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I. Introduction 
 
 
Historically there has been a close trading relationship 
between the US and the Central American (CA) region. In 
the last years this relationship has flourished mainly as a 
result of unilateral efforts on both parts. Since 1983 the US 
has granted unilateral preferential trade treatment to 
countries in the region through the Caribbean Basin 
Initiative (CBI) while Central American countries have 
achieved significant advances in unilateral trade 
liberalization through deep trade reforms undertaken during 
the 1990s. What policy options do these  developments  
offer to the region? 
 
This paper begins by reviewing the main trends in the trade 
structure of Central American countries over the last two 
decades, the growing role of the US as the major trading 
partner, the effect of domestic trade policies as well the 
effects of NAFTA and recent developments in US 
agricultural and trade policies (the 2002 Farm Bill). This 
analysis is aimed at understanding a set of trade related 
issues that should be taken into account in the upcoming 
trade negotiations with the US and multilaterally under the 
current round of WTO negotiations -the Doha round- which 
strives for freer trade, particularly with regard to 
agricultural trade. 
 
The importance of the trade link between the US and 
Central America naturally leads to assess other policy 
options, like deeper forms of integration. The ensuing 
discussion is organized around the criteria set by the 
Optimum Currency Area (OCA) literature in order to 

                                                 
*  The authors are grateful to R. Schneider for helpful comments. 
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evaluate the likelihood of a successful monetary union. 
Standard OCA criteria are then supplemented with other 
arguments relevant for the choice of a monetary regime 
worth discussing in the case of Central America, such as de 
facto dollarization and the possibility of importing 
monetary credibility through monetary integration. The 
paper ends with a discussion of the implications of trade 
policies and the choice of exchange rate regime for fiscal 
policies and institutions, as well as the conditions required 
for successful hard pegs or unilateral dollarization. 
 
 
II. Trade Structure 
 
 
The Central American region is very open to trade, its 
export base is relatively diversified and trade is carried out 
with a small number of trading partners, primarily with the 
US. Although international trade encompasses a higher 
share of national production than in earlier decades, the 
region has historically exhibited strong linkages with world 
commodity markets. Figure 1 shows that trade openness in 
the region has exhibited an upward trend since 19601. At 
this early date our indicator of openness (exports plus 
imports relative to GDP) took on values slightly lower than 
50% for the majority of countries. By the late 1990s the 
indicator was around 100% for Costa Rica, 70% for 
Panama, El Salvador (and the Dominican Republic) and 
50% for Guatemala. HIPC countries also show a high 
degree of openness: 120% for Nicaragua and 100% for 
Honduras by the end of the sample (lower panel of figure 
1). The increase in international trade was caused by 
deliberate policies implemented during the 90’s in Costa 
Rica, El Salvador and the HIPCs. 
 
Figure 2 depicts an indicator of export diversification -- the 
Herfindahl index of export-revenues concentration2. There 
                                                 
1 This may not be true for Panama. Panama’s sample period only starts 
by the end of the 70s.  
2 The Herfindahl index is defined as follows: 
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where n  is the number of export products and ix  is the dollar amount 
of good i  exports. If H = 1, only one export commodity accounts for 
all export revenue, signaling extremely high concentration. If H tends 
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is a clear trend across the region towards export 
diversification. Concentration temporarily increased until 
the mid-1980s, but declined thereafter. An interesting case 
is that of El Salvador, which went from having the most 
concentrated export structure in 1986 to having the most 
diversified by the late-1990s. In contrast, Costa Rica’s trend 
toward diversification  was partially offset at the end of the 
sample period by foreign investments in the electronic 
equipment producing sector. 
 
Figure 3 depicts the geographic distribution of regional 
exports. The main destination of Central American exports 
is the US marketplace. Again, this is not a recently 
observed phenomenon, which in passing, is more striking 
today, but a historical regularity in the trade pattern of these 
countries. Costa Rica has traditionally placed 40% of its 
exports in the US market. This figure used to represent 
around 10% of its GDP, but now, given the advances in 
trade liberalization, exports of this magnitude represent 
almost 25% of its GDP. 
 
Honduras and Panama conduct 40%-60% of their export 
trade with the US, Guatemala 40%, El Salvador and 
Nicaragua 20% to 40% and Dominican Republic 90% in 
the recent past. Measured as a fraction of GDP (not shown 
in figure 3), exports to US have surged in Costa Rica, 
Guatemala, Honduras, Nicaragua and the Dominican 
Republic during the 1990s. 
 
Intraregional trade is relatively small in general terms. It is 
negligible for the Dominican Republic, and small and 
shrinking for Costa Rica and Honduras. El Salvador is the 
only case where intraregional trade seems to be gaining 
importance, but not at the expense of the US market. Also, 
Mexico has traditionally absorbed only a tiny fraction of 
Central America’s exports. In sum, regional trade flows are 
not very big: on average, no more than 18% of the region’s 
exports have gone to the region itself and Mexico. 
 
