

124 48 114 119
138 6.1 119 123
134 46 127 156

89 16 71 44
1.7 39 218 138
1.0 40 93 180
333 88 29 77
18.0 14.0 196 17.0

05 568 97 94

11.0 9.9 19.0 1238

Public Sector Debt (PSD)
(in percent of GDP)

215 256 305 320
247 306 353 36.3
209 216 283 312
1.8 111 212 250
243 343 305 287
33.7 520 52.0 455
327 339 445 512

29.0 334 331 428

Foreign Currency PSD
(in percent of total PSD)

1995- 2001—
2000 2005
Avg. Avg. 2006 2007

1995- 2001—
2000 2005
Avg. Avg. 2006 2007

1995- 2001-
2000 2005
Avg. Avg. 2006 2007

Central America®
CA simple average
Costa Rica
Dominican Republic
El Salvador®
Guatemala
Honduras
Nicaragua

Panama®

Memorandum

Latin America and
Caribbean

-21 36 -17 -09
-22 -36 -13 -038
-34 42 05 06
-16 44 -35 -17
-22 37 29 -24
-13 -15 14 1.0
-31 32 17 =23
-36 46 02 12
-06 -36 05 04

—-4.1 -29 -10 -13

63.6 551 46.1 374
89.3 68.1 512 386
51.0 581 51.0 442
30.8 413 44.0 39.0
29.7 402 419 411
16.3 189 219 21.0
88.3 733 356 244
341.9 180.7 106.5 50.2
66.9 63.8 57.6 50.1

49.2 61.8 514 504

76.1 732 63.0 59.7
76.1 771 69.6 650
38.0 408 435 400
67.0 548 533

941 948 685 66.7
86.8 859 812 652
... 96.9 100.0 100.0

324 515 309 27.0

Sources: IMF World Economic Outlook; and IMF staff estimates.

'Weighted average. Weighted by PPP GDP.
2End-of—period rates, i.e., December on December.
3FuIIy dollarized. The concept of reserve coverage and foreign-currency-denominated public sector debt (i.e., currency risk) is

not relevant.



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS

Percent of population

Percent

60

40

20

20

104

100

=100)

Index (2002:

96

92

88

84

Figure 1.1. Selected Macroeconomic Indicators
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inflation has been a major policy challenge. In part driven by higher international
food and oil prices, inflation rose across the region, with average annual infla-
tion of about 9 percent at end-2007, compared with an average of 6 percent at
end-2006.

Continued fiscal prudence, improvements in tax and customs administration, and
high growth resulted in a strong fiscal performance. Average public sector defi-
cits fell to 0.7 percent of GDP in 2007 from 1.8 percent of GDP in 2006. With a
slight increase in non-interest expenditure as a share of GDP in 2007, this further
improvement in fiscal balances was driven by a modest decline in interest expen-
diture and, predominantly, by an increase in revenue. There are indications that a
significant portion of the observed increase in revenue has been structural in a
number of countries (Vladkova Hollar and Zettelmeyer, 2008; Cubero and Sow-
erbutts, 2008). Public debt levels continued their downward path from 46 per-
cent of GDP in 2006 to 37 percent in 2007. Efforts to reduce vulnerabilities con-
tinued in all countries, and the share of foreign-currency-denominated debt fell
from 63 percent in 2006 to just under 60 percent of total public debt in 2007.

While external positions generally remained strong, the regional current account
deficit widened. On average, current account deficits increased from 5 percent of
GDP in 2006 to 6.7 percent of GDP in 2007. The rising oil import bill in par-
ticular had an important effect in all countries of the region, although in some
countries strong export growth and remittance flows partly offset the negative
terms of trade shock. Despite strong competition from China, which adversely
affected textile exports to the United States, overall exports grew by over
11 percent in both 2006 and 2007. As capital inflows to the region continued,
international reserves remained at high levels, rising slightly in proportion to
broad money.

The financial systems in the region were not directly affected by global market
turmoil. In particular, there has been no evidence of exposure to the U.S. sub-
prime market. Private sector credit, however, grew rapidly over the past two
years, especially in Costa Rica, Honduras, Guatemala, and the Dominican Repub-
lic, reaching 24 percent on average in 2007 compared with 19 percent in 2000.

Faced with the prospect of a global growth slowdown, a U.S. downturn, high
commodity prices, and continued fragility in global financial markets, Central
America’s growth outlook has moderated. Nevertheless, regional growth is pro-
jected to be still robust in 2008; and, under this scenario, most countries in the
region would still have a positive output gap by the end of this year.” At the same
time, actual inflation and inflation expectations have risen sharply, and the rise in
food prices is threatening to undermine recent progress in reducing poverty.
Thus, in the short term, macroeconomic policies will need to be oriented primar-

*Based on IMF (2008).
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Overview

ily toward bringing inflation under control and easing the impact of the food
price shock on the poor in a fiscally responsible manner. In addition, policymak-
ers will need to continue to closely monitor external developments, which remain
highly volatile, and be prepared to adapt domestic policies accordingly.

Moving Forward with Economic Integration and Cooperation

In parallel with increased global competition, Central America’s regional integra-
tion is advancing rapidly, both with respect to policies and on the ground. In ad-
dition to moving forward with the implementation of the free trade agreement
with the United States (Central America—Dominican Republic—United States
Free Trade Agreement, CAFT'A-DR), policymakers signed a framework agree-
ment to establish a Central American customs union and have started negotia-
tions on an association agreement with the European Union. At the same time,
private sector companies and financial institutions are increasingly operating
throughout the region. The Central American countries appear to be ideal candi-
dates to benefit from increased integration because they share many characteris-
tics in terms of size, proximity to the United States, history, and language. There
are, however, differences in terms of economic development, with Costa Rica
being the most advanced economy in the region. In addition to being able to take
advantage of scale economies and specialization, a unified region with almost
40 million people would be able to represent its economic interests more effec-
tively at the global level.

Not surprisingly, Central America has advanced the most in the area of trade,
with respect to both intraregional trade and the global economy (Chapter II).
This reflects a long process of trade liberalization that culminated in the entry
into force of CAFTA-DR. Increased trade integration and Central America’s ob-
jectives of moving forward with the establishment of a customs union and an
Association Agreement with the European Union, however, calls for more fiscal
coordination, among other things, to avoid harmful tax competition and mini-
mize the impact of the fiscal implication of further trade liberalization. As trade
integration increases, there might also be scope to seek convergence of specific
taxes to minimize contraband and, still at a later stage, to develop a common
framework for other indirect taxes. Although the Central American Council of
Finance Ministers was established only a few years ago, it has become a crucial
forum to foster fiscal coordination.

Financial sector integration also has been advancing rapidly over the past couple
of years. After a first stage of integration that was dominated by the expansion of
regional institutions with local capital, Central America is now experiencing a
striking surge in the activities of international banks. This is a welcome develop-
ment because it will foster the dissemination of international standards in terms



Introduction and Overview

of capitalization, risk management, and corporate governance, and may result in
more competition for the provision of financial services. At the same time, it
presents challenges in terms of both supervision and regulation. The authorities
at the regional level have already initiated a number of projects to address some
of these issues (such as the adoption of a regional memorandum of understand-
ing for consolidated supervision of regionally operating banks) and are currently
assessing further the implications of this development for local regulatory
frameworks and prudential requirements.

Successful integration also calls for appropriate institutions to foster exchanges
of information, promote policy coordination, and facilitate the adoption of com-
mon standards, regulation, and norms. In key economic policy areas, Central
America is substantially advanced in that it already has regional forums, such as
the ones for finance ministers, central bank presidents, ministers of economy and
trade, and financial sector superintendents, and their corresponding executive
secretariats, including the Secretariat for Economic Integration (SIECA). As in-
tegration continues to move forward, these institutions will have to play an in-
creasingly important role, spearheading policy coordination and standardization.

Central America’s Regional Trends and U.S. Cycles

The economies of Central American and the United State are closely intertwined.
The open nature of the region’s economies, combined with the geographic prox-
imity to the United States, has resulted in a number of transmission channels
through which U.S. cyclical fluctuations could impact the region. As the imple-
mentation of CAFTA-DR moves forward, the links between the two regions
are likely to become even stronger. The main channels through which shocks
are transmitted are trade, financial flows, and remittances. An analysis of the
links between the two regions is particularly timely given the significant U.S.
slowdown and the resulting spillovers posing challenges for policymakers in Cen-
tral America.

Central America has both strong trade and financial sector links to the United
States. The United States is by far Central America’s main export market. Since
the early 1980s, the share of total merchandise exports to the United States has
averaged about 40 percent, ranging from about 30 percent in Nicaragua to
50 percent in Honduras. The use of the U.S. dollar as the official currency in El
Salvador and Panama, high levels of financial dollarization in some other coun-
tries of the region, and current exchange rate policies imply that changes in fi-
nancial conditions in the United States are rapidly transmitted to Central America
via interest rates. Financial sector links with the United States are further rein-
forced by rising foreign ownership of domestic banks.

