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Foreword 

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

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

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

 Dominique Strauss-Kahn 
 Managing Director 
 International Monetary Fund 

*      *      * 

Our publications on Central America have become the cornerstone of our analytical 
work and are an integral part of our policy dialogue with the authorities in the re-
gion. This volume is the third publication on Central America that was coordinated 
by our team in the Western Hemisphere Department, addressing a number of issues 
that are currently high on the authorities’ policy agenda. 
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For example, at a time when Central America has signed a framework agreement 
for the establishment of a customs union and started negotiations on an Association 
Agreement with the European Union, a number of chapters in this publication dis-
cuss integration-related topics. They include the potential spillovers from a pro-
tracted slowdown of the U.S. economy and practical issues related to the implemen-
tation of the customs union. Because poverty reduction remains the number one 
challenge for the region, the publication also analyzes whether and to what degree 
fiscal policy can play a role in reducing inequality and improving the living condi-
tions of the poor. Furthermore, with a view to improving the growth potential of 
the economy, the publication looks at issues related to the development of the fi-
nancial system. 

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

 Anoop Singh 
 Director, Western Hemisphere Department 
 International Monetary Fund 
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Preface 

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

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

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

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

Introduction and Overview  

  Dominique Desruelle and Alfred Schipke  
 
 
 
 
 
 

Central America1 has made substantial progress over the past years in moving 
economic reforms forward and deepening regional and global integration. As a 
result, Central America has benefited from continued macroeconomic stability 
and an improved growth performance. Despite this progress, the region is still 
vulnerable to adverse shocks and faces widespread poverty. The challenge now is 
to strengthen further the region’s resilience to shocks and improve the living 
standards of all.  

These are some of the issues addressed in this publication, which complements 
two previous IMF volumes on Central America.2 After rapidly reviewing recent 
developments and the economic outlook, this chapter provides a brief overview 
of the publication. Because Central America is moving forward with economic 
integration, and because national policymaking is increasingly confronted with  
integration-related vulnerabilities, Chapter II analyzes Central America’s process 
of integration and policy coordination. It highlights that Central America is a 
prime candidate for increased integration, but that the process needs to be ac-
companied by increased coordination of public policies at the regional level. 

                                                 
1Unless otherwise stated, in this publication Central America refers to Costa Rica, El Salvador, Guatemala, Hondu-
ras, Nicaragua, and the Dominican Republic. Although for historical reasons, Panama is not formally part of Central 
America, it has very strong links to the region, especially in the financial sector, and is a member of the Central 
American Integration System. The same is true for the Dominican Republic, which participates actively in a number 
of Central American regional institutions, such as the Central American Monetary Council, the Council of Finance 
Ministers, and the Council of Financial Sector Superintendents. 
2The first volume, edited by Rodlauer and Schipke (2005), was published as IMF Occasional Paper No. 243 and 
covers the following topics: (1) the macroeconomic implications of CAFTA-DR, (2) trade liberalization and tax 
coordination, (3) fiscal sustainability—a value-at-risk approach, (4) regional integration and exchange rate arrange-
ments, (5) regional integration and financial system issues, (6) regional issues in macroeconomic statistics, and  
(7) the political economy of implementing pro-growth and anti-poverty policy strategies in Central America. The 
second volume, edited by Desruelle and Schipke (2007), was published as IMF Occasional Paper No. 257 and cov-
ers (1) growth performance, (2) pension reform, (3) assessing sovereign debt structures, (4) the development of 
public debt markets, and (5) characterizing monetary policy.  

1 
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Given strong economic linkages with the United States, Chapter III then assesses 
the extent to which business cycles in Central America are subjects to spillovers 
from the United States. It finds that a cyclical fall in output in the United States 
typically has a significant and adverse impact on most countries in the region. 
Central America’s high levels of poverty and income inequality place fiscal issues 
at the center of the policy debate. A key component of this debate is whether fis-
cal policies benefit the poor. Chapter IV analyzes the distributional effects of 
taxation and social spending in Central America, demonstrating that increased 
taxation combined with higher social spending can have a strong effect on reduc-
ing poverty.  

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

Recent Developments and Economic Outlook 

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

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

    Output Growth Inflation Private Credit Growth 
     (annual rate in percent)      (e.o.p. rate in percent)2   (change in percent of GDP) 
  1995–  2001–    1995–  2001–    1995– 2001– 

 2000 2005   2000 2005   2000 2005 
 Avg. Avg. 2006 2007 Avg. Avg. 2006 2007 Avg. Avg. 2006 2007 

Central America1 4.9 3.5 7.4 6.9 8.4 10.0 6.0 9.0 2.0 0.1 1.3 3.5 
CA simple average 4.6 3.6 6.8 6.7 8.7 8.2 6.0 9.3 2.2 0.0 2.0 3.8 
Costa Rica 4.8 4.1 8.8 6.8 13.4 11.5 9.4 10.8 1.7 2.3 2.2 6.4 
Dominican Republic 7.1 3.5 10.7 8.5 7.2 18.7 5.0 8.9 1.5 –1.0 –1.3 2.0 
El Salvador 3.6 2.3 4.2 4.7 4.7 3.3 4.9 4.9 2.4 –0.4 –0.3 –0.5 
Guatemala 3.7 3.0 5.2 5.7 7.3 7.8 5.8 8.7 1.0 1.4 2.0 4.0 
Honduras 3.2 4.7 6.3 6.3 16.9 8.1 5.3 8.9 2.0 0.8 6.1 7.1 
Nicaragua 5.2 3.2 3.9 3.7 10.0 6.8 9.4 16.9 1.8 –0.3 4.3 5.3 
Panama 4.9 4.3 8.7 11.2 1.0 1.3 2.2 6.4 5.3 –3.0 1.3 2.4 
Memorandum 
Latin America and  
    Caribbean 2.8 2.8 5.4 5.6 13.6 7.6 5.0 6.2 –2.4 –0.4 2.9 4.5 
United States 3.8 2.3 2.9 2.2 2.6 2.6 2.6 4.1 0.9 1.4 1.9 2.6 

   Ext. Current Account Export Growth Reserves 
     (in percent of GDP)      (US$, in percent)    (in percent of M2)  
  1995–  2001–    1995–  2001–    1995– 2001– 

 2000 2005   2000 2005   2000 2005 
 Avg. Avg. 2006 2007 Avg. Avg. 2006 2007 Avg. Avg. 2006 2007 

Central America1 –5.0 –4.1 –4.9 –6.7 12.4 4.8 11.4 11.9 21.5 25.6 30.5 32.0 
CA simple average –6.5 –5.3 –5.5 –7.8 13.8 6.1 11.9 12.3 24.7 30.6 35.3 36.3 
Costa Rica –3.4 –4.6 –4.7 –5.8 13.4 4.6 12.7 15.6 20.9 21.6 28.3 31.2 
Dominican Republic –2.3 0.7 –3.5 –5.6 8.9 1.6 7.1 4.4 11.8 11.1 21.2 25.0 
El Salvador3 –1.8 –3.5 –3.8 –4.8 11.7 3.9 21.8 13.8 . . . . . . . . . . . . 
Guatemala –4.5 –5.2 –5.0 –5.0 11.0 4.0 9.3 18.0 24.3 34.3 30.5 28.7 
Honduras –4.2 –5.5 –4.7 –10.0 33.3 8.8 2.9 7.7 33.7 52.0 52.0 45.5 
Nicaragua –22.8 –15.4 –13.2 –17.3 18.0 14.0 19.6 17.0  32.7 33.9 44.5 51.2 
Panama3 –6.4 –3.8 –3.2 –6.0 0.5 5.8 9.7 9.4  . . . . . . . . . . . . 
Memorandum 
Latin America and  
    Caribbean –-2.9 –0.1 1.6 0.5 11.0 9.9 19.0 12.8 29.0 33.4 33.1 42.8 

   Public Sector Balance Public Sector Debt (PSD) Foreign Currency PSD 
     (in percent of GDP)      (in percent of GDP)    (in percent of total PSD)  
  1995–  2001–    1995–  2001–    1995– 2001– 

 2000 2005   2000 2005   2000 2005 
 Avg. Avg. 2006 2007 Avg. Avg. 2006 2007 Avg. Avg. 2006 2007 

Central America1 –2.1 –3.6 –1.7 –0.9 63.6 55.1 46.1 37.4 76.1 73.2 63.0 59.7 
CA simple average –2.2 –3.6 –1.3 –0.8 89.3 68.1 51.2 38.6 76.1 77.1 69.6 65.0 
Costa Rica –3.4 –4.2 –0.5 0.6 51.0 58.1 51.0 44.2 38.0 40.8 43.5 40.0 
Dominican Republic –1.6 –4.4 –3.5 –1.7 30.8 41.3 44.0 39.0 . . . 67.0 54.8 53.3 
El Salvador3 –2.2 –3.7 –2.9 –2.4 29.7 40.2 41.9 41.1 . . . . . . . . . . . . 
Guatemala –1.3 –1.5 –1.4 –1.0 16.3 18.9 21.9 21.0 94.1 94.8 68.5 66.7 
Honduras –3.1 –3.2 –1.7 –2.3 88.3 73.3 35.6 24.4 86.8 85.9 81.2 65.2 
Nicaragua –3.6 –4.6 0.2 1.2 341.9 180.7 106.5 50.2 . . . 96.9 100.0 100.0 
Panama3 –0.6 –3.6 0.5 0.4 66.9 63.8 57.6 50.1 . . . . . . . . . . . . 
Memorandum 
Latin America and  
    Caribbean –4.1 –2.9 –1.0 –1.3 49.2 61.8 51.4 50.4 32.4 51.5 30.9 27.0 

Sources: IMF World Economic Outlook; and IMF staff estimates. 
1Weighted average. Weighted by PPP GDP. 
2End-of-period rates, i.e., December on December. 
3Fully dollarized. The concept of reserve coverage and foreign-currency-denominated public sector debt (i.e., currency risk) is 
not relevant. 
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Figure 1.1. Selected Macroeconomic Indicators

   Sources: IMF, World Economic Outlook ; IMF, International Financial Statistics ; IMF, Information Notification 
System ; and Economic Commission for Latin America and the Caribbean.
   Note: rhs = right hand scale; lhs = left hand scale; CA = Central America; LA = Latin America.
   1Cumulative first-round impact on current accounts resulting from changes in primary commodity prices, for 
2007, in percent of 2002 GDP.
   2Excludes Panama and El Salvador.
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inflation has been a major policy challenge. In part driven by higher international 
food and oil prices, inflation rose across the region, with average annual infla- 
tion of about 9 percent at end-2007, compared with an average of 6 percent at 
end-2006. 

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

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

The financial systems in the region were not directly affected by global market 
turmoil. In particular, there has been no evidence of exposure to the U.S. sub-
prime market. Private sector credit, however, grew rapidly over the past two 
years, especially in Costa Rica, Honduras, Guatemala, and the Dominican Repub-
lic, reaching 24 percent on average in 2007 compared with 19 percent in 2006.  

Faced with the prospect of a global growth slowdown, a U.S. downturn, high 
commodity prices, and continued fragility in global financial markets, Central 
America’s growth outlook has moderated. Nevertheless, regional growth is pro-
jected to be still robust in 2008; and, under this scenario, most countries in the 
region would still have a positive output gap by the end of this year.3 At the same 
time, actual inflation and inflation expectations have risen sharply, and the rise in 
food prices is threatening to undermine recent progress in reducing poverty. 
Thus, in the short term, macroeconomic policies will need to be oriented primar-

                                                 
3Based on IMF (2008). 
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ily toward bringing inflation under control and easing the impact of the food 
price shock on the poor in a fiscally responsible manner. In addition, policymak-
ers will need to continue to closely monitor external developments, which remain 
highly volatile, and be prepared to adapt domestic policies accordingly.  

Overview 

Moving Forward with Economic Integration and Cooperation 

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

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

Financial sector integration also has been advancing rapidly over the past couple 
of years. After a first stage of integration that was dominated by the expansion of 
regional institutions with local capital, Central America is now experiencing a 
striking surge in the activities of international banks. This is a welcome develop-
ment because it will foster the dissemination of international standards in terms 
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of capitalization, risk management, and corporate governance, and may result in 
more competition for the provision of financial services. At the same time, it 
presents challenges in terms of both supervision and regulation. The authorities 
at the regional level have already initiated a number of projects to address some 
of these issues (such as the adoption of a regional memorandum of understand-
ing for consolidated supervision of regionally operating banks) and are currently 
assessing further the implications of this development for local regulatory 
frameworks and prudential requirements. 

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

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

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

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

Remittance flows sent by migrant workers to Central America have grown rap-
idly and now account for a large share of GDP and financial flows. With the ex-
ception of Costa Rica and Panama, remittances are sizable. In some cases, they 
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dwarf foreign direct investment, ranging from 8 percent of GDP in the Domini-
can Republic to 20 percent of GDP in Honduras in 2007.4 Although the empiri-
cal evidence is still ambiguous, one would expect that in the short term, cyclical 
fluctuations in the United States are likely to influence remittance flows while, 
over the longer term, socioeconomic and institutional factors in both the host 
and recipient country are likely to be dominant.  

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

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

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

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

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

                                                 
4Excluding Panama and Costa Rica. Panama’s remittance inflows are insignificant. Costa Rica in turn is both a re-
cipient and host country of remittances. 
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assistance transfers is mixed and generally small, given the limited resources de-
voted to them. 

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

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

Central American Customs Union and Issues for Tax and  
Customs Administration 

In December 2007, the governments in the region5 signed a framework agree-
ment for the establishment of a Central American customs union, further dem-
onstrating that the region has embarked on a gradual but dynamic process of 
deepening regional integration. The agreement defines important characteristics 
of the future customs union, such as the elimination of quantitative restrictions 
and charges that are equivalent to customs duties, the adoption of common legal 
and normative standards, and the strengthening of the existing institutional 
framework. With respect to the internal customs posts, the authorities decided to 
convert them gradually into trade facilitation centers, allowing them to keep  
collecting internal taxes and controlling fraud. Because taxes collected at the bor-
der will be transferred to the countries of destination, Central America opted 
against a common fund, which would have distributed revenue based on a par-
ticular formula.  

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

                                                 
5The agreement was signed by Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua. 
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critical to support the process, that internal customs controls typically stay in 
place for long periods after the launch of customs unions, and that there is a 
need for a coherent and integrated strategy to adopt minimum legal and adminis-
trative standards.  

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

Financial Sector Development: Private Debt and Equity Markets 

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

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

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

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

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

The Road Ahead 

Central America’s commitment to implementing economic reforms over the past 
years has had significant positive results. The region has benefited from a strong 
growth performance, lower public debt levels, more solid financial systems, and 
improved external positions. Improved economic fundamentals and policy 
frameworks in turn have led to improved credit ratings and general optimism 
about the region’s economic prospects, as reflected in increased investments by 
foreign companies, international financial institutions, and fund managers. 
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Today the region is in a better position to confront adverse shocks. However, the 
ongoing oil and food price shocks as well as a global and U.S. downturn will put 
to the test the region’s policy frameworks and expose remaining weaknesses. 
Hence, as is fully recognized by authorities in the region, further reforms will be 
needed to reduce vulnerabilities and increase policy space to respond to external 
shocks. Furthermore, to anchor hard-won macroeconomic stability gains, it will 
be important to secure a significant reduction in poverty. The following chapters 
address the issues discussed above in more depth. 

References 

Cubero, Rodrigo, and Rhiannon Sowerbutts, forthcoming, “Actual versus Struc-
tural Fiscal Balances: Evidence from Costa Rica,” IMF Working Paper 
(Washington: International Monetary Fund). 

Desruelle, Dominique, and Alfred Schipke, eds., 2007, Economic Growth and 
Integration in Central America, IMF Occasional Paper No. 257 (Wash-
ington: International Monetary Fund).  

International Monetary Fund, 2008, World Economic Outlook, April, World Eco-
nomic and Financial Surveys (Washington).  

Rodlauer, Markus, and Alfred Schipke, eds., 2005, Central America: Global Integra-
tion and Regional Cooperation, IMF Occasional Paper No. 243 (Washington: 
International Monetary Fund). 

Vladkova Hollar, Ivanna, and Jeromin Zettelmeyer, 2008, “Fiscal Positions in 
Latin America: Have They Really Improved?” IMF Working Paper 
08/137 (Washington: International Monetary Fund). 

 



 

13 

CHAPTER 

Moving Forward with Economic Integration  

  Dominique Desruelle and Alfred Schipke  
 
 
 
 
 
 
Introduction 

Central America appears to be an ideal candidate for economic integration. De-
spite differences in economic development, the countries share a common lan-
guage, history, culture, and geography. At the same time, the economies are simi-
lar in terms of the size of their domestic markets and proximity to their largest 
trading partner, the United States. They face similar challenges from increased 
global competition in some of their key export markets (e.g., textiles) and are 
prone to similar shocks in the form of natural disasters (hurricanes, earthquakes, 
and volcanic eruptions) and terms of trade. With about 40 million people, Cen-
tral America accounts for about 7 percent of Latin America’s population and 
about 5 percent of its total output.1 With a population about equal to that of Ar-
gentina or Colombia, if the region were economically integrated, it would be in a 
better position to take advantage of scale economies, coordinate large infrastruc-
ture projects to avoid duplication, and represent its economic interests effectively 
at the global level. 

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

                                                 
1Including the Dominican Republic, the total population of Central America makes up about 10 percent of the 
population in Latin America and the Caribbean and accounts for about 6 percent of its total output. 

2 
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This chapter takes stock of Central America’s integration process, discuss recent 
developments, and identify areas where more policy cooperation is warranted. In 
particular, it briefly reviews Central America’s history of integration; analyzes 
how far the region has advanced in the area of trade, financial sector, labor mar-
ket, and monetary integration; and highlights areas where more coordination and 
harmonization might be necessary. 

History of Economic Integration 

Central America’s integration dates back to the nineteenth century. In fact, for a 
short period, Central American countries operated as a unified region after they 
gained independence from Spain (1821) and severed ties with Mexico (1823). 
The Central American Republic was made up of what are now Costa Rica, El 
Salvador, Guatemala, Honduras, and Nicaragua. Precipitated by efforts of the 
congress of the then Central American Republic to take control of customs 
revenue, the respective countries split to become separate republics in 1838.2  

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

Despite these initial efforts, however, integration faced substantial obstacles and 
came almost to a complete standstill during the 1970s and 1980s. While this can 
be explained––at least in part––by the armed uprisings in some countries of the 
region,3 this period also revealed that successful integration efforts require broad-
based political support and that a road map for integration has to take into con-
sideration each country’s capacity to implement such agreements. It also high-
lighted that integration needs to be accompanied by the development of an ap-
propriate institutional capacity.  

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

                                                 
2For a discussion of past integration efforts, see Larraín and Tavares (2001) and Cline and Delgado (1978). 
3The Organization of Central American States ceased to exist in 1973. 
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Table 2.1. Key Regional Agreements on Economic Integration 

Name Year 

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

Source: IMF staff. 
1Costa Rica joined the treaty in 1962. 
 
 
 

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

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

Level of Integration and Recent Developments  

Over the past few years, economic integration has advanced rapidly. At the pol-
icy level, governments have continued to move forward with trade and financial 
sector liberalization. Compared with the past, though, integration is accelerating 
even more rapidly on the ground, with more and more nonfinancial corporation 
and financial institutions operating across borders. In addition, integration is  
advancing not only among the Central American economies but also with  
respect to the region’s integration into the world economy. To assess Central 
America’s level of integration, the following sections review both policies and 
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outcomes with respect to the different areas of integration, covering trade,  
the factor markets (capital and labor), monetary integration, and institutional  
development.4  

Trade Integration  

Multilateral Trade Liberalization 

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

Bilateral Trade Agreements 

CAFTA-DR 

CAFTA-DR has been an important milestone in Central America’s recent eco-
nomic integration process, boosting trade, investment, and the region’s growth 
potential. The implementation of the agreement also has contributed to much-
needed institutional strengthening across a range of trade- and investment-related 
areas. With its implementation in all countries except Costa Rica (El Salvador, 
Guatemala, Honduras, and Nicaragua in 2006; the Dominican Republic in 2007), 
the member countries benefited immediately from tariff reductions on all non- 
agricultural and non-textile exports to the United States.6 In the case of products 
 

                                                 
4Regional economic integration often takes place in stages. The first stage is usually the creation of a free trade area, 
in which member countries trade freely among themselves, while maintaining differential tariffs vis-à-vis third coun-
tries, followed by the establishment a customs union with a common external tariff. To avoid goods and services 
from third countries entering the free trade zone via the country with the lowest external tariff, specific rules of 
origin need to be in place. For a discussion of different models of customs unions in the world, see Chapter 5. A 
common market in turn also calls for the free movement of capital and labor across countries; a full economic and 
monetary union would also imply the adoption of a common currency, as in the case of the 15 countries that make 
up the European Monetary Union and as envisaged by the Gulf Cooperation Council, which plans to adopt a com-
mon currency by 2010 (see Cassel and Welfens, 2003).   
5The first country in the region to do so, Costa Rica, started negotiations on a bilateral trade agreement with China 
in the fall of 2007. 
6Tariffs on other goods will be phased out incrementally over a 5- to 20-year period. 



Moving Forward with Economic IntegratIon 

 17

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

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

Unweighted average 8.3 5.5 3.3 10.1 6.4 4.2

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

Table 2.2. Average Collected Import Duty Rates, 1985–2006
(In percent of total imports)

Average

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

Association Agreement with the European Union 

Formally, the two regions decided to launch negotiations on an Association 
Agreement at the European Union–Latin America and the Caribbean Vienna 
Summit in May 2006. Although the Association Agreement goes substantially 
beyond economic issues, the establishment of a bi-regional trade and investment 
agreement is a central component. Both Central America and the European Un-
ion will negotiate as a region; the European Commission will negotiate on behalf 
of the European Union (EU), and Central America will be represented by a sin-
gle spokesperson on a rotating basis from each country. It is expected that the 
negotiations will be completed in 2009.7 

Central American Customs Union 

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

                                                 
7Central America already has preferential access to the EU on the basis of the generalized system of preferences 
(GSP) and provides access to EU markets for all industrial products as well as duty-free access for some agriculture 
products from Central America. The first three rounds of negotiations took place in Costa Rica (October 2007), 
Brussels (February 2008), and Lima (May 2008). 
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the remaining 5 percent that need to be harmonized reflect politically sensitive 
items, such as agricultural products (e.g., sugar, chicken), textiles, petroleum de-
rivatives, metal products, and pharmaceuticals.8  

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

The agreement leaves open the possibility for other countries that form part of 
the system of economic integration in Central America (Belize and Panama) to 
join the customs union at a later stage. In May 2008, Panama announced interest 
in joining the negotiations. The Council of Ministers of Economy (COMIECO) 
is charged with implementing the agreement in consultation with other sectoral 
councils such as the Council of Finance Ministers. The next step will be to estab-
lish a specific timetable for the implementation of the different stages.9 

Central America’s Trade Structure 

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

 

                                                 
8The common external tariff consists of four basic rates: zero for capital goods and raw materials not competing 
with those in Central America, 5 percent on raw material competing with those produced in Central America, 10 
percent on intermediate goods not competing with those produced in Central America, and 15 percent of final con-
sumer and other goods (SIECA, 2008). The tariff structure reflects the participation of the Central American coun-
tries in the so-called Central American Common Market (CAMC). Most-favored-nation (MFN) tariffs are defined 
by the Central American Customs Systems. 
9On customs administration issues, see Chapter 5. 



Moving Forward with Economic IntegratIon 

 19

Annual Growth

2003 2004 2005 2006 2005 2006

Exports 3,764 4,244 4,795 5,857 13.0 22.2
Costa Rica 1,012 1,153 1,315 1,595 14.0 21.3
El Salvador 815 893 1,002 1,233 12.2 23.1
Guatemala 1,267 1,458 1,595 1,951 9.4 22.3
Honduras 299 328 406 505 23.8 24.2
Nicaragua 234 259 300 371 16.1 23.5
Panama 103 102 123 139 20.1 13.5
Dominican Republic 36 51 53 63 4.5 19.1

Imports 4,345 4,212 5,524 6,193 31.1 12.1
Costa Rica 483 473 536 563 13.3 5.0
El Salvador 998 1,095 1,179 1,269 7.7 7.6
Guatemala 1,251 835 1,520 1,557 82.0 2.4
Honduras 711 774 1,068 1,318 37.9 23.5
Nicaragua 450 528 619 763 17.3 23.3
Panama 286 330 361 430 9.2 19.3
Dominican Republic 165 176 241 293 36.5 21.6

Source: IMF, Direction of Trade Statistics .

Table 2.3. Intraregional Trade
(In millions of U.S. dollars )

(in percent)

 
 
 
 
 
Trade integration among the Central American countries has been accelerating, 
especially over the past few years (see Table 2.3). Guatemala and Costa Rica are 
net exporters to the region, with Costa Rica importing the least from the region. 
Intraregional trade is diverse: food and beverages made up a little over 
30 percent of intraregional trade in 2007, and a wide range of manufactured 
goods were traded across the region, such as pharmaceuticals (12 percent), plas-
tics, cables and wires, and paper products.10  

Financial Sector Integration 

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

                                                 
10See Secretariat for Economic Integration in Central America (2008). 
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of nonresidents to obtain new banking licenses.11 In addition, under CAFTA-
DR, the countries committed themselves to opening up the insurance market. 

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

In tandem with CAFTA-DR, Central America is now experiencing a second 
phase of financial sector integration with large international financial institu-
tions—such as HSBC, Citibank, Scotiabank, and others—acquiring regional and 
local banks and increasing their regional presence.12 In addition, Bancolombia 
(from its subsidiary in Panama) has ventured into the region, acquiring the largest 
bank in El Salvador. Some local banks have expanded their operations to posi-
tion themselves against the competition from abroad.13 Over the past three years, 
the share of international banks has increased from less than 20 percent to al-
most 40 percent in terms of total bank assets (see Figure 2.1). This development 
has been particularly pronounced in El Salvador, whose banking sector today is 
now almost fully owned by large international financial institutions.  

Labor Market Integration 

Despite treaty provisions to foster the free movement of labor, formal labor 
market integration in Central America is in its infancy.14 As stated in the Guate-
mala Protocol of 1993, the governments of Central America committed them-
selves to fostering the free movement of labor by putting the necessary policies 
into place. So far, little progress has been made and most labor movements are 
informal. More recently, however, countries with labor shortages have encour-
aged temporary cross-border movements in certain sectors. For example, labor 
shortages in agriculture and housing construction in Costa Rica in 2007 
prompted the Costa Rican government to provide temporary work visas to 
workers from Guatemala and other Central American countries. There have 
been similar arrangements between El Salvador and Honduras.  

                                                 
11Although there are no capital account restrictions, there are some limitations, which make it more costly for for-
eign market participants to enter the domestic market. For example, in most countries foreign brokers cannot par-
ticipate in public debt auctions; they can only participate through domestic brokers. 
12International banks have been present in Central America for decades, but their role and importance has changed 
over time. In Panama, international banks have operated since 1904; Citibank was Panama’s fiscal agent for nearly 
50 years. So far, international banks have focused on the retail but not on the wholesale or investment banking  
market. 
13Local banks of this kind include Banco General, Banco Industrial, LAFISE, and Promerica. 
14Of course, there has been substantial migration from Central America to the United States and, as a result of the 
former civil unrest in Nicaragua, a large number of Nicaraguans are working in Costa Rica. 
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Figure 2.1. Financial Institutions, 2003–07
(In percent of total assets)
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Monetary Integration  

Despite initial efforts, the goal of adopting a common currency was abandoned 
in the early 1990s. As mentioned above, Central America’s experience of a com-
mon currency dates back to the period of the Central American Republic. After 
the breakup of the Central American Republic, the integration efforts of 
the 1960s initially envisaged the establishment of fixed exchange rate systems 
among the Central American economies and ultimate adoption of a common 
currency.15 In 1963, the Central American peso was established as a unit of ac-
count with the objective of fostering trade within the region.16 Even though the 
goal of adopting a common currency was abandoned and the role of the Central 
American peso became insignificant, the Central American peso is still used as a 
formal unit of account within regional institutions and regional import tariffs are 
expressed in Central American pesos.  

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

                                                 
15References to the objective of creating a common currency appear in documents dating back to the 1920s. See 
Pérez and Moreno Brid (2001). 
16One Central American peso is equivalent to one U.S. dollar. Formally, the Central American Monetary Council 
can change its value and determine its use. 
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have been moving toward more flexible change rate systems.17 As a result, today, 
the Central American countries cover the whole spectrum of exchange rate sys-
tems, ranging from countries with more flexible exchange rates (Guatemala and 
Costa Rica are moving toward inflation targeting, while the Dominican Republic 
targets monetary aggregates) to countries with a crawling band or peg (Nicaragua 
and Honduras) and to those that officially adopted the U.S. dollar (El Salvador 
and Panama).  

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

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

Integration and Development of Regional Institutions 

Institutionally, Central America has advanced substantially over the years, and 
has established a number of key regional institutions (Figure 2.2.). At the highest 
level is the System of Central American Integration (SICA), which brings to-
gether the countries’ presidents. In addition, there are a number of regional 
councils that involve the respective sectoral ministers or financial sector superin-
tendents and are supported by their respective executive secretariats. These 
councils have become the cornerstone of regional coordination efforts.18 
 
 

                                                 
17For decades, starting in the 1920s, Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua pegged their 
respective currencies to that of their largest trading partner, the United States. Honduras maintained its parity for 
the longest time, until 1990. The Dominican Republic used the U.S. dollar as legal tender between 1905 and 1947. 
18Formally, the Council of Ministers of Economic Integration (COMIECO), which comprises the respective minis-
ters of economy or commerce, is responsible for all integration-related issues in consultation with the respective 
sectoral ministers.  
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Coordination of Policies, 
Regulations, and Supervision

System of Central American 
Integration

(SICA)

Meeting of Presidents

Fiscal Policy 
Coordination

Council of Finance Ministers 
(COSEFIN)

Some

Monetary Policy 
Coordination

Central American Monetary 
Council

 (CAMC)

None

Financial Sector 
Coordination

Council of Financial Sector 
Superintendents

(CFSS)

Some

Trade Policy Coordination

Council of Ministers of 
Economy  or Trade

(COMIECO)

High

Figure 2.2. Regional Institutions of Economic Policy Coordination

Source: IMF staff.

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

 

Areas for Increased Policy Coordination 

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

Trade Integration and Fiscal Policy Coordination 

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

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

Faced with these challenges, there is need for more fiscal coordination, in addi-
tion to strengthening tax systems at the national level. Although the Central 
American Council of Finance Ministers (COSEFIN) was established only 
in 2006, it has already taken a number of important steps to forge common posi-
tions and foster policy coordination. In the area of fiscal incentives, it undertook 
a stocktaking exercise by developing a matrix of existing tax incentives.19 At its 
meeting in March 2008, it approved an important policy framework for a re-
gional convention on good practices on tax incentives, emphasizing transpar-
ency, avoidance of tax competition within the region, and coherence with World 
Trade Organization (WTO) obligations.20  Other areas of recent successful coop-
eration have been in the development and approval of model legislation for  
(1) transfer prices, (2) thin capitalization to reduce the risk that companies will 
use debt to avoid taxation, and (3) double-taxation treaties. In addition, as a re-
sult of the coordination among Central American ministers, the framework 
agreement for a customs union now includes provisions that will protect the col-
lection of internal revenue at the border.21 

These are important steps. In the future, there may also be merit in considering 
convergence of specific taxes to avoid contraband and the definition of common 
principles (e.g., minimum rates) for other indirect taxes. 

Financial Sector Coordination and Harmonization 

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

                                                 
19Also, given the region’s commitment to establishing a customs union, COSEFIN created a working group of di-
rectors of tax and customs administrations to design an implementation plan that would take into account the ex-
periences of other customs unions in the world to protect the low revenue base.   
20Initially, the convention would include El Salvador, Guatemala, Honduras, and Nicaragua, with an option for 
Costa Rica to join at a later date. 
21Ministers are working together to evaluate the benefits and requirements of implementing medium-term expendi-
ture frameworks (MTEFs). MTEFs are an important mechanism to impose fiscal discipline on spending ministries, 
develop and communicate strategic spending priorities to the public, and allow for budget efficiency.  
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nancial institutions to take advantage of scale economies and therefore reduce 
funding costs, which in turn fosters investment and growth. At the same time, 
companies and households have more opportunities to diversify risk, making 
them less vulnerable to adverse shocks. The recent expansion of activities by in-
ternational financial institutions in Central America is an additional positive de-
velopment, because it could foster the dissemination of international standards in 
terms of capitalization, risk management, and corporate governance, and could 
generate greater competition in the provision of financial services. In some coun-
tries, the increased presence of international institutions has also led to an accel-
eration of the consolidation process of locally based financial firms. The increas-
ing presence of international institutions therefore has the potential to further 
improve the efficiency and stability of the Central American financial systems.  

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

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

   Reserve Requirements   Liquid Asset Requirements  
 Capital Domestic Foreign Domestic Foreign 
 Requirements currency currency currency currency 
Costa Rica 10.00 15.00 15.00 . . . . . . 
El Salvador1, 2 12.00 22.00 n.a. 6.00 n.a. 
Guatemala 10.00 14.60 14.60 none  none 
Honduras 10.00 9.003 12.00 9.00 19.004 
Nicaragua 10.00 16.25 16.25 . . . . . . 
Panama2 8.00 none n.a. 30.00 n.a. 
Dominican Republic 10.00 20.005 20.00 none6 none 
Sources: Country authorities; and IMF staff. 
1Liquidity requirements are 25 percent for current account deposits and 20 percent for savings and term deposits. At present, 
the weighted average requirement is about 22 percent. In mid-2008, and as a precautionary measure in the run-up to the 2009 
presidential and congressional elections, banks were required to hold an additional 3 percent as liquid reserves abroad. After 
official dollarization, reserve requirements were substituted by remunerated liquidity requirements.  
2El Salvador and Panama are officially dollarized economies. 
3While domestic currency reserve requirements are 12 percent, for banks that direct 80 percent of their lending to the "produc-
tive" sector (i.e., neither consumer nor commercial loans), reserve requirements are 7 percent. Currently, the effective rate is 
about 9 percent. 
4Foreign currency liquid asset requirements are 24 percent, however, banks that have 70 percent of their foreign currency loan 
portfolio in the "productive" sector are required to hold 14 percent in liquid assets (as of November 2008). The effective rate is 
about 19 percent. 
5Includes cash in vault (up to a maximum of 5 percent of liabilities subject to reserve requirements). 
6A compulsory investment requirement is being phased out gradually, which accounted for less than US$8 million at end- 
September 2008. 
 

whether the changed access to foreign liquidity will have implications for the sta-
bility and volatility of cross-border capital flows.22  

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

The Central American Monetary Council has made substantial progress in a 
number of areas to facilitate financial sector integration. For example, to foster 
financial market integration, in 2007, countries in the region signed an agreement 
creating a regional payment and security exchange settlement system. In addition 
to creating a regional platform, the agreement will further strengthen the 
respective national payment systems.23 

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

                                                 
22For a detailed discussion about the benefits and challenges of the entry of international financial institutions in 
Central America, see Medeiros and others (forthcoming). 
23As of August 2008, El Salvador, Guatemala, and the Dominican Republic have signed the agreement. For the 
agreement to become effective at least three countries had to ratify it. 



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS 

 28

terms of currency, creditworthiness, regulation, restrictions on domestic institu-
tional investors, and the absence of a regional exchange. The development of 
capital markets in Central America presents a challenge given the lack of poten-
tial scale economies, a limited local investor base, and high transaction costs. The 
development of a regional market could potentially overcome some of these limi-
tations and entail benefits for both investors and issuers in terms of better risk 
diversification and more efficient allocation of capital allocation, as well as 
greater access to regional savings.  

The establishment of such markets would be more long term and require first a 
conversion of standards and regulation and potentially the creation of a regional 
trading platform or a regional exchange. Because public debt markets are better 
developed than equity and corporate debt markets, which are almost nonexistent, 
the first priority would be to advance in this area. Jointly, the Central American 
Monetary Council and Council of Finance Ministers have taken initial steps to 
harmonize public debt market standards and debt management practices. This 
project has already led to some advancement in establishing common market 
conventions and calculation standards, adopting standardized securities in new 
issuance, and building consensus toward analytical approaches.24 Progress, how-
ever, has been varied across the region, and much remains to be done. With re-
spect to equity and corporate bond markets, in 2006, Panama, Costa Rica, and El 
Salvador signed an agreement to establish a regional exchange with the objective 
of creating a regional capital market. In addition, the exchange and securities su-
perintendents signed an MOU in 2007 to promote the harmonization of norms 
and legislations and to encourage the sharing of comparable information as well 
as to announce the establishment of a regional executive secretariat. 

Increased integration, both among the Central American economies and with the 
rest of the world, will further aid macroeconomic policy coordination. As the re-
cent oil and commodity price hikes demonstrate, Central America faces common 
shocks. In addition, spillovers from strong linkages with the United States (via 
trade, the financial sector, and remittance flows) call for similar policy responses 
across countries.25 Faced with these common shocks, the respective regional 
councils are well placed to deepen their analysis of common challenges and in-
creasingly discuss the merits of different policy responses. 

Improved Macroeconomic Data and Harmonization of Statistics 

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

                                                 
24For a discussion of the development of capital markets, see Chapter 6 and Shah (2007). 
25See Chapter 3 on linkages between Central America and the United States. 
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nomic policymaking and continued investor confidence. Despite statistical defi-
ciencies in a number of areas, Central America has a good track record in im-
proving macroeconomic statistics at the country level and has embarked on three 
large multiyear projects to improve monetary and finance, fiscal, and external sta-
tistics (see Appendix 2.1). Improving macroeconomic statistics in these areas re-
quires commitment at the highest level, appropriate resources, continuous in-
vestment in human capital, and a medium-term perspective. Once sufficient pro-
gress has been made in these areas, there would be additional scope to harmo-
nize national accounts data as well. 

Conclusions 

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

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

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

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

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

Appendix 2.1. Harmonization of Macroeconomic Statistics 

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

Monetary and Finance Statistics 

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

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

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

Fiscal Statistics 

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

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

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

The project is aimed at the compilation of comprehensive and consistent exter-
nal sector statistics region-wide, bringing together internationally accepted core 
principles, standards, and practices for compilation and dissemination, in line 
with the fifth edition of the Balance of Payments Manual (BPM5). The project is 
composed of the following steps: (1) development of harmonized compilation 
systems for balance of payments statistics and international investment positions; 
(2) improvement in the coverage of external sector statistics through collection 
of data for most relevant items, including trade, remittances, income account, 
portfolio investment, and direct investment, where applicable; and (3) improve-
ment of data consistency across macroeconomic statistics produced by national 
statistical agencies, using agreed-upon common definitions of financial instru-
ments, economic sectors, and valuation criteria, among others, in all countries. 

Compared with monetary and fiscal statistics, one of the main challenges for im-
proving external sector statistics is that they rely to a greater extent on private 
sector information.26 As an important prerequisite of data quality, the authorities 
should evaluate the current underpinning of national legal frameworks that sup-
port data collection from the financial and nonfinancial private sector for 
statistical purposes. It is expected that quarterly statistics on the international in-
vestment position and external debt statistics could become available for all 
countries in the region in 2010. 
 
 
 

                                                 
26Unlike government finance and monetary and financial statistics, which regularly rely on administrative data, the 
Central American countries could consider whether balance of payments statistics should be compiled at the in-
traregional level. However, it may be advisable to leave this resource-intensive taks for a later stage, once external 
sector statistics are fully harmonized.  
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CHAPTER 

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

  Shaun K. Roache  
 
 
 
 
 
 
Introduction 

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

Figure 3.1 suggests that Central America and the U.S. economy are moving in 
tandem, but just how dependent is growth in the region on the United States? Is 
some part of the economic cycle uniquely Central American? If not, what ex-
plains the periods during which certain economies appear to have decoupled 
from the United States? These are some of the questions addressed in this chap-
ter. An analysis of the linkages between the two regions is particularly timely 
given the protracted U.S. growth slowdown, which could pose challenges for 
policymakers in Central America. After a short description of the stylized facts 
about the economic linkages between Central America and the United States, the 
following analysis uses the common cycles method of Vahid and Engle (1993) to 
provide some answers to these questions.1 

                                                 
1The common cycles method of Vahid and Engle (1993) applies the insights of cointegration to the analysis of sta-
tionary, or in this case, cyclical economic data. 

3 
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Figure 3.1. GDP Growth, 1970–2006

Sources: IMF, International Financial Statistics ; and author's calculations.
1Weighted average excluding Nicaragua and Panama.
2Residuals from an ordinary least squares (OLS) regression of country GDP growth on U.S. GDP growth.
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Stylized Facts 

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

Trade Linkages 

Trade is likely to be the most important linkage. Since the early 1980s, the share 
of total merchandise exports from the region as a whole to the United States has 
averaged about 40 percent, ranging from 27 percent in Nicaragua to 53 percent 
in Honduras (Figure 3.2).2 The second largest share is exports to other Central 
American countries, which has averaged about 20 percent over the same period. 
Do exports to the region help to diversify exposure away from the U.S. econ-
omy? The answer would be “yes” in two circumstances: either there is a unique 
Central American business cycle or there is divergence in the long-run rate of 
trend growth between the region and the United States, an issue that will be ex-
plored below. The two possibilities would have very different implications for 
both the behavior of exports and the overall economy given that exports ac-
counted for 20 percent of regional GDP in 2006. 

                                                 
2The figures in this chapter refer to exports of goods and exclude services. Services are an increasingly important 
component of exports for some countries, particularly for economies with a large and developing tourist industry 
such as Costa Rica. 
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Figure 3.2. Destination of Exports, 1986 Q1–2007 Q21

(Percent of total exports)

Source: IMF, Direction of Trade Statistics .
1Rolling five-year sum of quarterly export data.
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Financial Linkages 

Financial linkages are important, owing in part to the high—albeit varying—
degrees of dollarization across Central America. Given that many transactions 
take place in U.S. dollars, financial conditions in the United States and the region 
should share some similarities, most obviously in terms of interest rates. The ob-
vious rejoinder is that real interest rate parity, as described in theory, has little 
evidence to support it, in spite of open capital accounts.3 Indeed, complete inter-
est rate synchronization rarely holds between Central America and the United 
States, even for officially dollarized economies such as El Salvador and Panama, 
reflecting some frictions and other imperfections in the financial sector. 

Another, more direct linkage with U.S. financial conditions is through external 
debt. The debt owed to foreign banks that report to the Bank for International 
Settlements (BIS) by Central American borrowers from all sectors (excluding 
Panama) accounted for about 15 percent of GDP at the end of 2006.4 Although 
only 3 percent of GDP was directly owed to U.S. banks, the remainder was also 
likely to be U.S. dollar denominated, given the pattern of trade flows (Figure 3.3). 
In addition, loans with a maturity of less than one year—on which interest rates 
are set frequently and therefore reflecting prevailing global financial conditions—
account for almost half of outstanding claims by BIS banks on Central America. 

Foreign ownership of domestic banks, that is, ownership of domestic banks by 
institutions from outside of the region, may also introduce spillovers, particularly 
if these institutions take a global view of their portfolio and formulate their poli-
cies on the basis of financial conditions in their home economy. The degree of 
foreign ownership varies widely across the regions from less than 15 percent in 
Guatemala to more than 90 percent in El Salvador.5 However, the large-scale en-
try of foreign banks is still a relatively new development, so it is not yet clear how 
financial sector linkages will be affected. 

