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FOREWORD

s the coronavirus pandemic rages on,

countries around the world face an

unprecedented test: concurrent public

health and economic crises coupled
with the resulting political and social reverberations.
In Central America, the collective test of survival is
no different—at least on its surface. But, as a region
plagued by weak institutions, migration, violence, and
lack of economic opportunities, Central America has
to not only meet this unprecedented moment, but
leapfrog beyond it.

COVID-19 is shining a spotlight on historic chal-
lenges and inequalities now accentuated by pandemic
fallout. But, can the policy response to this public
health and economic emergency also accelerate
long-needed transformations in Central America? It
must. Actions taken by countries today in response to
COVID-19 will set the national development trajectory
for perhaps the next decade. Bold, new actions and
public-private cooperation can help to avoid another
“lost decade.”

Consider two pre-pandemic variables in Central
America: a highly favorable demographic trend that
will continue to churn out a large and young labor
force in the next decade, and advances toward
greater regional economic integration. When the
pandemic hit, a third external variable came into the
mix: in an ever-disrupted global economy, companies
in China are seeking to relocate supply chains closer
to the US market. As free-trade partners of the United
States, Costa Rica, El Salvador, Guatemala, Honduras,
Nicaragua, and Panama have a unique opportunity to
capture production and prominent roles in reconfig-
ured global supply chains.

That is only possible through swift action to
strengthen historically weak public institutions—long

a roadblock to inclusive growth. Also, the rule of law
must become the norm, not the exception. A 2017
Adrienne Arsht Latin America Center binational and
bipartisan task force outlined a policy blueprint as to
how Guatemala, Honduras, and El Salvador—in part-
nership with the United States—could improve the
rule of law, provide sustainable economic opportu-
nities, and address insecurity. While many task-force
policy recommendations have been implemented,
a renewed push is urgently needed to revisit other
policy prescriptions that have yet to be addressed,
but are fundamental for long-term recovery.

Since its founding, the Adrienne Arsht Latin
America Center has advanced a different narrative
on Central America—a narrative that does not see
its entrenched problems as intractable. Rather, the
Center promotes sustained, long-term, and multi-
dimensional thinking that counts on the buy-in and
collaboration of both the public and private sectors
to help set a new direction for the region. This is not
easy, but is necessary to set the region on a more
prosperous path.

For all its ills, this publication argues that COVID-19,
if addressed correctly, could be the catalyst to inspire
long-needed policy reforms. The following pages
highlight specific opportunities for Central America’s
economic recovery at a time of increasing global
uncertainty. Once travel opens up again, the Center
looks forward to working hand in hand with Central
American friends to advance the ideas presented in
this paper; until then, it will work virtually to turn ideas
into action.

Jason Marczak
Director, Adrienne Arsht Latin America Center
Atlantic Council
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INTRODUCTION

hen the coronavirus pandemic
began to rattle developed nations
in the West, experts warned it was
only a matter of time before the
virus reached emerging economies. By mid-Septem-
ber 2020, Latin America and the Caribbean—a region
that accounts for only eight percent of the world’s
population— reported more than a third of global
COVID-19 deaths.? As Latin American countries begin
to ease lockdown restrictions—even as the number of
new infections continues to rise in some countries—a
grim outlook remains for public health, fiscal solven-
cy, and economic growth and stability. In 2020, the
combination of a stalled informal economy, a drop
in tourism, capital flight, and climate disruptions will
cause the region’s largest-ever economic contraction,
according to the International Monetary Fund (IMF).3
More worrisome, the United Nations World Food
Program estimates that “severe food insecurity” in the
region will quadruple, from 3.4 million to 13.7 million,
during 2020.4 Perhaps one of the few silver linings is
that remittance flows, after falling drastically in April,
have since increased compared to 2019 despite the
economic crisis.® If Latin America is to successfully
recover from this unprecedented crisis, leaders from
across all sectors must work together to rethink how
to shape a sustainable recovery that weaves short-
term solutions with long-term strategies. Central
America is uniquely positioned to be an integral part
of a robust and sustainable recovery.