Figure 4 shows the geographical origin of imports. Like 
exports, import trade is conducted with a small set of 
partners, predominantly with the US. On average 40% of all 
imports come from the US. Mexico and other subregional 
neighbors do not represent an important source of import 

                                                                                                 
to zero, each of the n  ( n  very large) goods contributes with the same 

very small share 
n
1

 to total export revenue. 
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trade. Like exports, Central America’s imports from the US 
market surged during the 1990s, with the notable 
exceptions of Panama and El Salvador. 
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                                                                        Figure 1
                                                  Central America: Trade Indicators
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                                             Figure 2 

 
 
 

Central America: Concentration of Merchandise Exports
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                                                                                                 Figure 3
                                                                          Central America : Direction of Exports
                                                                                                                  (Cummulative share)
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                                                                                                 Figure 4
                                                                        Central America: Direction of Imports
                                                                                                                   (Cummulative share)
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III. Trade Policies 
 
 
The descriptive analysis of the preceding section has put 
into perspective long-run trade developments and identified 
the profound changes that took place during the 1990s. 
Most of these changes were a direct consequence of 
structural reforms undertaken over the last decade. This 
section focuses on trade reforms broadly understood. It 
briefly describes the evolution of tariff and non-tariff 
restrictions to trade as well as the policy response induced 
by the signing of NAFTA. In turn, we discuss the relation 
between reforms and observed outcomes in terms of trade 
structure and growth. 
 
Tariff and Non-tariff Barriers 
 
The last several years have witnessed deep changes in trade 
policy in the Latin American region; this process has 
generally been accompanied with other far-reaching 
macroeconomic reforms. Table 1 shows the evolution of 
average (most-favored nation) tariffs for a number of 
countries in the Latin American and Caribbean region. 
Costa Rica stands out as a determined reformer. From an 
average tariff of 53% in 1985 this country passed to the 
lowest level in the region: 3.3% in 1999. Guatemala 
followed suit from a level of 50% to 7.6% in the same time 
period. El Salvador, Honduras, Nicaragua and even the 
Dominican Republic, with a relatively high current level of 
14.5%, were all also involved in a remarkable overhaul of 
their tariff structure. 
 
The overhaul of the tariff structure included the reduction 
of the average rate as well as the reduction in its dispersion. 
Table 2 presents some figures on tariff dispersion for the 
region. Though the gains along this dimension are not very 
notable throughout the nineties, there is a significant 
reduction relative to the levels observed during the second 
half of the eighties. Relative to the Chilean structure -which 
is almost flat- there is still some room to reduce Central 
America’s tariff dispersion3. 
 
Table 1 underscores the difference between Central and 
South American efforts to dismantle trade barriers. In 
general, tariff restrictions are on average higher in South 
America. The use of non-tariff restrictions to hamper 
                                                 
3 Tables 1 and 2 include information up to year 2000. Updated data, but 
from other sources, up to year 2001 tells the same story.   
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imports used to be very popular in the LAC region as well. 
Figure 5 shows that this type of protectionist barrier has 
also tended to disappear, more so in Central America than 
in the rest of LAC. 
 
NAFTA 
 
The involvement of Central America’s major trading 
partner -the US- in a trade agreement benefiting 
neighboring Mexico could have been a source of disruption 
in the direction and pattern of trade flows in the region. 
This section reviews the main policies that helped minimize 
the potentially harmful effects of NAFTA on Central 
America.  
 
Despite the implementation of NAFTA  in 1994, we saw in 
section II that a number of Central American countries 
(Costa Rica, Guatemala, Honduras, Nicaragua and the 
Dominican Republic) witnessed throughout the decade an 
unprecedented increase in trade, both in import and export 
trade, with the US. This implies that NAFTA preferential 
treatment, with its potential trade diversion effect, was to 
some extent effectively counterbalanced. For example, 
Table 3 shows the share of NAFTA-countries apparel 
imports captured by Central American countries and 
Mexico in the 1990s. It is notable that only Costa Rica 
experienced a decline in its market share, but this was 
probably due to export growth in other sectors of the Costa 
Rican economy. 
 
Regarding why the trade effects of NAFTA were less 
dramatic than expected, the following factors are worth 
mentioning: 1) The Caribbean Basin Initiative (CBI- in fact 
prior to NAFTA) through which the US unilaterally granted 
trade preferences to goods produced by countries in the 
region, which by the year 2000 also provided preferential 
access to the US for apparel exports from the beneficiary 
countries.4 2) NAFTA’s rules of origin in apparel did not 
allow Mexico to exploit the preferential access in these 
goods. In fact, in the year 2000, only about 65% of 
Mexican exports of textiles and apparel entered qualified 
for NAFTA preferences (Cadot et al., 2002).  If the rules of 
origin were more flexible, it is likely that Mexico’s apparel 
market share would have risen even more. 3) The 

                                                 
4 The CBI rule of origin is more restrictive than the NAFTA rules of 
origin for apparel. In the CBI, apparel exports to the US must be made 
with textiles and yarns produced in the US. In the NAFTA, the textiles 
and yarns can originate in any of the beneficiary countries. 
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previously discussed unilateral liberalization efforts by 
Central American countries probably helped to spur exports 
by reducing the anti-export bias of import protection. 
 
These policy initiatives have shaped most of the changes in 
Central America’s trade structure registered during the 
1990s and reviewed in section II. To sum: significant 
increases in the trade deepening ratio, in general, and with 
the US, in particular. US decisions with the CBI and 
Central American trade liberalization reforms appear to 
have offset most of the possible harmful effects of NAFTA 
on excluded countries. This conclusion is supported by 
recent empirical evidence based on the estimation of a 
gravity model for the 1980-2000 sample period 
(Montenegro and Soloaga, 2002). 
 