Remittances 

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

                                                 
3These results have been based largely on short-horizon data. Recent work (see Chinn and Meredith, 2005) suggests 
that the relationship may be stronger for long-term interest rates. 
4These figures exclude Panama because of the scale of that financial system’s offshore activities. These figures also 
exclude local lending by foreign banks that have acquired a presence in domestic banking systems. 
5Even before the large-scale entry of foreign banks, financial sector integration had gained momentum over the past 
few years, as some regional institutions that originally focused on the home market expanded regionally (see 
Morales and Schipke, 2005). 
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Figure 3.3. External Debt Owed to BIS-Reporting 
Foreign Banks by Domicile 

(Percent of GDP, 1995–2006)

Source: Bank for International Settlements.
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Table 3.1. Comparing the Size of Remittances, 2006

Percent Percent of
Billions of Change Since FDI Exports of 

U.S. Dollars 2000 GDP inflows G&S

Costa Rica     0.5 n.a. 2.3 74 4
El Salvador     3.3 89 18.1 667 69
Guatemala     3.6 541 10.2 1,111 66
Honduras       2.2 n.a. 25.0 774 60
Nicaragua      0.7 105 12.2 235 28

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

 

external financing (Table 3.1). Over the long term, socio-demographic and insti-
tutional factors in the host and recipient countries are likely to have a dominant 
influence.6 In the short run, it would, however, be reasonable to presume that  
cyclical economic conditions in the host country would influence these remit-
tance flows.  

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

Literature Review 

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

                                                 
6For a survey of theoretical models that describe remittance behavior, see Rapoport and Docquier (2005).  



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS  

 40

Central America Linkages 

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

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

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

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

Common Business Cycles 

Cerro and Pineda (2002) apply the codependent approach to investigate real out-
put trend and cycle dynamics for 11 Latin American economies using quarterly 
constant price GDP data from 1960 to 2000.7 Tests indicated the existence of 
seven common trends and four common cycles, allowing the decomposition into 
trend and cycle components. The correlations of the cyclical components show 
that correlations across the region peaked in the 1970–80 decade, declined 
through 1980–90, but have been rising since then. Although intraregional corre-
lations appear high compared to the results from other studies (often above 0.5), 
there was little evidence that either Chile or Mexico were influenced by the 
common regional cycle.  

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

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

                                                 
7Countries include Argentina, Bolivia, Brazil, Chile, Colombia, Ecuador, Mexico, Paraguay, Peru, Uruguay, and Ve-
nezuela. Imports were used to interpolate the GDP series when quarterly data were not available. 
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Data and Common Cycle Methodology 

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

As the literature review shows, many methods are available to assess linkages and 
common cycles across economies. The focus in this chapter is on two particular 
methods: simple correlations, using a variety of cyclical decompositions; and the 
common cycles approach first described by Engle and Kozicki (1993) and Vahid 
and Engle (1993). 

These two methods are intuitive and provide a clear description of the common 
forces that drive business cycle fluctuations. The results are easy to interpret, can 
be compared against those of other well-known methods of business cycle  
analysis, and allow for the testing of hypotheses. As with any methodology, there 
are drawbacks and the most important of these is the emphasis on association 
rather than causation. These methods have little, or nothing, to say explicitly re-
garding the underlying economic forces that drive synchronization. Some inter-
pretation can be imposed upon the results, but this will be more conjecture than 
firm conclusion. 

The common cycles technique is an extension of the cointegration framework 
outlined by Johansen (1988). Cointegration implies that one or more linear  
combinations of nonstationary variables can remove the trend from the data. As 
shown by Stock and Watson (1988), for n variables, the existence of r cointegrat-
ing vectors implies the existence of n – r common stochastic trends. For eco-
nomic output series, one interpretation of this result could could be that, over 
the long run, there exist common forces driving the underlying growth process. 

An analogous indicator of comovement among nonstationary series is codepen-
dence. A strong form of codependence is the serial correlation feature as de-
scribed by Engle and Kozicki (1993). In this case, there exist some linear combi- 
nations of the variables that remove correlations, and hence predictability, based 
on the set of past values. These linear combinations are defined as cofeature vec-
tors and may be compared to cointegration vectors for stationary data. The ap-
proach, briefly described in Appendix 3.1 borrows from Vahid and Engle (1993), 
where full technical details of the theory are presented.  
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Table 3.2. Real GDP Growth: Summary Statistics 

  1951–2006   1995–2006  
  Standard    Standard 
 Mean deviation Max. Min. Mean deviation Max. Min. 
 
Costa Rica           5.4 4.1 18.4 –7.3 4.8 2.7 8.4 0.9 
El Salvador          3.3 4.0 12.0 –11.8 3.1 1.4 6.4 1.7 
Guatemala            3.9 2.5 9.5 –3.5 3.5 0.9 4.9 2.4 
Honduras             3.8 4.0 17.9 –8.6 3.6 2.1 6.0 –1.9 
Nicaragua            3.2 6.4 15.0 –26.5 4.2 1.7 7.0 0.8 
Panama 4.7 4.8 18.7 –13.4 4.5 2.6 8.1 0.6 

Sources: Heston, Summers, and Aten, Penn World Table Version 6.2 (2006); IMF, IFS; and national authorities. 
 

Results 

Growth Correlations 

Surprisingly, in many cases correlations of GDP growth rates are neither particu-
larly high nor statistically significant (Table 3.3). A cluster of economies—Costa 
Rica, El Salvador, and Guatemala—correlate fairly closely, but the links do not 
appear to be too strong. Even to the United States, correlations appear to be low 
and, for some economies, have not risen in the most recent decade or so. One 
possible interpretation is that linkages are weak. A second, more plausible, alter-
native given the stylized facts presented before is that GDP growth rates are a 
combination of changes in the trend and cycle and that the linkages of both 
components differ.  

Four Common Trends and Three Common Cycles 

The first step in the common cycles approach is to select the lag order of the sys-
tem by identifying the vector autoregression—using nonstationary level data—
with the lowest Aikake information criteria (AIC).8 A five-lag system was selected 
by the AIC and other criteria (Appendix Table 3.A2). If the series are cointe-
grated, this implies an error-correction representation with four lags; this was 
used as the basis for the cointegration tests.  

Cointegration tests, run on a number of lag specifications for robustness, suggest 
three cointegrating vectors, which implies four common trends among the GDP 
series. Appendix Table 3.A3 shows the results of the cointegration tests at the 
5 percent level of significance and also indicates one weakness of the Johansen 

                                                 
8Although the AIC possesses a nonzero limiting probability of overfitting a VAR model—that is, selecting too 
many lags—Gonzalo and Pitarakis (2001) have shown that this bias is a decreasing function of the system dimen-
sion and that the AIC outperforms other criteria in large dimensional systems. Also, Hecq, Palm and Urbain (2006) 
have shown that the inefficiencies of overfitting a common cycles model tend to be small.  
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Table 3.3. GDP Growth Correlations, 1950–2006 and 1995–2006 

Correlation of GDP Growth Rates Correlation of GDP Growth Rates
Including the United States Controlling for the U.S. Effect1

Costa 
Rica    

El 
Salvador  Guatemala  Honduras  Nicaragua  Panama

Costa 
Rica   

El 
Salvador Guatemala  Honduras  Nicaragua  Panama

1950–2006

El Salvador       0.54 0.47
Guatemala        0.38 0.39 0.36 0.37
Honduras          0.12 0.26 0.44 0.01 0.15 0.42
Nicaragua         0.13 0.33 0.10 -0.21 0.13 0.34 0.10 -0.24
Panama 0.21 0.13 0.09 -0.07 0.23 0.23 0.14 0.09 -0.07 0.23
United States 0.34 0.37 0.13 0.35 0.05 0.00

1995–2006

El Salvador       0.47 0.30
Guatemala        0.63 0.79 0.58 0.68
Honduras          -0.23 0.06 0.06 -0.32 0.16 0.02
Nicaragua         0.09 0.26 0.04 -0.25 -0.10 -0.05 -0.10 -0.42
Panama 0.71 0.16 0.49 0.32 0.07 0.60 -0.19 0.39 0.10 0.02
United States 0.49 0.21 0.32 0.01 0.59 0.63

Source: Author's calculations.
Note: Figures in bold are statistically significant at the 5 percent level.

  1These correlation coefficients use residuals from a regression of country i' s growth rate on a constant and the U.S. growth rate, over the same 
sample period.

 

(1988) methodology with small samples and overparameterization (see Cheung 
and Lai (1993) and Ho and Sorensen (1996) among others). Often, the likelihood 
ratio tests are too liberal, leading to an overestimate of the number of cointegrat-
ing vectors r. This bias is magnified as the lag length increases. The test for 
common cycles is based on calculating the canonical correlations of the (7 x 1) 
vector yt and its lagged values and the first lag of the three error correction 
terms. The value of the test statistic described by equation (8) are presented in 
Table 3.A3. In this test, the null hypothesis is that there are at least n – s common 
cycles and, at the 5 percent level of significance, it was not possible to reject the 
hypothesis of four common cycles among the GDP series. This conclusion was 
insensitive to the number of cointegrating relationships. Also, in most cases,  
the combined number of cointegration and cofeature vectors spanned R n, that is,   
r + s = n.  

Trends and Cycle Decomposition 

When the number of cycles and trends sum to the number of variables—that is, 
r + s = n—a special case allows the decompositon of each GDP series into a 
separate trend and cycle component. This Beveridge-Nelson-style decomposition 
of the yt vector into permanent (trend) and transitory (cyclical) components can 
be derived for each country, as shown by Vahid and Engle (1993) and extended 
in Gonzalo and Granger (1995).  

The first step in recovering these components is to estimate the system described 
by equation (10). This was estimated using iterative three-stage least squares, 
which accounts for endogeneity of some regressors and provides efficiency gains 
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over the two-stage procedure owing to the existence of common exogenous 
shocks—for example, the oil price—on output. This allows for the estimates for 
the cointegrating and cofeature vectors. 

To see how these estimates may be used to recover the trends and cycles, it is 
important to recall that a cointegrating combination of I(1) variables eliminates 
the trend from the data, leaving only the cycle. By analogy, a codependent 
combination of the same variable eliminates the cycle, leaving only the trend9. 
Figures 3.4 through 3.6 show the derived trends and cycles to their Hodrick-
Prescott (HP)-filter counterparts. One cautionary note regarding the common 
cycle model is the relatively high volatility of the trend component, a tendency 
also seen in the original application to U.S. consumption by Vahid and Engle 
(1993). Trend or underlying, GDP growth is often assumed to be smooth over 
time, with a lower frequency of perturbations. 

As a robustness check, the model was also run assuming four shared cycles and 
three shared trends. The results were not qualitatively different, although for 
some countries, the cycle tended to be somewhat more volatile. This is particu-
larly true for Guatemala, for which the low volatility of the official GDP series 
tends to imply a very shallow cycle with this model. 

Cyclical Correlations 

Correlations of the cyclical part of GDP from this model are much higher than 
for the annual growth rate or the HP filter cycle (using three or four common 
cycles, see Appendix Figures 3.A1 and 3.A2). This is true for almost all econo-
mies. This result is not an inevitable outcome of the methodology; recall that  
there are three common cycles and it is conceivable that some economies would 
have exposure to some cycle, but not others. However, with this sample of coun- 
tries, it appears that the exposure to these common cycles is similar. The results 
are stronger, but also similar in terms of the ranking of countries to the correla- 
tions of growth rates. Costa Rica, El Salvador, and Honduras appear to be the 
most sensitive to the U.S. business cycle. 

                                                 
9The following terms describe the trend and cyclical factors, respectively:  

0
1~~

s
stt Cy  

stt LCy *  

                                                                               (11) 

where ~  is the (n x s) matrix of cofeature vectors and  is the (n x r) matrix of cofeature vectors. The trend and 
cycle for each series can then be recovered using the following expression, where the (n x s) matrix ~  and (n x r) 

matrix  are formed from the partition of the inverse of the matrix ~  : 

cycletrendttt yyy ~~~                                                                                (12) 
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Figure 3.4. Cyclical Components of GDP, 1960–20061

   Source: Author's calculations.
   Note: HP=Hodrick-Prescott.
   1There are two cyclical components from the common cycles model for each country. Cycle 1 is 
estimated from a model with 4 cofeature vectors (i.e., 3 common cycles and 4 common trends). Cycle 
2 is estimated from a model with 3 cofeature vectors (i.e., 4 common cycles and 3 common trends).
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Figure 3.5. Trend Components of GDP, 1960–20061

   Source: Author's calculations.
   1There are two trend components from the common cycles model for each country. Trend 1 (solid 
line) is estimated from a model with 4 cofeature vectors (i.e., 3 common cycles and 4 common trends). 
Trend 2 (broken line) is estimated from a model with 3 cofeature vectors (i.e., 4 common cycles and 3 
common trends). 
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Figure 3.6. Average Correlation of Cyclical GDP Component 
to the United States: Comparison of Methods1

   Source: Author's calculations.
   1The methods include first-differenced log values, the first difference of the cyclical component 
from the Hodrick-Prescott filter, and the first difference of the common cycle factor recovered from 
the Vahid and Engle (1993) decomposition. 

 
 

Cyclical and Trend Elasticities to the United States 

In the sample used, it is reasonably assumed that there is one truly exogenous cy-
cle, that is, that of the United States (ignoring, for now, the possibility of com-
mon exogenous shocks, which could characterize the 1970s oil supply disrup-
tions). Although correlations show that the cycles in most Central American 
countries and the United States tend to move in the same direction, it does not 
tell us anything about elasticities; that is, the extent to which growth in Central 
America would respond to a cyclical shock in the U.S. Assuming a one-way cau-
sality from the United States to Central America allows for the use of very simple  
methods to estimate elasticities, without running into all of the interpretation and 
estimation problems related to endogenous regressors.10 

                                                 
10The cyclical contribution to GDP growth is approximated by the first difference in the cyclical series extracted 
above. Then, for each Central American country, the first-differenced cycle was estimated as the sum of: a constant 
 (which should be zero in the long run); the first differenced U.S. cycle and the elasticity USC; the first differenced 

U.S. trend and the elasticity UST; and a residual e that could reflect country-specific factors or linkages with other 
economies in the sample. Given the exogeneity assumption, this relationship—equation (13) below—may be esti-
mated using ordinary least squares (OLS). 

it
T
USt

UST
i

C
USt

USC
ii

C
it eyyy  (13)

The codependent combination of variables eliminates the influence of past shocks. As a result, it should be possible 
to discard autoregressive terms or lags of the U.S. cycle. If such variables were incorrectly omitted from equation 
(13), the result would likely be strong serial correlation of the equations residuals, something that can be tested using 
well-known procedures. 
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The results suggest that Central American is very cyclically sensitive to the 
United States, with elasticities highly significant for four countries (Guatemala’s 
elasticity is somewhat lower than the others, owing mostly to the low volatility of 
the historical GDP series).11 In contrast, long-run trend shocks in the United  
States have a lesser impact, indicating that trends are determined much more by 
regional developments. Running diagnostics for each of these estimations con-
firms that the model is well-behaved and supports our earlier assertions that  
this simple functional form captures the true cyclical elasticities (Appendix  
Table 3.A5).  

Variance Decomposition by Factor 

How much of the variation in GDP is due to the trend and how much to the cy-
cle, at least as it is defined here? Previous research answered this question using a 
VAR approach (see Vahid and Engle (1993) and Cerro and Pineda (2002). 
Generally, it was found that one type of shock completely dominates variance 
and, using the same methods, similar results are obtained using this sample. 
However, the shock that dominates is very sensitive to the ordering. Without 
strong priors from theory to suggest which shock should be ordered first—such 
as cyclical or trend shocks—there would be a powerful incentive to identify a 
new decomposition method.12  

The results suggest that for most Central American countries, the cycle contrib-
utes most to changes in GDP (see Figure 3.7). One exception is Honduras, for 
which the trend is more important and more closely linked to the U.S. trend than 
other countries. The other exception is Guatemala, with the cycle tending to 
dampen down changes in the trend; this can occur owing to the inclusion of co-
variance terms in equation (16). Once again, as with the estimated elasticities, the 
curiously low volatility of the historical GDP series may be playing some role in 
this result. 

                                                 
11Using the index for economic activity (IMAE) instead of GDP, the elasticity is about 0.4 in the case of Guatemala. 
12An application of the portfolio risk contribution is used to assess this. To describe this method, first recall that in 
our case, there are three common cycles and four common trends, which are scaled up by the factor loadings to 
yield the level of GDP. This implies that it is possible to write GDP as a factor model, where the (n x 1) vector f 
contains r cycles and s trends: 

tt Afy  (14)

For any individual country, this can be written as: 

ntintitiit fafafay 2211  (15)

The variance in this case can be written as: 

Nkjffaay
n

j

n

k
kjikiji ,...,1,             ,covvar

1 1
(16)
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Strong Linkages and Policy Implications 

Almost all of the countries in the sample—including the United States—share a 
common business cycle. Clearly, the United States is the dominant economy and, 
as a result, there is evidence of a powerful cyclical linkage running from the 
United States to Central America, a linkage that is stronger than simple regres-
sions of GDP growth rates would imply.  

Indeed, growth elasticities using GDP suggest a much weaker cyclical relation-
ship. This is due to the weak links between long-run growth shocks in Central 
America and the United States, the most important of which are related to armed 
conflicts in particular countries but also common terms of trade shocks and poor 
policy responses (see Macías, Meredith, and Vladkova Hollar, 2007). If the long-
run component of Central America’s GDP growth is not stripped out, reflecting 
these shocks, estimated cyclical linkages with the United States will seem lower 
than they really are, which could complicate the policy response.  

How will these cyclical linkages evolve? They are unlikely to weaken in the ab-
sence of a significant diversification of exports and investment inflows, beyond 
the United States and, perhaps, the region itself. The CAFTA-DR trade agree-
ment, the most important economic change in recent years, may play the pivotal 
role in determining how external linkages develop.  

Figure 3.7. Contribution of Cycle and Trend to GDP Growth:
Common Cycles Method, 1950–2006

Source: Author's calculations.

(Contribution to standard deviation 
of GDP growth in percentage points)

-1

0

1

2

3

4

5

6

7

8

Costa Rica El Salvador Guatemala Honduras Nicaragua Panama

Cycle Trend



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

 51

Most obviously, CAFTA-DR may encourage more integration with the United 
States not only through trade, but also through investment flows and the finan-
cial sector. This would tend to strengthen cyclical linkages. For example, Mex- 
ico’s experience under NAFTA suggests that trade flows between Centra Amer-
ica and the United States could increase rapidly as a result of CAFTA, while FDI 
from the United States would rise (Kose and others, 2005).  

However, it is also conceivable that CAFTA-DR would have an externality effect 
that could weaken the dependence upon the U.S. cycle. It seems reasonable to 
assume that CAFTA-DR could have a positive effect on productivity growth, 
through higher investment and technology transfer. This in turn could encourage 
investment from new sources that have not been a strong presence in the region, 
such as Asia. Improved competitiveness may also increase the region’s penetra-
tion in other markets. In other words, CAFTA-DR could have positive external-
ities beyond the obvious linkages with the agreement’s members. Other bilateral 
trade agreements, including those currently being negotiated with the European 
Union, could also encourage cyclical diversification (Desruelle and Schipke, 
2007). 

The more difficult question is how long-run trend growth, which has been re-
sponsible for long periods of decoupling with the United States, will evolve 
across the region. The diversification of exports, with a greater share now des-
tined for other countries in the region rather than the United States, suggests that 
Central America may be experiencing its own growth dynamic. Perhaps this is 
the early stage of the positive externality process from CAFTA mentioned ear-
lier. How could this process provide some insulation against cyclical fluctuations 
in the United States? First, by encouraging linkages with new markets beyond 
CAFTA. Second, and less likely, by building the region’s critical economic mass 
to the point that it could generate its own economic cycle. 

Whether a rise (or fall) in economic growth is due to the cycle or long-run struc-
tural factors should influence the public policy response. The clearest example is 
fiscal policy. Evidence suggests that government tax revenues in the region rise 
by more than one-for-one with growth in the economy.13 For example, if GDP 
growth over a year is 5 percent, tax revenues will grow by more than 5 percent, 
causing the tax-to-GDP ratio to rise (and vice versa for a decline).14  

 

 

                                                 
13For instance, Cubero and Sowerbutts (forthcoming) find that, in the case of Costa Rica, the elasticity of tax reve-
nues with respect to GDP is about 1.1 (and much higher than that for income taxes). 
14Over the long run, the tax-to-GDP ratio should be expected to stabilize at some level, given an unchanged tax 
structure.  
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The decision to save or spend this additional income is a straightforward applica-
tion of the permanent income hypothesis. If the rise in growth is due to perma-
nent structural factors, then the optimal response would be for the government 
to fully “spend” it, either through higher expenditure or lower taxes.15 If the rise 
in growth is cyclical, and by definition temporary, it would be optimal to “save” 
most of it and spread the benefits of temporarily higher income through time. In 
other words, governments would be well advised to adjust their spending to the 
“structural” level of revenues; that is, the level explained by potential or long-run 
growth.  

Appropriate policy settings rely upon a good understanding of the nature of 
growth. Although a simple trend-cycle analysis incorporating major trading part-
ners cannot provide all the answers, it does provide some important clues. For 
Central America, the message seems to be that if regional growth is picking up 
(or falling) at the same time as it is in the United States, then it is reasonable to 
presume that some portion of that improved growth performance is due to tem-
porary cyclical factors. 

Conclusions 

The economies of Central American and the United State are closely intertwined. 
The open nature of the region’s economies, combined with the geographic prox-
imity to the United States, has resulted in a number of transmission channels 
through which U.S. cyclical fluctuations could impact the region. The main 
channels through which shocks are transmitted are trade, financial flows, and 
remittances. As the implementation of CAFTA-DR moves forward, the links be-
tween the two regions are likely to become even stronger.  

Given these links, it should be no surprise that the Central American economies 
appear to be strongly influenced by cyclical fluctuation in the United States. 
Historical data show that business cycles in Central America move in the same 
direction as those in the United States. Based on empirical estimates a growth 
slowdown of 1 percentage point in the United States would typically be associ-
ated with a cyclical fall in output growth of 0.5 to 1 percentage points in most of 
the countries of the region. In light of this dependence, a prolonged downturn  
in the United States would be expected to have significant implications for  
the region. 
 
 

                                                 
15Ignoring absorption capacity constraints in the economy for simplicity could imply other consequences from 
higher spending, such as higher inflation and rapid real exchange rate appreciation. 
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Appendix 3.1. The Common Cycles Method 

Let yt denote the (7 x 1) vector of log GDP series for the economies in our  
sample. As confirmed by standard tests (Table 3.A1), these data are I(1) while  
their first differences yt are I(0). As a result, yt has the following Wold  
representation: 

tt LCy  (1)

where C(L) is a matrix polynomial in the lag operator and  is an (7 x 1) vector of 
stationary innovations. Assuming that  = 0 for algebraic convenience, the 
Beveridge-Nelson decomposition allows the original I(1) series to be expressed 
as the sum of a trend (T) and a cyclical (C) component.  

ttst
s

stt CTLCCy *

0

1 (2)

Stock and Watson (1988) show that a number of common trends r may be 
shared among the variables in vector y. In this case, the matrix C(1) may be de-
composed into the product of an (n x (n – r)) matrix of rank n – r(A) with a ((n – 
r) x n) matrix of rank n – r(B) as follows: 

ttst
s

stt L CAZCABy *

0
(3)

where A is an (n x (n – r)) matrix of factor loadings with full column rank. Analo-
gously, the vector y may also share common cycles. If common cycles exist, then 
there must exist linear combinations of the y vector that do not contain the cycle 
and for which history has no predictive power. This would imply that the follow-
ing condition, for some set of linearly independent vectors * known as co-
feature vectors, will hold: 

0/*
tC  (4)

When applied to y, the cofeature transformation * eliminates all the positive 
powers of the lag operator; in other words, it removes the serial correlation of 
first differences. This same transformation, when applied to the levels, removes 
the common cycles. 

We test for the existence of common cycles using the canonical correlation pro-
cedure outlined in Vahid and Engle (1993). The first step is to estimate a vector 
error correction model to recover the error correction series, otherwise known as 
the long-run relationship: 

t
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Then, defining two (7 x 1) random vectors t and t, which are linear combina-
tions of the (7 x 1) vector yt and the ((7p + r) x 1) vector of lags and error cor-
rection terms (which will be termed xt): 

tt yA  

ttpttt xByyyB 11

(6)

The (n x n) matrix A and the (n x (np + r)) matrix B are chosen such that four 
conditions hold. The first two state that the individual elements of both t and t 
have unit variance; the third condition states that the ith element of t and the jth 
element of t are uncorrelated; and the final condition states that the elements of 

t and t are ordered in such a way such that: 

01 1 n  (7)

where the correlation ri is known as the ith canonical correlation between the two 
vectors yt and xt. The canonical correlations and the values of A and B can be 
calculated from the covariance matrices of yt and xt through eigenvalues and ei-
genvectors. The test statistic is analogous to the trace statistic from the Johansen 
(1988) procedure, with the null hypothesis that the dimension of the cofeature 
space is at least s (or equivalently that there are at most n – s common cycles)  
being: 

s

i
ipTspC

1

21log1, (8)

where the 2’s are the s smallest squared canonical correlations between t and t. 
Under the null, this statistic is chi-squared with s2 + snp + sr – sn degrees of  
freedom.  

Suppose there are s linearly independent cofeature vectors; in this case, the (s x n) 
matrix of cofeature vectors that has full column rank. Vahid and Engle (1993) 
suggest that these equations may be regarded as s pseudo-structural equations for 
the first s terms of the vector y: 

tt vy~  (9)

In other words, there are s linearly independent combinations of the elements of 
yt that have no dependence on the relevant past, such that the residual term is 

stationary, analogous to cointegration. The system is completed by including the 
unconstrained reduced form equations for the remaining (n – s) elements of the 
(n x 1) vector: 
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(10)

This system may then be estimated using maximum likelihood or other estima-
tion procedures, such as iterative three-stage least squares. 

 

 

 

Table 3.A1. Real GDP Summary Statistics 
(Using first-difference of log values, unless otherwise specified) 

 
   Sample    Standard   Unit Root Test p-Values1 
     Size   Mean   Deviation Skewness Levels Changes 

Costa Rica 56 5.1 3.9 –0.2 0.20 0.00 
El Salvador 56 3.1 4.0 –1.9 0.51 0.03 
Guatemala 56 3.8 2.4 –0.7 0.66 0.01 
Honduras 56 3.7 3.8 0.0 0.20 0.00 
Nicaragua 56 2.9 6.7 –2.4 0.20 0.00 
Panama 56 4.5 4.7 –1.1 0.45 0.00 
United States 56 3.3 2.2 –0.5 0.81 0.00 

Source: Author's calculations. 
1One-sided p-values from Augmented Dickey-Fuller unit root tests with lags selected usiing Aikake information criteria. 
 

 

 

 

Table 3.A2. Vector Autoregression (VAR) Lag Order Selection Criteria1 
 
 Lag Likelihood     

 Order Ratio AIC SBC HQ  

0 . . . –15.3 –15.0 –15.2  
1 703.9 –29.4 –27.3 –28.6  
2 92.3 –30.0 –26.1 –28.5  
3 80.4 –30.8 –25.1 –28.6  
4 68.2 –31.9 –24.3 –29.0  
5 83.1 –35.2 –25.8 –31.6  

Source: Author's calculations. 
Note: Bolded figures identify the lag order selected by each criteria for the VAR  in levels of all seven variables. 
1The criteria include: small-sample adjusted log likelihood ratio test; Aikake information criteria (AIC);  Schwarz-Bayes infor-
mation criteria (SBC); and the Hanan-Quinn information criteria (HQ).  
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Table 3.A3. Tests for the Number of Cointegrating Vectors: Probability Values 

  Trace Test   Maximum Eigenvalue Test  
Null Lag order Lag order 
hypothesis 1 2 3 4 5 1 2 3 4 5 

r = 0 0.029 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000 
r  1 0.045 0.003 0.003 0.000 0.000 0.001 0.000 0.000 0.000 0.000 
r  2 0.018 0.104 0.002 0.000 0.000 0.014 0.009 0.000 0.000 0.000 
r  3 0.508 0.130 0.057 0.001 0.000 0.266 0.055 0.006 0.000 0.000 
r  4 0.590 0.301 0.094 0.000 0.000 0.357 0.234 0.049 0.000 0.000 
r  5 0.317 0.439 0.242 0.000 0.000 0.327 0.421 0.229 0.000 0.000 
r  6 0.375 0.318 0.279 0.010 0.086 0.375 0.318 0.279 0.010 0.086 

Source: Author's calculations. 
 
 
 
 

Table 3.A4. Tests for the Number of Cofeature Vectors 

  Probability Values   Canonical Correlation  
Null Number of cointegrating vectors Number of cointegrating vectors 
hypothesis    2    3    4    5 2 3 4 5 

s > 0 0.9821 0.9866 0.9581 0.9464 0.94 0.95 0.95 0.95 
s > 1 0.9657 0.9619 0.8009 0.7509 0.85 0.91 0.91 0.91 
s > 2 0.6962 0.4756 0.2669 0.0597 0.73 0.76 0.85 0.85 
s > 3 0.1776 0.0904 0.0073 0.0001 0.66 0.66 0.75 0.81 
s > 4 0.0083 0.0020 0.0000 0.0000 0.55 0.62 0.63 0.72 
s > 5 0.0000 0.0000 0.0000 0.0000 0.37 0.39 0.47 0.50 
s > 6 0.0000 0.0000 0.0000 0.0000 0.22 0.23 0.27 0.29 

Source: Author's calculations. 
 
 
 

Table 3.A5. Growth Elasticity Models: Diagnostics 

       LM 
    LM    Heteros- 
    Autocorrelation    cedasticity 
 Observations R-Squared DW-Statistic Test1    Test1 

Cycle equations 
Costa Rica 56 0.81 1.84 0.1435 0.0487 
El Salvador 56 0.73 1.92 0.2971 0.2034 
Guatemala 56 0.21 1.89 0.2332 0.1312 
Honduras 56 0.97 1.81 0.0887 0.0212 

Trend equations 
Costa Rica 56 0.23 1.79 0.1435 0.0487 
El Salvador 56 0.40 1.43 0.2971 0.2034 
Guatemala 56 0.04 1.02 0.2332 0.1312 
Honduras 56 0.71 1.99 0.0887 0.0212 

Source: Author's calculations. 
1Probability value of the test statistic if the null hypotheses (of no autocorrelation or heteroscedasticity) were true. 
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Figure 3.A1. Average Correlation of Cyclical GDP Component 
to the United States: Comparison of Methods1

   Source: Author's calculations.
   1The methods include first-differenced log values, the first difference of the cyclical component from 
the Hodrick-Prescott filter, and the first difference of the common cycle factor recovered from the 
Vahid and Engle (1993) decomposition. 
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Figure 3.A2. Average Correlation of the Cyclical Component of GDP to Other 
Central American Countries: Comparison of Methods1

   Source: Author's calculations.
   1The methods include first-differenced log values, first-differences adjusted for the U.S. effect by 
running an OLS regression on contemporaneous U.S. first differences, the first difference of the 
cyclical component from the Hodrick-Prescott filter, and the first difference of the common cycle factor 
recovered from the Vahid and Engle (1993) decomposition. 
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Figure 3.A3. Common Cyclical and Trend Factors

Source: Author's calculations.
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CHAPTER 

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

  Rodrigo Cubero and Ivanna Vladkova Hollar 
 
 
 
 
 
 
Introduction 

Central America’s high levels of poverty and income inequality place the distribu-
tional effects of fiscal policy at the center of policy dialogue. Central American 
governments have made poverty reduction one of their key policy objectives; 
even while its incidence has edged down in the past decade, poverty in Central 
America remains well above that in Latin America as a whole. Inequality in in-
come distribution, moreover, is as high as in other parts of Latin America and 
stands out in a global context. Distributional outcomes are, fundamentally, a 
function of the distribution of productive resources (physical and human capital, 
land) and their rates of return, factors that are deeply embedded in historical and 
geographical conditions. However, public policies can affect the market-
determined distribution of income, either through changes in the distribution of 
resources and their returns or through a redistribution of market income. 
Through appropriate policies, governments in the region can also help address 
the mechanisms that perpetuate inequality. 

This chapter is concerned with the distributional effects of taxation and social 
spending in Central America, taking the underlying distribution of resources as 
given. The chapter surveys a number of existing tax and expenditure studies for 
the countries in the region, and assembles their underlying data in a coherent 
comparative framework to assess the combined distributional impact of taxation 
and social spending in Central America. The chapter also presents, as a reference, 
some evidence for other countries in Latin America and Europe.  

The focus on the distributional impact of taxation merits justification. There  
is some consensus in policy circles that the redistributive goals of fiscal policy 
can best be achieved through well-targeted spending. The empirical evidence for  
developed and developing countries suggests that the overall effect of taxes on 
income distribution is generally limited, and that even relatively profound 

4 
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changes in tax structures have only a small distributional impact.1 In contrast, the 
distributional effects of public spending, especially of well-targeted social spend-
ing, can have substantial positive effects on equity and poverty reduction.2 Many 
analysts thus conclude that tax policy considerations should focus on efficiency 
issues, and that the redistributive aim of fiscal policy should be accomplished 
through the expenditure side.3 However, the distributional impact of taxation 
remains a relevant question for tax policy debates, which are largely influenced 
by incidence and equity considerations.4,5 A clearer understanding of the distribu-
tional effects of certain taxes, and of the determinants of such effects, may help 
shape more equitable tax systems without necessarily sacrificing efficiency. 

The scope of the analysis in this chapter imposes some limitations. First, the 
chapter focuses on taxation and social spending, and thus does not reflect all 
components of fiscal policy. The direct distributional effects of other compo-
nents of spending, and the indirect effects of the overall fiscal stance, are not in-
cluded in the analysis. Second, the incidence and distributional impact are treated 
in a static sense. For instance, the analysis of social spending on education does 
not take into consideration its impact on the future earning potential of the poor; 
neither does the chapter consider how taxation and the public provision of social 
services and transfers might interact with each other or affect behavior (for  
example, in changing incentives to work or invest).6 Third, although the effi-
ciency, effectiveness, and administrative simplicity of taxation and social spend-
ing are clearly important subjects for policy discussion, and may impinge on dis-
tributional outcomes, this chapter does not directly address them. Fourth, the re-
liance on existing studies of tax and spending incidence limits the degree to 
which cross-country comparisons can be taken literally: methodology and as-
sumptions made for estimating the incidence of taxation and spending differ 
from study to study. It also constrains the time frame of the data: the available  
 

                                                 
1See, for example, Pechman (1985) for the United States and Engel, Galetovic, and Raddatz (1999) for Chile.  
2See Chu, Davoodi, and Gupta (2000), who find that a large revenue-neutral increase in the ratio of direct to indirect 
tax revenues (i.e., increasing the share of taxes that are potentially more progressive) has only a small impact on the 
Gini coefficient, whereas an increase in secondary school enrollment (an outcome of public spending) has a rela-
tively large impact on improving income distribution. 
3See, for instance, Harberger (2003), IDB (1998), and Lora (2007). 
4As Bird (2003, p. 12) states, “. . . tax recommendations that assume that distributional considerations are either 
unimportant or can easily be accommodated by (unspecified) adjustments somewhere else simply do not resonate in 
the policy context of most countries. Distributional issues not only matter in tax policy but often dominate in the 
minds of those who shape that policy.”  
5In tax policy, there are two different notions of equity. There is said to be horizontal equity if individuals or house-
holds that earn the same income, regardless of its source, pay the same taxes. Vertical equity, on the other hand, is 
generally taken to imply that the tax burden should increase with income. This latter notion is the one that is rele-
vant for an analysis of the incidence and distributional effects of taxation.  
6In particular, the potentially negative effects of income taxation on capital accumulation, and of certain categories 
of social transfers on the incentives to work, impose a constraint on the degree of redistribution that can optimally 
be achieved through fiscal policy. 
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studies for  the region are mostly based on data for 2000 (2003 for Panama 
and 2004 for Guatemala).  

Nonetheless, the main findings and conclusions of the chapter are qualitatively 
robust. We find that the overall distributional effect of taxation in the region is 
small. In contrast, the redistributive impact of social spending is much larger, 
leading to a progressive combined redistributive effect of these two components 
of fiscal policy in all countries of the region. We also show that raising tax reve-
nues, even if solely through the value-added tax (VAT), and devoting the pro-
ceeds to social spending would unambiguously result in an improvement in the 
income of the poorest households. Despite the limitations noted in the previous 
paragraph, the main qualitative conclusions of the chapter are robust: they hold 
for all countries in the region for which data are available and are consistent with 
evidence elsewhere. Moreover, they are unlikely to have been affected by changes 
in taxation or social spending in Central America in recent years. Tax structures 
change only slowly, and existing studies suggest that the distributional impact of 
major recent tax reforms in Nicaragua (Gasparini and Artana, 2003) and Guate-
mala (Auguste and Artana, 2005) have been small. Social spending has continued 
to trend up across the region, so the combined redistributive effect of taxation 
and social spending is likely to have become more progressive.  

The chapter is organized as follows. The next section examines the features and 
distributive effects of tax systems in the region, while the third section focuses 
on social spending trends and distributive effects. The fourth section integrates 
the conclusions from the tax and spending incidence analysis, allowing an overall 
view of the net distributive impact of fiscal policy across Central America. The 
final section draws some policy implications. 

Tax Systems in Central America: Structure and Distributional Impact 

This section surveys the effects of the tax system on income distribution in Cen-
tral America. For a given pattern of income distribution, the distributional effects 
of the tax system are a function of two factors: the size of tax collections relative 
to GDP and the incidence of the tax system on different income groups. The 
analysis below considers these two factors in turn. After a brief description of the 
structure and evolution of tax systems in the region, we survey the existing evi-
dence on the incidence of taxation in Central America and discuss the progres-
sivity of individual taxes.  

Structure and Evolution 

Tax systems in Central America are characterized by a low share of tax revenue 
in GDP. The average tax burden of the central government in Central America 
in 2003 was around 13 percent of GDP, marginally higher than its 1995 level 
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(Table 4.1).7 The regional average was below the tax ratio for Latin America as a 
whole, which in turn is low by international standards. In the Organization for 
Economic Cooperation and Development (OECD) countries, for instance, cen-
tral governments collected an average of 21 percent of GDP in 2003. However, 
there were important variations across Central America: central government 
revenues were only 8.7 percent of GDP in Panama in 2003 but 16.3 percent in 
Honduras. It must be noted, though, that throughout the region governments 
have strived to increase tax collections relative to GDP. With the exception of 
Guatemala and Costa Rica, the ratio went up by as much as 2 percentage points 
of GDP between 2003 and 2006. Appendix Table 4.A1 highlights another im-
port characteristic of government revenue in Central America: tax revenue ac-
counts for most central government revenues across the region. The exception is 
Panama, where taxes represented just 56 percent of central government revenue 
in 2006.8  

Compared with advanced economies, Central America relies much more on indi-
rect taxes (VAT and trade taxes) and less on income taxes. Tax structures in Cen-
tral America are similar to those in other Latin American countries but very dif-
ferent from the structure prevalent in OECD countries. First, income taxes con-
tribute on average about one-quarter of overall collection in Central America 
(and Latin America as a whole), compared with one-half in the OECD (Ta-
ble 4.1). The exception is Panama, where income taxes account for more than 
40 percent of tax collections. By contrast, the average share of trade taxes in total 
tax revenues is about 14 percent in Central America (and about one-fourth in 
Panama and the Dominican Republic), compared with only 1¼ percent in the 
OECD. Taxes on goods and services (VAT, sales, and excise taxes) account for 
similar shares of total revenue in Central America and the OECD. Other taxes, 
including property taxes, play a relatively small role in Central America (with the 
exception of Honduras), Latin America, and, to a lesser extent, OECD countries.  

There has been an important shift in Central American tax structures away from 
trade taxes and toward VAT in recent years. Between 1995 and 2006, and despite 
a substantial increase in international trade volumes in the region, the share of 
trade taxes in total tax revenue fell from a regional average of 20 percent to just 
over 10 percent as a result of the rapid process of trade liberalization the region 
has undergone (Table 4.1 and Appendix Table 4.A1). The revenue loss has been 
made up by an increase in VAT, whose share in total collections rose from 
32 percent to 38 percent. Also, the contribution of income taxes has slightly in-
creased, while the share of excise taxes has fallen. 

                                                 
7The choice of years for Table 4.1 (1995 and 2003) was dictated by data availability for the set of comparator coun-
tries and the fact that the underlying studies on which the following tax and social spending incidence analysis is 
based use data that range between 2000 and 2004. However, Appendix Table 4.A.1 presents data on the level and 
structure of central government revenue (including nontax revenue) for the Central American countries in 2006.  
8Income from the Panama Canal accounts for a large share of government revenues.  
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Total Tax Income Taxes on Goods and Services Trade Other 
Revenue Taxes VAT and sales Excises Taxes Taxes

1995 2003 1995 2003 1995 2003 1995 2003 1995 2003 1995 2003

Costa Rica 12.3 13.6 3.1 4.0 4.2 4.7 1.4 2.7 3.6 1.5 0.0 0.6
Dominican Republic 13.6 14.9 3.1 4.4 6.5 3.8 0.0 3.1 4.0 3.5 0.0 0.1
El Salvador 11.4 11.5 3.2 3.3 4.9 6.1 n.a. 0.6 2.1 1.2    n.a 0.4
Guatemala 8.0 11.7 1.6 1.5 2.9 5.3 1.0 1.2 1.9 1.4 0.6 2.3
Honduras 17.8 16.3 4.9 3.5 3.5 6.0 2.6 1.4 2.0 1.5 4.8 3.9
Nicaragua 12.2 15.2 1.7 3.8 3.6 6.2 5.1 4.1 0.9 1.0 1.0 0.1
Panama 11.4 8.7 4.7 3.4 1.7 1.5 1.6 1.2 2.2 1.5 1.2 1.1

Central America, Panama, 
and Dominican Republic 
average 12.4 13.1 3.2 3.4 3.9 4.8 2.0 2.0 2.4 1.7 1.0 1.2
OECD average1 19.7 20.8 8.8 9.9 5.7 6.0 3.3 3.2 0.5 0.2 1.5 1.5
Latin America average2 11.9 13.5 3.1 3.4 3.9 5.5 1.8 2.1 1.9 1.4 1.2 1.1

Costa Rica 100 100 25.4 29.6 33.7 34.8 11.6 19.8 29.4 11.3 0.0 4.5
Dominican Republic 100 100 22.8 29.5 47.8 25.5 n.a. 20.8 29.4 23.5 0.0 0.7
El Salvador 100 100 28.2 29.0 43.2 52.5 n.a. 4.8 18.5 10.4 10.2 3.3
Guatemala 100 100 20.0 12.8 36.3 45.3 12.2 10.1 23.8 12.0 7.8 19.8
Honduras 100 100 27.5 21.5 19.7 36.8 14.6 8.6 11.2 9.2 27.0 23.9
Nicaragua 100 100 13.7 25.0 29.4 40.8 41.7 26.7 7.4 6.6 7.8 0.9
Panama 100 100 41.0 39.1 14.8 17.2 14.0 13.8 19.3 17.2 10.9 12.6

Central America, Panama, 
and Dominican Republic 
average 100 100 25.5 26.6 32.1 36.1 18.8 15.0 19.8 12.9 3.7 9.4
OECD average1 100 100 44.6 47.6 28.8 28.8 16.7 15.2 2.5 1.0 7.5 7.4
Latin America average2 100 100 25.8 24.9 32.8 40.8 15.3 15.6 15.7 10.5 10.4 8.1

Source: IMF staff calculations, based on data from country authorities.

