DOCUMENT OF INTERNATIONAL MONETARY FUND AND FOR OFFICIAL USE ONLY

SM/05/196

June 3, 2005

To: Members of the Executive Board
From: The Secretary
Subject: Central America—Selected Regional Issues

The attached paper on selected regional issues in Central America, together with the paper on
structural foundations for regional financial integration in Central America (SM/05/175,
5/18/05) and a background paper covering issues raised in the main report (SM/05/175,

Sup. 1, 5/18/05), is now tentatively scheduled for discussion in an informal Board seminar on
Monday, June 20, 2005. Issues for discussion appear on pages 11-13. There will be no gray
statements and no concluding remarks for this discussion.

The staff proposes the publication of this paper in the Occasional Paper series after the
informal Board seminar.

Questions may be referred to Mr. Schipke, WHD (ext. 34569).

This document will shortly be posted on the extranet, a secure website for Executive
Directors and member country authorities.

Att: (1)

Other Distribution:
Department Heads






II.

I1I.

IV.

June 2, 2005
Contents Page

Introduction and OVETVIEW ..........cccueiiiriiriirieieeiesieete ettt sttt sttt et nbe e saeens 3
Macroeconomic Implications of CAFTA-DR ......cccooiiiiiiiiiiiieeeeeee e 14
AL TITOAUCTION ...ttt ettt 14
B. Implications for Trade and Investment FIOWS ..........ccceoiiiiniiniininiinienccceee 18
C. Implications for Economic Growth and Welfare...........c.cccccveeviiiiniiiinciiieie e 29
D. Could CAFTA-DR Help Reduce Poverty in the Region? ............cccceevieviieniinenenne. 35
E. CAFTA-DR’s Potential Impact on Macroeconomic Volatility and the

Co-movement of Business CYCIEs .......ccciiriieriiiiiiiiieeie et 39
F. CONCIUSIONS ..ttt ettt b e st e e s 50
Trade Liberalization and Tax Coordination.............cccecieriieiiiniiiinieiieeseeeeee e 70
AL INEEOAUCTION ... .eiiiiiie ettt ettt e et e e abe e e tbeeestsee e abeeesaeeeaseeesaeeans 70
B.  Structure and Trend of Tax Revenues in Central AmMerica.........c.ceecveeevveeveenreennnenne. 71
C. Estimating the Loss of Tax Revenue from CAFTA-DR .......ccccociiiiiiniiiiniininns 76
D. Dealing with the Revenue Impact of CAFTA-DR .......cccoooviiviiiiiiiiieeeeeeee 81
E. CAFTA-DR and Issues of Tax Coordination .............cccceeeeeuveeecrieeniieeenreeenveeeeevee e 86
F. CONCIUSIONS ..ttt ettt st 90
Fiscal Sustainability: A Value at Risk Approach ..........cccccceeeiiviiiiniiiiiieniecieceeeeeeeee, 95
Y 113 (oY L1 [o o) DR PRRRPSRRPRO 95
B.  Analytical Issues and the Traditional Sustainability Approach............ccccccveeuveennnnne. 97
C. Modeling the Debt-to-GDP Ratio Using VaR .........ccccooeriiiiiiiniiniiiiiinicicee 100
D.  Assessment Of POIICY OPtioNns .......ccccecvieriiiiiieriieiienie et eee e eree v 107
E.  CONCIUSIONS.....eiiiiiiiiiieciee ettt et et e et e e e e e tae e e e e e ssbeeeesseeeseseeennseeas 108

INTERNATIONAL MONETARY FUND
Central America: Selected Regional Issues
Prepared by WHD in Collaboration with other Departments

Approved by the Western Hemisphere Department



VL

VIL

VIIL

Regional Integration and Exchange Rate Arrangements..........cc.coceevierieneinienieneeniennenne. 113
AL TITOAUCTION ...ttt et et 113
B. Issues Concerning Exchange Rate Regimes in Developing Countries...................... 114
C. Long-Run Options for Exchange Rate Regimes in Central America........................ 119
D. Key Factors in Choosing Among the Long-Run Options...........ccceceevieeriienieeneennen. 122
E. Choosing Among the Long-Run Options: An Index Approach ..........ccccceevvveeenenn. 131
F. CONCIUSIONS ..ottt sttt sttt et st 136
Regional Integration and Financial Systems ISSUES..........cccerierieniiriiinieniiieneeeeeeeee 156
AL TITOAUCTION ...ttt ettt et 156
B. Financial Sector Development and Structure ..........c.ccoeevverieeiiieniiienienieeee e 157
C. Challenges for Key Financial Regulation and Monitoring...........ccccceeeeveeerveeenneennns 167
D. Recent Progress Made and Looking Forward.............cccceeviiniiniieniiienieeiieeeeene 172
B, CONCIUSIONS ...ttt ettt st e e 174
Regional Issues in Macroeconomic StatiSTICS......ccvuieerueeeiireeiieeeiieeeeeesieeesieeesaeeesveeenns 175
AL INETOAUCTION . ..ottt ettt ettt 175
B.  Data Suitability for Analytical PUIrPOSES.........cccvueiriiiieeiiieeiieeeee e 178
C. Moving Toward a Harmonized Statistical Framework...........c..cccccoceviininicnnnennn. 179
D. Technical Assistance to the RegIOn ...........cccvieeiiiiiiiiiieiiiiecie e 180
E.  CONCIUSIONS...c.utitiiiiiiiieieeteett ettt et sbe et st sb et st sbe et saeenbe et 182
The Political Economy of Implementing Pro-Growth and Anti-Poverty Policy

Strategies in Central AMETICA ........cccuiieiiiieeiiieerieeestee et re e eeeesae e e ebeeeeareeeseaeeenens 190
AL INETOAUCTION . .ottt ettt ettt ettt 190
B, ThE SEtNG ....eiiieiiieeieeee ettt e et e et e et e e e aae e e raaeestaeeenneeeenns 191
C. Political Support for Pro-Growth and Anti-Poverty Strategies ........c..ccoceeverveneennens 195
D. Generating Consensus on a Long-Term Reform Strategy...........cccecvvevevieveenirenenne. 200
E. Implications for the IMF .........cccooiiiiiii e 202



I. INTRODUCTION AND OVERVIEW'

1. Central America has received growing attention in recent years as a region that
is inserting itself successfully into the global economy. A decade and a half after the end of
civil conflicts and serious economic dislocation in parts of the region, Central America has
seen great progress on many fronts: peace and democracy have been firmly established,
economies have stabilized and important market-oriented reforms have been implemented,
and trade and financial openness have increased notably. As a result, growth has returned and
social indicators have improved. At the same time, the glass can also be seen as “half
empty:” poverty is still widespread in most countries; economic and social progress remains
constrained by weak institutions and political difficulties; and the institutional framework of
regional cooperation and integration is still at an early stage. There is concern that these
problems, if unaddressed, could inhibit sustained growth and—as a consequence—
undermine domestic consensus on the stability and market-oriented policy frameworks now
being followed throughout the region. The key task facing policymakers in Central America
is thus how to entrench and strengthen the virtuous cycle of good policies and strong
institutions, solid growth that is more widely shared across societies, and domestic consensus
on the policy framework. The vigorous embrace by the Central American countries and the
Dominican Republic of the Free Trade Agreement with the United States (CAFTA-DR) is
clear testimony of their commitment to a strategy of outward-looking and market-oriented
integration to meet these challenges. This paper looks at the progress that has been made, the
challenges ahead, and the region’s efforts to meet them—issues that have been at the center
of the policy analysis and dialogue by the staff working on Central America in recent years.

Background

2. Although the Central American countries are relatively small, they are quite
large as a group and face many common policy challenges. With about 40 million people,
Central America accounts for around 7 percent of the population in Latin America and the
Caribbean and 4" percent of total output.” In addition to a shared history and a common
language, the Central American economies are characterized by small domestic markets,
significant—albeit diminishing—dependence on traditional exports, and close economic ties
to the United States. In addition, they face a major challenge from increased global
competition in some of their key export products—such as from the recent expiry of quotas

' Prepared by Markus Rodlauer and Alfred Schipke.

? In this paper, Central America is generally defined to include Costa Rica, El Salvador, Guatemala,
Honduras, Nicaragua and Panama; certain chapters also include the Dominican Republic. This
broader definition mirrors the membership of the Dominican Republic in the Central American
Monetary Council and the Central American Council of Bank Superintendents, as well as the
Dominican Republic’s participation in CAFTA-DR. Including the Dominican Republic, the total
population of Central America makes up about 9 percent of the population in Latin America and the
Caribbean and about 6 percent of total output.



in world textiles trade—and are exposed to shocks such as natural disasters and terms of
trade changes.

3. After a “lost decade” in the 1980s, economic growth returned in the 1990s
reflecting improved domestic and external conditions. Economic progress was severely
constrained in the 1980s by adverse external conditions and, in some of the countries, civil
conflicts and misguided economic policies. However, following the resolution of the
conflicts, in the 1990s the region enjoyed a significant peace dividend and policymakers
sharpened the focus on
economic gI'OWth, Figure 1.1. Central America: Real GDP Per Capita Growth
macroeconomic stabilization, (In percent)

and structural reforms such as
privatization, trade
liberalization, and financial
sector deregulation. As a result,
the region grew by 4.5 percent
a year during the 1990s

(1.8 percent in per capita
terms), spurred by increased
foreign investment and greater
export diversification.
Substantial progress was also
made on inflation, which has been reduced to single digits. However, despite the recovery in
output, the benefits of growth often were not widely shared and the gains in per capita
income were not sufficient to make significant inroads against poverty (Figure 1.1).
Furthermore, growth slowed in many countries in 2001, partly reflecting deteriorating
external conditions but also because of difficulties in some countries in sustaining the reform
momentum. Weak institutions and political uncertainty in some countries continue to
undermine confidence and the investment climate.

[ S I Y CEER VRS
N N

1981-1990 1991-1999 2000-2003 2004

Source: IMF, World Economic Outlook.

Recent developments
Political and social environment

4. Notwithstanding the great improvement in Central America’s political
conditions during the 1990s, economic policymaking remains hampered by weaknesses
in the political process. To be sure, as noted, several rounds of peaceful elections over the
past decade show that democracy has taken firm roots in the region, supported by an active
civil society and a free press. Nevertheless, the political landscape in many countries remains
highly fragmented, and many governments (such as in El Salvador, Guatemala, Honduras,
and Nicaragua) are facing parliaments with a majority for opposition parties. Short election
cycles also complicate sustained implementation of economic reform programs, and after just
going through a series of polls in recent years, most countries in the region are about to enter
another round of elections (presidential, legislative, or municipal) in 2005/early 2006. In
addition, vested interest groups pursuing their own agendas often wield disproportionate



influence, complicating macroeconomic and structural policy implementation. At the same
time, however, there appears to be a groundswell of support throughout the region for the
basic overall principles of macro discipline, low inflation, market orientation and openness—
evidenced, for example, in the fairly broad support in Honduras and Nicaragua for
maintaining the Poverty Reduction and Growth Facility (PRGF)-supported economic
programs, notwithstanding the difficult political situation and various pressure groups’ desire
for a bigger share of the budget. It remains to be seen whether the political process can
indeed deliver a critical mass of reforms, stability, and investor confidence over the next few
years—which in turn will produce the kind of growth and social progress necessary to
maintain broad domestic support for the policy framework.

5. Recent economic progress has not been equally mirrored in an improvement of

social conditions, and much of the region continues to face widespread poverty (except

in Costa Rica and Panama). About half the population lives in poverty while some

20 percent faces extreme

pOVCI'ty (Figure 12) In Figure 1.2. Central America: Poverty and Extreme Poverty 1/
. . (In percent)
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6. Recent years have seen a new effort across the region to address corruption and

governance problems. New governments in Nicaragua, Guatemala, Costa Rica, and El
Salvador have made fighting corruption a centerpiece of their policy platforms and
governance issues also figure prominently in Honduras’ reform program supported by the
IMF and other IFIs. Sustained progress in strengthening governance and reducing corruption
will require continued focus on building institutions such as an independent and strong
judiciary, transparency and accountability in public resource management, and reliable
supervisory and regulatory bodies in the financial systems.

Recent economic developments

7. In 2003—-04 Central America emerged from a period of sluggish growth, facing a
more favorable short-term outlook. Driven initially by a pick up in exports due to firming
external demand conditions and commodity prices, the recovery in 2004 spilled over to
domestic demand—despite the dampening effect of the oil price shock. Real GDP growth



increased from 2% percent in 2002 to 3’2 percent in 2004. The near-term outlook is also
favorable, with regional growth in 2005 projected at 3% percent, although longer-term
growth faces several challenges including increased competition from China, especially in
textiles, and rising world interest rates.

8. After a decline of inflation through 2003, recent increases in oil prices and
stronger demand conditions have caused inflation to rise throughout the region last
year. Average inflation in the region rose to 8% percent in 2004. Given the stabilization of
oil prices, inflation is expected to return to a downward path in the period ahead, supported
by prudent fiscal and monetary policies.

0. External positions have continued to improve. Export growth in 2004 averaged
over 14 percent in 2004, driven by strong U.S. demand and the recovery in commodity
prices, especially coffee. While current account deficits remained largely unchanged (near

6 percent of GDP in 2004), in part reflecting the higher oil import bill, strong capital inflows
have boosted international reserves.

10. Progress was made in reducing fiscal deficits. While most countries in Central
America saw debt/GDP ratios rise over the past decade, the current cyclical upturn has
allowed countries to strengthen policies and improve fiscal problems: fiscal deficits declined
from an average near 6 percent of GDP in 2002 to 3.0 percent in 2004, helped by buoyant
revenue collections reflecting both a growth dividend and ongoing reforms of tax policy and
administration. Nevertheless, in several countries, public debt remains high or has been on an
upward trend (Nicaragua, Costa Rica, El Salvador). In Guatemala, while public debt and
fiscal deficits remained well contained, government efforts to strengthen the tax effort—and
thus achieve the Peace Accord target of a tax-to-GDP ratio of 12 percent—were stalled by
court decisions and opposition in congress. The 12 percent target was included as a key
element in the Peace Accords to provide more resources for social programs/spending.

Regional integration

11.  Regional integration in Central America is gaining momentum. The past decade
has witnessed significant integration among the Central American countries as well as with
their largest trading partner, the United States. While trade among the Central American
countries has risen relatively slowly, trade with the United States increased fivefold in dollar
terms during 1994-2003. On the other hand, the region has seen a significant increase of
intra-regional financial sector linkages. Central America has an open trade regime, with a
tariff structure that is largely determined by the common external tariff (CET) of the Central
American Common Market (CACM).? Although Central America has already preferential
access to the U.S. market in the context of the Caribbean Basin Initiative (CBI), the Central
American Free Trade Agreement (CAFTA-DR), signed last year (but not yet approved by all

? See Box 1.1 for the CET rates. The origins of economic integration date back to the 1961 General
Treaty of Economic Integration, which initiated the creation of a Central American Common Market.



legislators, including the U.S. Congress), should make this access permanent and extend it
further in some areas leading to continued deepening of trade integration with the United
States. *

12. Economic policy coordination, however, is still at an early stage. The Central
American countries continue to pursue independent fiscal policies, and while there is a
regular consultation process among central banks, monetary and exchange rate policies
evolve largely independently of each other.” Nevertheless, the region has a set of regional
institutions that are increasingly involved in information sharing, harmonization of
regulation, and policy coordination, particularly in areas such as banking supervision, central
banking, and trade (Box 1.1).

Looking ahead

13. What are the economic policy priorities for Central America to support a
virtuous cycle of growth, strong policies and institutions, and domestic support? There
is no single blueprint of reform for the region, as what is most needed and works best
depends on the specific circumstances of each country. Nevertheless, the common history,
similar features, and growing integration of the Central American countries suggest some key
priorities that need to be addressed for sustained growth and social progress in the region:

. Complete and implement CAFTA-DR. The region has rightly set high expectations for
this important trade agreement; the task is now to complete the agreement through
ratification by members’ parliaments and to implement the range of supporting
reforms and institutional arrangements foreseen in it.°

o Fiscal reforms. The recent improvement in fiscal balances needs to continue to ensure
sustainable debt dynamics. Experience has shown that fiscal consolidation will
endure only if it is based on a broad agenda to raise growth and implement structural
reforms,

* The agreement would expire in 2008.
> The monetary policy stance in the officially dollarized economies (Panama and El Salvador)
reflects, of course, that in the United States.

% El Salvador was the first country that ratified the agreement at the end of 2004, followed by
Honduras and Guatemala.



Box 1.1. Regional Economic Institutions

Central American Monetary Council (CAMC): The council was created in 1964 to coordinate the
development of a Central American monetary union. The goal of setting up a monetary union has been
abandoned, and the focus is now on policy coordination and technical assistance in monetary and credit
policy and financial sector issues. The council meets every three months and has four standing
committees: monetary policy, exchange and clearing policies, financial operations, and capital market
and legal issues. The council comprises the central bank presidents of Costa Rica, El Salvador,
Guatemala, Honduras, Nicaragua, and the Dominican Republic (which joined the council as full member
in 2002); Panama participates in meetings as an observer.

Central American Council of Superintendents of Banks, Insurance, and Other Financial
Institutions (CACS): The principal objective of the council is to foster cooperation and the exchange of
information among the superintendencies. One of its main projects is to facilitate consolidated
supervision and standardization. The council was established in 1974 and includes the superintendents
from Costa Rica, Guatemala, Honduras, El Salvador, Nicaragua, the Dominican Republic, and Panama.
The council meets 2—3 times a year.

Central American Bank for Economic Integration (CABEI): The bank supports regional economic
integration and development. Lending operations are directed mainly to infrastructure, industry,
agriculture and livestock, social development, and the environment. The bank began operations in 1961
and was opened to non-regional members in 1992. The bank’s capital is currently subscribed by the
regional members (Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua) and non-regional
members (Argentina, China, Colombia, Mexico, and Spain). Under a special agreement, El Salvador,
which is officially dollarized, could borrow funds for liquidity purposes.

Secretariat for Central American Economic Integration (SIECA): The general treaty for economic
integration, signed in 1959, envisaged the creation of the Central American common market (CACM),
which became effective in December 1960. The establishment of the CACM initially suffered a series of
setbacks, but important progress has been made since 1985 with the adoption of (i) the Brussels tariff
nomenclature (September 1985); (ii) a tariff system based on the international harmonization system
(January 1993);' (iii) regional free trade (March 1993); and (iv) a common external tariff (February
2001). The CACM comprises Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua (Panama is
an observer). The common external tariff has four rates: zero (capital and intermediate goods, and raw
materials not produced in the region); 5 percent (raw materials regionally produced); 10 percent (capital
and intermediate goods regionally produced); and 15 percent (final goods).

" The Central American common external tariff (CET) currently covers more than 90 percent of the
region’s trade and has an average tariff of 4.9 percent.




especially institutional reforms to strengthen fiscal systems and make them more
resilient against shocks and political pressures. Thus, efforts need to continue to
strengthen countries’ tax efforts, reduce budget rigidities, and improve budgets so that
they better reflect the priorities in infrastructure, human capital, and support for the
poor. Broader reforms to the overall fiscal framework may also be helpful in
entrenching fiscal discipline, such as legislation to improve the budget process and/or
impose sustainable debt limits.

J Sound new credit flows. Banking reforms in each county have already strengthened
systems and made them more resilient against shocks; these reforms must continue to
ensure new credit flows in an environment of sound prudential and supervisory
standards. As part of this effort, regional coordination of regulations and supervision
needs to be stepped up to keep pace with the accelerating financial integration among
Central American countries.

o Investment climate. The region is keenly aware of the need to improve the investment
climate to increase its attractiveness for foreign direct investments. This may require
further work to identify specific impediments in individual countries; typically, it will
involve continued improvements in infrastructure, including through private sector
participation, strengthening of the rule of law, and lowering the cost of doing
business.

o Transparency and governance. Governments in the region recognize that
transparency in government and fighting corruption are top priorities for their ability
to effectively improve the investment climate and sustain domestic support for their
policies. This goal must continue to pervade the entire range of economic reforms
being implemented, and governments should press ahead with establishing a
preventive strategy and, in a given case, punishing wrongdoing wherever it occurs.

. Regional collaboration. Competing successfully in the global economy calls for
further collaboration among countries in the region to maximize the benefits offered
from economic integration and to minimize its risks, such as from cross-border
financial transactions. In particular, increased coordination is needed in the areas of
banking supervision and regulation, tax policy and administration, economic
statistics, and large public investment projects.

The plan of this paper

14. The chapters that follow bring together recent analysis by IMF staff of these
issues, focusing on six broad areas: the implications of CAFTA-DR; fiscal sustainability
and related policy issues; exchange rate regimes; financial sector issues; macroeconomic
statistics; and the political economy of reforms in Central America. In addressing these
topics, the paper highlights the regional perspective of issues and the need to match
increasing economic integration with efforts to step up policy coordination and institution-
building at the regional level.
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Chapter 2 analyzes the macroeconomic implications of CAFTA-DR, both for growth
and the dynamics of macroeconomic fluctuations. Although Central America is
already highly integrated with the United States, the chapter finds that CAFTA-DR
will likely provide a further boost to trade, FDI, and growth in the region—a boost
that will help meet the growing competition the region is facing in some of its key
export items, notably textiles. CAFTA-DR should also reduce macroeconomic
volatility in the region as its economies integrate further with the U.S. economy. For
the growth and stability benefits of CAFTA-DR to materialize, however, the
agreement needs to be supported by reforms to strengthen key institutions such as
regulatory bodies, dispute resolution and property rights, and labor market flexibility.

In reviewing the fiscal implications of trade liberalization, Chapter 3 expects a near-
term (direct) loss of customs revenues due to tariff reductions in the range of 0.1—
0.3 percent of GDP. However, this impact should be mitigated over time by the
(indirect) positive effect on revenue through higher growth and import volumes.
Looking forward, the chapter argues that the growing regional trade integration
heightens the need for greater cooperation on tax policy and administration—in
particular, to avoid a “race to the bottom” between countries trying to compete for
FDI through additional tax incentives.

Chapter 4, “Fiscal Sustainability,” uses a value-at-risk (VaR) approach to
complement traditional assessments of sustainability. The analysis underscores the
need for fiscal adjustment in most of the Central America countries—except
Guatemala and Panama—to ensure sustainable debt dynamics. The chapter also
shows the usefulness of the VaR approach in designing a countries’ debt management
strategies.

Chapter 5, “Exchange Rate Systems and Regional Integration,” looks at the
implications of the ongoing regional integration process—as impacted further by
CAFTA-DR—on the kind of exchange rate regime that countries might consider in
the long run (the chapter notes that, in the short run, other important considerations
may condition the choice of regime). The empirical analysis suggest that still less
suitable for a common currency (an independent Central American currency or the
U.S. dollar) than Western Europe was in the 1970s, even after taking into account the
predicted integration effects of CAFTA-DR. The analysis shows that during 1993—
2003, the Central American countries have become relatively more suitable to
dollarization reflecting increased synchronization of business cycles, reduced
inflation differentials, and rising trade flows with the United States. Similarly,
looking ahead, the chapter posits that dollarization would probably bring more
relative benefits for the region than a common currency that floats independently—
although, again, neither of these two options is advisable in the near future.

Chapter 6, “Regional Integration and Financial Systems Issues” notes the
substantial progress made in recent years in strengthening financial systems.
However, it also points to remaining weaknesses such as limited access to credit, high
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informal dollarization, portfolio problems, gaps in supervision and regulation, and
underdeveloped capital markets. Given the accelerating regional financial integration
and cross-border activities, the chapter underscores the need for stepped-up regional
coordination in financial regulation and supervision; in particular, it highlights the
significance of implementing effective consolidated supervision at both the domestic
and regional level.

. Chapter 7, “Regional Issues in Macroeconomic Statistics,” calls for improvements
and greater convergence of statistical systems in Central America , to support better
economic analysis and policy design as well as deeper economic integration and
policy coordination. It finds that the region has a fairly solid base of economic
statistics, with most countries either already subscribing or preparing to subscribe to
the IMF’s Special Data Dissemination System (SDDS) or the General Data
Dissemination System (GDDS). Moves toward greater comparability of data and
methodological convergence should be anchored on an advanced level, guided by
those countries that already subscribe to the SDDS.

o Finally, Chapter 8 looks at political economy aspects of reforms in Central America.
It summarizes the major progress made by the region over the past decade and a half
in building stable democracies, implementing significant economic and social
reforms, and entrenching a shared vision of the overall goals of economic growth,
stability, and reducing poverty. At the same time, it highlights the challenges still
being faced by the region in building the institutional framework for sustained sound
economic policy making and structural reforms. It concludes by noting the risks and
constraints imposed by current institutional weakness for the implementation of
ambitious economic reform programs, while also emphasizing the imperative of
engaging broadly in the political process in efforts to building domestic consensus on
reforms. The chapter also notes the important contribution that economic policy and
reforms can make in advancing the goals and principles that characterize successful
political systems.

Issues for discussion

. The setting. Do Directors agree that Central America has made major political,
economic, and social progress in the past 1'% decades, with a recovery of growth,
reduced inflation, and progressive trade integration as key economic achievements?
By the same token, Directors may wish to note the important challenges that remain,
such as still widespread poverty, high debt levels, financial sectors weaknesses, and
institutional problems that undermine governance, the investment climate, and
sustained broad domestic support for reforms.

o CAFTA-DR. Do Directors concur that CAFTA-DR is key for the region as it seeks
to deepen its integration with the global economy, and that the benefits in terms of
higher growth can be best secured when accompanied by reforms to strengthen
institutions, the rule of law, infrastructure and human capital?
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Fiscal consolidation. Do Directors agree that, notwithstanding significant progress in
macroeconomic stabilization during the 1990s, high public debt levels continue to be
a key source of vulnerability in Central America (except Guatemala)? In this context,
directors may wish to comment on the usefulness of the value-at-risk approach as an
additional tool in assessing debt sustainability, complementing traditional DSA.

Tax policy and coordination. Do Directors agree that growing economic integration
raises new challenges for tax policy and administration, putting a premium on
increased coordination and information sharing among tax authorities? Although tax
competition can have a disciplinary effect on public spending, do Directors support
the recommendation for Central American countries—given the low revenue/GDP
ratios—to try to avoid a “race” for FDI through tax incentives? Do Directors agree
that countries should prepare contingency measures to address potential revenue
losses from CAFTA-DR, preferably in the form of indirect-tax base broadening?

Exchange rate regimes. Do Directors agree that, notwithstanding the growing
synchronization of business cycles, reduced inflation differentials and rising trade
flows, Central America is still far from being suited for adoption of a common
currency? Experience worldwide—including in Central America—has shown that
exchange rate policy choices are often constrained by macro-economic and
institutional weaknesses (such as balance sheet mismatches or weak fiscal and
monetary policy institutions). Do Directors agree that in order to give policy makers
the full range of exchange rate regime options, it is important to further strengthen
macro frameworks and continue with structural reforms and institution building,
especially in the financial sector?

Financial systems. Do Directors agree that growing regional financial integration
and cross-border activities underscore the need for regional coordination of prudential
oversight and bank supervision on a consolidated basis? The companion papers by
MFD address these and other regional financial sector issues in greater detail.

Economic statistics. Do Directors agree that, although the region has a fairly solid
base of economic statistics, improvements are needed in several areas, and greater
convergence of methodologies and data quality would help strengthen economic
analysis and regional integration and policy coordination.

Domestic consensus for reforms. Directors may wish to comment on the continuing
challenge of entrenching broad domestic consensus on the growth and stability
oriented policy frameworks being pursued by governments throughout the region.
How can the Fund be most helpful in this? Should greater outreach to the key parties
in the political process be part of this effort?

Regional work program. We have stepped up significantly our regional work on
Central America in recent years, including through annual regional conferences
involving senior policymakers, a workshop on regional tax policy issues, a Financial
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Sector Regional Project, outreach seminars for journalists and parliamentarians, a
strengthened TA program, and the present set of issues papers. Looking forward, we
intend to continue broadly along this approach, contributing to the analysis of
regional issues and policy implications—for example, on issues in developing a
regional capital market—and thereby enhancing the dialogue with member countries
in our bilateral surveillance and program work. Staff would continue to present the
results of these activities to the Board in the context of informal seminars and reflect
them in Article IV discussions and staff papers as appropriate. Directors may wish to
comment on this approach.
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II. MACROECONOMIC IMPLICATIONS OF CAFTA-DR'

This chapter examines the potential implications of CAFTA-DR for economic growth, trade flows,
volatility, foreign direct investment, and the synchronization of macroeconomic fluctuations in Central
America. Its key conclusions are:

. Trade flows between Central American economies and the United States will probably increase
substantially;

. Output growth in the region is likely to accelerate and become less volatile;

. Foreign direct investment is likely to rise, and

. Business cycles between Central America and the United States are likely to become more
synchronized.

Overall, CAFTA-DR is expected to deepen the region’s integration into the global economy, but its
contribution to growth will depend on supporting measures, including improvements to the quality of
institutions, the rule of law, and infrastructure and human capital.

A. Introduction

1. Five Central American countries (Costa Rica, El Salvador, Guatemala,
Honduras, and Nicaragua) and the United States signed the Central American Free
Trade Agreement (CAFTA) in May 2004. The Dominican Republic (DR) joined the
negotiations at the beginning of 2004 and signed the agreement (CAFTA-DR) in August
2004. As of May 2005 three of the Central American countries’ have ratified the agreement
by their respective congresses;” the U.S. administration is expected to submit the agreement
as a single legislative package to the U.S. Congress in mid-2005.

2. CAFTA-DR negotiations were seen as a boost in regional cooperation as Central
America negotiated as a region and most of the issues were addressed within a single
framework. Schedules for market access, however, were negotiated bilaterally between the
United States and the individual Central American countries. In many respects, the
agreement is modeled on other bilateral free trade agreements the United States has recently
signed, such as those with Chile and Singapore.” While the Central American countries
already have strong trade and investment relations with the United States and enjoy
preferential access in the context of the Caribbean Basin Initiative (CBI), CAFTA-DR is

! Prepared by M. Ayhan Kose, Alessandro Rebucci, and Alfred Schipke.

? Guatemala, El Salvador, and Honduras. The agreement will go into effect for each country after the
U.S. Congress and its respective legislative body have ratified it.

3 In addition to Israel (1985), NAFTA (1994), and Jordan (2001), the United States has free trade
agreements in effect with Chile and Singapore (both 2003) and Australia (2005). The United States
has also signed free trade agreements with Bahrain and Morocco, and has begun negotiations with
several other countries including Colombia, Ecuador, Oman, Peru, Panama, Thailand, United Arab
Emirates, and the five nations of the Southern African Customs Union.
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substantially more comprehensive and changes the form of trade relations from the unilateral
preferential arrangement defined under the CBI to a permanent bilateral agreement.* For the
Central American countries, the main expected benefits of the agreement are that it provides
enhanced access to their largest export market, will help increase foreign direct investment
(FDI), and foster institutional strengthening across a range of trade- and investment-related
areas.

3. CAFTA-DR’s main objective is to eliminate all tariffs and substantially reduce
nontariff barriers between the United States and the Central American countries.’
CAFTA-DR includes a series of bilateral “hub-and-spoke” agreements with the United
States, but does not incorporate provisions about trade flows among the Central American
countries. During the past ten years, the Central American countries have already
significantly decreased tariffs for intra-regional trade, and the Common External Tariff
(CET) of the Central American Common Market is generally low and covers about

95 percent of imports to the region (Table 2.1).° In addition, these countries has taken various
steps to reduce dispersion of tariffs. Immediately after CAFTA-DR enters into force, tariffs
on all non-agricultural and non-textile exports from Central America to the United States and
on about 80 percent of non-agricultural and non-textile exports from the United States to
Central America will be reduced. Tariffs on other goods would be phased out incrementally
over a 5- to 20-year period. While a significant fraction of exports from the Central American
countries have already had tariff-free access to the U.S. market under the CBI, CAFTA-DR
would further reduce various restrictions and eliminate compliance costs necessary to qualify
for preferential access (Griswold and Ikenson, 2004).

* The CBI currently provides 24 beneficiary countries with duty-free access to the U.S. market for
most goods. It was first launched in 1983 through the Caribbean Basin Economic Recovery Act
(CBERA), and expanded in 2000 through the U.S.-Caribbean Basin Trade Partnership Act (CBTPA).

> It was estimated that nearly 80 percent of Central American products enter into the United States
duty free, partly because of unilateral preference programs, including the CBI and Generalized
System of Preferences (GSP) (see USTR, 2005a). Hornbeck (2004) provides a detailed discussion
about the provisions of CAFTA-DR. Salazar-Xirinachs and Granados (2004) discuss economic and
political objectives of the Central American countries in CAFTA. The full text of the agreement is
available on the web page of the United States Trade Representative:

http://'www.ustr.gov/Trade Agreements/Bilatera/  CAFTA/CAFTA-DR Final Texts/Section
Index.html.

6 Chapter 3 provides a detailed discussion of tax and tariff policies of the Central American countries.
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Table 2.1. Tariffs in Central America, 1980-99

Average Tariffs Tariff Dispersion
(percent) (percent)
1980s 1990s 1999 1980s 1990s 1999
Costa Rica 24.7 11.4 33 13.0 7.1 7.8
Dominican Republic 88.0 18.1 14.5 9.8 7.9
El Salvador 20.3 11.3 5.7 10.8 6.4 3.4
Guatemala 33.2 12.6 7.6 17.4 7.4 4.4
Honduras 41.9 9.4 8.1 21.8 6.3 7.8
Nicaragua 37.5 9.9 10.9 19.6 6.5 7.3

Source: Inter-American Development Bank.

4. In the case of agriculture and textiles, CAFTA-DR provides some enhanced
market access but its extent is more limited than initially expected. The agreement
envisages transition periods of up to 20 years for several agricultural goods, and maintains
import tariffs on sensitive items such as sugar and corn while increasing related import
quotas. A wide range of agricultural products, including beef, butter, cheese, milk and
peanuts, continues to be protected by rather prohibitive tariff rate quotas. Although, several
of the Central American countries are major producers of sugar, CAFTA-DR does not open
the U.S. markets to sugar imports from these countries. The agreement slightly increases
their quotas on sugar imports, but the quota-tariff on sugar remains very high, likely to
prevent any sizable increase in sugar exports from the region.’

5. For textiles—compared with the current situation, in which Central America
enjoys preferences under the CBI—the main changes will be the permanent nature of
these preferences, and a some easing of the rules of origin. CAFTA-DR also provides
more comprehensive coverage of certain fabrics from Canada and Mexico and provisions for
declaring certain fabrics in “short supply,” which would allow sourcing from third countries.
However, rules of origin provisions require exports of textile and apparel products of the
Central American countries to be produced using local components to qualify for duty-free
access to the U.S. market.®

7 For the details of sugar provisions in CAFTA-DR and their implications for trade flows between the
member countries, see Jurenas (2003) USTR (2005b). Elliott (2005) discusses how the U.S.
agricultural policies, including those heavily protecting the sugar industry, affect free trade
agreements like CAFTA-DR.

¥ Griswold and Ikerson (2004) argue that these rules of origin requirements are restrictive since the
size of the textile industry is very small in the region, implying that the Central American countries
have to rely on U.S. textile components to gain duty-free access for their exports.
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6. CAFTA-DR also includes various provisions about flows of investment and
financial services, government purchases, and protection of intellectual property rights.
CAFTA-DR provides for strict observance of rules on intellectual property rights,
investment, government procurement, and competition policies. In addition, it provides for
broad access to several other markets, including services. Labor provisions are slightly
tighter than under previous agreements, by offering a platform to examine the quality of
legislation rather than merely ensuring its implementation.” Dispute resolution provisions of
CAFTA-DR are modeled on NAFTA, promoting cooperative settlement of disputes but also
providing dispute resolution by panels on both the governmental and investor-state levels.
The agreement would create a permanent committee on trade capacity building to help the
Central American countries in trade negotiations.’

7. While CAFTA-DR’s provisions ease restrictions on investment flows, they do not
contain balance of payments safeguards for transfers related to a wide range of
financial and direct investments. In particular, the agreement (like the Singapore and Chile
free trade agreements) contains a general prohibition on the use of capital controls for
transactions covered by the agreement, and restricts the use of capital controls in extremis by
omitting a balance of payments safeguard exception. Although these restrictions could help
protect U.S. investors from potential costs associated with capital controls that otherwise
could be imposed by Central American countries during periods of financial crises, they may
be premature given the still underdeveloped domestic financial systems in the region. In
particular, they could limit policy options during financial crises when controls may be useful
if implemented on a short-term basis in conjunction with other appropriate adjustment and
reform measures. "'

? Elliott (2004) provides a detailed account of the provisions of CAFTA-DR about labor markets and
its potential implications for labor standards in the region. USTR (2005c¢) argues that the labor
provisions are comparable with those in other agreements the United States signed, including with
Jordan and Morocco.

' The United States and the other members of CAFTA-DR also signed supplemental agreements,
including an Environmental Cooperation Agreement, to implement environmental provisions of
CAFTA-DR and coordinate the efforts to strengthen environmental cooperation in the region.

" There has been an intensive debate about the relative costs and benefits of capital controls. Birdsall
(2003) examines the implications of limiting the use of capital controls in the context of the U.S.-
Chile FTA and concludes that this could be viewed as a bad precedent for future preferential trade
agreements since there is scope for limited market intervention even in financially developed markets
during periods of crises. Forbes (2004) argues that the costs of blocking capital market integration are
much greater than generally realized because such controls could make it very difficult for small
firms to obtain financing for productive investment. Rogoff (2002) provides a summary of various
views about the costs and benefits of capital controls. In the case of CAFTA-DR, further research is
necessary to understand the implications of the provisions on transfers and capital controls, including
an assessment of adequacy of prudential exemptions in the financial services chapter of the agreement
(see Chapter 6).
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8. CAFTA-DR will likely have significant macroeconomic implications for Central
America. The remaining sections of this chapter examine some of the key macroeconomic
issues associated with the agreement. Section B focuses on its impact on trade flows and
foreign direct investment. The question of whether CAFTA-DR is likely to give the region a
boost in economic growth is addressed in Section C. Also, CAFTA-DR related increases in
trade openness and further economic integration with the United States will affect countries’
business cycles, an issue examined in Section D. Section E concludes the chapter.

B. Implications for Trade and Investment Flows

0. While similar preferential trade agreements are relatively recent—therefore
providing little empirical evidence—Mexico’s experience under the North American
Free Trade Agreement (NAFTA) provides some insights on how CAFTA-DR could
affect Central America. Signed by the United States, Canada, and Mexico a decade ago,
NAFTA was the first major trade agreement to include a developing country and highly
developed economies.'> CAFTA-DR and NAFTA share a number of common characteristics,
as both agreements envisage comprehensive tariff reductions, cover a broad spectrum of
sectors, and include provisions for dispute settlement.

10. There are, of course, some caveats in analyzing the potential impact of CAFTA-
DR in light of Mexico’s NAFTA experience. For example, isolating the effects of NAFTA
on Mexico is complicated given the other significant external and policy shocks that have
occurred over the past decade. Also, Mexico differs from the Central American countries in
that it shares a common border with the United States, has a larger and more a diverse
economy, and higher per capita GDP than all Central American countries except Costa Rica
(Table 2.2). Moreover, there have been some differences in the evolution of U.S. trade
relations with Mexico and the Central American countries, respectively. For example, the
Central American countries have developed strong trade relations with the United States
through their preferential access to the U.S. market under the CBI since 1983."* Before the
advent of NAFTA, roughly 50 percent of Mexico’s exports to the United States were duty
free while 80 percent of exports from Central America had duty free access to the United
States market in 2003.

1. Nevertheless, Mexico’s experience under NAFTA provides some guidance in
analyzing the potential implications of CAFTA-DR because of the common
characteristics noted above. The following sections analyze the evolution of trade, finance,
and macroeconomic data of the CAFTA-DR members and Mexico covering the period 1980—
2003. This period can be partitioned into three segments: 1980-93 represents the pre-

12 K ose, Meredith, and Towe (2005) provide a review of NAFTA’s impact on the Mexican economy.

" One could also argue that the macroeconomic implications of CAFTA-DR should be less extensive
than those of NAFTA, since Central American countries have already reacted to NAFTA and
undertaken some economic and institutional reforms to be able to compete with Mexico in the U.S.
market during the past ten years.
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NAFTA period; 1994-2003 is the NAFTA period; and 19962003 is the period following
Mexico’s peso crisis. This demarcation is useful since it helps isolate the impact of Mexico’s
peso crisis when analyzing Mexico’s pre- and post-NAFTA experience.

Table 2.2. Selected Economic Indicators: Central America and Mexico, 2004

Dominican

Costa Rica Republic  El Salvador ~ Guatemala Honduras Nicaragua Mexico
GDP (billions of U.S. dollars) 18.4 18.4 15.8 26.1 7.4 4.6 676.5
GDP growth (percent) 1/ 42 2.0 1.5 2.7 4.6 52 4.4
PPP GDP per capita 9,886.6 6,761.0 4,378.9 4,008.7 2,682.2 2,677.1 9,666.3
Inflation (percent) 13.1 28.9 5.5 9.2 9.2 9.3 52
Current account balance (percent of GDP) -4.8 5.8 -4.4 -4.3 5.2 -18.3 -1.3
Human development index (HDI) Rank 2/ 45.0 98.0 103.0 121.0 115.0 118.0 53.0

Sources: IMF, World Economic Outlook; and United Nations, Human Development Report (2004) .

1/ Average annual percent growth.
2/ HDI is a composite measure (education, income, and life expectancy) of average achievement in human development. A lower ranking is better: e.g.,
United States (7), Italy (21), and South Korea (30). The 2004 report reflects data for year 2002.

Dynamics of trade flows

12. The United States is already the most important trading partner for Central
America. In contrast, and counting the European Union as a single market, CAFTA-DR was
only the United States’ thirteenth-largest export market in 2003. However, within Latin
America, Central America is United States’ second largest trading partner behind Mexico, as
measured by the dollar value of U.S. trade in 2003. Imports from the Central American
countries constituted less than 1.4 percent of total U.S. imports in 2003. Therefore, although
the impact of CAFTA-DR on Central America could be substantial, its overall effect on the
U.S. economy is likely to be limited."*

13. Central America has historically been very open, even more so than Mexico.
Moreover, some of the Central American countries experienced a surge in international trade
during the past ten years (Figure 2.1). For example, the average share of trade (merchandise
exports and imports) was more than 75 percent of GDP in Central America during 1994—
2003, compared to around 55 percent in Mexico. While Central America has been quite

open, with an average openness ratio of roughly 60 percent during 19802003, there has been
some variation across countries. For example, from 1980 to 2003, the average openness ratio
was less than 50 percent in El Salvador and Guatemala, but above 75 percent in Honduras
and Nicaragua.

' For extensive discussions about the impact of the agreement on the U.S. economy, see Hornbeck
(2004). The U.S. International Trade Commission (USITC; 2004; USITC, 2005a) estimates that the
impact of the agreement on U.S. GDP will be less than 0.01 percent.
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Figure 2.1. Trade Openness
(Exports + Imports, in percent of GDP)
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14. Since the launching of NAFTA, Mexico’s trade with the United States has
increased substantially. For example, Mexico’s trade with the United States more than
doubled in dollar terms between 1993 and 2003, while the share of trade in Mexico’s

GDP rose from less than 40 percent in the 1980-93 period to 58 percent during the NAFTA
period (Figure 2.2)."> After the start of NAFTA, exports to (imports from) the United States
as a percent of GDP increased to about 23 (21) percent from 14.0 percent during the 1980—
93 period (Figures 2.3 and 2.4).

13 Following the strong performance in the late 1990s, Mexico’s trade with the United States began to
fall off during the period 2000—03 (Figure 2.2). This appears to reflect a combination of both cyclical
and structural factors. The U.S. economy has grown less rapidly in recent years than in the second
half of the 1990s, especially in the industrial sector, which is the destination for most of Mexico’s
exports. In addition, Mexico has faced increased competition from other emerging market economies.
In particular, China has been rapidly expanding its market share in the United States, and some of the
lower value-added segments of Mexico’s export sector, such as textiles, have shifted production to
elsewhere in the region, including Central America. The real appreciation of the peso in the late
1990s may also have affected Mexico’s competitiveness, although this effect would be expected to
unwind given the subsequent downward adjustment.
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Figure 2.2. Trade with the United States
(Exports + Imports, Index Numbers, 1980=100)
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Figure 2.4. Imports from the United States
(percent of GDP)
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15. Several studies find that NAFTA contributed to the impressive growth of trade
between Mexico and the United States. Some of these studies employ gravity models
(Krueger, 1999 and 2000) while others use export and import demand equations (CBO,
2003) to analyze the impact of NAFTA on trade dynamics using aggregate trade data.'®
These studies conclude that the effect of NAFTA on trade linkages was substantial. Some
other studies using sectoral data series also find a significant impact of NAFTA on trade
flows (Romalis, 2002) than those employing aggregate trade data.'’

16. Trade linkages between the United States and Central America have grown
rapidly over the past decade. As a group, Central American countries’ trade with the
United States increased fivefold in dollar terms in the period 1994-2003. However, the
extent of trade linkages with the United States differed substantially across the respective
countries. Between 1994 and 2003, Honduras sent more than 55 percent of its total exports to
the United States, while the corresponding figure for Costa Rica was 27 percent. The
Dominican Republic commanded the largest share of the region’s exports to the United
States, accounting for more than 25 percent of the dollar value of exports in 2003;

' Krueger (1999 and 2000) points out that NAFTA was not trade diverting, since the categories in
which Mexican exports to the United States registered the largest increase for the period 1990-96
overlapped with those in which they rose most rapidly with the rest of the world.