In addition, Central American countries introduced 
important reforms regarding foreign direct investment 
(FDI). FDI is another important variable that might have 
turned out distorted with the treatment provided by NAFTA 
to Mexico. FDI flows are key determinants of this region’s 
export performance because they have been closely linked 
to export activities. For example, maquiladora programs, 
popular in Dominican Republic, provide tax exemptions to 
foreign investment when production is entirely shipped to 
markets abroad. In response to NAFTA Central American 
countries provided fiscal and regulatory incentives to attract 
foreign investors, like direct fiscal subsidies, the 
development of Export Processing Zones (EPZs) and the 
reform of FDI regimes. Monge-Naranjo (2002) argues that 
the same type of reforms were implemented across the 
region. Most of the region’s countries offer the same tax 
treatment to intermediate inputs, exports, remittances and 
profits as well as similar procedures for clearing customs. 
 
What happened to foreign investment flows? Figure 6 
shows that during the 1970-1990 period foreign direct 
investment flows have not surpassed a 3% of GDP ceiling 
for the majority of countries in the area. The only exception 
has been Dominican Republic at the beginning of the 
1970s. During the 90s there was a remarkable change: a 
surge in investment flows across the board. Costa Rica, 
Dominican Republic, El Salvador, Nicaragua and Panama 
were major recipients. Note that this phenomenon was not 
circumscribed to Costa Rica -the well-known successful 
case for attracting FDI to the production of electric and 
electronic equipment, including software and computers 
parts. 
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Let’s consider next the effect of reforms on growth. The 
relation between commercial openness and economic 
growth is a topic of active research and debate. Many 
comparative, large cross-country studies find a significant 
positive relation between trade liberalization and economic 
development5. 
 
Figure 7 shows the result of a recent study that decomposes 
observed growth rates into four types of factors: cyclical, 
convergence, exogenous and polices.6 This empirical 
evidence supports the conclusion that the type of reforms 
carried out in the region has had a statistically significant 
enhancing effect on growth. Such an effect has been 
positive for all CA countries included in our sample (Costa 
Rica, El Salvador, Honduras Nicaragua and Panama). 
Keeping constant any other determinant, policy reforms 
have contributed to the observed sample-period growth 
with three percentage points per year in Nicaragua, with 
two in El Salvador and with one in Costa Rica and Panama. 
 
This experiment does not separate the effect of trade 
policies from the rest of structural reforms. However, Lora 
and Panizza (2002) argue that LAC countries have achieved 
greater advances precisely in this area of reform. According 
to these authors, all countries in the region have attained at 
least a reform index of 0.8, in a scale from 0 to 1, for the 
reduction of average tariffs from a level of 40% to a level 
close to 10%. Advances in other reform areas are much less 
impressive. 
 
A possible additional source of growth related to trade is 
the observed diversification of the export base, as shown in 
recent empirical studies. Lederman and Maloney (2002) 
show that concentration of export revenue and growth are 
negatively correlated. According to De Ferranti et al. 
(2002) there are many possible avenues that explain this 
result: high concentration can be associated with high 
macroeconomic volatility which in turn hampers growth; 
concentration may also hamper productivity affecting intra-
industry trade or high export concentration may be related 
to civil conflicts or other institutional failures. 
 
 

                                                 
5 See for example, Dollar (1992), Ben-David (1993), Sachs and Warner 
(1995), Edwards (1998), Frankel and Romer (1999), Dollar and Kraay 
(2000) and World Bank (2001). 
 
6 Loayza et al. (2002) 
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                                                                                                                           Table 1
                                                                           Central America: Average Tariffs
                                                                                                                              (%)

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
CENTRAL AMERICA AND THE CARIBBEAN
Costa Rica 53.0 21.1 16.4 16.4 16.4 16.4 16.4 15.0 11.7 11.2 11.2 11.2 9.9 8.0 3.3
Dominican Rep. 88.0 21.1 21.1 21.1 21.1 17.8 17.8 17.8 14.5 14.5 14.5
El Salvador 23.0 21.1 21.1 16.0 16.0 16.0 16.0 13.1 10.1 10.2 10.2 10.2 5.7 5.7
Guatemala 50.0 50.0 25.0 25.0 16.0 16.0 16.0 16.0 16.0 10.8 12.0 11.4 11.4 8.4 7.6
Honduras 41.9 9.7 9.7 9.7 9.7 8.1
Jamaica 42.5 19.3 19.3 20.0 20.0 20.3 20.3 19.3 19.3 19.3 21.3 21.3 21.3 17.9
Nicaragua 54.0 21.0 8.0 17.4 10.7 9.5 6.9 5.9 10.9
Trinidad & Tob. 83.0 17.0 17.0 19.9 18.7 18.7 18.7 18.7 18.7 18.7 18.7 18.4