   1Includes Canada, Mexico, United States, Australia, Japan, Korea, New Zealand, Austria, Belgium, Czech Republic, 
Denmark, Finland, France, Germany, Greece, Hungary, Iceland, Ireland, Italy, Luxembourg, Netherlands, Norway, Poland, 
Portugal, Slovak Republic, Spain, Sweden, Switzerland, Turkey, and United Kingdom.

   2Includes Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, Guatemala,  
Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay, and Venezuela.

Table 4.1. Evolution and Structure of Tax Revenue

                                         (In percent of GDP)

                                        (In percent of total tax revenue)

 
 

Distributional Effects of Taxation 

Methodological Considerations 

Analysis of the distributional effects of the tax system requires assumptions 
about the economic incidence of taxes. Determining how much tax a person 
pays implies making judgments about who ultimately bears the burden of the 
taxes (economic incidence), as opposed to who is legally liable to pay them 
(statutory incidence). These two notions of incidence can and do differ, given 
that statutory taxpayers may shift the tax liabilities partly or fully to others. The 
extent to which they can do so depends on a number of country-specific factors, 
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such as the price elasticities of supply and demand for the goods concerned, the 
openness of the economy, its market structure, and regulations on business 
competition. Incidence can be established through computable general equilib-
rium (CGE) models or, more often (given the formidable data requirements of 
CGE models), by imposing tax shifting assumptions. The conventional assump-
tions made are that consumption taxes (VAT, sales, excise, and import taxes) are 
fully shifted forward to consumers,9 export taxes are paid by the producers, and 
personal income taxes are paid by the income recipients. For payroll taxes, em-
ployee contributions are assumed to be borne by the employees, but the cost of 
employer contributions can be either borne by the employer or shifted to the 
employee. In the case of corporate income taxes, more demanding assumptions 
are needed, as they can be shifted backward to capital owners or workers 
(through lower returns) or forward through higher consumer prices.10  

Conclusions on the distributional effects of taxation are sensitive to incidence as-
sumptions. They must, therefore, be taken with caution. CGE models suggest 
that changes in incidence assumptions can substantially alter the conclusions 
about who bears the cost of taxes (Gemmell and Morrissey, 2002). Moreover, 
some of the standard assumptions may be less appropriate for developing coun-
tries, in particular those regarding the incidence of indirect taxes. Shah and Whal-
ley (1991) argue that import quotas, price controls, informal markets, and wide-
spread evasion limit the scope for forward shifting of import and sales taxes. 
However, analytical convenience and lack of reliable data on the price elasticities 
of demand and supply limit researchers’ options.  

The distributional impact of taxes and their redistributive potential can be  
measured using several indicators. The following are the most commonly used 
indicators: 

 Tax progression. Tax progression measures the effective tax ratio—that is, the 
tax effectively paid relative to income—per quantile (decile, quintile, quartile) 
of income. A tax is proportional, progressive, or regressive if the effective tax ratio 
remains constant, grows, or falls, respectively, as one moves up the income 
distribution scale.11 The analysis below uses a normalized measure of tax 
progression, referred to as the relative tax burden. It is defined as the effective 
tax rate, as a proportion of income, that each income group pays divided by 
the average tax rate for the population as a whole.  

                                                 
9This assumption implies infinitely elastic supply curves, so that producers shift the taxes fully to the prices paid by 
consumers. In practice, the actual extent of shifting will be a function of price elasticities of demand and supply.  
10For these taxes, the key assumptions are about the intersectoral and international mobility of capital. See Mintz 
(1996) and Cullis and Jones (1998). 
11A less stringent indicator, called average rate progression, measures how the effective tax ratio changes as income 
increases. There is progression if the marginal effective tax ratio is greater than the average ratio as income in-
creases. Progression, in this broader sense, indicates progressivity only under certain assumptions (e.g., that there is no 
re-ranking of individuals between pretax and post-tax). For a description and mathematical expression of different 
measures of progression, see Gemmell and Morrissey (2002).  
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 Lorenz and concentration curves. The progression of a tax can be graphically 
represented by a concentration curve, which measures the cumulative tax 
paid per quantile of pre-tax income. The progressivity of a tax can then be 
assessed by comparing the pre-tax Lorenz curve for income with the concen-
tration curve for that tax.12 A tax is progressive over the entire income distri-
bution scale if the concentration curve lies consistently under the pre-tax Lo-
renz curve (Lorenz dominance).  

 Quasi-Gini coefficients. Tax progression and concentration curves are local 
indicators of progressivity: they show the progressivity or regressivity of the 
tax as one moves from one section of the income distribution scale to the 
next. But if the pretax Lorenz and concentration curves cross one or several 
times (so that Lorenz dominance fails), no unambiguous conclusion can be 
reached about the overall progressivity or regressivity of the given tax. In this 
case, summary global indicators are useful, because they allow for a complete 
ordering of distributions. A simple and widely used global measure of tax in-
cidence is the quasi-Gini coefficient for a given tax—that is, the Gini 
coefficient for that tax’s concentration curve.13 The higher the quasi-Gini co-
efficient for a given tax, the more progressive it is. 

 Kakwani index. A closely associated measure is the Kakwani index (K), 
which is the difference between the quasi-Gini coefficient for a given tax and 
the Gini coefficient for pre-tax income. If K > 0, the tax burden is distrib-
uted more unequally than pre-tax income, and thus the tax is progressive (it 
contributes to reducing inequality in income distribution). If K < 0, the tax is 
regressive.  

 Reynolds-Smolensky index. The Kakwani index does not take into account 
the importance of the revenues associated with a given tax relative to the 
economy and, therefore, does not provide an indication of the redistributive 
potential of the tax. The Reynolds-Smolensky (RS) index, defined as the pre-
tax Gini coefficient minus the quasi-Gini index for post-tax income, ad-
dresses this problem directly. It measures how income inequality changes (in 
terms of Gini points) as a result of the introduction of the tax.14 The sign of 
the RS index is consistent with that of the K index: if positive (negative), the 
tax is progressive (regressive). But the magnitudes of K and RS may be very 
different: a tax that is highly progressive but whose revenues account for a 

                                                 
12Conceptually, a concentration curve and a Lorenz curve differ in that the former plots cumulative shares of X 
(e.g., tax payments) with respect to the percentile distribution of Y (e.g., pre-tax income), whereas the latter repre-
sents the cumulative share of Y with respect to the quantile distribution of Y. The concentration curve for post-tax 
income relative to pre-tax income is the same as the post-tax Lorenz curve if, and only if, the ranking of individuals 
by their pre- and post-tax income does not change.  
13The Gini coefficient for a concentration curve is called quasi-Gini (as opposed to the Gini coefficient proper, 
which corresponds to a Lorenz curve). If two concentration curves coincide, their quasi-Gini coefficients are the 
same; the reverse, however, does not necessarily hold: a given quasi-Gini may derive from different patterns of  
distribution. 
14Obviously, the Kakwani and Reynolds-Smolensky indices for a given tax have the same signs.  
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small share of total income would have a negligible redistributive capacity. 
The tax’s Kakwani index would be high, but its Reynolds-Smolensky index 
would be very small.  

The analysis above was expressed in terms of income, but the progressivity of 
taxes can also be measured in terms of the underlying distribution of expenditure 
or consumption. The foundation for the use of consumption rather than current 
income as a measure of welfare (or capacity to pay) lies in the argument that con-
sumption patterns are less volatile and may be a more reliable indicator of actual 
or perceived permanent income. But whether current consumption levels pro-
vide a better measure of a household’s (or individual’s) capacity to pay is a highly 
controversial issue (see Box 4.1). 

The Distributional Impact of Taxes in Central America 

This section summarizes the available evidence on the incidence of taxation in 
Central America and its distributional effects.15 The analysis below is based on 
current total income as a measure of welfare, to impart some consistency or 
comparisons across countries.16 Data for the incidence of taxation in Honduras 
(from Gillingham, Newhouse, and Yakovlev, forthcoming) and Nicaragua (from 
Gómez Sabaini, 2005b), and for social spending in all countries, are based on 
quintiles of income. Thus, to enable the netting out of tax and social spending ef-
fects in the section on “Net Distributional Effects of Fiscal Policy,” data for tax 
incidence for Costa Rica and El Salvador, which were based on deciles, were 
converted to quintiles of income.17 Finally, the underlying data are limited to cen-
tral government taxes, except in the case of the case of Honduras, where munici-
pal taxes are included, and Nicaragua, where taxes for the city of Managua are re-
flected. Implicit taxes (such as price controls) and the inflation tax are excluded.18 
To provide a broader international perspective, the regional data on the inci-
dence and distributional effects of taxation are  complemented by data for  other 

                                                 
15The section is based on the most recent studies available for Costa Rica (Bolaños, 2002), El Salvador (Acevedo 
and González Orellana, 2005), Guatemala (Auguste and Artana, 2005; and Schenone and de la Torre, 2005); Hon-
duras (Gillingham, Newhouse, and Yakovlev, forthcoming), Nicaragua (Gasparini and Artana, 2003; and Gómez 
Sabaini, 2005b), and Panama (Rodríguez Arosemena, 2007). For Honduras, see also Gómez Sabaini (2005a). Unfor-
tunately, there are no recent data for the Dominican Republic; however, some information is drawn from Santana 
and Rathe’s (1993) assessment of tax incidence, based on 1989 data. 
16In the case of Panama, the data for the incidence of taxes and social spending in Rodríguez Arosemena (2007) are 
based on income per capita, and were approximated to total income using the number of individuals per decile. 
17For this reason, the figures for tax progression and global measures of incidence shown in this paper are not the 
same as those presented by the authors of the source papers. Measures of tax progression and distribution are sensi-
tive to the number of income groups used. For a given underlying distribution, the larger the number of groups, the 
higher the several indicators of inequality will be. In the case of Panama, the data are ordered by quintiles of income 
per capita.  
18The inflation tax, however, is broadly acknowledged to be regressive, because the poor normally have a higher 
ratio of money to income and a reduced ability to hedge against the effects of inflation. Bolaños (2002) finds that 
the inflation tax has a very regressive effect in Costa Rica. 
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Box 4.1. On What Basis Should the Tax Burden Be Measured?  
Income vs. Consumption1 

The notions of progressivity and regressivity refer to how the tax burden is distributed relative to some 
measure of an individual’s or household’s welfare level, which in turn is an indicator of the household’s 
capacity to pay taxes. The traditional measure used in tax incidence studies is current income per 
household (or per income group), which may be seen as a proxy for the set of opportunities available 
to the household. However, there are several problems with current income: 

 It is volatile and subject to temporary shocks. A survey conducted over a particular period ig-
nores the position of the household relative to its life cycle, and may over- or underestimate the 
income of a household over longer horizons. Ideally, the capacity to pay should be measured 
relative to permanent or lifetime income. 

 There is a bias toward underrepresentation of certain types of income in surveys, particularly in-
come from self-employment, professional services, and capital (interest, dividends), or the im-
plicit income from nonmarket transactions such as in barter and subsistence economies. 

 Inheritances, transfers, and family remittances are often not well captured in survey-based meas-
ures of household income. This is a particular concern in the case of Central American coun-
tries, where family remittances are an important source of income and welfare, especially for 
the poor.2  

To avoid some of these problems, many researchers have proposed the use of consumption, instead of 
income, as a measure of welfare for tax incidence analyses.3 Consumption is less volatile than current 
income and might be taken as a reasonable proxy for permanent income. It is also less likely to be un-
der-reported. Finally, donations, remittances, and other transfers, even if not fully captured in income, 
are usually reflected in consumption levels. Consequently, consumption tends to be more evenly dis-
tributed than income in most countries, and studies that use consumption as a welfare measure tend to 
find that overall taxation, and consumption-based taxes in particular, are more progressive than studies 
that use current income (Fullerton and Rogers, 1993). This is indeed what is found for El Salvador, 
Nicaragua, Panama (Appendix Table 4.A4), Guatemala (Auguste and Artana, 2005), and Honduras 
(Gillingham, Newhouse, and Yakovlev, forthcoming).  

But the use of consumption is also not without problems. Conceptually, consumption may be a defi-
cient measure of permanent income in the presence of bequest motives or precautionary savings, so 
that present savings cannot be clearly interpreted as future consumption. Indeed, richer households are 
empirically found to permanently consume a lower share of their income than poorer households, 
even at later stages of their life cycles. An even more serious difficulty with consumption is practical: 
many household surveys do not measure it. Therefore, data availability, especially for cross-country 
comparisons, constrains the analyst to use current income. The use of income in this chapter was 
forced by that constraint. 
 
 
 
________________ 
1This box is based mainly on Barreix, Roca, and Villela (2006) and Auguste and Artana (2005). 
2Another problem with current income is that it does not consider the number and age of members in a house-
hold, which clearly affect the household’s welfare and capacity to pay for a given income. 
3See, for instance, Poterba (1989), Fullerton and Rogers (1993), Barthold (1993), and Metcalf (1994). 
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Latin American countries, the United States (federal taxes only), and the Euro-
pean Union. Comparator countries were chosen on the basis of both relevance19 
and the availability and comparability of data. 

The tax systems in Central America are generally regressive. While the richer seg-
ments of the population pay the bulk of the taxes in Central America (Table 4.2, 
Panel B) just as in other parts of the world, the poor pay more taxes relative to 
income, as shown by the relative tax burden (Table 4.2, Panel C).20 This is also 
reflected in negative Kakwani indices, implying that the tax burden is distributed 
more evenly than income. The tax systems in Guatemala and Panama, however, 
provide examples of conflicting evidence between tax progression measures and 
Gini indices, so that no unambiguous conclusion about the progressivity or re-
gressivity of the systems can be reached. In these two countries, as in the rest of 
the region, the poorest quintile pays more taxes relative to income than the rich-
est quintile and the population as a whole. Yet the quasi-Gini index for taxes is 
slightly larger than the Gini for income (the Kakwani index is positive), suggest-
ing that the overall tax systems are mildly progressive (in the case of Guatemala, 
basically proportional) according to this summary measure.21 For the Dominican 
Republic, there are no recent studies on the incidence of overall taxation, but 
Santana and Rathe (1993) find that the Dominican tax system was progressive 
in 1989.22 

 

                                                 
19Latin American countries offer an interesting comparator set, because they have levels of economic and institu-
tional development that are broadly similar to those of Central American countries. The comparison with the Euro-
pean Union and the United States brings into perspective both the experience of rich countries and also what are 
widely perceived to be two different models for the role of the state in the economy. 
20An analysis of tax progression combines two pieces of information: the distribution of income before taxes, and 
the distribution of overall tax payments across income groups. The three panels in Table 4.3 show the interplay of 
these factors.  
21This paradox arises because the concentration curve for taxes and the Lorenz curve for income cross (Lorenz 
dominance fails). It also illustrates the potential weaknesses of the Gini coefficient as a summary measure of ine-
quality. The Gini index implicitly gives the same weight to equal transfers of resources between quintiles separated 
by the same distance, regardless of their position in the income scale. Thus, if $10 were taken from both the lowest 
quintile and the richest quintile and given to the middle quintile, or given to the second and the fourth, the Gini 
coefficient would remain unchanged, even though such redistributions would imply a much larger relative loss in 
the income for the poorest quintile. Consider a situation in which the concentration curves for taxes and income 
coincide (i.e., the tax system is neutral), implying that their Ginis are the same. Assume now that the taxes paid by 
the middle quintile are reduced by $30, $10 of which is shifted to the bottom quintile and the other $20 to the top 
quintile. If the pretax income of the richest quintile is more than double that of the poorest, this redistribution of 
tax payments would increase the relative tax burden of the poorest much more than that of the richest, yet the 
quasi-Gini for taxes would become greater than the Gini for income. The result for Panama seems driven by the 
strong progressive effect of income taxes, which have a much greater weight in total tax revenues in this country 
than in the rest of the region. 
22The effective tax rates paid (as a percentage of income) by the poorest 40 percent of households, the following  
35 percent, the next 20 percent, and the top 5 percent were, respectively, 11.5 percent, 13 percent, 15.6 percent, and 
17.2 percent. 
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Gini
1st 2nd 3rd 4th 5th Index 

Costa Rica (2000) 4.2 8.8 12.1 19.8 55.2 45.1
El Salvador (2000) 2.9 7.5 12.9 21.5 55.2 47.4
Guatemala (2004) 4.0 7.9 12.4 19.5 56.1 46.3
Honduras (2004) 3.2 7.6 12.8 20.8 55.6 47.2
Nicaragua (2000) 3.6 6.8 10.4 16.8 62.4 51.0
Panama (2003) 1.7 5.9 10.9 19.1 62.4 53.8

Bolivia (2000) 1.0 5.1 11.1 20.1 62.8 55.6
United States (federal, 2004) 4.0 8.9 13.8 20.2 53.1 43.8
EU-15 (2001) 4.1 9.2 15.9 24.5 46.3 39.9

Quasi-Gini
1st 2nd 3rd 4th 5th for Taxes

Costa Rica (2000) 4.4 9.0 11.9 19.2 55.5 44.9
El Salvador (2000) 7.6 12.0 16.0 22.4 42.0 31.7
Guatemala (2004) 4.5 7.8 11.9 18.8 57.0 46.4
Honduras (2004) 6.1 8.8 13.7 19.8 51.6 40.8
Nicaragua (2000) 7.1 10.4 13.9 18.9 49.7 37.4
Panama (2003) 2.2 5.5 8.8 14.4 69.1 57.1

Bolivia (2000) 1.6 7.2 13.3 20.3 57.6 49.8
United States (federal, 2004) 0.9 4.4 9.7 17.6 67.3 58.4
EU-15 (2001) 2.1 6.3 12.7 22.6 56.4 50.0

Kakwani
1st 2nd 3rd 4th 5th Index

Costa Rica (2000) 104.3 102.8 98.5 96.9 100.5 -0.2
El Salvador (2000) 261.4 159.8 123.7 104.4 76.1 -15.7
Guatemala (2004) 112.2 98.4 95.7 96.3 101.6 0.1
Honduras (2004) 190.7 116.7 106.3 95.1 92.8 -6.4
Nicaragua (2000) 195.9 154.7 133.4 112.4 79.6 -13.6
Panama (2003) 127.8 93.5 80.4 75.6 110.8 3.3

Bolivia (2000) 151.7 143.5 120.4 101.4 92.0 -5.8
United States (federal, 2004) 23.0 50.1 70.1 87.2 126.8 14.6
EU-15 (2001) 51.2 68.5 79.9 92.2 121.8 29.6

Table 4.2. Distribution of Income and Taxes, by Income Quintile

     Sources: Acevedo and González Orellana (2005); Auguste and Artana (2005); Barreix, Roca, and Villela (2006); 
Bolaños (2002); Gillingham, Newhouse, and Yackovlev (forthcoming); Gómez Sabaini (2005b); Cossío Muñoz (2006); 
Rodríguez Arosemena (2007); U.S. Congressional Budget Office (2006); and EUROMOD.

   1Effective tax/income ratio relative to the average ratio; a value greater than 100 indicates that the income group pays 
a higher percentage of its income relative to the average.

Panel A. Distribution of Pretax Income (Percent of total)

Panel C. Relative Tax Burden1

Panel B. Distribution of Overall Tax Payments (Percent of Total)  

 

 
The degree of overall tax regressivity varies substantially across Central America. 
In El Salvador, Honduras, and Nicaragua, the burden of taxation falls dispropor-
tionately on the poor (Table 4.2, Panel C). In El Salvador, for instance, the poor-
est quintile of the population pays more than two and a half times as much taxes 
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relative to their income as the average citizen, and three and a half times what the 
richest quintile pays. This stark pattern of regressivity stems from the combina-
tion of a relatively even distribution of absolute tax payments across income 
groups (the low tax quasi-Ginis and higher concentration curves shown in Ta-
ble 4.2, Panel B and Figure 4.1, respectively), and a highly unequal distribution of 
income (Table 4.2, Panel A). By contrast, the relative burden of taxes is distrib-
uted fairly evenly in Costa Rica and Guatemala. In these two countries, tax pro-
gression is U-shaped: mildly regressive in the first three (Guatemala) or four 
(Costa Rica) quintiles and then progressive. This pattern of distribution favors 
the middle classes. The distribution of the tax burden is also U-shaped in Pa-
nama, but with a much deeper trough: there, the bottom quintile pays 28 percent 
more taxes than the average household, while the top fifth pays 11 percent more. 

Tax systems in the Central American countries for which data are available are 
found to be much less regressive or more progressive if consumption is used in-
stead of income as a measure of welfare. As Appendix Table 4.A4 shows, the 
distribution of consumption or expenditure is more even than that of income in  
El Salvador, Nicaragua, and Panama: the quasi-Gini indices for consumption in 
those three countries are smaller than the Gini coefficients for income by 15.7, 
11.6, and 15.3 percentage points, respectively. Therefore, the incidence of taxa-
tion results in a much less regressive effective rate measured relative to consump-
tion. In El Salvador and Nicaragua, overall taxation—found to be steeply regres-
sive relative to income—becomes almost proportional when consumption is 
used, while the Panamanian system becomes strongly progressive. Similar results 
are reported by Auguste and Artana (2005) for Guatemala, and by Gillingham, 
Newhouse, and Yakovlev (forthcoming) for Honduras. As Box 4.1 indicates, this 
is consistent with the international evidence. The box also notes the limitations 
of using consumption for tax incidence analyses. 

On the basis of income, taxation in Central America is generally more regressive 
than in the Andean countries, the United States, and the European Union (EU). 
As shown in Tables 4.2 and 4.3 and in Figure 4.1, the quasi-Gini indices for over-
all taxes in Central America, with the exceptions of Guatemala and Panama, are 
low compared with those in the Andean countries, the United States, the EU-15 
as a whole, and most of its member countries. The low tax quasi-Ginis indicate, 
as explained above, a fairly even distribution of absolute tax payments across in-
come groups. Given the prevailing income disparities, this results in an unequal 
distribution of the tax burden relative to income and negative Kakwani indices 
for taxes across the region (except Guatemala and Panama). In contrast, for the 
United States, most European countries, and the EU-15 as a whole, the tax sys-
tems are progressive, as reflected in consistently upward-sloping tax progression 
patterns, high quasi-Gini coefficients for taxes, and positive Kakwani indices. 
Two interesting exceptions are Sweden and Denmark, where the tax systems are 
regressive, though, as shown below, the overall effect of fiscal policy is power-
fully progressive. 
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Figure 4.1. Incidence of Total Taxes

     Sources: IMF staff calculations based on Agosin (2004); Acevedo and González Orellana 
(2005); Auguste and Artana (2005); Bolaños (2002); Gómez Sabaini (2005b); Gillingham, 
Newhouse, and Yackovlev (forthcoming); and Barreix, Roca, and Villela (2006).
     Note: EU-15: Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, 
Luxemburg, Netherlands, Portugal, Spain, Sweden, and United Kingdom.
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Table 4.3. Redistributive Impact of the Overall Tax System1 

 Gini for Quasi-Gini   
 pre-tax for taxes Kakwani   Quasi-Gini RS 
 income income  Index Tax for post-tax Index3 
 (A) (B) (C = B - A) pressure2 (D) (E = A - D) 

Central America 
Costa Rica (2000) 45.1 44.9 –0.2 20.8 45.1 0.0 
El Salvador (2000) 47.4 31.7 –15.7 8.1 48.8 –1.4 
Guatemala (2004)4 46.3 46.4 0.1 17.3 46.3 0.0 
Honduras (2004) 47.2 40.8 –6.4 14.4 48.3 –1.1 
Nicaragua (2000) 51.0 37.4 –13.6 27.5 56.2 –5.2 
Panama (2003) 53.8 57.1 3.3 6.4 53.6 0.2 

Andean countries5 
Bolivia (2000) 55.6 49.8 –5.8 16.6 56.7 –1.1 
Colombia (2003) 53.7 53.2 –0.5 7.7 53.7 0 
Peru (2000) 53.5 46.0 –7.5 7.6 54.3 –0.8 

United States (federal, 2004) 43.8 58.4 14.6 19.8 40.2 3.6 

Europe6 
EU-15 (2001) 39.9 50.0 10.1 — 37.7 2.2 
Denmark (2001) 41.9 38.2 –3.7 — 44.1 –2.2 
Ireland (2001) 45.6 57.0 11.4 — 43.3 2.3 
Italy (2001) 40.1 48.3 8.2 — 38.7 1.4 
Portugal (2001) 42.2 69.4 27.2 — 38.7 3.5 
Spain (2001) 39.9 60.0 20.1 — 36.0 3.9 
Sweden (2001) 38.9 35.2 –3.7 — 41.1 –2.2 

Sources: Acevedo and González Orellana (2005); Auguste and Artana (2005); Barreix, Roca, and Villela (2006); Bolaños 
(2002); Gillingham, Newhouse, and Yackovlev (forthcoming); Gómez Sabaini (2005b); Cossío Muñoz (2006); Rodríguez Aro-
semena (2007); U.S. Congressional Budget Office (2006); and EUROMOD. 
1All data are based on total current income by current income quintiles, unless otherwise noted. 
2Tax pressure is the ratio of total taxes paid to total household income before taxes; for Colombia and Peru it is total taxes 
paid/GDP. 
3RS is the Reynolds-Smolensky index. 
4Data are before constitutional court rulings in 2003 and 2004 and the tax reform in 2004. But Auguste and Artana (2005) show 
that these reforms had little impact on income distribution (an RS index of 0.5; see Auguste and Artana; Table 23, p. 60).  
5Data for the three countries are based on, and ordered by, per capita income; data for Colombia and Peru are based on  
deciles. 
6Data for European countries are based on, and ordered by per capita income. 
 
 

Tax systems in the region, whether progressive or regressive, have a limited ef-
fect on the overall distribution of income. This is consistent with international 
experience. The impact of taxes on income distribution is a function of three 
variables: the pre-tax distribution of income, the distribution of tax payments 
across income groups, and the ratio of total taxes considered in the incidence 
analysis to total income before taxes (here called the tax pressure).23 The overall 
redistributional impact of taxation can be measured by the difference between 

                                                 
23This latter ratio may differ, sometimes substantially, from the tax-to-GDP ratio. The differences may arise in the 
numerator; for example, if the coverage of taxes used for the analysis of incidence is limited to a subset of total 
taxes. The differences may also arise in the denominator, and may stem from a considerable gap between GDP and 
national income, as well as from differences in total income measured from national accounts vis-à-vis household 
surveys. This is the case for Nicaragua, as explained in the next footnote. 
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the pre-tax income Gini coefficient and the quasi-Gini coefficient for after-tax 
income, that is, the Reynolds-Smolensky index. As Table 4.3 shows, the redis-
tributive potential of taxes in Central America, whether progressive or regressive, 
is fairly small. This results from the low rates of tax pressure in some countries, 
and the relatively similar distributions of taxes and income (small Kakwani indi-
ces) in others. Only for Nicaragua is the implied redistribution effect somewhat 
large, because the marked regressivity of the tax system combines with a relative-
ly high ratio of taxes to household income.24 Table 4.3 shows that in the Andean 
countries, the United States, and Europe, as in Central America, taxation has 
only modest effects on the distribution of income. This is indeed a common 
finding in tax incidence studies. As will be shown in the third and fourth sections 
of this chapter, this finding contrasts with the large redistributive potential of so-
cial spending. 

How Progressive Are Individual Taxes? 

Income taxes are generally progressive in Central America, but—with the excep-
tions of Panama and Honduras—less so than in comparator countries, and they 
contribute little to overall income redistribution. Global measures of incidence 
indicate that income taxes are progressive in Central America, particularly in Pa-
nama (Appendix Table 4.A2 and Figure 4.2).25 In Guatemala and Panama, the 
progression of income taxation from lower to upper income quintiles is U-
shaped rather than smoothly upward-trending.26 Given that income taxes con-
tribute on average about one-fourth of an already small tax take across Central 
America, their overall redistributive impact is, however, quite small (at or under 
0.4 percentage point of the pre-tax Gini coefficient for all countries) (see Appen-
dix Table 4.A3). Even in Panama, where the income taxes considered27 are 
strongly progressive (a large positive Kakwani index) and account for a greater 
share of total tax revenue, their low share in income results, as in the rest of the 
region, in a small redistributive effect. Although the finding that income taxes are 
progressive in Central America is consistent with the evidence for developed and  
 

 
                                                 
24The measured tax pressure for Nicaragua is high because the coverage of taxes for the incidence analysis is broad 
(including property and sales taxes for the city of Managua) and total disposable income was only 51 percent of 
GDP for 2000, according to the information used by Gómez Sabaini (2005b). 
25Social security contributions are treated as taxes on wages by Bolaños (2002), and are therefore included under the 
income tax for Costa Rica. This contributes to underestimate the progressivity of income taxes in Costa Rica rela-
tive to the rest of the region. 
26This pattern of incidence is consistent with what Gemmell and Morrissey (2005), in their survey article, find for 
corporate income taxes: a U-shaped progression (regressive, then progressive). This may be due to the existence of 
exemptions for particular types of income or taxpayers and to the fact that small but poor entrepreneurs tend to be 
less capable of exploiting deductions and other tax-minimizing opportunities in self-employment taxes. 
27The underlying study (Rodríguez Arosemena, 2007) considers only taxes on income from wages and self-
employment. Corporate income taxes are excluded. 
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Figure 4.2. Progression of Taxes
(Relative tax burden by income quintile)

     Sources: IMF staff calculations based on Agosin (2004); Acevedo and González Orellana 
(2005); Auguste and Artana (2005); Bolaños (2002);  Gillingham, Newhouse, and Yackovlev 
(forthcoming); and Gómez Sabaini (2005b).
     Note: QG= Quasi-Gini coefficient of taxes. RS=Reynolds-Smolensky index. Positive values 
denote progressivity. VAT=Value-added tax.
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developing countries,28 Appendix Tables 4.A2 and 4.A3 also show that income 
taxes are much more progressive in the Andean countries and the United States 
(except, in some cases, with respect to Panama and Honduras), and that their dis-
tributional effect is much stronger in these comparator countries.29 

With the exception of Costa Rica, VAT and sales taxes are notably regressive if 
assessed relative to income, and account for much of the regressive impact of 
overall taxation. Despite the conventional wisdom that VAT or sales taxes have a 
regressive impact on income distribution, the cross-country literature surveys 
present mixed results.30 The evidence for Central America, however, is clear. As 
Appendix Table 4.A2 and Figure 4.2 show, VATs and sales taxes have a steeply 
regressive structure in Guatemala, Honduras, Nicaragua, Panama, and, more 
prominently, in El Salvador. In the latter, the poorest 20 percent of the popula-
tion pay over three times more VAT relative to their income than the average 
household in the country and five times as much relative to the rich 
est 20 percent. Yet, the Kakwani index for the VAT in Nicaragua is even higher 
than in El Salvador, because the underlying income distribution is more unequal.  

Because VATs or sales taxes are the single most important source of tax revenue 
for most Central American countries, their pronounced regressivity does have a 
tangible effect on the overall income distribution in El Salvador, Honduras, and 
especially Nicaragua, as reflected in the negative and substantial Reynolds-
Smolensky indices for these three countries (Appendix Table 4.A3). In contrast, 
local and global indicators of regressivity are much lower for the VAT in Costa 
Rica, where all income quintiles but the richest pay a slightly higher effective rate 
than the average. This seems to be the result of targeted exemptions; in particu-
lar, the exclusion from the tax of a basic basket of goods and services consumed 
mostly by the poor. On average, the VAT is more regressive and has a stronger 
negative redistributive effect in Central America than in the Andean countries, as 
Appendix Table 4.A3 suggests. 

The regressivity of the VAT in Central American countries is partly explained by 
the high ratio of consumption to income in the poorer households, and is thus 
substantially reduced or reversed if measured relative to consumption. The stan-

                                                 
28Gemmell and Morrissey (2005) conclude, from their review of the existing literature, that income taxes are gener-
ally progressive, although personal income taxes are more consistently so than corporate taxes. Chu, Davoodi, and 
Gupta (2000) summarize tax incidence studies on a cross-section of developing countries in various regions over 
1975–98. Their tabulation suggests that, regarding income tax systems, 12 of the 14 cases studied for 8 different 
countries show progressivity, 1 is regressive, and 1 inconclusive. See also Engel, Galetovic, and Raddatz (1999) for 
Chile. Payroll taxes, on the other hand, are more likely to be regressive (Chu, Davoodi, and Gupta, 2000).  
29Income taxes without social security are negative for the bottom two income quintiles in the United States because 
of earned income tax credits.  
30Although several studies suggest that the incidence of VATs and sales taxes is regressive when considered relative 
to income (e.g., Gemmel and Morrissey, 2005, in their survey), there is evidence that VATs have a progressive inci-
dence in some African countries (Sahn and Younger, 1999; and Muñoz and Cho, 2004). Appendix Table 4.A.3 
shows that the VAT is progressive in Ecuador and Venezuela, even when considered relative to income.  
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dard economic explanation for the regressivity of consumption-based taxes is 
that consumption is more evenly spread than income, so that the ratio of con-
sumption to income tends to be very high (and the savings rate correspondingly 
low or negative) for the poorest income groups and much lower for the richer 
ones. This explanation holds true in Central America. For instance, in El Salva-
dor, the ratio of consumption to income is 177 percent for the lowest quintile, 
compared with 52 percent for the highest.31 Indeed, as Appendix Table 4.A4 
shows, if consumption is used instead of current income as an indicator of wel-
fare or of permanent income, the VAT becomes much less regressive in El Sal-
vador and Nicaragua, and turns progressive in Panama. Similarly, Auguste and 
Artana (2005) and Gillingham, Newhouse, and Yakovlev (forthcoming) find, for 
Guatemala and Honduras, respectively, that the VAT turns from regressive rela-
tive to income to mildly progressive when measured relative to consumption. 
Jenkins, Jenkins, and Kuo (2006) investigate the incidence of the VAT in the 
Dominican Republic on the basis of household expenditure, and find that the tax 
is highly progressive: the effective tax rate paid by the richest quintile is twice as 
large as that paid by the poorest.  

Moreover, in developing countries with subsistence economies and large infor-
mal markets, the regressivity of the VAT may be overestimated. As Jenkins, Jen-
kins, and Kuo (2006) argue, the goods and services on which poor households 
spend most of their income in developing countries are often traded in informal 
markets and, even if they are legally included in the tax base, administratively it is 
impractical to tax them. The study by these authors of the incidence of VAT in 
the Dominican Republic addresses this issue. Also, barter and self-consumed 
production, which are more prominent in poorer countries, are naturally ex-
cluded from the VAT. These economic factors introduce progressivity in the tax. 

In addition to economic factors, the regressivity of the VAT may also be due to 
tax design factors. Appendix Table 4.A4 shows that even when measured relative 
to consumption, the VAT is regressive in El Salvador and Nicaragua. This sug-
gests that the exemptions from the tax may be disproportionately benefiting the 
rich in these countries.32 Many VAT exemptions fall on services, which normally 
account for a larger share of expenditures for higher income groups. The regres-
sivity of the VAT can be reduced if exemptions and zero-ratings are reduced to a 
narrow and well-targeted basket of goods and services consumed disproportion-
ately by the poor. 

                                                 
31It is likely that in El Salvador and other Central American countries, remittances from abroad are under-
represented in household income but not in consumption, contributing to consumption rates well over unity for the 
poorer households. 
32A VAT with no exemptions should, in principle, be roughly proportional to consumption. To the extent that there 
are well-targeted exemptions that reduce the effective VAT rate relative to the consumption basket of the poorer 
households, the VAT should be slightly progressive when measured in terms of consumption. In this sense, as Bar-
reix, Roca, and Vilella (2006) argue, the consumption- or expenditure-based analysis of VAT incidence provides a 
way to check who ultimately benefits from the VAT exemptions. 
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Excise taxes are also regressive, except in Costa Rica and Guatemala. In 
El Salvador, Honduras, and Nicaragua, excise taxes are strongly regressive. In-
deed, in the latter two countries, they are the most regressive tax, and because 
their share in total taxation is also sizable, they have a palpable effect on the 
overall distribution of income, as indicated by the Reynolds-Smolensky index 
(Appendix Tables 4.A2 and 4.A3). As in the case of VAT, the incidence of the 
tax depends largely on the consumption patterns for the taxed goods. The re-
gressive incidence of excise taxes in these countries is driven mainly by taxes on 
alcohol, tobacco, and fuel, because consumption of these goods accounts for a 
larger share of the income of poorer households.33 In Panama, excise taxes are 
also regressive as a whole, but much less so.34 By contrast, excise taxes are essen-
tially neutral in Guatemala (with a somewhat U-shaped progression pattern and a 
small positive Kakwani index) and fairly progressive in Costa Rica. In Costa Rica, 
excise taxes are even more progressive than income taxes (as measured by their 
quasi-Gini and Kakwani indices) because of their broader coverage, which in-
cludes luxury goods.35 As in Central America, the evidence on the incidence of 
excise taxes is mixed for other countries: as Appendix Tables 4.A2 and 4.A3 
show, excise taxes are highly progressive in Bolivia but regressive in the United 
States. 

International trade taxes are highly regressive in all countries but Guatemala. The 
tax progression and global incidence indicators in Appendix Tables 4.A2 and 
4.A3 show that, in Central America, the burden of taxes on international trade 
(mostly import tariffs, as export taxes are very small in the regional economies) 
also falls disproportionately on the poor. The main reason for the regressivity of 
trade taxes is that tariffs tend to be higher on imported consumption goods that 
are also produced domestically, especially food and lightly processed manufac-
tured goods, which represent a larger share of the consumption basket of poorer 
households. Guatemala appears to be an exception, suggesting that imported 
goods subject to tariffs may be more prominent in the consumption patterns of 
the rich in this country.36 
 

                                                 
33Taxes on fuel, tobacco, and alcohol are assessed and designed for the purpose of mitigating potential externalities. 
Equity issues are not a consideration. They do, however, play a role in the case of taxes on luxury goods.  
34Consistent with the findings for other countries, in Panama excise taxes on tobacco and alcoholic and other drinks 
are very regressive, but those on cars and other luxury items are progressive (Rodríguez Arosemena, 2007). 
35Nonetheless, Bolaños (2002) argues that a legal reform in 2001—which substantially reduced average tax rates and 
their dispersion—may have reduced or eliminated the progressivity of these taxes in Costa Rica.  
36Auguste and Artana (2005)—on whose data the figures in the aforementioned tables are based—admit that the 
progressivity of import tariffs may be considerably overestimated in their study, because they excluded intermediate 
good imports from the analysis. The authors also explain that some imported goods, despite being classified as final 
goods, may have been used as intermediate goods for the production of other goods and services whose consump-
tion may be distributed more evenly across income groups. A previous study (Mann, 2002) found that import tariffs 
are roughly proportional.  
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Social Spending in Central America: Trends and Distributional Impact 

The overall impact of social spending on income distribution depends critically 
on the resources devoted to social spending and the distribution of those re-
sources across income groups. Social spending includes capital and current 
spending on education, health, social protection (social insurance and social assis-
tance), housing, water and sewage, and culture, sports, and recreation. The first 
part of this section surveys the trends in social spending in Central America, ad-
dressing the issue of whether countries have been devoting more resources to 
social spending and drawing attention to the signs of improved stability of those 
resources. The second part of the section surveys existing studies on the inci-
dence and distributive impact of social spending.  

Social Spending Trends 

Though social spending in Central America has increased considerably over the 
past decade, it remains relatively low in some countries. The share of social 
spending in GDP—a measure of the macroeconomic priority assigned to social 
spending37—was on average 11½ percent of GDP in 2004 for Central America, 
an increase of 2¼ percent of GDP since 1995 (Table 4.4). There are, however, 
substantial differences across the region in the levels of social spending: Costa 
Rica and Panama continue to devote by far the highest amount of resources to 
social spending (18½ and 17 percent of GDP, respectively), followed by Hondu-
ras (13 percent), while Guatemala directs only 6½ of GDP to social spending. 
Public spending on education and health in the region is roughly similar, as a 
share of GDP, to the Latin American average (and median), but the aver- age 
and median levels of public spending on social protection38 are significantly be-
low those of Latin America as a whole. Public spending on social protection var-
ies significantly across Central America, largely a reflection of differences in pen-
sion spending (Figure 4.3). Social assistance spending (including, for example, 
any conditional cash transfer programs) amounts to about 1¾ percent of GDP 
on average for Central America. 

The increase in public social spending levels has reflected an increase in total ex-
penditures as well as an increase in the share of social spending in overall public 
expenditures. While the overall level of central government expenditures has 
grown over the past decade (by upwards of 3 percentage points of GDP in El 
Salvador, Guatemala, and the Dominican Republic), so has the share of social 
expenditures in total expenditure (Figure 4.4). At one end of the distribution,  
 
 

                                                 
37The share of social spending in total public expenditure is, on the other hand, a measure of the fiscal priority of so-
cial spending. 
38Social protection includes both social insurance (mainly pensions) and social assistance. 
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1995 2003/04 Increase 1995 2003/04 Increase

Costa Rica 15.8 18.6 2.8 4.2 5.7 1.4
Dominican Republic 6.1 7.4 1.3 2.1 3.0 0.9
El Salvador 6.2 8.6 2.4 2.1 3.0 0.9
Guatemala 4.1 6.5 2.4 1.7 2.6 0.8
Honduras 7.8 13.1 5.3 3.8 7.2 3.5
Nicaragua 7.2 8.8 1.7 2.8 4.1 1.3
Panama 17.3 17.3 0.0 4.3 4.7 0.4

Regional average:
Central America 9.2 11.5 2.3 3.0 4.3 1.3
Latin America1 11.0 12.6 1.6 3.4 4.3 0.9

Regional median:
Central America 7.2 8.8 1.7 2.8 4.1 1.3
Latin America1 7.8 12.4 4.6 3.6 4.1 0.5

Costa Rica 4.7 5.7 1.0 5.2 5.6 0.4
Dominican Republic 1.2 1.6 0.3 0.4 1.1 0.7
El Salvador 1.4 1.5 0.1 2.1 3.1 1.0
Guatemala 0.9 1.0 0.1 0.7 1.2 0.4
Honduras 2.6 3.5 0.9 0.2 0.5 0.3
Nicaragua 2.8 3.0 0.2 … … …
Panama 5.8 6.0 0.2 5.7 5.5 -0.2

Regional average:
Central America 2.8 3.2 0.4 2.4 2.8 0.4
Latin America1 2.5 2.7 0.2 4.4 5.0 0.6

Regional median:
Central America 2.6 3.0 0.4 1.4 2.1 0.7
Latin America1 2.4 2.4 0.1 2.4 4.2 1.8

Sources: ECLAC (2006); and Ministry of Finance of El Salvador.

2Includes social insurance and social assistance programs.

   1Includes Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El 
Salvador, Guatemala, Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Uruguay, and 
Venezuela.

Table 4.4. Evolution of Social Spending, 1995 vs. 2003/2004
(In percent of GDP)

 Of which, Education Spending

Of which, Social Protection2

Total Social Spending

 Of which, Health Spending
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Figure 4.3. Composition of Social Protection Spending
(In percent of GDP)
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     Sources: IMF staff calculations based on ECLAC (2006); Lindert, Skoufias, and Shapiro 
(2006); Petrei and Rodriguez Arosemena (2006); and country authorities.