'7 Other studies use general equilibrium models to analyze the impact of NAFTA on the dynamics of
trade and economic growth. Studies employing static computable general equilibrium (CGE) models
estimate NAFTA’s long-run impact on Mexico’s exports to the United States at between 3 and

16 percent (CBO, 2003). In dynamic versions of these models, the impact of NAFTA on trade flows
is found to be larger. For example, using a dynamic CGE model, Kouparitsas (1997) finds that the
increase in Mexico’s trade flows associated with NAFTA is around 20 percent.
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Nicaragua’s share was the smallest, at less than 5 percent. The region’s imports from the
United States also increased substantially over the years and, on average, accounted for more
than 20 percent of GDP of the Central American countries during 1994-2003.

CAFTA-DR’s potential impact on trade flows

17. Although both Mexico and the Central American countries have increased their
trade linkages with the United States substantially during the NAFTA period, Mexico’s
trade with the United States grew much faster than that of Central America.

For example, the U.S. share in Mexico’s exports rose from an annual average of 66 percent
in 1980-93 to 86 percent during the period 1994-2003. The increase in the average export
share of the Central American countries was less than 4 percentage points during the same
period. Moreover, the average growth rate of total Mexican exports after the inception of
NAFTA was roughly twice that of Central American exports (Table 2.3). Mexico’s export
growth rate was also much higher than the average growth rate of exports of several
emerging market economies over the same period.'®

Table 2.3. Growth of Exports and Imports
(average, percent)

Emerging CAFTA-DR Costa  Dominican

Mexico Mkts Average Rica Republic  El Salvador Guatemala  Honduras  Nicaragua

Exports

1980-03 9.35 7.72 3.90 9.33 3.93 4.55 3.42 1.09 4.69

1980-93 7.56 7.98 1.77 11.20 3.69 -0.18 3.22 -0.22 -0.01

1994-03 11.67 7.38 6.67 7.83 4.24 10.72 3.61 2.80 10.80

1996-03 8.58 6.13 5.72 7.92 3.73 10.48 2.52 2.60 7.07
Imports

1980-03 8.10 6.31 4.08 8.29 2.83 6.18 6.89 1.60 3.25

1980-93 6.42 6.75 2.41 12.04 1.55 434 7.23 0.34 -1.39

1994-03 10.28 5.75 6.24 5.28 4.49 8.58 6.55 3.25 9.29

1996-03 12.07 3.06 5.03 5.59 4.71 6.19 6.62 3.56 3.52

Source: IMF, World Economic Outlook; and IMF staff calculations.

18. Recent research suggests that trade flows between the United States and the
Central American countries were not affected significantly by NAFTA. Since the United
States has been the major trading partner for both Mexico and the Central American
countries, Mexico’s preferential treatment under NAFTA could have changed the dynamics
of trade flows between the Central American countries and the United States. However, as
documented by Lederman, Perry, and Suesctn (2002), the extent of trade diversion from the
Central American countries to Mexico was minimal after the inception of NAFTA. They

'8 The emerging market countries in the sample started undertaking trade and financial liberalization
programs at around the same time as Mexico did during the 1980s.
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argue that the Central American countries were effective in using the preferential access to
the U.S. market under the CBI. They also find that NAFTA’s rules of origin requirements
limited Mexico’s preferential access for sensitive export items of the Central American
countries, such as apparel and textile products. Moreover, the liberalization programs
implemented by the Central American countries during the 1990s were instrumental in
boosting exports to the United States."

19. Mexico’s experience under NAFTA suggests that trade flows between the
Central American countries and the United States could increase rapidly after the
inception of CAFTA-DR.*’ Employing a multi-country CGE model, Hilaire and Yang
(2003) find that the Central American countries’ exports to the United States could increase
by 28 percent after the inception of CAFTA-DR. This finding is consistent with Mexico’s
experience under NAFTA, since Mexico’s exports to the United States also rose by more
than 50 percent in dollar terms in less than two years after the inception of NAFTA. They
also find that the main source of the increase in CAFTA-DR’s exports to the United States
comes from textiles, clothing, and processed crops.”’

20. CAFTA-DR also could lead to an increase in trade flows through its impact on
productivity and specialization patterns. Since the agreement includes various provisions
about the flows of investment, financial services, and intellectual property, these gains could
be substantial. Kehoe (2003) argues that static CGE models severely underestimated the
impact of NAFTA on the volume of regional trade, as these models were unable to account
for much of the increase in sectoral trade flows. Yet another potential problem associated
with these models is that they do not capture the impact of productivity changes associated
with trade agreements and they do not allow endogenous changes in specialization patterns.
This implies that in static CGE models, such as those used in Hilaire and Yang (2003), the
largest increase in trade would take place in those sectors which already have intensive trade
linkages, while in fact the opposite could be true, as in the case of NAFTA.* Overall, these
findings imply that CAFTA-DR’s positive impact on trade flows between the Central
American countries and the United States could be larger than suggested by the static CGE
models.

' Lederman, Maloney, and Serven (2003) also provide empirical evidence that NAFTA did not
adversely affect trade flows between the Central American countries and the United States.

%% These estimates do not take into account the possible impact of the expiry on January 1, 2005 of the
quotas in world trade of textiles and clothing. See also Footnote 27.

! Using a CGE model, USITC (2004) estimate that the U.S. imports from the region will increase by
12.5 percent after the advent of CAFTA-DR. Brown, Kiyota, and Stern (2005) also use a CGE model
to analyze the implications of CAFTA-DR. They find that production in textiles, wearing apparel, and
leather products and footwear industries would increase substantially in Central American countries
after the agreement because of their comparative advantage in these sectors.

2 Kehoe and Ruhl (2003) document that the trade share of least-traded goods before NAFTA has
almost tripled following the inception of NAFTA.
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CAFTA-DR’s potential impact on the composition of trade

21. The Central American countries’ major exports to the United States include
agricultural products (bananas and coffee), apparel, and electrical machinery. The
shares of coffee and bananas in total exports declined during the past decade and stood at
around 6 and 3 percent respectively in 2003. However, apparel remained the main export
item for all countries except Costa Rica (Table 2.4). The Dominican Republic, Honduras, and
El Salvador accounted for almost 75 percent of the Central American countries’ total apparel
exports to the United States. The preferential market access provided by the CBI program
played an important role in the rapid growth of apparel exports.

Table 2.4. Top Eight U.S. Merchandise Imports from Central America, 2003
(millions of U.S. dollars)
Product and HTS Number Total Costa Rica Honduras Guatemala El Salvador Nicaragua Dominican Rep.
Total U.S. imports 16,862 3,362 3,312 2,945 2,019 769 4,455
Knit apparel (61) 5,595 309 1,887 1,076 1,318 147 858
Woven apparel (62) 3,629 282 680 686 403 337 1,241
Edible fruit and nuts (08) 1,022 519 150 337 1 15
Electrical machinery (85) 1,364 814 98 2 34 39 377
Optical/medical equipment (90) 939 480 0 9 ] 0 450
Spices, coffee, tea (09) 453 126 26 216 45 40
Fish and seafood (03) 303 69 124 21 19 70
Mineral fuel, oil (27) 187 4 0 177 6 0
Other 3,370 759 347 421 193 121 1,529
Top 8 imports as percent of total 83 71 90 83 89 81 82
Sources: U.S. Department of Commerce; HTS=Harmonized Tariff Schedule; Hornbeck (2004).

22.  Roughly 60 percent of total exports of electrical machinery from the Central
American countries to the United States was produced in Costa Rica, which has been
able to attract sizable FDI flows to build plants for the production of computer parts in
the past three years. The Central American countries’ major import items from the United
States included electrical machinery, apparel, and fabric (Table 2.5).

Table 2.5. Top Eight U.S. Merchandise Exports to Central America, 2003
(In millions of U.S. dollars)
Product and HTS Number Total CostaRica Honduras Guatemala El Salvador Nicaragua Dominican Rep.
Total U.S. exports 15,074 3,414 2,845 2,274 1,824 503 4,214
Electrical machinery (85) 2,091 1,237 84 177 111 51 431
Knit apparel (61) 1,166 103 423 36 252 8 344
Machinery (84) 1,206 307 224 220 195 48 212
Knit/crocheted fabric (60) 664 34 340 16 266 8
Plastic (39) 817 256 81 147 79 11 243
Cotton yarn (52) 818 13 307 165 74 11 248
Woven apparel (62) 736 141 254 37 33 36 235
Cereals (10) 447 109 77 107 104 50
Other 7,129 1,214 1,055 1,369 710 280 2,501
Top 8 exports as percent of total 54 64 63 40 61 44 54
Source: U.S. Department of Commerce; HTS=Harmonized Tariff Schedule; Hornbeck (2004).
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23. Mexico’s export base shifted toward manufactured goods following NAFTA’s
introduction. Although the share of manufactures in total exports had been increasing since
at least 1980, the pace of diversification accelerated after the inception of NAFTA

(Table 2.6). As a result, Mexico’s export and import bases have become one of the most
diversified among emerging market economies. After the inception of NAFTA, vertical
specialization has increased, with member countries increasingly specializing in particular
stages of the production process. The prime example of this change has been the
maquiladora trade along Mexico’s northern border, where firms import inputs from the
United States, process them, and re-export back to the United States. Maquiladora firms
often specialize in the manufacture of electronics, auto parts, and apparel. The growth of the
magquiladora industry accelerated during the 1990s, as the average annual growth rate of real
value added produced by the maquiladora sector was around 10 percent in the period 1990—
2002, over three times the average growth rate of real GDP during the same period (Hanson,
2002). Intra-industry trade between Mexico and the United States also rose significantly as
the share of intra-industry trade in Mexico’s manufacturing sector rose from 62.5 percent in
1988-91 to 73.4 percent in the period 19962000 (OECD, 2002). Moreover, NAFTA
boosted intra-firm trade (OECD, 2002) and resulted in a substantial increase in the variety of
products traded between Mexico and the United States (Hillberry and McDaniel, 2002).

Table 2.6. Diversification of Exports
(Average in percent of total)
Emerging CAFTA-DR  Costa Dominican
Mexico  Mkts Average Rica Republic El Salvador ~ Guatemala Honduras  Nicaragua

Manufacturing

1980-01 53.3 44.9 28.0 329 433 37.9 27.7 14.1 11.8

1980-93 37.1 389 242 254 43.6 335 25.1 8.6 9.2

1994-01 81.6 55.5 344 46.1 42.6 45.4 322 23.8 16.2
Agriculture and food

1980-01 10.1 325 66.8 62.7 44.0 573 68.8 82.1 86.1

1980-93 11.9 35.7 72.4 69.3 55.4 62.3 71.9 86.9 88.6

1994-01 7.0 26.8 55.7 51.0 15.6 48.5 63.5 73.6 81.9
Fuel and ores

1980-01 36.5 20.2 2.7 1.6 0.7 4.7 3.5 3.7 1.8

1980-93 50.9 22.6 2.7 1.7 0.9 4.1 3.0 4.4 2.0

1994-01 11.2 15.8 2.6 1.5 0.2 5.7 43 2.4 1.6

Sources: World Development Indicators; and IMF staff calculations.

24. During the period 1994-2001, the Central American countries substantially
diversified their trade bases. For example, the share of manufacturing exports rose from
less than 25 percent in 1980-93 to approximately 34 percent over the period 1994-2001.
Costa Rica, El Salvador, Honduras, and Nicaragua significantly increased their
manufacturing exports. However, agricultural and food products still accounted for almost
60 percent of total exports during the 1994-01 period. Moreover, the extent of diversification
was much lower in the Central American countries than in Mexico. During the period 1994—
01, the average share of manufactured exports of the Central American economies was less
than half of that of Mexico.
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25. Mexico’s experience under NAFTA suggests that CAFTA-DR could further
accelerate diversification of Central America’s trade base. There was a major change in
the nature of goods exported from Mexico to the United States as these two countries
developed stronger trade linkages during the past two decades. As discussed above, NAFTA
was instrumental in the rapid growth of intra-industry and vertical trade between Mexico and
the United States in the past ten years. Compared with Mexico, the extent of intra-industry
trade with the United States has been much smaller in the Central American countries, except
Costa Rica. However, the Central American countries have recently begun expanding the
scope of both vertical and intra-industry trade. For example, most of their imports of
electrical machinery and apparel from the United States have been used as intermediate
inputs gl the production of other goods that have been re-exported back to the United

States.

Foreign direct investment flows

26. The Central American countries were able to increase FDI flows significantly in
the period 1994—03. In Costa Rica, the Dominican Republic, and Nicaragua, gross FDI
flows relative to GDP were larger than in Mexico over the same period, although the dollar
amount of these flows was much smaller than that received by Mexico, given the larger size
of the Mexican economy (Table 2.7). However, these flows were significant relative to total
domestic investment, representing about 14 percent of domestic investment on average. The
United States is the largest source of FDI flows to each Central American economy. About
one-third of FDI flows from the United States went to Costa Rica between 1999 and 2002
(Table 2.8), followed by the Dominican Republic (about one-fourth).

Table 2.7. Gross FDI Flows
(Yearly averages)
Cafta-DR Dominican
Mexico Average Costa Rica Republic El Salvador Guatemala Honduras Nicaragua
Gross FDI Flows (fraction of GDP, percent)
1980-03 1.9 2.2 2.5 2.4 1.1 1.2 1.6 8.2
1980-93 1.3 1.2 2.0 1.3 0.7 1.2 0.8 0.0
1994-03 2.9 3.5 32 4.0 2.0 1.1 2.7 8.2
Gross FDI Flows (fraction of fixed investment, percent)
1980-03 10.1 9.2 12.9 10.7 6.8 8.0 7.2 9.7
1980-93 6.8 5.8 10.0 5.8 5.7 8.5 4.6 0.0
1994-03 14.8 14.0 17.0 17.5 8.3 7.2 10.8 232
Sources: IMF, World Economic Outlook; and IMF staff calculations.

 The extent of intra-industry trade is greater for trade within Central America than for the Central
American countries’ trade with the United States. However, there has been a change in recent years as
intra-industry trade involving especially apparel and electronic components has risen substantially.
For example, apparel exports from the region to the United States have been increasing rapidly during
the past ten years. Costa Rica has been able to increase its exports of electronic components and to
expand the scope of intra-industry trade because of U.S. investment in the production of electronic
components and medical equipment (Taccone and Nogueira, 2004).
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27. Foreign direct investment (FDI) flows between Mexico and its partners
strengthened after NAFTA. The agreement contained various provisions that improved the
relative standing of investors from the partner countries in Mexico and expanded the sectors
in which they could operate. These changes helped boost FDI flows to Mexico from

US$12 billion over 1991-93 to roughly US$54 billion in the 2000-02 period. The share of
FDI flows in domestic gross fixed capital formation (investment) also increased from

6 percent in 1993 to 11 percent in 2002, mainly due to inflows from Mexico’s NAFTA
partners.

Table 2.8. FDI Inflows from the United States
(In millions of U.S. dollars)

1999 2000 2001 2002
Mexico 37,151 39,352 56,554 58,074
Costa Rica 1,493 1,716 1,677 1,602
El Salvador 621 540 361 580
Guatemala 478 835 389 391
Honduras 347 399 242 184
Nicaragua 119 140 157 242
Dominican Republic 968 1,143 1,233 1,123
Total CAFTA-DR countries 4,026 4,773 4,059 4,122

Source: U.S. Department of Commerce. Bureau of Economic Analysis.
Data reflect stock of FDI historical-cost basis (Hornbeck, 2004).

28. CAFTA-DR is likely to boost FDI flows to the Central American countries as
NAFTA did in the case of Mexico. Recent research suggests that NAFTA membership
significantly affected the volume of FDI inflows to Mexico. For example, Cuevas,
Messmacher, and Werner (2002b) and Waldkirch (2003) show that NAFTA led to a
significant increase in FDI inflows to Mexico. The latter study argues that NAFTA’s impact
on FDI inflows to Mexico was the result of increased vertical specialization as well as the
agreement’s effect on Mexico’s commitment to liberalization and reform programs. As
NAFTA did, CAFTA-DR could serve as a commitment device and encourage FDI flows
while inducing a change in the nature of trade flows in favor of vertical trade. CAFTA-DR
could also help attract foreign multinational corporations to the Central American countries,
as Mexico’s NAFTA experience proved (see Blomstrom and Kokko (1997)). **

** Cuevas, Messmacher, and Werner (2002b) employ panel regressions and find that Mexico’s
participation in NAFTA led to roughly a 70 percent increase in FDI flows. Waldkirch (2003)
concludes that NAFTA induced a 40 percent increase in the volume of FDI flows. Blomstrom and

(continued)
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29. CAFTA-DR could, however, encourage suboptimal policymaking in efforts to
encourage FDI inflows. The individual Central American countries could be inclined to
offer tax incentives to attract FDI flows and by doing so induce a “race to the bottom.” To
limit this risk, policy coordination might be warranted (see Chapter 3 on taxation and the
fiscal implications of CAFTA-DR).

C. Implications for Economic Growth and Welfare

30. How would CAFTA-DR affect the long-run growth prospects of Central
America? The theoretical impact of regional trade agreements on economic growth and
welfare is somewhat ambiguous, since it depends on various factors, including changes in
trade volume and terms of trade after the advent of such agreements.”> However, various
theoretical models emphasize the importance of trade openness in promoting economic
growth. Some of these models focus on static gains, including the gains derived from
increased specialization. Others consider knowledge spillovers associated with international
trade as an engine of growth (Grossman and Helpman, 1991).

31. Several empirical studies suggest that trade openness has a direct and positive
effect on economic growth (Sachs and Warner, 1995; Frankel and Romer, 1999, and Dollar
and Kraay, 2003). Some other studies focus on the positive effect of increased trade linkages
on productivity (USITC, 2003) and on investment growth (Levine and Renelt, 1992, and
Baldwin and Seghezza, 1996). Rodrik and Rodriguez (2000), however, present a critical
review of some of these empirical studies.?

32. There are various direct and indirect channels through which increased
financial flows can enhance growth in developing countries. While direct channels
include augmentation of domestic savings, reduction in the cost of capital through better
global allocation of risk, development of the domestic financial sector (Levine, 1996), and

Kokko (1997) conclude that foreign multinationals increased their investment in Mexico in response
to NAFTA as well as to the relaxation of various barriers on FDI flows since the mid-1980s.

% Baldwin and Venables (1995) provide a survey of theoretical studies on the growth and welfare
implications of regional trade agreements.

*® Berg and Krueger (2003), Baldwin (2003) and Winters (2004) provide extensive surveys of the
literature on trade and growth. Winters (2004) concludes that “while there are serious methodological
challenges and disagreements about the strength of the evidence, the most plausible conclusion is that
liberalization generally induces a temporary (but possibly long-lived) increase in growth.” Tang and
Harrison (2004) argue that “while trade integration can strengthen an effective growth strategy, it
cannot ensure its effectiveness. Other elements are needed, such as sound macroeconomic
management, building trade-related infrastructure, and trade-related institutions, economy-wide
investments in human capital and infrastructure, or building strong institutions.” Brown, Kiyota, and
Stern (2005) use a different CGE model and estimate that the GNP of Central American countries
could increase by 4.4 percent after the inception of CAFTA-DR.
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transfer of technological know-how, indirect channels are associated with promotion of
specialization and inducement for better economic policies (Gourinchas and Jeanne, 2003).

33. However, recent empirical research has been unable to establish a clear link
between financial integration and economic growth. Prasad, Rogoff, Wei, and Kose
(2003) review several empirical studies and conclude that the majority of the studies find
financial integration has no effect or a mixed effect on economic growth. For example,
Edison, Levine, Ricci, and Slok (2002) employ a regression model that controls for the
possible reverse causality—i.e., the possibility that any observed association between
financial integration and growth could result from the mechanism that faster-growing
economies are also more likely to liberalize their capital accounts. They conclude that there
is no robust, significant effect of financial integration on economic growth. However, some
other studies (Borenzstein, De Gregorio, and Lee, 1998) find that FDI flows (rather than
other capital movements) tend to be positively associated with investment and output growth.

34. Mexico’s growth performance improved after the inception of NAFTA.
Compared with several other emerging market countries, the Mexican economy performed
well in the post-NAFTA period and, in particular, after the 1995 crisis (Figure 2.5a).
Moreover, the average growth rate of investment was particularly impressive, as it rose
almost eightfold during the period 19962003 (Table 2.9).

Table 2.9. Dynamics of Economic Growth
(Average in percent)

Emerging CAFTA-DR Costa Dominican
Mexico Markets Average Rica Republic El Salvador ~ Guatemala Honduras Nicaragua

GDP

1980-03 2.45 3.45 2.66 3.84 3.91 1.72 2.47 2.87 1.16

1980-93 2.24 3.67 1.75 3.47 2.80 0.50 1.66 3.05 -0.96

1994-03 2.73 3.17 3.84 4.31 5.36 3.30 3.54 2.65 3.91

1996-03 3.63 2.45 3.79 4.31 5.57 2.65 3.30 2.96 3.93
Consumption

1980-03 2.60 3.40 2.92 4.23 3.49 2.88 3.22 3.76 1.74

1980-93 2.42 3.57 2.25 5.27 1.90 2.22 2.71 4.74 0.09

1994-03 2.84 3.18 3.80 3.40 5.57 3.73 3.73 2.48 3.88

1996-03 4.17 2.35 3.20 2.98 5.37 2.60 3.40 2.43 2.39
Investment

1980-03 2.52 3.27 4.57 6.78 5.61 3.95 5.37 4.02 4.26

1980-93 1.46 4.28 4.10 9.11 5.62 3.75 5.40 6.37 -0.21

1994-03 3.91 1.94 5.18 491 5.60 421 5.34 0.95 10.07

1996-03 7.46 -0.11 5.19 5.54 8.06 1.85 5.91 3.00 6.77

Sources: IMF, World Economic Outlook ; and IMF staff calculations.

35. As pointed out in Chapter 1, the average growth rate of the Central American
countries increased notably during the period 1994-2003. In particular, the average
growth rate of GDP more than doubled over this period, with all countries, except Honduras,
recording significant increases in their growth rates (Figure 2.5b). The average growth rate of
investment also rose in the Central American countries, but it fell short of the increase in
Mexico. While El Salvador and Nicaragua were able to achieve much higher rates of
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investment growth, Costa Rica and Honduras witnessed a significant decline over the 1994—
2003 period.

36. Mexico’s experience under NAFTA suggests that CAFTA-DR could change the
dynamics of economic growth in the Central American countries. The effects of exports
and investment on growth in Mexico have changed after NAFTA as their contributions to
GDP growth have more than doubled following the introduction of the agreement

(Table 2.10). For example, while the contribution of investment (exports) was about

0.4 (1.1) percentage points before NAFTA, it went up to 1.4 (2.6) percentage points during
the period 1996-2003. A similar change in the roles of investment and exports took place in
Central America over the period 1994-2003, although their contribution to growth is still
lower in the Central American countries than in Mexico.

Table 2.10. Contributions to GDP Growth
(Average, in percent)
CAFTA-DR Costa Dominican
Mexico  Average Rica Republic El Salvador Guatemala Honduras Nicaragua

Investment

1980-03 0.39 0.75 1.23 1.01 0.61 0.71 0.70 0.76

1980-93 0.16 0.58 1.68 0.92 0.55 0.67 1.12 -0.40

1994-03 0.69 0.98 0.87 1.12 0.70 0.74 0.14 2.28

1996-03 1.37 1.03 0.97 1.64 0.25 0.83 0.69 1.79
Consumption

1980-03 1.74 221 2.90 2.69 2.55 2.73 2.60 1.08

1980-93 1.63 1.56 3.49 1.42 2.02 2.26 3.33 -0.77

1994-03 1.87 3.06 2.42 435 3.24 3.19 1.64 3.49

1996-03 2.78 2.56 2.11 4.17 2.25 2.92 1.63 2.25
Exports

1980-03 1.87 1.15 3.41 1.35 0.82 0.59 0.37 1.59

1980-93 1.09 0.39 3.73 0.83 -0.45 0.53 -0.27 0.22

1994-03 2.88 2.15 3.16 2.02 2.47 0.65 1.20 3.38

1996-03 2.63 1.94 3.29 1.76 2.51 0.45 1.01 2.64

Sources: IMF, World Economic Outlook; and Fund staff calculations.

37. CAFTA-DR could generate various growth benefits to the Central American
countries as NAFTA did in the case of Mexico. Hilaire and Yang (2003) use a CGE model
to examine the growth benefits of CAFTA-DR and conclude that GDP of the Central
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Figure 2.5. Growth Rate and Volatility of Macroeconomic Aggregates
(average, percent)

a. Mexico, growth rate

b. Central America, growth rate
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American countries could increase by as much as 1.5 percent as a result of the agreement.”’
This finding is in the range of the estimates produced by various studies using similar models
to analyze the impact of NAFTA on the Mexican economy.*® Hilaire and Yang (2003) also
find that if the agreement excludes agricultural sector liberalization, the growth effect
associated with CAFTA-DR drops to 1.1 percent of GDP of the Central American countries.

38. CAFTA-DR’s impact on economic growth could be larger than estimated by the
static CGE models. As previously discussed, these models are unable to account for various
dynamic effects associated with accumulation of capital, changes in specialization patterns,
and stronger productivity spillovers. While the growth impact associated with NAFTA is
estimated to be around 2 percent in static models, it is more than 3 percent in dynamic
models.”” CAFTA-DR has extensive provisions involving services and investment flows.
However, the static models, including the one employed by Hilaire and Yang (2003), do not
incorporate the effects of such provisions which could lead to potentially large changes in the
flows of services and investment.*’

39. Moreover, Mexico’s experience under NAFTA suggests that CAFTA-DR could
have a positive impact on productivity growth and institutional quality in Central
America. Recent research shows that NAFTA contributed to total factor productivity in
Mexico and accelerated economic convergence in the region. For example, Lopez-Cordova
(2002), using plant-level data, finds that NAFTA raised total factor productivity by roughly
10 percent in Mexico over the sample period, partly in response to foreign capital inflows.

*" Hilaire and Yang (2003) use the Global Trade Analysis Project (GTAP) model for their simulations
which assume that the agreements is signed by the United States and five Central American countries,
including Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua. Their findings indicate that
the welfare impact of CAFTA-DR on the United States is also positive although it is much smaller
than the positive impact on the Central American countries. The agreement also increases global
welfare as the gains from expanded sales of textiles, clothing, and processed crops offset potential
losses associated with trade diversion. They also conduct some alternative simulations involving the
global removal of quotas in textiles and clothing alongside the CAFTA-DR agreement. This reduces
the growth of the Central American countries exports to the United States, but CAFTA-DR still leads
to a 1.1 percent increase in regional GDP.

% Baldwin and Venables (1995) provide a summary of the studies using CGE models to evaluate the
impact of NAFTA. Some recent empirical studies also establish a positive association between
NAFTA membership and Mexico’s growth performance (Arora and Vamvakidis, 2005; CBO, 2003).

¥ Kouparitsas (1997) considers a dynamic general equilibrium model that captures the impact of
NAFTA on investment flows in the region. He finds that the agreement increases Mexico’s steady-
state level of GDP by 3.3 percent, consumption by 2.5 percent, and investment by more than

5 percent.

3 More importantly, CAFTA-DR could affect economic growth through its impact on the country
risk premium of the Central American economies. This was the case in Mexico after the inception of
NAFTA as documented by Manchester and McKibbin (1995).
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Easterly, Fiess, and Lederman (2002) document that the speed of convergence of
productivity among NAFTA partners accelerated after the implementation of NAFTA.
Lopez-Cordova (2001) argues that the passage of NAFTA induced some institutional
changes, among them a revamping of institutions in charge of competition policy, intellectual
property protection, and standards.

40. Increased trade and financial integration associated with CAFTA-DR could
reduce the adverse effects of macroeconomic instability (volatility) on economic growth.
As documented by a growing literature, there is a negative relationship between volatility and
growth (Ramey and Ramey, 1995). This implies that policies and exogenous shocks that
affect volatility can also influence growth. Thus, even if volatility is considered intrinsically
a second-order issue, its relationship with growth suggests that volatility could indirectly
have first-order welfare implications. Highly volatile macroeconomic fluctuations have been
a major impediment to sustained growth in Central America. Kose, Prasad, and Terrones
(2005a, 2005b) document that increased trade and financial integration appear to diminish
the negative impact of volatility on growth. Specifically, in regressions of growth on
volatility and other control variables, they find that the estimated coefficients on interactions
between volatility and trade integration are significantly positive. In other words, countries
that are more open to trade appear to face a less severe tradeoff between growth and
volatility. They also find a similar, although slightly less robust, result for the interaction of
financial integration with volatility.*!

41. The need to move forward with CAFTA-DR becomes more urgent given the
rising competition from Asia, especially from China. Simulations based on the Global
Trade Analysis Project (GTAP) model suggest that the first round impact on exports and
GDP could be sizable.” While the negative impact could be more moderate—given the
proximity to the United States and deepening supply chain linkages—pressures are likely to
rise. The recent decision by the United States to impose curbs on some categories of Chinese
textile exports to the United States will give Central America some relief in the short term,
allowing the region to implement CAFTA-DR.

42. The degree to which CAFTA-DR will, however, lead to a strong growth impulse
and improvement in the long run growth potential of the region will depend critically
on supporting policies. As Mexico’s NAFTA experience shows, the Central American

31 Kose, Prasad, and Terrones (2005a) document that during the 1990s, emerging markets had a
similar level of output volatility, on average, as other developing economies but experienced much
higher growth. Their findings indicate that the higher level of trade openness of emerging markets
accounts for about half of the observed difference of about 2 percentage points in average growth
rates between emerging markets and other developing economies. In other words, despite
experiencing a similar level of volatility, emerging markets were able to post higher growth rates
because of the greater degree of trade openness.

32 The first round static impact on GDP could range between 0.7 percent in the case of Guatemala and
4.7 percent in the case of Honduras.
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countries must undertake various structural reforms to sustain the potential benefits
associated with CAFTA-DR. Although NAFTA has had a significant and favorable impact
on exports and foreign direct investment flows, Mexico’s growth performance could have
been even stronger if structural reforms had been pursued more aggressively. The major
lesson from Mexico’s experience is that a trade agreement like CAFTA-DR should be used
to accelerate, rather than postpone, needed structural reform.

43. In particular, the Central American countries need to employ policies to
improve the quality of institutions, regulatory bodies, the rule of law, property rights,
the flexibility of labor markets and human capital infrastructure. Gruben (2005) argues
that while the Central American countries have been able to liberalize their trade regimes
during the past ten years, they have lagged in undertaking the necessary structural reforms to
improve various domestic policies, including those pertaining to financial systems, labor
markets, protection of property rights, transparency, regulatory frameworks, and importance
of the informal sector.”> CAFTA-DR has the potential to produce much larger benefits for the
countries in the region if the agreement is effectively used as an anchor to implement the
necessary policy reforms (see Salazar-Xirinachs, and Granados (2004)).

44. There are some concerns about the potential effects of CAFTA-DR on fiscal
balances and poverty in the region. An immediate consideration for the Central American
economies is the potential impact of CAFTA-DR on their fiscal balances. Since a significant
fraction of the Central American economies’ imports are sourced from the United States,
CAFTA-DR might lead to a fall in customs revenue and deterioration of their fiscal
positions. These issues are discussed in detail in Chapter 3. Another concern is associated
with the potential impact of the agreement on poverty, which is discussed in the next section.

D. Could CAFTA-DR Help Reduce Poverty in the Region?

45. Free trade agreements, like CAFTA-DR, could have distributional implications
involving various income groups. In particular, some commentators argue that free trade
agreements could have an adverse impact on the poorest segments of the population since
these agreements could compress their employment opportunities and wages (see Aisbett,
2005). Moreover, they claim that these agreements could decrease government spending on
the poor because of their potentially negative effects on fiscal revenues. The following
summarizes the main issues about the potential impact of CAFTA-DR on poverty in the
region in light of recent empirical and theoretical studies.

3 Gruben (2005) compares the extent of trade openness with an index of market orientation
measuring the degree of market openness in eight nontrade domestic policy categories: fiscal policy
and fiscal balance, government intervention in the economy, monetary policy (with its inflationary
implications), banking policy, flexibility of wages and prices, protection of property rights,
transparency and simplicity of regulation, and importance of the informal sector versus the formal
taxpaying sector.
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Liberalization and poverty: What do we know?

46. In theory, there are several channels through which increased trade and
financial flows could help reduce poverty. As discussed earlier in the chapter, some of
these channels are related to growth-enhancing effects of increased trade and financial flows.
For example, augmentation of domestic savings, reduction in the cost of capital, increase in
productivity through transfer of technological know-how, and stimulation of domestic
financial sector development could all provide direct growth benefits, which in turn help
reduce poverty (see Agenor (2003), Easterly (2004), and Goldberg and Pavcnik (2005)).
Trade liberalization could also translate into a reduction in the prices of goods consumed by
poor households. Moreover, increased trade and financial flows could help reduce
macroeconomic volatility, which also could have a beneficial effects for the poor (Aizenman
and Pinto, 2005).

47. This is supported through some recent empirical studies.* For example, research
by Dollar and Kraay (2002, 2003) suggests that increased trade flows are associated with
higher economic growth.*® Kraay (2004) provides strong evidence for the importance of
economic growth in poverty reduction as his analysis shows that most of the variation in
changes in poverty during the 1980s and 1990s is explained by growth in average income in
developing countries.*® Agenor (2003) finds that there is a nonlinear relationship between

** Since it is difficult to measure poverty and to isolate the impact of trade and financial flows on
poverty from various other factors, recent studies do not reach an unambiguous conclusion on this
issue. While Easterly (2005) documents that neither financial nor trade flows have any significant
impact on poverty, Harrison (2005) notes that “there is certainly no evidence in the aggregate data
that trade reforms are bad for the poor.” Winters, McCulloch, and McKay (2004) also argue that the
empirical evidence often suggests that trade liberalization helps reduce poverty in the long-run and
note that “it lends no support to the position that trade liberalization generally has an adverse impact.”

3% Although there has been an intensive debate about the potentially adverse impact of increased trade
and financial flows associated with globalization on income inequality, there is no clear empirical
evidence that globalization has fostered a sharp rise in worldwide inequality. Several recent studies
focus on the impact of globalization on income inequality across countries, these studies have yet to
provide a conclusive answer. For example, globalization could accentuate the already substantial
inequality of national incomes and, in particular, lead to stagnation of incomes and living standards in
countries that do not participate in this process. Consistent with this view, Quah (1997) has
documented that there is evidence in cross-country data of a “twin peaks” phenomenon whereby per
capita incomes converge within each of two groups of countries (advanced countries and globalizers)
while average incomes continue to diverge across these two groups of countries. In other words,
advanced countries and globalizers converge in terms of per capita incomes and so do non-
globalizers, but these two groups diverge from each other in terms of their average incomes. Sala-i-
Martin (2002), on the other hand, argues that a more careful analysis, using individuals rather than
countries as the units of analysis, shows that global inequality has declined during the recent wave of
globalization.

36 Some researchers argue that there are severe data and measurement problems involving poverty
series and suggest alternative tests to analyze the impact of trade liberalization. For example, Wei and
(continued)
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increased trade and financial flows and poverty. His empirical results indicate that while
these flows could reduce poverty in countries with a higher degree of integration with the
global economy, it could have an adverse impact on the income levels of the poor in
countries with a lower degree of integration.”’

48. Mexico’s experience during the 1990s also suggests that increased trade and
financial flows could be beneficial to the poor. For example, while Hanson (2005)
documents that poverty increased in Mexico during the 1990s, in part due to the 1995 peso
crisis, income in states which were more open to trade and financial flows, increased relative
to those being less open. Moreover, the increase in poverty was only marginal in states which
are more exposed to trade and financial flows while it was much higher in those with limited
integration with the global economy. Some other country case studies, including those on
China, India, and Poland, also suggest that trade liberalization could have poverty alleviating
effects (Harrison, 2005).

49. Some studies emphasize the importance of complementary policies to help
increase the benefits of trade and financial integration for the poor. In particular, policies
encouraging labor mobility, improving access to credit and technical know-how, and
establishing social safety nets seem to increase the benefits of increased integration for the
poor. Trade liberalization could lead to contraction in some previously protected industries.
Policies that could help workers move from such sectors to expanding ones could diminish
the adverse effects of trade liberalization on the poor in the short run while also contributing
to poverty reduction in the long run.

Poverty in Central America and CAFTA-DR

50. Poverty is a major problem in some Central American countries (except Costa
Rica). The poverty rate is around 80 percent in Honduras, and around 50 percent in El
Salvador, Guatemala, and Nicaragua. Heavy dependence on agriculture appears to accentuate
the poverty problem in some Central American countries. For example, agricultural
production accounts for roughly 25 percent of GDP in Guatemala and more than 30 percent
in Nicaragua.

51. Some commentators argue that CAFTA-DR could have a negative impact on the
poor in the region. They note that by eliminating tariffs on agricultural goods, the agreement
opens the small markets of Central American economies to relatively cheaper agricultural

Wu (2002) find that tariff reductions could lead to a significant increase in life expectancy and
reduction in infant mortality.

37 Agenor (2003) uses a weighted average of trade and financial openness indicators as a measure of
economic integration. The nonlinearity stems from the fact that trade and financial integration have a
sizable impact on the quality of institutions only beyond a certain level of trade, and financial
integration and institutions (including an efficient social safety net) play a major role in channeling
the beneficial effects of globalization to the poor and shielding them from its costs.
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exports from the United States (see Oxfam, 2004). They suggest that severe dislocation
problems could arise since workers in the agricultural sector, especially poor subsistence
farmers, could lose their jobs. They also point out that this could further exacerbate the
poverty problem in the region with consequences for the dynamics of income distribution.

52. To provide the necessary relief for the vulnerable segments of the population,
the CAFTA-DR agreement includes prolonged tariff phase-out and safeguard schedules
to all countries with sensitive agricultural products.® For example, tariffs and quotas on
various agricultural imports from the United States, including pork, beef, poultry, rice, and
yellow corn, will be phased out over a 15-year period. Rice and dairy products are subject to
longer transition periods (18 to 20 years). All agricultural trade would eventually become
duty-free except for sugar imported by the United States, fresh potatoes and onions imported
by Costa Rica, and white corn imported by the other Central American countries.*

53. Moreover, CAFTA-DR could be beneficial to the poor in the region by
improving growth prospects while contributing macroeconomic stability. Sustained
economic growth appears to be highly correlated with poverty reduction and CAFTA-DR has
the potential to increase growth in the region. In addition, as discussed later in the chapter,
CAFTA-DR could reduce macroeconomic volatility, which has a significantly negative and
causal impact on poverty (Laursen and Mahajan, 2005).

54. Complementary policies should be in place to maximize the benefits of CAFTA-
DR for the poor. In particular, policies are needed to strengthen social safety nets and
measures should be undertaken to facilitate that poorer households would be in a better
position to take advantage of the benefits of CAFTA-DR. Since their dependence on
agriculture varies, the Central American countries could utilize specific policies to ease the
transition process of workers in the agricultural sector to export-oriented manufacturing and
services industries. In addition to providing the necessary infrastructure for labor mobility
across sectors, improving access to credit could also help in this transition.

** Tariffs on more than half of U.S. agricultural exports would be eliminated immediately but the rest
is subject to phase out periods up to 20 years. In some agricultural products, changes in tariff
schedules would be effective only after 7-12 years.

3% Mason (2005) documents the effects of lifting tariffs on sensitive agricultural products on the poor
in Nicaragua, Guatemala, and El Salvador using a net consumer-net producer approach, which helps
isolate the first order effects of such policy changes on welfare. His findings indicate that reduction of
barriers could lead to welfare gains for a significant majority of households in these countries because
of the reduction in prices while producers of the sensitive agricultural products could experience
welfare losses.
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E. CAFTA-DR’s Potential Impact on Macroeconomic Volatility and the
Co-movement of Business Cycles

55. Increased trade and financial flows between the Central American economies
and the United States as a result of CAFTA-DR could affect macroeconomic volatility
and co-movement of business cycles in the region. While the Central American economies
have been successful in regaining macroeconomic stability over the past decade, they have
continued to face large substantial shocks. Against this background, the following sections
analyze how the nature of business cycle fluctuations in the region might change after the
inception of CAFTA-DR.

Macroeconomic volatility

56. The theoretical impact of increased trade and financial flows on output volatility
depends on a number of factors, including the nature of financial flows, patterns of
specialization, and the sources of shocks. For example, if increased trade openness is
associated with further inter-industry specialization across countries and industry-specific
shocks are important in driving business cycles, this could lead to an increase in output
volatility. However, if increased trade is associated with increased intra-industry
specialization across countries, which leads to a larger volume of intermediate inputs trade,
then the volatility of output could decline. In addition, economic theory suggests that
increased access to international financial markets should dampen the volatility of
consumption while inducing an increase in investment volatility (Kose, Prasad, and Terrones
(2003a)).

57.  Recent empirical studies are unable to establish a clear link between stronger
economic linkages and macroeconomic volatility. While some of these studies find no
significant relationship between the increased degree of economic interdependence and
domestic macroeconomic volatility (Buch, Dopke, and Pierdzioch, 2004), others find that an
increase in the degree of trade openness leads to higher output volatility, especially in
developing countries (Easterly, Islam, and Stiglitz, 2001). Kose, Prasad, and Terrones
(2003a) find that while trade openness increases the volatility of output, income, and
consumption in emerging market economies, it reduces the relative volatility of consumption
to output, implying that it improves the consumption risk-sharing possibilities. They also
document that increased financial integration is associated with rising relative volatility of
consumption, but only up to a certain threshold.

58. Macroeconomic volatility declined in Mexico after the inception of NAFTA. This
can be seen in the uniform decline in the variance of several macroeconomic aggregates
between the pre-NAFTA period (1980-93) and post-crisis period (1996-2003)

(Figure 2.5¢).*” In particular, output volatility decreased by 20 percent and investment

% Table A2.1 presents the volatility of macroeconomic aggregates in detail. Volatility is measured as
the standard deviation of the annual growth rate. Since only limited number of annual date series are
available, standard errors associated with volatility statistics are not reported.
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volatility fell by more than 40 percent in the latter period. Consistent with theoretical
predictions, increased trade and financial linkages also led to a reduction in the volatility of
consumption in Mexico. In addition, consumption became slightly less volatile than output
during the 19962003 period. This, along with the increased cross-country consumption
correlations as documented below, suggests that Mexico became better able to share
macroeconomic risk with the United States through increased trade and financial linkages.

59. The decreased volatility of the Mexican economy during the past ten years could
be the result of several factors, including, in particular, NAFTA and the policy regime
changes Mexico enacted. However, the decrease in volatility could be the result of
NAFTA’s effect on intra-industry and vertical trade rather than the result of increased
stability of domestic macroeconomic policies stemming from the implementation of sound
monetary and fiscal policies over the period 1996-2001 (Cuevas, Messmacher, and Werner,
2002a). Both the theory reviewed earlier and the available evidence of the increased
importance of regional and external shocks in driving the Mexican business cycles (Kose,
Meredith, and Towe, 2005) suggest that this might be the case.

60. Reflecting in part the success in pursuing sound macroeconomic policies, the
volatility of macroeconomic variables decreased in the Central America economies
during the past ten years (Figure 2.5d). In particular, there was a significant decrease in the
volatility of output fluctuations in El Salvador, Guatemala, and Nicaragua. Both consumption
and investment volatility declined in Central America during the period 1996-2003.
Although volatility of consumption in Nicaragua and the Dominican Republic declined from
18 percent to less than 7 percent, it was still high in these two countries relative to the rest of
Central America. In all countries except Costa Rica, there was a moderation in the size of
business cycle fluctuations in exports and imports.

61. Output volatility in Central America was lower than that of Mexico during the
period 1994-2003. However, consumption and investment in these countries exhibited
higher volatility than they did in Mexico over the same period. In addition, during the period
19962003, consumption fluctuations were more volatile than those of output in Central
America, whereas the volatility of consumption was slightly below that of output in Mexico.

62. The NAFTA experience suggests that CAFTA-DR could help further reduce
output volatility in Central America. CAFTA-DR could further reduce volatility in Central
America through accelerating the diversification of the export base by fostering intra-
industry and vertical trade linkages with the United States. After the inception of CAFTA-
DR, shocks originating in the United States could play a more prominent role in Central
America as documented below. Given the stability of the U.S. economy, however, these
shocks are expected to be relatively less volatile than shocks specific to Central America,
resulting on balance in a more stable macroeconomic environment. Moreover, CAFTA-DR
may have a positive impact on the quality of institutions and country risk premium, which in
turn should further reduce volatility.

63. In the same vein, CAFTA-DR could play a major role in reducing consumption
and investment volatility in Central America. NAFTA appeared to have helped Mexico
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achieve relatively more stable consumption and investment dynamics through its impact on
FDI flows. CAFTA-DR could be similarly instrumental in increasing the volume of FDI
flows to the region, since it would signal a long-term commitment to implementing trade-
promoting policies. This could help reduce the amplitude of investment fluctuations. In
addition, CAFTA-DR could expand the scope of international risk-sharing opportunities,
which in turn could help diminish the variation in consumption fluctuations.

64. CAFTA-DR could result in welfare gains in Central America by helping to
expand the set of available financial instruments for international risk-sharing
purposes. These instruments would allow domestic residents and firms to utilize
international financial markets for consumption smoothing, resulting in significant welfare
benefits. Recent studies document that the benefits from international risk sharing tend to be
large when a country’s consumption growth is volatile, positively correlated with domestic
output growth, and not highly correlated with world consumption.