With a combined population of forty-nine million,
Central America reported an average of 8,202 coro-
navirus cases per million residents in August 2020,
compared to the global average of 3,500.5 As seen

across Latin America, Central American countries—
with the notorious exception of Nicaragua—have
implemented a combination of measures to respond
to the pandemic, including lockdowns and curfews,
additional funding and equipment for public health
services, direct payments to individuals and families,
and stimulus packages for small and medium-sized
businesses, all with varying degrees of success.” While
the risk of a second wave of infections is still high as
the region begins partial or full reopenings of eco-
nomic activity (with a patchwork of health protocols
implemented in different countries), leaders are faced
with a challenge that can very well determine the
prosperity of their nations: how to sustain reactivation
of their economies in a COVID-19 world, especially
given the preexisting institutional vulnerabilities that
have hindered inclusive growth for too long.

Amid a global crisis forcing countries and private
enterprise to recalibrate how they do business and
how they cooperate on issues of common interest, this
unprecedented moment calls for national and regional
action on how Costa Rica, El Salvador, Guatemala,
Honduras, and Panama can seize existing oppor-
tunities and find new ones to generate economic
reactivation while addressing citizens’ pressing health
issues. The Adrienne Arsht Latin America Center of
the Atlantic Council has identified three key areas of
opportunity: a demographic bonus of a large work-
ing-age population; nearshoring of multinational firms
to Central America; and a renewed push for regional
economic integration. At the same time, a concerted
effort to improve the rule of law in these countries and
reduce corruption is imperative. The direct payoffs
of properly executing on these opportunities include

“[CENTRAL AMERICAN] LEADERS ARE FACED WITH A CHALLENGE THAT CAN
VERY WELL DETERMINE THE PROSPERITY OF THEIR NATIONS:
HOW TO SUSTAIN REACTIVATION OF THEIR ECONOMIES IN A COVID-19 WORLD,
ESPECIALLY GIVEN THE PREEXISTING INSTITUTIONAL VULNERABILITIES
THAT HAVE HINDERED INCLUSIVE GROWTH FOR TOO LONG.”
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INTRODUCTION

A municipal worker adjusts a protective face mask on a woman on the street amid the outbreak of COVID-19, in
Totonicapan, Guatemala. Earlier this year, the World Health Organization reported that Latin America was the
global epicenter of the coronavirus pandemic. As of September 2020, the region accounted for one-third of global
coronavirus deaths. Picture taken April 19, 2020.

inclusive economic growth, foreign investment, job
creation, and an overall improved rule of law and
governance. Migration pressures and security con-
cerns would also be ameliorated as living conditions
improve over time, offering would-be cross-border
migrants a better future in their own countries.
Central America must act now to pursue these
opportunities and set forth an economic reactiva-
tion plan in a COVID-19 world. What policies should
governments in Central America enact to create and

effectively communicate the incentives to attract
nearshoring opportunities? How can the public and
private sectors work together to train and empower
low-income youth in Central America? How has the
pandemic triggered new momentum for regional
integration? What is the role of the international
community and partners of Central America in pro-
moting the conditions to bolster economic growth
and investment?
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THE ISTHMIAN OCELOTS:
MAPPING CENTRAL AMERICA’S
OPPORTUNITIES FOR REACTIVATION
IN A COVID-19 WORLD

t a glance, the economic outlook does

not bode well for Central America. The

IMF anticipates a 3.5-percent average

contraction for the region in 2020, albeit
less than the projected drop for Latin America and
Caribbean, which includes tourism-driven economies
and larger countries such as Brazil, Mexico, and Peru
that have been particularly hard hit by the coronavi-
rus. The national recovery plans deployed by Central
American countries to respond to the immediate and
short-term effects of the pandemic, while necessary
to mitigate unprecedented health and economic
crises, are also demanding increasingly high levels
of public expenditure. This poses a threat to fiscal
stability, and could weaken the governments’ ability
to address rising poverty and inequality. For the infor-
mal sector—which employs around 70 percent of the
workforce in Central America—the impact is already
catastrophic, as public resources are very limited for
those outside of the formal economy. The pandemic
has also produced external shocks as prices of com-
modities—the principal exports of Central America—
have plunged. As Central American economies are
net importers of refined petroleum, the low prices of
oil are one of a handful of factors helping them stay
afloat.

There are opportunities in the wreckage, though
owing less to the nature of the crisis than the polit-
ical capital for strong response. The severity of this
moment should unite Central American leaders from
all sectors to develop strategies that seize opportu-
nities for growth, diversification, and integration that
have been put aside due to lack of political will or
long-term vision, and new ones arising from pandem-
ic-induced global shifts.