Remittance flows sent by migrant workers to Central America have grown rap-
idly and now account for a large share of GDP and financial flows. With the ex-
ception of Costa Rica and Panama, remittances are sizable. In some cases, they
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dwarf foreign direct investment, ranging from 8 percent of GDP in the Domini-
can Republic to 20 percent of GDP in Honduras in 2007." Although the empiri-
cal evidence is still ambiguous, one would expect that in the short term, cyclical
fluctuations in the United States are likely to influence remittance flows while,
over the longer term, socioeconomic and institutional factors in both the host
and recipient country are likely to be dominant.

Given these links, it should be no surprise that the Central American economies
appear to be strongly influenced by cyclical fluctuations in the United States. His-
torical data show that business cycles in Central America move in the same direc-
tion as those in the United States. Based on empirical estimates discussed in
Chapter III, a growth slowdown of 1 percentage point in the United States
would typically be associated with a cyclical fall in output growth of 0.5 to
1 percentage point in most of the countries of the region, with the largest effects
being felt in Costa Rica and El Salvador. In light of this dependence, a prolonged
downturn in the United States would be expected to have significant implications
for the region.

Equity and Fiscal Policy: Income Distribution Effects of Taxation
and Social Spending

With the exception of Costa Rica, almost 50 percent of Central America’s popu-
lation lives in poverty, and the region faces high levels of income inequality. This
situation calls for appropriate public policies to improve the living conditions of
the poor. Fiscal policy in particular is at the center of this dialogue because taxa-
tion and social spending can have important effects on the market-determined
distribution of income. As Chapter IV shows, improving income distribution is
best achieved on the expenditure side, while taxes should be collected in the
most efficient way.

Central American tax systems are generally regressive, with the exception of that
in Panama. This is because of the prevalence of value-added (VAT) and sales
taxes, whose effective tax rates relative to income are higher for poorer than
richer households in most countries. However, regardless of their incidence, tax
systems in Central America have only a small overall redistributive impact, con-
sistent with international experience.

Public social spending in Central America, in contrast, is progressive relative to
income. This said, there are important differences in the incidence of various
components of social spending. Whereas spending on health and primary educa-
tion is strongly progressive, social security and public pension systems are pro-
nouncedly regressive, as is spending on tertiary education. The impact of social

“Excluding Panama and Costa Rica. Panama’s remittance inflows are insignificant. Costa Rica in turn is both a re-
cipient and host country of remittances.
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assistance transfers is mixed and generally small, given the limited resources de-
voted to them.

The combined redistributive effect of taxation and social spending is progressive
in all countries of the region, highlighting the fact that the redistributive potential
of social spending is much larger than that of taxation. However, the distribu-
tional impact of total social spending in Central America is diluted by its rela-
tively low level and, in some cases, by poor targeting, thus limiting its impact on
high pre-fiscal-policy levels of poverty.

Reforms combining efficient taxation and well-targeted spending could signifi-
cantly reduce poverty in the region. For instance, a reform that increases tax
revenues through the VAT and devotes the proceeds to social spending would
unambiguously result in an improvement in the income of the poorest house-
holds. A conservative simulation exercise shows that an increase in tax revenue
collection of 1 percent of GDP that is distributed evenly in absolute terms to all
income groups (in other words, that does not specifically target the poor) would
still increase the income of the poorest 20 percent of the population by up to
6 percent.

Central American Customs Union and Issues for Tax and
Customs Administration

In December 2007, the governments in the region’ signed a framework agree-
ment for the establishment of a Central American customs union, further dem-
onstrating that the region has embarked on a gradual but dynamic process of
deepening regional integration. The agreement defines important characteristics
of the future customs union, such as the elimination of quantitative restrictions
and charges that are equivalent to customs duties, the adoption of common legal
and normative standards, and the strengthening of the existing institutional
framework. With respect to the internal customs posts, the authorities decided to
convert them gradually into trade facilitation centers, allowing them to keep
collecting internal taxes and controlling fraud. Because taxes collected at the bor-
der will be transferred to the countries of destination, Central America opted
against a common fund, which would have distributed revenue based on a par-
ticular formula.

The framework agreement is an important first step, but a number of important
decisions are still needed regarding the customs union, especially in relation to
tax and customs administration. Chapter V reviews the international experience
in establishing customs unions, including the European Union, the South African
Customs Union, the Gulf Cooperation Council, and the Southern Common
Market (Mercosur). International experience suggests that institution building is

SThe agreement was signed by Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua.
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critical to support the process, that internal customs controls typically stay in
place for long periods after the launch of customs unions, and that there is a
need for a coherent and integrated strategy to adopt minimum legal and adminis-
trative standards.

Given Central America’s circumstances, a gradual approach to establishing the
Central American customs union appears appropriate. Such an approach could
include the following steps: (1) a free trade agreement with free circulation of
goods, which will require harmonizing technical restrictions; (2) temporary provi-
sions for sensitive goods or sectors, along with a clear definition of the role of in-
ternal customs posts; (3) a gradual convergence of the free trade agreements
signed by each country with nonmember countries, especially with respect to the
level of tariffs, convergence deadlines, rules of origin, and the volume of goods
involved; (4) the establishment of a Central American External Tariff (CET) that
is eroded as little as possible by discrepancies, asymmetries, and bilateral free
trade treaties; (5) the definition of a regional trade policy; and (6) institutional ca-
pacity building to support the entire process, based on staff training, integrated
information technology systems, risk analysis, harmonized procedures, and the
achievement of minimum standards in all key areas.

Financial Sector Development: Private Debt and Equity Markets

Financial sector intermediation in Central America takes place primarily through
the banking sector. Assets in the banking system, which amount to 80 percent of
regional GDP, are substantially higher than those of financial institutions, such as
pension funds, insurers, and mutual funds. Regional banks dominated the bank-
ing system until recently, but an increasing presence of large international banks
has changed this landscape. In line with other small developing countries, the al-
location of savings and investment via capital markets is still very limited.

As Chapter VI reveals, while public debt markets are sizable, private equity and
corporate debt markets are significantly underdeveloped. There are no equity
markets in four countries of the region (Guatemala, Honduras, Nicaragua, and
the Dominican Republic), and in the others, the markets are small and shrinking.
At end-2006, fewer than 100 companies were listed in the entire region and mar-
ket concentration was very high, with the top five companies making up, for ex-
ample, two-thirds of market capitalization in Costa Rica and Panama. Further-
more, trading in secondary markets is almost nonexistent.

The importance of corporate bond markets varies substantially in size and im-
portance across countries. Costa Rica accounts for 60 percent of all corporate
debt securities outstanding in the entire region, faring relatively well compared
with other emerging markets, followed by Panama and El Salvador. However,
most debt securities have short maturities, and banks in the region account for
the bulk of the demand. As in the case of equity markets, corporate debt markets
in the other Central American countries remain at an incipient stage.
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As regards corporate debt, these specific constraints include an unwillingness to
disclose information to the public, ample liquidity in local and foreign banking
systems, and several legal and regulatory shortcomings. For instance, in Guate-
mala, only financial institutions are authorized to raise funds in public markets.
As concerns equities, some of the key obstacles have been the predominance of
family ownership, poor corporate governance, memories of political and finan-
cial crises, and a weak institutional investor base.

There is no simple formula for the development of Central America’s private
debt and equity markets. However, a number of measures would be worth im-
plementing quickly because they are not only critical for the development of
capital markets but also important for the improvement of the business envi-
ronment in general. For example, there is substantial scope in Central America to
continue improving accounting and auditing standards as well as upgrading the
frameworks for the establishment of companies, the execution of collateral, and
the initiation of bankruptcy proceedings. More specific measures for the devel-
opment of capital markets would, at a minimum, require improvements in secu-
rity laws and regulation—which, in the case of mutual funds, asset-backed securi-
ties, and derivatives, are completely absent in some of the countries—as well as
in infrastructure, such as clearing and settlement systems.

Countries of the region are too small to support a viable securities market each in
the long run. One option could be to take advantage of existing exchanges in Co-
lombia or Mexico. Alternatively, Central America as a whole could consider de-
veloping a regional securities markets, balancing the benefits from economies of
scale against implementation and coordination costs. Developing a regionally in-
tegrated market would require the harmonization of securities laws and regula-
tions, approval and listing processes, supervision standards, disclosure norms and
corporate governance. In addition, a high degree of supervisory cooperation and
political backing would be essential to underpin efforts by securities’ exchanges
and their members to harmonize, link, or integrate their operations. As Costa
Rica, El Salvador, and Panama have already made significant efforts to move into
this direction, and considering the length of this process, it may be advantageous
for other countries to join these efforts.

The Road Ahead

Central America’s commitment to implementing economic reforms over the past
years has had significant positive results. The region has benefited from a strong
growth performance, lower public debt levels, more solid financial systems, and
improved external positions. Improved economic fundamentals and policy
frameworks in turn have led to improved credit ratings and general optimism
about the region’s economic prospects, as reflected in increased investments by
foreign companies, international financial institutions, and fund managers.