 

 

social spending represents 68½ percent of total expenditure in Costa Rica, in-
creasing by 6 percentage points from its 1994–95 level. At the other end of the 
distribution, Honduras, the Dominican Republic, and Nicaragua all direct less 
than 40 percent of expenditure to social spending. However, Honduras has in-
creased the share of social spending in total expenditure by a notable 
13 percentage points over the past decade, and Nicaragua by about 5 percent,  
aided by a significant decline in interest payments under debt relief from the 
Heavily Indebted Poor Countries (HIPC) Initiative. Developments in all coun-
tries indicate that higher fiscal priority is being placed on social spending. The 
evidence also suggests that public funding of social programs, although procycli-
cal, has become less volatile over time.39 A commitment to protecting social 
spending would generally be reflected in acyclical behavior of total public social 
expenditures and countercyclical behavior of expenditure on social assistance 
programs. The evidence indicates, however, that public social spending in Cen-
tral America, as well as across Latin America, has instead been procyclical. A 
simple analysis of the correlation between the cyclical component of real output  
 

                                                 
39Overall public spending in Central America has also been pronouncedly procyclical. Empirical evidence suggests 
that procyclical government expenditure seems to be the norm rather than the exception outside the Group of 
Seven (G-7) industrial countries, where fiscal policy appears to be acyclical (Talvi and Végh, 2005). A survey of re-
cent trends in public expenditure in Latin America shows that the procyclicality of government spending is, on av-
erage, higher for Latin American countries than for other developing countries, and notably higher for Costa Rica 
and Guatemala (Clements, Faircloth, and Verhoeven, 2007). 
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Figure 4.4. Evolution of Government Expenditures

Sources: IMF staff calculations based on ECLAC (2006); and national data sources.
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growth and the cyclical component of real spending40 shows that, with the excep-
tions of Costa Rica and Honduras, social spending varied positively with the 
economic cycle in both the early 1990s and in more recent years (Appendix Ta-
ble 4.A5). However, despite the increase in the volatility of growth observed in 
the second sub-period (1998–2004), the volatility of overall social spending, as 
well as of some key categories, decreased over that same sub-period (Appendix 
Table 4.A6). 

The Incidence and Distributional Impact of Social Spending 

Methodological Considerations 

An analysis of the incidence of social spending requires identifying the actual 
beneficiaries of social spending programs. This can be done directly in some 
cases but only indirectly in others, resulting in the potential for heterogeneous as-
sumptions on incidence across different studies. Although only a few of the stud-
ies surveyed in this section provide methodological details, there appears to be 
relative homogeneity in the way some beneficiaries are identified (e.g., for pri-
mary spending, by way of primary school enrollment ratios based on household 
surveys) and heterogeneity in others (e.g., for social assistance to the disabled, by 
various proxies such as general share of the disabled in total population or en-
rollment in programs for the disabled).  

In discussing the incidence of social spending, it is useful to distinguish between 
two concepts: absolute incidence (the share of total spending that each income 
group receives) and relative incidence (the distribution of social spending relative 
to the distribution of pre–fiscal policy income in the economy). A distribution of 
social spending in which, for example, the lowest quintile receives 45 percent of 
the total while the top quintile receives 5 percent of the total is progressive in ab-
solute terms. In contrast, a distribution of social spending in which the bottom 
quintile receives 10 percent of spending and the top quintile receives 30 percent 
is not progressive in absolute terms, but can improve the income distribution if it 
is more equally distributed than income itself. The latter would thus be progres-
sive in relative terms.41 

The absolute and relative incidences of social spending are measured with the 
same set of indicators used to assess the distributional impact of taxation, but 
with a different interpretation. The quasi-Gini coefficient of spending is concep-
tually analogous to the quasi-Gini coefficient for a given tax, because it repre-
sents the Gini coefficient for the concentration curve of spending. However, the 
possible values of the quasi-Gini coefficient of spending lie between –1 and 1, 
with a negative value denoting progressivity in absolute terms (in other words, 
the concentration curve of spending lies above the 45-degree line). The Kakwani 

                                                 
40The cyclical components were extracted using a Hodrick-Prescott filter. 
41Box 8.1 of IDB (1998) provides a very clear mathematical and graphical illustration. 
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index (K), defined as the difference between the quasi-Gini coefficient of spend-
ing and the Gini coefficient of the original income distribution, measures relative 
progressivity of spending. If K < 0, spending is progressive relative to the origi-
nal income distribution. 

Distributional Impact of Social Spending in Central America 

Available data suggest that total public social spending in Central American 
countries is progressive in relative but not absolute terms. Costa Rica, Guate-
mala, and Panama (the three countries for which available incidence studies pro-
vide information on the most comprehensive definition of social spending) all 
have positive quasi-Gini coefficients of spending (Table 4.5, Panel A, column 2), 
which means that, in absolute terms, social spending is not progressive. How-
ever, social spending is much more equally distributed than pre-spending income, 
and thus is progressive in relative terms, as denoted by the negative values of the 
Kakwani index (Table 4.5, Panel A, column 3).  

If social security is excluded, however, social spending becomes much more pro-
gressive (Table 4.5, Panel B, column 2, and Figure 4.5). In fact, social spending 
excluding social security is progressive in absolute terms (i.e, strongly pro-poor) 
in Costa Rica, El Salvador, and Panama.  

Though progressive in relative terms in all cases, the magnitude of the distribu-
tional effect of social spending varies considerably across the region. The redis-
tributive potential of social spending is a function of both the incidence and the 
level of social spending. Combined with high shares of social spending in GDP, 
the distributional impacts of social spending in Costa Rica and Panama are the 
two highest in the region, with reductions in the Gini coefficient of 6 and 7.4  
points, respectively. In contrast, despite pro-poor targeting, El Salvador finds it- 
self toward the opposite end of the distribution, with a more muted reduction in 
its Gini coefficient (3.6 points), roughly on par with Guatemala and Honduras, 
where social spending achieves a reduction in inequality of about 3 Gini points. 

A comparison with the distributional impact in other regions reveals a number of 
interesting observations:  

 In absolute terms, as measured by the reduction in Gini points, the redis-
tributive impact of social spending in Costa Rica and Panama is comparable 
to that of some European countries and exceeds that observed in the Andean 
countries. The reduction of the pre–fiscal policy Gini coefficient of 6–7.5 
Gini points in Costa Rica and Panama is in line with the absolute distribu-
tional impact of social spending in Italy, Spain, and Portugal (Table 4.5, col-
umn 5), and greater than the redistributive impact of social spending in the 
three Andean countries, which ranges between 3.5 and 5 Gini points. 
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Pre-Spending 
Gini (Income)

           
Quasi-Gini of 

Spending

          
Kakwani 

Index

Share of 
Social 

Spending1

Impact on Gini 
(RS Index)2

Post-
Spending 

Gini
(1) (2) (3=2–1) (4) (5) (6=1–5)

Central America
Costa Rica (2000) 45.1 3.0 -42.1 18.2 6.2 38.9
Guatemala (2004) 46.3 14.0 -32.3 6.3 3.0 43.3
Panama (2003) 53.8 11.2 -42.7 17.4 6.8 47.0

Latin America: worst and best income distribution
Brazil (1997) 56.0 27.0 -29.0 19.1 7.0 49.0
Uruguay (1998) 41.0 23.0 -18.0 21.2 2.0 39.0

Selected other comparator countries
EU-15 (2001) 41.7 -24.5 -66.2 24.0 8.8 32.8
Denmark (2001) 43.7 -79.9 -123.6 29.2 13.1 30.6
Ireland (2001) 47.8 -38.0 -85.8 13.8 13.2 34.6
Italy (2001) 42.8 7.2 -35.6 24.4 6.1 36.6
Portugal (2001) 44.4 -12.2 -56.6 21.1 6.1 38.4
Spain (2001) 42.1 0.9 -41.2 19.6 6.3 35.8
Sweden (2001) 40.7 -18.3 -58.9 28.9 11.3 29.4

Central America
Costa Rica (2000) 45.1 -9.0 -54.1 12.5 6.0 39.1
El Salvador (2000) 47.4 -12.9 -60.3 5.3 3.6 43.8
Guatemala (2004) 46.3 2.4 -43.9 5.2 3.1 43.2
Honduras (2004) 47.2 0.7 -46.4 10.5 3.2 44.0
Nicaragua (1998) 51.0 11.2 -39.8 8.6 5.6 45.5
Panama (2003) 53.8 -3.5 -57.3 11.9 7.4 46.4

Andean countries
Bolivia 55.6 15.3 -40.3 8.0 4.5 51.1
Colombia 53.7 -13.2 -66.9 5.5 5.0 48.7
Peru 53.5 -2.5 -56.0 5.5 3.5 50.0

1For Latin America, the average share of social spending in GDP over 2000–04. For Europe, 2001 data.
2Reynolds-Smolensky index. Positive values represent progressivity.

Panel A. Total Social Spending, Including Social Security

Panel B. Total Social Spending, Excluding Social Security

Table 4.5. Redistributive Effect of Total Social Spending: Central America and 
Selected Regional Comparators

    Sources: IMFstaff calculations based on Barreix, Roca, and Villela (2006, for the Andean countries); 
ECLAC (2006), EUROMOD (for the European countries); World Bank (various country poverty 
assessment reports); Gillingham, Newhouse, and Yackovlev (forthcoming); and Petrei and Rodriguez 
Arosemena (2006).
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Figure 4.5. Incidence of Total Social Spending

     Sources: IMF staff calculations based on data from ECLAC (2006); and national authorities.
     1Excluding public spending on social protection.
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However, given the initial income distribution, post–social spending inequal-
ity in Central America remains high. With the exception of Costa Rica, the 
post–social spending Gini in Central America is still above the pre–social 
spending Gini in European countries (Table 4.5, column 6). In other words, 
the incidence and scale of social spending is insufficient to bring down ine-
quality in Central America even to pre–fiscal policy levels in Europe. 

 Although the progressivity of total spending in Central America is not sub-
stantially different from that of some European countries, other European 
countries show that it is possible to improve targeting further. The average 
quasi-Gini coefficient of –24.5 for social spending in the EU-15 is linked to 
an incidence of social spending in which 81 percent accrues to the lowest 
three quintiles. By contrast, the lowest three quintiles receive about 
70 percent of social spending in El Salvador; 60–65 percent in Costa Rica, 
Guatemala, Panama, and Honduras; and about 50 percent in Nicaragua. 

How Progressive Are Individual Social Spending Components? 

Public spending on social protection—mainly pensions—is pronouncedly regres-
sive in Central America. This conclusion emerges from a comparison of the 
quasi-Gini coefficients of spending with and without social protection. The find-
ings for Costa Rica, Panama, and Guatemala (summarized in Table 4.6) corrobo-
rate those of a World Bank study of public transfers across Latin America and  
the Caribbean (Lindert, Skoufias, and Shapiro), which found that all 16 social in-
surance programs studied are regressive in absolute terms.42 This result was due  
in large part to the fact that coverage of these programs was defined by participa-
tion in formal labor markets, which excludes the majority of the poor. Moreover, 
in Guatemala, the study found that net pension subsidies were even more un-
equally distributed than pretransfer income. The findings for social assistance, 
where eligibility is not tied to formal labor market participation, are mixed: al-
though a “typical” social assistance program43 in Latin America and the Carib-
bean transfers 38 percent more to the bottom quintile than a universal or neutral 
allocation, targeting varies tremendously (Lindert, Skoufias, and Shapiro, 2006). 
Furthermore, despite better targeting, the overall impact of social assistance  
 

                                                 
42The bulk of social insurance spending is public pension spending. Conceptually, despite formal contributions to 
the scheme, social security systems that incur tax-financed deficits are financed by tax revenues and compete for 
resources with other social protection programs. The World Bank study focuses on net transfers (pension benefits 
received minus total contributions). Clearly, although necessary owing to data constraints, this treatment is an over-
simplification of the true concept of “net pension benefits”—the net present value (NPV) of the pension benefits 
versus the NPV of the pension contributions of each household. 
43The “typical” distributional effect is derived from the median value of a distributional capacity index, calculated 
for a wide range of social assistance programs in eight countries: Argentina, Brazil, Chile, Colombia, the Dominican 
Republic, Guatemala, Mexico, and Peru. This distributional capacity measure is not directly comparable to the 
measures used in this paper. 
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Percent of Social
1 2 3 4 5 Spending

Costa Rica (2000)
Social protection 12 12 12 18 45 28.9

Pensions 8 9 12 19 52 24.5
Contributive regime1 5 9 11 19 56 22.9
Noncontributive regime 51 22 15 11 2 1.6

Work protection 21 26 24 21 8 0.4
Assistance to vulnerable groups 38 25 16 14 8 4.0

Panama (2003)
Social protection 1 3 7 19 70 23.2

Pensions 0 3 6 19 72 21.7
Labor standards and inspection 2 9 18 28 43 0.0
Labor complaints and resolutions 2 9 18 28 43 0.1
Labor force formation 9 12 16 26 38 1.1
Protection of minors 30 27 20 12 12 0.2
Assistance to the elderly and disabled 9 22 51 18 0 0.0
Other 11 14 17 24 34 0.0

Guatemala (2000)
Social protection 8 13 15 18 46 25.2

Social insurance 1 3 5 15 76 10.2
Pensions 1 2 4 12 81
Survivorship 4 4 4 13 75
Alimony 1 6 10 24 60

Social assistance 14 21 24 21 20 15.0

1Pension benefits are assessed on a gross basis (not net of contributions).

Population Income Quintiles (lowest to highest)

Table 4.6. Incidence of Social Protection Spending
(Share of total spending on social protection accruing to each quintile, in percent)

   Sources: Trejos, 2001 (Costa Rica);  Petrei and Rodriguez Arosemena, 2006 (Panama); and World Bank, 2003a 
(Guatemala).

 

transfers on poverty and income distribution tends to be muted by the low share 
of public spending allocated to these programs.44  

While overall education spending has generally neutral redistributive effects, 
spending on primary education is strongly progressive, even in absolute terms. In 
Costa Rica, Guatemala and Honduras, overall education spending accrues rela-
tively equally across all quintiles. It is progressive in absolute terms in El Salvador 
and to a lesser degree in Panama (Figure 4.6). In Nicaragua, although public edu- 
 

                                                 
44See Lindert, Skoufias, and Shapiro (2006) for case studies of specific social protection programs in Guatemala and 
the Dominican Republic; and Regalia and Robles (2005) for a discussion of social assistance programs in the  
Dominican Republic.  
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Figure 4.6. Incidence of Public Spending on Education
(In percent of total, by quintile, noncumulative)

     Sources: IMF staff calculations based on ECLAC (2006), World Bank (various country 
Poverty Assessment reports); and Petrei, Rodriguez, and Arosemena (2006).
     Note: QG = Quasi-Gini of education spending; K = Kakwani index.
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    Sources: Staff calculations based on ECLAC (2006); World Bank (various country Poverty Assessment 
reports); and Petrei and Arosemena (2006).

Figure 4.7. Incidence of Public Spending on Health
(Percent of total, by quintile, noncumulative)
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cation spending is progressive in relative terms, it accrues disproportionately to 
the richest quintile, which receives about 35 percent of total public spending. 
The distributional effects of education spending, however, differ considerably 
among different levels of education. Thus, public spending on primary education 
is unambiguously pro-poor in all countries of the region. Public spending on 
secondary education follows an inverted U-shape, with the highest share of bene-
fits accruing to the middle three quintiles, except in Guatemala, where it exhibits 
strong regressivity. In sharp contrast, spending on tertiary education is regressive 
across the board, with an average of only 25 percent of public spending on terti-
ary education accruing to the bottom 3 quintiles of the income distribution. In 
Guatemala and Honduras, tertiary education spending is regressive even in rela 
tive terms; that is, its distribution is worse than the original income distribution, 
reflected in the positive Kakwani index. 

The distribution of public spending on health is progressive in absolute terms in 
four of the seven Central American countries surveyed. Costa Rica and El Salva-
dor are able to direct 26–27 percent of total public spending on health to the 
poorest quintile, and 70–74 percent of total to the bottom three quintiles (Fig-
ure 4.7). Nicaragua and the Dominican Republic show a more modest, but still 
pro-poor, incidence of public health spending, while health spending in Guate-
mala, Honduras, and Panama has a neutral absolute incidence, with about 
60 percent of spending accruing to the bottom three quintiles, in proportion with 
their share of total income. 
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Net Distributional Effects of Fiscal Policy: A Summary Analysis 

This section examines the combined net distributional impact of taxation and so-
cial spending in Central America. The information on the distribution of income 
before fiscal policy, and on the incidence of taxes and social spending, can be 
pieced together to produce an estimate of the net direct distributional effect of 
fiscal policy. The latter can be measured by comparing the concentration patterns 
of income before and after fiscal policy interventions, as summarized by the 
Reynolds-Smolensky index. 

In Central America, available data suggest that the net redistributive effect of fis-
cal policy is progressive but modest, especially given the extent of income ine-
quality. The net distributional effects of taxes and social spending result from the 
interaction of several channels of transmission: the initial distribution of income, 
the shares of taxation and social spending in income, and their distribution 
across income groups. Tables 4.7 and 4.8 summarize the main findings on the in-
cidence of taxation and social spending in Central America: Table 4.7 provides 
an estimate of the net impact of these components of fiscal policy as reflected in 
the Reynolds-Smolensky index, and Table 4.8 shows the percentage changes in 
the income of each quintile that result from these policies. The conclusion that 
emerges is clear: while taxation has a small regressive effect, social spending has a 
larger progressive impact. The net effect is therefore progressive: the quasi-Gini 
index for income after fiscal policy is smaller than the Gini coefficient for   
pre-fiscal policy income (a positive Reynolds-Smolensky index), and the income 
of the upper quintiles is redistributed to the poorer two quintiles. Therefore, ine-
quality falls as a result of fiscal policy interventions. 

The size and composition of the overall redistributive effect of fiscal policy vary 
considerably in the five Central American countries for which full information is 
available. The net impact is strongest in Costa Rica and Panama, with a reduction 
in income inequality of 7–8 percentage Gini points, and an increase in the in-
come of the poorest quintile of 60 and 162 percent, respectively. In both, a 
broadly neutral tax system combines with high levels of fairly well-targeted social 
spending, although in Panama the importance of nontax revenues enhances the 
progressivity of the estimated net impact.45 In Guatemala, despite the broadly 
neutral effect of the tax system, low levels of social spending and its incidence 
limit the distributive impact to a modest 3.7 Gini points. In Nicaragua, taxation is 
highly regressive but more than offset by social spending, so that fiscal policy 
brings the Gini coefficient down by 3.1 points. However, the amount of redistri-
bution through social spending is small relative to the tax burden, and thus the  
 

                                                 
45The large share of social spending to tax revenue in Panama—made possible by the large proportion of nontax 
revenue in total government revenue (see Appendix Table 4.A.1)—explains the redistributive impact of fiscal policy 
shown in Table 4.8, whereby the income of the top quintile is reduced by only 3 percent while the income of all 
other quintiles increases, substantially so in the bottom two.  



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS 

 94

Pre-Fiscal 
Policy Gini 
(Income)

Post-Taxation 
Gini1

Post-Social 
Spending 

Gini1
Post-Fiscal 
Policy Gini RS Index2

(1) (2) (3) (4) (5)

Central America
Costa Rica (2000) 45.1 45.1 39.1 38.3 6.8
El Salvador (2000) 47.4 48.8 43.8 45.8 1.6
Guatemala (2004) 46.3 46.3 43.2 42.6 3.7
Honduras (2004) 47.2 48.3 44.0 44.5 2.7
Nicaragua (1998) 51.0 56.2 45.5 48.0 3.1
Panama (2003) 53.8 53.6 46.4 45.8 8.0

Andean countries
Bolivia 55.6 56.7 51.1 51.3 4.3
Colombia 53.7 53.7 48.7 48.3 5.4
Peru 53.5 54.3 50.0 50.4 3.1

Selected other 
    comparator countries
EU-15 (2001) 41.7 39.2 32.8 29.1 12.5
Denmark (2001) 43.7 45.8 30.6 25.7 18.1
Ireland (2001) 47.8 45.3 34.6 30.4 17.4
Italy (2001) 42.8 40.7 36.6 33.7 9.1
Portugal (2001) 44.4 40.6 38.4 34.3 10.2
Spain (2001) 42.1 37.9 35.8 31.3 10.8
Sweden (2001) 40.7 42.8 29.4 26.1 14.5

1For Latin America, excludes social security. For Europe, includes social security.
2Reynolds-Smolensky Index. Positive values denote progressivity.

Table 4.7. Redistributive Effect of Taxation and Social Spending:

Central America and Selected Regional Comparators

   Sources: Barreix, Roca, and Villela (2006, for the Andean countries and European comparators); 
and IMF staff calculations based on ECLAC (2006); World Bank (various country poverty 
assessment reports); Bolaños (2002), Agosin et al. (2005); and Gillingham, Newhouse, and 
Yackovlev (forthcoming).

 

net increase in the income of the poorest quintile is only 8 percent. Finally, in El 
Salvador and Honduras, the effects of both taxation and social spending on in-
come distribution are modest, yielding a correspondingly small net impact.  

The net redistributive impact of fiscal policy in Central America is similar to that 
of the Andean region, but much smaller than in European countries. As shown 
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1 2 3 4 5

Central America
Costa Rica 59.1 18.4 6.1 -1.8 -10.1
El Salvador 19.0 2.0 -1.8 -4.5 -5.2
Guatemala 12.8 2.2 -3.1 -8.1 -15.0
Honduras 19.4 1.9 -3.8 -6.6 -10.6
Nicaragua 8.6 0.8 -3.9 -11.5 -14.8
Panama 161.8 51.9 22.8 10.6 -3.0

Andean countries
Bolivia 48.0 22.1 11.5 7.8 -2.8

Selected European 
    comparator countries
EU-15 92.2 39.6 7.9 -8.0 -20.4
Denmark 164.5 31.3 -19.6 -33.2 -44.2
Ireland 525.2 78.3 12.9 -6.8 -21.9
Italy 56.9 28.3 14.5 0.5 -14.0
Portugal 92.2 31.0 8.4 1.8 -14.5
Spain 82.4 37.1 14.4 0.3 -15.5
Sweden 114.1 33.9 -6.5 -17.8 -28.9

1Fiscal policy refers to only taxation and social spending.

   Sources: IMF staff calculations based on country studies, EUROMOD; and Barreix, 
Roca, and Villela (2006).

Population Income Quintiles (from lowest to highest)

Table 4.8. Impact of Fiscal Policy on Prefiscal Policy Income, by Quintile1

(In percent of prefiscal policy income)

 

 

in Tables 4.7 and 4.8, in the Andean countries tax systems tend to be regressive 
and social spending progressive, with the latter offsetting the former and yielding 
a modestly progressive net effect. The situation is very different in the European 
Union, where tax systems are on average progressive (but with a small distribu-
tional impact) and social spending is not only sharply progressive but also very-
powerful. The net effect is large and strongly progressive, with the post–fiscal 
policy quasi-Gini index 12.5 points lower than the pre–fiscal policy Gini coeffi-
cient, and the income of the poorest quintile almost doubling as a result of fiscal 
redistribution. Even Costa Rica’s and Panama’s relatively good performance (by 
regional standards) is dwarfed by the experience of the EU countries. Interest-
ingly, Tables 4.7 and 4.8 show two different distributive patterns in the EU com-
parators: one in which the tax system is progressive, even strongly so, and redis-
tribution is complemented by social spending (Ireland, Italy, Portugal, Spain); 
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and another in which the tax system is moderately regressive, but where social 
spending is so potent and well targeted that it yields a very strong progressive ef-
fect overall (Sweden, Denmark). 

The Central American and international evidence clearly shows that the redis-
tributive potential of taxes is much smaller than that of social spending. As Ta-
bles 4.3, 4.5, and 4.7 illustrate, fiscal policy interventions through social spending 
tend to have a much larger effect on the income Gini coefficient than taxation, 
for two main reasons. One is economic: globalization of trade and capital flows, 
the extent of the informal economy, and efficiency considerations pose limits on 
the capacity of governments to raise revenue through income taxes, as well as on 
the progressivity of these taxes. Inevitably, a considerable share of revenues must 
be raised through taxes on the consumption of goods and services. Social spend-
ing, in contrast, can be designed so that funds are directed in absolute terms 
mainly or solely to the poorest households. Therefore, although the relative pro-
gressivity of taxation (i.e., the burden of taxation each income group faces rela-
tive to its income) is constrained in practice, absolute progressivity (i.e., in which 
poorer households receive more in absolute monetary terms than richer ones) is 
possible in social spending programs. The second reason is purely arithmetic: 
every dollar redistributed through absolutely progressive social spending, even if 
raised through neutral or even regressive taxes (in relative terms), would have a 
stronger proportional effect on the income of the poor than on the income of 
the rich. The more unequal the original distribution of income, the more power-
ful the redistributive power of fiscal policy through well-targeted social spending. 

Tax-financed increases in social spending would reduce inequality and raise the 
income of the poor in the sampled Central American countries. Table 4.9 shows 
the results of various simulations in which social spending is raised by 1 percent 
of GDP and financed through an equivalent increase in tax collection.46 There 
are four different simulations, combining two sets of permutations. First, the in-
crease in taxes is assumed to be financed by an increase in all taxes proportional 
to their current shares in total collection (admittedly, an unrealistic case) or, al-
ternatively, to come solely from an increase in the VAT.47 Second, the proceeds 
are assumed to be distributed according to the current incidence of social spend-
ing or, alternatively, in an equal amount to everyone (i.e., for every additional 
$100, $20 is channeled to each quintile). These alternative scenarios are designed 
to provide a minimum benchmark for the redistributive power of tax-financed 
increases in social spending: any reform that improves the incidence of taxation 
 

                                                 
46For simplicity, it is assumed that no revenues are lost in the process of redistribution.  
47Two considerations motivated the focus on the VAT as one alternative permutation. The first, already referred to 
above, is the fact that globalization limits the scope for the taxation of capital and—to a lesser extent—labor in-
come, which leads developing countries to raise taxes mainly through increases in the VAT. The second is the 
weight given in policy debates to the potential regressivity of the VAT taken in isolation, without acknowledging its 
overall distributional effects once the allocation of the proceeds is considered.  
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(Percentage Change in Postfiscal Policy Income Before the Reform)

Change in
1 2 3 4 5 Gini1

Simulation 1: 1 percent of GDP increase in overall tax collection devoted to social spending
Costa Rica 3.3 1.4 0.6 -0.1 -0.9 -0.6
El Salvador 4.4 1.3 0.4 -0.2 -0.5 -0.4
Guatemala 3.7 2.1 1.1 0.2 -1.1 -0.7
Honduras 4.0 1.4 0.5 0.0 -0.7 -0.5
Nicaragua 3.3 2.1 1.3 0.1 -0.8 -0.6
Panama 5.4 2.7 1.2 0.4 -1.2 -0.8

Simulation 2: 1 percent of GDP increase in overall tax collection channeled evenly to 
    income groups
Costa Rica 2.5 1.1 0.7 0.0 -0.8 -0.5
El Salvador 3.2 0.9 0.3 -0.1 -0.4 -0.3
Guatemala 4.6 2.1 0.9 0.1 -1.1 -0.7
Honduras 3.9 1.6 0.6 0.0 -0.7 -0.5
Nicaragua 6.1 2.7 1.2 0.1 -1.1 -0.8
Panama 5.5 2.3 1.2 0.4 -1.1 -0.7

Simulation 3: 1 percent of GDP increase in VAT collection devoted to social spending
Costa Rica 3.3 1.4 0.5 -0.2 -0.8 -0.6
El Salvador 3.9 1.1 0.3 -0.2 -0.4 -0.4
Guatemala 3.3 1.7 0.9 0.1 -0.9 -0.6
Honduras 3.3 1.1 0.3 -0.1 -0.5 -0.4
Nicaragua 2.2 1.4 0.9 -0.2 -0.4 -0.4
Panama 5.4 2.5 0.9 0.1 -1.0 -0.7

Simulation 4: 1 percent of GDP increase in VAT collection channeled evenly to income groups
Costa Rica 2.5 1.1 0.6 0.0 -0.7 -0.5
El Salvador 2.7 0.7 0.2 -0.1 -0.3 -0.2
Guatemala 4.2 1.7 0.6 -0.1 -0.8 -0.6
Honduras 3.2 1.3 0.3 -0.1 -0.5 -0.4
Nicaragua 5.1 2.0 0.7 -0.2 -0.7 -0.6
Panama 5.4 2.0 0.8 0.1 -0.9 -0.7

Source: IMF staff calculat ions.
1Quasi-Gini coefficient for postfiscal policy income after the reform minus quasi-Gini coefficient for

postfiscal policy income before the reform, times 100.

Population income quintiles (from lowest to highest)

Table 4.9. Simulated Impact of Specified Fiscal Policy Reform on Postfiscal Policy 
Income

 

 

(e.g., through the elimination of regressive exemptions) or the targeting of spend-
ing beyond its current level or beyond an unambitious flat distribution would 
yield much stronger redistributive effects. The outcome of the exercise is qualita-
tively the same across all permutations. The net distributional effect of a fiscal 
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policy reform that increases tax revenue by 1 percent of GDP and devotes the 
proceeds to social spending is progressive. It would reduce the income Gini co-
efficient between 0.5 and 0.8 percentage points in Costa Rica, Guatemala, Nica-
ragua, and Panama, and between 0.2 and 0.4 percentage points in El Salvador 
and Honduras.48 Two key messages emerge: 

 First, improving the targeting of social spending beyond a mere absolute neu-
trality results in considerable gains in inequality reduction. In the case of 
Nicaragua, if the current pattern of absolute regressivity in social spending 
were improved to at least a flat distribution, the impact of a rise in social 
spending on the income of the poorest quintile would be doubled. 

 Second, the redistributive impact of the increase in social spending is not 
much affected by whether it is financed through an increase in the VAT (de-
spite its regressivity) compared with other taxes: the differences in terms of 
Gini index impact are small, except in the case of Nicaragua, where the VAT 
is more regressive relative to other taxes and to the original (pre–fiscal policy) 
income distribution.  

Conclusions 

The limited redistributive potential of taxation, especially compared with that 
of social spending, suggests that a key focus of tax policy should be raising 
revenue efficiently. The distributional impact of taxes is generally small, 
whether a tax is progressive or regressive. Moreover, there is often a trade-
off between the progressivity of a tax and its potential to raise revenue: if the 
progressivity of the tax derives from the granting of exemptions or the appli-
cation of differential tax rates, its base may be eroded.  

Therefore, increasing the progressivity of the tax system may reduce the pool 
of resources available for redistribution through social spending and may ul-
timately be detrimental for reducing poverty and inequality. By contrast, 
broadening the tax base—even if that implies eliminating progressive exemp-
tions—may enhance the overall progressivity of fiscal policy.  

This, however, does not imply that equity should not be a consideration in 
tax policy debates. The evidence in this chapter shows that income taxes can 
be much less progressive and VATs and sales taxes much less regressive in 
some countries than others. This might in part reflect different economic 
structures, but weaknesses in tax design can also be a factor, and one that 
may simultaneously harm equity, efficiency, effectiveness, and administrative  
 

                                                 
48These findings are in line with those from a similar simulation exercise reported in IDB (1998), which finds that a 
hypothetical 1 percent of GDP rise in VAT revenues that is distributed equally (in absolute terms) among all in-
come groups would reduce the income Gini coefficient by between 0.4 and 0.6 percentage points in Guatemala, 
Colombia, and the Dominican Republic, and between 0.3 and 0.4 in Argentina and Chile.  
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simplicity. Exemptions that disproportionately favor the richer segments of 
society may, for instance, make the tax more regressive, elicit evasion, and 
reduce revenue.  

Although social spending can potentially have a powerful redistributive ef-
fect, its impact on poverty and income distribution in Central America is un-
dermined by its relatively low level. Countries in the region have made a visi-
ble effort in recent years to increase social expenditures. But, despite broad 
variations across the region, public social spending remains generally low 
both relative to GDP and as a share of total public spending.  

The targeting of social spending in the region can also be improved. The evi-
dence discussed in this chapter suggests that spending on health and primary 
education is strongly progressive. By contrast, spending on pensions and ter-
tiary education is very regressive. The access and coverage of these two com-
ponents of spending should be improved to enhance their impact on the 
poor. Well-targeted social assistance programs, such as cash transfers to 
households conditional on children attending school, can have a significant 
effect on poverty reduction, especially in the long run.  

The combined effect of taxation and well-targeted social spending can sub-
stantially improve the income of the poor, even if the tax system individually 
considered is regressive. In Panama, for instance, as in many European coun-
tries, the net effect of fiscal policy is estimated to more than double the in-
come of the poorest 20 percent of the population.  

 

        Revenue Income Taxes Trade Taxes

2003 2006 2003 2006 2003 2006 2003 2006 2003 2006 2003 2006

Costa Rica 13.9 13.8 13.6 13.6 4.0 4.0 4.7 5.1 2.7 2.7 1.5 1.5
Dominican Republic 15.9 18.0 14.9 16.9 4.4 4.5 3.8 5.1 3.1 4.7 3.5 2.6
El Salvador 12.7 13.8 11.5 12.9 3.3 4.1 6.1 6.7 0.6 0.6 1.2 1.1
Guatemala 12.5 12.6 11.7 11.7 1.5 2.3 5.3 5.4 1.2 1.1 1.4 1.1
Honduras 18.4 19.7 16.3 18.1 3.5 4.9 6.0 6.6 1.4 1.0 1.5 1.4
Nicaragua 16.4 18.8 15.2 17.5 3.8 5.1 6.2 7.3 4.1 4.0 1.0 1.0
Panama 15.3 18.4 8.7 10.3 3.4 5.1 1.5 1.9 1.2 0.7 1.5 1.6

Central America, Panama, 
and DR average 15.0 16.4 13.1 14.4 3.4 4.3 4.8 5.4 2.0 2.1 1.7 1.5

Source: IMF staff calculations, based on data from the authorities.

Table 4.A1. Central America: Evolution and Structure of Tax Revenue

Total
Total Tax Revenue

Total1 ExcisesVAT/Sales

   1Other taxes are excluded from the table, so the sum of income, VAT, excise and trade taxes is not equal to total 
tax revenue.

In percent of GDP
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1st 2nd 3rd 4th 5th

Income taxes
Costa Rica (2000) 88.0 92.8 91.3 92.2 106.6
El Salvador (2000) 40.5 71.6 68.3 96.3 115.8
Guatemala (2004) 95.8 88.5 86.7 81.7 111.2
Honduras (2004) 40.6 49.6 57.2 70.9 131.0
Nicaragua (2004) 62.5 69.8 76.1 85.7 113.3
Panama (2003) 70.1 15.1 11.6 26.7 146.7

U.S. (Fed, 2004, with Social Sec) 12.1 45.7 67.8 86.2 129.3
U.S. (Fed, 2004, w/o Social Sec) -53.1 -3.6 31.5 60.2 161.9

VAT/Sales Tax
Costa Rica (2000) 104.6 109.5 105.5 104.7 95.1
El Salvador (2000) 320.4 183.9 136.0 106.6 66.0
Guatemala (2004) 145.6 122.1 114.9 108.4 87.4
Honduras (2004) 272.1 144.6 125.4 104.4 76.5
Nicaragua (2004) 255.6 189.8 158.2 129.9 63.5
Panama (2003) 144.3 121.6 109.8 96.3 96.2

Bolivia (2000) 86.0 109.9 105.8 99.9 98.5

Excise Taxes
Costa Rica (2000) 70.8 83.9 90.0 105.9 104.7
El Salvador (2000) 188.8 127.0 129.7 98.8 85.2
Guatemala (2004) 104.1 95.5 87.5 97.0 104.1
Honduras (2004) 192.2 178.2 181.0 131.1 53.7
Nicaragua (2004) 269.9 198.2 158.7 112.1 66.4
Panama (2003) 120.3 121.1 102.3 96.5 98.1

Bolivia (2000) 86.0 109.9 105.8 99.9 98.5
U.S. (Federal, 2004) 274.4 169.9 130.7 104.6 65.3

Trade Taxes
Costa Rica (2000) 129.8 140.5 131.2 118.5 77.6
El Salvador (2000) 258.6 157.8 124.9 105.5 75.8
Guatemala (2004) 53.6 54.7 65.0 84.5 122.8
Honduras (2004) 282.8 164.1 133.9 109.6 69.3
Nicaragua (2004) 172.9 144.6 131.2 116.5 81.3
Panama (2003) 216.0 161.4 135.0 108.6 82.2

Table 4.A2. Progression of Taxes in Central America and Comparator Countries

Relative tax burden by income quintile1

   1Effective tax/income ratio relative to the average ratio; a value greater than 100 indicates that the income group 
pays a higher percentage of its income relative to the average.

   Sources: Acevedo and González Orellana (2005); Auguste and Artana (2005); Barreix et al. (2006); Bolaños 
(2002); Gillingham, Newhouse, and Yakovlev (forthcoming); Gómez Sabaini (2005b); Cossío Muñoz (2006); 
Rodríguez Arosemena (2007); U.S. Congressional Budget Office (2006); EUROMOD.
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Gini pre-tax Quasi-Gini Kakwani Quasi-Gini RS 
income for taxes Index Tax post-tax Index2

(A) (B) (C = B - A) pressure1 (D) (E = A - D)

Income taxes
Costa Rica (2000) 45.1 48.1 3.0 9.6 44.8 0.3
El Salvador (2000) 47.4 56.3 8.9 1.3 47.3 0.1
Guatemala (2004) 46.3 50.4 4.1 3.7 46.2 0.2
Honduras (2004) 47.2 61.6 14.4 4.9 46.4 0.7
Nicaragua (2000) 51.0 58.6 7.6 4.5 50.7 0.4
Panama (2003) 53.8 73.9 20.1 2.1 53.4 0.4

Colombia (2003) 53.7 89.4 35.7 1.4 51.3 2.4
Ecuador (2003) 40.8 83.1 42.3 0.7 40.3 0.5
Peru (2000) 53.5 58.2 4.7 1.4 53.5 0.0
Venezuela (2003) 42.3 84.0 41.7 0.4 42.1 0.2
U.S. (Federal, 2004)3 43.8 59.9 16.1 19.0 40.0 3.8
U.S. (Federal, 2004)4 43.8 75.5 31.7 11.1 39.8 4.0

VAT/Sales taxes
Costa Rica (2000) 45.1 42.9 -2.2 5.1 45.3 -0.2
El Salvador (2000) 47.4 25.3 -22.1 5.4 48.7 -1.3
Guatemala (2004) 46.3 39.1 -7.2 8.2 47.0 -0.6
Honduras (2004) 47.2 31.3 -15.9 7.0 48.4 -1.2
Nicaragua (2000) 51.0 27.8 -23.2 11.1 53.9 -2.9
Panama (2003) 53.8 50.5 -3.3 1.9 53.9 -0.1

Bolivia (2000) 55.6 54.7 -0.9 5.6 55.7 -0.1
Colombia (2003) 53.7 46.9 -6.8 6.3 54.1 -0.4
Ecuador (2003) 40.8 44.5 3.7 6.4 40.6 0.2
Peru (2000) 53.5 35.8 -17.7 4.9 54.7 -1.2
Venezuela (2003) 42.3 47.3 5.0 4.7 42.7 -0.4

Excise Taxes
Costa Rica (2000) 45.1 49.3 4.2 2.6 45.0 0.1
El Salvador (2000) 47.4 37.9 -9.5 0.5 47.5 0.0
Guatemala (2004) 46.3 47.9 1.6 2.0 46.3 0.0
Honduras (2004) 47.2 24.4 -22.8 0.8 47.4 -0.2
Nicaragua (2000) 51.0 27.5 -23.6 7.3 52.9 -1.9
Panama (2003) 53.8 51.8 -2.0 1.3 53.8 0.0

Bolivia (2000) 55.6 85.3 29.7 1.8 55.5 0.1
U.S. (Federal, 2004) 43.8 21.3 -22.5 0.8 44.0 -0.2

Trade Taxes
Costa Rica (2000) 45.1 34.4 -10.7 1.1 45.3 -0.2
El Salvador (2000) 47.4 31.8 -15.7 0.9 47.6 -0.2
Guatemala (2004) 46.3 58.3 12.0 3.2 45.9 0.4
Honduras (2004) 47.2 27.7 -19.5 1.8 47.5 -0.4
Nicaragua (2000) 51.0 39.5 -11.6 2.4 51.3 -0.3
Panama (2003) 53.8 42.6 -11.2 1.1 53.9 -0.1

1Tax pressure is the ratio of total taxes paid to total income before taxes.
2RS is the Reynolds-Smolensky Index.
3Including social security taxes.
4Excluding social security taxes.

Table 4.A3. Redistributive Impact of Taxation in Central America and Comparator Countries

   Sources: Acevedo and González Orellana (2005); Auguste and Artana (2005); Barreix et al. (2006); Bolaños (2002); 
Gillingham, Newhouse, and Yakovlev (forthcoming); Gómez Sabaini (2005b); Cossío Muñoz (2006); Rodríguez 
Arosemena (2007); U.S. Congressional Budget Office (2006); EUROMOD.
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Gini 
Income or Quasi-Gini Kakwani

1 2 3 4 5 Cons.2 Taxes Index

El Salvador
All taxes (income) 261.4 159.8 123.7 104.4 76.1 47.4 31.7 -15.7
All taxes (consumption) 101.1 101.2 99.1 98.9 100.4 31.8 31.7 -0.1
VAT (income) 320.4 183.9 136.0 106.6 66.0 47.4 25.3 -22.1
VAT (consumption) 123.9 116.5 108.9 101.0 87.1 31.8 25.3 -6.5

Nicaragua
All taxes (income) 195.9 154.7 133.4 112.4 79.6 51.0 37.4 -13.6
All taxes (consumption) 113.3 107.0 101.7 96.5 97.9 39.5 37.4 -2.1
VAT (income) 255.6 189.8 158.2 129.9 63.5 51.0 27.8 -23.2
VAT (consumption) 147.8 131.2 120.6 111.5 78.1 39.5 27.8 -11.6

Panama
All taxes (income) 127.8 93.5 80.4 75.6 110.8 53.8 57.1 3.3
All taxes (consumption) 45.2 51.6 56.6 67.7 144.9 38.5 57.1 18.6
VAT (income) 144.3 121.6 109.8 96.3 96.2 53.8 50.5 -3.3
VAT (consumption) 51.0 67.2 77.3 86.3 125.8 38.5 50.5 12.0

Sources: Acevedo and González Orellana (2005); Gómez Sabaini (2005b); Rodríguez Arosemena (2007)
1Household are ordered by income quintiles.
2Quasi-Gini index for consumption, as consumption distribution is ordered by income quintiles.