CENTRAL AMERICA:
A NEW HUB FOR GLOBAL
SUPPLY CHAINS?

with China-based supply chains to consider

the risks of tariffs, and their effects on imports
and exports, against the low costs of Chinese manu-
facturing. In 2020, the pandemic further accelerated
momentum for US companies seeking to diversify
their supply chains and potentially relocate closer
to the US market to hedge against future global
disruptions. According to a recent report analyz-
ing trends in global manufacturing, a significant
amount of US firms are moving their supply chains
to other low-cost Asian countries or away from Asia
entirely, with Mexico becoming a top destination in
Latin America as businesses and investors seek the
predictability and investment security granted in
the recently ratified United States-Mexico-Canada
Agreement (USMCA).%2 As the Americas become an
increasingly attractive alternative, Central America
has an opportunity to position itself as the region of
choice for nearshoring and foreign investment that
can ramp up job creation in the formal sector, while
offering companies supply-chain resilience at a com-
petitive cost. To do so, Central America must strate-
gically leverage existing trade relations as well as a
large—and growing—young working-age population.
Importantly, to become a global supply-chain hub
and attract the capital inflow that requires, Central
America must significantly improve the rule of law—
possibly the largest deterrent for foreign investment
in the region.

The most salient value proposition for Central
America to become a new center for global supply
chains is its unigue economic ties to two of the
world’s largest economies. Guatemala, Honduras, El

The US-China trade war has forced companies
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A worker talks on a walkie talkie as cargo ship Cosco Houston navigates through the Cocoli locks in the Panama

Canal expansion project in Cocoli, on the outskirts of Panama City, Panama. Amid pandemic-induced global economic
disruptions, Central America can position itself as a preferred region for nearshoring opportunities.

Picture taken June 23, 2016.

“CENTRAL AMERICA HAS AN OPPORTUNITY TO POSITION ITSELF AS THE

REGION OF CHOICE FOR NEARSHORING AND FOREIGN INVESTMENT THAT

CAN RAMP UP JOB CREATION IN THE FORMAL SECTOR, WHILE OFFERING
COMPANIES SUPPLY-CHAIN RESILIENCE AT A COMPETITIVE COST.”

Salvador, Nicaragua, and Costa Rica—along with the
Dominican Republic—are among the few countries
in the world that are parties to regional trade agree-
ments with both the United States and the European
Union. Under the Central America-Dominican
Republic (CAFTA-DR) free-trade agreement and the
Association Agreement with the European Union
(which also includes Panama), total two-way trade
in 2019 was $59 billion and $14 billion, respectively.®
Both trade deals have helped to advance economic
growth and create new jobs in Central America,
while providing the United States and the European
Union with a key export market and an opportunity
to promote—though not without significant chal-
lenges—regional economic integration, cooperation
on democratic values, and the rule of law.”°

For US firms and other multinational corporations

with operations in Central America’s signatory
countries, the regional trade agreements (as well
as Panama’s free-trade agreement with the United
States) offer a well-established blueprint—unlike any
other in the region—for exporting goods and services
to two of the world’s largest consumer markets. The
labor, customs, and rules-of-origin provisions provide
the security and stability that firms are seeking,
especially at a time of increasing global uncertainty.
Specifically, nearshoring firms in the businesses of
textiles, agriculture (foodstuffs), and electronics—the
main exports under the agreements—have ample
opportunity to expand and increase the volume of
goods in these sectors using established transpor-
tation routes and logistics. Exports to the US market
can benefit from even greater supply-chain resilience
derived from advantages in strategic geographical
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proximity to the North American trading bloc. As well,
services such as call centers can leverage young bilin-
gual speakers, who will continue to grow in numbers
as part of the region’s demographic window that
closes around 2033 (see section on Central America’s
demographic dividend).

While competitive wages, a young working-age
population, and preferential trade access are strong
magnets for nearshoring to Central America, they
alone will not be enough to successfully attract and
sustain the investment needed to fully capitalize on
this opportunity. According to the World Bank’s Doing
Business 2020 Rankings, Central American econo-
mies lag well behind their global peers in the following
areas: starting a business, enforcing contracts, dealing
with construction permits, registering property,
getting electricity, protecting minority investors,
and paying taxes." Policymakers across the region
must be intentional about fostering a more busi-
ness-friendly climate for multinational firms. Reducing
red tape as well as modernizing and decentralizing
key government processes to ensure efficiency and
accountability are relatively low-cost (both politi-
cally and financially) first steps with a high potential
upside. Properly enforcing public contracting laws—a
longstanding challenge in Central America and across
Latin America—will be critical, especially at a time of
increased fiscal and monetary challenges due to the
pandemic. But, if Central America is to lock in foreign
investment over the long term, leaders from across
the public and private sectors must come together
to implement integral and viable solutions to address
deep-seated impediments for growth, including
economic informality, politicization of justice, violent
crime, and insecurity, and—in the particular case of
Nicaragua—political instability and widespread social
repression.