11
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Today the region is in a better position to confront adverse shocks. However, the
ongoing oil and food price shocks as well as a global and U.S. downturn will put
to the test the region’s policy frameworks and expose remaining weaknesses.
Hence, as is fully recognized by authorities in the region, further reforms will be
needed to reduce vulnerabilities and increase policy space to respond to external
shocks. Furthermore, to anchor hard-won macroeconomic stability gains, it will
be important to secure a significant reduction in poverty. The following chapters
address the issues discussed above in more depth.
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CHAPTER

Introduction

Moving Forward with Economic Integration

Dominique Desruelle and Alfred Schipke

Central America appears to be an ideal candidate for economic integration. De-
spite differences in economic development, the countries share a common lan-
guage, history, culture, and geography. At the same time, the economies are simi-
lar in terms of the size of their domestic markets and proximity to their largest
trading partner, the United States. They face similar challenges from increased
global competition in some of their key export markets (e.g., textiles) and are
prone to similar shocks in the form of natural disasters (hurricanes, earthquakes,
and volcanic eruptions) and terms of trade. With about 40 million people, Cen-
tral America accounts for about 7 percent of Latin America’s population and
about 5 percent of its total output.' With a population about equal to that of Ar-
gentina or Colombia, if the region were economically integrated, it would be in a
better position to take advantage of scale economies, coordinate large infrastruc-
ture projects to avoid duplication, and represent its economic interests effectively
at the global level.

Indeed, faced with increased global competition, Central America has been re-
sponding by accelerating both regional integration and access to global markets.
After a long period of trade liberalization and the more recent entry into force of
the free trade agreement with the United States, policymakers are moving for-
ward with the creation of a Central American customs union, and have started
negotiations on an Association Agreement with the European Union. In addi-
tion, Central America has experienced an acceleration of cross-border activities,
and more and more companies and financial institutions are operating regionally.
These welcome developments will allow Central America to improve the growth
potential of the region and significantly raise living standards. At the same time,
increased integration calls for more policy coordination and, in certain areas, the
establishment of common standards, regulations, and norms to maximize the
benefits from integration and reduce vulnerabilities.

Including the Dominican Republic, the total population of Central America makes up about 10 percent of the
population in Latin America and the Caribbean and accounts for about 6 percent of its total output.

13



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS

This chapter takes stock of Central America’s integration process, discuss recent
developments, and identify areas where more policy cooperation is warranted. In
particular, it briefly reviews Central America’s history of integration; analyzes
how far the region has advanced in the area of trade, financial sector, labor mar-
ket, and monetary integration; and highlights areas where more coordination and
harmonization might be necessary.

History of Economic Integration

Central America’s integration dates back to the nineteenth century. In fact, for a
short period, Central American countries operated as a unified region after they
gained independence from Spain (1821) and severed ties with Mexico (1823).
The Central American Republic was made up of what are now Costa Rica, El
Salvador, Guatemala, Honduras, and Nicaragua. Precipitated by efforts of the
congress of the then Central American Republic to take control of customs
revenue, the respective countries split to become separate republics in 1838.”

While the region has had strong advocates for economic integration since the
breakup, integration efforts experienced a real boost in the 1950s. This was re-
flected in the signing of bilateral trade agreements among the countries of the re-
gion and the foundation of the Organization of Central American States (1951),
and culminated with the Central American General Treaty of Economic Integra-
tion in 1960 (see Table 2.1). The latter was quite ambitious in that it envisaged
not only the creation of a free trade zone, but also the establishment of a Central
American common market. In many respects, the initial vision of integration was
very similar to the eatly integration efforts of the European Union. In 1963, the
Central American presidents even declared their intention to establish a mone-
tary union, which was followed by an agreement of the central banks in 1964 set-
ting out the procedures to establish such a union. To promote and finance eco-
nomic integration, the governments of the region established the Central Ameri-
can Bank for Economic Integration (CABEI).

Despite these initial efforts, however, integration faced substantial obstacles and
came almost to a complete standstill during the 1970s and 1980s. While this can
be explained—at least in part—by the armed uprisings in some countries of the
region,’ this period also revealed that successful integration efforts require broad-
based political support and that a road map for integration has to take into con-
sideration each country’s capacity to implement such agreements. It also high-
lighted that integration needs to be accompanied by the development of an ap-
propriate institutional capacity.

Learning from this experience, the more recent phase of integration has been
more pragmatic. Based on two regional agreements (Tegucigalpa, 1991, and

For a discussion of past integration efforts, see Larrain and Tavares (2001) and Cline and Delgado (1978).

¥The Organization of Central American States ceased to exist in 1973.
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Table 2.1. Key Regional Agreements on Economic Integration

Name Year
Organization of Central American States (San Salvador letter) 1951
Multilateral Treaty for Free Trade and Economic Integration in Central America 1958
Economic Association Treaty 1960
General Treaty for Central American Economic Integration1 1960
Central America Declaration 1963
Central American Monetary Agreement 1964
Central American Organization of States 1962
Agreement on Central American Tariff and Customs Union Regime 1984
Tegucigalpa Protocol 1991
Guatemala Protocol 1993
Central American Monetary Agreement 1999
Amendment to Tegucigalpa Protocol 2002
Treaty on Investment and Trade Services 2002
Framework Agreement for the Establishment of a Central American Customs Union 2007

Source: IMF staff.

'Costa Rica joined the treaty in 1962.

Guatemala, 1993), Central America still aims to establish a Central American
common market by fostering the free movement of trade, capital, and labor. But
the region moved away from the objective of import substitution and now em-
braces global opening. Also, in contrast to efforts in the 1960s, the process is
meant to be gradual and participation voluntary, taking into consideration the
unique circumstances of each country. The explicit goal of adopting a common
currency was dropped.

In contrast to the European Union, where integration has gone hand in hand
with the creation of supranational institutions (such as the European Commis-
sion, the European Anti-Trust Court, and the European Central Bank), Central
America’s recent integration process has largely relied on intergovernmental bod-
ies (e.g. councils). For example, the recently signed framework for the establish-
ment of a Central America Customs Union (see below) does not envisage the es-
tablishment of a supranational institution, but instead relies on national tax au-
thorities and the destination principle to distribute tariffs collected at the exter-
nal borders of the customs union.

Level of Integration and Recent Developments

Over the past few years, economic integration has advanced rapidly. At the pol-
icy level, governments have continued to move forward with trade and financial
sector liberalization. Compared with the past, though, integration is accelerating
even more rapidly on the ground, with more and more nonfinancial corporation
and financial institutions operating across borders. In addition, integration is
advancing not only among the Central American economies but also with
respect to the region’s integration into the world economy. To assess Central
America’s level of integration, the following sections review both policies and
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outcomes with respect to the different areas of integration, covering trade,
the factor markets (capital and labor), monetary integration, and institutional
development.*

Trade Integration
Multilateral Trade Liberalization

As a result of a long process of liberalization, trade integration is relatively ad-
vanced in Central America. In 1993, the region committed itself to adopting a
common trade nomenclature and in 1997 to implementing a common external
tariff. Although the pace of implementation has been uneven across countries, a
remarkable overhaul of tariff structures has taken place, bringing about a major
reduction in average collected tariffs. Today, all countries in the region have tariff
rates of less than 5 percent, which is low by international standards (see Ta-
ble 2.2). More recently, reflecting the difficulties in completing the Doha Round
on multilateral trade, with its large number of players and therefore slow progress
of negotiations, Central America has sought alternatives. After the entry into
force of the Central American—Dominican Republic—United States Free Trade
Agreement (CAFTA-DR) in 2006/07, Central America started to negotiate an
Association Agreement with the FEuropean Union in the fall of 2007, and has
sought additional bilateral trade agreements.’

Bilateral Trade Agreements

CAFTA-DR

CAFTA-DR has been an important milestone in Central America’s recent eco-
nomic integration process, boosting trade, investment, and the region’s growth
potential. The implementation of the agreement also has contributed to much-
needed institutional strengthening across a range of trade- and investment-related
areas. With its implementation in all countries except Costa Rica (El Salvador,
Guatemala, Honduras, and Nicaragua in 2006; the Dominican Republic in 2007),
the member countries benefited immediately from tariff reductions on all non-
agricultural and non-textile exports to the United States.’ In the case of products

“Regional economic integration often takes place in stages. The first stage is usually the creation of a free trade area,
in which member countries trade freely among themselves, while maintaining differential tariffs vis-a-vis third coun-
tries, followed by the establishment a customs union with a common external tariff. To avoid goods and services
from third countries entering the free trade zone via the country with the lowest external tariff, specific rules of
origin need to be in place. For a discussion of different models of customs unions in the wotld, see Chapter 5. A
common market in turn also calls for the free movement of capital and labor across countries; a full economic and
monetary union would also imply the adoption of a common currency, as in the case of the 15 countries that make
up the European Monetary Union and as envisaged by the Gulf Cooperation Council, which plans to adopt a com-
mon currency by 2010 (see Cassel and Welfens, 2003).

SThe first country in the region to do so, Costa Rica, started negotiations on a bilateral trade agreement with China
in the fall of 2007.