Tax Progression
Quintiles

Table 4.A4. Comparison of Income- vs. Consumption-Based Measures of 
Progressivity for Total and VAT Taxes1
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Overall period t -value 1990–97 t -value 1998–2004 t -value

Costa Rica 1.77 1.94 2.02
Total Social Spending 0.11 0.41 0.36 0.96 -0.35 -0.85

Education -0.06 -0.23 0.46 1.29 -0.87 -3.95
Health 0.09 0.33 0.35 0.91 -0.27 -0.63
Social Protect ion1 0.27 1.03 0.16 0.39 0.39 0.94

Dominican Republic 1.78 1.94 2.13
Total Social Spending 0.30 1.09 -0.04 -0.09 0.88 3.67

Education 0.66 3.06 0.10 0.25 0.92 4.63
Health 0.71 3.49 0.34 0.90 0.93 5.00
Social Protect ion1 0.53 2.19 0.59 1.77 0.53 1.23

Guatemala 1.77 1.94 2.02
Total Social Spending 0.55 2.38 -0.08 -0.20 0.82 3.23

Education 0.52 2.18 -0.14 -0.36 0.76 2.65
Health 0.48 1.99 -0.26 -0.65 0.80 3.01
Social Protect ion1 0.02 0.06 -0.22 -0.56 0.02 0.05

El Salvador 1.77 1.94 2.02
Total Social Spending 0.45 1.83 0.39 1.04 0.64 1.86

Education 0.13 0.47 0.02 0.04 0.32 0.75
Health 0.82 5.23 0.81 3.43 0.85 3.64
Social Protect ion1 0.12 0.45 -0.18 -0.45 0.64 1.88

Honduras 1.7709 1.9432 2.015
Total Social Spending 0.11 0.40 0.08 0.19 0.14 0.33

Education -0.23 -0.85 -0.24 -0.62 -0.14 -0.32
Health -0.08 -0.31 -0.03 -0.06 -0.16 -0.36
Social Protect ion1 0.28 1.03 0.18 0.45 0.47 1.19

Nicaragua 1.77 1.94 2.02
Total Social Spending 0.44 1.77 0.41 1.10 0.55 1.48

Education 0.51 2.11 0.45 1.23 0.64 1.88
Health 0.56 2.41 0.58 1.76 0.58 1.58

Panama 1.77 1.94 2.02
Total Social Spending 0.54 2.34 0.77 3.00 0.36 0.85

Education 0.68 3.35 0.63 1.98 0.75 2.54
Health 0.17 0.61 -0.13 -0.33 0.41 1.00
Social Protect ion1 0.15 0.54 0.47 1.29 -0.18 -0.41

Sources: ECLAC; country national authorities; and IMF staff calculations. 
Bolded values indicate significance at a 5 percent significance level.
1Social protection includes social insurance (social security) and social assistance.

Table 4.A5. Cyclicality of Public Social Spending in Central America

Correlation of Cyclical Components of
HP-Filtered Series
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Average 
annual 
growth rate

                   
Coefficient of 
variation

Average 
annual 
growth rate

                  
Coefficient of 
variation

Average 
annual 
growth rate

                     
Coefficient of 
variation

Central America
Gross domestic product 4.49 0.20 3.50 0.33 4.00 0.28
Public social spending 6.45 0.79 8.09 0.58 7.27 0.66

Education 6.28 1.06 7.97 0.57 7.12 0.78
Health 3.92 1.11 7.17 0.93 5.54 1.02

Latin America (20 countries)
Gross domestic product 3.60 0.41 1.40 1.15 2.60 0.73
Public social spending 4.60 1.16 2.80 1.08 3.80 1.19

Education 4.10 2.48 3.30 1.75 3.70 2.30
Health 2.30 2.36 1.70 2.58 2.00 2.47

Costa Rica
Gross domestic product 4.85 0.59 4.71 0.64 4.78 0.59
Public social spending 5.85 1.24 5.67 0.66 5.76 0.96

Education 7.06 1.56 7.79 0.76 7.42 1.14
Health 3.69 1.46 6.39 0.98 5.04 1.15

Dominican Republic
Gross domestic product 5.17 0.53 4.98 0.78 5.08 0.62
Public social spending 11.47 2.20 5.02 2.33 8.49 2.31

Education 16.02 1.16 4.46 4.56 10.69 1.83
Health 11.36 2.21 4.80 4.75 8.33 2.79

El Salvador
Gross domestic product 5.27 0.41 2.51 0.31 3.89 0.55
Public social spending 10.16 0.81 6.91 1.06 8.54 0.90

Education 8.28 0.67 6.28 1.44 7.28 1.00
Health 9.81 1.22 4.77 1.27 7.29 1.30

Guatemala
Gross domestic product 4.10 0.17 3.12 0.34 3.61 0.28
Public social spending 8.92 1.47 8.00 1.63 8.46 1.49

Education 6.21 1.50 8.63 1.37 7.42 1.39
Health 2.91 3.96 6.04 2.86 4.47 3.17

Honduras
Gross domestic product 3.78 0.66 2.88 0.83 3.33 0.72
Public social spending 3.14 4.28 12.94 0.85 8.04 1.60

Education 0.75 5.95 14.78 0.59 7.77 1.27
Health 0.83 15.80 11.33 1.19 6.08 2.29

Nicaragua
Gross domestic product 3.01 0.98 3.75 0.53 3.38 0.73
Public social spending 2.14 3.67 10.75 2.38 6.45 2.90

Education 5.73 4.34 8.41 2.19 7.07 2.98
Health -0.19 -60.06 8.57 2.48 4.19 4.06

Panama
Gross domestic product 5.93 0.47 4.07 0.63 5.00 0.55
Public social spending 8.48 1.11 4.26 1.35 6.37 1.22

Education 9.65 1.03 1.92 1.72 5.78 1.41
Health 6.47 1.27 5.90 1.89 6.18 1.53

Sources: ECLAC, 2006; and IMF staff calculations on data from national authorities.
1Calculations through 2003 for the Latin American average.

Table 4.A6. Average Annual Rate of Growth and Volatility of GDP and Public Social 
Spending

By Individual Country

1991–97 1998–20041 1991–20041

Regional Comparison



Equity and Fiscal Policy  

 105

References 
Acevedo, Carlos, and Mauricio González Orellana, 2005, “El Salvador: Diagnós-

tico del Sistema Tributario y Recomendaciones de Política,” in Recaudar 
Para Crecer: Bases para la Reforma Tributaria en Centroamérica, ed. by Manuel 
Agosin, Alberto Barreix y Roberto Machado (Washington: Inter-
American Development Bank). 

Auguste, Sebastián, and Daniel Artana, 2005, “Guatemala: Impacto Distributivo 
de la Reforma Fiscal 2004 y de Algunas Propuestas Recientes” (unpublis-
hed; Guatemala: Centro de Investigaciones Económicas Nacionales). 

Barreix, Alberto, Jerónimo Roca, and Luiz Villela, 2006, “La Equidad Fiscal en 
los Países Andinos” (Washington: Inter-American Development Bank). 

Barthold, Thomas, 1993, “How Should We Measure Distribution?” National Tax 
Journal, Vol. 46 (September), pp. 291–99. 

Bird, Richard, 2003, “Taxation in Latin America: Reflections on Sustainability 
and the Balance between Equity and Efficiency,” ITP Paper No. 0306 
(Toronto, Canada: University of Toronto, Rotman School of Manage-
ment, International Tax Program). Available via the Internet: 
 www.rotman.utoronto.ca/iib/ITP0306.pdf. 

Bolaños, Rodrigo, 2002, “Eficiencia y Equidad en el Sistema Tributario Costarri-
cense,” in El Sistema Tributario Costarricense: Contribuciones al Debate 
Nacional (San José, Costa Rica: Contraloría General de la República). 

Chu, Ke-young, Hamid Davoodi, and Sanjeev Gupta, 2000, “Income Distribu-
tion and Tax and Government Social Spending Policies in Developing 
Countries,” IMF Working Paper 00/62 (Washington: International 
Monetary Fund). 

Clements, Benedict, Christopher Faircloth, and Marijn Verhoeven, 2007, “Public 
Expenditure in Latin America: Trends and Key Policy Issues,” IMF 
Working Paper 07/21 (Washington: International Monetary Fund). 

Cullis, John, and Philip Jones, 1998, Public Finance and Public Choice (Oxford: Ox-
ford University Press, 2nd ed.). 

Economic Commission for Latin America and the Caribbean (ECLAC), 2006, 
“Social Spending in Latin America and the Caribbean: Recent Trends, 
Orientation, and Redistributive Impact,” in Social Panorama of Latin 
America 2005 (New York: United Nations). 

Engel, Eduardo, Alexander Galetovic, and Claudio Raddatz, 1999, “Taxes and 
Income Distribution in Chile: Some Unpleasant Redistributive Arithme-
tic,” Journal of Development Economics, Vol. 59 (June), pp. 155–92. 

EUROMOD, “Statistics on Distribution and Decomposition of Disposable  
Income,” accessed at www.econ.cam.ac.uk/dae/mu/emodstats/ on April 
30, 2007 using EUROMOD Version No. 31A. 



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS 

 106

Fullerton, D., and D.L. Rogers, 1993, “Who Bears the Lifetime Tax Burden?” 
(Washington: Brookings Institution Press). 

Gasparini, Leonardo, and Daniel Artana, 2003, “La Incidencia Distributiva de la 
Ley de Equidad Fiscal de Nicaragua” (Washington: World Bank). 

Gemmell, Norman, and Oliver Morrissey, 2002, “The Impact of Taxation on 
Inequality and Poverty: A Review of Empirical Methods and Evidence,” 
paper presented at the World Bank/Department for International De-
velopment conference on “Taxation, Accountability and the Poor,” Uni-
versity of Sussex, Brighton, United Kingdom, October–November. 

———, 2005, “Distribution and Poverty Impacts of Tax Structure Reform in 
Developing Countries: How Little We Know,” Development Policy Review, 
Vol. 23 (March), pp. 131–44. 

Gillingham, Robert, David Newhouse, and Irene Yakovlev, forthcoming, “The 
Distributional Impact of Fiscal Policy in Honduras,” IMF Working Paper 
(Washington: International Monetary Fund). 

Gómez Sabaini, Juan Carlos, 2005a, “Honduras: Hacia un Sistema Tributario 
Más Transparente y Diversificado,” in Recaudar Para Crecer: Bases para la 
Reforma Tributaria en Centroamérica, ed. by Manuel Agosin, Alberto Barreix 
y Roberto Machado (Washington: Inter-American Development Bank). 

———, 2005b, “Nicaragua: Desafíos para la Modernización del Sistema Tributa-
rio,” in Recaudar Para Crecer: Bases para la Reforma Tributaria en Centroamérica, 
ed. by Manuel Agosín Alberto Barreix y Roberto Machado (Washington: 
Inter-American Development Bank). 

Harberger, Arnold C., 2003, “Reflections on Distributional Considerations and 
the Public Finances,” paper prepared for a course on “Practical Issues of 
Tax Policy in Developing Countries,” World Bank, Washington,  
April. Available via the Internet: http://isp-aysps.gsu.edu/academics/ 
conferences/conf2004/Harberger.pdf. 

Inter-American Development Bank (IDB), 1998, Facing Up to Inequality in La-
tin America, Report on Economic and Social Progress in Latin America, 
1998–1999 (Washington). 

Jenkins, Glenn, Hatice Jenkins, and Chun-Yan Kuo, 2006, “Is the Value Added 
Tax Naturally Progressive?” Queen’s Department of Economics Work-
ing Paper No. 1059 (Kingston, Canada: Queen’s University). 

Lindert, Kathy, Emmanuel Skoufias, and Joseph Shapiro, 2006, “Redistributing 
Income to the Poor and the Rich: Public Transfers in Latin America and 
the Caribbean,” Social Protection Discussion Paper No. 0605, Social Sa-
fety Net Primer Series (Washington: World Bank). 

Lora, Eduardo, 2007, “Trends and Outcomes of Tax Reform,” in The State of 
State Reform in Latin America, ed. by E. Lora (Washington: Inter-American 
Development Bank). 



Equity and Fiscal Policy  

 107

Mann, Arthur J., 2002, “Guatemala: La Incidencia del Sistema Tributario en el 
Año 2001,” a report for USAID/DAI, November. 

Metcalf, G., 1994, “Life Cycle Versus Annual Perspectives on the Incidence of a 
Value-Added Tax,” in Tax Policy and the Economy, ed. by James Poterba 
(Boston: MIT Press). 

Mintz, Jack, 1996, “The Corporation Tax,” in The Economics of Tax Policy, ed. by 
Michael P. Devereux (Oxford: Oxford University Press).  

Muñoz, Sònia, and Stanley Sang-Wook Cho, 2004, “Social Impact of a Tax Re-
form: The Case of Ethiopia,” in Helping Countries Develop: The Role of Fiscal 
Policy, ed. by Sanjeev Gupta, Benedict Clements, and Gabriela Inchauste 
(Washington: International Monetary Fund). 

Pechman, J.A., 1985, Who Paid the Taxes, 1966–1985? (Washington: Brookings 
Institution). 

Petrei, Humberto, and Nicolás Rodríguez Arosemena, 2006, “Panamá: Creación 
de Capital Social por Medio de la Reforma Fiscal” (Washington: Inter-
American Development Bank). 

Poterba, J., 1989, “Lifetime Incidence and the Distributional Burden of Excise 
Taxes,” American Economic Review, Papers and Proceedings, Vol. 79 (May),  
pp. 325–30. 

Regalia, Ferdinando, and Marcos Robles, 2005, “Social Assistance, Poverty and 
Equity in the Dominican Republic,” Economic and Sector Study Series 
(Washington: Inter-American Development Bank). 

Rodríguez Arosemena, Nicolás, 2008, “Incidencia de la Política Fiscal en Pana-
má” (Washington: Inter-American Development Bank, forthcoming).  

Sahn, David, and Stephen Younger, 1999, “Fiscal Incidence in Africa: Microeco-
nomic Evidence,” CFNPP Working Paper No. 91 (Ithaca, New York: 
Cornell University, Cornell Food and Nutrition Policy Program). Avail-
able via the Internet: www.cfnpp.cornell.edu/images/wp91.pdf. 

Santana, Isidoro, and Magdalena Rathe, 1993, “The Distributive Impact of Fiscal 
Policy in the Dominican Republic,” in Government Spending and Income Dis-
tribution in Latin America, ed. by Ricardo Hausmann and Roberto Rigobón 
(Washington: Inter-American Development Bank). 

Shah, A., and J. Whalley, 1991, “The Redistributive Impact of Taxation in  
Developing Countries,” in Tax Policy in Developing Countries, ed. by  
J. Khalilzadeh-Shirazi and A. Shah (Washington: World Bank). 

Talvi, Ernesto, and Carlos Végh, 2005, “Tax Base Variability and Procyclical Fis-
cal Policy in Developing Countries,” Journal of Development Economics,  
Vol. 78 (October), pp. 156–90. 

Trejos, Juan Diego, 2001, “La Equidad de la Inversión Social en el 2000,” Octavo 
Informe sobre el Estado de la Nación en Desarrollo Humano Sostenible (San José, 
Costa Rica: United Nations Development Programme). 



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS 

 108

U.S. Congressional Budget Office, 2006, “Historical Effective Federal Tax  
Rates: 1979 to 2004” (Washington). Available via the Internet: www.cbo. 
gov/ftpdocs/77xx/doc7718/EffectiveTaxRates.pdf. 

World Bank, 2003, “Guatemala: Poverty Assessment,” Report No. 24221-GU 
(Washington).  

 

 



 

109 

CHAPTER 

Central American Customs Union and  
Challenges for Tax and Customs Administration 

  Andrea Lemgruber-Viol  
 
 
 
 
 
 
Introduction 

In December 2007, the governments of Costa Rica, El Salvador, Guatemala, 
Honduras, and Nicaragua signed the Framework Agreement for the Establish-
ment of the Central American Customs Union (CACU). The agreement is an 
important step in the process toward regional integration, and is based on a 
broad sharing of experiences, negotiation, and joint work by officials from the 
five countries, together with representatives of Panama and the Dominican Re-
public. As international experience shows, the existing models of customs unions 
(CUs) are diverse; each type of union reflects the particular circumstances of the 
member countries. Thus, Central America is embarking on a gradual but dynamic 
process of deepening regional integration, with a view to achieving sustainable 
economic and social development. 

Although the agreement establishes a legal framework for the customs union, 
there are many future challenges to consider and decisions to be made. Impor-
tant issues that will determine the effectiveness of the region’s customs and tax 
administrations (CTAs) have yet to be settled.1 These include the following: the 
free circulation of goods and how to proceed regarding the control of sensitive 
goods; the operation of the internal customs posts (or the “centers of trade facili-
tation”); the administration and control of the free trade zones (where the  
so-called maquiladora companies are located); the fact that the signatories to  
the agreement can still conclude bilateral free trade agreements regarding non-
CACU members, and how this may negatively affect customs administration; and  
the model for distributing the revenue collected through customs to the destina-
tion country. 

                                                 
1The term CTA refers to both customs and domestic tax administrations; these activities may be carried out by two 
separate institutions or by one integrated administration. 

5 
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To face these challenges, the Central American CTAs will require a well-defined 
strategic plan. Such a plan should address three main areas: (1) normative con-
vergence, (2) institutional development, and (3) administrative and operational 
strengthening. The CTAs in particular need a modernization strategy because 
they are critical institutions that support the regional integration process from its 
beginning phases. The CTAs support a key objective of integration—trade facili-
tation. At the same time, they help protect the member countries against tax 
fraud and contraband, while generating revenue to finance the countries’ expen-
ditures. Thus, their efficiency and effectiveness will determine the success of the 
integration process and its progression toward more advanced stages. 

This chapter examines the process of establishing the CACU from the perspec-
tive of the CTAs and is organized as follows. It analyzes the process of regional 
integration and describes the main characteristics and the effects of integration 
on CTAs. It then identifies certain minimum requirements that the CTAs need 
to meet to support the integration process and discusses some international ex-
periences regarding customs and tax arrangements in a customs union. The chap-
ter also addresses key tax and customs principals in defining an appropriate 
model for the CACU and examines the modernization needs of the Central 
American CTAs.  

The Regional Integration Process: Requirements and 
Implications for the CTAs 

Regional integration is a gradual process that involves the deepening of both eco-
nomic and institutional relations. For example, larger trade and financial flows 
are typically accompanied by effective information sharing between country au-
thorities and unified procedural codes for facilitating and controlling those flows. 
Dorrucci and others (2004) demonstrate that the two processes are closely corre-
lated and that institutional integration helps deepen economic integration.  

As discussed in Chapter II, regional integration is, in practice, a continuum and al-
lows for various arrangements to reflect the particular circumstances of each 
group of countries. Each stage of integration has direct implications for customs 
and tax administration.  

 Free Trade Area (FTA): tariffs and quotas are abolished for imports from 
area members, but national tariffs and quotas against nonmember countries 
are retained. 

 Customs Union (CU): an FTA with common tariffs and quotas for trade 
with nonmembers (known as the common external tariff—CET). 

 Common Market (CM): a CU with no nontariff barriers to trade or restric-
tions on the movement of capital and labor. 
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 Economic and Monetary Union (EMU): A full economic union (which is 
also potentially a monetary union) would entail a significant degree of coor-
dination of national policies and harmonization of relevant domestic laws to 
eliminate distortions. 

The CTAs are affected by the integration process in quantitative terms (number 
of taxpayers, returns and tax transactions) and in qualitative terms (different 
business processes, management capacity, and organizational arrangements). 
Larger economic flows imply more service and enforcement activities (e.g., 
phone calls, Internet hits, customs clearances, transfer pricing operations). In or-
der for the CTAs to handle a large volume of work in a cost-effective way, the 
CTAs will need to modernize their processes, including electronic filing, services 
and payment; risk analysis; and strategic management. They will also need to 
share information with their international counterparts, implement a series of tax 
treaties, and perform joint audits. Integration will also create new possibilities for 
fraud and evasion. This will require the CTAs to adapt and to respond quickly. 
An example is the VAT (value-added tax) carousel fraud that emerged in the 
European Union (EU) with the elimination of the intra-EU borders and led to 
subsequent changes in the administration of the intra-EU VAT. 

To address these challenges, the CTAs will need to meet a series of requirements 
at the various stages of the integration process (Table 5.1). These are legal, insti-
tutional and operational requirements that typically consist of establishing stan-
dards for minimum or good practices in each area and implementing an effective 
tax and customs modernization strategy. A practical example is the European 
Union’s accession requirements.2 Minimum standards should be established for 
all core functions of a CTA, including human resources policies and infrastruc-
ture. The greater the effort to establish common institutional and administrative 
arrangements, the greater the advantages to be gained—but also the greater the 
requirements. Furthermore, different institutional arrangements are needed at 
different stages of the regional integration process. For instance, the CTAs sup-
port the initial stages of economic integration because tariff and trade policies are 
the first to change. Other institutions are developed at more advanced stages. 

Meeting many of these requirements calls for an intense process of political ne-
gotiation and institutional change, which presents considerable challenges espe-
cially for developing countries. For this reason, actual integration experiences 
usually fall somewhere between the abovementioned “full stages”; that is, the es-
tablished requirements are partially met, or temporary exceptions are adopted. 
One example of this is the current arrangements that are legally defined as a 
 

                                                 
2These include, for example, adapting national VAT laws to be aligned with the European Union’s VAT 6th Direc-
tive, the completion of Fiscal Blueprints, and a number of other requirements. Box 5 provides more information on 
the EU’s Fiscal Blueprints.  



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS 

 112

Table 5.1. Regional Integration Process: Main Requirements on CTAs 

Level of  
Integration 

Objectives and  
Characteristics 

Institutional and  
Legal Requirements 

Administrative  
Requirements 

Elimination of internal tariffs. Establishment of treaties on infor-
mation sharing among countries of 
the group. 

Certification of origin.  

Elimination or reduction of trade 
restrictions (quantitative quotas). 

Adoption or negotiation of treaties 
on double taxation. 

Electronic information  
sharing. 

Elimination or reduction of charges 
and measures having an equivalent 
effect to a customs duty. 

Gradual convergence of various 
bilateral free trade treaties signed 
with nonmember countries. 

Basic coordination of cus-
toms procedures. 

FTA 

Maintenance of national tariff and 
trade policies in respect of non-
member countries. 

    

Elimination of internal tariffs. Adoption of a common customs 
code, regulations, and various 
manuals. 

High level of coordination of 
customs procedures. 

Elimination of trade restrictions 
(quantitative quotas). 

Standardization or harmonization 
of materials related to customs 
transit, customs valuation, docu-
mentation, technical barriers (sani-
tary, etc.) 

Creation of compatible or 
unified information technol-
ogy systems. 

Elimination of charges and meas-
ures having an equivalent effect to 
a customs duty. 

Harmonization of trade regulations 
(certificates, labels, etc.), trade 
defense, public procurement sys-
tem, etc. 

Mutual assistance programs 
(joint audits, coactive collec-
tion, presence of officials 
from other countries in cus-
toms, etc.) 

Adoption of a common external 
tariff. 

Code of conduct for customs offi-
cials. 

Strengthening of external 
customs posts. 

 Adoption of common policy on 
trade with nonmember countries. 

Training school. Use of internal customs 
posts for specific controls 
and domestic taxes. 

CU 

    Integrated customs border 
posts. 

Free circulation of persons (labor) 
and capital, in addition to the elimi-
nation of restrictions that prevent 
the circulation of goods and  
services. 

Elimination of internal customs 
and internal para-customs  
controls. 

High degree of cooperation 
and data sharing. 

Unification of customs and trade 
policies and other legislation. 

Unification of customs procedures 
and documentation. 

Integrated planning and 
tasks (risk controls, inte-
grated plan for combating 
fraud). 

  Harmonization of indirect taxation. Greater attention to inte-
grated work on income tax: 
investment flow, royalties, 
transfer prices. 

CM 

  Harmonized tax concessions pol-
icy (duty-free areas, special ar-
rangements, etc.). 

  

Integrated electronic sys-
tems (management, statis-
tics, records, etc.) 

EMU Unification of monetary policy and 
adoption of a single currency. 

Greater integration at the adminis-
trative, documentary, information-
sharing, and procedural levels. 

Integrated strategic  
planning. 
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CU (e.g., Mercosur and the South African Customs Union).3 However, these are 
in fact “incomplete CUs” whose processes are still partially met or under devel-
opment. In some cases of integration, the law and regulations are far-reaching, 
but implementation falls short owing to a lack of information systems, unified 
procedures, or administrative capacity. At other times, although operational and 
institutional conditions are in place for increasing effectiveness, there is no legal 
basis on which to act. The next section highlights some of the requirements for 
tax and customs administrations that are associated with the establishment  
of FTAs and CUs. The experience of the Central American countries is then  
analyzed. 

Free Trade Areas 

The FTA eliminates intrazone tariffs and quota restrictions. However, each 
country maintains its national trade policy with respect to nonmember countries. 
Therefore, the basic task of the customs administration is to differentiate be-
tween intra- and extrazone goods, given that they will face different tariff levels 
and controls. Certifying the origin of goods4 becomes a critical requirement, as 
free circulation of goods applies only to goods that originate in the FTA. If the 
principle of free circulation of goods were to apply to goods not originating in 
the FTA, the differences in tariffs among the countries would lead to trade diver-
sion. As a result, in an FTA, customs must perform the additional task of apply-
ing different tariffs and controls depending on whether goods are intra- or extra-
zone in origin. This often involves managing distinct rules of origin through the 
FTA’s protocol of origin.5 Furthermore, given that many trade arrangements be-
tween countries are in practice incomplete FTAs, customs often administers a list 
of intrazone sensitive goods to which the concept of free circulation does not 

                                                 
3The legal definition of an FTA and a CU is given by Article XXIV of the General Agreement on Tariffs and Trade 
(GATT). 
4Rules of origin certification are complex in their general application. According to the Kyoto Agreement, goods 
deemed to have originated from a country are those that have been completely obtained in that country and, in the 
event that other countries also participated in the productive process, in the country where the final substantial 
transformation took place. In practice, this certification is applied on the basis of three criteria: whether there was a 
change in the tariff classification, what type of transformation occurred (e.g., origin is not conferred by operations 
such as canning, packing, or labeling), and the value added in the country (in general, materials not originating in the 
FTA should not exceed 40 percent of the final value of the product). Protocols of origin contain definitions of the 
original product and the rules of accumulation, transportation, re-inclusion or exemption, certificate of origin, 
methods of customs cooperation, and ex post checking of documents of origin, as well as other data. 
5There are rules of nonpreferential origin—which each country determines unilaterally—and rules of preferential 
origin—which are defined in the context of an FTA. The IDB’s and AECI’s Guide to Good Practices on Aspects 
of Customs Management in the Processes of Territorial Integration, 2006 (Guía de Buenas Prácticas Sobre Aspectos de la 
Gestión Aduanera en los Procesos de Integración Territorial) points out that preferential rules of origin are normally much 
stricter than nonpreferential rules and need to be defined precisely. This is because goods that are subject to non-
preferential rules are afforded advantageous terms of trade. The members of the World Trade Organization (WTO) 
are required by the GATT to notify the WTO of their preferential and nonpreferential rules of origin. 
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apply and on which tariffs continue to be collected.6 Examples of these goods 
vary but typically include various agricultural products, oil, alcohol, and tobacco; 
and goods that can pose threats to local industries. In other cases, countries may 
maintain charges (e.g., fees, export or import licenses) and measures (e.g., sanitary, 
phytosanitary, and food standards, labeling requirements) that have the same ef-
fect as a customs duty. In these cases, the work of the customs administration 
becomes more complex because it has to administer the exceptions associated 
with the FTA while facilitating trade within the zone.  

Domestic tax administrations are, at this stage, perhaps less affected than cus-
toms, but they must still make some important changes. These include increased 
information sharing and joint audits with customs, closer control of foreign trade 
and investment transactions (e.g., transfer pricing, thin capitalization, and the ef-
fects of customs fraud on income tax obligations), and information exchange 
with other administrations in the region. 

Customs Union 

One of the main characteristics of a Customs Union is the application of a 
common external tariff (CET) to trade from third countries. By applying a CET, 
countries in a CU subject extrazone goods to an identical tariff regardless of their 
point of entry into the zone. Therefore, after clearing customs at the external 
customs point (actual borders with the extrazone), all goods in the CU can circu-
late freely within the CU. At this stage, there is no need for controlling origin to 
differentiate intra- and extrazone goods, though the rules of origin remain appli-
cable to trade with nonmembers (e.g., to apply antidumping policies). The appli-
cation of similar controls and procedures at all external customs posts is an im-
portant requirement. This ensures harmonization of rules and procedures and 
helps avoid fraud schemes in customs posts that are weaker administratively. At 
this stage, coordination among different customs is critical, and minimum stan-
dards of procedures, risk control, and human resource policies (including a code 
of ethics) should be enforced. The trade-off between free trade and effective 
control may be addressed only by modern, integrated institutional and opera-
tional arrangements. 

A CU does not automatically imply the elimination of internal customs controls 
among the CU’s member countries. Although this may be the case in “complete” 
CUs, in practice most CUs maintain customs controls within the zone to regulate 
sensitive goods (lists of exception and drugs, arms, and banned substances). An-
other reason for maintaining intrazone customs controls is to collect domestic

                                                 
6Even in more advanced arrangements, a list of sensitive goods still applies for public policy reasons, such as health 
or public safety (e.g., flora and fauna under threat of extinction or deemed special, psychotropic and other products 
banned because of public health considerations, specific national defense and army equipment, and cultural goods 
or goods that are part of the protected public wealth). 
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Source: IMF staff.
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taxes (VAT and excises). Incomplete CUs persist for a number of reasons: there 
are exceptions to the CET; there are quantitative quotas, charges, and measures 
that have the same effect than a customs duty; there are weaknesses in customs’ 
administrative capacity in some member countries (e.g., customs is unable to ap-
ply minimum standards and is vulnerable to fraud or corruption); information 
sharing is ineffective; or there is a lack of integrated rules and procedures. Figure 
5.1 depicts the concepts of complete and incomplete customs unions. A com-
plete CU is rated “level 1” for all relevant categories, and thus it is represented by 
the outer line of the polygon. The inner line represents a hypothetical case of an 
incomplete CU. For example, a CET less than 1 would denote that a CET is in 
force but there are exceptions in effect.7 

Other relevant issues for a CU are (1) the model for distributing customs reve-
nue (e.g., revenue from applying the CET) among its member countries and  
(2) the collection of domestic taxes on consumption. Revenues from the CET 
that are collected at external customs may be deposited into a central fund to fi-
nance common expenditures (as is the case in the European Union) or may be 
distributed according to the final destination of goods. Moreover, such distribu-
tion may take place on the basis of economic and statistical criteria. Each model 
implies a different political commitment and different management methods. 

                                                 
7The notion of an “incomplete CU” should be seen as a didactic and pragmatic way of representing a process in 
transition. In practice, many CU arrangements live with transitory phases and while they are more advanced than 
FTAs, they do not comply with all the legal requirements for a CU. Countries should recognize the need to move as 
fast as possible and minimize the length of the transitory phase. They should avoid embarking on a process of de-
ferring the economic benefits of a union, while living with the administrative complications of the transitory phase. 
In this sense, the notion of the “incomplete CU” is meant to help countries recognize that they are still within a 
transitory or incomplete phase, despite calling themselves a member of a legal CU in most cases.  
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Likewise, a proper method for levying domestic consumption taxes (VAT and 
excise taxes) will need to be put in place, given that rates vary among country 
members. If internal customs posts are in place, adjustments and controls can be 
made at these borders. However, problems may emerge in the absence of inter-
nal customs posts. The application of different tax rates combined with the ap-
plication of the destination principle may create opportunities for arbitrage and 
fraud. Therefore, an efficient risk control system and information sharing are 
necessary. As mentioned earlier, these are challenges even for the advanced 
European CTAs.  

International Experiences in Establishing Customs Unions 
and the Role of the CTA 

A comparative analysis of selected international experiences is helpful for guiding 
discussions on the CACU. Lessons learned from various international experi-
ences show that (1) institutional building is critical to support the process; (2) in-
ternal customs controls are often in place for long periods; and (3) a coherent, in-
tegrated strategy to adopt certain legal and administrative standards is needed. 

Establishing a customs union implies costs arising from coordination efforts 
(meetings, joint audits, integrated information systems), training, infrastructure 
investment (e.g., customs ports, warehouses, scanners, computers), and other re-
lated costs. Partly because of these costs and challenges, there are actually few 
customs unions compared with other types of regional trade agreements.8  

The most advanced integration experience is that of the European Union (Treaty 
of Rome, 1957). The Treaty established a customs union and a calendar for dis-
mantling customs duties. However, because of restrictions stemming from the 
existence of internal customs and measures having the same effect as a customs 
duty (especially sanitary rules), the process of establishing a “complete” CU took  
almost 40 years. Until 1992 (Treaty of Maastricht), internal customs controls 
were in place throughout Europe. Goods had to be cleared at these posts even 
though customs duties were not paid.9 Since 1993, the European Union has been 
operating without internal customs controls. Goods imported from outside the 

                                                 
8The lack of political will to transfer competency to supranational or regional institutions is another reason for the  
small number of customs unions. Fuentes (2007, p. 3) mentions that FTAs represent 84 percent of the official re-
gional agreements, whereas CUs and preferential regimes account for 8 percent each. Plummer (2006, p. 933) points 
out that “in Asia and North America there are no customs unions; in Europe there is essentially one (EU); in Latin 
America there is also one (Mercosur); there are only a few others scattered over Africa and the Middle East but 
none of the latter are customs unions in the ‘pure sense’ operating with a fully implemented, genuine CET, with a 
complete ‘free-circulation’ philosophy and where internal borders have been eliminated.” 
9The main controls performed in customs were as follows: collection of VAT and special taxes, compilation of  
statistics on intra-Community trade, and application of technical barriers (e.g., health and veterinary certificates, 
approvals). 
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zone are cleared at external customs in the first port of entry in the Union. The 
tariffs collected on these goods flow into a common fund that is part of the EU 
general budget. The elimination of internal customs controls has led to a VAT 
regime in which there is no border charge for intra-Community transactions. In-
stead, the payment of VAT is deferred until the tax is declared in the next VAT 
return. Goods subject to special taxes circulate under special relief arrangements. 
Box 5.1 summarizes the major steps in the European integration process. 

The operation of the EU model is based on a series of minimum requirements 
that were developed over the years. A solid institutional base was established 
early, with strong legislative and technical capacity at all levels. Examples of this 
capacity include strong administrative cooperation among the CTAs in the EU, 
automatic information sharing, integrated information technology (IT) systems 
(e.g., the VIES system that enables members countries to share VAT-related in-
formation), risk systems and fraud prevention, standardized sanitary and other 
para-customs controls, full harmonization of the CET and the trade policy relat-
ing to nonmember countries; unified customs procedures (European Customs 
Code), and considerably improved external customs facilities. Despite this pro-
gress, fraudulent schemes have presented serious problems in the European Un-
ion. VAT carousel fraud alone has involved losses of about 10 percent of net 
VAT revenue in some countries and has resulted in proposals for a radical 
change in the way the VAT is levied and collected on cross-border transactions 
within the EU.10 

Other existing customs unions are examples of “incomplete” arrangements. 
These include the South African Customs Union (SACU),11 the Gulf Coopera-
tion Council (GCC),12 and the Southern Common Market (Mercosur).13 Each of 
these arrangements follows a different integration model that is suited to the 
specific economic circumstances of the member countries and reflects their po-
litical commitments.14 

                                                 
10Carousel fraud has resulted in significant revenue losses because of nonpayment by defaulting traders of VAT that 
has been fully deducted by—or refunded to—another trader. To combat intra-Community VAT fraud, several EU 
member states have proposed fundamentally changing the VAT system. One option that is being considered is to apply 
the requirement to pay VAT for intra-Community transactions using the reverse charge mechanism. Under the reverse 
charge procedure, the purchaser of the goods, rather than the seller, is liable to account for the VAT on the sale. 
The supplier does not charge VAT, but specifies on the VAT invoice that the reverse charge applies. Provided that 
the purchaser correctly accounts for the VAT under the reverse charge procedure, the purchaser retains the right to 
claim an input tax credit for excess VAT paid on purchases. 
11The SACU includes Botswana, Lesotho, Namibia, South Africa, and Swaziland. 
12The GCC includes Bahrain, Oman, Qatar, Saudi Arabia, and the United Arab Emirates. 
13The member countries of Mercosur are Argentina, Brazil, Paraguay, and Uruguay. 
14Other CU examples are the East African Community (EAC), the EU-Turkey Customs Union, the EU-San Marino 
Customs Union, the Economic and Monetary Community of Central Africa, the West African Economic and 
Monetary Union (WAEMU), the Southern Africa Development Community (SADC), and the Common Market for 
Eastern and Southern Africa (COMESA). 
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Box 5.1. Evolution and Construction of the European Union 

(1) Treaty of Rome (1957): created the European Economic Community as a customs union and set a 
transition period. The major changes introduced as a result are as follows: 
 Elimination of customs duties on imports: 12-year calendar for full elimination, but fully imple-

mented in 1968, a year and a half before the deadline set. 
 Elimination of levies having an equivalent effect as customs duties: no fixed calendar. 
 Establishment of the common external tariff: 12-year transition period, also entered into force in 

1968, a year and a half before the deadline set. Frequently amended over time; in 1987, it became the 
Harmonized Commodity Description and Coding System. 

 Elimination of quantitative restrictions on imports and exports: prohibited since the Treaty of Rome 
was signed and actually implemented during the transition period. 

 Elimination of measures having an equivalent effect to a customs duty: also prohibited by the Treaty 
of Rome, though they remained in existence until the creation of the Common Market in 1992. The 
elimination was not achieved because of the continued existence of internal customs controls, the 
lack of harmonization of national policies on sanitary, veterinary, and quality controls, approvals, etc.; 
and the need to carry out tax audits in customs. 

 Implementation of a common trade policy: also with a 12-year transition period, during which time 
policies were to be coordinated for the establishment of a common policy at the end of the period. 
The policy is now basically harmonized with regard to changes in tariffs, the signing of tariff and 
trade agreements, trade liberalization policies, export policies, and trade protection measures (anti-
dumping and antisubsidy duties). 

 Harmonization of legal framework: even in 1968, when the CET was implemented, the customs leg-
islation was a long way from being harmonized, and then a series of regulations was adopted over 
time but encountered restrictions (even attempts at cancellation). The Customs Code was approved 
in 1992, unifying various regulations on customs matters, and entered into force in 1994. 

(2) Maastricht Treaty (1992): legal basis for the creation of the European Union as a Common Market 
and actual establishment of the free circulation of goods. (The free circulation of services, persons, and 
capital was added later.) 
 Elimination of physical borders in the zone: internal customs facilities and intra-Community customs 

documents eliminated. 
 Elimination of technical barriers and measures with an equivalent effect, following the establishment 

of harmonized minimum standards and recognition by all the countries of the internal standards of 
each country. 

 Elimination of fiscal borders: implies the adoption of a new approach to the collection of indirect 
taxes. This occurs through the transitional arrangements, whereby payment of the VAT and excise 
taxes on intra-Community trade is taxed in the country of destination. 

 Formation of the monetary union: the process began in 1999 with a transition period for the adapta-
tion of economic and monetary policies, and the euro was introduced in 2002 for a group of 
countries. 

______________ 
Source: IDB and AECI (2006). 
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 The SACU is the oldest customs union, dating to 1910. However, through-
out its existence, it has been marked by economic and political asymmetries 
and weak administrative capacity (Kirk and Stern, 2003). The 2002 agreement 
created a new model for the distribution of customs and excise taxes.15 In 
this model, customs duties are distributed based on the share of each country 
in intrazone imports, while revenue from excise taxes is distributed on the 
basis of the share of each country in regional GDP. However, a common 
problem has been having access to reliable statistical information for sup-
porting the revenue-sharing mechanisms.  

 The GCC was established in 1981. The process of establishing a customs un-
ion started in 2003 as part of the plan to issue a common currency and set up 
a common market in 2010. Internal border controls are mainly administrative 
controls that are in place to monitor the intraregional commercial flow of al-
cohol and arms. These controls are scheduled to be eliminated by 2012.16 

During the transition period, tariffs are collected at the first point of entry 
into the GCC,17 and the distribution of this revenue is based on the final des-
tination of the goods. There are plans to introduce a common fund for tar-
iffs, but such a fund does not yet exist. 

 Mercosur was created by the Treaty of Asunción (1991). After a four-year 
transition phase, it was established in 1995 as an incomplete customs union, 
with free circulation of goods for about 80 percent of intraregional trade. 
Currently, lists of exceptions still apply to sensitive goods. A CET is applied, 
although there are exceptions for a fixed number of goods by country. These 
lists are reviewed by member countries every 6 months. Mercosur continues 
to have internal customs controls and verification of origin. There is no 
common distribution fund, and in some cases there is still double collection 
of the CET (e.g., at the external and internal borders). Even though Merco-
sur has a common customs code, it has not been ratified by all member 
countries. This is a goal to be achieved in 2008. There are still large asymme-
tries among the member countries in customs’ capacity, which pose risks re-
garding the elimination of internal customs posts. 

                                                 
15Kirk and Stern (2003) state that the inclusion of excise taxes in the Community distribution fund has been an un-
common characteristic of SACU since 1969, because excise taxes are basically domestic taxes. 
16An important element that sets the GCC apart from other customs unions is the fact that the Gulf states have not 
introduced a VAT, although its introduction is planned. Work is under way on the design of a VAT that does not 
lend itself to the types of intra-Community VAT fraud that have been experienced in the European Union. 
17The first point of entry into the GCC for most extraregional trade is the port of Dubai, where most of the tariffs 
are collected for the other countries of the region. Dubai is the principal importer in the region and could be con-
sidered the most efficient. For example, customs clearance in Saudi Arabia takes 16 days, whereas the average time 
needed for customs clearance in the port of Dubai is 3 days. 
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Key Tax and Customs Principles in Defining an Appropriate 
Model for the CACU 

The signing of the Framework Agreement for Establishing the CACU, in De-
cember 2007, demonstrated the political will to create an effective trade ar-
rangement in the region. The framework agreement defined the most important 
characteristics of the CACU: elimination of quantitative restrictions and charges 
having an equivalent effect as a customs duty, adoption of common legal and 
normative standards, maintenance of internal customs posts, transfer of taxes 
collected at the border to the countries of destination (i.e., no establishment of a 
common fund), and strengthening of the existing institutional framework with-
out creating a supranational body. Box 5.2 summarizes the major elements of 
the 2007 framework agreement. 

Despite the framework agreement, there are still a number of decisions to be 
made and challenges to be addressed to design an appropriate CU model for  
the region. Generally speaking, such decisions involve the administration of a 
number of exceptions (e.g., sensitive goods, the CET, and the numerous tax ex-
emption regimes—zonas francas); implementation, coordination, and control is-
sues; and institutional capacity building. Specific issues to be dealt with include 
the following:  

 The free circulation of goods. Regarding intrazone commerce, a high portion 
of goods originating in Central America already circulate without tariff and 
nontariff restrictions. However, decisions are still pending for the so-called 
“Annex A Goods,” which consist of a series of products facing restrictions: 
sugar (all five members); ground coffee—unroasted coffee (all five mem-
bers); roasted coffee (between Costa Rica and all others); oil products (be-
tween Honduras and El Salvador); ethyl alcohol (between Honduras and El 
Salvador and between Costa Rica and El Salvador); and alcoholic beverages 
(between Honduras and El Salvador). As mentioned before, “incomplete” 
CUs often operate with lists of sensitive goods for some time. This should 
therefore be seen as part of the gradual convergence process in Central 
America, but should be addressed sooner rather than later. For the time be-
ing, additional customs controls will be needed to certify the origin and clas-
sification of goods and to discourage fraudulent transactions associated with 
traders who are trying to take advantage of these restrictions.  