REST OF LATIN AMERICA
Argentina 28.0 39.5 39.5 43.7 43.7 21.0 12.2 11.8 10.9 10.9 10.5 11.2 11.3 13.5 11.0
Bolivia 20.0 21.9 20.0 18.6 17.0 13.4 10.0 9.8 9.8 10.0 9.7 9.7 9.7 9.7 9.0
Brasil 80.0 74.1 51.0 50.6 42.2 31.8 25.1 20.7 14.2 11.9 12.0 12.2 11.9 14.6 13.3
Chile 36.0 20.2 20.2 15.1 15.1 14.9 11.0 11.0 11.0 11.0 11.0 11.0 11.0 11.0 10.0
Colombia 83.0 46.4 46.4 47.6 47.6 23.2 6.7 11.7 11.7 11.8 13.3 11.7 11.7 11.7 11.8
Ecuador 50.0 41.4 41.4 39.9 39.9 33.0 33.0 11.3 9.3 11.8 12.3 11.4 11.4 11.3 12.9
México 34.0 27.8 11.3 10.6 10.6 13.1 13.1 13.1 13.0 13.0 12.6 13.1 13.1 13.3 10.1
Paraguay 71.3 19.3 19.3 16.0 15.7 9.2 9.2 8.0 9.3 9.4 9.6 9.5 9.0
Peru 64.0 63.0 63.0 67.8 68.1 26.0 17.6 17.4 17.6 16.3 16.3 16.3 13.3 13.2 13.0
Uruguay 32.0 35.7 29.7 27.0 27.0 23.0 21.5 18.2 17.0 14.7 9.3 9.7 10.0 12.2 4.6
Venezuela 30.0 30.6 32.9 33.8 30.6 19.0 16.0 15.7 15.7 11.8 13.4 13.4 11.9 12.0 12.6

Source: IDB
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                                                                                                                           Table 2
                                                                           Central America: Tariff Dispersion
                                                                                                                   (Standard Deviation)

1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999
CENTRAL AMERICA AND THE CARIBBEAN
Costa Rica 27.4 11.2 8.8 8.8 8.8 8.8 8.8 8.1 6.4 6.2 8.5 6.2 5.5 4.6 7.8
Dominican Rep. 11.2 11.2 11.2 11.2 9.5 9.5 9.5 7.9 9.2 7.9
El Salvador 12.2 11.2 11.2 8.6 8.6 8.6 8.6 7.2 5.6 7.6 5.7 5.7 3.4 3.4
Guatemala 25.9 25.9 13.2 13.2 8.6 8.6 8.6 8.6 8.6 6.0 7.5 6.3 6.3 9.5 4.4
Honduras 21.8 7.5 5.4 5.4 5.4 7.8
Jamaica 22.1 10.3 10.3 10.6 10.6 10.8 10.8 10.3 10.3 10.3 8.8 11.3 11.3 8.4
Nicaragua 27.9 11.2 4.6 9.3 7.4 5.3 4.0 7.3 7.3
Trinidad & Tob. 6.7 6.7 14.9 15.3 11.9 11.9 11.9 11.9 11.9 11.9 8.3

REST OF LATIN AMERICA
Argentina 14.5 20.5 20.5 21.5 21.5 8.6 8.6 7.4 5.0 6.7 7.6 7.0 6.8 6.9 8.3
Bolivia 3.5 4.5 4.5 1.9 1.9 2.7 1.1 1.0 0.2 1.1 1.3 1.3 1.2 2.0 1.1
Brazil 36.7 30.0 30.0 26.2 17.2 19.8 17.3 14.2 9.5 8.2 6.9 8.5 7.7 7.3 7.8
Chile 3.2 1.7 1.7 1.0 1.0 0.9 0.9 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7
Colombia 28.2 16.8 16.8 17.6 17.6 14.2 8.3 6.3 6.3 6.3 4.9 6.3 6.3 6.2 6.2
Ecuador 39.0 39.0 38.6 38.6 20.4 20.4 6.0 6.0 6.3 5.6 6.4 6.4 6.4 6.3
Mexico 15.4 14.3 14.3 7.0 7.0 4.5 4.5 4.5 4.4 4.4 5.4 10.6 10.6 13.5 9.4
Paraguay 15.2 15.2 15.2 15.2 13.0 1.4 7.8 6.8 7.7 6.9 7.1 6.7 6.5 7.4
Peru 26.8 25.9 25.9 27.4 27.4 22.6 22.6 4.4 4.4 4.4 4.4 4.4 4.4 2.9 2.6
Uruguay 16.2 18.8 18.8 14.4 14.4 9.7 9.7 5.9 5.9 5.9 7.1 7.3 6.9 7.9 4.3
Venezuela 28.6 30.2 30.2 31.4 31.4 17.1 17.1 11.3 11.3 11.3 4.8 4.8 6.1 6.1 5.9

Source: IDB
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Table 3 
NAFTA Market Shares in Apparel 

(% of total apparel imports) 
 

 1991-94 1995-2001 
México 3.74 10.76 

   
Costa Rica 1.79 1.50 
Guatemala 1.48 2.04 
Honduras 1.27 3.28 
Nicaragua 0.03 0.41 
El Salvador 0.67 2.06 
Central America 5.24 9.29 



 16

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Figure 5
Incidence  of Non-Tariff Measures
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                                                                          Figure 6 
                                         Central America: Foreign Direct Investment

Excluding HIPCs
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Figure 7
 Central America: Decomposition of Gowth Rates
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IV. US and Central America Trade Relation: Pitfalls and 
Opportunities 
 
 
The boom in US-Central America trade is the reflection of 
historical ties and recent deliberate efforts on both parts to 
renew and strengthen them. A natural step forward in this 
process is a regional initiative toward the construction of a 
deeper preferential trade agreement with the US. This 
instrument may enhance further growth and development 
through incentives created by expanded markets and greater 
competition and foreign investment flows. But it may also 
spur economic transformation and structural reforms. 
 