Tariffs on other goods will be phased out incrementally over a 5- to 20-year period.
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Table 2.2. Average Collected Import Duty Rates, 1985-2006
(In percent of total imports)

Average

1995 2000 2006 1990-95 1996-2000 2001-06

Costa Rica 7.2 2.2 1.9 8.0 3.2 2.1
Dominican Republic 12.8 14.3 4.3 15.3 12.9 7.6
El Salvador 6.5 3.0 2.8 6.0 4.0 3.0
Guatemala 8.4 4.5 3.4 7.8 6.0 4.4
Honduras 9.6 3.6 1.7 11.9 6.3 2.4
Nicaragua 4.5 3.1 1.6 10.4 3.7 2.2
Panama 9.4 7.5 7.2 11.1 8.5 7.7
Unweighted average 8.3 55 3.3 10.1 6.4 4.2

Sources: IMF, Government Finance Statistics (GFS); IMF, World Economic Outlook (WEO), April 2008.

that already had preferential access under the Caribbean Basin Initiative, the
agreement provided increased certainty by making the preferences permanent
and in certain areas, such as textiles, the agreement led to an easing of the rules
of origin. With passage of an important referendum on October 7, 2007, Costa
Rica is expected to implement the agreement in 2008 once complementary laws,
including those opening the telecommunications and insurance markets, have
been approved by congress.

Association Agreement with the European Union

Formally, the two regions decided to launch negotiations on an Association
Agreement at the European Union—Latin America and the Caribbean Vienna
Summit in May 2006. Although the Association Agreement goes substantially
beyond economic issues, the establishment of a bi-regional trade and investment
agreement is a central component. Both Central America and the European Un-
ion will negotiate as a region; the European Commission will negotiate on behalf
of the European Union (EU), and Central America will be represented by a sin-
gle spokesperson on a rotating basis from each country. It is expected that the
negotiations will be completed in 2009.”

Central American Customs Union

As mentioned above, Central America started to establish 2 common external
tariff in 1997. As a result, and prior to the implementation of the CAFTA-DR,
about 95 percent of the tariff lines were harmonized (SIECA, 2008). However,

"Central America already has preferential access to the EU on the basis of the generalized system of preferences
(GSP) and provides access to EU markets for all industrial products as well as duty-free access for some agriculture
products from Central America. The first three rounds of negotiations took place in Costa Rica (October 2007),
Brussels (February 2008), and Lima (May 2008).
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the remaining 5 percent that need to be harmonized reflect politically sensitive
items, such as agricultural products (e.g., sugar, chicken), textiles, petroleum de-
rivatives, metal products, and pharmaceuticals.®

With the signing of the framework agreement in December 2007, Central Amer-
ica is a step closer to a customs union. In the agreement, the signatory countries
(Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua) have laid out, in
broad terms, the path toward the creation of such a union. According to the
agreement, the customs union will be established in three stages: (1) the free cir-
culation of goods, (2) the establishment of a common external tariff, and (3) the
harmonization of trade-related regulation and norms such as sanitation. The
third stage would also aim to harmonize trade-related institutions. Because a
number of countries in Central America collect not only tariffs at the border
(which are relatively small) but also a large share of domestic taxes, especially
value-added taxes, the framework does not envisage the elimination of border
controls in the near future. Given limitations in the short to medium term to es-
tablishing other forms of domestic controls, a premature elimination of borders
would result in significant revenue losses. Instead, the agreement envisages con-
verting the borders into “trade facilitation centers.”

The agreement leaves open the possibility for other countries that form part of
the system of economic integration in Central America (Belize and Panama) to
join the customs union at a later stage. In May 2008, Panama announced interest
in joining the negotiations. The Council of Ministers of Economy (COMIECO)
is charged with implementing the agreement in consultation with other sectoral
councils such as the Council of Finance Ministers. The next step will be to estab-
lish a specific timetable for the implementation of the different stages.”

Central America’s Trade Structure

Central America’s trade policy has been reflected in strong trade flows with the
rest of the world, especially the United States. Today, Central America’s exports
and imports amount to about 90 percent of GDP, of which more than
40 percent is traded with the United States. However, only 1 percent of all
U.S. imports come from Central America and the region’s market share in the
United States has declined since 2003, driven mainly by competition from China
in textiles, the region’s top export to the U.S. market.

8The common external tariff consists of four basic rates: zero for capital goods and raw materials not competing
with those in Central America, 5 percent on raw material competing with those produced in Central America, 10
percent on intermediate goods not competing with those produced in Central America, and 15 percent of final con-
sumer and other goods (SIECA, 2008). The tariff structure reflects the participation of the Central American coun-
tries in the so-called Central American Common Market (CAMC). Most-favored-nation (MEN) tariffs are defined
by the Central American Customs Systems.

°0On customs administration issues, see Chapter 5.
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Table 2.3. Intraregional Trade

(In millions of U.S. dollars)

Annual Growth

(in percent)

2003 2004 2005 2006 2005 2006

Exports 3,764 4,244 4,795 5,857 13.0 22.2
Costa Rica 1,012 1,153 1,315 1,595 14.0 21.3
El Salvador 815 893 1,002 1,233 12.2 231
Guatemala 1,267 1,458 1,595 1,951 9.4 22.3
Honduras 299 328 406 505 23.8 24.2
Nicaragua 234 259 300 371 16.1 23.5
Panama 103 102 123 139 201 13.5
Dominican Republic 36 51 53 63 4.5 19.1
Imports 4,345 4,212 5,624 6,193 311 12.1
Costa Rica 483 473 536 563 13.3 5.0
El Salvador 998 1,095 1,179 1,269 7.7 7.6
Guatemala 1,251 835 1,520 1,557 82.0 24
Honduras 711 774 1,068 1,318 37.9 23.5
Nicaragua 450 528 619 763 17.3 23.3
Panama 286 330 361 430 9.2 19.3
Dominican Republic 165 176 241 293 36.5 21.6

Source: IMF, Direction of Trade Statistics.

Trade integration among the Central American countries has been accelerating,
especially over the past few years (see Table 2.3). Guatemala and Costa Rica are
net exporters to the region, with Costa Rica importing the least from the region.
Intraregional trade is diverse: food and beverages made up a little over
30 percent of intraregional trade in 2007, and a wide range of manufactured
goods were traded across the region, such as pharmaceuticals (12 percent), plas-
tics, cables and wires, and paper products.'’

Financial Sector Integration

In parallel with trade liberalization, Central America has also moved forward with
financial sector liberalization. As a result, the Central American countries have
open capital accounts, and there are no formal restrictions on the establishment
or acquisition of financial institutions by regional or foreign banks or on the right

10See Secretatiat for Economic Integration in Central America (2008).
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of nonresidents to obtain new banking licenses."" In addition, under CAFTA-
DR, the countries committed themselves to opening up the insurance market.

Despite the fact that Central America’s financial system is largely bank based
and capital markets are underdeveloped, financial sector integration has been
advancing rapidly over the past few years. Initially, local financial institutions ex-
panded regionally, establishing representative offices, branches, or subsidiaries in
neighboring Central American countries. By 2005, regional financial institutions
with local capital managed about 50 percent of total bank assets. This first stage
of integration was rather unique when compared to other parts of the world, be-
cause the presence of large financial institutions from outside the region was
more limited.

In tandem with CAFTA-DR, Central America is now experiencing a second
phase of financial sector integration with large international financial institu-
tions—such as HSBC, Citibank, Scotiabank, and others—acquiring regional and
local banks and increasing their regional presence.”” In addition, Bancolombia
(from its subsidiary in Panama) has ventured into the region, acquiring the largest
bank in El Salvador. Some local banks have expanded their operations to posi-
tion themselves against the competition from abroad.” Over the past three years,
the share of international banks has increased from less than 20 percent to al-
most 40 percent in terms of total bank assets (see Figure 2.1). This development
has been particularly pronounced in El Salvador, whose banking sector today is
now almost fully owned by large international financial institutions.

Labor Market Integration

Despite treaty provisions to foster the free movement of labor, formal labor
market integration in Central America is in its infancy." As stated in the Guate-
mala Protocol of 1993, the governments of Central America committed them-
selves to fostering the free movement of labor by putting the necessary policies
into place. So far, little progress has been made and most labor movements are
informal. More recently, however, countries with labor shortages have encour-
aged temporary cross-border movements in certain sectors. For example, labor
shortages in agriculture and housing construction in Costa Rica in 2007
prompted the Costa Rican government to provide temporary work visas to
workers from Guatemala and other Central American countries. There have
been similar arrangements between El Salvador and Honduras.

Although there are no capital account restrictions, there are some limitations, which make it more costly for for-
eign market participants to enter the domestic market. For example, in most countries foreign brokers cannot par-
ticipate in public debt auctions; they can only participate through domestic brokers.

2International banks have been present in Central America for decades, but their role and importance has changed
over time. In Panama, international banks have operated since 1904; Citibank was Panama’s fiscal agent for nearly
50 years. So far, international banks have focused on the retail but not on the wholesale or investment banking
market.

3Local banks of this kind include Banco General, Banco Industrial, LAFISE, and Promerica.