65. Some of the Central American economies face highly volatile consumption
fluctuations, implying that the benefits to CAFTA-DR and consequent reductions in
consumption volatility could be

large. While these benefits would, Table 2.11 Potential Welfare Gains from International Risk Sharing

on average, have the same effect as
about a 5 percent permanent
increase in the level of per capita
consumption, they differ
significantly across the Central
American economies

(Table 2.11).*' The gains are
generally inversely proportional to

(In percent of consumption)

Costa Rica
Dominican Republic
Guatemala
Honduras

Nicaragua

El Salvador

CAFTA-DR (Average)
CAFTA-DR (Median)

1.30
6.38
0.39
1.21
14.95
3.74

4.66
2.52

the volatility of consumption. To
illustrate, Nicaragua, the most
volatile Central American

Source: Fund staff calculations.

economy, stands to gain close to 15 percent, while the gain for the least volatile economy,
Guatemala, is less than ' percent.**

*I' A simple general equilibrium model is used to assess the extent of potential welfare gains from
international risk sharing. The methodology is similar to the one employed in van Wincoop (1999). In
brief, the model compares two scenarios. The first one has no additional risk sharing relative to what
is already implied by observed consumption behavior, while in the second, there is perfect risk
sharing so that each country consumes a constant fraction of total world consumption (see Prasad,
Rogoff, Wei, and Kose, 2003).

*2 There has been a substantial increase in the volume of remittance inflows to the region from
Central Americans in the United States (see Taccone and Nogueira, 2004, and IMF, 2005). While El
Salvador and the Dominican Republic on average received the highest levels of remittances during
the period 1990-2003, the growth of the remittances was quite significant in other countries,
especially Nicaragua and Honduras. These flows could be instrumental in helping the Central
(continued)
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Sources of business cycles in Central America

66. Consistent with the high degree of openness to international trade of the
countries in the region, both external and regional shocks play important roles in
Central America, even though there are marked differences in their roles across
countries. For example, external shocks explain a larger share of GDP volatility than in
Mexico in at least three countries and are particularly important in Costa Rica and Honduras.
In Nicaragua and the Dominican Republic, domestic shocks are at least as important as
regional shocks while regional shocks are most important in El Salvador and Guatemala. The
following sub-sections analyze these issues in detail considering the roles of external,
regional, and domestic shocks in accounting for macroeconomic fluctuations in Central
America and Mexico.

The importance of external shocks

67. Country-specific vector autoregressive systems (VARSs) are estimated to assess
the relative importance of external and domestic shocks in explaining business cycle
variation in Central American economies. These VARs include six variables in addition to
a constant and a linear trend. To capture the influence of external shocks, the following
variables are included: the U.S. real GDP growth, a measure of the ex-post U.S. real interest
rate (the U.S. Federal Fund rate minus annual CPI inflation), and the ratio of oil to non-fuel
commodity prices (a proxy for the terms of trade of these economies). The domestic
Variz}“?les are the CPI inflation rate, the trade balance-to-GDP ratio, and the real GDP growth
rate.

68. These VARs permit assessing the relative importance of external and domestic
shocks for growth variability. It is assumed that six shocks drive the business cycle
dynamics of these economies: three external shocks and three domestic shocks. The
identification strategy used in the VARSs separates the influence of external shocks from
those of domestic ones.**

American countries to mitigate the impact of various shocks and thereby lowering the volatility of
consumption (Rapoport and Docquier, 2005 and IMF, 2005).

* The estimation methodology follows Rebucci (1998). Since there is only a small number of
countries in the sample with limited amount of annual data series, it is not possible to undertake a
rigorous pooling exercise involving a panel-VAR. The data frequency is annual and the sample period
is 1996-2003. The lag length is two for all VAR systems estimated.

* To be more specific, a small open economy assumption justifies using the Cholesky decomposition
of the reduced form variance-covariance matrix to help separate the impact of external shocks from
those of domestic ones. This decomposition also permits decomposing the variability of growth in
these two blocks of shocks without identifying individual shocks separately, and without placing
restrictions on their long-run dynamics.
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69. External shocks play an important role in the Central American region, but
there are differences across countries. While on average external shocks explain about the
same share of growth variability as
in Mexico (about 30 percent), in
Costa Rica, Guatemala, and

Table 2.12. Forecast Variance Decomposition of GDP Growth

Honduras external shocks account External Shocks Domestic Shocks
for a much larger fraction of Costa Rica 0.67 0.33
growth variability than in Mexico 031 020
(Table 2.12). At the same time, in Pominican Republic 0ls e

the Dominican Republic, El El Salvador 0.23 077
Salvador, and Nicaragua, domestic 0.23 0.34
shocks explain a much larger share Guatemala 3;; 3;‘2
than in Mexico. In the countries in ' '

. Honduras 0.42 0.58
which external shocks play the 0.24 0.27
largest role, the response to a U.S. Nicaragua 0.18 0.82
supply shock is deeper and more 0-23 033
persistent. In these countries GDP verage CATADR oo oo
growth is affected significantly for Average Standard Error 0.25 0.29
several years (Figure 2.6).* By Mexico 0.33 0.67
contrast, in those countries in 02 020
which domestic shocks dominate, Notes: Data cover the period 1964-2003. Standard errors in italics.

a U.S. supply shock has only a
very short-lived effect. The large importance of external shocks for some countries of the
Central American region is consistent with the relatively high degree of openness of these
economies.*® Conversely, the Dominican Republic, El Salvador, and Nicaragua, the
relatively high share of growth variance explained by domestic shocks despite the sizable
degree of openness, could reflect in part political instability and resulting negative policy
shocks.

The importance of regional shocks

70. A multi-country VAR system is employed to assess the relative importance of
regional shocks. The multi-country VAR includes the United States and Mexico, and the six
Central American economies considered before (Costa Rica, Dominican Republic, El
Salvador, Guatemala, Honduras, Nicaragua). By including the United States and Mexico, it is
possible to control for external shocks. The VAR includes the real GDP growth series for
each country to conserve the degree of freedom, a constant and a linear trend.

* In these impulse responses, a positive supply shock is represented by a one-standard deviation
decrease in the U.S. real interest rate.

* These findings are also in line with those documented by Ledermann, Perry, and Suescun (2002)
and Hoffmaister and Hall (1999), as well as with the predictions of a dynamic small open economy
models, including Mendoza (1995) and Kose (2002).
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71. The VAR permits to assess the relative importance of the North American,
regional, and domestic shocks for growth variability. As in the country-specific systems, a
small open economy assumption motivates using the Cholesky decomposition of the reduced
form residuals to identify different blocks of shocks. The Cholesky decomposition of a block
recursive system is invariant to the order of variables within each block. So, by placing the
U.S. and Mexico GDP growth series in the first block and those of each Central America
country in the last block, it is possible to assess the relative importance of the remaining
block of Central American countries for the growth variability of the country placed last in
the system. As a result, the relative importance of the domestic shock is also isolated by this
identification strategy.

72. Regional shocks explain a relatively large share of growth variability, on
average, in the Central America region, but there are still large cross-country
differences. Regional shocks explain—on average—about 50 percent of growth variability
(Table 2.13). Their share is significantly larger for Guatemala and El Salvador, and smallest
for Honduras.

Co-movement of business cycles with the United States

73. What impact could CAFTA-DR have on the co-movement of business cycles in
Central America and the United States? In theory, increased trade linkages have
ambiguous effects on the co-movement of business cycles. Stronger trade linkages can result
in more highly correlated business cycles, since they generate both demand and supply-side
spillovers across countries. Moreover, if stronger trade linkages are associated with increased
intra-industry specialization across countries, and industry-specific shocks are important in
driving business cycles, then the co-movement of business cycles would be expected to
increase. However, the degree of co-movement might diminish if increased trade is the result
of a rise in inter-industry trade and industry-specific shocks are important in driving business
cycles.

74. Increased financial flows also have an ambiguous theoretical effect on business
cycle correlations. For example, stronger financial linkages could result in a higher degree
of synchronization of output fluctuations by generating large demand-side effects. However,
financial linkages could stimulate specialization of production through the reallocation of
capital in a manner consistent with countries’ comparative advantage. This type of
specialization, which could result in more exposure to industry- or country-specific shocks,
could lead to a decrease in the degree of output correlations while inducing stronger co-
movement of consumption across countries (Kalemli-Ozcan, Sorensen, and Yosha, 2003).
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Figure 2.6. Impulse Responses of GDP
(Deviation from Steady State in Response to One Standard Deviation
Increase in Supply Shock in the U.S.)
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Table 2.13. Forecast Variance Decomposition of GDP Growth
NAFTA Shocks Regional Shocks Domestic Shocks
Costa Rica 0.26 0.58 0.16
0.20 0.26 0.10
Dominican Republic 0.12 0.45 0.43
0.17 0.28 0.02
El Salvador 0.26 0.63 0.11
0.21 0.31 0.08
Guatemala 0.21 0.70 0.09
0.19 0.33 0.07
Honduras 0.34 0.25 0.24
0.24 0.23 0.14
Nicaragua 0.16 0.44 0.40
0.18 0.26 0.19
Average CAFTA-DR 0.22 0.51 0.24
Standard Deviation 0.11 0.24 0.16
Average Standard Error 0.20 0.28 0.10
Notes: Data cover the period 1964-2003. Standard errors in italics.
NAFTA shocks include those from the United States and Mexico.

75. Several recent empirical studies, however, suggest that both trade and financial
linkages result in greater business cycle synchronicity. For example, using the results
from cross-country or cross-region panel regressions, Frankel and Rose (1998), Clark and
van Wincoop (2001), Calderon, Chong, and Stein (2002), and Kose and Yi (2005) show that
pairs of countries that trade more with each other exhibit a higher degree of business cycle
co-movement. Calderon (2003) documents that the impact of trade intensity on cross-country
business cycle correlation is larger if the two countries have a free trade agreement. Kose,
Prasad, and Terrones (2003b) report that countries that are more open to financial flows have
business cycles more highly correlated with the G-7 aggregate. Imbs (2004) also finds that
financial integration has a positive impact on the degree of co-movement of business cycle
fluctuations in output and consumption.
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76. NAFTA has been associated with an increased degree of co-movement of
business cycles in Mexico and the United States.*’ This can be seen from the marked
increase in cross-country correlations of the major macroeconomic aggregates, including
output, consumption, and investment (Figure 2.7). In particular, the output correlation

between Mexico and the

United States rose from N T ottt he Unid Stnen
almost ZEro in the pre- . m1980-93 [11994-03 M 1996-03

NAFTA period to around 81

0.75 during the post-crisis 0.6 1

period. There was a 04 |

significant increase in
consumption correlation,
suggesting that Mexico was
able to diversify its 02
consumption risk more 041
effectively after NAFTA.
Cross-country correlations
of exports and imports also
increased significantly after

0.2

0.0

-0.6 4

-0.8

GDhP Consumption Investment Exports Imports

the inception of NAFTA, possibly resulting from the increased intra-industry trade in the
region.

77. The degree of co-movement of cyclical fluctuations in Central America and the
United States on average rose during the past ten years (Figure 2.8). While cross-country
correlations of output in the United States and the Dominican Republic and Guatemala
increased significantly in the 1994-2003 period, there was a considerable decrease in the
correlations of El Salvador and Honduras with the United States. Output correlation between
Costa Rica and the United States remained quite stable over the years. In all of Central
American countries, except Costa Rica, correlation of consumption with the United States
rose in 1996-2003. Although Honduran exports became less correlated with U.S. exports, the
other Central American countries exhibited increased co-movement of exports with those of
the United States over the same period.

7 Co-movement is measured as the cross-country correlation of the annual growth rate of main
macroeconomic aggregates (output, consumption, investment, exports, and imports). Since only a
limited number of annual date series are available, standard errors associated with correlations are not
reported. Appendix II, Table A2.2 presents detailed co-movement statistics.
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Figure 2.8. Comovement of Economic Variables
06 in CAFTA-DR Countries and the United States (Average Correlation)
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78. NAFTA’s positive impact on business cycle synchronization between Mexico and

the United States suggests that CAFTA-DR could have a similar effect on the Central
American economies’ business cycles. As discussed earlier in this chapter, CAFTA-DR
could lead to a sizable increase in trade and financial linkages between Central America and
the United States. The increased trade and financial flows could result in a higher degree of
business cycle interdependence through stronger demand and supply channels. Moreover,
CAFTA-DR could amplify the spillover of sector-specific shocks through its impact on the
nature of trade flows.

79. CAFTA-DR could lead to an increase in the importance of external shocks in
driving business cycles in Central America. Stronger trade linkages after the advent of
NAFTA induced a similar change in Mexico’s business cycles, as documented in Kose,
Meredith, and Towe (2005). Using a dynamic factor model, they find that regional factors
associated with the North American business cycle became more important in explaining
macroeconomic fluctuations in Mexico over time. In particular, the proportion of output
volatility explained by the North American regional factor rose from less than 1 percent in
the period 1980-93 to more than 19 percent in the NAFTA period, while the variance of
investment accounted for by the regional factor increased almost tenfold. The increased role
of the regional factors in the case of Mexico’s business cycles was the result of stronger
transmission channels associated with the impact of NAFTA on the regional trade flows. The
results of the VARSs reported in the previous section also suggest that the U.S. business cycle
could become even more important for some countries of the Central American region
following the inception of CAFTA-DR. The overall impact might vary significantly across
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countries though, also depending on other changes in policy regimes and institutions
triggered by CAFTA-DR.

How could CAFTA-DR affect the transmission of business cycles?

80. A multi-country dynamic stochastic general equilibrium (DSGE) model is
employed to study the channels through which CAFTA-DR could affect the
transmission of business cycles from the United States to Central America. The multi-
country DSGE model is a natural setting for this purpose because it accounts for the demand-
and supply-side spillover channels that are critical in transmitting business cycles. The
model, developed by Kose and Yi (2005), extends the two-country free trade, complete
market model of Backus, Kehoe and Kydland (1994) by including three countries, trading
frictions (tariffs and transportation costs), and international financial au‘[arky.48

81. The model economy includes a traded intermediate goods-producing sector and
a nontraded final goods-producing sector. Perfectly competitive firms in the intermediate
goods sector produce traded goods according to a Cobb-Douglas production function. When
the intermediate goods are exported to other countries, they are subject to transportation
costs, which are considered as a proxy for tariffs and other nontariff barriers, as well as actual
transport costs. It is assumed that each country is completely specialized in the production of
an intermediate good. Each country’s output of intermediates is used as an input into final
goods production. Final good producers then combine domestic and foreign intermediates.
These assumptions imply that imports from the United States are used as intermediate inputs
to produce final consumption and investment goods in Central America. In each country,
households derive utility from consumption and leisure.

82. The model is calibrated to reflect some basic structural features of the CAFTA-
DR members. Since the objective is to analyze the interdependence of business cycles in
Central America and the United States, it is assumed that the three countries in the model are
a representative Central American economy, the United States, and the rest of world,
represented by an aggregate of the members of the European Union. The steady state levels
of trade flows among the three countries in the model are computed using the average trade
flows during the past five years. It is assumed that the representative Central American
economy is 2 percent of the world economy and each of the other two countries constitutes
49 percent of the world economy. The elasticity of substitution between domestic and foreign
goods is set at 1.05. The impact of CAFTA-DR is simulated by changing the level of
transportation costs (trading frictions) between the representative Central American economy
and the United States. The model is solved following the standard linearization approach in
the international business cycle literature.

83. The results suggest that CAFTA-DR could magnify the impact of shocks
originating in the United States on the Central America economies. To analyze the

* A detailed description of the model is presented in the Appendix 1.
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responses of macroeconomic aggregates in a representative Central America economy to
shocks originating in the United States, the impulse responses of the Central American
country’s variables to a temporary productivity (supply) shock in the United States are
computed. The results indicate that the responses of the representative Central American
country’s output, consumption, and investment to the external shock increase after the
inception of CAFTA-DR (Figure 2.9)

84. In addition, pre- and post-CAFTA-DR simulations illustrate the substantial
increase in the Central American country’s exports to the United States that results
from the lowering of tariffs and other trading frictions after the advent of the
agreement. In other words, the reduction in trade barriers in the model results in greater
intensity of trade flows between the Central American economy and the United States, which
in turn leads to a higher degree of business cycle interdependence. An increase in the
synchronization of business cycles between the Central American economies and the United
States implies that the region is subject to more common shocks, which in turn would
facilitate further macroeconomic policy coordination among the Central American countries.

F. Conclusions

85. This chapter analyzed the macroeconomic implications of CAFTA-DR for the
Central American countries in light of Mexico’s NAFTA experience. There are, of
course, inherent difficulties associated with this analysis. First, isolating the effects of
NAFTA on Mexico is itself a complicated task given the significant other external and policy
shocks that have occurred over the past decade. Second, Mexico differs from the Central
American countries in several dimensions as it shares a common border with the United
States, has a much larger and more diverse economy, and its per capita GDP is much higher
than the Central American countries, except Costa Rica. Hence, the analysis in this chapter
and its findings are only tentative.

86.  Nevertheless, Mexico’s NAFTA experience provides some insights in evaluating
the potential effects of CAFTA-DR. CAFTA-DR and NAFTA share several common
characteristics, as both agreements envisage comprehensive tariff reductions, cover a broad
spectrum of sectors, and include various provisions for dispute settlement. As in the
Mexico’s case before NAFTA, Central America has already been highly integrated with the
United States as its trade linkages with the United States have grown rapidly over the past
decade.
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Figure 2.9. Impulse Responses
(1 percent increase in supply shock in the United States)
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87. In addition to providing a growth impetus, CAFTA-DR could constitute a
turning point in the region’s integration with the global economy. Estimates suggest that
the region’s GDP could grow by 1.5 percent in the region as a result of the agreement.
However, the full impact of the agreement on economic growth could be much larger due to
dynamic effects associated with the accumulation of capital, changes in specialization
patterns, growth of trade associated with services, and stronger productivity spillovers.
Mexico’s NAFTA experience suggests that CAFTA-DR could significantly accelerate the
pace of the region’s integration with the global economy. Since Central America is faced
with increased competition from abroad and the textile sectors are faced with a phasing out
of quotas under the Agreement on Textiles and Clothing, CAFTA-DR’s successful
implementation is paramount for the region to secure enhanced market access to its largest
trading partner.

88. CAFTA-DR could also play a major role in reducing macroeconomic volatility
in the region. Both Mexico’s experience and ongoing specialization trends in the Central
American economies suggest that shocks originating in the United States would play a more
prominent role in driving macroeconomic fluctuations in the region after the advent of
CAFTA-DR. Since these shocks are generally less volatile than shocks specific to the region,
CAFTA-DR is expected to contribute to a more stable macroeconomic environment. While
the degree of co-movement of business cycles between the United States and Central
America has on average increased substantially over the past ten years, CAFTA-DR is likely
to lead to further cyclical interdependence through increased trade and financial flows. Also,
an increase in the importance of shocks from the United States implies that the Central
American countries would be faced with more common shocks, which would facilitate the
regional coordination of macroeconomic policies.

89. For the growth and stability benefits of CAFTA-DR to be fully materialized,
however, the agreement needs to be accompanied by structural reforms. A broad range
of reforms are needed to secure the potential benefits associated with CAFTA-DR. In
particular, most Central American countries need to strengthen their institutions, including
regulatory bodies, the rule of law, property rights, labor market flexibility and human capital.
Institutional reform could enhance the credibility of the regulatory environment and improve
trade-related institutions in the region. Although CAFTA-DR comes with a strong
commitment from the United States to provide technical assistance in implementation of this
agreement, particularly in the areas of financial sector regulation, supervision, and sanitary
and technical standards, the Central American economies themselves need to implement the
necessary reforms to sustain the gains associated with the agreement.
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THE MODEL

This appendix briefly explains the main features of the model economy used in Section D.
The model extends the basic two-country, free trade, complete market BKK (1994)
framework by having three countries, transportation costs, and allowing for international
financial autarky (zero international asset markets). First, the preferences and technology
formulations are described. Then, the characteristics of the asset markets are explained. All
variables denote own country per capita quantities.

Preferences

In each of the three countries there are representative agents who derive utility from
consumption and leisure. Agents choose consumption and leisure to maximize the following
utility function:

1-n )]
Z,B [ ( n}l/t) ] , 0<H<1; O<B<1; 0<Y;i:15233 (1)

where ¢;, is consumption and n;, is the amount of labor supplied in country 7 in period ¢. u is
the share of consumption in intratemporal utility, and y is the intertemporal elasticity of
substitution. Each agent has a fixed time endowment normalized to 1.

Technology

There are two sectors in each country: a traded intermediate goods producing sector and a
non-traded final goods producing sector. Each country is completely specialized in producing
an intermediate good. Time subscripts were suppressed except where necessary.

The intermediate goods sector

Perfectly competitive firms in the intermediate goods sector produce traded goods according
to a Cobb-Douglas production function:

v, =z,k!n’, 0<f0<1; i=1,23 ()

where y;denotes (per capita) intermediate good production in country i, z; is the productivity
shock; k; is capital input. @ denotes capital’s share in output. Firms in this sector rent capital
and hire labor in order to maximize profits, period-by-period:

Hklaxpiyi —rk, —wn, )

subject to k;, n; > 0; i=1,2,3
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where w; (7;) is the wage (rental rate), and p; is the factory gate or f.0.b. price of intermediate
good produced in country i.

The market clearing condition in each period for the intermediate goods producing firms in
country i is:

3
Zﬂjyy =Ty 4)
=

where 7; is the number of households in country 7, and determines country size. y; denotes
the quantity of intermediates produced in country i and shipped to each agent in country ;.

The total number of households in the world is normalized to 1:

S =1 (5)

i=l
Transportation costs

When the intermediate goods are exported to the other country, they are subject to
transportation costs. These costs can be considered as a stand-in for tariffs and other non-
tariff barriers, as well as transport costs. Following BKK (1992) and Ravn and Mazzenga
(1999), the costs are modeled as quadratic iceberg costs. This formulation of transport costs
generalizes the standard Samuelson linear iceberg specification and takes into account that
transportation costs become higher as the amount of traded goods gets larger. Specifically, if
country 7 exports y; units to country j, g;;(y;;)° units are lost in transit, where gj; 1s the transport
cost parameter for country i's exports to country j. That is, only:

(l_gij'yij)yij'Emz‘j (6)

units are imported by country ;. g;y; can be considered as the "iceberg" transportation cost; it
is the fraction of the exported goods that are lost in transit. In the simulations, the transport
costs are evaluated at the steady state values of y;;.

The final goods sector

Each country's output of intermediates is used as an input into final goods production. Final
goods firms in each country produce their goods by combining domestic and foreign
intermediates via an Armington aggregator. The Armington aggregator is widely used in
international trade models as it allows imperfect substitutability between goods produced in
different countries. To be more specific, the final goods production function in country j is
given by:
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3 1/1-a
F(3,,,9,,73,) = {Z o[- g,v,)¥, ]1_“} @®)
-1

; 1/(1-a)
g

i=1
wjj, Wy, w3 =0; a>0; =123

where w;; denotes the Armington weight applied to the intermediate goods produced by
country 1 and imported by country j (m;). It is assumed that g,=0 and that g;;=g;;. In other
words, there is no cost associated with intra-country trade, i.e., m,,=y,>, and transport costs
between two countries do not depend on the origin of the goods. 1/a is the elasticity of
substitution between the inputs.

Final goods producing firms in each country j maximize profits, period-by-period :

3 (1-a)
l-a
max q; {Z w;m; } — Py T Py T Ps iy, (10)
i=1

(OVELCTRLLY

where ¢; is the price of the final goods produced by country j, and p; is the c.i.f. price of
country i's good imported by country j. Note that p;=p; .

As in Ravn and Mazzenga (1999), the first order conditions from (10) are used to calculate
the price of an imported good i relative to j's own good:

&:_a)"f (yi] (11)

p; @, \m;

Also, Ravn and Mazzenga (1999) show that, because 0F/0y;=(0F/Omy)(1-2g;y;), and it is
known that:

P; =(1_2gijyg/)pij (12)

Comparing (7) and (12), it is easy to see that the c.i.f. price multiplied by imports exceeds the
f.0.b. price multiplied by exports:

pym; —p;y,; = pij(l_gijyij)yij —Pyy; = yij(pij(l_gijyij)_pi) >0 (13)

In other words, if the transportation costs are considered as arising from transportation
services provided to ship goods between countries, with the quadratic costs arising because
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the transportation "technology" is decreasing returns to scale, then, in a perfect competition
setting, there are positive profits. That is, the firms providing the transportation services pay
the exporting country the factory gate or f.0.b. price of the good, and then receive the c.i.f.
(cost, insurance, and freight) price from the final goods firm in the importing country. It is
assumed that there is a single representative shipping firm that chooses y;; to maximize the
left-hand side of 13. Households in the importing country own these firms; the firms’ profits
are distributed as dividends to the households.

Capital is accumulated in the standard way:

ke = (1=6)k +x, j=1,2.3 (14)

where x;; is investment, and J is the rate of depreciation. Final goods are used for domestic
consumption and investment in each country:

i tx, :F(yljtvyzjt:y3jt)a =123 (15)

Asset markets

It is assumed that the form of the asset market structure is (international) financial autarky,
under which, there is no asset trade; hence, trade is balanced period by period. The following
budget constraint must hold in each period:

q,(c, +x,)-rk,—w,n, —R, =0, Vt=0,...,00; i= 1273 (16)

where R; is profits that the transportation firms distribute as dividends to households. In the
complete markets case, there is a single lifetime budget constraint:

t=0 s t=0 s

EO = |:Z Z (ristkist + Wistnist + Risz) = Z Z qist (Cisl + xist ):| (17)
where the subscript s indexes the state of nature.

Solution

Because analytical solutions do not exist, the model is solved following the standard
linearization approach in the international business cycle literature. Under financial autarky,
the optimization problems of the two types of firms, as well as of the households, are solved,
along with the equilibrium conditions.
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Figure A.2 Production Structure of the CAFTA-DR Model
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Table A2.1. Volatility of Macroeconomic Aggregates
(In percent)

CAFTA-DR Costa Dominican

Mexico Average Rica  Republic El Salvador Guatemala Honduras Nicaragua
GDP
1980-03 3.6 33 3.7 3.7 33 2.3 2.5 4.1
1980-93 3.5 3.6 4.4 4.0 3.7 2.7 2.6 43
1994-03 3.9 2.1 2.7 2.9 1.6 1.1 2.5 1.6
1996-03 2.7 2.1 3.1 33 1.0 1.1 23 1.8
Consumption
1980-03 4.1 6.2 32 6.2 6.6 1.6 5.1 14.3
1980-93 3.6 7.7 4.3 6.6 8.5 1.8 6.5 18.3
1994-03 4.8 3.4 1.9 5.1 2.7 1.2 2.3 6.8
1996-03 2.4 3.0 1.7 5.8 1.5 1.1 2.6 5.4
Investment
1980-03 13.2 13.0 10.6 14.6 8.6 10.6 14.1 19.5
1980-93 12.9 14.6 11.9 16.9 9.4 12.2 16.7 20.4
1994-03 14.1 11.1 9.7 11.8 8.1 9.5 9.6 17.7
1996-03 9.2 11.0 10.9 12.0 7.1 10.3 9.0 16.9
Exports
1980-03 8.2 10.5 8.6 9.3 13.1 6.5 10.7 14.9
1980-93 6.3 10.8 6.0 10.7 15.2 7.8 9.5 15.7
1994-03 10.0 9.0 10.3 7.8 6.3 5.4 12.4 11.8
1996-03 8.0 7.5 11.5 8.8 7.1 4.9 59 7.0
Imports
1980-03 18.1 11.5 93 10.4 12.5 11.4 8.9 16.6
1980-93 21.5 12.7 9.5 11.7 14.9 13.7 11.5 14.8
1994-03 133 9.3 8.5 8.7 8.5 9.2 32 17.7
1996-03 10.8 8.4 9.6 9.8 7.2 10.4 2.5 11.1

Source: IMF staff calculations.
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Table A2.2. Co-Movement of Macroeconomic Aggregates with the U.S. Aggregates

CAFTA-DR Costa Dominican

Mexico  Average Rica  Republic El Salvador Guatemala Honduras Nicaragua
GDP
1980-03 0.2 0.3 0.6 0.2 0.5 0.2 0.2 0.0
1980-93 -0.1 0.3 0.6 0.1 0.5 0.1 0.4 -0.2
1994-03 0.7 0.4 0.6 0.5 0.3 0.6 -0.2 0.6
1996-03 0.8 0.5 0.6 0.6 0.7 0.7 0.0 0.7
Consumption
1980-03 -0.1 -0.1 0.2 0.2 0.1 -0.3 -0.6 -0.1
1980-93 -0.5 -0.1 0.5 0.1 0.1 -0.6 -0.7 -0.1
1994-03 0.6 0.1 0.1 0.3 0.0 0.1 0.0 0.2
1996-03 0.6 0.3 0.2 0.3 0.7 0.4 0.0 0.2
Investment
1980-03 0.2 0.2 0.2 0.3 0.1 0.0 0.3 0.3
1980-93 0.0 0.2 0.7 0.2 0.1 -0.2 0.2 0.0
1994-03 0.4 0.4 0.1 0.5 0.1 0.3 0.6 0.6
1996-03 0.8 0.4 0.1 0.6 0.0 0.3 0.7 0.7
Exports
1980-03 0.1 0.3 0.3 0.5 0.1 0.4 0.4 0.2
1980-93 -0.6 0.2 0.2 0.4 0.0 0.0 0.7 0.1
1994-03 0.8 0.5 0.2 0.7 0.6 0.9 0.1 0.5
1996-03 0.8 0.5 0.3 0.8 0.6 0.9 0.0 0.5
Imports
1980-03 0.2 0.3 0.3 0.4 0.3 0.1 0.4 0.3
1980-93 0.0 0.3 0.8 0.1 0.2 0.0 0.5 0.1
1994-03 0.7 0.4 0.4 0.8 0.3 0.3 -0.2 0.4
1996-03 0.9 0.4 0.4 0.9 0.4 0.4 0.0 0.4

Source: IMF staff calculations.
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III. TRADE LIBERALIZATION AND TAX COORDINATION'

This chapter analyzes the revenue impact of CAFTA-DR and possible compensating measures. It also
assesses CAFTA-DR’s broader implications for tax policy and the case for coordination in the region. Its
key conclusions are:

. Potential direct revenue losses from CAFTA-DR vary in size and timing for each country. For
example, direct revenue losses in the first year are estimated at 0.2—0.3 percent of GDP for Costa
Rica and Nicaragua.

. The direct impact could be partly offset by the indirect effect on revenues from higher growth and
trade volumes.
. Raising indirect taxes, especially by reducing VAT exemptions, would be the best way to

compensate for lost revenues. VAT bases across the region should be coordinated to avoid
distorting trade in the region.

. There are other important benefits to coordinating tax policies, including by exchanging
information among customs and tax administration in the region.

A. Introduction

1. The free trade agreements between the Central American countries, the
Dominican Republic, and the United States (CAFTA-DR) are expected to have a
significant impact in many areas of the region’s economies, including the public
finances.” Given the importance of the United States as a major trading partner, and the
continued reliance on trade taxes as a source of revenue, CAFTA-DR is likely to have a
notable—albeit varying—impact on Central American budgets.

2. This chapter considers the revenue consequences of CAFTA-DR for each of the
Central American countries,’ providing estimates based on highly disaggregated
customs data and on each country’s calendar for trade liberalization. The revenue
impact of CAFTA-DR has been recently analyzed in Barreix et al. (2004) and in Paunovic
and Martinez (2003), but with a lesser degree of custom data disaggregation than in this
chapter.* Moreover, the trade liberalization schedule (agreed in 2004) was not known at the
time these studies were completed. Based on 2002 tariff data, Barriex, et al. estimated a total

! Prepared by Chiara Bronchi and Dale Chua.

? For a broad review of the economic impact of CAFTA-DR, see Chapter 2. Trade within Central
America is already largely liberalized. Key documents pertaining to Central America integration,
including the Protocol to the General Treaty of Central American Economic Integration (Guatemala
Protocol) of October 29, 1993, are available at www.sgsica.org, site of the General Secretariat,
Central America Integration System (SG-SICA).

3 Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua.

* Barreix, et al. (2003) estimate the tax revenue consequences of trade liberalization initiatives for the
whole Western Hemisphere including the Central American countries.
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revenue loss ranging from 1.6 percent of GDP for Nicaragua to 7.5 percent for Honduras.
Assuming different liberalization calendars, Paunovic and Martinez found that in the first
year of CAFTA-DR revenue losses range from 0.1 to 0.3 percent of GDP in Costa Rica and
from 0.23 to 0.69 percent in Honduras.

3. This chapter also considers possible compensating revenue measures, and
reviews the implications for tax policy and its coordination within the region. Section B
provides background by summarizing the current tax systems in the region and outlining
recent changes. Section C presents estimates of the near-term revenue cost of CAFTA-DR
for each of the Central American countries. These show that the impact is significant,
although its size and timing vary across countries depending on their reliance on trade taxes;
trade patterns (particularly the importance of trade with the United States); and the respective
calendars for transition to the new regime. This section also considers the possible long-term
revenue effects of growth enhancement from CAFTA-DR. Section D discusses compensating
revenue measures, and Section E considers the heightened need for tax coordination among
the Central American countries as a result of CAFTA-DR. Section F concludes.

B. Structure and Trend of Tax Revenues in Central America
Recent evolution of the tax system

4. The tax ratio—tax revenue relative to GDP—increased in most Central
American countries during the 1990s (Figure 3.1). For the region as a whole, the
unweighted average rose from 11.0 to 13.1 percent between 1990-94 and 1999-2003. These
revenue increases were driven mainly by increased revenues from sales taxes (VAT) and
excises (taxes on particular commodities) (Figure 3.2).

Figure 3.1. Central American Countries: Tax Revenue, 1990-2003 1/
(Percent of GDP)

I 1990-94
16 f ®W1995-99
§2000-03
14

Costa Rica Dominican El Salvador Guatemala Honduras Nicaragua Panama 4/
Republic 2/ 3/

Sources: Country documents; and IMF staff calculations.
1/ Excluding social contributions.

2/ Second column refers to 1997-99.

3/ First column refers to 1994.

4/ First column refers to 1992-94.
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Figure 3.2. Central America: Composition of Tax Revenue, 1990-2003
(In percent of GDP)
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Sources: Country documents; and Fund staff calculations.
1/ Excluding social contributions.

5. While the trend has been the same in most countries, tax ratios vary significantly
across the region, from around 9 percent in Panama to 16 percent in Honduras. This
variation stems from differences in rates, coverage, and the effectiveness of tax
administration. The measured ratios may in some cases be distorted by possible
underestimates of GDP.” Nevertheless, they do point to real differences in the tax effort in
the region.

6. All Central American countries have relatively modern tax systems that rely on
diverse sources of revenue,’ including a well-established and fairly broad-based VAT,’
excises on a limited number of goods, taxes on individual and business incomes, and
streamlined customs duties. Domestic taxes on goods and services are the broadest and most
robust source of tax revenue across the region. Taxes on income, profits, and capital gains are
the second main source of tax revenues, while international trade taxes come third

(Table 3.1).

> In Nicaragua, for example, the tax ratio has fallen in recent years mainly as a result of a major
upward revision of GDP in 2000.

% See Stotsky and WoldeMariam (2002) for a recent description and assessment of the tax systems of
Central American countries.

7 Nicaragua was the first in the region to introduce a VAT (1975) and Costa Rica was the last (1992).
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Table 3.1. Consolidated Central Government: Tax Structure for Selected Central American Countries, 2000-03
(In percent of tax revenues) 1/

Taxes on Income

and Social Contributions Taxes on Goods and Services Taxes on International Trade
Taxes on General Taxes, Customs
Income, on Goods and Other Of which:
Profits Social and Services; Of which Import Taxes Taxes on Other
Total Capital Gains ~ Contributions Total VAT Excises Other Total duties on Exports  Property Taxes
Costa Rica 26.3 232 64.6 36.5 11.8 16.2 6.8 6.3 1.7 2.5 1.0
Dominican Republic 31.6 26.6 5.0 448 247 20.2 257 19.7 0.0 1.7 1.1
El Salvador 29.0 29.0 60.3 52.0 83 9.8 9.8 0.9
Guatemala 28.0 26.1 1.9 60.3 448 123 32 12.0 11.9 0.0 0.1 1.9
Honduras 213 213 64.2 34.8 1.5 27.8 12.8 12.8 0.0 12 0.5
Nicaragua 37.1 19.4 17.7 51.5 24.0 274 0.1 244 24.4 0.0 -0.1 4.7
Panama 104.2 424 61.8 343 154 13.4 55 17.5 17.5 0.0 5.8
Unweighted average 2/ 39.6 26.9 21.6 54.3 332 13.6 8.8 15.6 14.6 0.3 1.1 23

Sources: IMF, Government Finance Statistics; country documents; and IMF staff calculations.
1/ Total tax revenues exclude social security contributions.
2/ For each revenue classification, only countries for which data are available are included in the calculation.

7. The region has become less dependent on trade taxes over the last decade as the
countries have eliminated taxes on intraregional trade and the common external tariff
(CET) of the Central American Common Market has been reduced gradually. Export
taxes have been eliminated (except in Costa Rica, where the authorities are phasing out a

1 percent tax on general exports and a specific tax on the export of bananas), while the share
of import duties in total tax revenue has declined on average from 23 percent in the early
1990s to 14 percent in the early 2000s. An exception is Nicaragua, where trade taxes have
increased in importance over this period and now account for nearly 30 percent of total tax
revenue.

8. The Central American countries have generally succeeded in increasing
domestic tax revenues so as to replace customs revenue foregone as a consequence of
trade liberalization (Figure 3.3). While in the 1990s indirect taxes (VAT and excises) grew
much faster (especially in 1995-99) than direct taxes, in the early 2000s the trend was
reversed with direct taxes growing faster.

Tariff policies

0. The Central American countries have been involved in a long process of trade
integration, which has resulted in the adoption of a common trade nomenclature (1993)
and a common external tariff (1997). Although the pace of liberalization and
implementation of the common tariffs has been uneven across countries, a remarkable
overhaul of tariff structures has taken place, bringing about a major reduction in average
collected tariffs. Table 3.2 shows that collected tariff rates® have declined in all countries of

¥ Defined as the ratio of import tariff revenue to import values.
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the region since the late 1980s. In Costa Rica, the collected tariff rate fell from an average of
11.2 percent in the period 1985-89 to 2.1 percent in 2003. All countries in the region now
have collected tariff rates between 2 and 5.5 percent, which is relatively low by international
standards.

Figure 3.3. Central America: Composition of Tax Revenue, 1990-2003
(In percent of tax revenue)
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Sources: IMF, Government Finance Statistics (GFS); and Inte i Financial Statistics (IFS).
Table 3.2. Central America: Average Collected Import Duty Rates, 1985-2000
(In percent of total imports)
Average
1995 1996 1997 1998 1999 2000 1985-89  1990-95 19962000
Costa Rica 7.2 4.1 4.2 32 23 2.1 11.2 9.5 3.2
Dominican Republic 12.5 11.9 12.9 12.1 13.1 14.2 16.0 17.6 12.8
El Salvador 6.4 5.4 4.1 3.9 3.8 3.0 5.5 6.4 4.0
Guatemala 9.1 8.5 7.0 6.2 5.8 4.9 9.2 8.6 6.5
Honduras 10.0 7.6 7.4 6.4 5.5 54 18.8 13.0 6.5
Nicaragua 4.7 3.8 4.1 59 2.9 3.1 n.a. 11.1 4.0
Panama 2.7 2.8 2.9 32 3.6 2.9 4.1 2.8 3.1
Unweighted average 7.5 6.3 6.1 5.8 53 5.1 10.8 9.9 5.7
Source: IMF, Government Finance Statistics (GFS).
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10. The tariff structure reflects the participation of the Central American countries
in the Central American Common Market (CACM).” Most-favored-nation (MFN) tariffs
are defined by the Central American Customs System (CACS), with 6,256 eight-digit tariff
lines.'® About 92 percent of these lines are harmonized among the CACM members,
establishing a common external tariff for these items. Those that are not harmonized concern
mainly sensitive items such as agricultural goods, textile, petroleum derivatives, metallic
products, and pharmaceuticals.

11. The common external tariff is composed of four basic rates: zero for capital goods
and raw materials not competing with those produced in Central America; 5 percent on raw
materials competing with those produced in the region; 10 percent on intermediate goods not
competing with those produced in Central America; and 15 percent on final consumer and
other goods. For the complete liberalization of internal trade in goods, only 26 tariff lines
need to be eliminated—although these apply to goods that are considered sensitive.

Custom duty and tax revenue on trade with the United States.

12. Tax revenue on imports from the United States remains significant, although it
varies among the Central American countries. In 2003, tariff revenue from these imports,
together with the VAT and excise taxes, accounted for an average of 0.4 percent of GDP in
the region, equivalent to about 4 percent of total tax revenue. Again, there are quite marked
differences across countries (Table 3.3). Tax revenue from U.S. imports ranges from a little
less than 2 percent of total tax revenue in Nicaragua to nearly 8 percent in Guatemala.

Table 3.3. Central America: Customs Revenue on Imports from the United States, 2003

Revenue from

Custom Import Total Revenue Customs Duties on
Duties VAT Excises from US Imports U.S. Imports
(In percent of GDP) (In percent of tax revenue)
Costa Rica 0.30 0.03 0.00 0.33 2.44
El Salvador 0.29 0.03 0.00 0.32 2.71
Guatemala 0.44 0.05 0.00 0.50 7.77
Honduras 0.57 0.03 0.01 0.61 521
Nicaragua 0.30 0.04 0.01 0.35 1.78
Unweighted average 0.38 0.04 0.00 0.42 3.98

Sources: National customs; and IMF staff calculations.

’ The CACM includes Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua.

""The number of tariff lines, varies across the region because some tariff lines have subcodes specific
to each country. For example in Honduras there are 6,310 lines, including the subcodes.
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C. Estimating the Loss of Tax Revenue from CAFTA-DR

13. While CAFTA-DR was negotiated collectively, with all parties subject to the
“same set of obligations and commitments,” each Central American country negotiated
its own schedule for market access on a bilateral basis with the United States. Annex 3.3
of each CAFTA-DR agreement defines the tariff elimination schedule for each custom
line. Each traded good is classified into one of eight categories (labeled A through H), which
define the time period over which duties will be eliminated and the schedule of tariff
reductions. Many goods will be zero rated immediately (Schedule A), while the tariffs for
others will be phased out incrementally so that liberalization is reached in 5, 10, 15, or 20
years from the time the agreement takes effect. The phase-out periods differ for the various
groups of products and within the same group of products. ''

14. The CAFTA-DR agreement is asymmetric. On the U.S. side, liberalization is
immediate: from day one, 100 percent of nonagricultural and nontextile goods will enter the
United States duty free. On the Central American side, each country has a different allocation
of goods to the eight categories, and hence a different time profile of tariff reduction. When
CAFTA-DR enters into force, for about 80 percent of nonagricultural and nontextile exports
all tariffs will be removed within 10 years (covering schedules A, B, and C). Tariffs will be
set to zero in the first year of the treaty on many product categories, including information
technology products, some agricultural and construction equipment, paper products,
chemicals, and medical/scientific equipment under Schedule A. Tariffs on other goods are
being removed linearly over 5 or 10 years, and others have lengthy periods of grace (of up to
20 years); some are to become duty free in a nonlinear way.

15. The entry into effect of CAFTA-DR, and trade liberalization more generally,
will affect government revenue both directly and indirectly:

o The direct (or ‘static’) revenue effect is that which arises at unchanged import
volumes and prices (before customs duties). This includes not only the impact on
tariff revenues themselves, but also that on the revenues from taxes imposed on tarift-
inclusive import values (as is normal and recommended practice for VAT and ad
valorem excises).'” These effects—as well as the indirect effects discussed below—
depend, in principle, on the nature of competition in the market place; except as
specified below, competitive behavior and constant returns to scale are assumed, so
that prices exclusive of tariffs remain unchanged by CAFTA-DR."

" For example, in Honduras white and dark chicken meat is subject to different schedules.

2 Note that revenue from many other taxes may also be directly affected: for instance, taxable
corporate income will be increased as a result of reduced import costs. Such effects are ignored in the
calculations reported here.

" Central American countries are small economies that cannot affect world market prices.
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o Indirect effects result from changes in import volumes and/or tariff-exclusive
prices induced by the reform. There are many potential effects of this kind. Tariff
cuts would be expected—ceteris paribus—to increase the demand for imports,
possibly to such an extent that revenue actually increases (though this seems
improbable given the relatively low initial level of tariffs in Central America)."*
Trade liberalization may also spur economic growth—this is, of course, one of the
underlying objectives of CAFTA-DR—which can help strengthen government
finances, and tax revenue in particular; but this effect would tend to become evident
only oxlfser time and it may be prudent not to count on this effect to recover revenue
losses.

16. A potential indirect effect of CAFTA-DR is the possibility of trade diversion,
with imports from the United States replacing those from third countries that remain
subject to the CET. While this is a concern from a welfare perspective—to the extent that
imports from third countries are cheaper, ex-tariff, than those from the United States, the
former are socially preferable—the concern in this chapter is the additional erosion of tariff
revenue that this causes. It is difficult to determine a priori the likely form or extent of such
diversion. There are several possibilities. For instance, there may simply be no substitution
between U.S. and third-country imports, even within the same tariff line, in which case there
would be no trade diversion. Or, when substitution is perfect (but competition is not), third-
country exporters may seek to preserve their market position by cutting their pre-tariff price
by enough to leave their tariff-inclusive price at the same level as the now tariff-free price of
exports from the United States. In that case, one might expect the shares of third-country and
U.S. imports to remain unchanged, with the change in the overall volume reflecting the price
elasticity of the demand for imports, and tariff revenues from third-country imports to fall to
the extent that the unchanged MFN rate is charged on a lower tariff-exclusive price.