 The maintenance of internal customs posts. In the current economic and in-
stitutional context of the CACU, maintaining customs posts at the internal 
borders is a well-founded decision. For the foreseeable future, customs con-
trols at the internal borders will be needed to monitor the goods on the ex-
ception lists, to collect domestic taxes on consumption, and to control pro-
hibited goods (drugs and arms). The Central American countries are still  
in the process of developing a reliable VAT collection and enforcement  
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Box 5.2. Main Features of the Framework Agreement for Establishing the  
Central American Customs Union 

General: Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua reaffirmed their intention to 
establish a customs union in their territory. The union will be based on the principles of currently avail-
able integration tools, and on Article XXIV of the GATT (General Agreement on Tariffs and Trade), 
which is part of the WTO (World Trade Organization) agreement. 
Phases for the development of the customs union: the customs union will be established in a gradual 
and progressive way. It will be developed in three main phases: (1) promotion of free circulation of goods 
and trade facilitation, (2) modernization and convergence of the legal framework, and (3) institutional 
development. 
Customs control: the internal customs posts will continue to operate and promote coordinated efforts 
to facilitate trade and collect revenue. 
Quantitative restrictions and charges having equivalent effect to a customs duty: barriers such as 
permits, licenses, quotas, or other equivalent measures that hinder trade among member countries will 
not be allowed in the union. 
Sanitary and veterinary standards and nontariff barriers: member countries will develop a common 
system of sanitary and veterinary standards as well as a common definition of nontariff barriers. 
Modernization and convergence of the legal framework: the main objectives of this phase will be to 
(1) reach full harmonization regarding the common external tariff (CET), (2) establish external customs 
points as entry points for goods coming from countries outside the customs union, (3) harmonize the 
regional legal framework related to all areas covered by the agreement, taking into consideration previous 
commitments in terms of international trade, and (4) promote the gradual convergence of the different 
free trade agreements signed by each member country. 
Tariff regime: the union will have a unique tariff system regarding the Harmonized System (HS)1 code, 
description of goods, and tariffs; the member countries will also establish the necessary mechanisms to 
administer the tariff regime once it is fully harmonized. 
Procedures and requirements: the member countries will coordinate their customs services with a view 
to applying the same procedures, forms, requirements, and deadlines; they will also apply common in-
formation technology systems and similar guidelines for staff conduct, taking into consideration interna-
tional best practices in terms of customs administration. The member countries will also harmonize the 
other requirements and services not related to customs (e.g., sanitary requirements, veterinary require-
ments, quality control). 
Origin of goods: the Council of Ministers of the Economy and Trade (COMIECO) will take the neces-
sary actions to ensure convergence of the different rules of origin applied by the member countries. 
Tax regime: member countries will apply the principle of destination to international trade operations. 
The member countries will also agree on the mechanisms for collecting taxes on international and in-
traregional trade. 
Institutional development: the objective of this phase is to establish the principles for the institutional 
strengthening required for the adequate operation and consolidation of the customs union. 
Structural and investment fund: the member countries will establish an international structural and 
investment fund targeted to contribute to their sustainable development. 
_________________ 
1The Harmonized Commodity Description and Coding System (HS) of tariff nomenclature is an internationally 
standardized system of names and numbers for classifying traded products that was developed and is maintained by 
the World Customs Organization. 
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Box 5.3. Joint Customs Posts Currently in Operation in Central America 

The Central American countries started a pilot project of joint operations in some internal and external 
customs. This project is important as a way of sharing experiences, adopting harmonized procedures, 
and facilitating trade. In fact, despite the existence of a Unified Manual of Customs Procedures (signed 
by Guatemala, Honduras, El Salvador, and Nicaragua), customs operations and procedures in the re-
gion are far from harmonized, and there are inconsistencies even within countries. The absence of a 
stable, professional customs career system in some countries has hindered human resource develop-
ment and the creation of a corps of customs officers who can interpret and apply customs norms con-
sistently. Therefore, the pilot project is a good opportunity to identify differences in the application of 
standards and practices, and to narrow these gaps. 

There are four joint internal customs border posts in operation: El Amatillo, El Salvador (El Salvador–
Honduras); El Poy, El Salvador (El Salvador–Honduras); Las Chinamas, El Salvador (Guatemala–El 
Salvador); and El Guasaule, Honduras (Nicaragua–Honduras). 

Regarding the external customs, eight joint customs (mainly ports) are in operation: Puerto de Acajutla 
(El Salvador–Guatemala); Puerto Cutuco (El Salvador–Guatemala); Tecún Uman (El Salvador–
Guatemala); Puerto Quetzal (El Salvador–Guatemala); Puerto Santo Tomás de Castilla (El Salvador–
Guatemala); Puerto Barrios (El Salvador–Guatemala); Puerto Cortés (El Salvador–Honduras); and Pe-
ñas Blancas (Nicaragua–El Salvador–Guatemala). 

 

 
mechanism, and evasion in the region is high.18 Thus, the absence of border 
controls could lead to increased VAT fraud and losses in VAT revenue. That 
said, there is much to be done to ensure that customs controls are effective, 
while not losing sight of trade facilitation, which is a challenge to any modern 
customs authority.19 In this regard, the Central American authorities intend to 
transform the internal customs border posts into “centers of trade facilita-
tion,” while still leaving them to perform a revenue collection function. Thus, 
the presence of internal customs controls can be seen as a necessary phase to 
achieve a CACU that controls fraud, protects its citizens, and facilitates for-
mal transactions. Along these lines, progress is being made in the establish-
ment of joint internal customs border posts between a number of Central 
American countries, as indicated in Box 5.3.  

 The free economic zones. The Central American countries are competing to 
attract foreign investment by providing investors with a series of tax exemp-
tions and benefits. This policy has led to the proliferation of free economic 

                                                 
18The next section includes a brief discussion of informality and evasion in the region.  
19Many tools can help achieve an efficient, effective customs administration: risk management for channel selectiv-
ity, automated and integrated systems, electronic filing and payments, joint border controls, unified or harmonized 
documentation, information sharing, special expedited procedures for reliable taxpayers (authorized economic op-
erators), ex post auditing, and others. 
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zones, where the so-called maquiladoras are located (see Table 5.2).20 This is a 
sensitive issue, given that the maquiladoras are not subject to the regular tax 
and tariff regime (application of the CET, payment of VAT, etc.) and create 
distortions in the investment flow inside the CACU. A particularly important 
issue is to define the borders between this in-bond regime and the rest of the 
economy. In other words, because the goods produced in the free economic 
zone are not subject to the CET and VAT, they should not be brought into 
the domestic market free of tariffs and domestic taxes. In some cases, duty-
free allowances can be granted for limited amounts of goods purchased from 
these in-bond enterprises by individuals or by tourists entering the customs 
territory, provided (in the case of the latter) that the goods are for final  
consumption. However, a current problem, which could be aggravated in  
the CACU, is an increase in the incidence of fraud in connection with these 
regimes. Work is under way to compile an inventory of existing tax exemp-
tions and incentives. However, the Central American CTAs still lack infor-
mation, the capacity, and resources to effectively control the free economic 
zones and other preferential regimes that abound in the region (e.g., tax in-
centives for the tourism sector). For instance, despite the importance of tax 
benefits in the region, tax expenditure budgets are not estimated and moni-
tored regularly. 

 Bilateral free trade agreements and the common external tariff. The frame-
work agreement states that the CACU should promote the gradual conver-
gence of the different trade agreements currently in place. Despite this gen-
eral goal, the agreement does not prevent each member country to negotiate 
free trade agreements unilaterally with nonmember countries. This clearly is a 
problem for the CACU.21 This practice is not common in customs unions—
such as the European Union—or even in “incomplete” ones—such as Mer-
cosur. The most pressing problem associated with the unilateral negotiation 
of trade agreements by CU member countries with third partners is the  
impossibility of maintaining a CET, and the requirement for increased cus-
toms control. This policy may result in divergent tariffs among countries, 
various exemption periods, and different coverage of goods. In turn, this  
 

                                                 
20These are in-bond, export-led industries fueled by foreign investment and technology. They import machinery and 
inputs duty-free and re-export final products after relatively simple assembly and transformation. 
21Several active trade agreements operate under different arrangements, partners, timing, and coverage. The coun-
tries that have agreements in place are Mexico (Mexico and Costa Rica; Mexico and Nicaragua; Mexico and El  
Salvador–Guatemala–Honduras); the Dominican Republic and Central America; Panama and El Salvador (free 
trade agreement); Panama and Costa Rica–Guatemala–Honduras–Nicaragua (preferential agreement); Chile and 
Central America (currently in place with Costa Rica and El Salvador); Canada and Central America (currently in 
place with Costa Rica); United States and Central America (Central American Free Trade Agreement–Dominican 
Republic, CAFTA-DR; pending approval for Costa Rica); CARICOM and Costa Rica; Taiwan Province of China 
and Guatemala; Taiwan Province of China and Nicaragua (pending congressional approval); Taiwan Province of 
China and El Salvador–Honduras (pending congressional approval); and Colombia and Guatemala–El Salvador–
Honduras (in negotiation) (SIECA, 2008).  
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Number of Total Zone Exports as %
Firms Employment Main Sectors of Total Exports

Costa Rica 196 36,000 Machinery; textile; 
pharmaceutical; plastic; rubber

52

El Salvador 200 76,134 Clothing; tuna fishing; machinery; 
medical products; paper

62

Guatemala 241 72,000 Industrial,  commercial and 
services; textiles

N/A

Honduras 204 353,624 Textile; footware; services; 
electronic; equipment assembly; 
food processing

60

Nicaragua 110 340,000 Textiles; food; 
telecommunications; food 
processing; electronics; 
chemicals; tobacco; packaging

80

Sources: International Labor Organization; and Boyenge (2007).

Table 5.2. Central America: Statistics on Free Economic Zones

 
will lead to trade diversion, administrative complexity, and opportunities 
for fraud. For example, the free trade treaties that the Central American  
countries signed with the United States (Central American Free Trade  
Agreement–Dominican Republic, or CAFTA-DR) have become especially 
important, because the United States is the most important trading partner in 
the region. However, as a result of the CAFTA-DR, the external tariff went 
from being 95.7 percent harmonized (see Table 5.3), to an estimated 
66.7 percent harmonized in the first year of the agreement. These tariff posi-
tions are expected to converge to a 99.1 percent harmonization within 15 
years. Given that the Central American tariff levels are relatively low (the av-
erage nominal tariff was 5.4 percent in 2005 (Fuentes, 2007), there are few 
incentives for trade diversion. However, the proliferation of bilateral agree-
ments hurts the CACU and could delay its full implementation. Furthermore, 
this problem adds significant complexity to customs control because customs 
officers must apply tariff classifications and certify the origin of goods under 
multiple treaties. 

 The distribution of customs revenue. The framework agreement establishes 
that taxes levied on international trade should respect the destination princi-
ple, and that the member countries should agree on collection mechanisms. 
In contrast to the European Union, the CACU does not establish a fund for 
financing a common budget. Against this background, the most important is-
sue is to determine how resources will, in practice, be distributed. There are 
questions regarding the transfer of revenue collections: (1) periodicity (e.g., 
weekly or monthly), (2) form (e.g., using intermediary bank accounts of the 
country of entry and subsequently transferring the funds to the destination 
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Tariff Positions Quantity Percent

Harmonized positions 6108 95.7
Nonharmonized positions 275 4.3
of which:

Agricultural products 177 64.4
Industrial goods 98 35.6
of which:

Machines 2 0.7
Medicines 19 6.9
Metals 22 8.0
Oil 1 0.4
Textiles and clothes 3 1.1
Wood 16 5.8
Others 35 12.7

Source: SIECA (2008).

Table 5.3. Common External Tariff

 
 
country, or having taxpayers pay directly to an account of the destination 
country),22 and (3) control (how to ensure that the correct value of revenue is 
properly accounted and transferred to the destination country).23 These ques-
tions are similar to those that some federations are facing regarding their in-
ternal revenue sharing formulas and systems, with cases in which some gov-
ernment levels may be collecting on behalf of others (e.g., Quebec–Canada). 
As these experiences show, it is critical to set up a reliable mechanism that is 
automated, transparent, and subject to external audit. Clearly, an effective 
online and integrated IT system that can support sound management of a 
revenue-sharing or revenue-distribution system is key in this regard. 

 The institutional model and capacity building. As discussed before, economic 
and institutional integrations are mutually supportive. Currently, Central 
America has a regional institutional framework that was defined by the Gua-
temala Protocol (1993). The framework agreement establishes that the mem-
ber countries will adapt the current institutional base as needed, but in a cost-
effective way. Thus, the CACU will apparently not rely on a complex, costly 
supranational structure. If this is so, the CACU will depend on stronger, bet-
ter coordinated national institutions, including the CTAs. The CTAs  
in the region still fall short of some international best practices and will  
require continuous modernization over the next years. A CTA’s institutional 
development goes hand-in-hand with a degree of autonomy. This means that 

                                                 
22It is strongly recommended that all collection take place through the banks; that is, that customs posts do not re-
ceive cash payments, for obvious reasons of control and security. 
23Some countries allow officials from other countries to work in their customs offices to help clear goods destined 
for their country. 
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these organizations need to be protected from political influence regarding 
their technical decisions, be managed with a strategic direction and evaluated 
through performance indicators, have a stable and professional workforce, 
and be capable of executing an adequate budget. Without strengthening these 
institutions, it will be difficult to build the required network of coordination 
and information exchanges that is vital for the region. Therefore, the effec-
tive establishment of the CACU will require an enormous effort of institu-
tional strengthening and capacity building. To face these challenges, a road 
map should be drawn up for Central American CTAs based on a careful as-
sessment of these institutions’ current status, including their strengths and 
weaknesses. The next section discusses this issue. 

Requirements for Modernizing the Tax and  
Customs Administrations 

The Central American CTAs have already met major milestones in the ongoing 
process of regional integration. Positive achievements include the implementa-
tion of a series of regional commercial norms (i.e., the Central American proto-
col of origin); customs transit; a common customs code (CAUCA) and its regula-
tions (RECAUCA); and some unified tax documents (the single tax invoice—
FAUCA). Some of these instruments need to be revised and adapted under the 
CACU framework. Even though their application is not always consistent, these 
experiences are a baseline from which to start. Other welcome initiatives are the 
joint customs posts (referred to in Box 5.3) and the Central American Tax and 
Customs Training School. Many CTAs have implemented modernization plans 
and are moving in the right direction. 

Nevertheless, the CTAs still face significant shortcomings in terms of institu-
tional development, managerial capacity, and human and material resources  
(Box 5.4). These shortcomings can be observed across the region, although there 
are development gaps and asymmetries within countries, as well. Such asymme-
tries represent a particular challenge for establishing the CACU. This is because 
less developed institutions are the “weak spots” that hinder full information ex-
change and have less strict controls over corruption. A “complete” CU can 
hardly be achieved while such problems persist. 

The CTAs in the region face high levels of informality and evasion. The size of 
the informal economy in the Central American countries is estimated to be an 
average of 43  percent of GDP (Schneider, 2003)24—slightly higher than the av-
erage of 41 percent for 17 Latin American countries. Some estimates of VAT 
evasion  (based on the findings of IMF technical assistance missions) point to  
 

                                                 
24There is no estimate for El Salvador. 
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Box 5.4. Assessing Central America’s Customs and Tax Administrations 

Central American Customs and Tax Administrations (CTAs) have recently implemented a series of 
modernization projects and have experienced significant improvement, although asymmetries exist 
among them regarding performance and effectiveness. Overall, the region has adopted comprehensive 
modernizing strategies and antievasion laws; many of them supported by the IMF and other technical 
assistance agencies (e.g., Inter-American Development Bank, Inter-American Center of Tax Admini-
strations (CIAT), U.S. Treasury, and World Bank). Some countries have integrated customs and do-
mestic tax administrations (Guatemala and Honduras); in others, two separate institutions perform 
such tasks (Costa Rica, El Salvador, and Nicaragua). A detailed assessment of these institutions’ per-
formance, a careful identification of gaps in relation to international good practices, and a strategy for 
institutional strengthening are critical steps on the way forward. Some relevant areas to address and 
evaluate are as follows: 

Institutional framework and management capacity. In general terms, the Central American CTAs 
have room to improve their institutional development. Poor and unstable management, lack of legal 
powers, and political interference in operational activities are still a concern in some countries. Achiev-
ing greater autonomy and flexibility in terms of personnel management and budget is crucial for some 
countries in the region (Honduras, Nicaragua). All countries have progressed toward adopting strategic 
plans and some have quite sophisticated systems of performance indicators (Costa Rica, Guatemala).  

Human resources. In general, CTAs in the region still lack a legally established professional career 
system (Honduras, Nicaragua), transparent personnel evaluation and promotion systems, and public 
exams or other objective methods of hiring. These requirements are basic standards for CTAs to per-
form their activities as a state institution effectively; technical personnel should not be subject to the 
vagaries of the political cycles. Training is an area in which all the CTAs have progressed, and Hondu-
ras now has a regional training school for tax and customs officials.  

Information technology. There has been significant improvement in this area. Most of the countries 
have established reliable electronic filing and payment systems (Nicaragua is still in process of imple-
menting the system for all types of taxpayers). Nevertheless, there is a need to enhance the IT platform 
and develop new systems to replace obsolete ones (Honduras, Nicaragua). Customs IT systems differ 
among countries, and compatibility with a view to exchanging information is a concern. Some coun-
tries use systems that they have developed in-house (Costa Rica, Guatemala). Others use a standard 
customs software ASYCUDA (El Salvador, Honduras, Nicaragua—although in different versions), 
which may not provide the necessary flexibility and tools.  

Core operations. All countries have worked to update their taxpayer registers, but inconsistencies still 
persist. Audit is clearly a function to be strengthened, given that much of the work done consists of 
low value-added checks rather than specialized and targeted audit activities (El Salvador, Honduras, 
Nicaragua). Another challenge in the region is to grant greater arrears collection powers to the CTAs 
(such as seizure of assets and collection from third parties). Customs should advance more rapidly to 
apply an effective risk management system, in order to facilitate trade while applying effective controls. 
Some of the countries in the region (Honduras) still perform a high level of physical verification, 
whereby goods pass through the red channel instead of the more selective yellow or green (no inspec-
tion) channels; or do not have all three standard channels (Guatemala). 
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figures above 30 percent for some countries. Along the same lines, VAT produc-
tivity (i.e., the amount of VAT revenue collected as a proportion of gross domes-
tic product (GDP) per point of the VAT rate) is still low in some countries, par-
ticularly in Guatemala and Nicaragua (see Table 5.4). Even though the figures in 
the table refer to 2002/2003, they are still a good indication, given that produc-
tivity does not change rapidly. The productivity is also affected by the high level 
of exceptions granted in some VAT legislation. The productivity figures also 
highlight regional asymmetries.  

Tax revenue performance has improved recently in Central American countries, 
reflecting the effect of modernization programs in the CTAs and legal changes 
that have been introduced recently. Nevertheless, the region remains character-
ized by a relatively low tax burden.  

Therefore, a comprehensive strategic plan for modernizing the CTAs in the re-
gion is key for implementing the CACU. This plan should cover the various in-
stitutions involved in the process, and attention should be given to coordination 
efforts between the CU member countries. Implementation will need to be grad-
ual, progressive, and consistent with the local administrative capacity, given that 
some countries lack sufficient professional resources. At a strategic level, the 
CTAs should review the minimum requirements for an FTA and a CU (based on 
those specified in Table 5.1). They should start developing a plan to close the 
gaps between the current situation and international good practices.  

An exercise similar to the European Union’s Fiscal Blueprints (Box 5.5) is thus 
recommendable for the Central American countries. Such an exercise would help 
evaluate the CTAs’ institutional and operational capacity. 

An assessment along the lines of the EU’s Fiscal Blueprints would provide valu-
able information for designing a proper strategic plan for the integration process. 
In the meantime, based on the basic requirements for a customs union that are 
listed in Table 5.1, one can identify some key steps that the Central American 
countries need to take to progress towards the establishment of the CACU. 
These are identified below. 

Normative and Institutional Convergence 

 Seek rapid ratification of the framework agreement in each member country, 
and of the other regulations needed to govern its implementation. 

 Define the institutional arrangements for the administration of the CACU 
(with key attention to CTAs’ needs in terms of infrastructure platform, hu-
man resources development, and political independence). 

 Establish the rules of operation of the Structural and Investment Fund 
(which could support some necessary investments on the CTAs). 
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(In percent)

Tax Burden Informal Economy VAT (GDP) 
Productivity

Costa Rica 14.0   (2006) 26.2 0.58   (2003)
El Salvador 13.3   (2006) n.a. 0.47   (2003)
Guatemala 12.0   (2006) 51.5 0.39   (2002)
Honduras 15.3   (2006) 49.6 0.50   (2003)
Nicaragua1 17.5   (2006) 45.2 0.18   (2003)

1The Nicaraguan GDP methodology could lead to underestimation.

Table 5.4. Comparative Data on Tax Burden, Size of the Informal 
Economy, and VAT Productivity

  Sources: Tax burden and value-added tax (VAT) productivity: IMF staff; informal 
economy: Schneider (2003).

 
 

Box 5.5. The EU Fiscal Blueprints: Setting a Benchmark for  
Customs and Tax Administrations 

The fiscal blueprints (FB) exercise is an interesting example of benchmarking that the Central American 
CTAs could follow as a preparatory step toward strengthening the region’s institutions and preparing 
them for implementing the CACU. “The fiscal blueprints are practical guidelines laying down clear crite-
ria based on EU best practice, against which a tax or fiscal administration is able to measure its own op-
erational capacity. They can be used to analyze gaps between the existing situation in individual countries 
and the blueprint standards and thus provide a basis for plans to undertake fiscal reforms.” The EU de-
fines two main purposes of the fiscal blueprints: (1) to provide a set of best practices and recommenda-
tions for tax administrations and (2) to serve as a tool for the tax administration to provide a speedy and 
clear identification of its strengths and weaknesses. 
The FBs were developed in 1999, during a period of EU expansion, “to serve as a tool for the candidate 
countries for accession to the EU to enhance their administrative capacity in adopting, applying and en-
forcing the Community legislation in preparation for membership.” This exercise was carried out in co-
operation with the Intra-European Organization of Tax Administration (IOTA).  
The current version of the Fiscal Blueprints (2007) has fourteen chapters, each specifying an overall aim, 
strategic objectives and key indicators:  
1) Framework, structure and basis: Overall framework of a tax administration; structure and organiza-
tion; tax legislation. 
2) Human and behavioral issues: Ethics; human resources management. 
3) Systems and functioning: Revenue collection and enforcement; tax audit; administrative cooperation 
and mutual assistance; fraud and tax avoidance. 
4) Taxpayer services: Taxpayer rights and obligations; systems for taxpayers’ management; voluntary 
compliance. 
5) Support: Information technology; communications. 
————— 
Source: EU Fiscal Blueprints (2007). 
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 Review and harmonize the CET, taking into account the need to review bi-
lateral trade agreements and formulate a clear policy in this area. 

 Work toward the gradual convergence of the various free trade treaties, in 
particular the bilateral agreements signed by each of the countries with non-
member countries. 

 Review and approve the new version of the common customs code 
(CAUCA IV) and the relevant regulations (RECAUCA), in accordance with 
the standards in each country and with the framework agreement. 

 Review and harmonize the regional regulations in the areas covered by the 
framework agreement, especially specific rules of origin, customs transit, 
sanitary and phytosanitary measures, security measures, technical barriers to 
trade, trade defense, trade in services and investments, rules of public pro-
curement, intellectual property, competition policy, and public procurement. 

 Analyze and review documents and agreements related to the coordination of 
domestic taxes (a key aspect is convergence with respect to exemptions and 
incentives). 

 Adopt the Agreement on Good Investment Practices, with a view to adopt-
ing a common policy on tax concessions for free trade zones in the region 
and to establishing a “level playing field” for the countries competing for 
foreign investment. 

 Implement the agreements on information sharing and agreements on mu-
tual assistance and technical cooperation; start building knowledge on ad-
vanced issues, such as transfer pricing rules, thin capitalization, and treaties to 
avoid double taxation (these issues have started to be addressed in some 
meetings of the regional ministers of finance). 

 Strengthen the Central American Customs and Tax Training School. 

Administrative and Operational Requirements 

 Establish good practices and identify minimum standards for the CTAs in 
the region. 

 Define and implement IT systems with minimum functionalities, flexible re-
sponses, and high communicability (in particular, attention should be given at 
the outset to the operating status of the customs systems: unified customs in-
formation system, electronic sharing of customs data forms, the electronic 
transmission of international transit declarations, etc.). 

 Strengthen external customs posts. 

 Harmonize procedures and risk analysis criteria for customs control, with 
clear channel selectivity and also separation of the prior, immediate, and ex 
post audits. 



Challenges for Tax and Customs Administration 

 131

 Streamline and clean up the taxpayer registers, managing reliable data infor-
mation that will be the crucial backbone of all exchanged information in the 
region. 

 Expand e-filling and e-payment for all types of taxpayers throughout the  
region. 

 Strengthen taxpayer services, including online help (websites and e-mails), 
giving attention to providing clear and targeted information for economic 
operators doing business in the CACU area. 

 Start a coordinated program of tax education to reach taxpayers in the re-
gion, focusing on the CACU requirements and encouraging better compli-
ance in the whole region. 

 Apply massive controls and cross-checking methods to all taxpayers, but  
focus audit efforts (external audits) on targeted, high-value cases (selected 
through risk analysis). 

 Strengthen key areas in the fight against smuggling and fraud: customs and 
domestic tax intelligence, audit, and control; and increase cooperation among 
such areas. 

Conclusions 

The signing of the framework agreement to establish the CACU poses great 
challenges for the Central American countries and their CTAs. At their current 
level, the Central American CTAs have clear needs for improvement when com-
pared with international models of good practices. A further challenge not to be 
underestimated is implementing a customs union in a region characterized by a 
large informal economy, high levels of evasion and fraud, and relatively low lev-
els of revenue collection. 

Effective implementation of the CACU will require considerable efforts among 
the Central American countries at the strategic, institutional, and operational  
levels. This should be based on an agreed-upon and well-defined strategic plan 
for the future development of the CACU. Such a plan should specify clear stra-
tegic guidelines, related operational activities, funding and resource allocation for 
each activity, the responsible institutions for each activity, sequencing of the ac-
tivities and the linkages among them, realistic targets, performance indicators, 
and deadlines.  

In light of these challenges, a gradual approach to establishing the CACU is ap-
propriate. However, efforts should be made in order to minimize the transitory 
phase and to reach the full benefits of a complete customs union. This effort 
should begin with the establishment of an effective free trade area in the region, 
while standards are prepared and institutions are strengthened to pave the  
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way for the customs union. The basic goals in the process can be described as 
follows: 

 Creation of a single customs territory, in the form of an FTA with free circu-
lation of goods, which will require harmonizing technical restrictions. 

 Temporary provision for sensitive goods or sectors, along with a clear defini-
tion of the role of internal customs posts. 

 Gradual convergence of the free trade agreements signed by each country 
with nonmember countries, especially with respect to the level of tariffs, 
convergence deadlines, rules of origin, and the volume of goods involved. 

 Establishment of a CET that is eroded as little as possible by discrepancies, 
asymmetries, and bilateral free trade treaties. 

 Definition of a regional trade policy. 

 Institutional capacity building to support the entire process, based on staff 
training, integrated IT systems, risk analysis, harmonized procedures, and the 
achievement of minimum standards in all key areas. 
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Introduction 

Banks and their affiliates dominate the financial system. While growing rapidly, 
financial intermediation in Central America continues to take place mainly 
through the banking sector. Assets in the banking system are significantly larger 
(80 percent of regional GDP) than those of the pension funds, insurers, and mu-
tual funds (9 percent). Bank lending to the private sector (ranging from 19 to 
82 percent of GDP across countries, and 42 percent of the region) significantly 
outstrips equity and bond financing provided by capital markets (12 and 
6 percent of GDP, respectively (Table 6.1)). Until recently, the banking system 
has been dominated by regional financial conglomerates. With the recent acquisi-
tions of several major regional banks,2 global financial institutions have acquired 
an important market share and regional presence. 

The underdevelopment of capital markets reflects a common pattern among de-
veloping countries and certain business characteristics in Central America that 
suppress securities issuance. It is commonplace in small and developing countries 
for banks to dominate financial intermediation, and for capital markets to de-
velop later and more slowly. But the current state of underdevelopment of the 
Central American securities markets also reflects the small size of most regional 
businesses, the dominance of family-owned businesses and conglomerates, and 
gaps in corporate governance and disclosure within the region. These conditions  
generate informational asymmetries that may justify the observable preferences 
 

                                                 
1For more detailed studies on individual countries, see Shah and others (2007). 
2Citibank of Grupo Cuscatlan (2006), Banco Uno (2006), HSBC of Banistmo (2006), and GE Consumer Finance of 
Banco de América Central—BAC (2005).  

6 
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(At end of 2006)

Costa Rica 
Dominican 

Republic El Salvador Guatemala Honduras Nicaragua Panama Total

 Commercial banks 17               13                12             23               16               7                 87               175             
 Insurance companies 1                 32                17             18               14               5                 18               105             
 Mutual funds 128             4                  8               n.a. n.a. n.a. 23               163             
 Pension funds 24               7                  2               n.a. 6                 n.a. 2                 41               
 Stock exchanges 1                 1                  1               2                 n.a. n.a. 1                 6                 
 Stock brokers 20               10                13             21               8                 6                 34               112             

Commercial banks:
     Total assets 57.2            33.2             64.1          38.6            90.8            57.4            221.1          80.4            
     Claims on private sector 39.3            19.0             43.5          26.8            47.6            33.2            81.7            41.6            
     Total deposits 13.2            20.6             41.7          28.7            56.7            41.1            155.0          51.0            
Assets under management:
     Insurance companies  — — 2.0            1.3              3.3              1.8              4.9              1.9              
     Mutual funds1 7.3              — 2.9            — — — 2.9              1.5              
     Pension funds 7.0              2.1               18.5          — 19.2            — 0.4              5.4              

Equity market capitalization  8.6              — 41.4          — — — 39.8            11.8            
Corporate debt outstanding 23.3            0.6               4.4            0.4              0.0              0.4              12.1            6.0              

Annual CPI inflation (percent) 11.5            7.6               4.6            6.6              5.6              9.4              2.5              
Deposit interest rate (percent) 9.8              9.8               4.4            4.5              9.3              4.9              3.8              

Gross domestic product (US$ million) 21,384        31,600         18,654      35,304        8,981          5,369          17,113        138,405      
Total public debt (US$ million) 10,011        12,892         6,637        8,737          3,511          8,046          10,452        60,285        

of which: central government 7,405          8,379           6,187        6,613          3,369          5,760          10,452        48,166        
of which: central bank 2,606          4,513           450           2,123          142             2,286          12,120        
of which: eurobonds/external issuance 2,405          7,266           3,290        3,957          3,021          4,527          7,788          32,254        

   1For El Salvador, the figure refers to administradoras de cartera  which are not technically mutual funds.

Table 6.1. Financial System 

Number of

    Sources: Country authorities; IMFstaff; IMF, International Financial Statistics; central banks; ministries of finance; country regulators; and local stock 
exchanges.    

Memorandum:

Size (in percent of GDP)

 
 

in corporate financing. Bank financing is preferred by a wide margin, as banks 
may have advantages in monitoring the use of funds by borrowers.3 The regional 
conglomerates also prefer financing through the “house” bank rather than from 
the market for reasons of corporate control. Corporate debt issuance ranks a dis-
tant second and equity financing ranks last, in concordance with standard corpo-
rate finance theory (Myers, 1984). Moreover, a good part of the current very lim-
ited equity issuance is also driven by regulation and overstates the true preference 
for equity funding. For example, in case of banks in El Salvador, equity listings 
are mandatory. Equity shares, however, are usually placed with conglomerate 
shareholders and seldom change hands.  

In addition to limited corporate financing through the capital markets, there is 
little use of asset-backed securitization in the region. Except for Panama and 
Costa Rica, there has been no meaningful onshore securitization of assets in the 
region. This reflects the relatively liquid state of many of the region’s banking 

                                                 
3See Diamond (1984). Indeed, anecdotal evidence suggests that borrowers may provide banks with accounting data 
different from those reported for tax purposes. 
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systems, gaps in the facilitating regulatory and tax framework, and insufficient 
standardization of underlying assets, particularly mortgages. 

The underdevelopment of institutional investors inhibits long-term demand for 
securities and capital market development. In developed—and increasingly in 
emerging—markets, insurers, mutual funds, and pension funds are the major and 
natural investors in tradable securities. In Central America, for a variety of rea-
sons, these investors are as yet poorly developed. With an aggregate resource en-
velope of barely 9 percent of regional GDP, they lack the resources to contribute 
meaningfully to demand for capital market securities and thus to capital market 
development. 

Lack of confidence in the enforcement and real value of financial contracts are 
major constraints on retail demand. There have been several episodes of financial 
distress in the region, including bank failures (e.g., in the Dominican Republic, 
Honduras, Guatemala, and Nicaragua); the mutual fund crisis in Costa Rica; and 
sovereign debt problems in Nicaragua and the Dominican Republic. The region 
has also experienced significant political strife. These factors have generally 
weakened confidence in regional currencies and regional financial securities. 
Most countries face problems with the execution of collateral and lack effective 
out-of-court settlements. Judicial proceedings are often lengthy, unpredictable, 
and biased, with overburdened courts that lack specialized judges. In addition, 
bankruptcy laws are outdated and need to be modernized. 

The low number and volume of issuances also reduce possibilities of meaningful 
diversification for regional retail investors. At the same time, even small investors 
are generally aware of and able to access investment opportunities abroad. The 
resulting weaknesses in the retail demand for regional private securities can be 
overcome only gradually through improved confidence in the financial system, 
better supervision and disclosure, and an increased supply of investable securi-
ties. This chapter takes stock of the development of both the equity and private 
debt markets, identifies obstacles, and makes recommendations of how to im-
prove the functioning of these markets. 

Regulation and Supervision of Securities Markets 

Basic Legal and Regulatory Framework for Securities Markets 

Securities regulation needs to be developed in several key areas and in most 
countries. The laws relating to securities markets are still being promulgated, 
completed, or modernized in several countries. There are significant shortcom-
ings in several areas, including corporate governance for listed companies, pow-
ers of the regulator, division of oversight between the regulator and the ex-
changes, and the regulators’ ability to cooperate with other jurisdictions. In addi-
tion, many countries need to introduce or develop the legal framework for newer  
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Dominican 
Costa Rica Republic El Salvador Guatemala Honduras Nicaragua Panama

Regulator
Legal framework Yes Yes Yes No, it is only a 

registry
Yes Yes Yes

Corporate governance
Legal framework Very basic Very basic Very basic Very basic Very basic Very basic Very basic
Code of corporate governance for 
listed companies

Yes No No No Yes No Yes

Mutual funds
Legal framework Yes Yes No1 No2 Yes Yes Yes
Complimentary regulat ions Yes Yes No No Yes No Yes

Private pension funds
Legal framework Yes Yes Yes na Yes, but only 

for public 
pensions

Yes, but not 
implemented

Yes

Complimentary regulations Yes Yes Yes na Yes No Yes

Asset-backed securities
Legal framework Yes Yes, but limited No No Yes, but limited Yes Yes

Complimentary regulations Yes No No No Yes No No3

Trust
Legal framework Yes No Yes Yes Yes No Yes

   Sources: Country authorities and IMF staff.
   1Brokerage houses administer carteras de inversión; which are poorly regulated quasi-mutual funds.
   2The legal framework includes sociedades de inversion;  which are poorly regulated quasi-mutual funds.
   3Participants do not consider it an impediment.

Table 6.2. Securities Markets: Basic Legal and Regulatory Framework

 

topics or products. The more important gaps include asset-backed securities 
(ABS) (in El Salvador, Guatemala, and, to some, extent the Dominican Republic 
and Honduras) and mutual funds (El Salvador and Guatemala) (Table 6.2). Ena-
bling regulations in many areas remain to be introduced. Guatemala and Nicara-
gua have the farthest to go to complete the basic legal framework for securities. 
The former has yet to pass a modern basic securities market law, and the latter 
just approved a new securities law in 2006, but has yet to enact all the regulations 
necessary for its implementation. 

The process for authorization of securities issuance needs to be improved and 
streamlined throughout the region. Approval by regulators for issuance tends to 
concentrate on the more formal requirements and less on material issues that can 
affect transparency and the value of the securities. In terms of timeliness of ap-
proval, regulators frequently do not provide comments all at once. Market par-
ticipants also complain of inconsistent responses across time and over similar is-
sues. The gaps in coordination between the regulator and the exchange in the 
process of authorization and listing also lead to unnecessary delays. Thus, the au-
thorization process ends up being protracted (often six months or more), costly, 
and uncertain, creating an incentive in favor of bank loans rather than securities 
issuance. 



CENTRAL AMERICA: ECONOMIC PROGRESS AND REFORMS 

 138 

Some regulators have taken measures to alleviate these problems. Useful ap-
proaches include establishing deadlines for all comments (Costa Rica) and for the 
authorization of an issue (Costa Rica, El Salvador, and Panama) and establishing 
fast track approval (basically a “shelf” registration regime) for certain types of 
bond issues (Costa Rica, and Panama for commercial paper). 

Structure of Securities Regulators 

The nature and structure of securities regulators vary across the region. Costa 
Rica, the Dominican Republic, El Salvador, and Panama have specialized regula-
tors for securities markets.4 In Honduras and Nicaragua, securities regulators are 
housed within a regulatory unit that oversees the whole financial sector. Guate-
mala does not have a securities regulator, only a securities registry. Five of the 
regulators have a governing board and a superintendent in charge of day-to-day 
operations, while Panama has only a board, with no separate managerial figure 
(Table 6.A1). 

Regional securities regulators enjoy only limited independence and self-funding. 
In most countries (with the exception of Honduras and Panama), the minister of 
finance and/or the governor/president of the central bank are represented in the 
governing board of the regulatory agencies; moreover, in the cases of Costa Rica 
and Nicaragua, they themselves are members of the board.5 Although not un-
common internationally, such representation could reduce the independence of 
the regulator. Most regulators are also largely dependent on public funding either 
through the ministry of finance (Guatemala, El Salvador, Honduras, and Pa-
nama) or the central bank (Costa Rica, the Dominican Republic, and Nicaragua). 
Levies on market participants provide only a fraction of the regulator’s budget, 
with the public sources accounting for 75–100 percent of the funding in Guate-
mala, El Salvador, Costa Rica, and Nicaragua. In the Dominican Republic, the 
regulator is almost entirely financed by a special fund established by the central 
bank. Such dependence on public funding tends to restrict independence of se-
curities regulators, especially relative to bank regulators that tend to be better 
funded from market levies. 

Securities regulators are also restricted by the application of civil service rules. In 
Guatemala, Honduras, and Panama, securities regulators are constrained to vary-
ing extents by regulations governing staffing and salaries, which limit their ability 
to hire qualified personnel, because private sector salaries tend to be significantly 

                                                 
4Costa Rica is a hybrid case in that three superintendencies (for banking, pensions, and securities) share the same 
governing board. This paper does not discuss it fully, but the presence of several financial conglomerates makes 
effective consolidated supervision of the financial sector an important issue. 
5In Nicaragua only the governor of the central bank is a board member since a recent legal amendment eliminated 
the participation of the minister of finance. 
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higher. In El Salvador, the budget of the securities regulator and personnel  con-
tracts are subject to approval of the ministry of finance. Regulators in Costa  
Rica and the Dominican Republic enjoy the highest level of autonomy within  
the region. 

Authority, Staffing, Budget, and Quality of Enforcement  

The regulator’s authority varies considerably across the region. Several regulators 
face limitations on their legal authority to regulate and supervise securities mar-
kets. The most critical case is that of Guatemala, where the registrar has no mate-
rial powers to regulate, supervise, or enforce. In Honduras and Nicaragua, regu-
lators believe the law provides them with sufficient powers, but these are so far 
untested. In other countries, there are important limitations on the powers of 
regulation and supervision. Common areas of weaknesses include (1) the disci-
plinary framework for regulators (e.g., in Costa Rica, the Dominican Republic, El 
Salvador, and Panama), where there is a need to better define civil and criminal 
misconduct, manipulation of markets, and insider trading and widen the range of 
sanctions; and (2) the power to share confidential information and cooperate 
with foreign regulators (Panama, the Dominican Republic, and Costa Rica), 
which can affect regional integration efforts. Some of the regulators have limited 
powers over rating agencies and external auditors. In both cases, international 
best practices have experienced considerable changes in recent years. 

The staff size and budgets of securities regulators also vary considerably. In 
terms of resources, it is possible to identify three tiers: (1) Guatemala, Honduras, 
and Nicaragua, with a staff of fewer than 10; (2) El Salvador and Panama, with a 
staff of around 40 and a budget of about US$1.5 million; and (3) Costa Rica and 
the Dominican Republic, with personnel in the hundreds and budgets of about 
US$4 million. 

The quality of supervision and enforcement varies, given the level of market de-
velopment, authority, supervisory capacity, and resource constraints. There is lit-
tle supervision of securities intermediaries, stock exchanges, and issuers in Gua-
temala, where the registrar fulfills only “registry” functions. In Honduras and 
Nicaragua, supervision is very limited due to resource and capacity constraints, 
although the securities markets are also relatively underdeveloped. Panama faces 
a special challenge due to the limited resources available compared with the de-
velopment of the market. Costa Rica appears to have been able to set up reason-
able supervisory programs using a risk-based approach. Enforcement appears to 
be weak in the whole region, because of limitations in the legal framework (as 
explained above) and also because of a culture of weak enforcement. 

Securities exchanges have been given some self-regulatory powers in most coun-
tries. In the case of Nicaragua, the new securities law approved in 2006 provides 
this role to the exchange. However, in other cases, the division of responsibilities 
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between the regulator and the exchange is unclear, the laws are too broad, and 
the regulators have yet to establish more specific memoranda of understanding 
delineating the role of the securities exchanges. In El Salvador, the self-regulatory 
powers of the exchange are not well defined in the current legal framework. Ex-
changes have also been weak in the exercise of their self-regulatory powers, par-
ticularly in the areas of supervision and enforcement, with Costa Rica and to a 
lesser extent Panama ahead of their regional peers.  

Market Infrastructure  

Securities Exchanges 

Securities exchanges exist in all seven countries. Guatemala has two exchanges, 
and all the others have one (Table 6.A2). In almost all the countries only the se-
curities exchanges are authorized to operate trading systems. The majority of 
securities exchanges are mutualized corporations, except in El Salvador, Nicara-
gua and Panama, where they are demutualized. In the cases of El Salvador and 
Panama, the exchanges are themselves listed. All exchanges have electronic, 
automated systems, with the exception of Honduras. Only two countries (Costa 
Rica and Panama) have continuous trading systems for the secondary market. 
Trading systems for secondary markets are all order driven and there are no  
market makers. The Costa Rica exchange has a pilot project for market makers  
in the equity market. Only two listed companies have volunteered for the pro-
gram so far, and a market maker is appointed for one, making it still early to  
assess its impact. 

Regional securities exchanges have enjoyed some unusual privileges, in an effort 
to promote the development of the securities market. For example, primary pub-
lic debt issuance is restricted to the securities exchange in several countries.6 

Moreover, in some countries, it is mandatory to conduct all secondary market 
transactions of publicly offered securities (Costa Rica) and all repo transactions 
(Costa Rica, Guatemala, and Nicaragua) through the respective exchanges. At the 
same time, secondary market transactions in listed equity and corporate debt are 
not always required to be routed through the exchanges (Panama, Honduras).  