Certainly, this type of proposal may carry benefits and 
costs. However, according to Ethier (1998), the Vinerian 
approach to evaluate the effect of regional integration in 
terms of trade diversion-trade creation -a very useful 
framework to understand old regionalism- is not 
appropriate to analyze a different phenomenon like new 
regionalism. Both, the US and Central America, are already   
highly liberalized economies so we wouldn’t expect 
spectacular reallocations due to free trade. Burki and Perry 
(1997) precisely argue that the new regionalism of the 
1990s is a by-product of decisions made by most 
governments to unilaterally liberalize their economies. 
Under the new regionalism standard cost-benefit analyses 
must incorporate the effect of trade agreements on 
structural reform and economic transformation, as well as 
its capacity to “lock in” reforms and market access, crucial 
determinants of today’s investment flows. A NAFTA-like 
trade agreement with Central America may well embody an 
important institutional enhancement with possible effects 
on domestic investment and on the attraction of foreign 
investment flows to the region since a bilateral, wide-
ranging long term commitment would replace unilateral, 
partial and short-lived privileges granted by the US through 
the CBI. 
 
In preparation for such an agreement there are some 
important topics to take care of. In addition to the need to 
establish strong negotiating teams, with adequate links to 
private sector, and technical support and adjustment 
assistance which deserve special attention and cooperation 
from the World Bank and other multilateral agencies, here 
we focus on agricultural trade issues. 
 
The opening of agricultural markets is a sensible decision in 
either developed or developing countries. The case of 
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Mexico with NAFTA is an instructive experience. What 
seven years of evidence shows is that agricultural 
provisions negotiated within NAFTA effectively ensured 
more open trade than it was before the treaty. This goal has 
been achieved despite the inclusion of safeguard clauses, 
special treatment for some commodities and the phasing out 
of the structure of protection. In consequence, Mexican 
producers of importable commodities (barley, beans, maize, 
sorghum, soybeans, wheat) have felt the pressure of tariff-
free imports coming from Canada and the US. On the other 
hand, Mexican exportables (fruit and vegetables) have 
entered or will enter -after a transition period- duty-free to 
the US and Canada. 
 
Yuñez-Naude (2002) studies the effect of NAFTA on 
Mexican production and relative prices. The author finds 
very interesting results, subject to obvious data limitations. 
The relative price of all basic crops (importables) has fallen 
since the introduction of NAFTA while imports increased. 
The domestic production of importables remained relatively 
unchanged with some productivity gains registered in 
commercial crops. Agricultural exports to US, on the other 
hand, increased since NAFTA came into force and 
productivity gains are observed in competitive crops as 
well. No evidence of significant rural out-migration has 
been reported probably because low-productivity 
production in rain-fed land was not displaced but continued 
in order to provide for  household’s own consumption. 
 
Regarding agricultural issues in Central America, sensitive 
commodity imports correspond to food necessities, 
important for Central America diet like rice, beans, wheat, 
etc. Free trade of sensible staples could bring positive 
welfare effects for the poor. Domestic producers of 
importables, a generally powerful interest group across the 
region, would be negatively affected. To smooth the 
transition of small producers to a more competitive regime 
government intervention could be required as long as the 
domestic support is consistent with WTO agreements. 
 
The 2002 US Farm Bill 
 
A recently raised issue in agricultural trade is the 2002 US 
Farm bill. The US President signed into law the Farm 
Security and Rural Investment Act (FSRI) or “Farm Bill” in 
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May 20027. The new US agricultural policy initiative 
increases the legislated level of government subsidies for 
agricultural producers. They likely will encourage 
additional production and continue to depress world 
commodity prices. However, these effects could be 
counterbalanced by other provisions in the Act devoting 
important resources to investments in conservation and 
environment like land retirement, farmland protection and 
grassland reserve  programs. 
 
What could be the likely effect of the farm bill on Central 
America? In principle, developing countries could be 
affected. Unable to compete with low-cost, subsidized US 
imports, local farmers in less developed countries will be 
displaced, turning the production structure more dependent 
upon imports and increasing trade deficits. At the same 
time, the series of low-price years could be prolonged, 
continuing with the line of reduced export revenues and 
weakened profitability of export activities in these nations. 
But recent empirical evidence does not support this 
argument. Hoekman et al. (2002) find that domestic support 
programs generally exert little impact on world prices and 

                                                 
7 The core of the Farm Bill is a price and income support program 
composed of: 1) Loan Deficiency Payments, 2) Countercyclical 
Payments and 3) Direct Payments. 
 
The Loan Deficiency Payment provision creates a price floor, thus 
limiting the downside price risk, with a loan instrument in which the 
loan rate per unit of production is determined in advance. The loan can 
be repaid at the set loan rate plus interest costs but, if the market price is 
lower than the loan rate, the loan can be repaid at market prices with no 
interest charges. Producers have the right to receive the difference 
between the loan rate and the market price -the so-called Loan 
Deficiency Payment- even if they do not take out loans. 
 
The Direct Payment provision corresponds to a fixed annual direct 
payment to a producer based on the farm’s historical production and 
acreage. On the other hand, the Countercyclical Payment provision is 
intended to stabilize farm income when commodity prices are lower 
than target prices. The implied transfers are based on historical 
production as well. 
 