Quantifying the impact'®

17. The quantitative analysis below considers several scenarios and aspects of the
revenue implications of CAFTA-DR:

o The immediate direct impact in the first year of implementation (taking account of the
differing liberalization schedules of the Central American countries), assuming no
change in the volume or composition of imports.

' Ebrill, Stotsky, and Gropp (1999), for instance, conclude that the revenue-maximizing collected
tariff rate is about 20 percent. While one can question the validity of this notion for an individual tax
(since many different tariff structures can yield the same collected rate), it is noteworthy that average
collected rates in Central America are far below this level.

' See Chapter 2 on the CAFTA-DR’s implication for growth.
'® The data and methodology used are described in the Appendix.



-78 -

o Immediate effects, but allowing for impacts through third-country imports under the
alternative assumptions that (i) third countries cut tariff-exclusive prices to offset
tariff reductions on imports from the United States; (ii) there is trade diversion of
20 percent;'” and (iii) an illustrative scenario where diversion is 100 percent.

o The long-run effect, when (i) there is trade diversion of 35 percent; and (ii) tariffs on
imports of U.S. goods are zero.

18. For the region as a whole, about two-fifths of imports from the United States will
become duty free immediately, although the degree of front-loading varies widely
across countries. Of all imports from the United States on which duty is currently payable,
43 percent will become duty free in the first year of the treaty. However, the degree to which
imports from the United States are liberalized in the first year of the treaty varies
substantially across countries (Table 3.4). Costa Rica will liberalize almost all of its imports
from the United States, so that 97 percent of long-term revenue loss from CAFTA-DR—
around 2.4 percent of all tax revenues—would come immediately (Table 3.5). Nicaragua, in
contrast, liberalizes 17 percent of U.S. imports in the first year, and frontloads only

13 percent of any long-term loss.

Table 3.4. Central America: Schedule A Imports, 2003 1/
Total Imports Schedule A Schedule A
from the US Imports Imports
(In percent of (In percent of (In percent of
total imports) total imports) imports from the US)
(&) (B) (B/A)
Costa Rica 20.8 20.7 99.5
El Salvador 31.3 12.2 38.9
Guatemala 34.8 5.7 16.4
Honduras
Nicaragua 26.4 4.4 16.7
Unweighted average 28.3 10.7 429
Sources: National customs; and IMF staff calculations.
1/ Schedule A comprises imports from the United States that will be liberalized in the first year of CAFTA.

' This means that non-U.S. imports fall by one-fifth.
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Table 3.5. Central America: Revenue Impact of CAFTA First Year 1/

First-Year Revenue Loss
Tariff Loss Sales Tax Loss Excise Loss (In percent  (In percent of  (In percent of

Percent of GDP of GDP) tax revenue) total revenue loss)
Costa Rica 0.29 0.03 0.00 0.32 2.37 96.97
El Salvador 0.08 0.01 0.00 0.09 0.76 28.13
Guatemala 0.15 0.01 0.00 0.16 1.99 32.00
Honduras 0.21 0.01 0.00 0.22 1.35 25.88
Nicaragua 0.04 0.00 0.00 0.05 0.23 12.71
Unweighted average 0.15 0.01 0.00 0.17 1.34 39.14

Sources: National customs; and IMF staff calculations.
1/ Base year 2003.

19.  Revenue will decrease by an average of 1/5 percent of GDP, or 2 percent of total
taxrevenue, in the first year of CAFTA-DR. This impact reflects a direct loss of customs
duties (0.15 percent of GDP) and indirect domestic taxes (0.02 percent of GDP); the impact
on excise tax revenue is minimal. Once again, the extent of the revenue loss varies across
countries. Costa Rica has the greatest degree of frontloading, although imports from the
United States account for a relatively low share of all imports. Guatemala has the second
largest loss in the first year; tax revenues fall by about 2 percent, representing one-third of
the full long-term revenue loss. Nicaragua has the lowest degree of frontloading (13 percent),
and hence the lowest revenue loss (0.2 percent) in the first year.

20. These figures should be thought of as lower bounds on the likely revenue loss, as
they do not allow for trade diversion.'® To illustrate the possible impact of trade diversion,
calculations were made for

the cases of Honduras and Table 3.6. Honduras and Nicaragua: Revenue Impact CAFTA First Year
Nicaragua—the only Central

No Trade 20 percent 100 percent

American Countries for Diversion 1/ Trade Diversion Trade Diversion
which the necessary line-by-
. . . Percent of GDP

line information on non-U.S.

imports is available. The Honduras 0.25 030 0-50
Nicaragua 0.06 0.08 0.20

results, calculated under the

h lt tive ASSUM tions Percent of total tax revenues

three _a crna p Honduras 1.53 1.84 3.07

described above, are Nicaragua 0.28 0.42 0.99

Summarlzed n Table 36 Sources: National customs; and IMF staff calculations.
The base case assumes that 1/ Suppliers from outside the U.S. lower pre-tariff prices of goods competing with U.S. imports.

there is no trade diversion,

'8 _On the other hand, they overstate the revenue loss over the transition period to the extent that
reduced (but nonzero) tariffs lead to increased imports from the United States.
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but that suppliers from outside the CAFTA-DR zone lower the prices of goods competing
with imports from the United States to offset their tariff disadvantage. The intermediate case
assumes trade diversion of 20 percent in the first year of the trade agreement and 35 percent
in the long term, and the extreme case assumes 100 percent of trade diversion for those goods
that are already imported from the United States (meaning non-U.S. imports go to zero)."”

21. With offsetting price cuts by third countries, the revenue losses in Honduras and
Nicaragua are somewhat larger than when only direct effects arise. The loss in Honduras
is estimated at 0.25 percent of GDP in the first year of the treaty, compared to a direct loss of
0.2 percent (0.6 percent of GDP versus 0.04 percent in Nicaragua). The impact in Honduras
reflects the impact caused by the reduction in the c.1.f. price of goods competing with imports
from the United States (0.03 percent of GDP), the direct loss of taxes in the form of customs
duty as before (0.22 percent of GDP), and the indirect impact on sales tax (0.01 percent of
GDP).” The impact is much smaller in Nicaragua where the loss of custom duty is

0.04 percent, the loss from the sales tax and excises is negligible, and that from the reduction
in the c.i.f. price of goods competing with imports from the United States is 0.01 percent of
GDP.

22. The revenue loss could potentially double in Honduras and triple in Nicaragua if
there were full trade diversion. With 20 percent diversion, the revenue loss in the first year
would be 0.3 percent of GDP for Honduras, and about 0.05 percent of GDP for Nicaragua.
With 100 percent diversion, the loss for Honduras could be 0.5 percent of GDP, and for
Nicaragua it could be about 0.2 percent of GDP.

23. The extent of the long-term revenue loss is highly sensitive to the extent of trade
diversion. In the absence of trade diversion, the long-term total loss could amount

t00.4 percent of GDP for the region as a whole (Table 3.7). For Honduras, the loss would
represent 0.6 percent of GDP, but it would rise to a total of 1.45 percent of GDP if all goods
were subject to 100 percent trade diversion. While for Nicaragua, the loss without trade
diversion would be 0.35 percent of GDP, it would reach 0.9 percent with 100 percent trade
diversion.

24. CAFTA-DR is expected to strengthen growth which should partially offset the
direct revenue losses from tariff reduction. The size of the indirect revenue increase will
depend on the impact of CAFTA-DR on growth as well as the responsiveness of the tax
revenue to GDP. However, based on the CAFTA-DR-induced GDP growth estimated by

' The diversion cases are presented for illustrative purposes. The process of trade diversion is likely
to take longer than the first year of the treaty. Krueger (1999) and (2000) found that in the case of
Mexico, NAFTA was not a trade-diverting agreement since the categories in which Mexican exports
to the United States registered the largest increase for the period 1990-96 overlapped with those in
which they rose most rapidly with the rest of the world, suggesting that the impact of NAFTA on
Mexico involved other trade dynamics.

2% The impact on excise tax revenue is minimal.
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Hilaire-Yang (2003) and estimates of revenue elasticities to GDP for the Central American
countries, the indirect growth effect of CAFTA-DR on revenue is estimated to be rather
small (see Box 3.1). The growth dividend would be larger if dynamic growth effects (not
considered in Hilaire-Yang (2003) are taken into account (see Chapter 2).

Table 3.7. Summary Table: Revenue Loss of CAFTA
(Percent of GDP)

First Year Long Term
Only No Trade 20 percent 100 Percent Total Tax Revenues Only 35 percent 100 percent
Static Effects Diversion 1/Trade DiversionTrade Diversion in Percent of GDP  Static Effects Trade Diversion Trade Diversion

Costa Rica 0.32 0.33

El Salvador 0.09 0.32

Guatemala 0.16 0.50

Honduras 0.22 0.27 0.31 0.49 16.3 0.61 1.01 1.45

Nicaragua 0.05 0.06 0.08 0.20 19.9 0.35 0.51 0.88
Unweighted average 0.17 0.16 0.20 0.34 0.42 0.76 1.17

Sources: National customs; and IMF staff calculations.

1/ Suppliers from outside the U.S. lower pre-tariff prices of goods competing with U.S. imports.

D. Dealing with the Revenue Impact of CAFTA-DR

25. The discussion in the previous section leads to the conclusion that countries will
need to take tax measures to maintain revenue/GDP ratios. For the region as a whole, tax
measures on the order of 0.17 to 0.2 percent of GDP are needed to maintain the revenue ratio
in the first year of CAFTA-DR. In the long term, the need to compensate for revenue losses
may total 0.4 to 1.2 percent of GDP. These resources can be obtained by broadening tax
bases (consumption and income) and strengthening tax administration.

26. Experience elsewhere and economic principles both suggest that indirect taxes
have a key role to play in responding to revenue shortfalls due to trade liberalization.
One simple strategy for dealing with a tariff reduction on a final consumption good, for
instance, is to impose an exactly equal increase in the tax on domestic consumption. For a
small open economy—one that can have no impact on commodity prices in world markets—
this will leave the price faced by consumers unchanged. It will also preserve the efficiency
gain from the tariff cut, since the change in the consumption tax does not offset the effect of
the reform in bringing the prices faced by domestic producers closer to those in world and/or
to reduce consumption taxes to ensure that consumers also end up directly better off as a
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Box 3.1. Revenue Effects of Growth Enhancement from CAFTA-DR

The improved growth performance expected to result from CAFTA-DR can be expected to increase tax
revenues, offsetting to some degree the direct revenue losses. As private incomes rise, so do revenues from the
income tax, VAT, excises, and other taxes (including remaining tariffs). Even in the absence of changes in the
parameters of the tax system, revenue would be expected to increase as a consequence of expanded tax bases.

The magnitude of this indirect revenue recovery depends on (1) the extent to which CAFTA-DR spurs faster
growth, and (2) the responsiveness of tax revenues to any increase in the level of income. Both of these
quantities are subject to considerable uncertainty:

e On the first, Hilaire and Yang (2003) estimate that CAFTA-DR would increase the aggregate GDP of the CA
region by 1.5 percent in the long run. The modesty of this boost may reflect the high degree of trade integration
that already exists between the Central American countries and the United States, or it might be that some
dynamic links between CAFTA-DR and growth are not adequately captured. Other studies point to stronger
growth effects of trade liberalization (see e.g., Wacziarg and Welch, 2003), though they do not deal directly
with CAFTA-DR.

e On the second, time series regressions can be used to estimate for each country the elasticity of tax revenue
with respect to GDP. Using data for 1990—2003, this elasticity averages around 0.14 percent.' These estimates
must be interpreted with caution—in particular, they do not distinguish increases in revenue from policy
reform from the automatic effects of increased income levels—but indicate likely orders of magnitude.

These rough estimates imply that the indirect increase in revenue from improved GDP performance will not
fully offset the direct revenue loss. Combining the Hilaire-Yang estimate of a 1.5 percent increase in GDP with
the estimated revenue elasticities implies that revenue will, on this account, rise by an unweighted average of

0.22 percent for the region as a whole, ranging from 0.17 percent for Guatemala to 0.34 percent for Nicaragua. This
compares to direct revenue losses estimated in the text of 3.1 percent under the long-term static scenario. Thus,
indirect growth effects might offset about 7 percent of long-run direct revenue loss.

The extent of indirect revenue recovery will depend on the size of the boost to growth performance, about
which there is considerable uncertainty. One way of assessing the potential revenue impact of enhanced growth
is to ask instead: By how much would growth have to be increased by CAFTA-DR in order for the associated
revenue increase (as implied by the income responsiveness estimated above) to offset the direct revenue loss
estimated in the text? For the Central American countries as a whole, unweighted GDP would have to increase by
an average of 21.9 percent to offset the direct revenue loss in the long run.? This corresponds to increased annual
growth rates, over a 10-year period (roughly matching movement to the final phase of CAFTA-DR) of 2 percentage
points, which seems on the high side, reinforcing the view that revenue recovery from CAFTA-DR is likely to
require some positive policy response.

' Specifically, the estimated elasticities (all significantly different from zero at 1 percent) are: Costa Rica, 0.13;
El Salvador, 0.14; Guatemala, 0.11; Honduras, 0.17; and Nicaragua, 0.23.

> The required growth increase is calculated as (Direct revenue loss, in percent of GDP)/[(Estimated revenue
elasticity)x(Tax revenue, in percent of GDP)].
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consequence of the reform. While there are several qualifications to this argument,”’ it
suggests a coherent and simple strategy for securing the efficiency benefits of trade
liberalization without jeopardizing revenue and, moreover, without significantly affecting the
distribution of the tax burden.

27. Unless the base of the VAT is broadened, Central American countries would
have to increase the statutory VAT rate by at least 1 percentage point to compensate for
the revenue loss from the CAFTA-DR.” In general, base-broadening measures are
preferable to rate increases because they help improve the structure of the VAT and facilitate
its administration: there would be fewer exceptions to the rule, less room for misreporting
and abuse. While rate increases are likely to result in increased revenues, they may also have
unintended effects on taxpayers’ compliance. For illustrative purposes, Figure 3.4 shows by
how much the VAT statutory rate” in each country would have to increase—given the
present tax base—in order to offset the direct revenue loss from CAFTA-DR. In the first year
of liberalization, the VAT rate adjustment required is close to 1 percentage point for Costa
Rica, while in the remaining countries it is quite small. However, the VAT rate increase that
would be needed to compensate for the full application of the CAFTA-DR is almost

2 percentage points for Nicaragua, and overl percentage point for Guatemala and Honduras.
These estimates indicate that, everything else being equal, the standard VAT rate needed to
compensate tariff losses is slightly over 13 percent for Guatemala, 15 percent for Nicaragua,
and close to 14 percent for the remaining countries.**

2! See Keen and Ligthart (2004). One qualification deserves particular comment. Strictly, the
argument requires that the rate structure of the new domestic consumption tax mimic in full the tariff
structure that is being replaced, in order to leave all consumer prices unchanged. Since most countries
apply multiple tariff rates, the reform strategy requires that there also be multiple rates of domestic
consumption taxation. But such multiple rates can create their own problems. Nevertheless, the point
remains valid that there are likely to be more welfare gains by combining the shift away from trade
taxes with a movement toward a more uniform consumption tax system.

*2 Part of the adjustment could also come from increasing excises on excisable goods on which tariffs
on U.S. imports are reduced.

» The increase of the statutory VAT rate required to offset the revenue loss is estimated as the
difference between the sum of VAT revenues and tariff loss in percent of GDP over VAT revenue in
percent of GDP minus the statutory VAT rate which is legally in place.

** This is needed to compensate for the loss in revenue under the static long-term scenario (Table 3.7).
It is assumed here that there is no behavioral response to the increase in the VAT rate.
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Figure 3.4. Estimated Minimum VAT Rate to Compensate for Tariff Loss, 2003 1/
18 18
O Actual statutory rate M Increase for first year O Increase for full liberalization
16 16
14 4 1 14
10 4 10
8 8
6 6
44 4
2 1 2
0 0
Costa Rica El Salvador Guatemala Honduras Nicaragua
Sources: Country documents; and IMF calculations.
1/ Assumes no trade diversion.

28. Although the VATs of the region are reasonably well structured, with fairly
broad bases and low rates, there is scope for improving their design and administration
in order to enhance collection and compliance. VAT revenue productivity,” a rough
efficiency measure that offers some standardization of measurement across countries, is
fairly low. Table 3.8 shows that it has not improved over the past 14 years, and that in some
countries, such as Honduras and Nicaragua, it has actually worsened. Low and declining
productivity often reflects base erosion through legislative changes or reduced tax
compliance. Indeed, the VAT base in these countries is punctured by an excessive number of
zero-rated and/or exempt items. For example, in Costa Rica, the VAT base excludes many
services and does not allow full credit for the VAT paid on purchases of inputs—refunds are
granted only when the inputs are effectively used in the production process. There appears to
be substantial scope for reducing exemptions as part of a strategy to strengthen Central
America’s revenue effort, including to offset the impact of CAFTA-DR. Moreover, the rate

% This is defined as the ratio of VAT revenues to the product of the standard rate of VAT and final
consumption: for a uniform VAT levied on all consumption and with full compliance, the ratio would
be one. See Ebrill, ef al. (2001) for further discussion of the VAT productivity notion and its
limitations.
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of VAT evasion is considered high in several Central American economies. Recent estimates
point to as much as 40 percent evasion, suggesting that VAT collections could be
significantly higher if administrative practices, such as audits, were improved (Stotsky and
WoldeMariam, 2002).

Table 3.8. Central America: VAT Productivities 1/

1994 1997 2001 2003

Costa Rica 0.75 0.53 0.69 0.71
Dominican Republic 0.51 0.43 0.41 0.38
El Salvador 0.51 0.43 0.48 0.54
Guatemala 0.39 0.43 0.53 0.42
Honduras 0.55 0.65 0.58 0.53
Nicaragua 0.45 0.45 0.47 0.19
Panama 0.50 0.43 0.36 0.41
Unweighted average 0.52 0.48 0.50 0.45

Sources: IMF, World Economic Outlook; Country documents; IBFD, Taxation in Latin America,
Taxation and Investment in the Caribbean,; PricewaterhouseCoopers, Corporate Taxes
2003-04, Worldwide Summaries; and IMF calculations.

1/ Revenue productivity = Total VAT revenue as percentage of final domestic consumption
divided by the VAT standard rate.

29. Improving VAT compliance will require both management and technical
improvements in tax administration, supported by strong political backing for
necessary audit and enforcement activities. Tax administrations in the region tend to have
poor management control of taxpayers in general, and VAT payers in particular. The VAT
registration thresholds are low, implying that there are many more VAT-registered taxpayers
than the tax administration can effectively control. Compliance is poor—even with basic
return filing and payment requirements (this is also the case for the large taxpayers)—and the
VAT crediting and refund systems are weak. In addition, the effectiveness of VAT audit is
weak: available information is not used effectively to detect noncompliant VAT payers, and
when it is used, follow-up actions to enforce payment of undeclared VAT are not rigorous.

30. The income tax may also have a role to play in recovering revenue—in
particular, the base of the corporate income tax should be broadened and tax incentives
reassessed. There are signs that other countries which have succeeded in replacing revenues
lost from trade tax reform have done so in part by strengthening the personal income tax.” In
Central America there is also clear scope for revenue enhancement through the corporate

26 See IMF (2005) on dealing with the revenue consequences of trade reform.
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income tax. Each of these countries offers special tax regimes to exporters and nonresident
corporations. Special regimes, such as the free trade zones and industrial processing zones
arrangements, narrow the corporate income tax base by making the offshore processing
sector exempt from the payment of any tax other than labor contributions. The regimes create
incentives for tax arbitrage by transferring earnings from taxed enterprises to exempt
enterprises. Indeed, the use of transfer pricing and financial arrangements may enable other
enterprises located onshore to shift taxable profits to offshore processing enterprises with
which they are associated in order to reduce their tax burden.*’ Tax incentives should be
phased out, since they are an inefficient way to attract additional investment, shift the tax
burden onto other bases, create avoidance opportunities, distort economic decisions,
discriminate against different types of investment, and complicate tax administration. Some
tax incentives may also be in violation of World Trade Organization (WTO) rules.”® A
preferred manner of providing incentives to investment is through generous depreciation
allowances and loss carry-forward provisions. If tax incentives are used, they should be
narrowly targeted to specific sectors or disadvantaged regions. In all cases, tax incentives
should be subject to tax expenditure analysis so that the cost of these incentives is
transparent.

E. CAFTA-DR and Issues of Tax Coordination

31. CAFTA-DR strengthens the case for tax coordination within the region. The
theoretical case for tax coordination—not necessarily for full harmonization, in the sense of
complete uniformity of taxation—comes from mobility across countries of the tax base
(whether capital, goods, services, or labor). In the absence of any tax coordination, countries
in Central America may be induced to lower the tax rates in order to attract the mobile
taxable base. This harmful competition can lead to effective tax rates being set too low.” The
largely free trade within these countries already implies significant base mobility between

*" The offshore processing sector in the region has been growing over the past 10 years because of
various factors. Those factors include the existence of preferential fiscal regimes and preferential
access to the U.S. market under arrangements such as the agreement on textiles and clothing under
the Caribbean Basin agreement. There is evidence in one country in the region that the ratio of
earnings to sales for enterprises operating under special arrangements is about double that of those
enterprises not operating under special regimes.

*® The existence of export-related tax concession regimes contravenes WTO principles. The
Agreement on Subsidies and Countervailing Measures (ASCM) prohibits subsidies that require
recipients to meet certain export targets; also, the jurisprudence related to the ASCM has defined tax
exemptions as subsidies. However, the least-developed countries—in particular those with an annual
per capita income of less than US$1,000, measured using a certain methodology—have received a
waiver that has allowed them to maintain those subsidy systems. Such waivers, according to the WTO
legislation, should be temporary.

* Some argue that tax competition should be welcomed as imposing constraints on wasteful
governments, but in Central American countries stronger revenue mobilization is an acknowledged
priority.
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them (discussed further below), but a free trade agreement with the United States would
intensify this in two main ways:

o Firms (including from the United States and third countries) that wish to sell in the
United States will find Central America a more attractive location after U.S. tariffs
are eliminated. Each Central American country will then have an incentive to
compete with the others in offering more attractive terms to attract such enterprises.

o U.S. companies wishing to sell in Central America will no longer have an incentive to
locate there in order to jump over tariff barriers; so each Central American country
also has an incentive to offer better terms than its neighbors in order to retain/attract
such companies.

32. In particular, coordination may be needed to avoid or limit further reduction in
corporate tax revenues. Central American countries already offer quite extensive breaks in
the form of tax holidays and free trade zones, and—in line with worldwide trends—statutory
corporate tax rates in the region have fallen significantly. A continuation of these pressures
can be expected irrespective of CAFTA-DR, but for the reasons above CAFTA-DR is likely
to intensify them.

33. Corporate tax coordination could take a variety of forms. The most intense would
be the adoption of a single Central America-wide corporate tax, with revenues allocated
across the countries by some revenue-sharing formula. Requiring somewhat less, but still
very extensive, coordination would be a system of formula apportionment (along the lines of
state-level corporate taxes in Canada and the United States), with countries agreeing on a
common base, but being allowed to set different rates, with taxable profits then allocated
across them by some formula.”® Or there might be agreement on a minimum rate of corporate
income tax (as proposed in the early 1990s by the Ruding Committee for the EU), though
this may do little unless some agreement is also reached on the tax base. Or, there might be a
code of conduct to eliminate harmful practices in business taxation.

34. A nonbinding code of conduct, a relatively loose form of corporate tax
coordination, may be a useful first step. A Code of Conduct on Business Taxation was
adopted by the EU in 1997 and has been largely successful.”' It was specifically aimed at
measures which unduly affect the location of business activity in the EU by being targeted at
nonresidents, providing them with a more favorable tax treatment than that which is

%% The European Union is currently considering schemes of this form: see, for instance, Sorensen
(2004).

*! The Code of Conduct for business taxation was set out by the ECOFIN council of

December 1, 1997. It is not a legally binding instrument, but clearly does have political force. By
adopting this code, member states have undertaken to roll back existing tax measures that constitute
harmful tax competition and refrain from introducing any such measures in the future. See, Code of
Conduct for Business Taxation and Fiscal State Aid. Brussels 1997.
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generally available in the member state concerned. This also helped EU members to identify
many existing national provisions that violated EU state aid rules. Although Central
American countries do not have such counterparts, the European experience suggests that it
would be advisable to adopt a strategy toward corporate tax coordination sooner in the
integration process rather than later.

35. There may also be a case for coordination of taxes on capital income and/or
enhanced information sharing, to prevent residents of one Central American country
avoiding/evading taxes by locating savings in another. But there may be only limited scope
for this in the case of Central America, because of the availability of the option to save in
third countries outside the region.”

36. Excises are the other main candidate for coordination. The concern here is that
cross-border shopping and smuggling driven by differences in tax rates will lead
governments to respond by setting lower excise rates than they otherwise would. There can
be a problem even if no cross-border smuggling is actually observed: countries may
defensively and spontaneously set rates at too low a rate. Table 3.9 shows that excise tax
rates differ significantly across the Central American countries and that excise tax levels are
fairly low by regional standards—both of which suggest that there might indeed be a case for
harmonization efforts.

37. Agreement on minimum excise rates is a natural way to deal with this problem.
This has been the strategy in the EU. Individual countries can be allowed to keep a certain
flexibility in setting excise tax rates for meeting immediate budgetary needs or to respond to
revenue shortfalls due to trade liberalization.

38. A strong case can also be made for VAT rate and base coordination. Differences
in VAT rates and exemptions can cause problems. Where the difference in the rates that
countries apply to some commodity is large relative to the cost of transporting it, cross-
border shopping and smuggling can become an issue. These erode revenue directly, and
moreover can lead to mutually harmful tax competition as countries seek to protect their tax
bases by setting lower tax rates than they otherwise would. As noted, this is often more of a
problem with excises, but big cross-border differences in VAT rates can lead to significant
cross-border shopping, as on the Danish-German border, where the rate of differential is

** To ensure the taxation of interest payments earned by EU citizens in third countries, the recently
adopted EU Savings Directive ensures taxation either by exchanging information with third countries
or by having member or third countries become collecting agents of EU member countries.
Switzerland, for example, only retains 35 percent of the withholding tax revenue it collects and acts
as a collecting agent for the EU.
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considerable (25 percent against 16 percent). Differences in VAT-exempted items can also
cause trade distortions, with the VAT in effect akin to an import subsidy.*

Table 3.9. Central American Countries: Excise Tax Summary 1/
Costa Rica Dominican El Salvador Guatemala Honduras Nicaragua Panama
2003 Republic 2003 2003 2004 2/ 11/20/2002 5/31/2003
5/8/2002
Alcoholic nonalcoholic (Percent) (Percent) (Percent)
beverages: All alcoholic beverages | US$0.13/liter. US$0.1692/liter. USS$1.325/liter
20 percent plus specific | For wine, whisky, rum, For wine, whisky, rum, US$0.05/liter
Beer 403/ 25 tax vodka and vodka and 36 Spirits:
Wine 403/ 35 US$0.0075 1/ distilled alcohol distilled alcohol 37 US$035/degree of
Whisky 503/ 45 degree of alcohol. US$0.515-2.4 7/ US$0.192-2.69 5/ 37 alcohol content/liter
Rum 35 liter. liter. 36
Vodka 45 37
Distilled alcohol 42
10 percent
Soft drinks $$0.019 8/ US$0.002 8/ US$0.022/liter US$0.0213/liter 9 5-6 percent 4/
nit of consumption 4/ bottle
Taxes on petroleum and Prices Prices Prices Prices
natural gas: (USS$/gallon) 5/ (USS$/gallon) (USS$/gallon) 6/ (USS$/gallon)
Gasoline(regular) 2.0213 0.3591 0.4722 15 percent 0.60
Gasoline(premium) 2.3269 0.3591 0.4787 over c.i.f. import
Diesel 1.3387 0.3591 0.1682 value 8/ 9/ 0.25
Fuel oil 0.9614 0.0712 0.15
(Bunker) 6/ 7/
Taxes on tobacco: (Percent) (Percent) (Percent) (Percent) (Percent) (Percent)
Cigarettes 100 50 39 100 475 39 32.5 percent of the
Cigars 25 39 consumer_sales price
Sources: IMF, International Financial Statistics, Country documents tax summary tables, 1BFD, International Bureau of Fiscal Documentation (IBFD);
and United States Department of Commerce-National Data Bank.
1/ “...” Data are not available.
2/ Rate is as of 9/3/1999.
3/ Soft drinks and gaseous concentrates: US$0.0198 per unit of consumption; other bottled beverages, including water: US$0.01721 per unit
of consumption; water containers of 18 liters or more: US$0.00685 per unit of consumption.
4/ Domestically produced or imported carbonated beverages: (5 percent); and syrups or concentrate used in the production of carbonated beverage: (6 percent).
5/ Prices in effect on May 8, 2002. Resolution 112-00 allows for prices to be adjusted periodically for, inter alia, changes in the consumer price index, world oil prices,
and the official exchange rate, but in practice, adjustments have been infrequent.
6/ Rates are for 2000.
7/ Additional products and specific rates per gallon are provided as follows: Aircraft gasoline: US$ 0.2587; gas oil: US$0.1682; liquid petroleum gas, crude oil used as fuel
and other fuel derived from petroleum asphalt are: US$0.0647.
8/ Data for 2002.
9/ Ad valorem tax on imported oil derivatives (gasoline, diesel, kerosene, jet fuel, bunker, propane and butane). Honduras imports 100 percent of its oil derivatives.

39. Agreement on a minimum standard VAT rate would be a desirable element of
VAT coordination. Standard VAT rates in Central American countries fall in a narrow range
(12—14 percent), except Panama (5 percent). For most countries this tight range should,
generally speaking, limit—but not eliminate—cross-border shopping/smuggling of high-
value, easily transported goods. Agreeing on a minimum standard rate of VAT, a strategy
adopted in the EU, would protect against downward pressures on rates created by cross-
border shopping/smuggling while allowing each country flexibility in setting it depending on

33 Suppose, for instance, that one Central American country (country A) exempts some good used as
an intermediate input while another (country B) taxes it fully under the VAT. Then exporters from
country B actually have a competitive advantage in country A’s internal market, since the
uninterrupted chain of VAT means that the zero-rating of exports removes all input VAT throughout
the production chain, whereas producers in country A will implicitly bear an unrecovered burden of
the tax paid on purchases by their exempt suppliers. Addressing this potential problem in Central
America would require undertaking a systematic comparative study of exemptions as a first step
toward harmonzing the VAT base.
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budgetary needs. To be meaningful, adoption of a minimum rate would need to be combined
with agreement on the bundle of commodities to which that standard rate applies.

40.  The case for coordinating taxes on labor income is weak, since labor tends to be
less mobile than goods or capital. Special arrangements may be needed for border workers
who live in one Central American country and work in another. Differences in the tax
treatment of higher paid workers, who may be more mobile within Central America, may
require some study, but there are no signs that this has emerged as a significant concern.

41. On tax administration, coordination efforts are needed to continue modernizing
the tax administrations in the Central American countries. The focus should be on:

(1) exchange between countries of tax-related information, especially regarding the indirect
taxes (which will require the adoption of a standard taxpayer identification numbering system
in each country and maintenance of an updated taxpayer register); and (ii) establishing joint
auditing capacity to effectively identify and prosecute tax fraud.

42. Efforts have begun to establish a customs union, but progress has been slow.
While there is now uniformity in parts of customs administration (e.g., harmonized customs
documentation and transit procedures), and some countries have even taken steps to establish
common customs border posts in order to facilitate border control,** there are other areas
where considerable work remains to be done to move toward common customs
administration procedures (Box 3.2). There are also large differences in health and sanitary
standards with respect to imports, as well as in migration policies, that will require that some
countries improve their standards in these areas—before all the Central American countries
will agree to joining such a union.

F. Conclusions

The revenue challenges from CAFTA-DR are significant for all Central American
countries, although they vary markedly in timing and extent. Nicaragua, for instance,
appears well placed to cope with these pressures: less than 2 percent of revenue comes from
imports from the United States, and the related tariff reductions are back-loaded. Even for
Nicaragua, however, trade diversion could lead to losses of up to 0.2 percent of GDP, or

1 percent of tax revenue, in the first year of implementation. The challenges appear greatest
in Costa Rica, with a prospective revenue loss in the first year of around 2.4 percent of tax
revenue even in the absence of trade diversion.

** As a result of such initiatives, for example, between Nicaragua and Honduras customs border
controls now take 17-20 minutes, whereas previously these controls required one day.
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Box 3.2. Selected Indicators of the Current Status of Customs
Administration in Central America

e  Regarding the harmonization of customs documentation, since 1994 there has been a common form for
customs transit. In addition, four countries have a common IT system.

e  There is a common control system for interregional transit and a common transit system.

e Some common border posts have been established, but only among some countries.'

e  While there is a common standard system for the valuation of goods (the WTO agreement), each country
interprets the agreement differently. To date, no customs service in the region is fully compliant with the
agreement. However, a group of regional customs officials is preparing a common regulation to establish a
standard system of gooch valuation.

e  Common terms and conditions for duty suspension and refund procedures have not been established. A
group of regional customs officials has been assigned the task of preparing such common procedures.

e A mechanism for coordinated cooperation and information exchange between customs services has been in
lace at least since the early 1990s. However, the system is not being used as designed, partly because of
ack of training.

e Joint customs and trade training programs are not yet in place.

"In a true customs union, the final objective would be to abolish customs posts between the member countries, and to
establish modern customs posts and controls at the entry points to the region: ports, international airports, and the borders.
However, in the transition period it may be useful to retain the posts to keep collecting duties and indirect taxes on imports.

43. Dealing with the revenue losses from CAFTA-DR will require strengthening
domestic tax systems, especially the VAT. Increased indirect taxation is the natural way to
recoup trade tax revenue losses as it largely preserves the pre-existing distribution of the tax
burden. Widening the base of the VAT through policy measures and better tax administration
would limit the extent to which the standard VAT rate needs to be increased.

44. CAFTA-DR will also raise the benefits that can be gained from increased tax
cooperation among Central American countries. This does not necessarily mean full
harmonization, but looser forms of coordination, such as a code of conduct on business
taxation and a common external tariff (CET) system. Experience in the EU and elsewhere
suggests that it is wise to address such issues early in the integration process.
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DATA AND METHODOLOGY FOR THE CALCULATION OF REVENUE LOSSES
Data

1. The General Directorates of Customs of Costa Rica, El Salvador, Guatemala,
Honduras, and Nicaragua provided most of the data required for calculating the fiscal cost of
tariff reduction. These include figures by tariff lineof imports (c.i.f. values),’ tariff rates, sales
and excise taxes, and customs duty collected, by type of tax, for 2003.

2. For Costa Rica, El Salvador, and Guatemala, the database covers only information on
imports from the United States. The databases for Honduras and Nicaragua identify imports
registered at customs from the United States, the other Central American countries, and the
rest of the world in aggregate.

3. The tariff elimination schedule for Costa Rica, El Salvador, Guatemala and Nicaragua
is based on Annex 3.3 of the CAFTA-DR, which is available on-line:
http://www.ustr.gov/Trade Agreements/

4. For Honduras, the tariff elimination schedule was supplied by the Ministry of
Industry and Trade. The data include both the tariff elimination schedule and the tariff rate,
by tariff line, and by precision subcode.

Methodology for estimating direct revenue impact

5. The estimation of direct fiscal cost includes assessing the impact of tariff exemption
on the collection of taxes on foreign trade, as well as its impact on the collection of indirect
taxes (sales and excise taxes). This does not allow for any behavioral response, but
consideration is given to two scenarios regarding the possible impact of trade diversion for
Honduras and Nicaragua.

6. The simplest case is that of the collection of revenue from tariffs on foreign trade.
The base for estimating the impact is the total collection of revenue in the form of customs
duty for 2003, grouped in accordance with the tariff elimination schedule.

7. The base for estimating the impact on the collection of excise taxes is the revenue
from customs duty multiplied by the actual rate of the excise tax. This is done for each
import line where customs duties are collected.’

! Classified in accordance with the Central American Customs System (eight-digit) and precision
subcode (two-digit, primarily for tax purposes).

% The actual excise tax rate is calculated as the ratio between revenue from the excise tax and the sum
of the value of imports plus import duty.
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8. In the case of sales tax, the base for estimating the impact on the collection is revenue
from customs duty multiplied by the actual rate of the sales tax. This is done for each import
line where customs duties are collected.® For each of the three taxes, an estimate is made of
the total aggregate impact, based on the rates of import duty corresponding to each tariff
elimination schedule. The fiscal cost is estimated as being directly proportional to the decline
in tariffs. Consequently, we assume that exemption rates do not change with tariff
elimination.

Methodology for estimating losses from trade diversion

9. A base case was considered, in which the proportion of imports from the United
States remained unchanged. However, to be able to compete with products from the United
States, the prices of imports from third countries must be reduced. The case assumes that the
price reduction of goods competing with the United States from third countries is directly
proportional to the ratio between the revenue loss, described above, and the value of the
imports plus the revenue yielded by the above-mentioned taxes. In other words, the price
reduction is equivalent to the reduction in the cost of taxing goods from the United States.

10. For this case, the loss is estimated on the basis of the customs duty collected from the
rest of the world for the pertinent goods,”* grouped by tariff elimination schedule. The fiscal
cost is calculated as being directly proportional to the reduction in import duty.

11. To analyze the impact of possible trade diversion from other countries, the extreme
case was considered, with total imports of the pertinent goods coming from the United States.
The methodology used to estimate the cost includes assessing the impact on the three taxes
and is similar to the methodology described for estimating the direct static impact.

12. Total trade diversion is truly an extreme case; it is mentioned in this study for
illustrative purposes only. Two intermediate cases with 20 percent and 35 percent of trade
diversion are considered in this study.

Methodology for estimating revenue elasticity to GDP

13.  Revenue elasticity to GDP for each Central American country is estimated using a
suppressed constant log linear model: log (Revenue) = b log (GDP) + error. Both tax revenue
and GDP are expressed in local currency. The estimated coefficient b gives the revenue
elasticity. Annual time series data from 1990 to 2003 are used.

? The actual sales tax rate also applies to excise taxes, and we therefore define it as the ratio between
the revenue collected from sales tax and the sum of the value of imports, plus import duty collected,
plus excise tax collected.

* We took into consideration only the impact on the tariff lines for which there are currently exports
from the United States.
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IV. FISCAL SUSTAINABILITY: A VALUE AT RISK APPROACH'

This chapter uses a Value-at-Risk (VaR) approach to assess public debt sustainability in the region. The
study underscores the value of cross-country analysis as a basis for identifying potential vulnerabilities and
optimal policy responses in particular countries. Its key conclusions are:

. Public debt-to-GDP outlook is a significant source of vulnerability in most countries in the region
Policy actions are required in all Central American countries, except Guatemala, to ensure
sustainable debt dynamics. This conclusion is consistent with that of traditional debt sustainability

analyses (DSA).

. The value-at-risk approach (VaR) identifies a significant risk in most countries that the debt/GDP
ratio will surpass 60 percent by 2008.

. The factors contributing to these risks differ across countries, calling for distinct policy responses.

Government spending is a key factor in most countries, while some are more vulnerable to
changes in the real exchange rate and others depend critically on growth performance.

A. Introduction

1. Recurring debt problems and high public debt have brought the issue of fiscal
sustainability to the foreground in several Central American countries. Although public
debt-to-GDP ratios have started to come down in recent years, they still exceed 50 percent in
most of the region’s countries, making the debt a source of vulnerability that deserves close
attention. Over the past three decades, the region experienced a number of debt write-downs,
and high debt levels have constrained implementation of effective policy responses in the
case of adverse shocks.”

2. There has been no regional study on public debt sustainability in Central
America. So far, sustainability assessments have been country specific, aimed at ensuring
attainment of fiscal viability for the country in question. As a consequence, the results of
existing sustainability assessments are less suited for comparisons across the region.

3. Although substantial progress has been made in recent years, the methodology
of debt and fiscal sustainability assessments are still at an early stage of development.’
Projections of debt dynamics, which are intrinsically uncertain and highly variable, are
typically stable and deterministic with only a limited number of possible outcomes being
explored. As stated by the International Monetary Fund (2002), “...assessments of
sustainability are probabilistic, since one can normally envisage some states of the world
under which a country’s debt would be sustainable and others on which it would not.

' Prepared by Ricardo Adrogué.
2 See Offerdal, Erik “Fiscal Sustainability,” IMF 2004.

? This refers to forward-looking assessments of fiscal sustainability, as opposed to the empirical tests
of sustainability done by Corsetti and Roubini (1991), Hakkio and Rush (1991), Hamilton and Flavin
(1986), Kremers (1989), Roberts (1991), Trehan and Walsh (1988), Wilcox (1989), and others, who
concentrate on historical OECD country experiences.
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Standard frameworks currently used do not supply these probabilities explicitly; rather, they
trace the implications of alternative scenarios and leave the user to determine the respective
probabilities.”

4. To assess the degree of vulnerability posed by current debt levels in Central
America, this study summarizes recent sustainability assessments and proposes a
complementary probabilistic framework to evaluate sustainability. The traditional debt
sustainability framework is taken one step further by estimating explicitly the probabilities of
alternative scenarios using a common set of assumptions.” A Value-at-Risk (VaR) approach
is utilized to calculate the probability distribution of the debt-to-GDP ratios of several
Central American countries, the latter used as proxy for the degree of fiscal vulnerability.
This VaR approach is in line with the stochastic simulation method suggested in IMF (2003).
The approach is not, however, without drawbacks. Endogeneity problems, projections based
on historical data, and data limitations more generally make the results presented here
tentative. The proposed framework produces a more explicit comparison of vulnerabilities
across countries and ranks countries along a common vulnerability index. This approach
offers additional information over traditional sustainability assessments by probabilistically
computing the relative contribution of the different risk factors to the country’s overall
vulnerability.’

5. The remainder of the chapter is organized as follows. Section B reviews the
insights gained from the existing sustainability exercises for Central America and highlights
some of the shortcomings. Going beyond the existing sustainability analysis, Section C uses
a VaR approach to probabilistically assess debt vulnerabilities in the five Central American
countries (excluding Honduras and Nicaragua) subject to this study.® Section D uses this
framework to evaluate the effects of a change in the debt structure on the probability
distribution of the debt-to-GDP ratio. Section E concludes.

* As it will become clear, the extension of the current framework comes at a cost, 1.e., the
probabilities are calculated using solely historical information. It should be noted, however, that this
is not a limitation of the VaR technique, but rather the desire to perform cross-country comparisons
with the greatest possible objectivity.

> While the traditional debt sustainability analysis includes stress tests, it does not explicitly calculate
their corresponding probabilities.

% This chapter covers the five Central American countries as well as Panama and the Dominican
Republic. Honduras and Nicaragua have been excluded, however, from the probabilistic portion of
the study. The macroeconomic conditions underlying highly indebted poor countries (HIPC) are
undergoing substantial changes with the implementation of the HIPC initiative and are significantly
different from those of the rest of the region. Specifically, the modeling technique used to simulate
tax revenues was found to be unsuitable for the simulation of government grants that represent a large
share of the fiscal revenues of HIPC countries. Moreover, the risk profile of the debt structure that
will result from the ongoing process of HIPC debt forgiveness was deemed impossible to assess from
the sole analysis of historical information. These two limitations made comparisons between VaR
results for HIPC and non-HIPC countries futile and the profiling of risks for HIPC countries
unattainable.
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B. Analytical Issues and the Traditional Sustainability Approach

6. The IMF defines debt sustainability, as “a situation in which a borrower is
expected to be able to continue servicing its debt without an unrealistically large future
correction to the balance of income and expenditure.”’ The assessment of sustainability,
as highlighted in the definition, is intrinsically probabilistic and based on an expectation and
judgment about what constitutes an unrealistically large future correction. Consequently,
there is only a limited degree of objectivity in any analysis of sustainability. While
experience has shown that unrealistically large adjustments are generally easier to determine
ex post than ex ante, current sustainability analyses can be improved with respect to the
expectational aspect of the definition.

7. The risk of default is proxied by the probability distribution of the debt-to-GDP
ratio. Despite being a poor indicator of solvency, the debt-to-GDP ratio is the measure
typically used to assess sustainability and is the focus of traditional sustainability
assessments.® Comparability of analysis, then, calls for the use of the same indicator in the
present study.

8. The traditional approach to assess fiscal sustainability is based on the following
steps:
o In order to establish a baseline/“current-policy,” projections are made based on

forecast of key variables from the real, external, monetary, and fiscal sectors,
assuming policy continuity.” Although historical trends are commonly used as a basis
for the projections, these are not mechanically followed. Instead, judgment is used to
assess the most likely course of events going forward.

o These baseline/“current-policy” scenario projections are used to predict the path
of the public sector debt-to GDP ratio. A resulting debt ratio judged to be
uncomfortably high or vulnerable typically prompts the creation of an alternative

7 IMF (2002), page 4, paragraph 7.

¥ The literature has found only a weak relationship between debt-to-GDP ratios and events of default,
making this ratio a poor indicator of solvency. See Pattillo, Poirson, and Ricci (2002) and Reinhart
and others (2003).