                                                 
6In Panama, all public debt auctions must be conducted through exchange brokers. In Costa Rica, banks can par-
ticipate directly in an auction, whereas other investors must submit their bids through brokers and pay-related com-
missions. In El Salvador, the Ministry of Finance auctions are open not only to brokers but to other approved in-
vestors, including domestic and foreign banks, whereas central bank auctions are only open to brokers. See Shah 
and others (2007). 
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Clearing, Settlement, and Depository Services 

Clearing and settlement processes have several weaknesses and are not uniform 
across the region. Almost all the countries have deficiencies in the legal frame-
work for clearing and settlement, mainly in the recognition of the concepts of 
netting, novation, irrevocability, and finality. All these legal issues have been ad-
dressed in a regional treaty on payments that was developed with the support of 
the Consejo Monetario Centroamericano. All countries have already signed it and 
it is currently in the process of legislative ratification. Settlement cycles differ 
across the region (Table 6.A3).7 Clearance and settlement arrangements vary: 
Costa Rica does multilateral netting, while El Salvador and Panama do netting 
for the cash side, and the securities side is settled on a gross basis. 

Risk management practices in clearing and settlement also vary. Guatemala and 
Honduras have no formal risk management mechanisms. In all the other coun-
tries, there are some risk management mechanisms, with Costa Rica and Panama 
being more advanced. Risks from the securities leg are managed through pre-
deposit (El Salvador, the Dominican Republic, and Panama) or blocking of  
securities after trade and lending facilities (Costa Rica). Risks from the cash leg 
are managed through preapproved debt limits in a bank account (El Salvador and 
Panama) or a settlement fund (Costa Rica). Only in Costa Rica and El Salvador 
does settlement occur in central bank money. Delivery versus payment (DVP) is 
far from common in the region, with only Costa Rica and Panama achieving 
DVP. There is a need to strengthen legal and operational aspects of depository 
and custodial arrangements (see Brenner, 2006, pp. 183–85). In general, the legal 
framework lacks specific provisions clarifying the role of the depository and cus-
todial institutions, except in Costa Rica, El Salvador, and Panama, and oversight 
of the depository and custodial arrangements by the regulator has been weak. 
Dematerialization is required only in El Salvador; however, in Nicaragua it is 
mandatory for listing, and immobilization of securities (the holding of material 
securities within a depository institution) is required for trading in Costa Rica  
and Panama. 

In practice, most new issuances of private securities in the region have been  
dematerialized; however, in some countries (Panama) investors can sub- 
sequently request the paper securities from the issuer, reversing the benefits of  
dematerialization. 

Custodial infrastructure for corporate securities is underdeveloped and insuffi-
ciently centralized. Public debt accounts for the lion’s share of capital markets 
and is often not issued in dematerialized or standardized form, with depository 

                                                 
7El Salvador, Costa Rica, and Panama settle at t + 3 (t + l in Costa Rica for debt), Dominican Republic and Guate-
mala at t + 1. Nicaragua and Honduras do not have a standardized cycle; moreover, in Honduras the Bolas does not 
provide clearing and settlement services, and brokerage houses settle their trades directly between themselves. 
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functions being performed by the central bank or a public sector bank. Coupled 
with the very small issuance of private securities, this creates a poor environment 
for the development and economic viability of central depository agencies. Hon-
duras has no centralized securities depository (CSD); in the few private issuances 
that were dematerialized, the issuers carry their own books. In Costa Rica, the 
Dominican Republic, El Salvador, and Panama, CSD functions are provided by a 
separate legal corporation, owned by the securities exchange (except Panama 
where it is owned separately). In Guatemala and Nicaragua, custodial services are 
performed by a department of the securities exchange. Despite small domestic 
capital markets, participants do not always agree on a single CSD. In Costa Rica, 
the central bank is considering an amendment to the legal framework to allow it 
to provide CSD services for corporate securities, and in the Dominican Republic, 
Banco de Reserva and CEVALDOM have been competing in provision of  
CSD services and are currently involved in protracted negotiations about central-
izing them.  

Regional CSDs are undercapitalized, in need of technical improvements, and 
have insufficient links to other CSDs. Many investors, particularly foreign ones, 
regard regional CSDs as undercapitalized and in need of technological improve-
ments. Currently, CEVALDOM (the Dominican Republic) and Latin Clear (Pa-
nama) are pursuing alliances with external partners to improve their technological 
infrastructure and capital base. The central securities depositories of Costa Rica, 
El Salvador, and Panama have signed sub-custody arrangements with each other, 
which facilitates cross-country custody.  

Rating Agencies and Price Vendors 

Rating agencies have a presence throughout the region, except Nicaragua (see 
Table 6.A3). None of the nationally recognized rating agencies from the United 
States has a direct presence, but several local rating agencies are affiliated with 
Fitch Ratings. Rating agencies are subject to a licensing requirement and thus su-
pervision by the securities regulator in all countries except Guatemala, which has 
no regulator, and Panama, where the securities regulator can only register a rating 
agency, with no powers to supervise or sanction. In many countries, the legal 
framework requires rating by a local company. Given the relatively low demand 
for rating services in the region, it would be natural for agencies to want to oper-
ate regionally, without establishing a physical presence in each country. 

The region has a major problem of illiquid securities and insufficiently developed 
price vendors. As discussed below, the regional capital markets are illiquid, par-
ticularly in private securities. Illiquidity creates important problems of valuation 
of security portfolios, especially for mutual and pension funds and other inves-
tors who must mark to market their portfolios. Only Costa Rica and Panama—
two countries with regionally more developed mutual and pension funds—have 
begun to address these issues. In Costa Rica, the regulators have developed com-
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mon regulations for the valuation of pension funds, mutual funds, and the trad-
ing portfolio of banks. Regulations do not prescribe a single methodology for the 
whole financial sector, merely that all members of a financial group use the same 
methodology to value their portfolios.8 In Panama, the securities exchange is 
working with Balmer, a Mexican price vendor, to develop a methodology for 
price valuation. Accurate pricing of illiquid securities is a major problem and 
would have to be tackled urgently, as deposit-taking activities of loosely regulated 
investment managers are converted into mutual funds (e.g., in El Salvador and 
Guatemala—see note 4) and as defined contribution pension plans grow. In 
June 2007, Proveedora Integral de Precios de Centroamericana (PIPCA), a price 
vendor with Mexican/Costa Rican capital, announced that it will start providing 
prices to investors in Costa Rica, Panama, and El Salvador. 

Business Environment and the Framework for Public Issuance 

Basic business conditions represent a major long-term challenge to improving 
securities markets in the region. The regional scores on basic business conditions 
(Table 6.A4) are generally low.9 For 2006, out of 175 countries, El Salvador re-
ceived the highest score in Central America (ranked 71), and Guatemala the low-
est (ranked 118). The region scores even lower in terms of protecting investors 
(countries ranking from 83 to 156) and enforcing contracts (49–164). For devel-
opment of securities markets, the quality of accounting and auditing, the ade-
quacy of commercial and corporate law, ability to create and enforce collateral, 
efficiency of the bankruptcy framework, and more generally the requirements to 
set up corporations are particularly relevant. Our analysis below does not look at 
these issues in any detail, but it is consistent with the generally weak ranking of 
the region on these aspects by the World Bank and other studies.  

Accounting Standards, Auditing, and Transparency 

Unlisted companies are not required to use international financial reporting stan-
dards (IFRS) in the majority of the countries. Guatemala, Honduras, and Nicara-
gua use local generally accepted accounting principles (GAAP), although in 
Honduras, IFRS will become mandatory in January 2008. In El Salvador, aver-
sion of IFRS as of 2003 is applicable. Thus, only in Costa Rica, the Dominican 
Republic, and Panama are unlisted companies required to use IFRS. However, 

                                                 
8Operationally, the Costa Rican exchange (BNV) is the de facto pricing vendor. BNV has two committees, one with 
industry participation to deal with methodological issues, and the other with external advisors to deal with price 
disputes. 
9The composite scores for the World Bank’s “Doing Business” indicator include such factors as procedures for 
starting a business, ease in hiring and firing, property registration, investor protection, tax collection, contract en-
forcement, cross-border trading, and business closure. 
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even in these countries, implementation remains a challenge because of the lack 
of familiarity with IFRS. 

Qualifications for auditors are generally low. Several of the top global auditing 
firms are present in the region. Although these firms employ high international 
standards in conduct of their work, the minimum requirements for being li-
censed to work as an auditor are generally low, and limited to basic (not profes-
sional) academic degrees. None of the countries requires professional examina-
tions. Continuous education is not mandatory, and efforts to implement such re-
quirements have been rejected in some countries.10 Oversight of the audit profes-
sion is very limited. Regulators in several countries do require higher standards 
for auditors authorized to audit regulated financial institutions and listed compa-
nies. As a general rule, the level of transparency is low for unlisted companies. 
Companies without a public issuance are not required to make their financial 
statements available to the public. Thus, even for corporate businesses, public is-
suance involves a major change in the degree of transparency and disclosure that 
they are used to. In three countries (El Salvador, the Dominican Republic, and 
Panama), companies are required to audit and file their financial statements with 
a public entity; but they are not available to the public.11 In Guatemala, legislation 
introduced in 2004 sought to impose audits on large taxpayers but the provision 
was suspended by the supreme court. 

Corporate and Commercial Laws, Collateral, and Bankruptcy  

Requirements for registration of a corporation are not a major problem. There is 
room for streamlining, but this does not appear to be a critical constraint vis-à-
vis other issues relating to basic business conditions. In particular, in the cases of 
Costa Rica and the Dominican Republic the average time required for registra-
tion is far longer than in the rest of the region. Panama and El Salvador have 
made significant progress in facilitating business formation, and Panama now has 
the most efficient process in Latin America. Honduras has also made important 
progress owing to the outsourcing of the corporate registry to the chamber  
of commerce.  

Many countries face problems with the constitution of collateral. The main prob-
lem relates to delay in the registration process and the security of registration, 
which were cited as important challenges in the Dominican Republic, Nicaragua, 
and Honduras. Also, in some countries, the lack of registration of pledges on 
movable assets is a significant factor that limits its reliability and acceptance  
by creditors.  

                                                 
10For example, in Panama the attempt by the Junta Técnica de Contabilidad to implement continuous education re-
quirements was ruled unconstitutional by the supreme court. 
11All companies in El Salvador, and companies above a threshold in the Dominican Republic and Panama. 
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The majority of the countries also face problems with the execution of collateral. 
In most countries, execution requires judicial proceedings that are lengthy and 
somewhat unpredictable owing to overburdened courts and lack of specialization 
of judges. Nevertheless, some attempts to streamline execution of collateral have 
been made. Nicaragua and the Dominican Republic have created special parallel 
judicial procedures for banks, although inadequate independence of the judiciary 
is perceived to be a major problem in Nicaragua. In Honduras, a recent amend-
ment to the notary law allows execution of collateral directly by a notary through 
a much abbreviated process. However, these provisions have not yet been ade-
quately tested. In some countries (Costa Rica and Honduras), market participants 
have bypassed judiciary proceedings through the use of “security trusts” as an al-
ternative means of enforcement of collateral.  

Throughout the region, bankruptcy laws are outdated and need to be modern-
ized. The most common problems are excessive protection of debtors, excessive 
judicial intervention, and a lack of expertise of bankruptcy judges in economic 
and financial matters, all of which result in lengthy and somewhat unpredictable 
proceedings. Most of the countries also lack frameworks for effective out-of-
court settlements, resulting in considerable delays in enforcing contracts or clos-
ing businesses. Some countries (Costa Rica and the Dominican Republic) have 
made amendments to bankruptcy laws to permit reorganization proceedings that 
allow illiquid but potentially viable companies to remain operating (similar to the 
U.S. Chapter 11). However, these reforms have shortcomings that have limited 
their use in practice. 

Taxation 

Tax treatment of securities income also generally deters investment in private se-
curities. This is a complex subject and not examined comprehensively in this 
study. However, the available information suggests that regional tax systems are 
generally not neutral, by and large favoring investment in public debt over pri-
vate securities, and bank deposits over debt and equity securities (Table 6.A5). 
Typically, interest and capital gains from private debt and equity securities are 
taxed at higher rates than corresponding public debt. Dividends are taxed in ad-
dition to corporate income tax, and private securities are subject to certain trans-
fer taxes and value-added taxes that do not apply to public securities. Costa Rica, 
in particular, has a very complex framework, with different tax treatments de-
pending on the nature of the issuer, the currency, and the investor. El Salvador 
seems to be the most neutral, with the same tax treatment across the board. The 
Dominican Republic is a close second. 

The Regulatory Framework for Public Issuance  

Securities regulators have addressed some of the weaknesses of the business 
framework by establishing stronger accounting and auditing requirements for 
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public issuance. The most important examples relate to the accounting and audit-
ing framework and the level of financial transparency required. Listed companies 
in all countries except Guatemala are required to use either IFRS (in Costa Rica, 
the Dominican Republic, El Salvador, and Honduras) or U.S. GAAP (in Nicara-
gua and Panama). In addition, listed companies in all countries are required to 
audit and publish their financial statements. The majority of the regulators have 
also tried to impose additional professional and independence requirements on 
external auditors authorized to audit listed firms, as well as a registry of such 
auditors.12 Securities regulators have imposed nonfinancial disclosure require-
ments for equity and corporate debt issuers; however, the framework is weak for 
equity issuers, particularly in the area of corporate governance.  

Requirements for Equity Issuance 

There is no minimum issuance or minimum float requirement in most of Central 
America. A minimum issuance amount of C 100 million (about US$2 million) is 
specified in Costa Rica, the only country to require a minimum issuance amount 
for equity. None of the seven countries requires a minimum float. 

Disclosure requirements for equity issuers are weak in most countries. The most 
common problems relate to (1) timely disclosure to the public of insider and/or 
substantial holdings, (2) timely disclosure to the public of material events,13 and 
(3) the minimum requirements for the prospectus, which generally fall short of 
international best practices (Tables 6.A6 and 6.A7). 

In addition, corporate governance and protection of minority rights are weak 
throughout the region. All the countries in the region have a basic framework for 
corporate governance for unlisted companies in their commercial codes, and this 
framework does not differ significantly from other countries with a Napoleonic 
tradition. However, for companies with publicly issued securities, this basic 
framework should be complemented with other provisions that afford an appro-
priate level of protection to minority shareholders. This additional framework is 
almost absent in the region. Most countries lack adequate public disclosure  
of insider and/or substantial holdings. Only in four countries (Costa Rica, 
the Dominican Republic, Honduras, and Panama) does acquisition of control in 
a listed company (under certain circumstances) require a mandatory tender offer 
to all shareholders. Only two countries (Honduras and Panama) have developed 
codes of corporate governance, but even in those countries the codes require 
further strengthening in issues such as independent directors, qualifications of di-

                                                 
12However, in some countries (Panama and Costa Rica) the use of regulatory powers over external auditors has 
been challenged before the courts. 
13No disclosure of material events is required in Guatemala, and the deadlines for disclosure are loose or not de-
fined in the Dominican Republic and El Salvador. 
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rectors, and use of supporting committees by the board. In Costa Rica, the Bolsa 
Nacional de Valores has issued a Corporate Governance Code for voluntary 
adoption. In addition, the banking, securities, and pension regulators are devel-
oping a corporate governance code for supervised entities. 

Requirements for Corporate Debt Issuance 

Disclosure requirements for corporate debt issuers are more complete than those 
for equity. In the majority of the countries disclosure requirements are reason-
able; the main exception is Guatemala, where private debt issuers are not re-
quired to disclose material events, nor to update the information in the prospec-
tus. Perhaps the main area of weakness is the timeliness of disclosure of material 
events (Tables 6.A8 and 6.A9). 

Most countries require a rating for each issue. As in many other developing 
countries, the legal framework of all countries (except Panama) requires manda-
tory rating of corporate debt issuances. Given the shortcomings in the availability 
and reliability of financial information, as well as in other research and analysis 
services, such a measure is reasonable. However, in two countries (Honduras and 
the Dominican Republic) two ratings are required in certain circumstances, 
which could be deemed excessive.  

Authorization Process 

Authorization of securities issuance needs to be streamlined throughout the re-
gion. There are several problems. The regulators frequently do not provide 
comments all at once, drawing out the approval process. The regulatory reviews 
tend to be more formal and less focused on material events that affect the value 
of securities. Market participants complain of inconsistent responses across time 
and issues. The coordination of authorization and listing between the regulator 
and the exchanges14 also needs improvement in several countries. There are of 
course also problems of inadequate filing of documents by potential issuers. As a 
result of these problems, the authorization process ends up being protracted (of-
ten six months or more), costly, and uncertain, creating incentives to favor bank 
loans rather than securities issuance. 

Some regulators have taken some measures to alleviate these problems. Useful 
approaches include establishing deadlines for all comments to the issuers (in 

                                                 
14In El Salvador, the law requires presentation of the issuance documents first to the exchange by a broker, and then 
by the exchange to the securities regulator. 
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Costa Rica), for the authorization process (in Costa Rica15 and Panama), and es-
tablishing a fast-track approval process (basically a “shelf” registration regime) 
for certain types of bond issuances (e.g., in Costa Rica, and in Panama for com-
mercial paper). 

In addition, review of compliance with periodic disclosure has been limited. In 
most countries, supervision is limited to verifying the timely submission of in-
formation, but the actual content is not rigorously examined. Costa Rica has 
made more advances in this area. In addition, in a number of countries, market 
supervision and enforcement have been weak owing in part to weaknesses in the 
legal framework (inadequate description of offenses and/or adequate sanctions). 
Thus, the public perception in some of these countries is that there is insider 
trading and market manipulation, with insufficient action taken by the regulator. 

Institutional Investors 

As with many small and emerging countries, and despite recent rapid growth, the 
regional institutional investor base remains poorly developed and as yet does not 
offer a significant source of demand for securities.16 

Pension funds are not well developed in most Central American countries and 
their investment regime is constrained. Guatemala, Honduras, Nicaragua, and 
Panama still have significant gaps in their legal framework for private pension 
funds (Table 6.A10). Guatemala and Nicaragua do not report any significant ac-
tivity by pension funds. While Panama does have public sector pension funds, 
defined contribution private pension plans exist only in Costa Rica, the Domini-
can Republic, El Salvador, and Honduras. Moreover, all countries have fairly 
tight limitations on investment, particularly in private securities, by pension 
funds. Equity investment is not allowed to exceed 10 percent of the total port- 
folio in any country, and investment in corporate debt and ABS are also tightly 
restricted.  

Aggregate assets of the regional pension funds amounted to only about 
US$7.4 billion at end-2006, or about 5.4 percent of regional GDP. Total assets of 
public and private pension funds (Table 6.3) are significant only in El Salvador 
and Honduras (about 19 percent of GDP) and in Costa Rica (7 percent). Infor-
mation available on asset composition is sketchy, but it appears that only about 
5 percent of the total assets were invested in stocks, and another 8 percent or so 
were invested in local corporate debt, with public securities and foreign securities 
accounting for the lion’s share.  

                                                 
15Securities regulators in Costa Rica are planning to increase the staff dealing with the authorization process sub-
stantially in 2008 and also set up an advisory committee to revise current processes. 
16Although, as discussed later in this chapter, the supply of securities is probably a more binding  problem. 
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Mutual funds have an even smaller presence in the region. They exist in only two 
countries, Costa Rica and Panama.17 El Salvador and Guatemala have yet to 
develop an adequate legal framework, while Nicaragua has yet to issue detailed 
regulation for mutual funds (see Table 6.A10). The mutual funds industry in the 
region needs to overcome a bad image problem, given its origination in informal 
and poorly regulated investment pools, involving considerable maturity trans-
formation, whose risks are not always adequately controlled, regulated, or under-
stood by the depositors. Finally, there are problems in authorization require-
ments and regulations that are deemed burdensome by market participants, for  
 

                                                 
17El Salvador and Guatemala have loosely regulated quasi-mutual-fund-like products (carteras de inversion in 
El Salvador and sociedades de inversion in Guatemala) under which brokerage houses, some associated with banks, ac-
cept deposits into special accounts that seek to obtain a higher return by investing mostly in public securities. Sev-
eral institutions in Costa Rica suffered significant problems in 2002, after which the regulation of these products 
was substantially improved to conform to international norms. 

Table 6.3. Pension Funds

Number of Authorized Pension Funds

2001 2002 2003 2004 2005 2006

Costa Rica 32 27 26 24 24 24
Dominican Republic 0 0 9 8 7 7
El Salvador 3 2 2 2 2 2
Honduras 5 5 5 5 6 6
Panama 2 2 2 2 2 2
Total 42 36 44 41 41 41

Assets Under Management (US$ million)

2001 2002 2003 2004 2005 2006

Costa Rica 559 772 1034 830 1112 1502
Dominican Republic 0 0 34 184 368 643
El Salvador 790 1099 1599 2224 2949 3495
Honduras 0 0 0 0 0 1727
Panama 22 28 35 52 72 73
Total 1371 1899 2702 3290 4501 7440

Assets Under Management (percent of GDP)

2001 2002 2003 2004 2005 2006

Costa Rica 3.4 4.6 5.9 4.5 5.6 7.0
Dominican Republic 0.0 0.0 0.2 1.0 1.3 2.0
El Salvador 5.7 7.7 10.6 14.1 17.4 18.7
Honduras 0.0 0.0 0.0 0.0 0.0 19.2
Panama 0.2 0.2 0.3 0.4 0.5 0.4
Total 1.4 1.9 2.8 3.1 3.6 5.4

   Sources: Country authorities and IMF staff.
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2001 2002 2003 2004 2005 2006
Costa Rica 129 131 144 135 131 128
Panama 13 14 14 16 21 23
Total 142 145 158 151 152 163

2001 2002 2003 2004 2005 2006
Costa Rica 3 3 3 3 2 2
Panama n.a. n.a. n.a. n.a. 8 10
Total 3 3 3 3 10 12

2001 2002 2003 2004 2005 2006
Costa Rica 50 59 73 47 62 57
Panama n.a. n.a. n.a. n.a. 13 13
Total 50 59 73 47 75 70

2001 2002 2003 2004 2005 2006
Costa Rica 1,618 1,787 2,813 1,346 1,254 1,569
Panama 270 304 282 494 524 488
Total 1,888 2,091 3,095 1,840 1,778 2,057

2001 2002 2003 2004 2005 2006
Costa Rica 1 0 0 0 0 0
Panama 0 0 0 0 2 3
Total 0 0 0 0 1 1

2001 2002 2003 2004 2005 2006
Costa Rica 4 4 5 3 2 5
Panama 0 0 0 0 98 97
Total 3 4 4 2 31 27

2001 2002 2003 2004 2005 2006
Costa Rica 9.9 10.6 16.1 7.2 6.3 7.3
Panama 2.3 2.5 2.2 3.5 3.4 2.9
Total 2.0 2.1 3.2 1.7 1.4 1.5

   Sources: Country authorities and IMF staff.

Table 6.4. Mutual Funds

Total Number of Mutual Funds Authorized for PO

Total Assets Under Management (US$ million)

Total Assets Under Management (percent of GDP)

Percent of Net Assets Invested in Local Corporate Debt

Number of Funds Authorized for Equity Investment

Percent of Net Assets Invested in Local Equities

Number of Funds Authorized for Corporate Debt Investment
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example, in Costa Rica. The mutual fund industry appears to face several effi-
ciency challenges. There are 163 mutual funds with aggregate assets of only 
about US$2.1 billion (Table 6.4). On average, a mutual fund manages only about 
US$12 million, which is very low, even allowing for multiple funds managed by 
the same house. Second, the industry suffers from a lack of sufficient diversity of 
regional private sector assets that would enable local mutual funds to add value 
in a special niche. The Panamanian funds appear to invest the bulk of their assets 
in local corporate bonds, while in Costa Rica the funds appear not to invest in 
equity, with 27 percent in corporate bonds, and the rest in sovereign and foreign 
securities. This makes the Costa Rican funds susceptible to foreign competition. 

The penetration rates for the insurance industry are very low, especially in life 
and annuity segments. An enabling legal framework exists in most countries, and 
insurance companies face little or no restrictions on their investment plans. 
However, the insurance industry is currently inconsequential for the develop-
ment of markets given the low level of assets under management (0–5 percent of 
GDP), which reflects the low income levels as well as a significant transfer of 
their exposure to foreign reinsurers. The business also appears to be rather frag-
mented, with 105 companies operating at the end of 2006.  

Equity Markets 

Current Status 

Several Central American equity markets are severely underdeveloped. There are 
no equity markets in four out of the seven countries (Guatemala, Honduras, 
Nicaragua, and the Dominican Republic), and markets are small and shrinking in 
the other three (El Salvador, Costa Rica, and Panama (Tables 6.5 and 6.6)). Mar-
ket capitalization in El Salvador and Panama, at about 40 percent of GDP, com-
pares reasonably well with other small developing countries, but it is quite low at 
8 percent of GDP in Costa Rica. Market concentration is very high, with the top 
five companies making up more than half of capitalization in El Salvador and 
more than two-thirds in Costa Rica and Panama. Trading in secondary markets is 
almost nonexistent, with only 1 and 3 percent of market capitalization changing 
hands per year. 

The universe of listed stocks is extremely small and shrinking. At the end 
of 2006, there were 88 equity issues listed in the Central America region. There 
are 18 companies listed in Costa Rica (compared with 25 in 2001), 24 in Panama 
(28 in 2001), and 43 in El Salvador (40 in 2002). The relatively larger number of 
listed firms in El Salvador is the result of public sector privatizations imple-
mented through the stock market and the fact that banks, insurance companies, 
pension funds, and other financial institutions are required by law to list on the 
stock exchange. Although these measures have boosted listings and market  
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2001 2002 2003 2004 2005 2006
Costa Rica 2,466 2,141 1,696 1,406 1,417 1,841
El Salvador 0 1,937 1,972 3,500 4,849 7,716
Panama 2,602 2,950 3,075 4,047 5,732 6,819
Total 5,068 7,028 6,743 8,953 11,998 16,376

2001 2002 2003 2004 2005 2006
Costa Rica 2,021 1,810 1,436 1,189 1,228 1,527
El Salvador 0 1,377 1,386 2,220 2,891 4,460
Panama 1,664 1,975 2,298 3,139 4,314 5,424
Total 3,685 5,162 5,120 6,548 8,433 11,411

2001 2002 2003 2004 2005 2006
Costa Rica 15.0 12.7 9.7 7.6 7.1 8.6
El Salvador 0.0 13.5 13.1 22.1 28.6 41.4
Panama 22.0 24.0 23.8 28.5 37.0 39.8
Total 5.3 7.1 6.9 8.4 9.5 11.8

2001 2002 2003 2004 2005 2006
Costa Rica 12.3 10.7 8.2 6.4 6.2 7.1
El Salvador 0.0 9.6 9.2 14.0 17.0 23.9
Panama 14.1 16.1 17.8 22.1 27.9 31.7
Total 3.9 5.2 5.2 6.2 6.7 8.2

2001 2002 2003 2004 2005 2006
Costa Rica 86 81 33 45 28 25
El Salvador 23 24 10 503 80 197
Panama 45 59 45 54 75 149
Total 154 164 88 602 183 370

2001 2002 2003 2004 2005 2006
Costa Rica 7.0 3.5 1.7 2.9 2.0 1.5
El Salvador n.a. 2.5 0.5 18.4 1.9 3.1
Panama 1.7 2.1 1.5 1.5 1.5 2.4
Total 3.1 2.7 1.3 7.7 1.7 2.6

Sources: Country authorities and IMF staff.
1Trading volume divided by market capitalization.

Turnover Ratio (percent)1

Equity Market Capitalization of the 5 Top Companies

Equity Market Capitalization (US$ million) 

Table 6.5. Equity Market Capitalization and Turnover

Equity Market Capitalization (percent of GDP)

Market Capitalization of the 5 Top Companies (percent of GDP)

Trading Volume (US$ million)
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2001 2002 2003 2004 2005 2006
Costa Rica 25 22 20 22 20 18
El Salvador 0 40 39 39 45 43
Guatemala 0 3 3 3 3 3
Panama 28 26 25 26 26 24
Total 53 91 87 90 94 88

2001 2002 2003 2004 2005 2006
Costa Rica 5 1 3 2 0 0
El Salvador 0 0 0 0 0 0
Panama 3 3 0 3 1 4
Total 8 4 3 5 1 4

2001 2002 2003 2004 2005 2006
Costa Rica 61 200 46 13 0 0
El Salvador 0 0 0 0 0 0
Panama 75 70 0 190 25 95
Total 136 270 46 203 25 95

2001 2002 2003 2004 2005 2006
Costa Rica 3 4 5 0 2 2
El Salvador 3 0 0 6 2 1
Panama 1 4 2 2 0 2
Total 7 8 7 8 4 5

   Sources: Country authorities and IMF staff.

Value of IPOs

Number of Companies that Requested Delisting During Year

Table 6.6. Equity Issuance and Delisting

Number of Listed Companies 

Number of IPOs

 

 

capitalization, very few of these stocks are traded in the secondary market.  
More worrisome is the fact that, over time, equity listings have been shrinking 
because of companies delisting following foreign purchases of local companies 
and to avoid information disclosure, with fewer initial public offerings (IPOs) 
than delistings. Finally, although the volume of new equity issuance is variable, it 
seems to have fallen considerably from the highs (US$270 million in 2002) to 
US$95 million in 2006. 

The relatively low development of equity markets in Central America is a trait 
shared with many smaller economies. The analysis above suggests that the equity 
markets in the region are neither a particularly good source of price discovery 
nor of raising new capital. Table 6.A11 compares the size of capital markets in 
Central American countries with other countries with comparable GDP. Equity 
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market capitalization is perhaps somewhat inflated owing to the public listing re-
quirement imposed on financial intermediaries. Table 6.A11 also allows a com-
parison of the region as a whole with countries with comparable GDP. In GDP 
terms, the region is comparable in size to Chile, Colombia, Israel, Malaysia, and 
Pakistan, whose equity market capitalization ranged from 36 to 156 percent of 
GDP. By contrast, the region’s aggregate equity market capitalization amounted 
to less than 12 percent of GDP. Although this comparison between an incom-
pletely integrated region and a country has many obvious limitations, it may be 
suggestive of both the difficulties of achieving equity markets of a viable size for 
smaller economies, and some of the potential gain from regional integration, a 
subject to which we revert later.  

Incentives and Obstacles to Equity Issuance 

The limited number of equity issues is the result of a number of causes that are 
common to the region as a whole. Problems are perceived to be more on the 
supply side than the demand side.  

Supply Side 

 Size of firms and family ownership: The small size of regional economies and 
of most firms naturally limits the need or ability to raise equity financing 
through public issuance. Most of the firms that reach a critical size where eq-
uity issuance would be a possibility18 belong to family groups and are tightly 
held. While a company can be relatively easily controlled with a majority, and 
certainly with a super-majority, of shares, in Central America there is a strong 
aversion to minority shareholders of any size. Therefore, there is very limited 
float in the market, including in some of the largest listed companies. 

 International acquisitions: Market participants suggest that for many of the 
larger firms, and especially for the banks, the apparent goal of the major 
owner/managers is to build up the company for eventual sale to foreign in-
vestors. Such whole business sale is an additional incentive to maintain nearly 
total control in the hands of the founder and family members, and thus avoid 
public issuance.  

 Information: As discussed earlier, there is a culture of secrecy regarding busi-
ness practices and a firm’s financial statements, for both competitive and tax-
related reasons, and owners are reluctant to reveal information necessary for 
public offering.  

                                                 
18Fifteen companies account for a market capitalization of $11.4 billion, or more than $750 million on average. By 
contrast, the bottom 64 listed issues account for a market capitalization of $4.0 billion, with an average size only 
one-tenth of the top 15. 
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 Process of issuance: As mentioned before, for a variety of reasons, the time 
required to obtain regulatory approval of an IPO can be very lengthy (up to 
six months or more) and uncertain despite rapid approval envisaged in the 
law,19 leading some companies to seek listings abroad (e.g., in El Salvador) 
rather than in their respective countries, or to obtain bank finance.  

 Cheap cost and ease of bank financing: The current high level of liquidity in 
the regional banking systems implies relatively attractive loan financing. To-
gether with the ease of bank loans (in terms of fewer disclosure require-
ments) and speed, this creates a weak environment for supply of equity secu-
rities. Many large firms that might issue equities also have tight relationships 
with banks and can extract favorable terms for loan financing. Many of these 
companies of critical size are usually part of financial conglomerates that set 
up their own bank and get cheap financing at least up to the prudential limit 
of related borrowing. For other smaller firms, the fixed costs of issuance 
make debt financing more attractive.  

 Tax treatment: As in most countries in the world, funding through debt re-
sults in a tax-deductible expense. Although lower tax rates apply to listed 
companies (e.g., in Costa Rica and Panama) for most issuers, the after-tax 
cost of servicing the debt seems lower than after-tax returns required for ad-
ditional equity issuance because equity income is subject to multiple taxation 
(corporate income tax, dividends, and capital gains tax). In addition, as dis-
cussed earlier, private securities are subject to taxes that public securities are 
often exempt from. 

 Lack of liquidity in the secondary market: Secondary market trading in equity 
is extremely limited. For most equity issuers, this obviously reflects problems 
related to issuance, such as the lack of a genuine free float, size, or lack of 
dematerialization. However, some potential issuers also suggest that this re-
duces their interest in equity issuance, because equity markets do not provide 
meaningful price discovery or exit options for large shareholders.  

Demand Side 

 Underdevelopment of regional institutional investors: As discussed earlier, 
the regional institutional investor base is very weak. There are few mutual 
funds, fewer still with a mandate to invest in equity, resulting in paltry in-
vestment in equities. The same is true of pension funds, which face even 
stronger restrictions on equity investment. Thus, institutional investors in  
equity markets neither provide a sufficiently strong demand nor act as a 
mechanism of market discipline.  

                                                 
19For example, in El Salvador, where the law requires an approval within 15 days. However, the law also requires 
sequential presentation of the issuance documents first by the broker to the exchange and then by the exchange to 
the regulator.  
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 Lack of meaningful diversification: The small and shrinking universe of cor-
porate listings offers very poor diversification opportunities through invest-
ment in national securities. While a regional equity portfolio would improve 
the size and scale of diversification, constructing a regional position is cur-
rently not easy in the absence of a seamless market. Furthermore, for inves-
tors capable of doing so, it would be more interesting and perhaps less op-
erationally difficult to access well-developed foreign markets than several 
fragmented regional markets. Similarly, foreign investors are likely to be unin-
terested in the regional markets in the absence of adequate size, depth, and 
liquidity; absence of most regional markets from emerging market indices 
that serve as portfolio benchmarks; and absence of any regional equity index.  

 Corporate governance and investor protection: All of the real and perceived 
problems of poor corporate governance and investor protection act as a 
powerful constraint on investor demand. Although the supply constraints are 
more binding currently, these factors are likely to inhibit demand and the 
growth of equity markets over the long term. 

Corporate Debt Markets 

Current Status 

The regional corporate debt markets are small overall and vary dramatically in 
size and importance across the region. Corporate bond markets have grown (Ta-
ble 6.7) from US$6.3 billion in 2001 (6.6 percent of GDP) to US$8.3 billion 
in 2006 (6 percent of GDP). Costa Rica accounts for 60 percent of corporate 
debt securities outstanding in the region, with Panama being the distant second 
at 25 percent, and El Salvador the only other regional country with a measurable 
debt market. In Costa Rica, the debt market (in terms of outstanding book value) 
has grown steadily from US$3.0 billion in 2001 to US$5 billion in 2006. While 
Costa Rican market size (at 23 percent of GDP) compares well with other 
emerging markets, the markets in the Dominican Republic, Guatemala, and 
Honduras remain at an incipient stage, but there appears to be good growth 
momentum in the Dominican Republic (Table 6.8). 

Regional corporate bond markets share several common features. First, there  
appears to be more liquidity in secondary bond markets than in equity markets. 
Costa Rica leads in volume and Panama leads in terms of turnover ratio. Second, 
most issuers are financial institutions, mainly banks. Third, most corporate debt 
securities have short maturities, typically between 3 and 12 months. In some 
countries, though, it is possible to find maturities of up to three to five years. Is-
suance of asset-backed securities is minimal in the region. The exception is Pa-
nama, where there have been 12 securitizations, of which 11 are collateralized by 
mortgages. Most of the securitizations, however, correspond to just one issuer, a 
specialized lending company focused on housing for lower-income families. 
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2001 2002 2003 2004 2005 2006
Costa Rica 2,951 3,302 3,407 4,264 4,666 4,985
Dominican Republic 0 0 0 1 120 187
El Salvador 340 363 439 865 698 823
Guatemala 0 62 80 76 118 143
Honduras 0 0 0 0 0 3
Nicaragua 51 50 38 35 27 21
Panama 1,307 1,327 1,538 1,554 1,631 2,079
Total 4,649          5,104          5,502          6,795          7,260          8,241          

2001 2002 2003 2004 2005 2006
Costa Rica 18.0 19.6 19.5 23.0 23.4 23.3
Dominican Republic 0.0 0.0 0.0 0.0 0.4 0.6
El Salvador 2.5 2.5 2.9 5.5 4.1 4.4
Guatemala 0.0 0.3 0.3 0.3 0.4 0.4
Honduras 0.0 0.0 0.0 0.0 0.0 0.0
Nicaragua 1.2 1.2 0.9 0.8 0.6 0.4
Panama 11.1 10.8 11.9 11.0 10.5 12.1
Total 4.9 5.2 5.6 6.4 5.7 6.0

2001 2002 2003 2004 2005 2006
Costa Rica 1,020 954 959 1,188 938 985
Dominican Republic 0 0 0 0 38 50
El Salvador 1,997 1,056 494 939 665 913
Guatemala 0 56 74 78 128 135
Honduras 0 0 0 0 0 0
Nicaragua 21 13 18 7 6 6
Panama 1,044 1,414 1,434 1,343 1,681 2,254
Total 4,082 3,494 2,979 3,555 3,456 4,343

2001 2002 2003 2004 2005 2006
Costa Rica 34.2 30.5 28.6 31.0 21.0 20.4
Dominican Republic n.a. n.a. n.a. n.a. 63.5 32.7
El Salvador n.a. 300.5 123.2 144.0 85.1 120.1
Guatemala n.a. 181.9 104.6 99.6 132.0 103.2
Honduras n.a. n.a. n.a. n.a. n.a. 0.0
Nicaragua 43.8 25.7 40.9 20.2 20.3 23.9
Panama 80.9 107.4 100.1 86.9 105.6 121.5
Total 90.9 71.6 56.2 57.8 49.2 56.0

   Sources: Country authorities and IMF staff.

Total Amount of Outstanding Debt  (percent of GDP)

Corporate Debt (Turnover Ratios)

Total Traded Volume During Year  (US$ million)

Table 6.7. Corporate Debt Outstanding and Turnover

Total Amount of Outstanding Debt  (US$ million)
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2001 2002 2003 2004 2005 2006
Costa Rica 59 54 53 51 47 43
Dominican Republic 0 0 0 1 4 9
El Salvador 44 45 47 52 54 56
Guatemala 0 47 48 47 49 35
Honduras 0 0 0 0 0 2
Nicaragua 9 9 7 6 6 6
Panama 32 35 39 41 45 52
Total 144 190 194 198 205 203

2001 2002 2003 2004 2005 2006
Costa Rica 56 45 36 67 57 43
Dominican Republic 0 0 0 0 0 0
El Salvador 12 5 20 13 14 18
Guatemala 0 3 1 3 4 2
Honduras 0 0 0 0 0 2
Nicaragua 1 2 1 0 2 1
Panama 8 12 8 14 18 22
Total 77 67 66 97 95 88

2001 2002 2003 2004 2005 2006
Costa Rica 141 121 134 307 719 261
Dominican Republic 0 0 0 1 120 77
El Salvador 2,247 865 11,163 1,608 5,850 70,258
Guatemala 0 26 2 74 157 13
Honduras 0 0 0 0 0 3
Nicaragua 1 3 5 0 2 10
Panama 138 356 166 329 634 835
Total 2,527 1,371 11,470 2,319 7,482 71,458

2001 2002 2003 2004 2005 2006
Costa Rica 3 3 2 3 0 3
El Salvador 0 0 0 1 5 10
Dominican Republic 3 0 0 2 5 2
Guatemala 0 3 1 3 4 2
Honduras 0 0 0 0 0 2
Nicaragua 1 2 1 0 2 1
Panama 2 1 1 6 4 7
Total 9 9 5 15 20 27

2001 2002 2003 2004 2005 2006
Costa Rica 0 0 0 0 0 0
Dominican Republic 0 0 0 0 0 0
El Salvador 2 3 0 6 2 1
Guatemala 0 0 1 0 0 2
Honduras 0 0 0 0 0 0
Nicaragua 0 0 0 0 0 2
Panama 20 22 2 14 7 8
Total 22 25 3 20 9 13

   Sources: Country authorities and IMF staff.

Number of New Companies That Requested Authorization for Debt Issuance During Year

Number of Companies That Requested Delisting During Year

Table 6.8. Corporate Debt Issuance and Delisting

Number of Companies with Outstanding Debt Issues

Value of New Corporate Debt Issues (US$ million)

Number of New Corporate Debt Issues
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The institutional investor base varies from one country to the other, but is gener-
ally thin. Banks account for most of the demand for corporate debt securities. In 
some instances, bank demand is partly driven by tax incentives. Pension funds 
are important institutional investors in Costa Rica and El Salvador, and they 
could play a potentially important role in the Dominican Republic and Honduras. 
In most regional countries, except the Dominican Republic, regulations bias the 
asset allocation toward government securities and impair the growth of the cor-
porate debt market. As discussed before, mutual funds (except in Panama) and 
insurers play a limited role in investing in corporate bonds. 

Foreign investors and high net worth individuals are important in select markets. 
Bond market data are scarce, but market conversations suggest significant for-
eign investor interest in El Salvador and Panama. Some of the mortgage and re-
mittances securitizations structured locally were placed with foreign investors. 
Finally, high net worth individuals also invest in corporate debt securities. Gen-
erally, bond issues that target high net worth individuals are “pre-placed” ahead 
of the formal listing in the securities exchanges. 

Incentives for Corporate Bond Issuance and Investment 

Market Environment  

The degree of dollarization and level of domestic interest rates, and broadly the 
confidence in the domestic currency and monetary arrangements, are important 
hurdles to the growth of domestic corporate bond markets. Panama and El Sal-
vador are fully dollarized, and other countries have high levels of de facto dol-
larization. Thus, corporate debt issuance is divided between domestic and foreign 
currencies, making each market smaller, and external borrowings for the latter an 
important alternative. The growth of corporate bond markets is also hampered 
by several problems in the public debt management. These include high levels of 
debt in some counsuance between governments and central banks, lack of a co-
herent public debt management strategy, issuance of nontradable and nonstan-
dard securities, and poor liquidity. These problems make it difficult to establish a 

 As discussed, financial disclosure in the region is generally poor. This pre-
vents credit rating agencies from issuing investment-grade ratings, even by 
local rating standards, to many issuers.  

 All countries except Panama require a rating for public issues of corporate 
debt. In El Salvador, every debt issue requires a rating, and two ratings if the 
security is purchased by pension funds. Competition among rating agencies 
to secure a rating mandate is reported to lead to a “race to the bottom” at 
times. Given the low thresholds for capital and experience required by au-
thorities to establish and to operate a rating agency, there are some concerns 
about the reliability and comparability of ratings issued by different agencies. 
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Moreover, market participants are not always sophisticated enough to price 
different ratings or those issued by different agencies discriminatingly.  

 Mark-to-market valuation of portfolios is seldom used in the region, and in 
some countries (e.g., Guatemala), loss recognition based on mark-to-market 
is not recognized by tax authorities. This creates incentives against regular 
trading and contributes to the low liquidity in the secondary market.  