4Of course, there has been substantial migration from Central America to the United States and, as a result of the
former civil unrest in Nicaragua, a large number of Nicaraguans are working in Costa Rica.
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Figure 2.1. Financial Institutions, 2003-07
(In percent of total assets)
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Monetary Integration

Despite initial efforts, the goal of adopting a common currency was abandoned
in the early 1990s. As mentioned above, Central America’s experience of a com-
mon currency dates back to the period of the Central American Republic. After
the breakup of the Central American Republic, the integration efforts of
the 1960s initially envisaged the establishment of fixed exchange rate systems
among the Central American economies and ultimate adoption of a common
currency.” In 1963, the Central American peso was established as a unit of ac-
count with the objective of fostering trade within the region.'” Even though the
goal of adopting a common currency was abandoned and the role of the Central
American peso became insignificant, the Central American peso is still used as a
formal unit of account within regional institutions and regional import tariffs are
expressed in Central American pesos.

Instead of a common currency, the Central American countries initially opted to
peg their exchange rate to the U.S. dollar, though more recently some countries

I5References to the objective of creating a common currency appear in documents dating back to the 1920s. See
Pérez and Moreno Brid (2001).

160One Central American peso is equivalent to one U.S. dollar. Formally, the Central American Monetary Council
can change its value and determine its use.
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have been moving toward more flexible change rate systems."” As a result, today,
the Central American countries cover the whole spectrum of exchange rate sys-
tems, ranging from countries with more flexible exchange rates (Guatemala and
Costa Rica are moving toward inflation targeting, while the Dominican Republic
targets monetary aggregates) to countries with a crawling band or peg (Nicaragua
and Honduras) and to those that officially adopted the U.S. dollar (El Salvador
and Panama).

In this context, the emphasis has been to improve the effectiveness of monetary
policy in countries that have not officially adopted the U.S. dollar by strengthen-
ing central bank independence, moving toward open market operations to man-
age liquidity, and in some countries moving toward inflation-targeting frame-
works. At the same time, the countries have committed themselves to foster
gradual monetary and financial sector integration through a convergence of mac-
roeconomic policies, especially in the areas of monetary, credit, exchange rate,
and financial sector policies (see CAMC, 1999).

As integration deepens, the question of which exchange rate system might best
serve the region in the long run is likely to resurface. In addition to floating cur-
rencies, other possibilities are the introduction of a common currency or official
dollarization, that is, the adoption of the U.S. dollar as the official regional cur-
rency. A study by Kim and Papi (2005) using an optimal currency index shows
that the region has become more suitable for a dollar peg or dollarization, reflect-
ing an increase in the synchronization of business cycles and a reduction in infla-
tion differentials between Central America and the United States. Nonetheless,
the study also highlights that Central America would still be less suitable for a
common currency than Western Europe was in the 1970s. In any case, as the
European experience shows, the adoption of a common currency would require
full commitment at the political level.

Integration and Development of Regional Institutions

Institutionally, Central America has advanced substantially over the years, and
has established a number of key regional institutions (Figure 2.2.). At the highest
level is the System of Central American Integration (SICA), which brings to-
gether the countries’ presidents. In addition, there are a number of regional
councils that involve the respective sectoral ministers or financial sector superin-
tendents and are supported by their respective executive secretariats. These
councils have become the cornerstone of regional coordination efforts."

For decades, starting in the 1920s, Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua pegged their
respective currencies to that of their largest trading partner, the United States. Honduras maintained its parity for
the longest time, until 1990. The Dominican Republic used the U.S. dollar as legal tender between 1905 and 1947.

18Formally, the Council of Ministers of Economic Integration (COMIECO), which comprises the respective minis-
ters of economy or commerce, is responsible for all integration-related issues in consultation with the respective
sectoral ministers.
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Figure 2.2. Regional Institutions of Economic Policy Coordination
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Source: IMF staff.

Note: The figure is illustrative and does not necessarily reflect the formal legal structure. The degree of policy
coordination is classified as: "none," "some," and "high."

Areas for Increased Policy Coordination

As Figure 2.3 summarizes, Central America is already highly integrated in trade
and to quite some degree in the financial sector as well. As economic integration
deepens, there is a need for more coordination of policies and, in certain areas,
the harmonization of regulation, supervision, and norms. These efforts will
maximize the benefits of integration while reducing integration-related vulner-
abilities. At this juncture, both fiscal policy and financial sector regulations and
supervision are of particular importance.

Trade Integration and Fiscal Policy Coordination

Despite the growth of regional arrangements, the largest benefits of trade liber-
alization materialize in a multilateral context. The completion of the Doha trade
round is, therefore, still the most important vehicle for promoting strong global
growth and sustained poverty reduction, and although Central America’s regional
and bilateral trade arrangements are expected to be beneficial, they need to be
viewed as a step toward multilateral opening.

Trade liberalization, however, requires complementary reforms to maximize the
benefits from increased trade. For Central America to fully benefit from trade
liberalization, complementary and productivity-enhancing reforms are needed to
ensure that resources are reallocated and lead to productivity increases in the face
of new trading opportunities. In particular, there is substantial scope for improv-
ing institutions, the business environment, property rights, the rule of law, and
corporate governance. At the same time, the reforms need to be accompanied by
increased labor market flexibility and significant investment in human capital.
This will ensure that resources can move to the most productive sectors.
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The implementation of CAFTA-DR, the establishment of a customs union, and
an Association Agreement with the European Union will provide additional eco-
nomic benefits to the region. However, increased trade integration might be as-
sociated with revenue losses, at least in the short term, and may lead to further
harmful tax competition to attract foreign investment. This would be detrimental
to most countries in the region, given their low revenue-to-GDP ratios (ranging
from 12 percent in Guatemala to 18 percent in Honduras) and the need to raise
tax revenue to address social needs and fight poverty.

Faced with these challenges, there is need for more fiscal coordination, in addi-
tion to strengthening tax systems at the national level. Although the Central
American Council of Finance Ministers (COSEFIN) was established only
in 2000, it has already taken a number of important steps to forge common posi-
tions and foster policy coordination. In the area of fiscal incentives, it undertook
a stocktaking exercise by developing a matrix of existing tax incentives.”” At its
meeting in March 2008, it approved an important policy framework for a re-
gional convention on good practices on tax incentives, emphasizing transpar-
ency, avoidance of tax competition within the region, and coherence with World
Trade Organization (WTO) obligations.” Other areas of recent successful coop-
eration have been in the development and approval of model legislation for
(1) transfer prices, (2) thin capitalization to reduce the risk that companies will
use debt to avoid taxation, and (3) double-taxation treaties. In addition, as a re-
sult of the coordination among Central American ministers, the framework
agreement for a customs union now includes provisions that will protect the col-
lection of internal revenue at the border.”

These are important steps. In the future, there may also be merit in considering

convergence of specific taxes to avoid contraband and the definition of common
principles (e.g., minimum rates) for other indirect taxes.

Financial Sector Coordination and Harmonization

Increased financial sector integration is a welcome development. The formation
of regional conglomerates and cross-border lending in Central America allow fi-

YAlso, given the region’s commitment to establishing a customs union, COSEFIN created a working group of di-
rectors of tax and customs administrations to design an implementation plan that would take into account the ex-
periences of other customs unions in the world to protect the low revenue base.

2lnitially, the convention would include El Salvador, Guatemala, Honduras, and Nicaragua, with an option for
Costa Rica to join at a later date.

2Ministers are working together to evaluate the benefits and requitements of implementing medium-term expendi-
ture frameworks (MTEFs). MTEFs are an important mechanism to impose fiscal discipline on spending ministries,
develop and communicate strategic spending priorities to the public, and allow for budget efficiency.
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nancial institutions to take advantage of scale economies and therefore reduce
funding costs, which in turn fosters investment and growth. At the same time,
companies and households have more opportunities to diversify risk, making
them less vulnerable to adverse shocks. The recent expansion of activities by in-
ternational financial institutions in Central America is an additional positive de-
velopment, because it could foster the dissemination of international standards in
terms of capitalization, risk management, and corporate governance, and could
generate greater competition in the provision of financial services. In some coun-
tries, the increased presence of international institutions has also led to an accel-
eration of the consolidation process of locally based financial firms. The increas-
ing presence of international institutions therefore has the potential to further
improve the efficiency and stability of the Central American financial systems.

However, the increased presence of global banks could exacerbate latent vulner-
abilities. They could expose the region to large fluctuations associated with de-
velopments abroad, or lead to volatile capital flows if global banks engage in
cross-border treasury operations. Access to deep funding pools could contribute
to lengthening credit booms and increasing credit dollarization. Finally, these
banks may create risky financial positions that are difficult to evaluate, reduce
transparency of consolidated operations, and possibly segment the credit market
leaving local banks with riskier positions (Medeiros and others, 2008). As interna-
tional banks apply standardized credit evaluations, small and medium-sized com-
panies might face more difficulties in obtaining credit, given the lack of adequate
information on the operations of such institutions. This calls for an improve-
ment of accounting standards and increased transparency. Yet the arrival of in-
ternational institutions also could lead to a significant increase in consumer lend-
ing, which would need careful monitoring.