? The concept of “policy continuity” is defined in slightly different ways across scenarios, which
therefore may not be fully comparable. Often staff also projects a “weak” or “low” scenario assuming
a weaker policy effort than in the baseline/“current-policy” scenario to illustrate the risks of policy
slippage. The variables that are most commonly projected are: output growth, inflation, interest rates,
fiscal revenues, noninterest expenditures, and interest payments. Detailed projections for these
variables can be found in the respective country staff reports.
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adjustment scenario, that is, an “active policy” scenario.'’ In this case, adjusting the
primary fiscal balance is the policy tool used to meet the targeted debt ratio.

The robustness of the results is then analyzed by assuming alternative paths for the
macroeconomic variables used in the exercise.

Table 4.1 summarizes the results of the most recent sustainability assessments

done for the countries in the region:'

In all countries, baseline/“current-policy” scenarios have assumed an
improvement in the primary fiscal balance. The projected fiscal effort is largest for
the Dominican Republic (3.8 percent of GDP), followed by Honduras (3.0 percent of
GDP), Nicaragua (2.8 percent of GDP), El Salvador (1.7 percent of GDP), Guatemala
(1.1 percent of GDP), Costa Rica (1 percent of GDP), and Panama (0.4 percent of
GDP).

As a result of the fiscal effort, debt ratios are projected to fall in all but one of
the countries (EI Salvador).'> However, not all fiscal efforts produce equivalent
reductions in the debt ratio."* A 1 percentage point of GDP improvement in the
primary balance is forecast to reduce the debt-to-GDP ratio by 2%z percentage points
in the Dominican Republic and by more than 5 percentage points in Guatemala.

The standard sustainability assessments reveal that a shock in the form of a
currency depreciation represents the largest risk. The risk of currency
depreciation (a one-off 30 percent permanent drop in the value of the local currency)
ranked first in six out of the seven countries in the region (second in the seventh, i.e.,
Guatemala).

Tt is commonly assumed that the macroeconomic environment is dependent on whether the debt
dynamics are deemed sustainable or not, thus reinforcing the benefits associated with the proposed
fiscal adjustment of the alternative scenario.

" For each country, the 2003 public debt-to-GDP ratio is reported in Column 2.

121t should be noted, however, that El Salvador’s debt ratio, albeit increasing, is projected to remain
below 50 percent until 2008.

" Debt dynamics are also affected by the projected paths for the real interest rate, the growth rate, the
exchange rate, and the size of the debt ratio itself, all of which differ across countries.
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Table 4.1. Results from Traditional Debt Sustainability Analysis

Average Historical Projected Primary
Country Debt/GDP (t) Primary Balance Balance Debt/GDP (t+5) Stress Tests 1/
Costa Rica Depreciation
Baseline/"current-policy" 2/ 54.5 0.4 1.4 50.2 Growth
Passive 0.0 62.0 Contingent losses
Active 2.3 433 Interest rate
Primary balance
Dominican Republic Depreciation
Baseline/"current-policy" 2/ 54.3 -1.6 22 44.8 Primary balance
Passive 0.8 61.4 Contingent losses
Growth
Interest rate
El Salvador Depreciation
Baseline/"current-policy" 46.1 -2.0 -0.3 47.2 Contingent losses
Reinforced 0.5 43.7 Growth
Interest rate
Primary balance
Guatemala Contingent losses
Baseline/"current-policy" 20.1 -0.7 0.4 14.3 Depreciation
Primary Balance
Growth
Interest rate
Honduras 3/ 4/ Depreciation
Baseline/"current-policy" 64.1 -3.1 -0.1 52.2 Primary balance
GDP growth
Nicaragua Depreciation
Baseline/"current-policy" 160.0 -1.1 1.7 149.1 Privatization
Primary Balance
Growth
Panama Depreciation
Baseline/"current-policy" 5/ 63.3 1.7 2.1 55.6 Growth
Low-scenario 0.6 67.2 Contingent losses

Interest rate
Primary balance

Sources: IMF Staff Reports and debt sustainability assessments.

1/ Ranked from highest to lowest debt ratio at end of 2008.

2/ Assumes implementation of some fiscal enhancing measures.

3/ Based on a 15 percent real exchange rate depreciation.

4/ Public external debt ratio reported instead of total public debt ratio.
5/ Described as active scenario in staff report.

10. The traditional approach used to assess fiscal sustainability in Central America
has, however, a number of caveats when used for cross-country comparisons:

o Using the primary fiscal balance as a summary indicator for debt sustainability
gives a spurious sense of consistency across debt sustainability exercises. As
stated before, the underlying macroeconomic assumptions vary across the Central
American countries, making the primary fiscal balance calculated for one country not
comparable to that calculated for another. Hence, debt sustainability outcomes
derived from independent sustainability calculations may not be strictly comparable.

o The stress tests performed in the traditional approach are somewhat arbitrary.
Several metrics are used in the definition of the shocks in the stress tests making
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comparability across countries and among shocks challenging."* Is a 30 percent real
depreciation comparable with a two-standard deviation interest rate shock? Is the
combination of two or three types of shocks in the form of one standard deviation of
the parameters in question comparable to shocks of other parameters measured as
two-standard deviations? Is the likelihood of a 30 percent currency depreciation the
same for Guatemala as for Costa Rica? Is a 10 percentage point increase in the debt-
to-GDP ratio a good characterization of the expected realization of contingent
liabilities across all countries? These limitations raise doubts about the information
conveyed by the ranking of risks resulting from the stress tests.

o While the primary fiscal balance has been the most reliable tool when addressing
issues of debt dynamics, other policy tools are ignored in standard debt
sustainability assessments. In particular, the traditional approach does not easily
lend iltsself to the analysis of the pros and cons of changes to the structure of the public
debt.

o The policy recommendations that can be distilled from the traditional approach
are limited to the primary balance. Thus, countries with no obvious problems in
their debt dynamics find little use for the traditional debt sustainability assessment.
To complement the traditional analysis and to address the caveats discussed above,
the following uses the VaR to assess fiscal sustainability in Central America.

C. Modeling the Debt-to-GDP Ratio Using VaR'®

1. The VaR methodology was originally developed to calculate the market risk of a
financial portfolio, that is, the probability distribution of returns of a given portfolio
due to changes in market prices. More recently, Barnhill and Kopits (2003) have extended
VaR to the analysis of fiscal accounts of sovereign countries. Their specific application of
VaR assumes that a government’s balance sheet is available. The objective of the approach
developed in this chapter is to compute the probability distribution of the public sector debt-
to-GDP ratio at some future year using VaR. The advantage of this approach—as opposed to
the one proposed by Barnhill and Kopits—is its direct comparability with current

' While some stress tests are defined in terms of standard deviations (making them comparable
across countries and among risks), others are not.

"> As explained below, debt-service projections in the traditional approach are typically (though not
always) based on historical debt-service information by type of debt. Debt service, however, is
dependent on the debt structure that evolves over time and might be quite different from the historical
composition of the debt.

' Due to data limitations, only contemporaneous correlations among risk factors have been
considered.
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sustainability analyses. However, unlike the approach used by Barnhill and Kopits, this
exercise does not explicitly provide information about the probability of default."”

12. The traditional approach projects the future path of the debt-to-GDP ratio
based on subjective macroeconomic forecasts of key variables.'® The technique proposed
here, on the other hand, is strictly rooted on historical data and does not allow for judgment
when projecting future outcomes. At the same time, the historical information is used more
effectively than in the traditional approach as the correlation matrix of the risk factors is
included in the calculation of the future path of the debt-to-GDP ratio. The departure from
the traditional approach due to the application of VaR can be summarized as follows:

. The set of primary risks: While primary risks are roughly the same as those
considered in the traditional approach (GDP growth, inflation, primary fiscal
spending, the domestic short-term interest rate, the exchange rate, the medium-term
foreign interest rate, and the sovereign spread), future projections for these variables
are strictly derived from their historical performance, making the results comparable
across countries.

o The probability distribution and correlation matrix of the risk factors: The
traditional approach, as any deterministic approach, ignores probabilities. In this
framework, the probability distributions and the interrelationship among risk factors
are explicitly included." The explicit formulation of the probability distributions and
the interrelationship among risk factors reduces the arbitrariness in the rankings
produced by the conventional stress tests.

o The treatment of contingent claims: The traditional approach requires the user to
identify the size and timing of future implicit or contingent liabilities. Seeking
uniformity of treatment while recognizing intrinsic differences across countries, the
approach proposed here uses a stylized fact reported in the literature on crises—i.e.,
the fact that foreign exchange crises have typically been associated with financial

'7 Contrary to Barnhill and Kopits (2003), this paper uses VaR to estimate the probability distribution
of the debt ratio instead of the probability distribution of the fiscal portfolio (balance sheet). The
number of assumptions involved in constructing a “synthetic” balance sheet from expected future
flows is significantly larger than the one proposed here.

'8 Using subjectivity in projecting the paths of key macroeconomic aggregates should not be regarded
as inferior to the historical method proposed here. On the contrary, as long as subjective projections
represent best assessments using all available data, they could be regarded as superior.

' Normal probability distributions are assumed for GDP growth, inflation, and real primary fiscal
spending with mean and variance calculated from the last 10 years of data; log-normal distributions
are assumed for interest rates and spreads; and a frequency table calculated from the last 50 years of
real exchange rate data is used as proxy for the probability distribution of the real exchange rate.
Additionally, the interrelationship among risk factors is appraised from the correlation matrix of risks.
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sector crises, the latter being among the most common source of contingent liabilities
of the public sector.”

o The composition of debt: Instead of using the series of interest payments to project
future interest payments, which is the default mechanism used in the traditional
approach that depends on the history of the debt structure, this approach uses the
actual composition of the debt at present combined with alternative simulation of
interest rates (domestic and foreign plus spread) to produce a forecast of future
interest payments.*' The stock of public debt is classified into two main categories:
foreign-currency debt (assumed to be fully denominated in U.S. dollars) and
domestic-currency debt. Each of these is then subdivided into short-term (with a
remaining maturity of less than one year) and medium- to long-term debt. The stock
of inflation-indexed domestic debt completes the stylized description of the debt
composition, which is assumed to remain constant throughout the simulation exercise.
This formulation allows for a more complete study of the consequences of alternative
debt structures.

13. In every VaR analysis, the debt-to-GDP ratios are calculated assuming no
“portfolio” change in reaction to the realization of the risks. This represents the passive
scenario, that is, it is assumed that no policy adjustment takes place. Moreover, the
correlation matrix of risks is also assumed to be invariant.”

14. Based on the assumptions outlined above, alternative debt paths are simulated
and the probability distribution of the debt ratio is computed from 10,000 simulations.
As aresult, different measures of vulnerability can be calculated from the computed
distributions:

o The VaR of the debt-to-GDP ratio for a common confidence interval across countries.
. The probability that a certain debt-to-GDP ratio will be surpassed.”
J The expected increase/decrease in the debt-to-GDP ratio from current levels.

% As shown in Kaminsky and Reinhart (1996), balance of payments crises, most of which involve a
large depreciation of the domestic currency, tend to overlap with banking crises that is a common
type of contingent liabilities. Contingent liabilities associated with unfunded pension schemes are not
considered in this exercise.

2! Notwithstanding this, knowledgeable users can make the necessary adjustments to the traditional
framework to produce a more realistic path for debt-service payments.

*? Ideally, the exercise would use contingent correlation matrices, since the correlations among
macroeconomic variables tend to vary between noncrisis and crisis periods (see Forbes and Rigobon,
2000). Because of data limitations, the exercise assumes that the correlation matrices of risk are
constant.

 Reinhart et al (2003) have estimated threshold levels for ratios of external debt to GDP. However,
no similar study exists on public debt-to-GDP thresholds.
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o The relative contribution of the risks to the debt dynamics for each country.**

In addition, a possible extension of the current framework for the analysis of policy options is
exemplified by the simulation of an alternative debt structure.

15. The following table summarizes the first three vulnerability measures. A
comparison between columns two and three in Table 4.2 highlights an important
vulnerability of the Central American countries, namely, the expected increase in debt-to-
GDP ratio under current trends. The expected increase in the debt ratio differs among the
other countries. El Salvador’s debt ratio deteriorates the most, followed by Guatemala, the
Dominican Republic, and Costa Rica. The need for policy action to prevent an escalation of
the debt ratios is consistent with the recommendations obtained from the traditional approach
(Figure 4.1).

Table 4.2. Central America: Main Vulnerability Measures

Debt/GDP ED) 1/ VaR 2/ > 60 percent 3/
Costa Rica 54.5 65.5 94.1 60.1
Dominican Republic 53.0 64.5 81.5 66.9
El Salvador 447 64.1 94.8 54.3
Guatemala 20.1 36.7 50.6 0.5
Panama 63.3 70.4 95.2 76.2

Source: Fund staff calculations.

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

16. Relying purely on historical data negatively biases the results against the more
active reformers. The effect of recent reforms, while probably important for debt
sustainability, have not been incorporated into the vulnerability measures calculated above.
This bias appears to be particularly relevant for El Salvador, which has been one of the most
active reformers in recent years.”

** Though not a stress test of the results per se, it is a better approximation to the relative risk
exposure of the different countries than the traditional stress tests.

> In particular, the results presented for El Salvador reflect a history of very volatile exchange rates
(the variable used a 50-year time span), and the fiscal cost of reconstruction in the late 1990s (a 10-
year time span was used for this variable). It ignores the effects of the ambitious tax reform approved
only a few months ago.
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Figure 4.1. Distribution of the Public Debt to GDP Ratio in 2008

El Salvador
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Republic

Costa Rica
Guatemala

\
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Public debt-to-GDP ratio in 2008

Source: IMF staff calculations.

17. The need for policy action, however, should be associated with the risk profile of
the debt. The worse the risk profile the greater the urgency to act. The VaR (column three of
Table 4.2) explicitly measures such risk by calculating the highest debt-to-GDP ratio by 2008
with a 95 percent confidence level. Based on this measure, Panama is the country in need of
most urgent action. Its VaR (95.2) is the highest of the five Central American countries
considered. That is, there is a 95 percent probability that Panama’s debt-to-GDP ratio will not
exceed 95.2 percent by 2008. The other countries do not follow very far behind though. The
VaR for El Salvador is 94.8 percent of GDP, Costa Rica’s is 94 percent, and Dominican
Republic comes in fourth at 81 percent. The only country with a reasonably low VaR figure
is Guatemala, which is slightly above 50 percent.”®

18: Using the projected Change- t.O the Table 4.3. Projected Change in Primary Balance
primary fiscal balance of the traditional
approach as an indicator of urgency of Change
adjustment leads to different conclusions
. . (In percent of GDP)
than the ones just discussed. Table 4.3 o ,
. . Dominican Republic 3.8

ranks the seven countries reported in Honduras 30
Table 4.1 according to the projected fiscal Nicaragua 2.8
effort measured for the baseline/“current- El Salvador 17

s a9 . . Guatemala 1.1
policy” scenario as the difference between Costa Rica Lo
column four and column three of that table. Panama 0.4
The Dominican Republic comes in first with —
an effort of 3.8 percent of GDP, followed by Sources: IMF staff reports and debt sustainability

R assessments.

Honduras, Nicaragua, El Salvador,

*% These VaR result from the interaction of the seven risk factors reported above. For an analysis of
the relative importance of the different risks please refer to Table 4.4.
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Guatemala, Costa Rica, and Panama.”’ The disparity of objectives and assumptions across
traditional debt sustainability assessments makes the projected primary balance adjustments
difficult to interpret across countries.

19. An alternative way to examine the results is to consider the probability that a
certain debt threshold will be surpassed (a third alternative measure of vulnerability).
Although the economic literature does not provide conclusive evidence on what that
threshold is for the overall public debt, most of it seems to agree on a positive and nonlinear
relationship between debt levels and the cost of borrowing. Work done by Pattillo et al
(2002) and Reinhart et al (2003) suggests there is a level for the external debt/GDP ratio that,
once surpassed, results in the cost of borrowing becoming prohibitive. They find that external
debt ratios on the order of 3040 percent have historically been associated with worsening
growth conditions (Pattillo) and defaults (Reinhart). The 60 percent of GDP assumed in
Table 4.2 appears to be a reasonable threshold for the public sector debt ratio for Central
American countries; it is higher than most actual levels and fairly uncommon among
emerging countries. The probability this level will be surpassed by 2008 is greatest in
Panama (76 percent), followed by the Dominican Republic (67 percent), Costa Rica

(60 percent), and El Salvador (54 percent). On the other side of the spectrum, Guatemala is
the only country with less than a 50 percent probability of surpassing 60 percent of GDP by
2008.

20. Surpassing the 60 percent debt-to-GDP threshold is not necessarily associated
with an imminent financial crisis. For example, Panama’s public debt has been above

60 percent of GDP since the year 2000, yet it has not experienced a financial crisis despite
the international and regional turbulences during the last four years. Its sovereign spread has
remained stable throughout the period showing no clear positive relationship with its rising
debt-to-GDP ratio. Notwithstanding the Panamanian experience, debt ratios above 60 percent
of GDP are likely to be associated with increases in vulnerability.

21. The main drivers behind the expected increase in the debt ratios shown above
are presented in Table 4.4.”® GDP growth, for example, is expected to explain 10 percent of
the debt dynamics for Dominican Republic and 16 percent for Costa Rica, while the real
exchange rate explains 32 percent of the change in the debt ratio for Costa Rica and only

15 percent for Dominican Republic. The fact that the numbers reported in the table are
positive does not imply that all variables contribute positively to the debt ratio. GDP growth
and inflation tend to reduce it. The table below, then, only reports the relative contribution,

*" 1t turns out that the order presented in the previous paragraph, using VaR, is almost the opposite to
the one in Table 4.1.

%% The table reports the partial r* of regressing the change in the debt-to-GDP ratio between 2003 and
2008 on the seven risk factors used in the simulation. Only the risk factors with contributions
consistently above 5 percent are reported in Table 4.4. In particular, the contributions of the interest
rate and inflation to the expected change in the debt ratio are quite low, both in this analysis and the
traditional approach, and were thus excluded for presentational purposes.
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positive or negative, that is expected from each variable on the change in the debt-to-GDP
ratio.

Table 4.4. Relative Contribution by Risk Factor
(In percent)

Dominican
Costa Rica  Republic  El Salvador Guatemala  Panama

Growth 16 10 1 1 15
Real primary spending 39 54 18 52 63
Real exchange rate 32 15 64 32 0

Source: Based on simulated data using current debt structures.

22. While it is hardly surprising that primary spending is the largest contributor to
debt buildup, there are noticeable differences among the relative contributions of the
risk factors across countries. Most notably, the expected increase in the public sector debt
for El Salvador has more to do with the real exchange rate than primary spending.” The
contribution of real primary spending to debt accumulation varies across the remaining four
countries. In Costa Rica, primary spending is expected to explain almost 40 percent of the
debt buildup, whereas in Panama it is responsible for almost two-thirds of the increase in the
debt ratio. This variation reflects the fact that in some countries, the debt has developed
dynamics of its own, with more than 50 percent of the expected increase in the debt ratio
explained by variables that are not under the direct control of the authorities. This compares
to the results of the stress tests of the standard sustainability analysis where currency
depreciation appears to be the largest risk factor to the debt dynamics of the Central
American countries, with Guatemala being the notable exception (see Table 4.1).30

23. The second largest risk to the debt dynamics according to this framework is a
real exchange rate depreciation. Costa Rica, Guatemala, and the Dominican Republic all
have this risk as the second largest, although the relative contribution to the debt dynamics is
twice as large for the first two (32 percent) than for the latter (15 percent). The following
section concludes, on a preliminary basis, that altering the composition of the public sector
debt in favor of domestic currency debt would reduce the vulnerabilities of both Costa Rica
and Guatemala, but increase it in the Dominican Republic.

** This apparent anomaly can be explained by El Salvador’s rather volatile real exchange rate history.
If El Salvador’s real exchange rate becomes more stable as a consequence of official dollarization
(2001), the relative contribution of this variable to the debt buildup will fall.

3% Traditional debt sustainability analysis concludes that depreciation and contingent losses are the
two main sources of risk to the debt dynamics of El Salvador. Both risks are combined in this chapter
under the heading of the real exchange rate risk which, as shown in Table 4.4, is the largest
contributor to the expected increase in the debt ratio for El Salvador.
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24. Growth is a prominent factor affecting debt dynamics for Costa Rica, Panama,
and Dominican Republic, contributing 16, 15, and 10 percent, respectively. For the other
two countries the growth impact is insignificant, reflecting a relatively larger correlation
between GDP growth and the other risk factors in these countries.

D. Assessment of Policy Options

25. The VaR framework can also be used for a stylized analysis of different policy
options. In the following, a change in the debt composition is presented as an example:
Foreign currency liabilities tend to dominate emerging market debt structures, further
limiting the capacity that these countries have to formulate policy responses.’' Using the
framework developed in this paper, the potential benefits of an alternative debt structure with
a larger fraction of domestic currency debt are evaluated for the three nonofficially dollarized
economies in Central America. The simulation of an alternative debt structure reveals a
three-dimensional indifference curve among currency denomination, real interest rate, and
maturity. Thus, the simulation of the alternative debt structures keeps the maturity and
interest rates profiles of each currency-denominated debt unaltered, changing only the
proportion of domestic currency debt vis-a-vis the external debt. Consequently, the
alternative debt structure simulated in each one of the three countries is of shorter average
maturity and subject to higher (and generally more volatile) real interest rates. In all three
cases it has been assumed that foreign currency denominated debt falls to 30 percent of total
debt, from 60 percent in Costa Rica, 73 percent in Dominican Republic, and 76 percent in
Guatemala.*

26. As shown in
Table 4.5 greater
reliance on domestic

Table 4.5. Effect of Increased Reliance on Domestic Currency Debt

Debt/GDP (2008) VaR (at 5 percent)
currency debt appears Original New Original New
to be a viable
complement to fiscal Costa Rica 65.5 63.0 94.1 88.5
adjustment for Costa Dominican Republic 64.5 72.2 81.5 88.5

Guatemala 36.7 325 50.6 43.7

Rica and Guatemala
when the 1991-2003
period is used to
estimate the VaR.>

Source: IMF staff estimates.

3! See Hausmann (2003) for an in-depth analysis of the issue.

32 1t should be noted that increasing the share of domestic currency debt could negatively affect the
incentives to repay, particularly in the context of flexible exchange rates, as inflation becomes an
effective way to reduce the real value of such debt. Also, increasing the share of domestic currency
debt could potentially increase the contingent liabilities of the public sector if private agents
dollarized their portfolios further as a consequence of the government actions.

33 For the estimation of the VaR the period 1991-2003 is used. In the case of the Dominican Republic
the crisis-free period 1993-2001 was used instead entailing lower exchange rate volatility.
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Reducing the composition of foreign currency debt to 30 percent of total debt decreases the
2008 debt-to-GDP ratio by more than 4 points in Guatemala’s case, and by 2’2 points in the
case of Costa Rica. The risk profile would also improve in both cases. In contrast, Dominican
Republic’s current debt structure appears to serve that country better than one with greater
reliance on domestic debt. Increasing the share of domestic currency debt to 70 percent of
total debt would increase the debt-to-GDP ratio by almost 8 points by 2008, and worsen the
risk profile from 81.5 percent to 88.5 percent.

E. Conclusions

27. The analysis presented in this chapter complements traditional sustainability
assessments by providing a sense of the probability distribution of the debt-to-GDP
ratio using VaR techniques. The proposed framework confirms the main finding of the
traditional approach, namely, that policy actions are required in all of the Central American
countries, with the exception of Guatemala, to make their public debt-to-GDP ratios
sustainable. Nevertheless, the traditional approach provides a somewhat different
characterization of the risk profiles of the debts, and the sensitivity of the debt ratios to the
different risks appears to not be appropriately captured by conventional stress tests. Both of
these shortcomings can be addressed using the VaR technique discussed in this chapter. This
analysis reveals that the factors that contribute to the risks differ across countries. While
government spending is a key factor in almost all countries, some countries are particularly
vulnerable to changes in the real exchange rate, while others depend critically on the growth
performance. Therefore, despite many commonalities, the emphasis and type of policy
response may have to differ across countries.
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VALUE AT RISK

1. The VaR methodology was originally developed to calculate the market risk of a
financial portfolio, that is, the probability distribution of returns of a given portfolio due to
changes in market prices. It was created to provide a numerical estimate of the potential loss
in the value of the portfolio over a given time period. More recently, it has been extended to
assess the risk characteristics of financial institutions around the world, and to the
measurement and management of credit risk, liquidity risk, operational risk, and the analysis
of natural disasters, among others. It is also used as a source of information and as a risk
management tool, primarily by financial institutions and regulators, but increasingly by
nonfinancial companies. VaR can be extended, in principle, to the analysis of any type of risk
or combination of risks and to any type of institution. The VaR provides an estimate “the
worst possible loss over a target horizon with a given level of confidence.'

2. The technique, as originally developed, computes the potential loss from the variance
of the portfolio returns, based on some assumption about the probability distribution of
returns and a given confidence level. The technique, in its original form, consists in
estimating the distribution of portfolio values based on the portfolio composition and a set of
market risks.

3. The VaR methodology does not provide much structure on how to estimate the
relationship between the actual realization of an outcome and the set of underlying risk
factors; it provides a way to calculate the probability distribution function of the final
outcome. In order to implement VaR, the underlying risk factors of the portfolio need to be
identified as well as the interrelationships (covariance matrix) among those risk factors. This
is done by decomposing the assets and liabilities of a given portfolio into a set of primitive
securities, each exposed to a small number of risk factors. The function that describes the
relationship between primitive securities and underlying risk factors is referred to as mapping
in the VaR terminology. There are many ways in which this mapping can be done.

4. The probabilistic distribution of outcomes can be computed analytically or through
simulation using as inputs the mapping matrix, the probability distribution of the underlying
risks, and the covariance matrix of risks. The value at risk is then computed from the
probability distribution for a given confidence level.

5. The most general VaR formulation assumes normally distributed returns and uses the
following expression to compute the VaR for a specific confidence level:

(1) VaR = aaﬂW

where W is the initial value of the portfolio, a is the standard normal deviate for a given the
confidence level, and o, is the standard deviation of portfolio returns, calculated as

! Definition provided by Jorion (2001, p. 22).
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(2) af, =wlXw

where w is the vector of weights for the various securities in the portfolio and X is the
variance-covariance matrix of returns. This approach, also known as delta-normal approach,
has important drawbacks in its application to the fiscal accounts: it assumes normal
distribution of fiscal outcomes and it requires the decomposition of the assets and liabilities
into a set of primitive securities, i.e., securities exposed to only one risk factor each.

6. In contrast to the delta-normal approach, simulation methods, also known as full-
valuation methods, are better suited to the analysis of fiscal risks. These methods are less
restrictive about underlying probabilistic functions and allow for the direct estimation of
portfolio values from simulated financial and economic environments. Under the full-
valuation methods the portfolio valuations obtained from a large number of simulations are
sorted from worst to best, and the VaR is the n™ observation of the sorted results, where n is
the gonﬁdence level defined in percent times the number of simulations that were carried
out.

? For example, the VaR at a 99 percent confidence level in an exercise of 10,000 simulations is given
by the 100" observation of the sorted portfolio returns (1 percent x 10,000).
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V. REGIONAL INTEGRATION AND EXCHANGE RATE ARRANGEMENTS'

This chapter evaluates long-run options for exchange rate regimes in Central America, taking into account
the ongoing integration process, both within the region and with the United States. It does not, however,
attempt to make recommendations for exchange rate policy in the near term, which needs to take into
account a number of other factors in addition to optimum-currency area considerations. Its key conclusions
are:

. Even taking into account the expected impact of further CAFTA-DR-related integration with the
United States, Central America would still be less suitable for a common currency (independently
floating or dollar-peg/officially dollarized) than Western Europe was in the 1970s.

. Increased synchronization of business cycles, reduced inflation differentials, and rising trade
flows with the United States have made the region relatively more suitable for dollarization/a
dollar peg during the decade ending in 2003. However, as noted, there is still a large distance
before a common currency would be a realistic near-term option for the region, reflecting also
institutional and macro-economic policy weaknesses.

. To ensure that policymakers have, in the long run, the option to choose among the full range of
possible exchange rate regimes, it is important to maintain strong macro frameworks and continue
progress with structural reforms and institution building, especially in the financial sector.

A. Introduction

1. The Central American-Dominican Republic Free Trade Agreement (CAFTA-
DR) with the United States and increasing integration among the Central American
countries provide an opportunity to reflect on the long-run options for exchange rate
regimes in Central America.” While the macroeconomic conditions of the Central
American countries present similarities and have improved significantly in recent years, their
exchange rate regimes cover the whole spectrum: flexible/floating regimes in the Dominican
Republic and Guatemala; crawling pegs in Costa Rica, Honduras, and Nicaragua, and full
dollarization in the cases of Panama and El Salvador. Looking forward, CAFTA-DR,
together with other regional integration mechanisms such as the customs union, is expected
to boost trade and financial flows with the United States and also within the region and
increase the synchronization of business cycles.” These developments could affect some
important factors in the choice of exchange rate arrangements.

2. This chapter examines the long-run options of exchange rate regimes available
to the Central American countries. The chapter does not address specific short-run
considerations that affect the choice of exchange rate regimes in the near future, but focuses
on evaluating the exchange rate arrangement options in the long run, that is, over a period of,

! Prepared by Jun Il Kim and Laura Papi.

% The countries considered are: Costa Rica, the Dominican Republic, El Salvador, Guatemala,
Honduras, Nicaragua, and Panama. These countries are henceforth referred to as the Central
American countries.

? See Chapter 2 on the macroeconomic implications of CAFTA-DR.
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say, a decade or longer. The analysis employs a uniform methodology across countries and
offers a regional perspective. It takes a long-run view by using an approach derived from the
literature on optimum currency areas to evaluate the relative suitability of these countries for
different exchange rate arrangements. As a measure of comparison, the suitability of the
Central American countries for a common currency (independently pegged to the U.S. dollar,
or dollarization) is compared to that of the European countries participating in the European
Monetary Union.*

3. The chapter is organized as follows. A brief survey of the literature on exchange
rate regimes for developing countries and Central America specifically is presented in
Section B. The present exchange rate arrangements of the Central American countries are
reviewed in Section C. The next Section D presents the long-run options. The key factors
relevant to the choice of exchange rate arrangements in Central America are examined in
Section E; these factors are then integrated in a common index in Section F to evaluate the
relative suitability for various exchange rate regimes for each country. Section G concludes.

B. Issues Concerning Exchange Rate Regimes in Developing Countries

4. Despite intense debate over several decades, no consensus has been reached
about the most desirable exchange rate regime. While pegged and certain intermediate
regimes, such as crawling pegs and bands, were preferred in the 1980s and early 1990s for
their anti-inflation credentials, they fell out of favor following the emerging market crises of
the 1990s. This led to the emergence of the “bipolar view,” which favors either hard pegs or
freely floating arrangements, while considering intermediate regimes difficult to sustain; this
approach was partly based on the concept of the “impossible trinity”” (Fischer 2001, IMF
2003, and Obstfeld and Rogoff 1995). The bipolar view, in turn, came into question
following the collapse of Argentina’s currency board. Also, some have argued that the
impossible trinity does not prevent a country from choosing an intermediate solution between
floating and monetary union (Frankel 1999, and 2003). In this vein, Reinhart and Reinhart
(2003), among others, have noted that intermediate regimes are not at all dead, with many
developing countries suffering from “fear of floating” (Calvo and Reinhart 2002).

5. Empirical studies comparing alternative exchange rate regimes’ macroeconomic
performance and crisis vulnerability have also failed to reach consensus. For example,
while Ghosh, Gulde, and Wolf (2003) find that countries with pegged regimes experience
lower inflation with a growth performance that is no worse than that of countries with
floating regimes, Levy-Yeyati and Sturzenegger (2001) argue that this lower inflation comes
at the cost of lower growth.

6. The classification of exchange rate regimes is also subject to controversy. While
it is now generally recognized that de facto classifications are preferable to de jure ones,

* This comparison should be interpreted with caution, as strong political will toward greater
integration was one of the key ingredients behind the success of the European Monetary Union,
which might not be present in Central America.
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there are competing methodologies for classifying de facto exchange rate regimes. The IMF,
in its Annual Report on Exchange Arrangements and Exchange Restrictions (AREAER), has
since 1999 employed a de facto classification based on quantitative and qualitative
information, which also includes the authorities’ stated policy intentions.’ Other de facto
classifications can be found in Reinhart and Rogoff (2004) and Levy-Yeyati and
Sturzenegger (2002). Differences in the methodology employed to classify regimes may
account for the different findings of various empirical studies.

7. Rogoff and others (2004) move away from advocating an exchange rate regime
that is best for all countries and instead group countries according to the degree of
integration with global financial markets. They view the degree of capital markets
integration as the key factor on the basis of which exchange rate regimes can be
recommended. They conclude that the benefits of flexible exchange rate regimes increase as
countries become more integrated with global capital markets and develop sound financial
systems. In developing economies, however, pegs are found to yield lower inflation without
an apparent cost in terms of growth, suggesting the presence of a credibility effect. In
emerging markets, fixed or limited-flexibility exchange rate regimes incur crises more
frequently, but do not have better inflation or growth performance.

8. Authors that argue that no single exchange rate regime is right for all countries
or at all times focus on the relative suitability of countries for different regimes (Frankel
1999). The criteria used in the choice of the exchange rate regime result both from the
theoretical models that compare fixed versus floating arrangements and the literature on
optimum currency areas (e.g., Mundell, 1961 and Alesina and Barro, 2002).

0. The relative suitability of each country for a given exchange rate regime has
been linked to macroeconomic and structural variables, such as international trade and
the synchronization of business cycles. Countries that trade more among each other, are
smaller in size, experience similar shocks, have more highly correlated business cycles and
prices, and enjoy higher factor mobility, and fiscal flexibility are more likely to benefit from
a pegged exchange rate regime, including a currency union. This is because the main
advantages of fixed exchange rate regimes and currency unions are the promotion of trade
and financial flows, while the drawbacks are related to the inability to use the exchange rate
as a tool to offset shocks. An additional benefit of pegging the exchange rate is that some
countries could “import” policy credibility (Alesina and Barro 2002). Hence, countries that
lack policy discipline (manifested, for example, in high inflation) could benefit most from
pegging their exchange rate or joining a currency union where the anchor country has an
established record of low inflation and stability: this would result in lower risk premia and
interest rates, while foregoing seignorage.’

10.  In addition, a body of the literature has found that currency unions increase
trade beyond the levels associated with fixed exchange rate regimes (Frankel and Rose

> See IMF, 2002.

% Seignorage would still accrue in the case of a peg or a currency board, but not under dollarization.
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2002, Rose 2000, and Tenreyro and Barro 2003). If this is so, currency unions may create
virtuous circles, in that participation in the currency union actually increases the participating
countries’ suitability for such a union. Conflicting results, however, have been obtained as to
whether currency unions promote trade specialization and increase co-movements in output.
Alesina, Barro, and Tenreyro (2002) find that currency unions increase the co-movement of
prices.

1. Besides these long-term factors, short-term and operational considerations affect
the feasibility of adopting a certain exchange rate arrangement. A low level of reserves,
low tolerance for high interest rates, fiscal dominance, or a weak banking system would
make a pegged exchange rate regime highly vulnerable. More generally, a crisis situation
might make a floating arrangement the only viable option. On the other hand, an
underdeveloped financial system, the difficulty of adopting an alternative nominal anchor, or
large currency mismatches might cause “fear of floating” and make moving toward
flexibility inadvisable in the short run, as the conditions for the development of a reasonably
deep and competitive foreign exchange market would be absent or macroeconomic stability
might be compromised. Short-term macroeconomic objectives might also argue for the
adoption of a regime that is not appropriate from a longer-run perspective: for example,
exchange rate-based stabilizations to reduce high inflation have been adopted by countries
better suited for a floating regime. If an exchange rate regime is adopted on the basis of
short-term considerations, issues of exiting to a more appropriate long-term choice arise.

12. Finally, some have de-emphasized the importance of choosing the optimal
exchange rate regime and focused instead on the underlying institutions and policies
needed to ensure a country’s satisfactory macroeconomic performance. Calvo and
Mishkin (2003) have questioned the applicability of the standard theory of exchange rate
regimes to emerging markets. They underscore that some characteristics of emerging
markets, such as weak fiscal and monetary discipline, high currency substitution, and
vulnerability to sudden stops in capital flows, make the application of standard theory
problematic in emerging economies. They also question the ability of exchange rate regimes
to generate desirable institutional traits, and hence conclude that focusing on developing
solid institutions is more important than the choice of exchange rate regime in ensuring
successful macroeconomic performance.

13. The literature on exchange rate regimes in Central America reflects the divided
debate on exchange rate arrangements. While Corbo (2002) and Dornbusch (2001) favor
dollarization, others emphasize its risks (including political costs) and the costly
requirements of such a strategy (Collins 1996, Palerm 2002, Rodlauer 2004). Garcia-Lopez
and others (2001) favor a currency union among Central American countries, but not
dollarization. Rennhack and others (2004) conclude that for Honduras, Nicaragua, and Costa
Rica a flexible exchange rate regime would be more consistent with their structural
characteristics, but in general find that the relative suitability for a peg corresponds to the
actual regimes of Central American countries. Finally, Papaioannou (2003) finds that while
structural characteristics of the Central American countries can partly explain their choice of
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regime, specific institutional and political conditions are a more important determinant
arrangements.” These range from dollarization in El Salvador and Panama to the floating
regimes of the Dominican Republic and Guatemala. Costa Rica and Nicaragua have a
crawling peg, and Honduras has a crawling band (Table 5.1). In recent years, the salient
changes in regimes have been El Salvador’s dollarization in 2001 and Guatemala’s shift from
managed to independently floating in 2003; the Dominican Republic’s exchange rate system
was reclassified from a managed to an independent float in January 2004 (see Box 5.1 for a
history of exchange rate regimes in Central America).

Table 5.1. Central America: Exchange Rate Regimes 1/
(End of year)
1990 1995 2000 2001 2002 2003
Costa Rica 5 5 5 5 5 5
Dominican Republic 3 7 7 7 7 82/
El Salvador 7 3 3 1 1 1
Guatemala 7 7 7 7 7 8
Honduras 3 5 6 6 6 6
Nicaragua 5 5 5 5 5 5
Panama 1 1 1 1 1 1
Sources: Bubula and Otker Robe, 2002; and IMF, Annual Report on Exchange Arrangements and Exchange Restrictions.
1/ 1 = No separate legal tender; 2 = Currency Board; 3 = Conventional Fixed Peg; 4 = Pegged Within a Horizontal Band;
5 = Crawling Peg; 6= Crawling Band; 7 = Managed Floating; 8 = Independently Floating.
2/ The Dominican Republic was classified under free floating starting on January 31, 2004.
. . . 8 o
14. The natural classification of Reinhart and Rogoff (2004)" generates a less diverse

result. According to this classification, the Dominican Republic and Guatemala also had a de
facto crawling band and a de facto crawling peg, respectively, in 2001, the last year for
which these data are available (Table 5.2). This contrasts with the IMF classification, which
categorized both countries as managed floaters in that year. Updating the Reinhart and
Rogoff classification for the countries under consideration for 2002 and 2003 reveals that the

"IMF, Annual Report on Exchange Arrangements and Exchange Restrictions. The IMF uses a de
facto classification that combines quantitative and qualitative information, including the authorities’
stated exchange rate policy. While the IMF changed from a de jure to a de facto classification in
1999, the data for previous years were obtained from Bubula and Otker-Robe (2002), who
constructed the back series using the same de facto methodology used since 1999.

¥ Reinhart and Rogoff (2004) use a purely de facto classification, which is based mainly on time—
series data on exchange rate variability. The exchange rate data from the parallel market are used
whenever there is a discrepancy with the official exchange rate. A new category that is identified in
this study is that of freely falling, which is characterized either by annual inflation exceeding

40 percent or the six months following a currency crisis entailing a shift from a pegged to a floating
regime (the crises are themselves identified on the basis of whether the depreciation exceeds a certain
threshold).
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Box 5.1. The History of Exchange Rate Regimes in Central America

The exchange rate regimes of all the Central American countries were dollar pegs before diverging in the
1980s, when most of the pegs had to be abandoned for different reasons, including external shocks, civil
conflict, and inconsistent domestic policies. The notable exception is Panama, which has been fully
dollarized since 1904.

All the countries, with the exception of El Salvador and Panama, then had “freely falling” exchange rate
regimes according to Reinhart and Rogoff (2004). According to their classification, Costa Rica
abandoned the peg in 1981, El Salvador in 1983, Guatemala in 1984, Honduras in 1990, and Nicaragua
in 1979. The Dominican Republic had a very narrow de facto crawling band until 1982. Some of the
countries then went through several different regimes, at times involving multiple currency practices,
before converging to the current arrangement.

After the freely falling exchange rate period, Costa Rica followed a real exchange rate rule based on the
inflation differential with the United States. The rule was modified to take into account targeted rather
than actual inflation in 1996. Today the rate of crawl of the colon is adjusted on the basis of the inflation
differential between Costa Rica and its main trading partners.

The Dominican Republic adopted a managed floating exchange rate regime in 1992, after a period with a
freely falling exchange rate, but then moved to a de facto crawling band which lasted until 2003. At that
time, a severe currency crisis brought the country back to a freely falling regime according to the natural
classification, which would still apply today given the high inflation rate. According to the IMF
classification, the Dominican Republic had a managed floating regime from 1991 to 2003 before moving
to an independently floating arrangement in January 2004.

After abandoning the peg in 1983, El Salvador had a managed floating regime until 1990, when it moved
to a de facto peg. However, in the early 1990s after the cessation of civil conflict, the exchange rate
came under appreciating pressures which were resisted via sterilized intervention. Dollarization was
adopted in 2001.

Guatemala oscillated between freely falling and managed floats in the years following the abandonment
of the crawling band (1984). In 1991, the system converged to a de facto crawling peg, which is still the
present regime according to the natural classification. In the IMF classification, however, Guatemala had
a managed float in the 1990s and early 2000s, until it moved to an independent float in 2003.

After a brief spell in the freely falling category, Honduras had a de facto crawling band from 1991 to
1998 before converging to a de facto crawling peg according to the natural classification. In the IMF
classification, however, Honduras adopted a float in 1992-94. It then moved to a crawling peg and
finally a crawling band in 1996. The rate of crawl is determined by the projected inflation differential
with its main trading partners and the exchange rate of its main trading partners vis-a-vis the U.S. dollar.
The band was widened from 1 to 7 percent in 1998, but movement within the band has been limited.

Nicaragua spent a long period with a freely falling regime due to hyperinflation. In 1991 the exchange
rate was pegged and from 1993 it has been a crawling peg. The rate of depreciation is now pre-
announced by the central bank.
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Dominican Republic would have shifted to the “freely falling” category in 2003, after having
experienced a deep currency crisis and annual inflation of over 40 percent. Another
remaining important difference between the IMF and the natural classification concerns
Guatemala, which has a free float under the IMF categorization but a de facto crawling peg
under Reinhart and Rogoff’s one.”

Table 5.2. Central America: Exchange Rate Regimes, Natural Classification 1/

(End of year)

1990 1995 2000 2001 2002 2/ 2003 2/
Costa Rica 10 8 8 8 8 8
Dominican Republic 14 8 8 8 8 14
El Salvador 4 4 4 2 1 1
Guatemala 14 7 7 7 7 7
Honduras 14 10 7 7 7 7
Nicaragua 14 7 7 7 7 7
Panama 1 1 1 1 1 1

Sources: Reinhart and Rogoff 2004; and IMF staff calculations
1/ 1 =No separate legal tender; 2 = Pre-announced peg or Currency Board; 3 = Pre-announced horizontal
band < 2 percent; 4 = de facto peg; 5 = pre-announced crawling peg; 6 = pre-announced crawling
band < 2 percent; 7 = de facto crawling peg; 8 = de facto crawling band < 2 percent; 9 = pre-announced crawling
band > 2 percent; 10 = de facto crawling band < 5 percent; 11 = moving band < 2 percent; 12 = managed floating;
13 = freely floating; 14 = freely falling.
2/ The classification for 2002 and 2003 has been updated by Fund staff using the Reinhart and Rogoff's methodology.

C. Long-Run Options for Exchange Rate Regimes in Central America

15. With increased integration, stronger institutions, and sustained robust macro
frameworks, Central American countries may want to re-evaluate their long-run
exchange rate regimes options. While operational considerations, institutional constraints,
or short-term objectives might, as noted, dictate a different exchange rate regime choice in
the short term, it is useful to know what the most suitable long-term regime would be in order
to consider future plans.

16. Several long-run options for the exchange rate regimes of Central America can
be considered. Besides the status quo, these options are: increased flexibility, possibly with
inflation targeting; a common currency area among the Central American countries, either
pegged to or freely floating versus the U.S. dollar; or full dollarization.

? Honduras is classified as a crawling band under the IMF classification and a de facto crawling peg
under Reinhart and Rogoff’s one.
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Increased flexibility

17. Adjustment to shocks would be one of the main benefits of increased exchange
rate flexibility for Central America.'® Exchange rate flexibility can help counter shocks to
the current account (such as terms of trade shocks) as well as reduce the vulnerability to
capital flow reversals. Improving short-term competitiveness could be another argument in
favor of flexible regimes, but this objective might also be achieved with a one-off
devaluation in cases where this is feasible. The more integrated the country is with
international capital markets, the more difficult it is to sustain a pegged regime after a step
devaluation, as expectations that it might be followed by additional devaluations would
typically heighten the risk of large capital outflows.