Given the historical references taken into consideration to calculate the 
amount of Direct and Countercyclical payments, it is generally thought 
that these provisions do not distort production decisions. These 
programs decouple production and support and satisfy WTO definition 
for not being included in a country’s Aggregate Measurement of 
Support (AMS). However, current planting decisions may be distorted 
if producers expect that current production will become the basis for 
historical production and, thus payments, in the future. On the other 
hand, Loan Deficiency payments are expected to have a direct 
distorting effect on production decisions. 
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on welfare in developing countries. In contrast, import 
restrictions, such as onerous tariff peaks agricultural 
imports, are much more damaging for developing countries 
than the much-feared subsidies because they tend to have 
larger impacts on world prices of agricultural products. To 
illustrate this point, Figure 8 shows the Hoekman et al. 
(2002, Appendix Table 2) estimates of the impact of a 50% 
cut in import tariffs and direct support payments by all 
countries in the world, not just the US. Clearly, for Central 
American countries, the focus should be on reducing import 
barriers in the US, rather than on subsidies themselves. 
Moreover, the estimates of the impact of the subsidies 
estimated by these authors are likely to be higher than the 
impacts from US subsidies, primarily because the European 
Union, Japan, and other high-income countries have 
support programs that are directly linked to 
contemporaneous production decisions. Nevertheless, the 
US farm policy might have important political 
repercussions. 
 
The US initiative could also affect the reform of 
agricultural world trade since it is opposed to the objectives 
of the current round of WTO negotiations. In the Doha 
Ministerial Declaration (November 2001) there is an 
agreement to reform agricultural trade on the basis of three 
pillars: “substantial improvements in market access; 
reductions of, with a view to phasing out, all forms of 
export subsidies; and substantial reductions in trade-
distorting domestic support”. 
 
Although the US government has declared its intentions of 
pursuing the Doha objectives (perhaps because it believes 
that its farm policy is in line with those objectives), US 
agricultural policy may discourage the developing world 
from pursuing freer trade and retreat from liberalized trade 
to counter US protectionist policies. We are concerned that 
these forces are already being felt in the Central American 
countries, where rural poverty is already rising due to the 
prolonged coffee crisis, and thus policymakers are feeling 
strong pressures to provide additional special treatment to 
agricultural activities. We believe that policymakers should 
consider relief programs that focus on providing temporary 
relief to poor farm workers, while not providing incentives 
for continued production of commodities that are not 
profitable in the long-run. While a detailed discussions of 
such programs goes beyond the scope of this paper, the 
general principles for the design of efficient social safety 
nets and insurance schemes should be considered (see, for 
example, De Ferranti et al., 2001). Finally, it cannot be 
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over-emphasized that any such program would need to 
consider fiscal constraints. We now turn to our discussion 
of macroeconomic issues related to the Central America’s 
trade policies and other structural features of the regional 
economies. 
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Figure 8. Estimated Impacts of 50% Cuts in Agricultural Import Tariffs and Domestic Support 
Subsidies Around the World 

(partial equilibrium estimates based on econometric estimates of world price elasticities)
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V. Central America and the US: Beyond Trade 
 
 
So far, we have highlighted the close trade relation between 
Central America and the US. This section shows that the 
economic relation between these economic blocks is much 
deeper than that, which naturally takes us to study the 
possibility of monetary integration, and in general, to assess 
the choice of an appropriate exchange rate regime for the 
region. 
 
Optimum Currency Areas 
 
The theory of optimum currency areas is the right place to 
start. The OCA theory spells out a set of criteria that must 
be met in order to increase the likelihood of a successful 
monetary integration. Some of these requisites are trade 
openness, high degree of trade interdependence among the 
countries involved in the monetary union, high capital and 
labor mobility and no prevalence of asymmetric shocks. 
 
Central American countries fulfill the first two important 
criteria, as documented before. Now a few words on the 
remaining ones. Though Central American labor markets 
are not very flexible and there are not deliberate efforts at 
facilitating labor circulation, significant migration flows do 
take place. An indirect approach to gauge the importance of 
migratory flows is given by the size of remittances from 
migrants residing in the US to Central America. 
Funkhouser (2002) argues that remittances are a 
development phenomenon for all countries in Central 
America with the exception of Costa Rica. Table 4, taken 
from Funkhouser (2002), indicates that US remittances to 
Dominican Republic amount to 34% of export revenue in 
1999, 63% in El Salvador and Nicaragua, 21% in Honduras 
and 19% in Guatemala. If remittance levels are related to 
migration, as we believe, these data indicate that the degree 
of labor mobility has been also significant. 
 
The degree of cross-border capital mobility is more difficult 
to assess because in principle it is possible to introduce 
different types of controls on a wide set of assets. 
According to an IMF (2001) measure of financial openness 
(gross stocks of foreign assets and liabilities as a ratio of 
GDP), Costa Rica, Dominican Republic, El Salvador and 
Guatemala can be considered as open economies. FDI 
flows, in particular, are highly liberalized as a result of 
structural reforms to FDI regimes undertaken during the 
90s across the region. And most countries have large off-
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shore financial systems, partially due to previous financial 
repression at home. 
 
Finally, the requirement of commonality of business cycle 
fluctuations is far from being satisfied given the nature of 
the economies potentially involved in the monetary union. 
However, US economic developments already exert strong 
and swift effects on the region. To the extent that 
commercial and financial ties are reinforced with a 
monetary integration, the chance and importance of 
asymmetric shocks is further reduced. To explore, from a 
quantitative point of view, the effect of US growth changes 
on growth in the region a simple VAR analysis is pursued. 
This VAR allows the study of the response of individual 
country’s endogenous variables to an impulse in the form of 
an instantaneous change in the US growth rate8.             
 