Costa Rica in Focus

shoring offers a distinct opportunity for Costa

Rica. Companies are looking for certainty in
today’s context. Shortening the supply chains is an
option, but that alone does not necessarily improve
resilience.”? Instead, diversification of supply-chain
location and suppliers can provide the best results.
Costa Rica has a long-standing track record of a

The restructuring of value chains through near-

highly qualified and healthy workforce. According
to the World Economic Forum, Costa Rica ranks as
the top country in Latin America in human capital;
the top country in innovation efficiency; the num-
ber-two country in the region in the Global Innovation
Index (after Chile); and the top-ranked country in
Latin America in university-industry collaboration
in research and development (R&D).® Costa Rica
recently became a member of the Organisation for
Economic Co-operation and Development (OECD)—
the first one in Central America—which will mean
more competitive laws and practices, better educa-
tion policies, and improved governance.

Costa Rica’s free-trade-zone regimes—which cur-
rently include a total of seven manufacturing parks
and twenty-five service parks—offer 100-percent tax
exemption (with no expiration) on custom duties for
imports and exports; interest income; withholding tax
on royalties, fees, and dividends; sales tax on local
purchases of goods and services; and stamp duty. For
all sectors outside the greater metropolitan area, the
benefits expand to a complete income-tax exemp-
tion for the first twelve-year period, followed by a
50-percent income-tax exemption for the subsequent
six years.”

Transportation infrastructure and costs, as well
as the country’s fiscal situation, are obstacles that
companies looking to relocate will have to face. The
2018 World Economic Forum ranks Costa Rica’s road
quality and infrastructure as second to last.”® The poor
quality of Costa Rica’s road network also results in
significant losses for companies, sometimes up to
12 percent of the value of exported goods.'® In 2020,
Costa Rica will invest 1 percent of its gross domestic
product (GDP) in transportation infrastructure; the
investment should be at least three times that in order
to help the country’s competitiveness.” In addition to
the high costs of transportation and low investments
in infrastructure, Costa Rica’s long-term fiscal health
is worrisome. The fiscal deficit for 2019 reached 7
percent of the country’s GDP, the highest in almost
forty years. The precariousness of the situation has
not gone unnoticed by Fitch and Standard & Poors,
which have downgraded the country rating to B with
a negative outlook, while Moody’s has downgraded
its rating to B2 with negative outlook for 2020.® The
result: despite Costa Rica’s many advantages, height-
ened country risk may keep investors away.

“COSTA RICA RECENTLY BECAME A MEMBER OF THE ORGANISATION
FOR ECONOMIC CO-OPERATION AND DEVELOPMENT
(OECD)—THE FIRST ONE IN CENTRAL AMERICA—WHICH WILL
MEAN MORE COMPETITIVE LAWS AND PRACTICES, BETTER
EDUCATION POLICIES, AND IMPROVED GOVERNANCE.”




REUTERS/Juan Carlos Ulate

THE ISTHMIAN OCELOTS: MAPPING CENTRAL AMERICA’'S OPPORTUNITIES FOR REACTIVATION IN A COVID-19 WORLD

A participant prepares a miniature robot during the World Robot Olympiad at a convention center in San Rafael de
Alajuela, Costa Rica. According to the World Economic Forum, Costa Ranks as the top country in Latin America in
human capital and innovation efficiency. Picture taken November 10, 2017.