18. A flexible exchange rate regime should increase monetary policy independence.
The degree of monetary independence is likely to be greater the less integrated the country is
with international capital markets; furthermore, monetary independence is likely to be
strengthened over time, as policy credibility becomes established.

19. Increased exchange rate flexibility requires an alternative nominal anchor. The
possible choice would be either monetary targeting or inflation targeting. The latter has been
the preferred choice of several emerging markets recently moving towards greater exchange
rate flexibility, given the instability of monetary aggregates frequently experienced. As
adopting a fully-fledged inflation targeting requires time,'' immediately after the
abandonment of a peg countries have adopted monetary targets as interim arrangements. '

Freely floating currency area

20. A currency area freely floating against the dollar would have the ability to use
exchange rate movements to adjust to real shocks affecting Central America, but lack
the credibility benefits stemming from anchoring to the United States. This choice would
be more appropriate, the stronger the co-movements in output among the Central American
countries and the weaker the region’s co-movements in output with the United States. The
credibility benefits of a Central American currency area are likely to be limited as no Central
American country is sufficiently dominant economically to act as an anchor country."
Further, the credibility of a common Central American currency independently floating
against the dollar would depend on the standards that are set by the Central American

' Broda (2001) finds empirical support for the argument that flexible exchange rates can insulate
economies better against terms-of-trade shocks. For a comprehensive analysis of the operational
issues involved in moving from a pegged to a floating exchange rate regime, see IMF (2004).

' See for example, Truman (2003) and Schaechter et al. (2000).
">This paragraph draws from IMF (2004).

" Alesina, Barro, and Tenreyro (2002) point out that anchor countries tend to be large relative to their
clients.
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countries, such as their anti-inflation credentials, the fiscal discipline pursued in the region
and their record in maintaining them.

Common currency area pegged to the U.S. dollar

21. The benefits and costs of a Central American currency pegged to the U.S. dollar
would be the mirror image of the option of a common currency that floats freely versus
the dollar. A Central American currency pegged to the dollar would have the benefit of
importing monetary credibility—which should entail lower inflation and interest rates—and
reducing transaction costs, but at the cost of forgoing an instrument to deal with external
shocks affecting Central America differently from the United States. Furthermore, a peg to
the dollar would require a strong fiscal policy, which renounces monetary financing of the
fiscal deficit and maintains fiscal discipline to stem expectations of a future devaluation.
Similarly, the central bank’s function is more constrained, particularly under a currency
board arrangement (or, of course, under dollarization), calling for a healthy banking system
and alternative arrangements to deal with banks’ liquidity problems. With a pegged exchange
rate regime, policies aimed at increasing the flexibility of factor markets, in particular, labor
markets, would be important as alternative ways to counter real shocks.

22. Pegged exchange rate regimes can also take intermediate forms, such as
crawling pegs or bands. Beyond the general considerations that apply to pegged regimes
reviewed above, the advantage of a crawling peg is the prevention of large misalignments in
competitiveness due to the adjustments of the nominal exchange rate with inflation
differentials.'* However, this might have the cost of reducing the anti-inflation properties of
the pegged regime. A band (or crawling band) would have the advantage of introducing some
exchange rate flexibility and some degree of monetary policy independence: this choice has
been made by some countries exiting pegged regimes. However, the authorities might face
tensions between the exchange rate and inflation objectives at the edges of the band.

' The rate of crawl is determined differently in each country. Some countries pre-announce the rate
of crawl and determine it in a forward-looking way with projected inflation, others accommodate
inflation differentials.
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Full dollarization"

23. Full dollarization would have benefits and costs similar to pegging a common
Central American currency to the U.S. dollar, but it would be perceived as a more
irrevocable commitment Additional benefits in terms of increased trade with the United
States might accrue with dollarization, although the evidence for this is not clear.'® The lack
of seignorage would represent the main cost of dollarization compared to a regional currency
union pegged to the dollar."”

24. The choice of exchange rate regimes for the Central American countries is likely
to be interdependent. Exchange rate movements of one country have spillover effects on
other countries in the region, both via their effect on bilateral trade (and hence output and
inflation) and because some of them compete in third markets. For example, the costs of
dollarization are likely to be reduced, the larger the number of countries that have already
dollarized.

25.  In what follows, the analysis of the various options proceeds first by considering
the individual factors for the exchange rate regime choice, and then by aggregating
these determinants into a summary measure, an index.

D. Key Factors in Choosing Among the Long-Run Options

26. This section evaluates the relative suitability of Central American countries for
different exchange rate arrangements. It adopts a long-term perspective, applying a
consistent methodology across countries and utilizing a common data base. The analysis
examines the recent and likely future developments in some of the key variables that affect
the choice of the exchange rate regime. In addition, Central America is compared with the
European countries participating in European Monetary Union to assess the region’s absolute
suitability for dollarization.

27. As noted above, the factors that are examined in this section have been identified
mainly by the optimum currency area and fixed versus floating exchange rate regime
literature. These factors include international trade and other cross-border flows, size of the
economy, synchronization of business cycles, terms of trade shocks, degree of informal

"In the rest of the paper, dollarization refers to full dollarization (adoption of the U.S. dollar as the
legal tender), unless otherwise noted.

' Empirical studies of this issue (e.g., Rose, 2000) have focused on the impact of currency unions,
supporting that currency unions promote trade well beyond fixed exchange rate arrangements.
However, it should be noted that these studies deal mainly with advanced economies, and there is the
experience of the East Caribbean Currency Area where convergence and trade have not increased
homogenously either among the participating countries or with the United States in recent years.

' Dollarization might also reduce the need for open market operations aimed at sterilizing foreign
inflows.
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dollarization, inflation, factor mobility, fiscal flexibility, and seignorage. These variables are
examined in turn below.

The degree of openness of the economy

28. The effect of the extent of bilateral trade on the desirability of a currency union
is ambiguous.'® On one hand, the more countries trade with each other, the greater the
benefits of a currency union, because the larger the reduction in transaction costs. Similarly,
the deeper the financial interaction between countries, the greater the benefits of a currency
union. On the other hand, in more open economies, external shocks have a larger impact on
output and consumption, and hence the exchange rate is more useful as an adjustment tool
(see, for example, Ricci, 1997). Thus, the effect of trade on the desirability of a currency area
is ambiguous.'” Which effect will prevail will depend partly on the extent to which nominal
exchange rate changes translate into real exchange rate changes: if prices and wages adjust
quickly with the exchange rate, the exchange rate is not an effective adjustment tool and the
first effect (reduced transaction costs) might dominate. Typically, the literature on optimum
currency areas emphasizes the first effect.

29. The United States is the dominant trading partner for the Central American
countries, and is more important than intra-regional trade. On average, the United States
received 60 percent of Central American exports and supplied 42 percent of imports over the
past five years (Table 5.3).° On the other hand, other countries in the region received an
average of 17 percent of exports and supplied 11 percent of imports over the same period. In
addition, the extent to which these countries trade with the other Central American countries
varies greatly, from less than 5 percent of trade for the Dominican Republic to about

30 percent for Nicaragua.21 In most cases, the share of trade with the United States rose over

0ther current account transactions, for example remittances, would also be relevant in this
discussion. However, consistent data on the geographical composition of these flows are not
available, and hence the analysis focuses on trade flows, implicitly assuming that the geographical
composition of other current account transactions broadly reflects that of trade flows.

The trade channel could be less relevant for large countries. For example, Mexico, Canada, and the
United Kingdom have joined free trade agreements but chosen not to fix their exchange rates.
Transaction costs may have been relatively low for these countries with relatively well-developed
financial markets in which exchange rate risk can be hedged more easily. Indeed, Frankel and Rose
(2002) present evidence of a positive and large impact of a currency union on bilateral trade, but with
the qualification that their result may not be applicable to large countries.

2See Chapter 2 for a detailed analysis of trade flows of the Central American countries. Trade data
suffer from breaks in the series and other data problems. In spite of this, the overall qualitative results
that the United States is the main trading partner and is significantly more important than trade with
the rest of Central America are deemed robust.

! Although trade among the Central American countries is not homogenously high, the countries that
export similar commodities may compete in the U.S. market. COMTRADE data confirm that the
United States is the leading market for most of the Central American exports, especially for the
traditional ones.
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the last decade, and, as shown in Chapter 2, this trend is projected to intensify as a result of
CAFTA-DR.** Trade among the seven Central American countries did not show a clearly
rising trend.

Table 5.3. Central American Countries: Trade Structure and Openness 1/

(Percent of totals, period averages unless otherwise indicated)

Costa Rica Dominic: i El Salvador G
1990-94  1995-99 1999-2003 1990-94  1995-99 1999-2003 1990-94  1995-99 1999-2003 1990-94  1995-99 1999-2003

Regional Distribution of Exports
United States 76.1 64.7 61.8 59.9 80.2 86.2 574 49.6 65.2 61.5 61.5 62.9
Other Central American Countries 2/ 14.8 13.4 12.1 0.4 0.6 0.9 37.3 49.6 33.1 31.6 24.3 17.1
Rest of the World 9.1 21.8 26.1 39.6 19.2 12.9 53 0.8 1.7 7.0 14.2 20.0
Regional Distribution of Imports
United States 52.8 44.0 40.3 41.7 59.8 57.6 43.0 40.3 474 433 40.9 34.7
Other Central American Countries 2/ 9.4 8.1 5.9 1.3 1.8 23 18.3 229 19.6 10.5 10.8 11.0
Rest of the World 37.8 47.9 53.8 57.1 384 40.2 38.6 36.8 33.0 46.1 483 54.4
Openness 3/

Goods 59.1 71.6 73.0 61.7 74.8 72.3 27.4 522 58.2 35.7 37.5 40.3

Goods and Services 76.6 88.9 91.8 85.4 99.4 95.1 37.0 60.8 73.3 433 43.3 46.6

Honduras Nicaragua Panama
1990-94  1995-99 1999-2003 199094 1995-99 1999-2003 1990-94  1995-99 1999-2003

Regional Distribution of Exports
United States 55.8 65.1 68.5 279 39.2 37.6 39.1 322 39.9
Other Central American Countries 2/ 8.0 13.6 6.5 20.6 23.6 324 13.3 15.1 15.8
Rest of the World 36.2 21.4 25.0 51.5 37.1 30.0 47.6 52.7 442
Regional Distribution of Imports
United States 425 483 54.9 222 32.8 27.7 36.7 39.5 28.7
Other Central American Countries 2/ 1.7 14.4 8.4 26.0 338 26.9 5.0 6.0 5.8
Rest of the World 458 37.3 36.7 51.8 334 453 58.4 54.5 65.5
Openness 3/

Goods 61.4 73.4 65.8 48.3 44.8 56.8 320 325 29.1

Goods and Services 76.4 97.3 83.5 52.0 58.8 73.7 75.0 62.8 56.8

Sources: IMF, World Economic Outlook, Direction of Trade Statistics; and IMF staff estimates.

1/ In some cases, partner countries' data were used and adjustments made to obviate some data problems in the original series. Because of these problems, the
data should be interpreted with caution.

2/ The Central American countries are: Costa rica, Dominican Republic, El Salvador, Guatemala, Honduras, Nicaragua, and Panama.

3/ Sum of exports and imports in percent of GDP.

30. On average, the Central American countries are about as open as the European
economies in the 1980s, but they trade less among themselves. If, however, the percentage
of trade with the United States is added to the trade among the Central American countries,
the Central American countries have more internal trade than the European countries in the
1970s and 1980s.

31. The United States is the main creditor of most of the Central American
countries. BIS data were used to gauge the extent of financial transactions of the Central
American countries with the United States and among themselves (Table 5.4). These data

*2 Other free trade agreements and other world trade developments—such as competition from other
emerging markets and developing economies—might take place that would affect the geographical
composition of Central America’s trade. Were such changes to lead to a significantly different
geographical composition of the region’s trade, they would affect the conclusions regarding exchange
rate arrangements.

3 Of course, this is partial data, as it captures only financial exposures of BIS reporting banks, and
not of nonbank corporations or official creditors. Further, it does not include foreign direct
investment. Nevertheless, it does provide an indication of the geographic distribution of international
financial transactions.
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indicate that, with the exception of the Dominican Republic and Nicaragua, the United States
is the single largest creditor country of Central America.”* European banks also have large
exposures when taken as a group, in some cases larger than American banks. For most
Central American countries, except Nicaragua and Costa Rica, American, European, and
Japanese banks account for over two-thirds of BIS reporting banks, leaving a relatively small
residual share to be explained. The share of financial transactions among Central American
countries is not very high.

Table 5.4. Consolidated Claims of BIS Reporting Banks on Central American Countries 1/
(By nationality of reporting banks)

Creditor Banks
European
Total Claims United States Banks Japan Other

(millions of U.S. dollars)

Costa Rica 2,988 496 656 24 1,812
Percent of total claims 100.0 16.6 22.0 0.8 60.6
Dominican Republic 2,947 500 1,416 0 1,031
Percent of total claims 100.0 17.0 48.0 0.0 35.0
El Salvador 2,322 905 718 0 699
Percent of total claims 100.0 39.0 30.9 0.0 30.1
Guatemala 1,962 797 547 0 618
Percent of total claims 100.0 40.6 27.9 0.0 31.5
Honduras 761 216 391 0 154
Percent of total claims 100.0 28.4 51.4 0.0 20.2
Nicaragua 342 51 101 0 190
Percent of total claims 100.0 14.9 29.5 0.0 55.6

Sources: Bank for International Settlements, Quarterly Review, and IMF staff calculations.
1/ As of September 2004.

Size of the economy

32. The smaller the economy, the greater the benefits of a currency union. This is
because smaller economies are typically also more open.

33. The Central American countries are relatively small. Their average GDP was
US$13.7 billion in 2003. Comparing them to the European countries 10 years and 20 years
before the European monetary union reveals that the Central American countries are
significantly smaller, with Luxembourg the only European economy of the same order of
magnitude. This is true a fortiori for the size of the Central American countries in relation to

* For the Dominican Republic and Nicaragua, Spanish and German banks are the largest creditors,
respectively.
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the United States, their potential anchor country, compared to the European countries in
relation to Germany.*

Co-movements of business cycles

34. The higher the co-movements in business cycles, the lower the costs of foregoing
exchange rate flexibility. In fact, when the co-movements in business cycles are high, the
appropriate policies of the anchor country (or the union) would also be appropriate for
economic stabilization in the other countries.

35. As discussed in Chapter 2, the synchronization of business cycles vis-a-vis the
United States and partly within the region has risen in recent years and is expected to
increase further with CAFTA-DR. Table A5.1 complements the correlation analysis by
taking into account also the size of output fluctuations in Central America relative to that in
the United States and European countries.”® The reason for focusing on this measure is that
besides capturing the co-movements between the output growth of two countries, as a
correlation does, it also reflects the magnitude of the variability of the individual growth rates
of the two countries. This is important because if, for example, despite moving together, the
output of the anchor country is much less variable than that of the client country, the anchor
country’s response to the shocks will be largely irrelevant.”” The degree of output co-
movements with the United States increased in the last decade (1994—2003) compared to the
previous one (1984—1993) for all the Central American countries except Honduras. On
average, co-movement in output increased within the region as well over the same period.
The degree of output co-movement of the Central American countries is on average more
pronounced with the United States than among themselves.

36. A comparison between Europe 10 and 20 years before the Monetary Union and
Central America reveals a similar degree of output co-movement. In fact, the average of
all output co-movement measures among the 12 European countries that formed European
Monetary Union was 0.028 and 0.022 in the decades ending in 1979 and 1989, respectively,
compared to 0.025 in Central America in the decade ending in 2003.

** While the comparison of European Monetary Union countries is made vis-a-vis Germany because
Germany was considered the anchor country of European Monetary Union, it bears to underscore that
European Monetary Union ended up being a more symmetric monetary arrangement than initially
envisaged. This would not be the case for Central America in case it decided to dollarize.

*6 The measure used is the standard deviation of the difference in the logarithm of the real output of
country i relative to the real output of country j calculated over different periods for the various pairs
of Central American countries and the United States and for various pairs of European countries.

27 This measure is used in Bayoumi and Eichengreen (1997). Alesina, Barro, and Tenreyro (2002) use
a similar measure, but first estimate a second-order autoregression for the logarithm of relative
outputs and then calculate the mean square error using the residuals. The idea is that only the
unpredictable part of the shocks is considered. However, if a country has a fixed exchange rate
regime, it will not be able to use the exchange rate as an adjustment tool, even when the shocks are
predictable.



- 127 -

37. The co-movement of output of the Central American countries, as measured by
pair-wise correlation, is strongest with the United States, suggesting the importance of
the common link with the United States. The average correlation of the Central American
countries’ output growth with the United States was 0.44 in the decade ending in 2003, while
the average pair-wise correlation between Central American countries was only 0.22.%
Further, the pair-wise correlations in output growth between the Central American countries
after removing the influence of the United States revealed a significantly lower degree of co-
movement, with the average correlation falling to 0.16 (Table A5.2).%

Terms-of-trade shocks

38. The smaller the size of terms-of-trade shocks and the higher the co-movements
in the terms of trade, the greater the benefits of a currency union. The correlation of
terms-of-trade shocks depends in part on the product composition of trade.

39. Terms-of-trade shocks are sizable in Central America and much more important
than they were for Europe before the European Monetary Union (Table A5.3).%° In fact,
at 9.9 percent, the average absolute annual change in the Central American countries’ terms
of trade over the last decade was more than double that for Europe in the decade ending in
1989 (3.9 percent). The United States has much smaller terms-of-trade shocks, with an
average annual change of 1.5 percent over the past decade. The importance of terms-of-trade
shocks for Central America results in part from the fact that these countries still rely heavily
on traditional exports, with food being the main export for most of them, followed by
manufactured goods.’ Indeed, over the last decade, the importance of terms-of-trade shocks
declined more for those countries that diversified their export base the most: Costa Rica, the
Dominican Republic, and El Salvador.*? On the other hand, the variability of the terms of
trade of Guatemala, Honduras, and Nicaragua increased over the same period.

40. The co-movements in the terms of trade of the Central American countries fell in the
past decade, are stronger with the United States than within the region, and are much weaker

*® The exception is Honduras, for which the correlation with the United States was negative in the last
decade. Excluding Honduras, the average correlation with the United States is 0.55.

** The influence of the United States’ business cycle is removed by first regressing the individual
countries’ output growth on the United States’ output growth, and then calculating pair-wise
correlations between the residuals of these regressions. Correlation is examined instead of the
standard deviation of the country differences in output growth as above because the latter is by
construction always smaller for residuals than the original differences in output growth.

3% For Costa Rica, Guimares (2004) argues that external shocks have a significant impact on the Costa
Rican economy.

3! Within the food category, coffee, bananas, and fish/shellfish are the main exports, while the
countries that have diversified their export base export larger shares of various manufactured goods.

32 The variability of terms-of-trade shocks also diminished for Panama, even though Panama’s
exports consist mainly of food.
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than in Europe (Tables A5.4 and A5.5).7 The average correlation among the terms of trade
of all Central American countries and the United States fell from 0.2 in 1984—-1993 to 0.02 in
1994-2003. Furthermore, while the average correlation of the terms of trade of the Central
American countries with the United States was 0.12 in the last decade, the average
correlation of the terms of trade within the region became very small and negative (-0.01).
Nicaragua has all negative correlations; Costa Rica has all negative correlations with Central
America, but a very small positive correlation with the United States; Honduras also has
several negative correlations. Finally, the correlation in the terms of trade of European
countries was significantly stronger than among the Central American countries and the
United States.

The degree of currency substitution of the economy

41. The higher the degree of currency substitution of the economy, the smaller the
costs of moving to a currency union. This is because the higher the degree of currency
substitution, the more limited the impact of nominal exchange rate changes on the real
exchange rate and economic activity. This will happen not only because the exchange rate
will not affect the domestic price of goods whose price is set in dollars, but also because in
economies with high currency substitution the pass-through of exchange rate changes to
domestically set prices is typically high.

42. As detailed in Chapter 6, the degree of currency substitution of the Central
American economies is high (although it varies considerably across countries).
Excluding the countries that have officially dollarized, financial dollarization amounts to
almost 40 percent of total banking system assets. While no data for the European countries in
1979 and 1989 were readily available, the Central American countries have clearly a much
greater degree of currency substitution than Europe.

Inflation rates and co-movements of prices

43. The higher and more variable the inflation rate and the higher the degree of co-
movements in prices, the greater the benefits of a currency union. This is because the
higher inflation, the greater the benefits of “buying monetary credibility.” Also, the larger the
co-movements in prices, the smaller the chances of misalignments in competitiveness when
the exchange rate is fixed.

44. Inflation rates and inflation variability have fallen in recent years (Table AS.6).
Inflation rates have declined for all the Central American countries, and for some have

3 While this result may appear at odds with the earlier finding of increased synchronization in
business cycles with the United States, we conjecture that it might be due to the fact that the main
transmission channels for the increased synchronization in business cycles do not involve terms of
trade movements: possible candidates are financial flows, as well as other current flows such as
remittances, which for some Central American countries are as large as exports. Furthermore,
increasing trade with the United States can be consistent with both higher synchronization in business
cycles and decreasing correlation in the terms of trade if trade is largely at the inter-industry level.
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converged close to advanced country levels. At the same time, the variability of inflation in
individual countries, as well as the cross-country dispersion across Central America, has
diminished. Co-movements in prices have increased in Central America in the past decade:
they are, however, somewhat less strong than in Europe, as measured both with the anchor
country and among all pairs of countries excluding the anchor country (Table A5.7).

45. The average inflation rate in Central America in the last decade was 9.5 percent,
somewhat higher than the 7.8 percent in Europe in the decade ending in 1989. Similarly,
the difference between the average excluding the anchor country (i.e., the United States for
Central America and Germany for Europe) was greater in the case of Central America.

Factor mobility

46. The greater factor mobility, the lower the costs of foregoing exchange rate
flexibility. This is because greater factor mobility can lead to resource reallocation that can
bring about the necessary adjustment even in the absence of exchange rate flexibility.

47. Quantitative information on factor mobility is scarce. As an analysis of labor
market flexibility is beyond the scope of this chapter, only some very crude indicators of
labor market flexibility are considered here. The average unemployment rate for the Central
American countries was about § percent in the five years to 2002, somewhat lower than that
of European countries in the five years to 1989 (9.6 percent).’* Also, according to another
measure based on the variability of employment shares in the main sectors of the economy,
the Central American countries appear to have greater variability of sectoral employment,
perhaps suggesting greater labor market ﬂexibility.35 Further, emigration from the Central
American countries also functions as a shock absorber to a larger extent than in Europe.

48. Regarding capital mobility, the IMF Annual Report on Exchange Arrangements
and Exchange Restrictions suggests that the Central American countries have fairly
liberal regimes compared to other emerging markets. While the same classification is not
available for the European countries in 1979 and 1989, it is likely that the Central American
countries now have on average a more liberal regime than the European countries had in
1979, but less liberal than the European countries in 1990, the year in which all capital
account restrictions among the prospective European Monetary Union participants were
removed.

** A higher unemployment rate is considered an indication of a less flexible labor market. Due to data
availability problems, these data are only indicative.

%> Higher variability in the shares of sectoral employment in total employment might indicate greater
flexibility of the labor market. For the European countries, the comparison excludes Portugal, as it
has a very extreme value, indicating very high variability in sectoral employment.

3% The Central American countries have more restrictive regimes than do the European countries at
present.
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Fiscal flexibility

49. The greater fiscal flexibility, the lower the costs of foregoing exchange rate
flexibility. Fiscal flexibility is also difficult to measure. International fiscal transfers are very
rare: hence, what is more relevant is the extent to which fiscal policy in individual countries
can respond flexibly to shocks. While an in-depth analysis of fiscal flexibility is beyond the
scope of this paper, a rough measure is the debt-to-GDP ratio, as the higher the debt level, the
less the room for maneuver in using fiscal policy counter-cyclically. Nevertheless,
comparisons with the European countries based on the debt-to-GDP ratio are not appropriate,
as the ability to absorb the debt is much more limited in Central America due to the less
advanced domestic financial markets and their intermittent access to international capital
markets. The level of debt of most Central American countries suggests little scope for using
fiscal policy counter-cyclically. Even countries whose debt is not high could be constrained
by the availability of financing (see Chapter 4).

Seignorage

50. The lower the seignorage, the smaller the cost of giving up the national currency.
Simple calculations indicate that seignorage in Central American countries is in the range of
1-2 percent of GDP on average.”’ Seignorage has been falling over the years with inflation
and is likely to fall further as inflation is reduced.® Hence, this measure of seignorage is
likely to overestimate the costs of dollarization. Further, comparing a Central American
currency union whose currency is pegged to the dollar, the foregone seignorage is likely to be
less, because with a peg to the dollar, Central America’s inflation is likely to be even lower
than it would be with a freely floating Central American currency.

51. Finally, the bilateral exchange rates of the Central American countries reveal
reduced variability, which can be interpreted as a summary indicator of the degree of
integration. As Figure A.2. shows, bilateral exchange rate variability of the Central
American countries vis-a-vis the United States declined without exception between the
periods 1984-93 and 1994-2003.% The same is true for all the possible pairs of Central
American countries. This could be interpreted as prima facie evidence of increased
synchronization of these economies.

52. The analysis of this section suggests that if the region were to consider a common
currency area, it would be more sensible to peg it versus the U.S. dollar (or dollarize)

37 This figure represents the average annual increase in base money as a percent of GDP in 2001-02.
The reason for not using a more recent year was that the Dominican Republic had a large increase in
seignorage in 2003, at the same time as inflation spiked as a consequence of the currency and banking
crisis. Costa Rica, the Dominican Republic, Guatemala, Honduras, and Nicaragua are used in the
calculations, as El Salvador and Panama are already dollarized.

*¥ Estimates of seignorage losses due to dollarization would decrease further if reserve requirements
included in base money are remunerated.

3% Panama has a variability of zero in both periods because it was dollarized over the entire period.
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rather than float it versus the dollar. This is because the Central American countries trade
more and are more synchronized with the United States than among themselves. Importantly,
CAFTA-DR is expected to boost integration with the United States more than within the
region. However, the analysis of the individual factors does not allow us to reach a
conclusion on Central America’s suitability for pegging their exchange rate versus the U.S.
dollar or dollarizing this task is tackled in the next section.

E. Choosing Among the Long-run Options: An Index Approach

53. This section uses an index approach to formally analyze the suitability of the
Central American countries for different exchange rate regimes. The index will provide
a summary measure of relative suitability, taking into account most of the factors highlighted
above. As underscored in the analysis of the previous section, because the Central American
countries at present trade more and are more synchronized with the United States than among
themselves, and because of the potential benefits of anchoring to the United States, in what
follows the focus will be on assessing the relative suitability for dollarization® rather than for
a Central American currency area with a freely floating currency versus the dollar. In
addition, for each Central American country the index will provide information on the choice
between dollarization (or a peg to the U.S. dollar) versus a freely floating domestic currency
vis-a-vis the dollar. A low value of the index would denote high suitability for dollarization,
while a high value of the index would denote low suitability for dollarization and hence high
suitability for a freely floating currency versus the dollar.

54. An index is constructed in order to aggregate all the factors relevant to
evaluating the long-run suitability for different types of exchange rate regimes. While
the analysis above has analyzed specific factors relevant to the exchange rate regime choice,
an index has the advantage of summarizing all the information, once the relative weight of
the individual factors is estimated from a large cross-section of country data. The index used
here adopts an optimum currency area approach and provides a way of formalizing the
relative suitability of Central American countries for different exchange rate regimes.*'
Initially, a comparison will be made between these countries’ suitability in 1993 and 2003.
Projections will then be formulated to evaluate how the Central American countries’
suitability might evolve in the future once the macroeconomic effects of CAFTA-DR have
fully occurred. Finally, a comparison with European Monetary Union member countries
before the monetary union will provide a benchmark against which to compare the absolute
suitability of Central America for dollarization.

*" In the remainder of this section, we refer to “dollarization” as the regime choice for anchoring to
the United States (which also includes a dollar-peg/currency).

*I' Although the index is an optimum currency area index, this should not be construed as an argument
in favor of dollarization: it is rather a common tool to assess relative suitability of exchange rate
regimes.
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55. The approach follows Bayoumi and Eichengreen (1997). As detailed in

Appendix I, the first step is to estimate an equation that can explain the variability in bilateral
exchange rates with variables that are deemed to determine the suitability for an optimum
currency area, such as the synchronization of business cycles, the amount of trade, the
similarity in the composition of trade, and the size of the countries. The specification of our
equations is modified to better fit emerging markets and developing countries (Box 5.2). Our
regressions use a sample of 53 countries including the G7, all Latin American countries, all
the European countries that are members of the European Monetary Union, Australia, and
New Zealand. We use two different specifications: one with nominal exchange rate
variability as the dependent variable and one with the variability of an indicator of exchange
market pressure. The latter is defined as an average of the variability of changes in bilateral
nominal exchange rates and official reserves. The rationale for this is that some of the
countries in the sample maintained a fixed exchange rate regime over the sample period, and
hence an indicator of pressure in the foreign exchange market appears more appropriate as a
dependent variable.

56. A monetary variable, the variability of inflation differentials, is added to the
explanatory variables. This is because the variability of bilateral exchange rates of
developing countries (and relative reserve movements) is determined to a large extent by
monetary phenomena. Alesina, Barro, and Tenreyro (2003) also stress the importance of co-
movements in prices as well as output in determining the suitability of a country for an
optimum currency area. Instead of the dissimilarity variable used by Bayoumi and
Eichengreen, we preferred a variable capturing the variability in the terms of trade. Finally,
other variables that are discussed in the previous sections, such as indicators of labor market
mobility and fiscal flexibility, either did not turn out to be statistically significant (for
example, unemployment) or could not be included because of data availability constraints.

57. Based on the estimated indices, the Central American countries became more
suitable for dollarization between 1993 and 2003. In fact, the indices for all countries
became smaller in 1994-2003 than in 1984—1993, indicating lower exchange rate variability
versus the U.S. dollar and hence greater suitability for dollarization (Figure A5.2 and

Table A5.8). The index for 1984-93 (1994-2003) was calculated with the values of the
explanatory variables over that decade. The greater suitability in 2003 compared to 1993 is
explained by the clear increase in the synchronization of business cycles and inflation
differentials in the last decade. This result holds using any of the regressions presented in
Table A5.9, as well as for all pairs of Central American countries, suggesting also increased
suitability for a currency area within the region.*

58. While all Central American countries became more suitable for dollarization,
the degree of change in the index varied among the countries. Nicaragua had by far the
largest increase in relative suitability due to its macroeconomic stabilization, followed by

2 Nevertheless, it is not possible to ascertain whether the greater integration within the region is due
to the common greater integration with the United States.
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Guatemala and the Dominican Republic, while the remaining Central American countries
had more modest changes in the indices.

Box 5.2. Regression Results

The estimated equation is specified as follows:

y=p,+BSDXY)+ B,SD(P)+ pB,SD(TOT) + B,TRADE + p,SIZE 1)

where y is either the exchange market pressure indicator (EMP)—defined as the average of the
variability in bilateral exchange rates and official international reserves—or the variability of
bilateral exchange rates, denoted by SD(EXR). SD(Y) captures the variability in relative output
changes, SD(P) the variability in relative inflation differentials, SD(TOT) the variability in
relative changes in the terms of trade, TRADE the extent of bilateral trade, and SIZE describes
country size measured by the arithmetic average of the log of real GDP in U.S. dollars of the
two countries. All variability variables are measured by standard deviations of the underlying
variables as described in Appendix I. TRADE and SIZE represent period averages.

The standard deviations and the means are calculated for a panel of 53 countries over three
different sample periods of 1970-2003, 1980-2003, and 1990-2003. With 53 countries, there
are 1,378 pairs of countries and hence potentially 1,378 observations in the regressions. In
practice, the regressions include 1,308 observations due to missing values in the data.

The fact that many countries included in the sample—particularly Central and South American
countries— experienced economic turbulence during the sample period suggests that both
dependent and independent variables of the regression may be dominated by several outliers. In
order to reduce the influence of outliers, the underlying variables of volatility measures were
transformed before calculating their standard deviations.'

Table A5.8 reports the results of regressions estimated for EMP and SD (EXR) over three
different sample periods.

Most of the estimated coefficients have the expected sign and are highly significant: the few
coefficients with the wrong sign are generally statistically insignificant. The results also
indicate that the goodness of fit of the regressions is highly satisfactory, accounting for 70 to
90 percent of variation in EMP and SD (EXR), respectively, when the full sample (1970-2003)
was used. Furthermore, the estimated coefficients are relatively stable across different sample
periods, supporting their use for forecasting purposes.

' A monotonic transformation given by z = x/(1+x) for x > 0 and z = x/(1-x) for x < 0 was
carried out. This transformation maps the underlying variable x into an interval (-1, 1).
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59. The range of suitability for dollarization does not always reflect the existing
exchange rate regimes of the Central American countries. Panama is the most suited
country for dollarization, and Guatemala follows (Figure A5.3). Costa Rica and El Salvador
are next. The Dominican Republic, Honduras and Nicaragua are the least suited for
dollarization and hence the most suited to maintain a flexible exchange rate versus the

U.S. dollar.

60. A comparison of Central America with European countries before the European
Monetary Union reveals that Central America is less suited for dollarization than was
Europe for a currency area pegged to the Deutsche mark. To assess the absolute
suitability of the Central American countries for dollarization, the indices for Central
America vis-a-vis the United States calculated over the period 1994-2003 were compared
with the indices for members of the European Monetary Union vis-a-vis Germany in the
1970s, 1980s, and 1990s.* On average, the estimated indices for Central America in 1994—
2003 are higher than those estimated for European countries in all three decades, indicating
that the European countries were more suitable for a currency area with Germany than the
Central American countries were for dollarization in 2003 (see Table A5.9).

61. None of the Central American countries has indices comparable to the European
countries most suited for a currency union with Germany, such as the Netherlands,
Austria, and France. However, some Central American countries have levels of the indices
that are comparable to those of the European countries that appeared less suited for the
European Monetary Union, such as Greece, Ireland, Portugal, and Spain, in the 1980s and the
1990s. Considering the average of the indices among Central American countries and
comparing them with the average of the indices among Western European countries,
excluding Germany, Central America is less suited to forming a currency union than Europe
was in the 1990s, but depending on the regression used to calculate the indices, the
comparison with Europe in the 1980s provides mixed results.

62. CAFTA-DR and other regional initiatives are likely to make Central America
relatively better suited for dollarization. The macroeconomic impact of CAFTA-DR has
been analyzed in Chapter 2 in detail. Based on the results presented in that chapter, trade and
synchronicity in business cycles with the United States are projected to increase significantly,
thus potentially making the region more suitable for dollarization.* Based on Chapter 2 and
other assumptions as described in Box 5.3, the indices of the Central American countries are
projected to decline, thus making these countries more suitable for dollarization

(Table A5.10). Nevertheless, on average Central America would still remain less suitable for

43 . . . . . .
The indices for Europe did not show a monotonic convergence over the three periods considered.

*Also, the variability of output in Central America is projected to decline, increasing the degree of
co-movement with the United States. Dynamic effects of currency unions could also be considered,
but given the uncertainty in the applicability of the empirical studies conducted so far for advanced
economies to developing countries, this is not done here.
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Box 5.3. Projections for Indices of Central American Countries

An exercise was conducted to project the indices of the Central American countries for the period 2004—13,
taking into account the possible impact of CAFTA-DR. This box describes how the projections for the
independent variables were carried out.

As noted by Bayoumi and Eichengreen (1997), projecting optimum currency area indices from the estimated
equations is difficult, given that the explanatory variables are standard deviations or averages taken over a
decade. In fact, there are at most three non-overlapping observations for each explanatory variable that can be
obtained from the full sample used in this study. As a result—and due to the structural breaks observed in many
countries in the sample—a simple extrapolation by using a deterministic time trend could be misleading in
many cases. An exception is the SIZE variable that has exhibited a relatively stable trend over the sample
period, and hence was extrapolated using a linear time trend in the projections.

Given these limitations, a less ambitious approach was taken in this study with regard to the projections of the
indices for Central America vis-a-vis the United States.

e  First, for those explanatory variables for which little empirical or theoretical guidance is available for
projections, their actual values over the period of 1994-2003 (the final 10-year period in the sample) were
used as projected values. The variability of inflation and the terms of trade fall in this category.

e Second, the variability of relative output was projected by assuming the inception of CAFTA-DR in 2005
and using information taken from Mexico’s post-NAFTA experience (see Chapter 2). The standard
deviation of each country’s real GDP growth was scaled down by the same proportion as the percentage
reduction in Mexico’s output variability following the inception of NAFTA. Regarding co-movements in
output vis-a-vis the United States, two alternatives were considered for comparison by assuming either no
change in output correlation after the inception of CAFTA-DR or an increase to a level comparable to that
of post-NAFTA Mexico."

¢ Finally, the average trade ratio was projected using information taken from Hilaire and Yang (2003), whose
simulation results indicate that trade volumes between CAFTA-DR countries and the United States could
more than triple after the inception of CAFTA-DR. It is assumed that the trade-promoting impact of
CAFTA-DR will occur at an equal and constant rate across all Central American countries, reaching its full
effect in five years’ time, while each country’s GDP is assumed to grow at the same rate as its 10-year
historical average. For comparison, an alternative was also considered under which the trade effect of
CAFTA-DR progresses more slowly to reach its full effect only after 10 years.

Four sets of projections were carried out and for each of these all six regressions were used; the results are
reported in Table A10. The first set of projections assumes that the full effect on trade takes ten years to
materialize and assumes only a reduction in output volatility, with no increase in output co-movements. The
second set has the same assumptions as the first, but also assumes that output correlations with the United States
become the same as Mexico’s after NAFTA. The third and fourth sets are the same as the first and the second,
respectively, but with the assumption that the full trade effect of CAFTA-DR materializes after five years.

! The method used for the output variability of individual countries could not be applied to the correlation with
the United States because of the initial correlation, which in some cases was negative, as well as the constraint
of keeping the correlation in the interval [-1, 1].




- 136 -

dollarization than the European countries were for a currency union with Germany in the
1970s, 1980s, and 1990s.*

63. The results presented here should be interpreted with caution. The approach used
can provide insights from a long-term perspective, but might have some limitations in its
application to developing countries. This exercise assumes that the determinants of exchange
market pressure and exchange rate variability are the economic variables that have been
considered here as explanatory factors, that is, long-term structural factors. While in the long
run this is a sensible assumption, in the sample period under consideration several other
factors, for example political developments and various obstacles to capital flows, could have
contributed to exchange rate and exchange market pressure developments and might have
persisted long enough to affect the results.

F. Conclusions

64. This chapter analyzed the relative suitability of the Central American countries
for various types of exchange rate regimes by adopting a uniform methodology and a
regional perspective. It does not recommend or endorse any change of regime; the goal is to
provide analytical background to countries’ long-term considerations of their exchange rate
regimes as they continue to integrate as a region and globally. Central America has made
substantial strides in improving macroeconomic stability and economic integration over the
past decade. CAFTA-DR and other regional initiatives are expected to further integration
with the United States, and also within the region. These developments need to be taken into
account in assessing the long-run exchange rate regime options available to the Central
American countries.

65. The analysis suggests that if Central America were to choose to form a currency
area, it would appear more desirable to peg the currency to the U.S. dollar or dollarize
rather than adopt a common Central American currency floating versus the U.S.
dollar. This is because the economic links and synchronization in business cycles existing at
present and expected to result from CAFTA-DR are greater with the United States than
within the region.

66. The suitability of Central America for dollarization has increased in the last
decade, but still falls short of that of European countries for a currency area with
Germany. Given the increased synchronization in economic cycles, reduced inflation
differentials, and rising trade flows, the Central American countries have become more
suitable for dollar peg/dollarization between 1993 and 2003.*® Despite these developments,

®The averages presented in Table A5.10 exclude Panama, as this country does not participate in
CAFTA-DR.

*The relative suitability of different countries for dollarization does not always reflect these
countries’ present exchange rate regimes. For example, Guatemala, which has one of the most
flexible regimes, appears to be one of the candidates most suited for dollarization. The countries that
are relatively less suited for a currency area are Honduras and Nicaragua.
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the region appears still less suitable for a currency union than member countries of the
European Monetary Union were in the 1970s, 1980s and 1990s, even taking into account the
predicted effects of CAFTA-DR.

67. The relative suitability of the Central American countries for dollarization does
not always reflect existing exchange rate arrangements. Panama is the most suited
country for dollarization, and Guatemala follows. Costa Rica and El Salvador are next. The
Dominican Republic, Honduras and Nicaragua are the least suited for dollarization and hence
the most suited for a flexible exchange rate versus the U.S. dollar.

68. If the Central American countries were to choose dollarization as their long-
term objective, the prerequisites and convergence criteria should be considered
carefully. This is particularly important in light of the fact that fiscal discipline is key when
adopting an inflexible exchange rate regime. Indeed, the Maastricht fiscal convergence
criteria have been important milestones for the European Monetary Union. In addition to
fiscal discipline, several other structural and institutional reforms are also prerequisites for
dollarization, in particular, reforms that increase the flexibility of factor markets and
strengthen the financial sector.

69. Shorter-term considerations regarding the choice of exchange rate regimes and
country-specific circumstances may lead to conclusions that differ from those suggested
in this chapter. Existing constraints may limit the choices of exchange rate regimes in the
short run or simply make a different choice more desirable. Whatever the exchange rate
regime chosen in the short run, consolidating prudent economic management, introducing the
necessary structural reforms, and building institutions would ensure that policymakers have,
in the longer run, the option to choose among the full range of possible exchange rate
regimes.
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The Bayoumi and Eichengreen Optimum Currency Area Index

1. Bayoumi and Eichengreen developed a procedure to operationalize the optimum
currency area theory. They have applied this approach to several parts of the world, but the
paper taken as a specific reference in this chapter is the one that applies it to Western Europe
(Bayoumi and Eichengreen, 1997).

2. Bayoumi and Eichengreen first estimated an equation that relates exchange rate
variability to variables that are deemed to determine a country’s suitability for participating
in a currency area. They focus on the variability of nominal bilateral exchange rates, as a
currency union would be equivalent to fixing the nominal exchange rates. The explanatory
variables are a proxy for the synchronization of output movements, the extent of bilateral
trade, the dissimilarity in the commodity composition of exports, and the size of the
economies. Other variables that the optimum currency area literature has identified, such as
factor mobility and automatic stabilizers, have not played an important role across national
borders, and hence were not included in this specification.

3. The exact definitions of the variables employed by Bayoumi and Eichengreen are as
follows: the dependent variable, SD(E), is the standard deviation of the difference in the logs
of the bilateral exchange rates over a given sample period. Hence, the higher this variable,
the higher the exchange rate variability between the currencies of the two countries and the
less suitable they are for a currency union. The independent variables are:

(1) SD(Y), the standard deviation of the differences of the relative output of the
two countries over a given sample period—the higher this variable, the less
synchronized business cycles are;

(i) TRADE, the mean of the bilateral exports to GDP over the given sample
period—the higher this variable, the larger the extent of bilateral trade;

(ii1)) DIS, the sum of the absolute differences between the shares of five categories
of export commodities in total exports in the two countries over a given
sample period—the higher this variable, the larger the dissimilarity in the
export composition;

(iv) SIZE, the mean of the logs of the GDP of the two countries in dollars,
reflecting the countries’ size.

4. This is a cross-section equation with as many observations as there are pairs of
countries. The sample period determines over which time horizon the standard deviations and
means are calculated.

5. The expected signs are all positive, except for that on bilateral trade. The higher the
standard deviation of relative output movements, the greater the dissimilarity in the
composition of trade, and the larger the size of the countries, the greater the expected
exchange rate variability, and hence the less suited these countries are to forming a currency
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union. On the other hand, the trade variable is expected to have a negative sign, as the more
countries trade among each other, the smaller the expected exchange rate variability.

6. The equation estimated by Bayoumi and Eichengreen is:

SD (Ej) = -0.09 + 1.46 SD(Yj) + 0.022 DIS;; — 0.054 TRADE;; + 0.012 SIZE;;
(0.02) (0.21) (0.006) (0.006) (0.001)

R*=0.51, No. Obs.=210; where the subscripts ij denotes the pair formed of country i and j.
Standard errors are reported in brackets.

7. Bayoumi and Eichengreen then used the estimated equation to predict the optimum
currency area indices. The latter are the predicted value of the dependent variable (the
standard deviation of the difference in the logs of the bilateral exchange rates) obtained by
using a projected value of the explanatory variables, which are projected by extrapolating the
trend. They calculated optimum currency area indices for 1987, 1991, and 1995, and reported
those against Germany for 15 Western European countries. Smaller values for this index
denote greater suitability for a currency area.
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Figure A5.1. Central America: Nominal Exchange Rate Variability, 1984-2003 1/
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1/ Exchange rate variability is measured as the standard deviation of the first difference of the logarithm of
bilateral exchange rates. Points below the 45-degree line denote reduced exchange rate variability in the latter
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Figure A5.2. Central America: Optimum Currency Area Indices, 1984-2003 1/
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1/ Based on the estimated indices from regression (5) in Table A.1.9. Lower values indicate greater suitability
for dollarization in the first panel and fixity in bilateral exchange rates in the second. Points below the 45-degree
line denote increased suitability for such exchange rate arrangements in the latter period.
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Figure AS.3. Central America: Comparison of OCA Indices vis-a-vis the United States, 1994-2003
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Sources: IMF, World Economic Outlook, Direction of Trade Statistics; and Fund staff estimates.