Therefore, to minimize integration-related vulnerabilities, more coordination
and, in certain areas, harmonization is needed. In the case of regionally operating
institutions, there is a risk of regulatory arbitrage—that is, efforts by institutions
to exploit differences and loopholes in regulation across countries and the trans-
fer of risks to less supervised areas. To overcome this risk, Central America
needs to move toward the convergence of prudential standards (capital adequacy
ratios, for example, range from 8 to 12 percent), regulation, and supervision (see
Table 2.4). The regional Council of Financial Sector Superintendents has initiated
a number of projects to address some of the more immediate supervisory issues.
For example, in September 2007, the members of the council signed a regional
memorandum of understanding (MOU) to foster consolidated supervision of re-
gional institutions, which now needs to be implemented. In addition, the council
has initiated a project to assess the implications of the surge in assets managed by
international banks. The project analyzes the potential challenges for local super-
visors and identifies appropriate prudential responses. Also, the project assesses
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Table 2.4. Reserve and Prudential Requirements
(In percent)

Reserve Requirements Liquid Asset Requirements

Capital Domestic Foreign Domestic Foreign

Requirements currency currency currency currency
Costa Rica 10.00 15.00 15.00 - -
El Salvador 2 12.00 ~22.00 n.a. 6.00 n.a.
Guatemala 10.00 14.60 14.60 none none

Honduras 10.00 =9.00° 12.00 9.00 ~19.00*
Nicaragua 10.00 16.25 16.25 - -
Panama® 8.00 none n.a. 30.00 n.a.
Dominican Republic 10.00 20.00° 20.00 none® none

Sources: Country authorities; and IMF staff.

1Liquidity requirements are 25 percent for current account deposits and 20 percent for savings and term deposits. At present,
the weighted average requirement is about 22 percent. In mid-2008, and as a precautionary measure in the run-up to the 2009
presidential and congressional elections, banks were required to hold an additional 3 percent as liquid reserves abroad. After
official dollarization, reserve requirements were substituted by remunerated liquidity requirements.

%E| Salvador and Panama are officially dollarized economies.

*While domestic currency reserve requirements are 12 percent, for banks that direct 80 percent of their lending to the "produc-
tive" sector (i.e., neither consumer nor commercial loans), reserve requirements are 7 percent. Currently, the effective rate is
about 9 percent.

4Foreign currency liquid asset requirements are 24 percent, however, banks that have 70 percent of their foreign currency loan
portfolio in the "productive" sector are required to hold 14 percent in liquid assets (as of November 2008). The effective rate is
about 19 percent.

®Includes cash in vault (up to a maximum of 5 percent of liabilities subject to reserve requirements).

A compulsory investment requirement is being phased out gradually, which accounted for less than US$8 million at end-
September 2008.

whether the changed access to foreign liquidity will have implications for the sta-
bility and volatility of cross-border capital flows.”

Given the potential risks of spillovers from local institutions that operate region-
ally, stress in the banking system of one country could quickly be transmitted to
others in the region. Although there is scope in Central America to improve bank
resolution frameworks at the national level, increased emphasis also should be
placed at the regional level on arrangements for crisis management and mecha-
nisms for early coordinated intervention of regionally operating institutions.

The Central American Monetary Council has made substantial progress in a
number of areas to facilitate financial sector integration. For example, to foster
financial market integration, in 2007, countries in the region signed an agreement
creating a regional payment and security exchange settlement system. In addition
to creating a regional platform, the agreement will further strengthen the
respective national payment systems.”

Although the banking system is well developed and integration is advancing rap-
idly, domestic capital markets are underdeveloped and remain segmented in

22For a detailed discussion about the benefits and challenges of the entry of international financial institutions in
Central America, see Medeiros and others (forthcoming).

ZAs of August 2008, El Salvador, Guatemala, and the Dominican Republic have signed the agreement. For the
agreement to become effective at least three countries had to ratify it.
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terms of currency, creditworthiness, regulation, restrictions on domestic institu-
tional investors, and the absence of a regional exchange. The development of
capital markets in Central America presents a challenge given the lack of poten-
tial scale economies, a limited local investor base, and high transaction costs. The
development of a regional market could potentially overcome some of these limi-
tations and entail benefits for both investors and issuers in terms of better risk
diversification and more efficient allocation of capital allocation, as well as
greater access to regional savings.

The establishment of such markets would be more long term and require first a
conversion of standards and regulation and potentially the creation of a regional
trading platform or a regional exchange. Because public debt markets are better
developed than equity and corporate debt markets, which are almost nonexistent,
the first priority would be to advance in this area. Jointly, the Central American
Monetary Council and Council of Finance Ministers have taken initial steps to
harmonize public debt market standards and debt management practices. This
project has already led to some advancement in establishing common market
conventions and calculation standards, adopting standardized securities in new
issuance, and building consensus toward analytical approaches.” Progress, how-
ever, has been varied across the region, and much remains to be done. With re-
spect to equity and corporate bond markets, in 2006, Panama, Costa Rica, and El
Salvador signed an agreement to establish a regional exchange with the objective
of creating a regional capital market. In addition, the exchange and securities su-
perintendents signed an MOU in 2007 to promote the harmonization of norms
and legislations and to encourage the sharing of comparable information as well
as to announce the establishment of a regional executive secretariat.

Increased integration, both among the Central American economies and with the
rest of the world, will further aid macroeconomic policy coordination. As the re-
cent oil and commodity price hikes demonstrate, Central America faces common
shocks. In addition, spillovers from strong linkages with the United States (via
trade, the financial sector, and remittance flows) call for similar policy responses
across countries.” Faced with these common shocks, the respective regional
councils are well placed to deepen their analysis of common challenges and in-
creasingly discuss the merits of different policy responses.

Improved Macroeconomic Data and Harmonization of Statistics

Deepening economic integration, increased access to global financial markets,
and corresponding stronger linkages across countries call for the provision of
timely, comparable, and adequate macroeconomic statistics to ensure sound eco-

2#For a discussion of the development of capital markets, see Chapter 6 and Shah (2007).
25See Chapter 3 on linkages between Central America and the United States.
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nomic policymaking and continued investor confidence. Despite statistical defi-
ciencies in a number of areas, Central America has a good track record in im-
proving macroeconomic statistics at the country level and has embarked on three
large multiyear projects to improve monetary and finance, fiscal, and external sta-
tistics (see Appendix 2.1). Improving macroeconomic statistics in these areas re-
quires commitment at the highest level, appropriate resources, continuous in-
vestment in human capital, and a medium-term perspective. Once sufficient pro-
gress has been made in these areas, there would be additional scope to harmo-
nize national accounts data as well.

Conclusions

Responding to increased global competition, Central America’s regional integra-
tion is advancing rapidly both with respect to policies and on the ground. Be-
cause the countries share many characteristics in terms of size, proximity to the
United States, history, and language, they appear to be well positioned to benefit
from increased integration. In addition to being able to take advantage of scale
economies and specialization, a unified region with almost 40 million people
would be able to represent its economic interests more effectively at the global
level than the individual countries would.

Reviewing the different areas of economic integration ranging from trade, factor
markets, and the monetary sector, not surprisingly, Central America has ad-
vanced the most in the area of trade, with respect to both intraregional trade and
the global economy. This advance reflects a long process of trade liberalization
that culminated in the implementation of CAFTA-DR. Increased trade integra-
tion and Central America’s objective of moving forward with the establishment
of a customs union and an Association Agreement with the European Union re-
quire more fiscal coordination, among other things, to avoid harmful tax compe-
tition and minimize the impact of the fiscal implication of further trade liberaliza-
tion. As trade integration increases, there might also be scope for the conver-
gence of specific taxes to avoid contraband and the adoption of a common
framework for other indirect taxes. Although only recently established, the Cen-
tral American Council of Finance Ministers has become a crucial forum to foster
tiscal coordination.

Despite the fact that Central America’s financial systems are largely bank based
and capital markets are underdeveloped, financial sector integration has also ad-
vanced rapidly over the past few years. The first stage of financial sector integra-
tion was dominated by the expansion of regional institutions with local capital,
but Central America is now experiencing a dramatic surge in the arrival of inter-
national banks. This will foster the dissemination of international standards in
terms of capitalization, risk management, and corporate governance, and will ex-
pose Central America’s local institutions to more competition. At the same time,
it presents challenges potential challenges in terms of both supervision and regu-
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lation. Authorities at the regional level have already initiated a number of projects
to address some of these issues (such as the regional memorandum of under-
standing for consolidated supervision of regionally operating banks) and are cur-
rently assessing the challenges for local supervisors, regulatory frameworks, and
prudential requirements.

Successful integration also calls for appropriate institutions to foster the ex-
change of information, promote policy coordination, and facilitate the adoption
of common standards, regulations, and norms. In the key area of economic poli-
cies, Central America is substantially advanced in that it has appropriate regional
forums for finance ministers, central bank presidents, ministers of economy and
trade, and financial sector superintendents, as well as their corresponding execu-
tive secretariats, including the Secretariat for Economic Integration in Central
America (SIECA). As integration continues to move forward, these institutions
will play an increasingly important role, spearheading policy coordination and
standardization.