CENTRAL AMERICA’S
DEMOGRAPHIC BONUS

half of the twentieth century was marked by

internal conflicts, natural disasters, and start-
and-stop attempts to scale their economies by
moving toward greater regional integration. During
this time, countries relied mostly on agricultural and
primary exports. But, important shifts in demographic
patterns that have translated to visible economic and
social progress in other industrialized countries and
regions are now occurring in a non-armed conflict in
Central America—where the working-age population,
and therefore the workforce, grows more rapidly than
the older and younger populations. The “economic
growth potential that can result from shifts in a pop-
ulation’s age structure, mainly when the share of the

For Central American countries, the second

working-age population is larger than the non-work-
ing-age share of the population” is what the United
Nations Population Fund has defined as the demo-
graphic dividend. An Atlantic Council report, Latin
America and the Caribbean 2030: Future Scenarios,
found that “the dependency ratio in Central America
will peak in 2033.”"° Other forecasts place the average
year for Central America to reach this milestone
around 2042, and the United Nations (UN) predicts
the population pyramid in Central America will flatten
by 2050.2°

With domestic product growing at a 3.5-percent
average rate, Central America has experienced
the strongest growth in Latin America for the past
decade.?’ On the other hand, the socioeconomic
progress from the last few years—in large part,
derived from the increased productivity that nor-
mally accompanies the demographic bonus—is at
risk of evaporating as Central America grapples with
the pandemic and economies are paralyzed over
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sanitary concerns. However, compared to its Latin
American peers, Central America has both a distinct
demographic opportunity and threat (varying by
country), which it must address by putting people
to work in the formal labor markets. Failure to
engage and employ a large young workforce can
be a security and welfare risk, as young men and
women may turn to illicit activities to create a liveli-
hood, and will not contribute to the state’s coffers,
which depend on tax revenue and social-security
collections to support retirees and public services.

Seizing the Demographic Window

has already seen the demographic window

of opportunity come and go, and the trend
will not be reversed anytime soon. The fertility-rate
average, meaning “the average number of children
that would be born per woman if all women lived to
the end of their childbearing years and bore children
according to a given fertility rate at each age,” in Latin
America is 2.05, below the replacement rate of 2.1and
the 2020 global fertility rate of 2.4.22 For 2035, the
estimate is that Latin America’s fertility rate will drop
to 1.81.2 Fertility rates are an important and telling
data point for the demographic bonus described in
the previous section. As fertility rates decline, the
first part of the pyramid to shrink is the base, which
translates into fewer young dependents for a nation
to support.?* The middle section of the pyramid,
comprising working-age citizens, budges out as this
section of the population grows as a result of a coun-
try’s past fertility rates, as does the tip of the pyramid,
although at a slower pace.

The current population forecasts and trends
bode well for Central America’s future, but a robust
young workforce does not necessarily translate into
economic growth. If unoccupied, working-age men
and women can turn to criminal activities and pose a
security risk for the region and hemisphere. Likewise,
if countries fail to think and invest in a long-term strat-
egy with a focus on increasing productivity, they may
end up with an aged and burdened population.

The experience of East Asia, including Japan, South
Korea, Taiwan and Singapore, is considered one of the
first and most successful examples of a region exploit-
ing the demographic bonus, and offers best practices
for how to capitalize on the demographic bonus.
For example, at the beginning of the twenty-first
century, the aforementioned countries focused on
creating high-value jobs in “the service and manufac-
turing sectors of the economy.”?®> Central American
countries, for the most part, have been incapable of
keeping job creation and opportunities at pace with
the growing workforce numbers. In 2017, the annual
labor-force increase in Guatemala, El Salvador, and

The rest of Latin America, for the most part,

Honduras surpassed 350,000 people, with only
34,500 jobs created in the formal economy, and more
than 290,000 in the informal economy.?®

Likewise, in the East Asian “tiger economies,” of
Hong Kong, Singapore, South Korea and Taiwan which
underwent rapid industrialization and maintained high
growth rates of more than seven percent a year start-
ing in the 1960s, reforms were introduced to attract
women to the labor market.?” These high-income
economies took advantage of the growing taxpayer
base and declining number of young dependents to
invest in education, without having to increase taxes.?®

Migration

populations grow older, the state relies on each

working-age person to pay taxes to cover social
services for a growing number of older citizens, and
to guarantee a functioning state and public services.
Europe, for example, would be in trouble and the
social welfare overburdened if the region was unable
to attract immigrants. Currently, the European Union’s
average fertility rate is 1.59, well below the global
replacement rate of 2.1.2° For the past decade, immi-
grants have accounted for more than 70 percent of
Europe’s increase in workforce. In the United States,
according to Census Bureau projections, immigrants
are poised to “overtake natural increase (the excess
of births over deaths) as the primary driver of popu-
lation growth for the country” by 2030, though this is
primarily due to the low birth rates from the US-born
population and not necessarily because of increased
immigration levels.?® Already today, immigrants are
responsible for more than 47 percent of the increase
in workforce.® A study by the OECD finds that “in
most countries, except in those with a large share of
older migrants, migrants contribute more in taxes and
social contributions than they receive in individual
benefits.”*? For this reason, seizing Central America’s
demographic bonus and successfully employing its
native young workforce at home, or within the region,
is crucial.