1/ The vertical axis shows the number of times a given country appeared in a given ranking in terms of suitability for dollarization compared
to the Central American countries considered according to the 6 regressions used in the calculation of the indices. Thus, the rankings vary
from 1 (most suitable for dollarization) to 6 (least suitable).
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Table A5.3. Terms of Trade 1/

1984-1993 1994-2003

Central America 2/ 8.18 9.94
Costa Rica 7.37 0.32
Dominican Republic 14.29 2.72
El Salvador 14.03 12.46
Guatemala 6.57 7.71
Honduras 4.86 8.25
Nicaragua 5.35 35.21
Panama 4.77 2.93
United States 1.83 1.48
1970-1979 1980-1989

Europe 4.43 3.95
Austria 1.67 2.35
Belgium 1.92 1.82
Finland n.a. n.a.
France 3.53 3.20
Germany 3.11 4.13
Greece 13.37 7.24
Ireland 6.14 2.41
Italy 3.82 3.97
Luxembourg n.a. n.a.
Netherlands 1.53 1.66
Portugal 4.14 7.72
Spain 5.07 5.03

Sources: IMF, World Economic Outlook, and Fund staff estimates.
1/ Averages of absolute annual percentage changes in the terms of trade.
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Table A5.6. Inflation Performance

Average 1/ Coecfficient of variation

1984-1993 1994-2003 1984-1993 1994-2003

Central America 467.90 9.46
Costa Rica 17.23 12.99 0.33 0.33
Dominican Republic 27.83 9.50 0.69 0.70
El Salvador 19.67 4.75 0.33 0.85
Guatemala 17.22 7.88 0.94 0.32
Honduras 10.79 15.66 0.94 0.48
Nicaragua 3,181.73 14.37 1.47 0.69
Panama 0.84 1.09 0.74 1.09
United States 3.80 2.45 0.32 0.27

Average 1/ Coecfficient of variation

1970-1979 1980-1989 1970-1979 1980-1989
Europe 8.76 7.78
Austria 6.10 3.80 0.34 0.54
Belgium 7.13 4.90 0.47 0.59
Finland 10.41 7.28 0.26 0.45
France 8.92 7.34 0.55 0.41
Germany 4.88 2.75 0.56 1.59
Greece 7.13 12.30 0.21 0.17
Ireland 12.75 9.26 0.26 0.63
Italy 12.46 11.38 0.37 0.61
Luxembourg 7.00 4.72 0.80 1.32
Netherlands 7.07 2.84 0.50 1.21
Portugal 7.13 16.56 0.33 0.17
Spain 14.12 10.25 0.24 0.76

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

1/ In percent, period average.
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VI. REGIONAL INTEGRATION AND FINANCIAL SYSTEMS ISSUES'

This chapter reviews financial sector developments in Central American economies and the implications
of increasing cross-border activities and regional financial integration. Its key conclusions are:

. The region has made good progress in strengthening financial systems and deepening financial
intermediation. Credit to the private sector reached an average of 40 percent of GDP in 2004, up from
14 percent of GDP in 1996.

. However, financial systems still face significant vulnerabilities associated with a high degree of
dollarization, balance sheet mismatches, nonperforming loans, unregulated offshore activities, and
supervisory weaknesses.

. Growing regional financial integration and cross-border activities underscore the need for
coordinating prudential regulation and supervision, and supervising banks on consolidated basis at the
domestic and regional levels.

A. Introduction

1. Over the past decade, Central America has made good progress in stabilizing the
macroeconomic environment and establishing a sound and efficient financial system.
Macroeconomic stability and measures to address financial sector weaknesses have
contributed to increased intermediation and improvements in key financial sector indicators.

2. At the same time, credit to the private sector from locally licensed banks
remains relatively low and the ability of banks to withstand shocks would benefit from
improved financial sector risk management.” Dollarized balance sheets and lending to a
largely unhedged private sector make some systems vulnerable, particularly to adverse
exchange rate movements, underscoring the need for further crisis-proofing. This is
particularly important in countries with high-debt levels and in a region that is susceptible to
shocks, such as commodity price movements and natural disasters.

3. Financial sector integration brings important benefits, but it also poses new risks
and challenges. Ongoing financial sector integration and consolidation will help the region
take advantage of economies of scale and promote competition and efficiency. At the same
time, however, financial sector integration without appropriate regulations and supervision
could undermine adequate prudential monitoring of bank activities and allow undue risk-
taking. Harmonizing prudential norms and financial supervision between countries and
strengthening the capacity to conduct consolidated supervision to keep pace with the growth

! Prepared by Armando Morales and Alfred Schipke.

? In some countries, banking crises have occurred (Dominican Republic and Nicaragua); in others, the
banking system has experienced episodes of stress (Costa Rica, Guatemala, and Honduras).
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of cross-border banking activities will help the region capitalize on the opportunities that
integration offer.’

4. The chapter is organized as follows: Section B reviews the recent evolution and
structure of financial systems in Central America and briefly covers macrofinancial linkages.
Section C identifies areas of strength and vulnerabilities focusing on issues that are common
across the Central American countries and issues for further development and technical
assistance. Based on the key findings and recommendations, Section D points out the
progress that has already been made and seeks to identify areas that could benefit from
further regional cooperation. Section E concludes.

B. Financial Sector Development and Structure
Macroeconomic policies and resilience to shocks

3. Financial stability in Central America has benefited from the stabilization gains
achieved in the region. During the 1990s, the region experienced a recovery in growth,
lower inflation rates, and improved external positions arising from higher exports and

remittances. These developments were accompanied by efforts to reduce fiscal deficits and
the debt burden.

6. Lower spreads on sovereign debt in recent years have reduced financing costs
for countries that have access to international capital markets, but have also caused
renewed borrowing. In the face of weakening growth from the late 1990s (except in Costa
Rica), underlying weaknesses in the public finances re-emerged in some countries, also
reflecting contingent liabilities arising from costly pension systems and problem banks. This
led to a renewed increase in public debt, in particular foreign debt, in recent years

(Figure 6.1).

7. Given these vulnerabilities, the capacity of the Central American economies to
absorb shocks is still limited, which in turn affects the financial system. This is of
particular importance since the region has historically been subject to large exogenous
shocks related to price fluctuations in primary product markets (such as coffee) and natural
disasters such as hurricanes and earthquakes.

* A comparison paper reports on MFD’s recent Financial Sector Regional Project for Central
America, which includes specific policy recommendations regarding cross-border financial activities,
consolidated supervision, insurance operations and payments systems. This chapter is largely based
on the results of (bilateral) Financial Sector Assessment Programs (FSAPs) carried out for all Central
American countries in recent years.
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Figure 6.1. Central America: Public Debt, 1990-2003
(In percent of GDP)

100+
904 B Public domestic debt
804 @ Public external debt

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Source: IMF, WEO database.

Structure of the financial systems

8. Increasing confidence in the financial system has spurred financial
intermediation. Credit to the private sector has been rising from an average of about

14 percent of GDP in 1996 to about 38 percent of GDP in 2003, similar to levels in countries
that joined the European Union in 2004 (Figure 6.2). Central America’s banking systems are
almost exclusively privately owned (except in Costa Rica). The share of assets managed by
public banks has decreased on average from about 8 percent of GDP in 1996 to less than

3 percent in 2003.

Figure 6.2. Central America: Financial Sector Development

90 - OBroad money as a percent of
GDP

W Private sector credit as a percent
of GDP

Estonia Latvia Lithuania Central Selected Euro Area United
America Accession States
Countries 1/

Sources: Economic Commission for Europe, Economic Survey of Europe 2002, No. 1; International Financial Statistics
and Fund Staff estimates; International Finance Statistics.
1/ Includes Czech Republic, Hungary, Poland, Slovak Republic and Slovenia.
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9. However, access to credit remains limited and financial systems in Central
America continue to be largely bank based. Also, given the relatively large number of
banks compared with the small size of the countries concerned, the region is likely to be
faced with consolidation pressures (Table 6.1).

Table 6.1. Central America: Structure and Performance of the Financial Sector, 19962003 1/

1996 1997 1998 1999 2000 2001 2002 2003

Number of banks 26 25 25 24 23 21 19 20
Total assets

Private banks 20 19 21 20 18 16 16 16
Total assets of private banks (percentage of GDP) 33.8 36.0 49.5 45.7 474 49.9 522 434
Public banks 3 2 2 2 2 2 1 2
Total assets of public banks (percentage of GDP) 5.5 52 1.7 1.5 1.4 1.2 1.1 2.0
Foreign banks 2 2 2 2 2 2 2 2
Total assets of foreign banks (percentage of GDP) 0.7 0.7 1.0 1.2 1.4 1.7 1.6 1.8

Bank concentration
Number of banks accounting for at least

25 percent of total assets 2 2 2 2 2 1 2 2

75 percent of total assets 7 7 9 8 8 8 7 7
Dollarization and maturity structure
Banking system assets as percentage of GDP 41.9 454 56.9 54.9 554 57.9 57.5 65.5
Assets in foreign currency

as percentage of banking system assets 37.8 38.8 38.2 359 35.0 37.1 37.7 354
Foreign currency deposits as percentage of

banking system deposits 20.2 19.1 22.5 232 23.5 27.9 323 31.1
Deposits with less than 30 days maturity

as percentage of total deposits 513 43.1 48.8 46.7 49.1 50.1 51.7 514

Contingent and off-balance sheet accounts
(as percentage of total assets)

Contingent and off-balance sheet accounts 5.5 42 5.8 6.9 6.5 6.9 7.6 11.3
in foreign currency as percentage of total assets 33 2.4 6.2 7.5 7.4 7.0 8.4 8.4
Capital
Ratio of capital to risk-weighted assets 13.8 11.7 10.6 14.0 15.1 14.7 16.3 15.5
Asset quality
Credit to the private sector as percentage of GDP 139 27.9 35.8 38.6 399 37.7 329 37.6
Ratio of nonperforming loans to total loans 4.0 39 44 7.3 55 49 4.1 3.1
Provision coverage
Ratio of provisions to total loans 4.9 3.7 33 35 37 35 39 35
Ratio of provisions to nonperforming loans 12.8 92.0 59.2 56.4 61.6 72.9 70.9 119.5
Ratio of foreign currency credit to total private credit 15.7 15.7 16.8 15.7 19.1 22.8 26.1 28.0
Ratio of real estate loans to total loans 12.5 19.8 26.0 22.1 222 23.4 252 24.5
Management
Ratio of administrative expenses to total assets 4.8 4.5 5.6 5.6 5.1 5.0 4.8 32
Profits per employee (in thousands of U.S. dollars) 35 10.4 14.9 12.1 15.3 13.5 11.7 5.0
Profitability
Pre-tax return to average equity 25.8 15.2 12.4 14.2 123 13.5 12.6 11.2
Pre-tax return to average total assets 1.8 1.3 1.2 1.5 1.2 1.0 1.1 1.1
Liquidity
Ratio of loans to deposits 722 77.0 84.0 83.9 75.6 75.8 74.5 77.0
Ratio of liquid assets to deposits 46.6 37.7 43.7 40.7 425 39.5 414 43.8
Central bank credit to banks as percentage of banking ass 0.1 0.4 0.6 0.5 0.3 0.3 0.0 0.0

Interest margin
Annual average financial spread (percentage) 6.9 7.1 9.1 9.2 8.9 8.7 7.3 5.7

Sources: Central banks; countries' authorities; and IMF staff estimates.

1/ Averages (median), excluding the Dominican Republic and Panama.
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10. Despite the stabilization gains and reforms, a history of inflation and exchange
controls, regulatory burdens, and lingering uncertainty about the future direction of
policies have spurred informal dollarization and offshore/parallel financing
transactions. These factors induced a strong preference of depositors for keeping assets in
foreign currency, while some borrowers and bankers sought to avoid taxation and
strengthened prudential regulations by moving activities to foreign jurisdictions (Figure 6.3).

Figure 6. 3. Central America: Banking Sector Dollarization, 2003
(In percent of total assets/deposits)

120
100 1 [ Foreign currency assets
80 - B Foreign currency deposits
60 1
40 1
O T T T T T T T
Central America Costa Rica Dominican El Salvador Guatemala Honduras Nicaragua Panama

Republic

Source: Central American Monetary Council.

Financial dollarization

11. Financial dollarization in Central America has increased significantly in recent
years. As of 2003, 40 percent of total assets (in countries not officially dollarized) were in
dollars, and almost 55 percent when Panama and El Salvador are included.’ The high degree
of dollarization reflects a history of high inflation (Costa Rica) or even hyperinflation
(Nicaragua), regulatory biases against domestic currency intermediation, and lingering
uncertainty about the future direction of economic policy.

12. Other factors have also contributed, especially on the lending side. Financial
sector integration and cross-border lending, including through banks conducting cross-border
operations, increased competition in dollar intermediation, which in turn spurred
dollarization. As locally licensed banks have been trying to compete with external

* Spontaneous dollarization (or partial dollarization) is an endogenous process that differs from the
use of the U.S. dollar as legal tender in Panama and El Salvador. In the rest of the document, the term
dollarization is used to describe spontaneous dollarization.

> Dollarization for transaction purposes is somewhat less pronounced, but in some countries certain
contracts (such as mortgages, rents, and suppliers’ contracts) are predominantly in U.S. dollars.
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intermediaries by reducing their net interest margin on dollar-denominated loans, U.S. dollar
loans have become more attractive.

13. The choice of a particular exchange rate system to anchor expectations appears
to have contributed to some degree to the dollarization of loans. Countries in Central
America show a wide variety of exchange rate arrangements, ranging from formal
dollarization (EI Salvador and Panama), to pre-announced crawling pegs (Costa Rica and
Nicaragua), a de facto crawling peg (Honduras), and a float (Dominican Republic and
Guatemala) (see Chapter 5). However, among countries that are not formally dollarized,
those with an announced crawling peg show the highest degree of dollarization of loans and
other financial assets.’

14.  Financial sector dollarization is associated with substantial risks in those
countries that have not officially adopted the U.S. dollar as legal tender. While banks are
broadly hedged, in that foreign currency assets are broadly matched by foreign currency
liabilities, lending to unhedged private sector entities leaves the banks exposed to credit risk,
while borrowers are exposed to exchange rate risk. Large devaluations could therefore
adversely affect banks’ capital positions.’

Regional financial sector integration and cross-border lending

15. Financial sector integration gained momentum over the last few years. Some
financial institutions that originally focused on the home market have expanded throughout
the region by establishing offices, branches, or subsidiaries or by using other arrangements
(Box 6.1). The percentage of assets held by regionally operating banks is particularly high in
El Salvador, Nicaragua and Panama. The most important groups are the Cuscatlan Group (EIl
Salvador), Primer Banco del Istmo (Panama), and the Banco de América Central (Nicaragua)
(Table 6.2).

% This phenomenon can be explained partly by the fact that pre-announced crawling pegs have been
associated with a reduction in exchange rate volatility while the volatility of domestic interest rates
remains high.

7 The high degree of dollarization, in turn, has reduced the authorities’ freedom to move toward
greater exchange flexibility.
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Box 6.1. Institutions Conducting Cross-Border Financial Transactions
in Central America

Several types of financial institutions operate regionally throughout Central America, with varying
implications for how strictly regional financial groups are supervised:

. Branches of foreign banks have an identifiable head office located abroad. Some foreign
banks operate regionally from branches located in one particular Central American country
(Panama, Honduras). These banks are normally first-rate institutions (for example, Citibank,
HSBC, and Primer Banco del Istmo).

. Bank subsidiaries are incorporated under the law of the host country. Operations are
consolidated in the corresponding parent company’s host country. Salvadoran banks and one
Nicaraguan bank operate through subsidiaries or affiliates (local banks in which they have
purchased a majority share). In recent years, regional financial groups have chosen to locate in
Panama, in order to take advantage of that country’s status as a well-supervised international
financial center.

. Parallel banks are banks licensed in different jurisdictions that have the same beneficial
owners and consequently often share common managed and interlinked business, although they
are not part of the same financial group for regulatory consolidation purposes.' For example, many
Nicaraguan financial groups include a parallel bank that conducts local Nicaraguan activities, but
they are not subject to consolidated supervision.

. Offshore banks, for the purposes of this paper, are those banks licensed in offshore
financial centers that are allowed to conduct business only with clients that are not residents of the
licensing jurisdiction. Offshore financial centers are improving supervisory standards, making
dubious operations less likely.

. Shell banks are banks that have no physical presence in the country where they are
incorporated and licensed, and are not affiliated with any financial services group that is subject to
effective consolidated supervision. Management is located in another jurisdiction, often in the
offices of an associated entity or sometimes in a private residence.’

"Basel Committee Publications No. 94, January 2003.
¥ Basel Committee Publications No. 95, January 2003.
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Table 6.2. Central America: Regional Banks, 2003

Central America
Regional Banks Costa Rica El Salvador Guatemala Honduras Nicaragua Total

(millions of U.S. dollars)

Banks with regional capital 1,287 6,084 603 1,112 1,603 10,689
Grupo Pacific-Banco Uno 39 188 143 137 200 707
Banco de América Central 488 371 122 216 337 1,534
Banpro 124 115 85 559 883
Banco Cuscatlan 174 2,418 153 2,745
Loyds Bank 185 68 253
Banco Agricola 2,992 84 3,076
Banco del Itsmo 462 606 1,068
Bancentro 424 424

Banks with capital outside the region 281 582 118 69 0 1,051
Citibank 75 182 118 69 445
Scotiabank 206 400 606

Total assets of regional banks 1,568 6,666 722 1,181 1,603 11,740

Memorandum item:
Total assets of banking system 21,779 18,728 9,483 19,248 2,123 71,361

Souces: Bankscope, EDSS, and FitchSearch.

16. Consolidation of regional financial operations is only partial. Only one
Nicaraguan financial group is formally consolidated in Panama, and Salvadoran and
Panamanian banks operate through subsidiaries (see, for example, the structure of Cuscatlan)
(Figure 6.4). The rest of cross-border financial intermediation takes place on an
unconsolidated basis.

17. The establishment of subsidiaries and branches of financial institutions foreign
to the region is still limited. Citibank and Scotiabank are the only institutions with capital
from outside the region, and only Scotiabank operates at the retail level. However, given the
experiences of other regions, including the European Union, implementation of the CAFTA-
DR will likely lead to increased presence of foreign financial institutions.

18. The formation of regional conglomerates and cross-border lending allows
financial institutions to take advantage of economies of scale and provide services to
customers across countries. However, it also represents to some extent regulatory arbitrage,
since prudential requirements are different across Central America.® Capital requirements are
highest in El Salvador and lowest in Panama (Table 6.3). Substantial differences also exist
with respect to reserve requirements, which are only 10 percent in Costa Rica but 20 percent
in the Dominican Republic, amounting to an additional implicit tax.” Moreover, the

¥ Avoidance of prudential supervision and cross-border activities also poses the risk that it might be
associated with money laundering and the financing of terrorism.

? Substantial differences also exist in the area of deposit insurance.
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regionalization of financial services can lead to gaps in monitoring that can create new
vulnerabilities, warranting increased cooperation among regulators and supervisors.
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19.

Increased regionalization of banking services could limit the capacity of country
authorities to regulate their respective financial systems effectively. For example, a
tightening of capital requirements in one country could encourage financial institutions to
establish a holding company in another country with lower capital requirements, and then
operate through branches or subsidiaries. Differences in prudential requirements can also
encourage “adverse selection,” as strong banks might opt to establish holding companies in
countries that have a reputation of strong regulation and supervision. By doing so, these
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institutions signal that they are financially sound. This rationale might explain, for example,
why an increasing number of Central American banks have opted to incorporate in Panama
(Box 6.2). On the other hand, weaker institutions might have an incentive to move their
headquarters to the countries with less demanding financial sector regulations and
supervision requirements.

Table 6.3. Central America: Prudential Requirements

Capital Reserve Requirements Liquid Asset Requirements

Requirements Domestic currency ~ Foreign currency Domestic currency ~ Foreign currency
Costa Rica 10 percent 10 percent 10 percent
El Salvador 1/2/ 11.5 percent 20-25 percent not applicable not applicable
Guatemala 10 percent 14.6 percent 14.6 percent none none
Honduras 10 percent 12 percent 12 percent none 38 percent
Nicaragua 10 percent 16.25 percent 16.25 percent
Panama 2/ 8 percent none not applicable 35 percent not applicable
Dominican Republic 10 percent 20 percent 3/ 20 percent 8 percent 4/ none

Source: IMF staff.

1/ Capital requirements were gradually raised from 9.2 percent in 1999 to 11 percent in 2003. The current requirement was set at the beginning of
2004 and was raised further to 12 percent from 2005 onward. Banks are normally required to hold between 20 and 25 percent. The recent
composition of liabilities has implied an average of about 23 percent. On July 1, 2003 banks were required to hold an additional 3 percent as liquid
reserves with the central bank for one year as a precautionary measure in the run-up to the presidential elections held in March 2004, and an
additional 6 percent that need not be deposited with the central bank. Also, upon dollarization, reserve requirements were substituted by remunerated
liquidity requirements.

2/ Panama and El Salvador are officially dollarized economies.

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

4/ Compulsory investment requirement equivalent to 8 percent of banks deposits. To be held at the central bank yielding 15 percent.
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Box 6.2. Panama’s Financial System and Regional Offshore Center

Panama’s financial system is the most developed and sound in Central America. Total bank assets amount to

250 percent of GDP, of which more than 50 percent are managed by foreign institutions. Banks are liquid, show low
nonperforming loans and are capitalized well above Basel standards. An important regional offshore center has developed,
with 32 internationally licensed banks (six banks are headquartered in Panama) out of a total of 73 banks."” An IMF
module 2 assessment of Panama’s offshore financial sector in 2001 found a high level of compliance with the Basel Core
Principles. Since then the authorities have introduced measures to address a few remaining weaknesses.

The 1998 banking law provides an adequate Panama: Financial Sector Indicators 1/
framework for banking supervision. The
superintendency has the power to supervise 1996 2000 2003
conglomerates, including nonbank affiliates, Structure
: . : Number of banks 90 75 73
ona consohdz.ited basis. Ofﬁces of forelgn. Ofwhich:  foreisn banks 66 5 51
banks are subJect to consolidated supervision Total bank assets (in percent of GDP) 4115 387.0 250.0
b th . h t . G th t Of which: foreign banks 291.8 231.0 132.1
y their home country supervisors. (iven tha Private banks 365.6 345.0 216.1
a number of Panamanian banks have Public banks 46.0 42.0 33.9
e . . . Credit to the private sector as percentage of GDP 79.4 98.6 74.6
subsidiaries and affiliates in other Central rectt fo fhe private seclor as pereentage ©
. . Bank concentration
American countrles, and that Central Number of banks accounting for at least
H sohi : 25 percent of total assets 2 2 3
Ame.rl.can. banks are establlshlqg their legal 75 pereent of total st o ” n
domicile in Panama for SUPETVISOrY PUIPOSES,  cypita
the Superlntendency of Banks has Slgned Ratio of capital to risk-weighted assets 16.0 18.5
memoranda of understanding (MOU) with Asset quality
. . . . Ratio of nonperforming loans to total loans 2/ 1.1 1.6 2.7
other superintendencies in the region. These B
MOU .d h 1 1 f d . Provision coverage
S provide the c€gal Toun ation to ensure Ratio of provisions to total loans 1.4 2.0 35
the sharing Of information among Supervisors Ratio of provisions to nonperforming loans 134.9 124.1 127.7
R . Ratio of foreign currency credit to total private credit
across countries and to allow on-site Ratio of real estate loans to total loans 30.0 270 26.6
inspections. The superintendency also allows Management
. . P TR . Ratio of administrative expenses to total assets 0.6 0.8 1.0
forelgn superv1sors from J}lrlSdlCt.lOI’lS .w1th0ut Profits per employee ( in thousand U.S. dollars ) 51.0 38.0 55.8
MOU s to conduct on-site inspections in Profitability
Panama llpOIl request and ona case-by-case Pre-tax return to average equity 222 14.0 21.3
basis Pre-tax return to average total assets 1.5 1.3 24
: Liquidity
Ratio of loans to deposits 82.0 80.0 71.0
Ratio of liquid assets to deposits 3.5 38.1 30.5

Panama’s financial system has been
resilient to shocks (including from the L .

nterest margin
financial crisis in Argentina), despite the _Annual average financial spread (percentage) 1.8 1.6 29
lack of a lender-of-last-resort facility and Sources: Superintendency of Banks; and Central America Monetary Council.
the absence of a deposit insurance scheme.
The authorities rely on market forces for financial sector workouts, and the government has refrained from bailing out
failing institutions. Main prudential concerns relate to the vulnerability to corporate failures due to high loan
concentration, a heavy reliance on interest income as opposed to income from fees or commissions, and over-banking. A
challenge in the coming years is the capacity to absorb increasing bank consolidation resulting from increased financial
sector integration and cross-border financial intermediation in Central America.

Central bank credit to banks as percentage of banking assets

1/ Includes general license banks and international license banks.

1 panama’s offshore legislation requires that internationally licensed banks establish a physical presence in Panama and maintain an office
with local staff. Internationally licensed banks cannot lend to or take deposits from residents.
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C. Challenges for Financial Regulation and Monitoring

Overview

20. IMF Financial Sector Assessment Programs (FSAPs) in Central American
countries took place during periods marked by varying degrees of stress in the

respective systems (Table 6.4). In Costa Rica and El Salvador, tensions were building at the
time of the FSAP, as economic growth was slowing down and as the external current account
and fiscal deficits were rising, all of which raised the banking system’s vulnerability to risks.

In Guatemala and Honduras, the FSAP took place in a period when prudential indicators

were weakening as a result of
increasing nonperforming loans,
insufficient provisioning, and

Table 6.4. Central America: Financial Sector Assessment Program

. . . Original Update Offshore
deteriorating capital adequacy
13 : Costa Rica 8/1/2002
and profitability. In Nlcaragu.a, El Salvador 12/1/2000 3/9/2004
the FSAP was conducted during Guatemala 7/1/2001
f ld - Honduras 1/ 4/28/2003
a process ot consolidation Nicaragua 2/ 21212004
following the 2000—01 banking Panama _ 8/31/2001
Dominican Republic 11/1/2001

crisis. In the Dominican

1/ FSSA is issued on 4/28/2003. The FSAP report is ongoing.
2/ The date is for the second FSAP mission. All the reports are ongoing.

Republic, the 2001 FSAP found
moderate stress and inadequate

information, which obscured
elements that underlay the banking crisis that erupted two years later (Box 6.3).

21. Efforts to upgrade banking supervision and regulation have been made in
response to increasing stress. In some cases, new regulations were prepared with the
support of other multilateral organizations, chiefly the Inter-American Development Bank
(IDB). In several countries, noticeable progress has taken place in on-site and off-site
supervision, including the initiation of steps toward a risk-based supervision framework
(Costa Rica and Nicaragua). In El Salvador, a new banking law allows for implementation of
consolidated supervision, and in Guatemala, offshore banks have been brought into the
regulated system and a new bank resolution framework has been put in place. Many
countries (El Salvador, Guatemala, Nicaragua, and Panama) concluded agreements with
supervisory authorities in countries where banks owned by residents were incorporated. In a
few countries, market risk became a factor for the determination of capital requirements in
recent years (Dominican Republic and Nicaragua). Moreover, all countries embarked on
efforts to comply with anti-money laundering standards.

22. The main problems facing the financial sector are associated with credit risk
which often is not reflected in the level of nonperforming loans until it comes to the fore
after a downturn in economic activity and/or external shocks. In the 2001 FSAP, high
credit risk was generally found to be related to sector concentration and related lending, and
was often compounded by the small scale of intermediation, as high transaction costs were
reflected in wide interest rate spreads. In the presence of an economic slowdown and/or a
sizable external shock (for example, the decline in coffee prices in recent years), the
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corresponding deterioration of the loan portfolio could be rapid. Moreover, unhedged foreign
currency lending is a common practice in countries other than the two countries that formally
adopted the dollar (El Salvador and Panama). Regulatory action in these areas has been
delayed partly because of a lack of specific guidelines under the Basel framework.

Box 6.3. Dominican Republic: Banking Crisis and Financial Reform

The Dominican banking system came under severe stress in 2003 following financial scandals,
which involved unreported liabilities in a separate set of accounts, at one large- and two
medium-sized banks. All three banks (including Baninter) have been resolved without
imposing losses on depositors, which has helped contain deposit outflows and avoided a
systemic crisis, albeit at a high cost. Behind the banking crisis were weaknesses in
transparency, accounting procedures, and fiscal control.

Currently, banking reforms are taking place in the following five broad areas: (i) institutional
arrangements (including the creation of an asset recovery unit at the central bank); (ii) legal
and regulatory changes (new law on bank resolution under systemic risk and update of
prudential norms in line with international best practices); (iii) actions for the resolution of
weak banks; (iv) rules for the provision of emergency liquidity; and (v) restructuring of public
banks to ensure equal treatment with respect to private institutions.

Additional reform priorities include: (i) bank recapitalization; (ii) establishment of an
independent asset management unit; (iii) strengthening of the superintendency of banks;
(iv) development of a plan for savings and loans, development banks and public banks; and
(v) regulatory changes to bring the prudential framework in line with international best
practices.

23. Other problems affecting financial institutions in Central America included
significant exposure to government bonds, especially in countries with high public debt.
The risks associated with holding government securities were in turn compounded by
liabilities of the government emerging from pension system reforms, and in some cases from
bank restructuring.

24. An important deficiency in the regulatory framework is the limited supervisory
coverage of cross-border financial operations. The highest risk is in cases in which
unsupervised entities could be used as vehicles for dumping impaired assets or generating
fictitious capital for supervised institutions. However, financial problems may arise even if
all financial institutions belonging to a group are supervised, but on a nonconsolidated basis.
When the soundness of financial groups is difficult to ascertain, regulators do not know the
extent to which domestic activities are financed through triangular operations and/or what the
potential spillover effects of difficulties in a different location might be. Only Salvadoran and
Panamanian financial groups were legally constituted as a group, and their operations were
consolidated and therefore supervised with some effectiveness. In 2001, other countries had
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begun producing general information with a view to facilitating the integration of related
institutions under the umbrella of their national supervisory authorities (Costa Rica and
Guatemala).'® Other groups, such as some Nicaraguan and Salvadoran financial groups, have
consolidated in Panama, presumably to take advantage of its position as an international
financial center.

Financial soundness

25. Stress in the financial system has not always been reflected in bank statements.
This was to a large extent a result of reporting deficiencies, such as the high percentage of
loans reclassified during inspections, which reflect inadequate risk management practices by
banks. Financial stress has generally been reflected in the financial statements only when a
crisis was imminent. Intervention of banks in difficulties did not occur until several years
after the first signs of stress started to show. Also, particular shocks and pressures from
interest groups led to special treatment of specific segments of the loan portfolio.

26. Capital positions and profitability are often reported to be comfortable, but
these measures were often inflated, primarily because of under-provisioning. Moreover,
because financial statements of many financial groups are not consolidated, it has not been
possible to date to assess the effective solvency of such groups. Other specific weaknesses in
individual countries include exemptions to provisioning rules, exclusion of provisions from
total expenditure in the banks’ income statements, and lax definitions of nonperforming
loans.

27. Spontaneous dollarization entails higher liquidity and credit risk. Direct access to
foreign currency deposit holdings facilitates an eventual deposit drain in the face of financial
uncertainties. However, it may not be a decisive factor. In Nicaragua, deposits stayed within
the system following the 2000—01 banking crisis (with “flight-to-quality” shifts within the
domestic banking system), possibly supported by a blanket government guarantee on
deposits. Unhedged foreign-currency lending had increased more markedly in countries with
a “pre-announced” crawling peg (Costa Rica and Nicaragua), possibly reflecting moral
hazard behavior in the face of an exchange rate guarantee. In Honduras, where dollarization
is moderate relative to other Central American countries, the authorities adopted specific
prudential measures against dollarization risks, including higher liquidity requirements on
foreign currency deposits, and restrictions on lending in foreign currency to unhedged
borrowers. However, attempts to prevent dollarization by legal means could be damaging; in
Costa Rica and Guatemala, a legal prohibition on conducting financial transactions in foreign
currency induced the emergence of unsupervised offshore banking."'

' Guatemala has since brought its offshore banks into the regulatory framework as part of licensed
and supervised financial conglomerates.

" Offshore operations continued once foreign currency deposits were allowed. Guatemala has
allowed foreign currency deposits in onshore banks since 2001.
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Legal and regulatory framework

28. Deficiencies in legal and institutional arrangements undermine the autonomy of
supervisory authorities. Supervisory authorities are often institutionally weak against the
courts. The supervisory authority in some cases could not close a bank, suspend its
operations, or revoke its license without a court ruling, and in other cases, critical judicial
determinations rule on how the superintendency should proceed. Moreover, some inter-
institutional arrangements discouraged effective banking supervision. This problem is
compounded by the absence of legal protection for bank supervisors.

29. Consolidated supervision constitutes a major challenge. In jurisdictions where
consolidated supervision has been pursued, the legal structure of companies has sometimes
complicated this effort. Also, a careful assessment is needed of the definition of financial
groups, and accounting criteria for consolidating financial statements needs to be clear.
However, in most jurisdictions consolidation was still partial. In one case, companies were
required only to consolidate their reporting for entities in which they had a majority interest.
In most countries, not all nonbank financial institutions were included in legal provisions for
consolidated supervision. To mitigate the risks associated with the slow progress toward
effective consolidated supervision, second-best ring-fence measures have been
implemented.'> However, these measures are still imperfect substitutes for regional
consolidated supervision.

30. Prudential supervision and enforcement remain in need of further improvement
in the following areas:

o Effective prevention of excessive related lending;

o Inadequate rules for valuation of loans and the norms of provisioning in most
countries;

o Narrowly-focused on-site inspection and off-site analysis (not yet fully integrated into

a risk-based approach);
o Oversight of sales or transfers of significant shares of a bank’s capital.

o Harmonization of accounting standards with a view to bringing them in line with
international standards;

o Need for greater reliance on external auditors, with appropriate accountability
provisions;

2 Ring fences are temporary, stricter-than-normal prudential measures aimed at preventing
noncompliance with other norms that are more difficult to enforce.
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o Lack of a centralized credit information system;

. System of prompt corrective action with appropriate sanctions and remedial
measures; and

o Fit and proper criteria.

31. Crisis management frameworks suffer from several deficiencies. Systemic
liquidity has often been made unduly available for institutions with solvency problems,
supporting failed banks for extensive periods and in relatively large amounts. Appropriate
triggers for prompt correction have generally been absent; as a result, intervention in banks
generally serves only as a first step toward their liquidation. Existing legislation has not
allowed the supervisory authority to impose a graduated regime of prompt correction.

32. Corporate reorganization and liquidation proceedings are hindered by a slow
judicial process, disincentives for creditor participation, and the lack of effective out-of-
court work-outs. Execution of both unsecured and secured claims is cumbersome and
required the use of inefficient judicial enforcement proceedings. The legal framework for
insolvency neither facilitates the reorganization of viable enterprises nor allows the efficient
liquidation of nonviable ones. Some countries showed positive features: In El Salvador, the
real estate registration system is well advanced, and Nicaragua possesses an expedient
process to execute collateral when the creditor is a bank.

33. Supervision of public banks is generally weaker than that applied to private
institutions. In some cases, public banks and their affiliates did not report consolidated
accounts, reported nonperforming loans showed data inconsistencies, and the provisions
coverage of bad loans was low. This has led to quasi-fiscal exposures arising from public
banks.

34. Some basic legislation has been recently modified. Central bank, banking, and
bank supervision laws were updated in the Dominican Republic and Guatemala following the
FSAP. The purpose was to eliminate inconsistencies in prevailing practices in financial
markets and to strengthen the autonomy of the central bank and supervisory bodies in
monitoring and regulating the financial system. At the time of the FSAP update in El
Salvador, the authorities had made some progress in establishing troubled bank resolution
procedures, although these procedures have not yet been tested. In Nicaragua, the legal
framework is being overhauled, to bring it in line with most standards and best practices.

Key policy recommendations

35. The legal framework for financial intermediation should be improved. This
would entail strengthening the functions and structure of the supervisory authority, removing
bank secrecy in lending operations, and introducing legal protection of supervisors. In
several countries, the national authorities have secured approval of new legislation or have
prepared draft legislation for consideration by legislature.
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36. Consolidated supervision requires action and coordination at the regional level
with strict enforcement at the domestic level. This is a key element for compliance with
the Basel Core Principles for Effective Supervision. Country authorities are well aware of the
advantages of consolidated supervision, although they still lack the capacity to implement it
individually. Effective regional coordination toward consolidated supervision would be a
significant step forward in the prudential monitoring capacity of supervisors in the region.

37. Bank supervision should move to a risk-based approach as soon as possible. In
this process, loan classification and provisioning rules need to be improved, interaction
between supervisors and external auditors enhanced, oversight of “fit-and-proper” attributes
strengthened, international accounting standards implemented, and supervision for anti-
money laundering (AML) and combating the financing of terrorism (CFT) enhanced.
Country authorities have already taken some steps in this direction.

38. Crisis management frameworks need significant improvement in most countries
in the region. Some reforms were introduced in countries more recently affected by a
banking crisis. However, implementation of these reforms is still pending in most cases, as is
the integration of emergency liquidity facilities and supervisory action.

39. Insolvency and creditor rights also require significant improvement. To the
extent that the rights of creditors are not fully enforced, there will be limitations to further
progress in financial development.

D. Recent Progress Made and Looking Forward

40. Important steps toward improving the framework for financial activities have
been taken in recent years in Central American countries. In addition to advances in
legislation, countries are making efforts to improve rules for the valuation of loans and
provisioning, to integrate on-site inspection and off-site analysis, and to fully adopt fit-and-
proper criteria. Country authorities are also actively restructuring their bank resolution
frameworks. Some other specific measures aimed at improving the framework for financial
activities are the following:

o In Costa Rica, information requirements have been upgraded to put more emphasis
on consolidated reports. Also, international accounting standards are being introduced, and
the supervisory framework is moving toward a risk-based approach. Moreover, draft
regulations on external audit and corporate governance have been prepared.

J In El Salvador, the definition of “financial conglomerate” was revised, and new
supervisory guidelines were issued to make consolidated supervision more effective.
Improvements were made in on-site and off-site bank examinations, and anti-money
laundering procedures were introduced. Emphasis has been placed on developing a friendly
environment for micro financing operations.
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o In Guatemala, the authorities have undertaken a comprehensive financial sector-
restructuring program, including a modernization of the legal framework with new central
bank, banking, monetary, and financial supervision laws. Also, unregulated (offshore)
financial intermediaries are being brought into the regulated system. On-site examinations
have become more focused and a CAMEL-type methodology is helping improve the
effectiveness of off-site surveillance. Starting May 2004, a central database of debtors is
accessible to banks.

o In Honduras, new banking legislation was introduced at the end of 2004. The
authorities are working to strengthen the rules of loan classification and provisioning, with a
view to aligning them with international standards. The authorities are also considering
introducing stricter standards for provisioning foreclosed assets and the restructured
agricultural portfolio.

o In Nicaragua, the superintendency is taking steps to move toward a risk-based
approach for banking supervision. Regulations introduced include a norm on liquidity
management based on maturity mismatches, and capital requirements for an open foreign
currency position (to be phased in over two years).

41. Regional efforts are necessary to consolidate progress at the country level,
especially on consolidated supervision. The Inter-American Development Bank is
supporting coordination among Central American countries to harmonize regulations that
would help put in place a common framework for supervising financial groups. Effective
cooperation among Central American countries in this area would help eliminate incentives
for regulatory and tax arbitrage.

42. The development of a regional market for government securities would facilitate
better liquidity management by financial institutions. This is especially important for
Central America, where domestic debt is increasing as a result of pension reforms, a shift
away from external debt, and in some cases the need to finance bank restructuring. Some
steps have been taken to strengthen the primary market, including standardizing securities
and developing a basic public debt management strategy. Further steps are necessary to
develop interbank markets, secondary markets, and the infrastructure for security
settlements, and to regulate collective investment.

43. Central American countries have an opportunity to integrate workers’
remittance flows into the financial sector. It is estimated that only around one-tenth of
remittances is intermediated by the banking system. A common effort in improving the
infrastructure to provide better remittance-related services would help reduce transaction
costs and facilitate financial deepening.

44. Significant economies of scale could be achieved by adopting common standards
for countries’ payment systems. Regulations to process checks and securities, common
standards for book entry systems, and the development of a common framework for
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electronic payments and settlements would contribute to the development of the regional
financial system and would help to better integrate cross-border financial transactions.

45. Central American countries need to develop the insurance sector, which is
subject to large shocks, such as natural disasters and crop diseases. Lack of insurance against
major disasters is one factor limiting credit flows to small firms, particularly in rural areas.
There may be an advantage in regionally based insurance that would help pooling risks over
a larger and more diverse area. There may be a similar unmet demand for hedging of
commodity price movements that could best be met by a regional initiative, and for
securitized mortgages.

E. Conclusions

46. Central America has made good progress in establishing sound financial
systems, which in turn has contributed to increased financial intermediation and
improvements in key financial sector indicators. Credit to the private sector has been
rising from an average of 14 percent of GDP in 1996 to almost 40 percent of GDP in 2003.
However, for certain sectors, access to credit remains limited, and the financial systems
continue to be largely bank based. Bank resolution frameworks have been strengthened in a
number of countries, but the actual implementation continues to lag behind. Thus, financial
systems still face significant vulnerabilities associated with a high degree of dollarization,
balance sheet mismatches, nonperforming loans, unregulated offshore activities, related
lending, and supervisory weaknesses and forbearance.

47. Over the past few years, regional financial sector integration has been
accelerating, and cross-border activities have increased. Some financial institutions that
initially focused on the home market have expanded throughout the region. Assets of these
regionally operating banks amounted to more than 15 percent of GDP in 2003. Financial
sector integration and consolidation will help the region to take advantage of economies of
scale and promote competition and efficiency. At the same time, financial sector integration
increases the risk of spillovers leading to contagion in the case of a banking crisis, and the
regionalization of financial services reflects, in part, regulatory arbitrage. Increased policy
attention to the regional aspects of financial sector activities is therefore a priority. Since
consolidation of regional financial operations is only partial and most cross-border financial
intermediation takes place on an unconsolidated basis, it is paramount that the region moves
forward with consolidated supervision at both the domestic and regional levels.
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VII. REGIONAL ISSUES IN MACROECONOMIC STATISTICS'

This chapter provides an overview of issues in macroeconomic statistics in the region and calls for
improvements and greater convergence of statistical systems. Its key conclusions are:

. The region has a fairly solid base of economic statistics, with most countries either already
subscribing or preparing to subscribe to the IMF’s SDDS or GDDS.
° Nonetheless, some statistical deficiencies remain: Monetary statistics are reliable, but uneven

coverage is an issue; outdated methodologies or base years impair the quality of national income
accounts in some countries; and the lack of sufficient source data undermines the accuracy of
balance of payments data in others.

. Greater convergence of and improvements to statistical systems would support better economic
analysis and policy design, as well as deepen regional integration and policy coordination.

A. Introduction

1. Central America has made significant efforts in recent years to improve data
quality and provision, with a view to ensuring sound economic policymaking and
fostering investors’ confidence.” The countries that are already issuers of sovereign bonds
in international capital markets are well aware of the need to provide timely and adequate
statistical information to market participants.” Thus, Panama and Costa Rica are at the
forefront of data compilation and use of cutting-edge methodologies, followed by El
Salvador.

2. El Salvador subscribed to the Special Data Dissemination Standard (SDDS)4 in
1998 and Costa Rica in 2001, while Panama began participating in the General Data
Dissemination System (GDDS) in 2000,” and Guatemala in 2004; Honduras and

! Prepared by Lorraine Ocampos.

? While geographically, the Dominican Republic is not part of Central America, it has joined a
number of regional initiatives including the Central American Free Trade Agreement (CAFTA-DR).
Statistical issues for the Dominican Republic are summarized in Box 7.2 and noted as memorandum
items in tables.

3 Panama, Costa Rica, El Salvador, Guatemala, and the Dominican Republic have issued sovereign
bonds in international capital markets. While Honduras and Nicaragua have not issued sovereign
bonds, a number of private residents of these countries have issued securities internationally.

* The SDDS was established in 1996 to guide countries that have, or that might seek, access to
international capital markets in the dissemination of data to the public. Subscribers must fully meet
the requirements of the SDDS at the time of subscription.

> The GDDS was established in 1997 to guide countries in providing the public with comprehensive,
timely, accessible, and reliable data. The GDDS, which provides recommendations on good practice
in compilation and dissemination, is less demanding than the SDDS, requiring progress in statistical
improvement over the medium term.
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Nicaragua are adapting their statistical frameworks to international standards, including
through preparations to participate in the GDDS and regional initiatives to facilitate cross-
country comparisons and data exchange. Nicaragua and Honduras have also made some
progress in improving the quality statistics, especially with respect to the national accounts
and the monetary statistics. The drive for more harmonized statistics is particularly motivated
by the trend toward increased economic integration and policy coordination in the region.

3. Despite the progress, 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. A key advantage throughout the region is that the fiscal statistics generally cover
the entire nonfinancial public sector, although precise identification of the overall balance by
level of government is problematic in some countries.