Moving forward with increased regional and global integration will bring sub-
stantial benefits to Central America. However, the process should be accompa-
nied by appropriate improvements in policy coordination and the adoption of
common regulations, standards, and norms to maximize benefits and minimize
integration-related risks.

Appendix 2.1. Harmonization of Macroeconomic Statistics

Central America has made significant efforts in recent years to improve data
quality and provision at the national level, with a view to ensuring sound eco-
nomic policymaking and fostering investor confidence. Despite the progress so
far, statistical deficiencies remain, with uneven data quality across sectors and
countries. Outdated methodologies, poor source data, and inconsistency across
sectors affect countries to different degrees, hampering policy formulation and
monitoring. Deepening economic integration, increased access to global financial
markets, and corresponding stronger economic linkages across countries imply
that the provision of both timely and adequate statistical information becomes
ever more important and call for the harmonization of statistics to ensure com-
parability across countries. To address some of these shortcomings, the Central
American countries have embarked on three large regional projects to harmonize
monetary and finance, fiscal, and external statistics.

Monetary and Finance Statistics

Mirroring Central America’s integration efforts, in 2006, the region initiated the
first project to harmonize monetary and finance statistics. The focus of the pro-
ject has been to (1) improve existing monetary and financial statistics compilation
systems; (2) expand coverage by gathering data from all the major financial insti-
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tutions in the region, including offshore banks and other financial intermediaries,
such as pension funds, insurance companies, and investment funds; and
(3) define common classification and valuation criteria for financial instruments
and economic sectofs.

The first stage of the project was completed in 2007, and all Central American
countries, including Panama and the Dominican Republic, now have harmonized
systems in place for compiling monetary and financial statistics based on the
standardized report forms for monetary data. The second stage of the project is
expected to conclude in mid-2008 with the dissemination of harmonized mone-
tary statistics by the national authorities and on the website of the Central
American Monetary Council.

This harmonization project is rather unique in that it is comparable only to the
efforts to achieve statistical harmonization in the European Union. This experi-
ence has not only become the model for the new Central American harmoniza-
tion projects in the fiscal and external sectors (see below) but could also become
a model for other regions in the world. Also, the Central American authorities
are considering expanding the project to a third stage, which would cover the
compilation of data for other financial corporations (insurance companies, pen-
sion funds, etc.) and the derivation of the matrices to support the balance sheet
approach to debt vulnerability analyses.

Fiscal Statistics

Given the current state of fiscal statistics, characterized among other things by
differences in institutional and transaction coverage, compilation methodologies,
and data sources, in 2008, the Council of Finance Ministers initiated a project to
harmonize government finance statistics. A major benefit of the project will be
the compilation and dissemination of homogeneous data for all countries in the
region, using an analytical framework to facilitate the monitoring of fiscal policy
across countries and allow for international comparisons.

The project has two main components: (1) compilation and dissemination of
sub-annual and annual government finance statistics using the IMF’s Government
Finance Statistics Mannal 2001 (GFSM 2001) format; and (2) preparation of a de-
tailed migration plan to gradually adopt the full GFSM 2007 methodology and
develop new or improved data sources. The first component of the project will
rely on available data sources to compile government finance statistics (GFS)
data according to the GES Yearbook Questionnaire, the High Frequency Questionnaire,
and a simplified public debt template. The second component would require a
diagnosis of current GFS compilation and dissemination practices, identification
of institutional data gaps, and the elaboration of specific steps and a timetable to
implement the GFSM 2007 methodology gradually. The initial phase of the will
take longer and may require the development of subsequent projects and detailed
action plans at a larger stage.
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External Statistics

Increased cross-border financial flows, especially as they relate to portfolio and
foreign direct investment as well as remittances, require an improvement of ex-
ternal statistics (among other things). This will improve not only the effective-
ness of policy analysis but also the monitoring of financial external vulnerabili-
ties. The Central American countries recognize this and have therefore embarked
on a regional project to harmonize and improve external sector statistics. Al-
though compilation systems for external sector data are diverse across the region,
there is potential to produce of a common set of external sector statistics. Their
harmonization will enable data comparison across different countries and prepa-
ration of regional external sector statistics. The project should establish the basis
for improved quality and consistency of macroeconomic statistics prepared by
national statistical agencies through common statistical definitions.

The project is aimed at the compilation of comprehensive and consistent exter-
nal sector statistics region-wide, bringing together internationally accepted core
principles, standards, and practices for compilation and dissemination, in line
with the fifth edition of the Balance of Payments Manual (BPMS5). The project is
composed of the following steps: (1) development of harmonized compilation
systems for balance of payments statistics and international investment positions;
(2) improvement in the coverage of external sector statistics through collection
of data for most relevant items, including trade, remittances, income account,
portfolio investment, and direct investment, where applicable; and (3) improve-
ment of data consistency across macroeconomic statistics produced by national
statistical agencies, using agreed-upon common definitions of financial instru-
ments, economic sectors, and valuation criteria, among others, in all counttries.

Compared with monetary and fiscal statistics, one of the main challenges for im-
proving external sector statistics is that they rely to a greater extent on private
sector information.” As an important prerequisite of data quality, the authorities
should evaluate the current underpinning of national legal frameworks that sup-
port data collection from the financial and nonfinancial private sector for
statistical purposes. It is expected that quarterly statistics on the international in-
vestment position and external debt statistics could become available for all
countries in the region in 2010.

20Unlike government finance and monetary and financial statistics, which regulatly rely on administrative data, the
Central American countries could consider whether balance of payments statistics should be compiled at the in-
traregional level. However, it may be advisable to leave this resource-intensive taks for a later stage, once external
sector statistics are fully harmonized.
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CHAPTER

Central America's Regional Trends and
3 U.S. Cycles

Shaun K. Roache

Introduction

The economies of Central America share a close relationship with the United
States, with considerable comovement of GDP growth over a long period of
time. The open nature of the region’s economies, combined with the geographi-
cal proximity to the United States, have produced a number of transmission
channels through which U.S. cyclical fluctuations can affect Central America.
The trade channel is particularly important, with more than half of all the re-
gion’s merchandise exports over the preceding five years destined for the United
States, up from about one-third in the late 1990s. Other possible channels in-
clude the financial sector, and remittance flows from migrant workers in the
United States, which accounted for 14 percent of regional GDP (excluding Pa-
nama) during 2006.

Figure 3.1 suggests that Central America and the U.S. economy are moving in
tandem, but just how dependent is growth in the region on the United States? Is
some part of the economic cycle uniquely Central American? If not, what ex-
plains the periods during which certain economies appear to have decoupled
from the United States? These are some of the questions addressed in this chap-
ter. An analysis of the linkages between the two regions is particularly timely
given the protracted U.S. growth slowdown, which could pose challenges for
policymakers in Central America. After a short description of the stylized facts
about the economic linkages between Central America and the United States, the
following analysis uses the common cycles method of Vahid and Engle (1993) to
provide some answers to these questions.'

"The common cycles method of Vahid and Engle (1993) applies the insights of cointegration to the analysis of sta-
tionary, or in this case, cyclical economic data.
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Figure 3.1. GDP Growth, 1970-2006
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Sources: IMF, International Financial Statistics ; and author's calculations.
"Weighted average excluding Nicaragua and Panama.
2Residuals from an ordinary least squares (OLS) regression of country GDP growth on U.S. GDP growth.

Stylized Facts

Commonly, three channels of transmission are thought to explain the close eco-
nomic relationship between Central America and the United States: trade, finan-
cial flows, and remittances.

Trade Linkages

Trade is likely to be the most important linkage. Since the early 1980s, the share
of total merchandise exports from the region as a whole to the United States has
averaged about 40 percent, ranging from 27 percent in Nicaragua to 53 percent
in Honduras (Figure 3.2).” The second largest share is exports to other Central
American countries, which has averaged about 20 percent over the same period.
Do exports to the region help to diversify exposure away from the U.S. econ-
omy? The answer would be “yes” in two circumstances: either there is a unique
Central American business cycle or there is divergence in the long-run rate of
trend growth between the region and the United States, an issue that will be ex-
plored below. The two possibilities would have very different implications for
both the behavior of exports and the overall economy given that exports ac-
counted for 20 percent of regional GDP in 2006.

’The figures in this chapter refer to exports of goods and exclude services. Services are an increasingly important
component of exports for some countries, particularly for economies with a large and developing tourist industry
such as Costa Rica.
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Figure 3.2. Destination of Exports, 1986 Q1-2007 Q2!
(Percent of total exports)
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Financial Linkages

Financial linkages are important, owing in part to the high—albeit varying—
degrees of dollarization across Central America. Given that many transactions
take place in U.S. dollars, financial conditions in the United States and the region
should share some similarities, most obviously in terms of interest rates. The ob-
vious rejoinder is that real interest rate parity, as described in theory, has little
evidence to support it, in spite of open capital accounts.’ Indeed, complete inter-
est rate synchronization rarely holds between Central America and the United
States, even for officially dollarized economies such as El Salvador and Panama,
reflecting some frictions and other imperfections in the financial sector.