Figure 9 depicts the responses of four Central American 
countries -Costa Rica, Guatemala, Honduras and 
Dominican Republic- obtained from individual VARs. An 
increase in the US growth rate of one percentage point is 
transmitted more strongly and almost instantaneously to 
Costa Rica and Honduras. Their growth rates will be at 
least 0.8 percentage points higher. The impact on the 
Dominican Republic and Guatemala is not as potent, but 
still substantial since their growth rates increase in 0.4 
percentage points. VARs also show (not included in figure 
9) that higher growth in the US economy is generally 
associated with an improvement in the terms of trade, an 
appreciation of the RER and an ambiguous effect on the 
trade balance of individual countries. Figure 10 (a and b) 
shows growth rates responses obtained from a similar 
exercise performed for some other LAC countries. This 
figure confirms that the influence of US growth 
developments spreads across the whole LAC region and not 
only on Central America. 
 
Some Other Features of Central American Countries 
 

                                                 
8 The VAR consists of two subsystems. The first includes the US 
growth rate and nominal interest rate. The identification of the 
structural innovation to the US growth rate is based on the Choleski 
decomposition. The second subsystem includes in addition to the two 
preceding US variables, which are treated as exogenous, four 
endogenous variables: the individual country’s growth rate, the trade 
balance to output ratio, the bilateral real exchange rate (log change) and 
terms of trade. Individual VARs are estimated using annual data for the 
1965-2000 sample periods. 
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Monetary integration may respond to reasons different from 
the ones pointed out. The literature mentions two additional 
considerations worth taking into account in the Central 
American case. One is the degree of dollarization and the 
second is credibility problems. In theory, dollarization or 
any other type of hard peg, is supposed to bring about gains 
in credibility in the form of lower spreads on sovereign 
bonds and domestic interest rates mainly as a result of the 
elimination of currency risk. Dollarization should also 
significantly reduce transaction costs for trade. Sometimes 
it is also argued that this type of monetary arrangements 
induces fiscal discipline because there is no monetary 
financing of the deficit nor seigniorage revenue. However 
these benefits are not easily substantiated judging by recent 
country experiences plagued of speculative attacks and 
collapses of fixed exchange parities, neither by the 
experience in the region as the dollarized economy of 
Panama has tended to show higher fiscal deficits than other 
countries in the region (Goldfajn et al., 2001). 
 
On the other hand, de facto “asset dollarization” weakens 
the ability to pursue an independent monetary policy and 
the advantages of having a flexible exchange rate regime. 
In economies like Panama and El Salvador -since 2001- the 
dollar is the official legal tender. Other economies in the 
region show high degrees de facto dollarization. Figure 11 
draws information taken from Honohan and Shi (2002) on 
the share of dollar deposits on total deposits -a widely held 
indicator of the degree of asset dollarization. The degree of 
dollarization is very high for Nicaragua (70%) and 
relatively high for two other countries in the sample, Costa 
Rica and Honduras (30%-40%). These three countries 
exhibit an upward trend, indicating that this process may 
continue in the near future. It is important to notice that 
these figure do not take into account the large off-shore 
banking transactions carried out in dollars all over the 
region. To complete the picture, since May 2001 
Guatemalan authorities allowed residents to hold in their 
domestic banking system assets and liabilities denominated 
in foreign currency. 
 
More importantly, “liability dollarization” is also a 
pervasive phenomenon in these countries.  The term refers 
to balance sheet vulnerability to a devaluation when agents 
(households, banks, firms in the nontradable sector, 
government) have a large fraction of their liabilities 
denominated in dollars and there is no match with the 
currency denomination of their assets. Balance sheet 
vulnerabilities also reduce the attractiveness of a flexible 
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exchange rate regime. Countries with high asset 
dollarization usually have high levels of liability 
dollarization, as most domestic credit is by necessity in 
dollars. In contrast, in countries with low levels of asset 
dollarization and where domestic credit is mostly in local 
currency, liability dollarization is restricted to governments 
and large firms in the nontradable sector with access to 
foreign credit markets and even then it is less pervasive. In 
addition, hard pegs tend to stimulate liability dollarization 
as it represents a form of implicit exchange rate guarantee. 
They also inhibit the development of instruments for 
currency hedging. 
 
Implications for Monetary Arrangements 
 
Standard OCA criteria, the degree of financial integration 
and de facto dollarization and, to a lesser extent, the 
possibility of importing monetary credibility, conform all a 
framework within which monetary integration, a dollar-
based monetary integration, is a potentially convenient 
arrangement for the region. Full dollarization of Central 
American economies could be a reasonable choice as both 
the trade structure and the financial-monetary structure are 
closely tied to the dollar. 
 
To embark in a successful unilateral dollarization, however,  
enough foreign reserves are required. On the one hand, the 
central bank has to withdraw monetary liabilities 
exchanging local currency for foreign currency. On the 
other hand, in absence of a lender of last resort in foreign 
currency, the capacity of the central bank to play -at least 
partially- this role is constrained by foreign exchange 
availability. The central bank has to impose high reserve 
requirements and ensure a sound financial system or build 
up its own precautionary fund, as El Salvador has done.  
 