4. The quality of legal frameworks for compiling and disseminating statistics
varies. In Honduras, a new law that came into effect in 2000 contains comprehensive
provisions that strongly support the compilation of statistics, whereas in El Salvador the
national statistical law is outdated and suffers from significant gaps. The legal framework in
Costa Rica does not grant compilers legal power to collect data from the nonfinancial private
sector and to impose sanctions for noncompliance. Such limits hamper, for example, the
collection and analysis of balance of payments data, especially on capital flows. Penalties for
noncompliance are adequate only in a few countries such as Honduras where the real value
of penalties is protected by indexation to the minimum wage. However, compilers seldom
invoke laws and resort to penalties when requesting data, preferring to rely on suasion, with
different degrees of success. Therefore, an improvement in macroeconomic statistics requires
both a more rigorous application of existing laws and—in most countries—changes in legal
frameworks.

S. In most countries in the region there is scope to improve coordination among
statistical agencies and for a targeted increase in resources to improve statistical output.
In particular, greater coordination among the central bank, the finance ministry, and the
national statistical agency would help governments better assign responsibilities for datasets,
strengthen the collection of basic data, and improve the timeliness of certain data, including
on the general government. There are significant disparities in resources available to support
statistical production. Central banks are generally better endowed than national statistical
agencies and finance ministries.

6. Given the importance of statistical data for policy analysis, planning, and
implementation, these sections discuss key statistical issues in the region. Section B
assesses the quality and timeliness of data, while section C looks at issues related to the
harmonization of the statistical frameworks. Section D reviews technical assistance that has
been provided to the region and Section F concludes the analysis.
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Box 7.1. Main Data Issues in Central America

National Accounts: Qutdated methodologies and an obsolete base year affect the quality of the national
accounts in Guatemala, Honduras, and El Salvador. Concepts and definitions in El Salvador follow the /968
System of National Accounts (SNA) with 1990 as base year, and in Honduras and Guatemala compilation is
conducted under the /953 SNA with 1978 and 1958 as base years, respectively. All countries still face problems
with limited source data, although efforts are underway to broaden coverage. For instance, Panama is
completing a revision of its national accounts, adopting the /993 SNA and changing the base year from 1982 to
1996. Coverage has been extended to activities that did not exist in 1982, and the accounts now include resident
banks and enterprises operating in the Colon Free Zone (ZLC). In the same vein, Nicaragua recently conducted
a census of enterprises in urban areas and surveys of small enterprises and the informal sector, in the context of
the implementation of the /1993 SNA (see Table 7.1).

Prices: In general, the consumer price index (CPI) is based on internationally accepted practices and
standards. Moreover, most countries have updated weights according to recent household expenditure surveys.
In addition, Panama, Costa Rica, El Salvador, and Honduras produce a producer price index (PPI), and, except
for Honduras, they publish related data. Coverage of the PPI is, however, limited in most cases to the
manufacturing sector and excludes key sectors such as maquila, mining, and electricity.

Government Finance Statistics (GFS): To facilitate financial programming, countries compile fiscal data on
a cash basis following the Manual on Government Finance Statistics 1986 (GFSM 1986). Some countries in
the region report GFS (on a cash basis) in the format of the Government Finance Statistics Manual 2001 (GFSM
2001) for publication in the Government Finance Statistics Yearbook (GFSY). Panama, Costa Rica, and El
Salvador are planning to review their accounting systems to incorporate the analytical framework of the GFSM
2001, which includes recording transactions on an accrual basis. Main shortcomings in most countries relate to
coverage (exclusion of certain extrabudgetary operations and social security funds), classification, basis of
recording (a mixed basis of cash and accrual), and discrepancies between the overall balance and financing data.

Monetary Statistics: Monetary statistics are reliable, but uneven coverage is an issue. Panama, Costa Rica,
and El Salvador follow to a large extent the Monetary and Financial Statistics Manual (MFSM), while its
adoption lags behind in Guatemala, Honduras, and Nicaragua. However, the latter countries are working with
the Fund to improve their databases. In general, the main shortcomings are lack of information on offshore
operations of bank conglomerates and investment funds (particularly important in Costa Rica), and difficulties
in obtaining detailed sectorized deposit and credit data from banks. The latter hampers the reliability of the
estimates of the public sector financing by levels of government. Costa Rica publishes a monetary survey
comprising the monetary authorities and other depository corporations, as well as data on other financial
corporations (such as cooperative development bank and mortgage banks). Monetary statistics in El Salvador
also include data on nonmonetary financial corporations, whereas an expansion of coverage is needed in
Panama to ensure inclusion of data on other nonbank institutions such as cooperatives.

Balance of Payments: Lack of sufficient source data hinders the reliability of the balance of payments in
some countries. Panama, Costa Rica and El Salvador compile the balance of payments in conformity with the
methodology recommended in the fifth edition of the Balance of Payments Manual (BPM5), which is more
demanding regarding the need for reliable source data. In contrast, compilation in Honduras and Nicaragua is
still based on the BPM4, although a move toward adoption of BPMY is underway, while Guatemala is in the
transition between BPM4 and BPM35 as significant BPM5 recommendations have been adopted, in particular for
the current account. Panama and Costa Rica compile and disseminate quarterly balance of payments and annual
International Investment Position (IIP) statistics, whereas El Salvador disseminates annual and quarterly
balance of payments and IIP data. In spite of substantial progress in coverage and timeliness of balance of
payments data by these countries, certain deficiencies remain, due to the lack of reliable source data on services
and financial account transactions. Sizable data revisions may suggest that there is room for improvement in
quality control, even though this may also reflect improvements in coverage such as in Panama.
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B. Data Suitability for Analytical Purposes

7. Despite these shortcomings, the quality of statistical data is broadly adequate for
analytical purposes, particularly in the case of Panama and Costa Rica. Data are
somewhat less suitable in Guatemala and Honduras, while they have improved considerably
in Nicaragua. Until recently, El Salvador enjoyed a reputation for having a good statistical
system in relation to regional practices. However, since dollarization in 2001, the ensuing
streamlining of the functions of the central bank—the main provider of economic statistics—
and an erosion of financial and human resources deployed to statistics have had some adverse
effects, including the discontinuation of several key surveys. This has affected, in particular,
the national accounts and the balance of payments (see Table 7.2).

8. Monetary statistics are the most reliable and suitable for analysis and financial
programming, although coverage and sectorization gaps continue to be a matter of
concern. Closing these gaps would require substantial effort, as covering offshore operations
and the needed modifications to the chart of accounts for financial institutions in some
countries would entail resource costs and require further technical assistance.’

0. Shortcomings in the national accounts (SNA) and the balance of payments
complicate the analysis of sources of economic growth, national savings, output gap,
and external sustainability. The national accounts are considered more reliable in Panama
and Costa Rica. In Nicaragua, recent implementation of the /993 SNA has updated the base
year and introduced numerous surveys to broaden coverage, thus increasing data reliability.
While the BOP is considered more reliable than the national accounts, large and volatile
errors and omissions introduce uncertainty to estimates and projections, particularly in
Guatemala and Nicaragua.

10. Fiscal statistics are considered acceptable for analysis in most countries.
However, the coverage of public enterprises is incomplete and data are untimely in some
countries, particularly in Nicaragua. As noted above, there are discrepancies between the
overall balance and financing data, particularly in El Salvador and Nicaragua; at times the
gap amounted to about 2 percent of GDP.

11. Cross-sectoral consistency is a major issue in the region. This affects especially
the national accounts, balance of payments, and government finance statistics. For example,
in Costa Rica, data on the operations of large nonfinancial enterprises have been affected by
unreliable estimates of changes in inventories and imports. In Guatemala, operations of the
magquila enterprises are included in the balance of payments and excluded from the national
accounts (although operations are reflected on a net basis). In Nicaragua, the new series of
national accounts include better estimates of capital and current expenditures than in the
government finance statistics, for which overestimation of capital expenditures is a concern.
Good progress to improve inter-sectoral consistency is being made in Panama, where

% On offshore financial transactions, see also Chapter 6.
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reconciliation of data on capital flows between banking sector and BOP statistics is being
conducted following a compilation method introduced by the Superintendency of Banks in
2002.

12. Analysts strongly support the implementation of up-to-date methodologies, but
are concerned about possible breaks in the series. They consider that the implementation
of more advanced methodologies improves data classification and sectorization, thereby
facilitating use of data for analytical purposes. They caution, however, that breaks in the
series could complicate inter-temporal analysis.

C. Moving Toward a Harmonized Statistical Framework

13. Deepening economic integration of the region should be supported by
compilation of consolidated macroeconomic statistics for the region. Coordination of
macroeconomic policies would, at the outset, require the exchange of statistical information
among members so as to compare data sources and methodologies for classification and
sectorization. Given the lack of an integrated statistical database for the Central American
countries, there is a need to develop a coordinated, consolidated, and harmonized statistical
system.

14. Some efforts in this direction have been undertaken by the Central American
Monetary Council (CAMC), which has created working groups to deal with statistical
issues. These groups are preparing working papers on estimating the co-circulation of
domestic and foreign currency and analyzing operations of offshore banks. A working group
on the national accounts is tasked with researching the determinants of economic growth in
the region, and another group is working on a common definition of money in Central
America.’ Also, the CAMC is working on a project to disseminate debt data of the central
governments and central banks.

15. Some progress in harmonizing monetary statistics has been fostered by the
policy needs of regional central banks. Monetary and financial policy issues common to
the countries in the region are being discussed in the context of the CACM, with a focus on
avoiding unexpected capital movements across the region. Accordingly, data sources, level
of coverage, and data classification and sectorization have been assessed across countries to
determine the degree of comparability. This project has been implemented with support from
the Statistics Department (STA) in the framework of the GDDS initiative.

” For information on research papers and working groups, please consult:
http://www.cmca.or.cr/SeminarioSGDD_DOCS.htm
http://www.secmca.org/documentos.asp?mnu=1 1
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16. The Partnership in Statistics for Development in the 21* Century (PARIS21) has
also been promoting regional integration of Central American statistics.® Workshops to
strengthen the Statistical Capacity for Central American Countries organized by the
Secretariat of PARIS21 took place in El Salvador (May 2003) and Panama (April 2004). The
principal recommendations arising from these meetings include creation of a regional
authority for statistical coordination and standardizing regional definitions and
methodologies.

17. Methodological convergence is needed for a consolidated and a harmonized
statistical system across the region. Region-wide implementation of the /993 SNA would
help in the preparation of consolidated accounts for Central America. This and further
improvements to the national accounts would require better source data through a
strengthening of the statistical institutions, the establishment and maintenance of statistical
registers, and the regular conduct of economic surveys and censuses. Similarly, in the area of
fiscal statistics, countries would be well advised to update the GFS, budget, and accounting
systems based on the GFSM 2001. Some countries should also improve fiscal data coverage,
in particular by including extrabudgetary units, social security funds, and local governments.
Guatemala, Honduras, and Nicaragua need to make further progress in the adoption of the
MFSM and in compiling the BOP in conformity with the methodology recommended in
BPM5.

D. Technical Assistance to the Region

18. Since the inception of the data standards initiatives (SDDS, GDDS, and data
ROSC:s), the Fund has fielded 71 missions to Central America to assist in the
improvement of the macroeconomic statistics. Costa Rica, Panama, and Honduras
received the most (15, 12, and 12 missions respectively), followed by El Salvador (10),
Guatemala (10), and Nicaragua (9) (Table 7.3). Most missions were related to monetary
statistics, followed by BOP and national accounts.

19. Data ROSC missions have visited Costa Rica, El Salvador, Honduras,
Guatemala, and Nicaragua.’ In addition, several missions and seminars are taking place
in 2004 to assist Guatemala, Honduras, Nicaragua and the Dominican Republic in

¥ The Paris 21 was launched at a meeting of statisticians and policymakers held in Paris in
November 1999. The meeting was an initiative of the UN, OECD, IMF, World Bank and the
European Commission in response to a UN Economic and Social Council resolution. This global
consortium aims at helping to promote a culture of evidence-based policymaking and monitoring,
especially in poor countries. The initial focus is on helping countries to prepare national Poverty
Reduction Strategy Papers (PRSPs).

? Starting in 2001, the data module of Reports on the Observance of Standards and Codes (data
ROSCs) include an assessment of data quality based on the Fund’s Data Quality Assessment
Framework (DQAF).
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Box 7.2. Dominican Republic
Main data issues and their suitability for analytical purposes

The Dominican Republic has made some progress in improving the quality of its macroeconomic
statistical framework and, along with Guatemala, Honduras and Nicaragua, is in the process of
participating in the GDDS initiative. Nonetheless, several shortcomings remain that hamper its use for
analytical purposes.

A revision of the national accounts is being undertaken in line with 7993 SNA and an updated base year
(1991). The quarterly series have, however, outdated conceptual and methodological frameworks that
make them unreliable for analysis. Price statistics have new consumer price indices based on updated
and more accurate consumption baskets with weights based on the 1997-98 national household survey.

e Government finance statistics are collected from various institutions but the lack of inter-
institutional coordination creates serious problems for matching data above-the-line on expenditures and
revenues to below-the-line financing from foreign and domestic sources. This gap represented in some
years is around 5 percent of GDP. Moreover, data on the operations of public enterprises are often partial
and available with excessive delays.

e Along with price statistics monetary statistics is one of the most reliable data sets. They broadly
follow the MFSM, although deficiencies in the data collection system, being addressed through the set
up of a new data base with automated data processing, will not be solved until the end of 2004.

e Balance of payments statistics, despite being compiled in conformity with methodological
standards of BPMJ5, have serious data sources constraints related mainly to coverage of imports, capital
transfers, income and financial account that generate large errors and omissions.

o The debt data set has coverage and classification problems that have led to sizable
underestimations of stocks (see Tables 7.1 and 7.2).

STA technical assistance

Since the inception of the data initiatives (1996), the Dominican Republic has received 16 STA technical
assistance missions, which, compared with the Central American countries, place it as one (along with
Costa Rica) of the major beneficiary of STA TA missions (vis-a-vis an average of 10 missions per
Central American country during the same period). The bulk of the missions were in balance of
payments and national accounts statistics. As a result, the compilation of balance of payments follows
BPM5 and national account statistics have been revised. No mission has been fielded so far for
government finance statistics. One multisector mission took place in 2002 and a data ROSC mission was
requested by the authorities after a recent monetary and financial statistics mission, which also included
a follow-up in other statistical areas (see Table 7.3).
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preparations for participating in the GDDS. These missions and seminars explain the
modalities and benefits of using the GDDS as a framework to improve their national
statistical systems. Data ROSC missions have prepared detailed assessments of statistical
practices based on international standards. GDDS missions have assisted in: (i) documenting
compilation methods and sources (metadata), (ii) identifying deficiencies in the compilation
and dissemination process, (iii) documenting the plans for improvement over the short and
medium term, and (iv) identifying technical assistance needs in the short and medium term.
Metadata for the external and monetary sectors have already been finalized, whereas those
for the real and fiscal sectors are being drafted.

20. Technical assistance has helped strengthen statistical systems in the region. A
good example is Nicaragua, which has made considerable progress in updating the statistical
methodologies. Nicaragua has improved significantly its monetary statistics (in particular
central bank aggregates), publishes national accounts data that are compatible with the 7993
SNA, and presents fiscal data to the Fund in the format of the GFSM 2001.

21. Technical assistance could play a role in support of regional integration. To this
end, technical assistance will need to attach priority to strengthening methodological
convergence and to making statistics comparable across countries. The Fund could provide
technical assistance to regional institutions for creating coordinated and harmonized
statistical systems. Given the high level of trade integration in the region, future technical
assistances should also focus in harmonizing balance of payment statistics.

E. Conclusions

22. Deepening economic integration and increased macroeconomic policy
coordination should be mirrored in a strengthening and methodological convergence of
statistical systems in Central America. In the medium term, this could be supplemented
through the development of an integrated statistical database for the region. Convergence of
statistics should take place at the most advanced level, guided by those countries that already
have access to international capital markets and that subscribe to the SDDS.

23. Overall, Central America has a good record of providing data to the Fund and
has made progress in improving statistical frameworks. Among the Central American
countries, Panama and Costa Rica are at the forefront of data compilation and use of cutting-
edge methodologies. El Salvador and Costa Rica subscribe to the Special Data Dissemination
Standard (SDDS) and Panama subscribes to the General Data Dissemination Standard
(GDDS). The other countries are preparing to participate in the GDDS. Statistical
deficiencies remain, however, with uneven data quality across sectors and countries,
including the use of outdated methodologies.
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VIII. THE POLITICAL ECONOMY OF IMPLEMENTING PRO-GROWTH AND
ANTI-POVERTY POLICY STRATEGIES IN CENTRAL AMERICA'

This chapter reviews the political economy aspects of reforms in Central America. It highlights the
progress made over the past decade in building stable democracies, implementing economic and social
reforms, and entrenching a shared vision of overall goals of economic growth, stability, and reducing
poverty. At the same time, it notes weaknesses in the political process and social fabric that complicate
sustained sound economic policymaking. Its key conclusions are:

. While democracy has taken root in the region, policymaking remains hampered by highly
fragmented/polarized political landscapes, minority governments, and vested interest groups
which yield disproportionate power.

. There is growing grassroots support for the basic principles of macro-discipline, low inflation and
market-based policies. However, poverty remains widespread and an important constraint to
policymaking.

. Strengthening institutions and governance further are critical to sustaining ambitious economic
reform programs and maintaining domestic consensus on reforms.

. The Fund can be helpful in mobilizing domestic support for good policies, through a greater

outreach and strategic communication effort.

A. Introduction

1. As described in the previous chapters of this paper, Central America has made
significant political, economic, and social progress since the start of the 1990s, but
considerable challenges remain. Although the region has made important progress with
economic reforms, there have also been major setbacks, and policy implementation has been
fitful in some countries. Why is it that governments across the region have often found it
difficult to implement their policy agendas, focused as they are on the goals of rapid growth,
macroeconomic stability, and poverty reduction—goals that appear to be widely supported in
the society? This chapter looks at the complex political, institutional, and social landscape in
these countries. It highlights the main obstacles in the political process as governments try to
integrate the interests of diverse groups into policies that are more firmly based on a broad
national consensus. It also makes some recommendations for the work of the IMF, how it can
fulfill its role of supporting institutional strengthening to underpin sound economic policies,
and how it can incorporate lessons from the political economy of the region into its program
work.

2. The chapter is organized as follows: Section B describes the main economic, social,
and political forces in the region. Section C summarizes the main elements of recent reforms
and reviews the main sources of domestic support or opposition to reforms in the fiscal,
monetary, financial, and trade areas. Then Section D looks at possible ways to generate

! Prepared by Luis Breuer and Arturo Cruz (professor at Instituto Centroamericano Administracion de
Empresas (INCAE) where he teaches political analysis).
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consensus in favor of building institutions that support growth and poverty reduction. The
final section discusses the implications for the IMF’s work in the region.

B. The Setting

3. Viewed against the experience of the 1980s, Central America—which, in this
chapter, refers to Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua—has
achieved much during the past one and a half decades. During the 1980s, much of the
region was caught in protracted civil conflicts or subject to autocratic rule. The conflicts,
coupled with frequent economic shocks and often inappropriate economic policies, caused
profound economic dislocation and a sharp rise in poverty. After the civil wars ended, during
the 1990s democracy took hold throughout the region and orderly political successions were
achieved. At the same time, macroeconomic policies were strengthened and structural
reforms gained momentum, leading to a recovery of output, lower inflation, and stronger
external positions. Rising nontraditional exports helped diversify the region’s economic base.

4, However, since the end of the 1990s, the recovery has slowed. Adverse shocks
(hurricanes, earthquakes, worsening terms of trade, and the global slowdown) compounded
domestic problems as some countries found it difficult to sustain the reform effort, fiscal
positions deteriorated, and some banking systems came under stress. As a result, growth
slowed in much of the region (see Chapter 1).

5. In 2003—-04 growth rebounded, spurred by the global recovery, and most
countries launched a new effort at fiscal consolidation and structural reforms. These
reforms, if sustained, will provide a good basis for continued growth, supported also by the
free trade agreement with the United States (CAFTA-DR). Nevertheless, the region remains
vulnerable to shocks and policy reversals, and it faces increased competition in the global
market for textiles and clothing since trading quotas were lifted at the beginning of 2005. To
remain competitive and prosper as the region further integrates into the global economy,
Central America will need to deal with the political fragmentation and vested interests that at
times have stood in the way of a domestic consensus on key structural reforms.

6. Despite a notable improvement during the 1990s, social conditions continue to
lag (except in Costa Rica). Poverty has fallen in relative terms (percentage of population)
while it has increased in absolute terms (number of poor) (PNUD 2003), and about half of
the region’s population continues to live in poverty (Table 8.1). Poverty tends to be
concentrated in rural areas where access to basic public services (including health and
education) is inadequate in most countries, and is often linked to underemployment or low-
wage employment in the informal sector. Poverty and a lack of economic opportunities have
fueled emigration, and in some countries worker remittances have become a major source of
foreign exchange. Literacy rates and health indicators have been improving, albeit from low
levels. In some countries urban crime and violence are endemic; although delinquency has
been reduced recently in some countries (such as El Salvador and Honduras), it remains a
serious concern, and is often related to drug trafficking, which has become a significant
problem.



-192 -

Table 8.1. Central America: Comparative Social Indicators

Average for Latin

Costa El America and
Rica  Salvador Guatemala Honduras Nicaragua and the Caribbean

Rank in UNDP Human Development Index

(out of 177 countries) 45 103 121 115 118 79
GDP per capita PPP, U.S. dollars (2002) 8,840 4,890 4,080 2,600 2,470 7,223
People not expected to survive to age 40

(in percent of population) (2000-05) 3.7 9.9 14.1 13.8 10.3 9.7
Life expectancy at birth (years) (2002) 78.0 70.6 65.7 68.8 69.4 70.5
Infant mortality (per 1,000 live births) (2002) 9 33 36 32 32 27
Population without access to safe water (2000) 5 23 8 12 23 14
Per capita health exp. in PPP, U.S. dollars (2001) 562 376 199 153 158 n.a
Physicians per 100,000 people (1990-2003) 160 126 109 87 62 n.a
Adult illiteracy (2002) 42 20.3 30.1 20 233 11.4
Primary school net enrollment (2001/02)

(percent of relevant age of the population) 1/ 91 89 85 87 82 94
Secondary school net enrollment (2001/02)

(percent of relevant age of the population) 1/ 51 46 28 36 37 61
Share of income or consumption (in percent) 2/

Poorest 10 percent 1.4 0.9 0.9 0.9 1.2 n.a.

Richest 10 percent 34.8 40.6 48.3 422 45 n.a.
Gini index (Human Development Report, 2004) 3/ 46.5 53.2 48.3 55.0 55.1
Percentage of population below the

poverty line 3/ 18.5 37.2 56.0 63.9 47.9 44.7

Sources: UNDP Human Development 2001, 2002, 2003, and 2004.

1/ Data of net enrollment ratios are based on the new International Standard Classification of Education, adopted in
1997 (UNESCO 1997), and may not be strictly comparable with those of earlier years. Data for some countries may
refer to national or UNESCO Institute for Statistics estimates. For details, see http://www.uis.unesco.org. Because data
are from different sources, comparisons across countries should be made with caution.

2/ Survey based on income.

3/ Data refer to the most recent year available during the period specified. The average is for Central America.
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7. With the advent of peace and democracy, social expectations have risen.
Urbanization has increased the demand for public services, and increased political openness
has allowed for greater dissent, social criticism, and open expression of social demands. The
increased availability of information about higher living standards outside the region, tend to
raise expectations. At the same time, many institutions remain hobbled by political
polarization fueled by a simmering distributional conflict that tends to permeate the political
discourse. The associated social tensions have tended to stymie the political process and set
back efforts to move economic reforms forward and to fulfill the rising expectations.

8. Governance problems continue to exacerbate the weakness of institutions in
much of the region, despite notable progress over the past decade (Table 8.2).
Corruption, lack of transparency, and questions about legal protection have tended to
undermine the business climate and discourage foreign investment.” Corruption also tends to
affect the poor and disadvantaged disproportionately and frustrate their efforts at economic
and social progress. Most countries also face a need to strengthen institutions and build
confidence in judicial processes. Court decisions have at times complicated the pursuit of
consistent economic policies—for example, by creating an unpredictable tax environment
(Guatemala) and by delaying banking reforms. Governments across the region have
recognized this challenge and made better governance one element of their economic and
social reform strategies.

9. The unequal distribution of income and power in most of the region constrains
social capital’ and generates pressures for redistribution. Inequality weakens social
cohesion and most countries have yet to build the social cohesion needed to reduce political
polarization. Distrust has made consensus more difficult to achieve, especially on policies
and reforms that have distributional implications, and there is uncertainty about which groups
receive their benefits. Sustained unfulfilled demands for redistribution—and at times
unrealistic—strain the political process, and undermine the economic policymaking process.

? In the 2004 corruption perception index, produced by Transparency International (2004) on the basis
of surveys, Costa Rica and El Salvador have the lowest perception of corruption among Central
American countries (see www.transparency.org).

* Social capital refers to the institutions, relationships, and norms that shape the quality and quantity
of a society’s social interactions. According to the World Bank, there is increasing evidence that
social cohesion is critical for societies to prosper economically and for development to be sustainable
(www.worldbank.org/socialcapital).
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Table 8.2. Central America: Comparative Governance Indicators 1/

Voice and Political Government  Regulatory Rule of Law  Control of
Accountability Stability ~ Effectiveness Quality Law Corrumption
Costa Rica
2004 84.0 83.0 68.3 71.4 65.7 77.3
2002 84.8 86.5 66.5 72.7 72.2 79.4
1997/98 87.8 81.2 73.5 90.9 71.5 76.6
El Salvador
2004 53.4 39.8 47.6 68.5 42.5 43.8
2002 51.5 56.8 35.6 56.2 39.7 36.6
1997/98 49.4 48.1 44.5 99.4 29.7 41.6
Guatemala
2004 36.4 21.8 18.8 48.8 18.8 27.1
2002 35.4 324 32.0 52.1 21.6 30.9
1997/98 33.1 22.1 45.8 66.7 10.3 18.8
Honduras
2004 46.1 26.7 27.9 39.4 33.8 30.0
2002 46.0 38.4 27.3 41.8 23.7 273
1997/98 51.2 36.4 36.1 43.6 17.0 11.0
Nicaragua
2004 48.5 41.7 27.4 46.3 30.4 46.3
2002 52.0 47.6 17.5 39.7 32.0 39.7
1997/98 57.6 37.7 29.7 37.0 25.5 18.2
Average for Central America
2004 53.7 42.6 38.0 54.9 38.2 44.9
2002 53.9 52.3 35.8 52.5 37.8 42.8
1997/98 55.8 45.1 45.9 67.5 30.8 33.2
Average for Latin America
and the Caribbean
2004 60.5 58.3 55.6 57.6 54.3 57.4
2002 61.2 51.2 53.3 58.4 53.2 54.9
1997/98 59.1 45.0 48.3 66.4 43.9 46.7

Source: Kaufman, Kraay, Mastruzzi (2004), http://info.worldbank.org/governance/kkz2004/.

1/ Percentile rank with a higher number denoting better governance.
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C. Political Support for Pro-Growth and Anti-Poverty Strategies

10. Recent research on Central America has highlighted the key elements of a
comprehensive policy strategy that would help boost growth and reduce poverty (see
Box 8.1).* The following are key elements of the strategy:

o Securing macroeconomic stability and reducing economic vulnerabilities. Large
macroeconomic imbalances have had adverse effects on growth and poverty
reduction in some countries.

. Improving the investment climate. Strengthening the rule of law (including contract
enforcement) and the property rights regime, and improving governance have been
cited as key to achieving this.

o Expanding public investment, including investment in physical and social
infrastructure (education and health).

o Improving social programs to expand coverage of educational and health services to
the poor.

J Broadening access to credit.

o Using trade integration as an engine of growth and catalyst for institutional reform, in

particular the regional integration and implementation of CAFTA-DR.

o Improving emergency preparedness, particularly by adopting measures to mitigate the
costs of natural disasters.

1. There is a broad consensus in the region on the strategic economic policy goals—
maintaining macroeconomic stability by reducing economic vulnerabilities, boosting
growth, and reducing poverty—and on the key elements of the strategy to reach those
goals. Recent elections in all countries have echoed these objectives as well as the broad
strategy for achieving them.

12. At the same time, the socio-political context in Central America creates
challenges for the implementation of sound economic policies. In some countries there is
distrust of the integrity of public institutions and politicians. Governments at times have a
bias toward policies with short-term impact (consumption over investment) because of short
election cycles and rules that do not allow for the possibility of (consecutive in most cases)
re-election of presidents. Powerful interest groups put pressures on governments and
legislatures, thus constraining policy reforms, while divided or fragmented legislatures
hamper efficient policymaking. Adversarial relationships between executive and legislative

* See for instance Agosin (2004), Loayza (2002), and World Bank (2003, 2004).
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Box 8.1. Institutional Aspects of Strategies to Boost Growth and Reduce Poverty

A successful growth and anti-poverty agenda should incorporate the following core elements:

1. Ensuring macroeconomic stability. The following are key reforms:

. Promote financial sector stability by strengthening regulation and supervision of the banking
system, and improving bank resolution procedures and the payment system.

. Ensure fiscal discipline and sustainability through fiscal rules, including passing fiscal
responsibility laws, eliminating tax incentives and exemptions, reducing earmarking of revenues,
strengthening public debt management, integrating budgets with medium-term plans, and
improving the quality of the public investment.

. Ensure low inflation by directing central bank activity to control inflation.

. Improve the wage-setting mechanisms by ensuring that wage increases are linked to productivity
increases, including by strengthening dialogue.

2. Improving the functioning of markets. The following reforms are needed to enhance productivity:

o Streamline the investment approval process, simplify entry and exit procedures, and reduce the
reliance on taxes and other concessions to attract investments.
o Establish strong regulatory mechanisms for utility companies and other monopolies.

o Further liberalize trade to facilitate greater integration with the region and the world.

o Further integrate regional financial markets by harmonizing prudential regulations and
coordinating the supervision of cross-border banking.

o Improve accounting and business reporting standards for greater market discipline.

e  Reduce the transaction cost in transferring property, especially collateral.

3. Redefining the role of the public sector. To strengthen fiscal performance, the following key
measures should be pursued:

o Strengthen the management of public expenditures by eliminating nonproductive expenditures
and shifting resources to investment and anti-poverty programs.
e Divest public services that are unconnected to core functions of the public sector.
o Improve accountability and financial management of public enterprises.
e Enhance public sector transparency in reporting to the general public.
4. Strengthening disaster mitigation and management. Domestic agencies must strengthen capacity

and preparedness. Regional coordination will improve with mechanisms for cooperating and exchanging
information, especially during multi-country events that require coordinated responses.
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branches often undermine the kind of constructive dialogue needed to build consensus on key
issues, and widespread earmarking of public resources often reflects a relationship that is not
only adversarial but also distrustful. Finally, in some countries the judicial branch has tended
to rule on matters with serious economic impact (such as court decisions on tax policy in
Guatemala or bank resolution in Nicaragua).

Fiscal policy

13.  Weaknesses in the public finances remain a common source of vulnerability in
the region. Despite progress in several countries in reducing fiscal deficits over the past few
years, public debt remains high in all countries (except Guatemala), tax systems are narrowly
based, and tax compliance is poor. Public expenditures are subject to capture by interest
groups, including through widespread earmarking, thereby constraining the availability of
resources for growth and anti-poverty programs.

14. Although significant progress has been made on fiscal policymaking in recent
years, much remains to be done to achieve fiscal sustainability, strengthen the tax
effort, and improve the quality of spending. Improvements in revenues depend on
addressing tax compliance and strengthening tax administrations, broadening the tax base,
reducing tax incentives and widespread exemptions, and, in some cases, on implementing
selective increases in tax rates. The quality of spending can be improved by enhancing
transparency, reducing earmarking, and better focusing subsidies, while also reforming the
civil service, pension systems, and public enterprises. Progress on these issues is being made,
including in the following cases:

o El Salvador, Honduras, and Nicaragua have recently implemented tax reforms, and
tax initiatives have been under way in Costa Rica and Guatemala for some time.

. Virtually all countries are implementing programs to strengthen public expenditure
management. Programs focus on enhancing the information systems and making
them more transparent and on modernizing the budget process.

15. Nonetheless, important challenges remain in strengthening public finances:

o Business groups have resisted higher taxation in many countries, partly because of
their distrust of public institutions and the belief that public spending is inefficient
and captured by interest groups, and therefore not supportive of growth or social
objectives.’ To address this situation, governments are devoting greater efforts to
building domestic consensus for tax reform.

> Some events feed into the belief that the public sector is a poor custodian of the nation’s resources.

For example, unions representing public sector employees in Honduras (for example, teachers and

health workers) have succeeded in raising the government wage bill by about 5 percent of GDP over a
(continued)
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o Interest groups have succeeded in capturing segments of the national budgets (for
example, public universities in Honduras and Nicaragua, and teachers in Honduras
and Guatemala) through the earmarking of spending that is sometimes provided for in
the constitution.

Financial sector reforms

16. After a period of financial stress, the region has made important progress in
reforming the financial sector (see Chapter 6). With the exception of El Salvador, all
countries have experienced banking crises (Nicaragua) or episodes of banking stress (Costa
Rica, Guatemala, and Honduras) in recent years. This has led to considerable efforts to
upgrade prudential norms and improve banking supervision. All countries are moving toward
a risk-based supervision framework, and most have concluded agreements to exchange
information among supervisory authorities. Legal and bank resolution frameworks for the
financial sector are being upgraded throughout the region. Recent moves toward financial
integration and competition in the financial sector has heightened the awareness of the need
for harmonizing financial norms in the region to prevent regulatory arbitrage and other
distortions that affect competitiveness.

17. Despite the progress achieved, further efforts are needed. Banking systems remain
fragile and a source of vulnerability.” Addressing this fragility will require actions on various
fronts, including further strengthening of loan classification, prudential standards, bank
resolution frameworks, and upgrading of supervisory capabilities, particularly consolidated
supervision in both domestic and cross-border operations of related financial firms (Box 8.2).
Widespread informal dollarization presents particular challenges that require a
comprehensive policy strategy to restore the attractiveness of local-currency assets.”

recent five-year period, and major corruption scandals have surfaced in several countries in recent
years.

% These efforts (for example in Guatemala, Honduras, and Nicaragua) have linked higher taxes with
higher social spending, and have been combined with assertive anti-corruption campaigns.
Notwithstanding these efforts, tax reforms have so far made only modest progress in some countries
(Costa Rica and Guatemala), and in others the reforms have been limited because governments were
able to secure congressional support for only limited reforms and had to compromise on their initial
objective of significantly expanding the tax base (El Salvador, Honduras, and Nicaragua).

7 Banking fragility is reflected in high nonperforming loans, balance sheet mismatches, less well
supervised offshore and parallel banking activities, and limited supervisory capacity.

¥ The response to the challenges posed by informal dollarization encompasses strengthening macro
policies to boost confidence in the domestic currencies, modifying prudential rules to reflect the risks
of dollarization and minimize the risk of currency mismatches; and increasing cushions against
possible deposit outflows by raising international reserves and/or arranging for international credit
lines.
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Box 8.2. Consolidated Supervision of the Financial Sector

Regional financial conglomerates have emerged that successfully compete with international banks
(Chapter 6). The main factors behind this development include increased regional economic integration,
political risk in some countries, economies of scale, and the facilities offered by Panama (particularly
international licenses to conduct operations throughout the region).

Although financial integration is a positive development, it gives rise to the need for consolidated
supervision and harmonization of norms and regulations to avoid the emergence of regulatory
arbitrage and distortions of competitiveness. Financial integration would allow the assessment of the
soundness of the whole financial conglomerate as well as the systemic and contagion risks associated
with potential insolvency of a group. In the absence of consolidated supervision, intra-group transactions
that inflate capital could go undetected for long periods of time.

Introducing effective consolidated supervision will require a concerted regional effort, including
establishing minimum standards, strengthening the exchange of information among supervisors, and
harmonizing core prudential regulations (such as on related lending).

However, important challenges remain in introducing consolidated supervision:

. Banks are likely to resist this process because it would reduce their discretion in choosing
whether and where to consolidate their operations.

. Bankers are likely to oppose the consolidation in countries that are perceived as higher risk as a
result of lingering political polarization (for example, El Salvador and Nicaragua).

. Applying regional limits to related lending would also create tensions given the size and limited
diversification of the region’s economy.

° Regulators have tended to be reluctant to share information, in part because of limited legal
protection.

18.

A number of challenges remain to strengthen the financial sector:

At times, bank stockholders have been reluctant or unable to increase bank capital to
levels that allows for appropriate loan classification and provisioning, while

maintaining statutory capital adequacy ratios. Banks are an influential pressure group,

and in some cases they have succeeded in delaying the introduction of more rigorous
prudential norms and secured public funding for deposit insurance schemes (for
example, Guatemala and Honduras). Granting bank supervisors appropriate legal
protection is also an urgent priority.

Applying limits to related lending creates tensions in many countries. Banks are often

owned by a few large business groups that are also the banks’ clients (for example in
El Salvador, Guatemala, Honduras, and Nicaragua).
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. The presence of state banks (Costa Rica and Guatemala), which in the past have
enjoyed special privileges (such as offering dollar deposits or enjoying an implicit full
state guarantee of deposits) and may have engaged in political lending, may weaken
the authority of supervisory agencies.

Trade openness

19. The movement toward regional integration has gained momentum, most
recently with the signing of a free trade agreement with the United States (CAFTA-DR)
and with the efforts to complete a customs union in the region. Since the 1990s, the
Central American Common Market has seen substantive progress with the virtual elimination
of all intra-regional tariffs, and a common external tariff currently covers 95 percent of all
imports with an average rate of less than 5 percent. These international trade agreements can
be an important external anchor and catalyst for institutional change by breaking through
domestic impediments to reforms.

20. The main support for CAFTA-DR comes from the export sectors, whereas
opposition is centered on a coalition of political, civil society, and selective business
groups. Among other things, CAFTA-DR will make permanent the current trade preferences
extended to the region by the United States under the Caribbean Basin Initiative. CAFTA-DR
is therefore strongly supported by business groups representing the export processing zones
(magquilas) and commercial agriculture. Most of the opposition has come from: a coalition of
groups that are skeptical about forging closer ties with the United States on political grounds,
public sector unions, and civil society and interest groups concerned about the conditions
negotiated in the agreement and its impact on some sectors, including the traditional
agricultural sector. In addition, selected agro-industrial firms (for example, meat, dairy, and
poultry industries) have expressed concern about losing their protected positions under
CAFTA-DR.

21. To reduce the opposition to CAFTA-DR and garner support for the agreement,
selected groups are being afforded continued protection. Gradual tariff reductions and
quotas were used to cushion the impact on sensitive sectors. For example, poultry producers
will be protected through tariffs and quotas for a transition period of up to 20 years.
Similarly, corn (maize) has been excluded from the agreement with Nicaragua, and in
Honduras quotas have been established (beyond which a high tariff applies).

D. Generating Consensus on a Long-Term Reform Strategy

22. A broad national debate is generally needed to forge a consensus on policy
strategies. This consensus must be entrenched in a policy framework based on credible
and enduring rules. The fairly wide underlying agreement on long-term goals (growth,
stability and poverty reduction) provides a mandate and opportunity for governments to lay
down medium-term policy markers and objectives. The consensus needs to be reflected in
institutional arrangements and legislation as anchors to policymaking, which could include
fiscal pacts, fiscal responsibility laws, and procedural safeguards. To achieve this,
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policymakers need to better communicate the benefits of the pro-growth and anti-poverty
policies, including discussing the short-term costs versus the long-term benefits.

23. Key institutions that serve the long-term goals need to be strengthened. Countries
need to focus on building the kind of institutions and processes that deliver better policy
outcomes and help sustain them over time. The status quo sometimes delivers inferior
outcomes as key interst groups make ad hoc policy decisions that focus on short-term goals.
For policies to improve, they need to be framed in a wider context and constrained by rules-
based and accountable processes and institutions that push for long-term goals. Though
institutional reforms do not always lend themselves to “best practice” formulations because
of the diversity of specific country circumstances and conditions, recent research has
highlighted the importance of strong institutions for economic growth.” In particular,
institutional arrangements that are growth enhancing tend to share the following elements.

o Fiscal policies supportive of macroeconomic stability and focused on key spending
priorities (investment and social programs).'® Institutions must focus on countering
the classic threats to fiscal discipline, including the common-pool and intertemporal
problems,11 which, if left unchecked, could result in weak public sector balance
sheets, destabilizing deficits, and unsustainable debt.

o Monetary policy and institutions that give priority to achieving and sustaining price
stability. These have to overcome potential obstacles such as the lack of central bank
independence; fiscal dominance; and pursuit of multiple or even contradictory policy
objectives.

o Financial sector policies and institutions that contribute to sound and efficient
banking systems. These basically have to counter problems of asymmetric
information and moral hazard in banking, by providing adequate incentives to
banking system participants to act as if a government bail out would be an event both
very rare and costly for them.

o Trade policy and institutions that promote open trade regimes. Trade policy is the
classic arena for rent-seeking since protection can bring large benefits to individual
firms and industries, while the costs of protection are borne in the form of more

? See, for instance, Chapter 2 of Kalter (2004) and Chapter 3 of IMF (2003)

' For a concise review of the literature on the political economy of fiscal policy, including the
economic consequences of political institutions, see IMF (2005).

" Common-pool problems arise when particular groups lobby for pubic sector actions to their own
benefit without internalizing the associated costs (for example, subnational governments with
inadequate budget constraints). Intertemporal problems include inadequate incentives to be concerned
with future implications of policies, which are often attributed to situations of very frequent political
turnover.
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widely and thinly spread economic dislocations and inefficient allocation of
resources.

24. There is a need to strengthen the political process and governance. Often,
political responsibility is diluted in regimes where the executive and legislative branches are
controlled by different groups and do not function in a coordinated or effective way. Current
discussions on political change have centered on lengthening electoral cycles (such as by
allowing one consecutive reelection of the president), modifying the financing of elections,
strengthening technical capabilities of legislatures and political parties, and taking other
measures to improve cooperation between branches of government. '

25. External factors can help to promote and anchor policy reform and possibly
contribute to improving the political process. The requirements of CAFTA-DR, the World
Trade Organization, the IMF, and other international financial institutions, and the donor
community can help catalyze institutional reforms, lock in best practices, and bring greater
transparency to public policies. The latter might contribute to improving the political process
by making the system more accountable. Effective support of these policy strategies could
perhaps benefit from better focus of external assistance and associated conditionality on a
few core (institutional) issues in the reform agenda. Donor financing can help foster reforms,
while also helping to finance social safety nets to cushion any short-term adverse effect of
reforms.

E. Implications for the IMF

26. The IMF should remain engaged in Central America through its various
operational modalities. The focus of the IMF’s work in the region, and elsewhere, has
increasingly concentrated on crisis prevention and institutional strengthening to help entrench
macroeconomic stability and lay the conditions for economic growth. The IMF has
developed a framework of internationally agreed-upon standards and codes in the areas of
public finance, banking and statistics that serve as benchmarks for institution building.
Besides providing bilateral surveillance and program support—such as Poverty Reduction
and Growth Facility (PRGF) arrangements in Honduras and Nicaragua and two Stand-By
Arrangements in Guatemala in the past few years—the IMF has strengthened the regional
dimension of its work in Central America, including by increasing research on key policy
issues for the region, expanding technical assistance, engaging in outreach activities, and
organizing regional conferences and seminars.

27. The IMF should leverage these efforts to help promote a strong policy agenda,
primarily in the following ways:

'2 The constraints of presidentialist political systems in Latin America are described in Linz and
Valenzuela (1994), and Urcuyo (2003) reviews the challenges and proposed solutions to the Costa
Rican political system.
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Helping to promote national debate on pro-growth and anti-poverty agendas.
The IMF should encourage the authorities to strengthen their efforts to explain and
build support for appropriate policies. Open public debate, transparency, and better
communication of policy strategies would help raise public awareness of key policy
issues and the opportunity cost of reforms, thus promoting ownership. Resident
representative offices should play a key role in these efforts.

Intensify outreach with main actors in the political process. The IMF’s
engagement—focused and well timed—with congressional leaders, labor unions,
business leaders, civil society groups, media, donors, and the public at large can be
very helpful to crystallize policy options and catalyze well-informed policy
consensus. In an effort to strengthen the constituency for reforms, the IMF can do this
through outreach seminars, op-ed articles in newspapers, and bilateral meetings with
IMF missions. In this work, the IMF can bring to the region its experience on best
practices in Latin America and world-wide.

Support regional integration efforts with technical assistance in the areas of the
IMF’s expertise:

> Address relevant macroeconomic issues that require a regional approach, such
as tax harmonization and coordination, consolidated banking supervision, and
cooperation on economic statistics.

> Support the creation and strengthening of regional institutions and
collaboration.

> Step up efforts to help authorities identify sources of, and obstacles to, growth
(for example, by helping to develop the reforms necessary to harness the
potential benefits of CAFTA-DR).

For the IMF’s program work, two main conclusions emerge from the analysis of
political economy issues:

> In fragmented political landscapes (especially where governments and
congresses are divided), the IMF needs to engage broadly to ensure and help
create sufficient domestic consensus on programs. Although the government,
will remain the IMF’s counterpart, the IMF needs to engage with other key
players in the political process to ensure needed support for program
implementation.

> The IMF needs to be sensitive to the underlying institutional weaknesses and
political cycles. Programs must focus on key policy reforms and be attuned to
political cycles which indicate when there are opportunities to introduce
difficult policy changes, and when, on the other hand, governments may need
to focus on protecting policy gains.
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