Another, more direct linkage with U.S. financial conditions is through external
debt. The debt owed to foreign banks that report to the Bank for International
Settlements (BIS) by Central American borrowers from all sectors (excluding
Panama) accounted for about 15 percent of GDP at the end of 2006.* Although
only 3 percent of GDP was directly owed to U.S. banks, the remainder was also
likely to be U.S. dollar denominated, given the pattern of trade flows (Figure 3.3).
In addition, loans with a maturity of less than one year—on which interest rates
are set frequently and therefore reflecting prevailing global financial conditions—
account for almost half of outstanding claims by BIS banks on Central America.

Foreign ownership of domestic banks, that is, ownership of domestic banks by
institutions from outside of the region, may also introduce spillovers, particularly
if these institutions take a global view of their portfolio and formulate their poli-
cies on the basis of financial conditions in their home economy. The degree of
foreign ownership varies widely across the regions from less than 15 percent in
Guatemala to more than 90 percent in El Salvador.” However, the large-scale en-
try of foreign banks is still a relatively new development, so it is not yet clear how
financial sector linkages will be affected.

Remittances

Remittance flows sent by migrant workers to Central America have grown rap-
idly in recent years and, for some countries, now account for a significant share
of GDP and rival or even dwarf foreign direct investment (FDI) as a source of

3These results have been based largely on short-horizon data. Recent work (see Chinn and Meredith, 2005) suggests
that the relationship may be stronger for long-term interest rates.

#These figures exclude Panama because of the scale of that financial system’s offshore activities. These figures also
exclude local lending by foreign banks that have acquired a presence in domestic banking systems.

SEven before the large-scale entry of foreign banks, financial sector integration had gained momentum over the past

few years, as some regional institutions that originally focused on the home market expanded regionally (see
Morales and Schipke, 2005).
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Figure 3.3. External Debt Owed to BIS-Reporting
Foreign Banks by Domicile
(Percent of GDP, 1995-2006)
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Table 3.1. Comparing the Size of Remittances, 2006

Percent Percent of
Billions of Change Since FDI Exports of
U.S. Dollars 2000 GDP inflows G&S
Costa Rica 0.5 n.a. 2.3 74 4
El Salvador 3.3 89 18.1 667 69
Guatemala 3.6 541 10.2 1,111 66
Honduras 2.2 n.a. 25.0 774 60
Nicaragua 0.7 105 12.2 235 28

Sources: National authorities; IMF, International Financial Statistics (IFS); and
author's calculations.

external financing (Table 3.1). Over the long term, socio-demographic and insti-
tutional factors in the host and recipient countries are likely to have a dominant
influence.’ In the short run, it would, however, be reasonable to presume that
cyclical economic conditions in the host country would influence these remit-
tance flows.

The empirical evidence, however, is somewhat ambiguous. Evidence from
Roache and Gradzka (2007) suggests that remittances may not have been an im-
portant source of spillovers from the United States until now. This, of course,
could be the result of weaknesses in the remittances data. It could also be due to
migrant workers “smoothing” their remittance flows, for example, by sending a
fixed U.S. dollar amount each month or quarter, irrespective of income
fluctuations, at least within reason. Alternatively, immigrants might attach more
weight to being employed than to the wage received, and thus are less likely to be
unemployed (other things being equal) than their native-born counterparts.

Literature Review

The relevant literature for this chapter relates to the existing studies on Central
American economic linkages and the ones that focus on the applications of the
codependence methodology to business cycles.

°For a survey of theoretical models that describe remittance behavior, see Rapoport and Docquier (2005).
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Central America Linkages

Although the results from global and broader regional studies indicate that Cen-
tral America is one of the more globally integrated regions of the world (see Des-
ruelle and Schipke, 2007), little work has been done specifically on intraregional
integration. One of the most comprehensive studies is Fiess (2007), which meas-
ures business cycle synchronization within the Central America region and sensi-
tivity to the United States initially using simple correlations of band-pass filtered
GDP data from 1965 to 2002. There is evidence of a close relationship among
Costa Rica, El Salvador, Guatemala, and Honduras and between this group and
the United States, suggesting that a significant portion of variability is being
driven by external factors. The other two countries, Nicaragua and Panama, ex-
hibit low or even negative correlations in most cases. Controlling for the com-
mon effect of the United States causes correlations to decline, although they re-
main fairly high between Costa Rica and Guatemala (0.48), Costa Rica and El
Salvador (0.41), and Guatemala and Honduras (0.42).

The study also presents coherence measures over assumed business cycle fre-
quencies of 6 to 32 quarters for Central America using industrial production and
other monthly indicators from the 1995-2003 period. These results tend to con-
firm those from simple correlations. Business cycle synchronization was highest
between Costa Rica and El Salvador (0.53), El Salvador and Guatemala (0.53),
El Salvador and Nicaragua (0.51), and Honduras and Nicaragua (0.55). Compar-
ing the CAFTA-DR (Central American-Dominican Republic Free Trade Agree-
ment with the United States) trade blocs to others, it was shown that intra-
CAFTA-DR coherence was lower than that seen within NAFTA (North Ameri-
can Free Trade Agreement) and the European Union but similar to that within
Mercosut.

Kose and Rebucci (2005) estimate country-specific vector autoregressions for
five Central American economies, the Dominican Republic, and Mexico using
data from the period 1964-2003. Six shocks are assumed to drive business cycle
dynamics, three domestic and three external. The domestic variables include real
GDP growth, the consumer price index (CPI) inflation rate, and the trade bal-
ance—to-GDP ratio. External variables include U.S. real GDP growth, a measure
of the ex post U.S. real interest rate, and the ratio of oil to nonfuel commodity
prices (a proxy for the terms of trade). External shocks accounted for one-third
of output variance, with a wide range across economies from Costa Rica (67 per-
cent) and Guatemala (55 percent) to the Dominican Republic (10 percent) and
Nicaragua (18 percent).

Kose and Rebucci (2005) also present multicountry vector autoregressions
(VARs) using GDP growth rates for the United States, Mexico, and the same six
regional economies above, to assess the importance of regional shocks. The
block recursive structure placed the United States and Mexico in the first block,
the five Central American countries in the second, and the regional economy of
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interest in the final block. With this set-up, NAFTA shocks explained an average
of 22 percent of output variance for regional economies, with Honduras
(34 percent), Costa Rica, and El Salvador (both at 26 percent) showing most sen-
sitivity. Regional shocks were more important, explaining on average one-half of
output variance, with the range across countries much tighter. Domestic shocks
explained the remainder (24 percent), with the Dominican Republic and Nicara-
gua most affected by idiosyncratic disturbances.

Common Business Cycles

Cerro and Pineda (2002) apply the codependent approach to investigate real out-
put trend and cycle dynamics for 11 Latin American economies using quarterly
constant price GDP data from 1960 to 2000." Tests indicated the existence of
seven common trends and four common cycles, allowing the decomposition into
trend and cycle components. The correlations of the cyclical components show
that correlations across the region peaked in the 1970-80 decade, declined
through 1980-90, but have been rising since then. Although intraregional corre-
lations appear high compared to the results from other studies (often above 0.5),
there was little evidence that either Chile or Mexico were influenced by the
common regional cycle.

Hecq, Palm, and Urbain (2006) test for the presence of comovements in annual
GDP series for five Latin American countries—Brazil, Argentina, Mexico, Peru,
and Chile—for the period 1950-1999. The main purpose of this study is to de-
velop a test for strong and weak form reduced rank structures, with the first re-
ferring to the existence of common cycles within first-differenced data and the
latter within first differences adjusted for long-run effects. They find evidence for
two to three cointegrating vectors and three codependent vectors (of each kind,
strong and weak form), depending upon the specification, indicating linkages
across the economies. The reduced form restrictions implied by a common
cycles structure also appear to improve model accuracy, on the basis of root
mean-squared errors.

Hecq (2005) uses annual GDP data from the period 1950-2002 for six Latin
American countries (Brazil, Chile, Colombia, Peru, Mexico, and Venezuela), and
finds three common trends and three common cycles. This paper provides an
innovation by using an iterative approach to improve the performance of the
Johansen test in small samples, and concentrates more on the method than the
results.

"Countries include Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Mexico, Paraguay, Peru, Uruguay, and Ve-
nezuela. Imports were used to interpolate the GDP series when quarterly data were not available.
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Data and Common Cycle Methodology

The data used for the analysis is annual real GDP from the period 1950-2006 for
six Central American countries—Costa Rica, El Salvador, Guatemala, Honduras,
Nicaragua, and Panama—and the United States. The data are taken from the
IMY’s International Financial Statistics and, for earlier periods, the Penn World Ta-
bles. Summary statistics for this data in annual percent changes are presented in
Table 3.2 with a more detailed summary in Appendix Table 3.A1. For advanced
economies, much use has been made of quarterly data; although these data are
usually preferable for analyses of business cycles, it remains difficult to obtain
data at this frequency that is both compar