Supply Side 

 Many potential corporate issuers are partly family-controlled or a part of a 
conglomerate. Corporate control motives and the unwillingness to disclose 
information to outsiders favors “house” banking financing over market fi-
nancing. In addition, the financing needs of large “blue-chip” corporations 
are met in more developed external markets, which offer better rates and 
deeper pools of capital. Indeed, several important conglomerate members 
have raised market financing in the United States. 

 Excess liquidity in the banking sector poses strong competition to all alterna-
tive funding, including equity and bond markets. Currently, liquidity in the 
regional banking sector has been high owing to favorable cyclical factors and 
a strong flow of remittances (exceeding 10 percent of GDP in El Salvador, 
Honduras, Nicaragua, and Panama).  

 The small size of most regional businesses, the small size of their funding 
needs, and the fixed costs of listing requirements reduce the number of en-
terprises in each country for whom bond issuance is an economic alternative 
to bank financing. Moreover, although an issuance of, say, above 
US$5 million may be made cost-effective, it is insufficient to create adequate 
liquidity in secondary markets and thus interest institutional investors.  

 In some countries, certain legal and regulatory factors impede faster devel-
opment of corporate bond markets. For instance, in Guatemala, only finan-
cial institutions are authorized to raise funds in public markets, and only if 
they have an investment-grade rating. Disclosure requirements are generally 
moderate,20 but issuers complain of fatigue owing to an issuance authoriza-
tion process that is excessively bureaucratic and to treatment that is at times 
arbitrary and inconsistent.21 In addition, in Honduras, two credit ratings are 
required for investment by pension funds, whereas in the Dominican Repub-
lic, two separate approvals by securities and pension regulators are required, 
which is onerous for most issuers.  

                                                 
20Or weak, as in Guatemala, where private debt issuers are not required to disclose material events, nor to update 
the information in the prospectus. 
21As discussed above, some but not all regulators have tried to streamline the registration process, including dead-
lines for comments, for the authorization process, and for shelf registration systems.  
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Demand Side 

As mentioned earlier, the generally weak confidence in private securities, disclo-
sure, and enforcement of contracts depress demand from domestic and regional 
investors.  

 Corporate debt suffers also from some “crowding out” by government secu-
rities in most markets. Government securities enjoy several advantages over 
corporate debt securities. Foremost among them is the favorable tax treat-
ment, that is, lower tax rates or exemptions, on interest and capital gains 
from investments in government securities. Banks do not need to hold re-
serve requirements against government bond holdings, which is not usually 
the case for corporate debt securities. Public securities are also often much 
larger issues, more liquid, and more continuously offered. The crowding out 
trend would likely be reinforced as bank supervision practices in the region 
converge to Basel II. 

 The average corporate debt issue is about US$50 million. This is not too 
small, but many issues are often well below this size and too small to satisfy 
the maximum concentration limits to be observed by pension funds, and of-
ten too illiquid for mutual and pension funds that must mark to market or 
need to trade. 

Asset-Backed Securities  

Current Status 

ABS markets in the region remain incipient. There have been a few transactions 
of domestic mortgage-backed securities: 12 in Panama, 1 in Guatemala, and a 
few in Costa Rica. In addition, there have been a few ad hoc securitizations 
backed by cash flows, for example, of auto loan and credit card receivables, fac-
toring (IOUs), remittances from abroad, and public infrastructure (Costa Rica). 
Many of these transactions have been structured abroad, use a foreign law, and 
are denominated in foreign currency. The large number of factors affecting debt 
markets adversely also discourages asset-backed securitization. But securitization 
also suffers from a few more specific problems within the region. 

Problems in Issuance of Asset-Backed Securities 

 Except for Costa Rica and Panama, the law poses material problems for the 
issuance of ABS. In El Salvador and Guatemala, there is no specific legal 
framework governing the issuance of ABS, though one is under considera-
tion in El Salvador. In the Dominican Republic and Honduras, the laws con-
tain very few provisions on securitization; therefore, important issues such as 
bankruptcy remoteness are not explicitly contemplated. Trusts are the pre-
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ferred vehicle for securitization in many countries, but trust laws do not exist 
in the Dominican Republic and Nicaragua and have important limitations on 
the type of intermediaries that can act as trustees (Honduras).  

 In the face of the current large liquidity, regional banks lack strong economic 
incentives to securitize their assets. Many banks are eager to book and hold 
assets and value the size of their balance sheets and regional market share 
rankings more than profitability, because size is often an important indicator 
of safety to the lay depositors.  

 For several reasons, regional banks have had a wait-and-watch attitude to-
ward ABS. Many regional banks lack experience and expertise in the issuance 
of asset-backed securities. Because securitization transactions are also rela-
tively new for the regulators, banks worry about the potentially longer delays 
and difficulties of receiving issuance authorization and rating for ABS, and 
prefer the relatively easier process for issuance of bonds. Many banks also 
prefer, for strategic reasons, to establish their bond issuance programs suc-
cessfully prior to venturing into the ABS arena. Others, aware of the imper-
fections in their underlying documentation and asset origination standards, 
prefer not to be exposed to the scrutiny of rating agencies and investors until 
they have taken internal measures to clean up. 

 As with many countries in the world, creation of a mortgage and transfer of 
assets attract taxation based on the asset value or loan amount, and in some 
cases, financial transaction taxes on payments, resulting in multiple levels of 
taxation for the same underlying financing transaction. In some countries 
(e.g., the Dominican Republic), transfer of mortgages to the special purpose 
vehicle entails a significant additional stamp tax. In El Salvador, a special pur-
pose vehicle collateralized by mortgages is also required to pay municipal 
taxes. In the Dominican Republic, ABS-related payment flows would attract 
financial transaction taxes. In Guatemala, net income from mortgages guar-
anteed by the Instituto de Fomento Habitacional (IFHA) is tax-exempt and 
the underlying mortgages are not subject to capital provisioning. Because 
these provisions may not apply to a special purpose vehicle, banks, therefore, 
have strong incentives to hold the mortgages in their loan books.  

 Mortgages are not originated to common standards, even within individual 
banks, as is the case for mortgages in the Dominican Republic and Guate-
mala. In several countries, mortgages are linked to individual bank’s deposit 
interest rates rather than an external interest rate benchmark. The low reli-
ance on marking to market also can cause problems because sale of securitiz-
able assets to the special purpose vehicle may create gains and losses, with 
tax implications.  

 Finally, the quality of the infrastructure supporting the ABS market differs 
between countries. In Guatemala, for instance, the registration of mortgages 
is easy. In contrast, the obsolescence of the real estate property registrar in 
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Nicaragua works against the introduction of real estate investment trusts and 
mortgage-backed securities.  

Despite the very low level of ABS activity so far and the problems cited above, 
securitization represents one of the most important opportunities for developing 
domestic fixed income markets. The need for public debt sustainability limits the 
amount of sovereign debt. Corporate debt markets tend to be substantially 
smaller in emerging rather than mature capital markets and the growth rate of 
highly rated corporate securities issuance is likely to remain low in Central Amer-
ica for many reasons discussed earlier. In this context, ABS represent the most 
interesting opportunities for expansion of potentially highly rated securities that 
can offer pension and mutual funds, insurance companies, and retail investors a 
high-quality and diversified investment opportunity.  

Although many hurdles remain in development of this market segment, its po-
tential is also becoming evident. Panama is a good example of the growth poten-
tial of ABS markets. In Panama, the legal and regulatory framework does not 
impede the issuance of ABS, relatively clear tax policies avoid double taxation of 
ABS instruments, there has been a good pipeline of relatively standardized mort-
gages, and full dollarization has helped secure the interest of foreign investors. 
Under these favorable conditions, Panama has led the region in the number of 
securitizations backed by domestic assets, which were placed successfully with 
both domestic and foreign investors.  

Several factors suggest potentially good growth rates in ABS starting from a low 
base. The takeover of several regional financial groups by foreign institutions 
bodes well for securitization. The global financial institutions are more likely to 
be more interested in maximizing return on equity than regional market shares, 
are more familiar with securitization techniques, and, even in the current highly 
liquid environment, may be interested in securitization and fee-based income. 
Successful placement of initial transactions by leading institutions could encour-
age many others, who would not like to incur the costs of being the first movers, 
to follow suit. 

Scope for Developing Capital Markets in the Region 

The seven Central American private capital markets are at a very low stage of de-
velopment compared with those in advanced economies, but also with those in 
economies of comparable size, in terms of market capitalization, type and num-
ber of private financial securities available, and liquidity. The major structural and 
historical factors explaining the current state—political and economic uncertain-
ties; banking, debt, and currency crises; small size of the economy; small size of 
businesses; family-owned businesses; and aversion to disclosure—are changing, 
but slowly. There are important gaps in the development of securities laws, regu-
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latory agencies, and market infrastructure as well as in many of the basic precon-
ditions for development of securities markets and a more broad financial system.  

The Case for Policy Action 

There are important costs from the failure to develop more vigorous private 
capital markets for local businesses. The underdevelopment of private capital 
markets is a major hindrance to external equity financing. However, it may not 
be a major hindrance to financing per se, and excessive reliance on the banking 
system represents a deliberate and often rational choice, for the vast majority of 
the relatively small regional businesses with, say, less than US$25 million in fi-
nancing. In the globalized world of today, the larger businesses (say, those need-
ing financing of more than US$50 million) do not find it too difficult to access 
the financial centers of Miami, New York, or Latin America. Thus, apart from 
the financing difficulties of the medium-sized businesses, the principal costs  
of poorly developed regional capital markets for local businesses may lie in  
generally lower valuations of their businesses, higher costs of financing, discon-
tinuous growth prospects, and relatively greater difficulties of exit for principal 
shareholders.  

The consequences may be worse for institutional and retail investors. For  
investors—particularly pension and mutual funds, insurers, and retail investors—
the lack of a well-developed capital market implies failure to attain a well-
diversified portfolio of regional financial assets. This is a particularly important 
problem for institutions such as insurers or pension funds that must invest in re-
gional assets because of regulation or currency preferences. To the extent that lo-
cal investors may be presumed to be among the more willing and informed in-
vestors in regional private financial securities, they bear disproportionate costs of 
this underdevelopment.  

Banks may also suffer in the long run from a strategic weakness as a result of 
poorly developed capital markets. Banks may gain in the short run from under-
developed capital markets, through a higher market share of financing. In the 
long run, such underdevelopment may constrain the growth prospects of local 
banks, which must maintain an adequate access to external equity capital and 
long-term borrowings. It also impedes the banks’ ability to securitize their assets, 
which may be needed in an environment of tighter liquidity or capital adequacy.  

A thin capital market may make several public policy choices more difficult. 
Small and illiquid Central American capital markets would undoubtedly reduce 
the degree of foreign portfolio investment in the region. Such markets would 
also raise the cost of policy-based restrictions in favor of domestic investments 
typically imposed on banks, pension funds, and insurers, resulting in larger costs 
for affiliates and greater possibilities of cherry-picking and front-running from 
investment of approved investable securities. Other implications may include 
poorer financing possibilities for housing or large infrastructure projects, reduced 
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possibility of divestment or value realization in privatization, and greater concen-
tration of risks in the banking system. 

Limited Scope for Developing Individual Country Capital Markets 

The preceding discussion underscores that the development of the seven indi-
vidual private securities markets is a difficult and complex challenge with no 
quick or simple solution. The fundamental issues of small size of individual 
economies and businesses, a culture of family ownership and aversion to minor-
ity shareholders, a lack of equity culture among investors, and the like cannot be 
resolved quickly.  

In the four countries with no stock markets currently, investors and issuers alike 
may not have a realistic option to create a sustainable domestic stock market any 
time soon, and may be better off adopting a market in the region as their own. 
The Dominican Republic, Guatemala, Honduras, and Nicaragua are unlikely to 
see more than a handful of equity issuance and listings per year in the near fu-
ture. Given the uncertainties of the equity approval process and market reception 
and the limited investor base, issuers in these markets may well prefer to list in 
one of the more established exchanges of Costa Rica, El Salvador, or Panama. 
For investors in these four countries, stock markets that offer only a handful of 
stocks, with little float and liquidity, cannot provide a meaningful diversification 
possibility to retail or institutional investors who must explore investment oppor-
tunities abroad. For investors whose scale of investment, regulatory freedom, 
and sophistication permit investment in equity markets abroad, the latter are 
likely to be so superior in terms of diversification possibilities, trading environ-
ment, and liquidity that their interest in domestic equity markets will become 
marginal.  

Technical measures such as dual listing standards, aggressive promotion of public 
issuance to “targeted” companies, or tax incentives may all help, but are unlikely 
to result in a stock market that would reach a “take-off” stage. The regional list-
ing standards are already very accommodating, and development of a “lower 
tier” equity market with even more liberal disclosure and approval standards is 
not a realistic option. Promotion by the relevant exchanges to coax new listings 
certainly has merit, but it is issuers’ unwillingness rather than a failure of market-
ing that is the primary problem. Although equity listings can be motivated 
through favorable tax treatment, it is preferable to remove unequal treatment 
rather than offer new incentives. Thus, for the four countries with no stock mar-
ket at the moment, it may be worth making a hard and realistic assessment of the 
merit of developing a domestic stock market versus essentially adopting one of 
the existing regional markets.  

Proximity to the United States may also be an issue. The region’s proximity to 
the more developed financial markets in the United States, the sizable diaspora 
present in the United States, dollarization, and the history of periodic economic 
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turbulence have all created incentives to transfer or maintain savings abroad. The 
relative familiarity with the more developed U.S. markets and financial products 
raises the bar for investing in domestic securities. 

Even the three better-developed markets may struggle for viability in an increas-
ingly globalized world. Collectively, these three countries have 90 stocks, most of 
which are not at all liquid, and none of which carries a minimum free float. The 
total market capitalization (end-2006) was only about US$16.4 billion, with the 
top five stocks in each market (15 in all) accounting for about US$11.4 billion. 
Individually these exchanges are able to absorb issuances up to, say, US$50–
$100 million, but they would be of limited interest to both large issuers and 
global investors. Thus, even if they survive individually, these stock markets are 
likely to struggle for viability without some form of integration. Under these cir-
cumstances, it may be worth examining if financing of corporations and invest-
ment in securities could be facilitated by bolstering the integration of the several 
small exchanges scattered across the region.  

Scope for Regional Integration of Private Capital Markets 

Given the limited number and size of issuers, it is worth considering the creation 
of a regional capital market, balancing the benefits from economies of scale with 
the cost of implementation and coordination. Such analysis merits a complete as-
sessment that is beyond the scope of this section. However, the section addresses 
many elements that need to be discussed, including past experience with capital 
market integration and some possible steps forward to addressing the most im-
portant concerns. 

International Experiences with Integrating Capital Markets 

Past experience in mature and emerging market countries suggests powerful 
forces urging vertical and horizontal integration of securities exchanges and re-
lated services. In the United States, there were more than 100 regional exchanges 
in the late 1800s; the number fell to 18 by 1940 and 7 by 1980. Similarly, in India, 
although there are 22 regional stock exchanges, the two major ones attract about 
90 percent of the trading volume, and many of the remaining regional exchanges 
have united under a common platform. There have been important cross-border 
mergers and/or acquisitions, including Euronext (which has brought together 
the exchanges of Portugal, France, Belgium, and the Netherlands) and OMX 
(which has brought together the markets of the Nordic and Baltic countries) 
(Box 6.1), and more recently the case of NYSE and Euronext. There have been 
similar instances of mergers and integration of several centralized securities de-
positories. 

At the same time, few of these examples can serve as a complete or easy model 
for the region. Each of them has very special features and contexts, and although 
regional authorities can draw some useful lessons from them, none of them 
would serve as a reasonably complete or relevant model for the region.  
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Box 6.1. Steps Toward Integration of Regional Capital Markets 
While relevant to the entire region, so far the most significant steps toward integration have been taken 
by the three countries with the most developed securities markets: Costa Rica, El Salvador, and Panama. 
So far their initiatives have had limited success, and concerned regulators and exchanges are now trying 
to advance the integration through a somewhat more systematic “regional” approach.  

Regulators. The three regulators have tried a “fast track” approval of primary issuance of securities and 
mutual funds on a bilateral basis, so far with limited success. In 2003, El Salvador and Panama signed a 
memorandum of understanding (MoU) committing to a fast track registration. In addition, Panama 
granted El Salvador the status of recognized jurisdiction. In practice, this mutual recognition has not 
worked well, as Panamanian firms wishing to list in El Salvador have faced additional regulatory require-
ments. In 2003 El Salvador and Costa Rica signed another MoU, only to engage in best efforts to stream-
line the registration process. Thus, there was limited progress except in clarifying the main differences 
between the two regulatory frameworks. In 2004 Panama and Costa Rica initiated the same process, but 
Costa Rica chose not to sign an MoU, preferring instead a move toward more uniform regional standards 
of issuance, supervision, and enforcement, before entering into such agreements. However, in 2005, Pa-
nama unilaterally recognized Costa Rican jurisdiction allowing fast track registration of Costa Rican issu-
ers in Panama. As of now, Panama has given a fast track registration to eight corporations and mutual 
funds originally registered in El Salvador and Costa Rica.  

More recently, regulators have started exploring the implications of regional integration, following 
the 2006 regional seminar by the Toronto Center. The Dominican Republic has proposed the creation of 
a Central American Institute of Securities Markets, along the lines of the Instituto Iberoamericano de Mercados 
de Capitales, a Spanish learning center. In the absence of a full consensus, the regulators have agreed to 
create a council of Central American superintendents and requested a second seminar, facilitated by the 
Toronto Center, on global experience in capital market integration and the next steps for the region. 

Security exchanges. Regional integration has been considered since the creation of Bolcen, the Association 
of Central American and Caribbean stock exchanges, in 1994. Its main objective is to promote capital 
market development with the overarching goal of achieving one single market with interconnected ex-
changes. However, so far there has been limited progress. 

Separately, the stock exchanges of Costa Rica, El Salvador, and Panama signed an MoU in September 
2006 for the development of a common trading platform permitting member brokers to trade in real time 
in all three markets through correspondent local brokers. The goal was to have these arrangements de-
veloped by March of 2007, and thus serve as a catalyst for regulatory action. However, technical prob-
lems, such as different settlement conventions and the disagreement on common trading, have stalled the 
project. The exchanges agreed to seek technical support from OMX—the operator of the Nordic ex-
changes. In parallel, the Panama Stock Exchange is also exploring an order-routing system with South 
American countries. Local intermediaries would place orders from their clients to buy and sell foreign 
exchange listed securities to those exchanges for a fee.  

 
 

Challenges to Developing a Regional Market in Central America 

Central America would face particularly important challenges if it chose to inte-
grate regional markets. The region is not fully integrated in terms of economies 
and monetary or fiscal policies. Unlike the European Union or Eastern Carib-
bean Currency Union, Central American capital markets remain divided in im-
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portant respects, including currencies, restrictions on domestic institutional in-
vestors, the presence of as many as eight exchanges and custodians, the mutual 
structure of most exchanges, and the presence of competing exchanges and cus-
todians. To advance toward a regionally integrated market, substantially greater 
progress would need to be made toward harmonizing securities laws and regula-
tion, approval and listing processes, supervision standards, disclosure, and corpo-
rate governance norms. While a full study of these issues is beyond the scope of 
this effort, the following section touches on key issues and approaches to devel-
oping a regional strategy on capital market integration, if any.  

Central American regulators and exchanges have been considering some ap-
proaches to integration in recent years, but with limited success. The progress so 
far has been slow and these efforts reveal many important regulatory and opera-
tional differences; a lack of consensus (Box 6.2) on the need for, urgency of, or 
approach toward regional integration; and some important differences in confi-
dence in the capacity of regulators across countries. Securities regulators would 
have many legitimate concerns in dealing with cross-border integration of mar-
kets. Regulators have a mandate to protect investors, which they implement 
through a system of disclosure for issuers, prudential regulations for intermediar-
ies, observance of market conduct, and supervision. Allowing foreign issuers 
and/or intermediaries direct access to the local market under a different frame-
work than that applicable to local players poses important concerns to regulators 
(see Tafaris and Peterson, 2007):  

 Permitting foreign access to local investors without direct oversight would 
result in unknown risks to investors and capital markets, with the regulator 
possessing few or no powers to investigate or discipline foreign issuers or in-
termediaries.  

 Such regional integration could be abused to seek regulatory arbitrage, with 
issuers and intermediaries registering in jurisdictions with weaker investor 
protection while still enjoying access to the local market.  

 Local access to foreign players subject to very different frameworks might 
also make it difficult for local investors to understand the differences be-
tween the different investment options.  

 There are important legal, political, and reputation risks for the regulator if a 
scandal or fraud arises involving foreign issuers or intermediaries that access 
the market in different conditions than those afforded to locals.  

The regional integration process must address these regulatory concerns to be 
successful. The key elements would include (1) comfort in the requirements es-
tablished by the home country regulator, (2) comfort with the capacity of the 
home country regulator for reviewing the information provided by issuers, (3) a 
robust framework that permits exchange of information and cooperation, and 
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Box 6.2. Integration in Nordic/Baltic Securities Markets 

The Nordic/Baltic region offers a good example of both the benefits and difficulties involved in consoli-
dation of securities exchanges and related centralized security depository (CSD) services. OMX began as 
a derivative exchange in 1985. Recognizing that the well-developed but small Nordic markets could not 
compete effectively in the long run against major European bourses, OMX merged with the Stockholm 
Stock Exchange in 1998, when a joint trading platform initiative started on all the Nordic exchanges.  

OMX’s bid for London Stock Exchange (LSE) in 2000 was unsuccessful, but efforts to create a unified 
Nordic market advanced, with common member and trading rules instituted in the Nordic region in 
2001, the merger of OMX and the Helsinki Stock Exchange (HEX, including the Tallinn and Riga ex-
changes already owned by HEX) in 2003, the acquisition of Vilnius Stock Exchange in 2004, and mergers 
with Copenhagen (2005) and Icelandic (2006) Stock Exchanges. Today, OMX is the fifth largest equity 
exchange and third largest equity derivatives exchange and a global leader in exchange technology. OMX 
directly or indirectly also owns the central securities depositories in most of these countries, and accounts 
for more than 80 percent of the exchange trading in the Nordic and Baltic countries. There has been 
some talk of including the Warsaw stock exchange. In 2007, OMX and NASDAQ announced their inten-
tion to combine the two companies. 

The Nordic/Baltic exchange benefits companies, members, and investors alike. Listed companies gain 
exposure to a much broader investor base, exchange members enjoy more efficient access to trading in a 
large number of securities, and investors can easily choose among more investment alternatives than the 
pre-merger national exchanges did. All of this boosts trading, liquidity, and market discipline and en-
hances corporate transparency.  

Several aspects of the OMX experience may be relevant to Central America. The initiative was led largely 
by the private sector. The process was certainly difficult and entailed acquisition/merger of one exchange 
at a time, with CSD integration usually following. Some of the individual stock exchanges retained their 
separate legal identity, remain a subsidiary, and operate under different local securities laws and regula-
tors. As with Central America, countries in the OMX umbrella do not have a common currency. OMX 
has dealt with these regulatory and brand distinctions, while reducing the operating differences between 
national markets, by sharing the same trading system, providing common listing and index structures, 
enabling efficient cross-border trading and settlement, offering cross-membership, and providing one 
market source of information.  

In some ways, the Nordic/Baltic mergers were more difficult than future mergers in Central America 
could be. The countries and companies in the OMX group are much more diverse in size, did not have 
the same degree of political and regulatory cooperation that currently exists in Central America, and do 
not speak the same language. OMX has found practical solutions to these, for example, by creating two 
lists, Nordic and Baltic, with varying listing standards, and adopting English as its corporate language.  

At the same time, OMX history suggests that merging exchanges is a complex process that is likely to 
take years, and may require strong leadership. It also suggests that there may be several paths toward an 
eventual creation of a single Central American market. For example, exchanges may continue to maintain 
their separate identity and ownership structures, while sharing a common technology platform, or two 
exchange groups (say, one combining Panama, Costa Rica, and El Salvador and another the other four) 
may emerge first, followed by an eventual merger between them. 
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(4) regional legal frameworks that meet minimum standards of investor protec-
tion and regulatory authority. In this context, it is worth mentioning that the re-
gional (MoU) in order to share information and set up a framework for mutual 
cooperation and technical assistance. They also agreed to meet periodically and 
discuss integration efforts. 

In addition, the region would face major operational challenges in integrating the 
current variety of trading platforms and settlement systems. As discussed under 
market infrastructure, the regional exchanges do not share compatible platforms, 
and there are substantial variations in settlement cycles, degree and requirement 
of dematerialization, and degree of delivery versus payment. Because countries in 
the region do not share currencies, integration may require development of a 
platform that can trade and settle multiple currencies. While the technical solu-
tions to these problems are feasible, the challenge lies in several regional ex-
changes, CSDs, settlement banks, and related institutions agreeing to collaborate 
toward a unified system, to share costs, and to appoint a common management 
structure that would manage such a transition without any interruption of exist-
ing trading arrangements.  

The transition toward a more harmonized and perhaps eventually integrated 
regulation may involve the following approach. Building on ongoing regional ef-
forts, it may be reasonable to postulate a three-pronged strategy involving (1) in-
cremental harmonization of regulation and supervision; (2) mutual recognition of 
foreign securities and regulatory actions; and (3) raising/converging regulatory 
capacity to regionally appropriate standards. In terms of harmonization, it would 
be most useful if the countries that need to develop new laws or regulation 
sought out regional counterparts with a similar need or prior experience in de-
veloping them, aim to introduce new laws and regulation that aspire to a good 
regional/international standard, and minimize national deviations from the re-
gional standard to the greatest extent possible. Similarly, supervisory practices 
could be harmonized to the maximum extent possible in areas of common inter-
est. As harmonization of regulation and supervisory practices meet certain 
norms, regulators could increasingly rely on regulatory actions (e.g., registration, 
licensing, and submission of periodic information and off-site and on-site super-
vision) by their counterparts. In parallel, regulators can also recognize certain ju-
risdictions—whose practices may differ in important respects—as providing 
adequate investor protection, and admit securities issued in such jurisdictions as 
tradable within their own markets.22 Third, there would be a need to raise the  
capacity of all regulators (e.g., staff strength, quality, training, implementation of 
 

                                                 
22Ideally, this could involve a “blanket” acceptance of securities admitted to public issuance and trading in another 
jurisdiction, or it may involve a fast track approval process, focusing more on disclosure to foreign jurisdictions but 
minimizing or eliminating a substantive approval process in another.  
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common manuals), and develop institutional mechanisms to consult among regu-
lators and resolve issues that arise during transition. Third-party consultants may 
be judiciously used to facilitate this process and maintain regional commitment 
and confidence.  

There may be some merit in phasing such regulatory convergence. Countries 
where the underlying law and regulation are better developed and whose markets 
are more active could take the lead in thinking through a harmonized legal and 
regulatory framework. Others may prefer to adopt the regulatory framework that 
results from such consultations. Similarly, there may be merits in phasing the ap-
plication of harmonized regulatory standards to some brokers, issuers, and mar-
kets before being extended to all issuers and markets. 

A common regional securities market linking the seven Central American coun-
tries may make more sense than other possible configurations. While securities 
markets are integrating across countries for a variety of reasons, it may be legiti-
mate to inquire if a common market for these seven countries is necessarily the 
dominant choice. The principal arguments against this may be reservations 
among the more developed markets about the magnitude of efforts required to 
bring up others to a regional standard, the greater economic incentives of the 
private sector in integrating with, say, a more developed market such as Mexico 
or Colombia versus those in the region, and the ease of bilaterally adopting a 
more developed market standard of a senior partner versus negotiating regional 
standards among seven more equal partners. These are compelling considera-
tions. Arguments in favor include the relatively small size of all seven regional 
economies compared with neighbors such as Colombia, Peru, Mexico, or Vene-
zuela; common language; physical proximity; political appeal and acceptance; 
other initiatives such as a common customs union and supervision of financial 
conglomerates; and the existence of regional political bodies and a regional asso-
ciation of exchanges. This is ultimately a choice for the regional policymakers 
and private sector. But it may be fair to say that while some top companies may 
be able to “graduate” eventually from Central American exchanges to a more de-
veloped foreign market, for the large majority of issuers, a regional securities 
market may be a more friendly marketplace than alternatives. Thus, if neither 
elimination of all exchanges in Central America nor continuance of seven na-
tional markets is a desirable outcome, it would make sense to strive toward a 
Central American marketplace.  

The integrated market need not imply a single, physical location. This study is 
not sufficiently in depth to offer detailed operational recommendations. How-
ever, a convergence of the regional markets need not only imply a single market-
place. Indeed, as the Nordic/Baltic experience suggests, it may entail mainte-
nance of several exchanges linked to a common electronic platform, coupled 
with ownership and shareholding arrangements that may eventually replace mul- 
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tiple existing institutions. Such incremental convergence can take many paths 
that nonetheless offer substantial benefits of an essentially regional rather na-
tional market. 

If a regional market is desirable, regional authorities may need to take the lead in 
establishing the vision. The discussion above clearly underscores the need for 
strategic leadership and consensus by the regional authorities. National regulators 
and interested private sector representatives are likely to be too handicapped by a 
parochial vision, limited authority, and perhaps conflicting interests, to success-
fully steer the process without a strong and clear political commitment. Such 
commitment is needed to ensure the necessary changes in the securities laws and 
even possibly a treaty to ensure a sound framework for regional integration, 
while empowering and tasking regulators and exchanges with the requisite regula-
tory and operational tasks. Operationally, this may mean adoption of a resolution 
by the political authorities and creation of a regional tripartite working group to 
spearhead the work. The analyses and groundwork underlying the existing initia-
tives and proposals could be harnessed, together with the necessary external 
support (e.g., of the Toronto Center and/or interested international financial in-
stitutions) to jump-start the process.  

Articulating a vision for promoting regional integration of capital markets is a 
major and radical step. The problems in the process cannot be underestimated, 
and the success is unlikely to be achieved without years of hard work. Yet, it does 
appear that without such an effort, the region may fail to achieve many of the 
benefits of an efficient and liquid capital market, and these opportunity costs 
warrant such an effort. This may require the authorities to resolve at the highest 
level their goal and vision for facilitating such an interlinked market; lead in de-
veloping a consensus among the many regulators, private sector interests, and in-
stitutions involved (no small task); and harmonize national securities laws in line 
with such a regional vision. 

While the private sector must have a lead role in arrangements relating to inte-
grating the marketplace, the public sector can provide powerful incentives for in-
tegration. The market participants, particularly in the smaller exchanges, already 
realize the somewhat dim prospects for growth and profitability within individual 
markets, and many are already positioning themselves through partnerships  
with regional counterparts. Second, a decisive signal by the authorities to harmo-
nize varying regulation could provide just the powerful signal about the eventu-
ally successful emergence of a regional market to align issuers, investors, and in-
termediaries toward such a goal. Finally, it is worth recalling that about 90 per-
cent of market capitalization and trading in securities is in government securities. 
Efforts by regional governments facilitating listing and trading in a shared or 
linked marketplace could be the most powerful driver of a regional integration 
process. 
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Conclusions 

A number of remedial measures could be considered to promote national and 
regional capital markets. However, such efforts should focus on the removal of 
obstacles and expansion of potential opportunities, rather than direct promotion, 
tax concessions, or subsidies aimed at capital market transactions. The following 
summarizes the main insights and recommendations of this chapter (Table 
6.A12).  

Securities Laws and Regulation 

The regional legal framework needs strengthening in several areas. Securities laws 
need to be updated in most countries, and overhauled in El Salvador. Securities 
laws need to be amended to provide to regulators better and clearer powers over 
the market and its participants, widen the range of sanctions, and facilitate MoUs 
and the exchange of information between regulators, as well as with the stock 
exchanges. Regulatory framework for mutual funds, asset-backed securitization, 
and derivatives need to be completed or thoroughly modernized in several coun-
tries, and particularly in Guatemala, Nicaragua, and El Salvador.  

Securities Regulators 

There is a need to strengthen the budget and staff of securities regulators in 
El Salvador, Guatemala, Honduras, and Nicaragua. However, as discussed under 
regional integration, these regulators may wish to make maximum use of regula-
tion, laws, and good supervision practices already available within the region and 
elsewhere, and develop required regulation jointly. We do not have specific rec-
ommendations on the regulatory structure (e.g., within or outside the central 
bank, or a combined or single regulatory agency), save to say these arrangements 
should ensure a degree of independence to the regulators, and the ability to at-
tract and retain the right staff. The latter may require independence from civil 
service pay scales.  

There is a need to substantially simplify and speed up the issuance approval 
process in most of the region. The process is generally considered bureaucratic, 
lengthy, uncertain, and involving multiple levels of scrutiny (between regulators 
and stock exchanges in all countries, and between two regulators in some). There 
is a need to make this process more efficient, time-bound, and certain, without 
sacrificing thoroughness or lowering standards. Key measures would include set-
ting business standards for responses and clearances, responding to all aspects of 
an application at one go, focusing on materiality rather than formality, eliminat-
ing scrutiny by multiple regulators in all cases, and better coordinating with the 
stock exchange. This should be supplemented with a proactive, regular, and 
business-like dialogue with representative of issuers and investors to identify and 
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address problems, and develop applications, criteria, and supervision approaches 
for new products jointly with market participants.  

Developing Institutional and Retail Investor Bases 

Further development of institutional investors, particularly mutual and pension 
funds, is needed to facilitate sound intermediation in securities markets. Several 
countries still have important gaps in the basic enabling laws (El Salvador, Nica-
ragua, and Guatemala) for mutual funds, and some need to force and facilitate 
the transition of poorly structured and regulated quasi-mutual funds into prop-
erly regulated mutual funds. Regulatory reforms in some countries (e.g., Guate-
mala) allowing private pension funds would facilitate the establishment of an in-
stitutional investor base. Also, there is potential scope to relax investment restric-
tions on pension funds, particularly for foreign and private sector securities.  
Restrictions on pension fund products need to be reviewed comprehensively to 
permit the offer of diverse portfolios suitable to different investors. 

Further efforts are also needed to develop a retail investor base. The low income, 
past crises, and lack of investable securities have created a weak investor base. 
Although the underlying structural problems of income, education, and lack of 
securities can be addressed only in the long term, there is also a need to educate 
investors regarding financial products such as equity, bonds, asset-backed 
securities, and mutual funds, and inform investors of regulatory efforts to im-
prove corporate governance, disclosure, and safety of market conduct. Again, re-
gional cooperation and development of standards and educational tools may be 
particularly efficient.  

Corporate bond rating standards could be made more uniform across the region. 
Countries with no rating or multiple rating requirements (e.g., El Salvador, where 
pension funds are required to invest only in bonds with two ratings) should con-
verge to requiring one rating. A mandatory rating is needed in the region to im-
prove transparency and pricing at this stage of the market, but requirements for 
two ratings are excessive for most of the regional issuers, and unnecessary for in-
vestment by institutional investors. The regional rating agencies are not of uni-
form quality, and there may be a need to gradually improve the capital and ex-
perience thresholds required from rating agencies, but such a move needs to be 
tempered given the low issuance activity within the region, and the low income 
of agencies. Standardization of criteria for rating agency accreditation and facili-
tating the regional operation of agencies (e.g., through mutual recognition) could 
both improve rating standards and homogenize ratings across the region. 

Several steps are needed to develop a regulatory framework and market for ABS. 
Securitization represents the most promising step toward developing fixed in-
come private markets in the region, given the presence now of several regional 
and foreign financial conglomerates with skill and interest in ABS, strong de-
mand from even the limited base of institutional investors, and successful com-



Financial Sector Development: Equity and Private Debt Markets 

 175

pletion of several transactions in Panama. In some countries of the region (the 
Dominican Republic, El Salvador, Honduras, and Nicaragua), authorities still 
need to address important gaps in the current law or regulation. Most of the 
countries also need to resolve more subtle and specific gray areas or problems in 
tax treatment (particularly double taxation), inefficiency of registration or execu-
tion of collateral, bankruptcy remoteness, and borrower consent requirements.  

Banks, institutional investors, and financial regulators need to collaborate in im-
proving standardization of mortgages and other securitizable assets, and related 
pricing norms. Such standardization is critical to facilitating future securitization, 
and there may be a role for moral suasion, fine-tuning of prudential parameters, 
and developing criteria for any government-supported mortgages or insurance to 
encourage such standardization. Finally, development of adequate pricing stan-
dards and methodology for more complex and structured products such as secu-
ritization is an important need. Development of regulation, standards, and pric-
ing methodologies are all useful areas for further regional collaboration.  

Development of Equity Markets 

There is a need to promote development of a regional corporate governance 
code. Such a code should ideally be developed jointly by investors, issuers, regu-
lators, and government, but the latter needs to take a substantial lead in making it 
happen. There is a need to encourage greater participation of minority share-
holders in family-owned companies, and the discussions surrounding develop-
ment of a corporate governance code could be used by the authorities and pri-
vate business leaders to foster this change.  

Market Infrastructure 

Regulators, exchanges, and CSDs could take several steps to improve the effi-
ciency and security of exchanges. These measures could include requirement of 
dematerialization for new security issuance, a phased program to dematerialize 
existing securities (with the authorities taking the prominent lead with respect to 
government and central bank debt), favoring a private sector–led (but widely 
held) CSD, and eliminating requirements on specific investors (such as Asps in 
the Dominican Republic) for holding securities outside CSDs. In some countries, 
CSDs need resources to be adequately capitalized and to implement needed tech-
nological upgrades, a process that is severely hampered by the current low vol-
ume of trading and resulting revenue. The authorities could facilitate these meas-
ures by reining in public sector banks or central banks from attempting to de-
velop CSDs. 

Improvements in DVP and settlement are needed in most countries. Several 
countries do not have DVP or settlement in central bank funds. More important, 
the settlement practices vary across exchanges, and these differences are an  
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important operational hurdle to be overcome in successfully linking or integrat-
ing the regional exchanges. With the emergence of regional financial groups, a  
region-wide settlement bank is easier to find. 

Broader Policy Measures 

There is a need to eliminate uneven taxation of securities income. In particular, 
relative tax concessions aimed at public securities and bank deposits should be 
reviewed and either extended to income from private securities or all such in-
come should be taxed uniformly. Second, there is a need to improve general tax 
collection to a point that successful tax avoidance and maintenance of two books 
of accounts are not serious impediments to public issuance of private securities. 

Governments should consider eliminating unnecessary incentives to “promote” 
capital markets. In particular, concessions and regulations aimed at conducting 
repo transactions through the stock exchanges for institutional investors, issu-
ance of public debt through the stock exchange (which generates fees for the ex-
change and brokers), and requiring pension funds to deal through brokers in 
primary markets may be phased out. While these measures might have been use-
ful to jump-start exchanges and brokers in the past, they are not necessarily ra-
tional or value-additive for markets today. Such changes should be phased in 
without reducing price transparency, and prices of both on- and off-exchange 
transactions should be captured, consolidated, and disseminated in a timely way. 

Instead, the governments could consider supporting private capital markets 
through several measures in public debt management, infrastructure financing, or 
privatization. Key measures include increasing the share of the standardized, 
tradable portion of the public debt; consolidating public debt both across issues 
and between the central bank and the government; developing a domestic yield 
curve; dematerializing government securities, and facilitating retail investment in 
public debt. Another important policy tool could be the use of securitization 
techniques for infrastructure financing. In addition, governments could support 
equity market development through full or partial privatization of large state-
owned companies (especially utilities) through the exchanges, without necessarily 
eliminating a strategic buyer, and setting high standards of disclosure and corpo-
rate governance. 

More generally, governments should continue to work on improving the busi-
ness environment. As noted in this report, improvements are needed in all areas. 
However, for the development of securities markets, the most critical issues are 
improving the accounting and auditing framework applicable to all corporations, 
the legal framework for the constitution, and execution of collateral, as  
well as insolvency proceedings. Some of these issues would require changes in 
the judiciary.  
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Table 6.A7. Equity Issuers: Ongoing Disclosure Requirements 
  Dominican 
 Costa Rica Republic El Salvador Guatemala Honduras Nicaragua Panama 

1. Quarterly Financial  
    Statements 
a) Is filing required? Yes Yes Yes Yes Yes Yes Yes 
b) Deadline 20 days if issuer  Not defined 30 days after 3 days after 20 calendar 1 month 2 months  
 does not   end of quarter close of days after end  after end 
 consolidate;  quarter of quarter   of quarter 
 30 business days  
 if issue consolidates  
 with local companies; 
 40 business days if  
 issuer consolidates  
 with foreign companies 
2. Annual Financial  
    Statements 
a) Is filing required? Yes Yes Yes Yes Yes Yes Yes 
b) Deadline 40 days if issuer  Not defined 35 days after n.a. 30-Apr 3 months 3 months 
 does not   close of fiscal    after end of 
 consolidate or   year    fiscal year 
 consolidates with   
 local companies;       
 45 days if issuer  
 consolidates with  
 foreign companies 
c) Do they have to be  Yes Yes Yes Yes Yes Yes Yes 
    audited?  
3. Material Events 
a) Mandatory  Yes Yes Yes No Yes Yes Yes 
    disclosure  
b) Deadline No later  than  Not defined 8 days n.a. 15:00 hours  Immediate 1 business 
 1 business day    of following  day after it 
     day   happened 
4. Insider Holdings 
a) Must insider  Yes No Yes No No No Yes 
    participation be  
    disclosed? 
b) Is there a threshold?No  n.a. 10% n.a. n.a. n.a. No 
c) Filing deadline 5 business days n.a. 8 days n.a. n.a. n.a. In the  
       prospectus 
d) Is this information  Yes, at the n.a. Yes, in the n.a. n.a. n.a. In the 
    public? SUGEVAL  registry    prospectus 
5. Substantial Holdings 
a) Must substantial  Yes Yes Yes No Yes Yes Yes 
    holdings be disclosed? 
b) Percentage share  10% Not defined 10% n.a. 10% 5% 25% 
    that must be disclosed? 
c) Filing deadline 5 business days Not defined 8 days n.a. n.a. 1 month No, must be  
       included in  
       prospectus 
d) Is this information  Yes, at the n.a. Yes in the n.a. Yes Yes Yes, in 
    public? SUGEVAL  registry    prospectus 
6. Prospectus 
a) Must prospectus    Yes  Yes No No Yes Yes Yes 
    be updated  
    frequently? 
Frequency Annually Annually n.a. n.a. Any time the  Annually Annually; 30 
     conditions of   days after 
     the offering   general 
     have changed  report is  
       submitted 
Sources: Country authorities and IMF staff. 
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CENTRAL AMERICA
Economic Progress and Reforms

This is an excellent and timely publication. In fact, at a time when simultaneous external shocks 

are striking the global economy, this publication constitutes a signifi cant and valuable guide for 

policymakers in the region. It not only fi lls a void in applied research on Central America, but 

also provides specifi c policy recommendations on how to pave the way for sustainable economic 

growth and poverty reduction. 

The authors, while recognizing the progress the region has made over the past years in terms 

of macroeconomic stability and growth performance, highlight the main challenges ahead to 

further reduce vulnerabilities and improve policy effectiveness aimed at bringing down income 

inequality and poverty. In this context, the book calls for more policy coordination among the 

Central American countries to keep up with increased regional and global integration. It makes 

recommendations on how to attract more foreign investment and reap the benefi ts of a customs 

union, without sacrifi cing needed tax revenue. On fi nancial markets, the publication constitutes 

an important source of information on the main obstacles the region faces for the development 

of private debt and equity markets and the steps to follow.

The insights of this publication will be useful for policymakers, academics, students, and the 

informed public alike.

María Antonieta Del Cid Navas de Bonilla
President, Central American Monetary Council
and Central Bank of Guatemala