Obviously, a full monetary agreement with the US would 
be superior, as it would provide lender of last resort 
facilities and likely improvements in banking regulation 
and supervision. It would also bring more significant 
credibility gains (and thus lower interest rates and longer 
term credit) as the exit costs would be much higher than 
under liability dollarization. However, such a development 
is unlikely in the short term. It would probably be possible 
only after trade agreements have been in place for some 
time and there has been higher macroeconomic and 
financial sector regulatory convergence. Not even NAFTA 
is yet considering such a step. 
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Fiscal policy will also play a specially important role under 
hard pegs or fully dollarized economies. Giving up 
monetary policy and exchange rate flexibility, output 
stabilization will be assigned to fiscal policy. But, 
countercyclical fiscal policy is easier said than done. Most 
of the developing world and many developed countries 
pursue procyclical policies. The capacity to pursue 
countercyclical fiscal polices depends on appropriate 
institutional arrangements and rules that allow governments 
to save in times of plenty, in spite of the strong political 
pressures to spend out visible surpluses (see Perry, 2002). 
 
Moreover, trade reforms in the region have hit public 
revenues by reducing trade taxes. Negotiation of a new 
trade agreement with the US would further reduce 
revenues. Preliminary and upper-bound calculations 
indicate (figure 12) that losses would amount to 3% to 8% 
of current revenues.9 Full dollarization would also imply 
the loss of seigniorage revenue. These developments call 
for substantial fiscal consolidation, before countries are 
able to use fiscal policy as a business cycle stabilizer. 
 
 
 
 
 
 
 
 
 
 
 

                                                 
9 These calculations assume that in 2001 the revenues collected from 
duties on U.S. imports is equal to the share of U.S. imports over total 
imports times the total revenues collected from trade taxes. In addition, 
we assume that the reduction of import prices will reduce the revenues 
from the VAT in each country. If a portion of U.S. imports does not 
pay import duties already due to the existence of special programs, then 
these estimates are an upper bound. Also, these are upper-bound 
estimates of the revenue losses that would be accumulated after trade 
with the U.S. is fully liberalized. If trade taxes are phased out over 
time, then these revenue losses would not be present immediately after 
CAFTA’s implementation.  
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                                                                                            Table 4
                                                                         Estimates of Remittance Levels
                                                                                    (US millions, %)

IMF                                      IDB              Orozco (2001)
2000 1999 % of exports % of FDI % of tourism 2001 % of exports

CENTRAL AMERICA AND THE CARIBBEAN
Cuba 930 40
Dominican Republi 1689 1747 34 129 69 1807 27
El Salvador 1751 1580 63 684 749 1920 60
Guatemala 563 535 19 364 94 584 16
Haiti 720 220 2400 1241 810 150
Honduras 410 368 21 160 189 460 17
Jamaica 789 781 52 150 63 959 30
Nicaragua 320 345 63 115 352 610 80

REST OF LATIN AMERICA
Bolivia 101 103 7
Brazil 1113 1898 4 6 48 2600 4
Colombia 1118 612 5 44 60 670 2
Ecuador 1084 1247 28 196 363 1400 20
Mexico 6573 6795 5 60 94 9273 7
Paraguay 152
Peru 718 819 13 40 81 905 11
Venezuela 195
Source: Funkhouser (2002)
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Figure 9 

Central America Response to a US Growth Rate Innovation 
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Figure 10a 
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Figure 10b 
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                                                                        Figure 11
                                         Central America: Foreign Currency Deposits
                                                              (% of total deposits)
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Figure 12  

 
 
 

Estimated Fiscal Effect of a FTA with the US
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Conclusions 
 
 
Economic integration has been an effective means to bring 
growth and development to the Central American region. 
During the last decade the process of integration with the 
US economy has witnessed an unprecedented 
intensification of trade and possibly foreign investment. But 
it also brought further financial dollarization. This paper 
has assessed a set of policy options that emerge as a natural 
step forward in the development of this integration process. 
 
The building of a deeper preferential trade agreement with 
the US is a very important initiative that can bring benefits, 
but the magnitude of such benefits will certainly depend on 
complementary policies, including macroeconomic 
policies. A long-term trade agreement, in lieu of the 
existing temporary unilateral preferences granted by the 
US, would guarantee access to the US market and 
preference margins, thus attracting more foreign direct 
investment and providing a further boost to exports as long 
as quality of domestic institutions does not deteriorate and 
as long as macroeconomic stability is maintained.10 
Liberalization of agricultural trade could bring positive 
welfare effects for the poor through cheaper staples, but 
might require some temporary support for low income 
farmers that may be forced to reconvert. The fiscal and 
structural implications of such programs need to be 
assessed carefully. 
 
In the medium- and long-term full dollarization, preferably 
under a monetary arrangement with the US, is an initiative 
to be considered seriously, as both the trade structure and 
the financial-monetary structure are already closely tied to 
the dollar and such links would be furthered by a bilateral 
trade agreement. Full unilateral dollarization, however, 
require enough reserves not just to withdraw present 
domestic currency liabilities of the Central Bank, but also  
to retain limited lender of last resort capacity in the case of 
eventual bank runs. It also requires strengthening of 
banking sectors and stricter prudential regulation and 
supervision. Fiscal policy under this setup would represent 
the only instrument available to stabilize the business cycle 
                                                 
10 Although this paper has not addressed the factors that explain FDI 
flows, it is worth mentioning that FDI is driven by fundamentals, such 
as the quality of public institutions, education of the labor force, 
economic growth, and macroeconomic stability (see, for example, 
Chapter 4 in De Ferranti et al. 2002; and Calderón, Loayza and Servén 
2002) .  
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and to cope with adverse shocks. The design of an 
appropriate institutional framework and significant fiscal 
consolidation would be required to allow governments to 
effectively pursue credible countercyclical fiscal policies. 
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