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Building on CAFTA
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How the free trade pact can help foster Central America's economic integration

Regional integration is gaining momentum across the globe. In addition to the well-known integration efforts in
Europe, policymakers in Latin America and the Caribbean, Asia, Africa, and the Middle East are considering
policies to foster integration and regional coordination. Of course, the scope and rationale for these initiatives
differ widely. For smaller countries, such as those in Central America, regional integration is a strategy to
maximize economies of scale so that they can participate successfully in a more globalized economy.

Efforts to foster Central American integration started in the early 1960s. The region appears to be a natural
candidate for integration because the countries share many of the same characteristics and enjoy a common
history and language. At that time, the objective was to create a common market similar to the European model.
But this process was interrupted by a period of armed conflict in parts of Central America.

Renewed political and economic stability from the 1990s onward has not only led to a resumption of economic
growth and overall macroeconomic stability but also increased integration efforts both among the Central
American economies and between Central America and the United States. Integration is taking place against
the backdrop of a broadly shared commitment to economic growth, stability, and reducing poverty. However,
poverty is still widespread, with about 50 percent of the population living in poverty or even extreme poverty,
except in Costa Rica (see Chart 1). The countries also remain vulnerable to economic shocks, and the political
process is still fragile in some countries.

Chart 1
Much to do
Almost half of Central America’s population still lives in poverty.l
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While the implementation of a clear reform agenda is often hampered by fragmented and sometimes highly
polarized political landscapes, minority governments, entrenched interest groups, short election cycles, and
governance problems, there is a growing consensus in favor of more integration and regional cooperation to
ensure that the region takes full advantage of its potential. The implementation of the free trade agreement of
Central American countries (Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua), the Dominican
Republic, and the United States—referred to as CAFTA or CAFTA-DR—is expected to provide an additional
boost to Central America's global and regional integration and to serve as an anchor for further economic and
institutional development. This article examines the progress to date and where the region is heading.

Progress so far

Central America's integration has been advancing on two fronts. Economic ties with the United States have
strengthened over the past decade, especially in trade, with exports to the United States now accounting, on
average, for 80 percent of Central America's total exports and 15 percent of GDP (see Chart 2). But strong and
growing linkages are not limited to trade. For example, remittances of the large Central American community
living in the United States are sizable and have increased rapidly over the past couple of years, amounting to
10-15 percent of GDP in 2004.

Chart 2

Trade magnet

The United States is Central America's biggest export market.
(exports to the United States as a percent share of GDP)
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Source: IMF, Direction of Trade Statistics.

At the same time, integration among the Central American economies has also advanced. While intraregional
trade continues to be limited—despite the elimination of most taxes on such trade and the establishment of a
common external tarif—the region's financial systems have become highly integrated. Local financial
institutions that originally focused on the home market are increasingly providing services throughout Central
America, and region-based institutions account for 30 percent of total bank assets (see Chart 3). Despite these
developments, policy coordination at the regional level is still in its infancy, and the respective countries continue
to pursue independent fiscal, monetary, and exchange rate policies.



Chart 3

Regional role

Regional financial institutions now account for around
one-third of Central American banking assets.
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But a number of regional institutions involved in information sharing and the harmonization of regulations are
now taking the first steps toward coordinating policies. For example, the Central American Monetary Council
provides a forum for the region's central bank presidents to exchange information on monetary policy
developments and risks to financial systems. The Central American Council of Financial Sector Superintendents
has become a forum for financial sector superintendents searching for ways to reduce the risks associated with
cross-border financial transactions, including the sharing of information and the adoption of common financial
frameworks.

Other important regional institutions are the Central American Bank for Economic Integration, which finances,
among other things, regional infrastructure projects; and the Secretariat for Central American Economic
Integration (SIECA), which has played a key coordination role in the negotiations of CAFTA-DR. In the
negotiations for the free trade agreement, Central America for the first time negotiated as a group. SIECA is also
playing an important role in the negotiations of a free trade agreement with the European Union and in the
planned creation of a Central American Customs Union.

How will CAFTA impact integration?

The CAFTA-DR free trade agreement is modeled after similar U.S. free trade agreements with Chile and
Singapore, and the United States is currently negotiating similar bilateral agreements with Colombia, Ecuador,
Panama, and Peru. Although the region already has preferential access to the U.S. market under the Caribbean
Basin Initiative, CAFTA-DR will make this access permanent, providing greater predictability for both domestic
and foreign investors. In addition, CAFTA-DR provides enhanced market access to the United States, including
reduced local content requirements. And it goes substantially beyond trade to include investment flows, financial
and government services, and provisions that will strengthen the institutional framework in the region, including
property rights.

Trade agreements similar to CAFTA-DR are relatively recent and, therefore, empirical evidence to analyze the
impact of such agreements is scant. Nevertheless, Mexico's experience under the North American Free Trade
Agreement (NAFTA) suggests that CAFTA-DR will provide a boost to trade and foreign direct investment flows,
which, in turn, should spur economic growth (see Chart 4). Estimates by Hilaire and Yang (2003) suggest that
output could increase by 1.5 percent as a result of the agreement. While the impact will vary by country, it could
be substantially larger owing to various dynamic effects associated with the accumulation of capital, changes in
specialization patterns, and stronger productivity spillovers.