In 2017, more than 4.4 million Central Americans
emigrated, representing almost 10 percent of the
region’s total population.*®* Currently, the working-age
population in Central America (between twenty and
thirty-nine years old) is among the most likely to emi-
grate—primarily to the United States.3* Nicaraguans,
however, mostly migrate to neighboring Costa Rica
and are important contributors to their southern
neighbor’s GDP. While they make up around 9 percent
of Costa Rica’s total population, Nicaraguans contrib-
ute more than 11 percent of their southern neighbor’s
GDP. These emigration patterns—driven by different
factors in each of the countries, but mostly due to
citizen insecurity, violence, and lack of economic

Economies need young workers to grow. As
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Officials of the National Migration Institute (INM) register migrants from Central America and Cuba for humanitarian
visas to cross the country on their way to the United States, in Acacoyagua, in Chiapas state, Mexico. Lack of economic
opportunities, citizen insecurity, and violence are among the top factors driving Central American emigration, which is
preventing the region from making the most of its demographic bonus. Picture taken March 27, 2019.

“FAILURE TO ENGAGE AND EMPLOY A LARGE YOUNG
WORKFORCE CAN BE A SECURITY AND WELFARE RISK.”

opportunities—are preventing Central America from
making the most of its demographic bonus. In addi-
tion, recent studies suggest that migration can be
“self-reinforcing.”*® In other words, as citizens leave
and settle in a new country, they may encourage
friends and family to migrate as well. This is espe-
cially true with the power and reach of social media
today.*®* While the brain drain has proven detrimental
to Central American countries, the remittances sent
back home help offset some of the economic losses

from a smaller workforce. Remittances sometimes
make up one fifth of Central America’s individual
economies.’” Although remittances dropped sharply
as a result of the COVID-19 pandemic in the first half
of 2020—especially in April, when much of the United
States, the main destination of Central American
immigrants, was closed down—a recent analysis by
the Pew Research Center shows that remittances are
slowing picking up again, though they will probably
not reach 2019’s record levels. 38
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People shop at a fresh produce market during the outbreak of the coronavirus disease (COVID-19), in Guatemala City,
Guatemala. Urgent reforms in Guatemala will translate into a transition into formal economic activities that will employ
young men and women for the jobs or tomorrow—including in digital—and will pay dividends down the road. Picture

taken May 21, 2020.

Guatemala in Focus

ore than half of the population in Guatemala
M is in the productive age category, but almost

six in ten people live in poverty. This is, in
part, because of the high rate of informality, where
more than 70 percent of the population that is active
in the economy is in the informal sector, as street
vendors or in domestic or non-remunerated labor,
which hardly contribute to the country’s productiv-
ity.3® For comparison, the Latin American average
for labor informality is 53 percent.*® The 2.8-percent
official unemployment rate is low compared even

to developed economies such as Spain (14-percent
unemployment), but the real concern lies in the size
of the country’s informal economy.* Urgent reforms
in Guatemala will translate into a transition into
formal economic activities that will employ young
men and women for the jobs of tomorrow—including
in digital—and will pay dividends down the road.
Currently, in Guatemala, the service sector represents
the largest share of GDP (62.1 percent) and employs
more than half of the formal working population in
key sectors including tourism, customer-service
(call centers), financial-services, banks, and retail.
The table below shows the breakdown of economic
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activity by sector in Guatemala in 2019. As a matter of
comparison, while almost one quarter of the country’s
GDP is generated by the industrial sector, the number
jumps to 40 percent for the United States.*?

The demographic window of opportunity for cat-
alyzing economic growth and development will not
remain open indefinitely—and, as discussed in this
paper, is not enough to alleviate the impending eco-
nomic recession and difficulties of the coming years,
or to guarantee economic growth and development.

Now is the time for Central American nations to
invest in policies, new sectors, and industries that will
reduce educational and economic disparities, help
train citizens for productive work in the changing
economic landscape, create jobs for the growing
labor force, attract women to the labor market, and

prepare countries to care for an elderly population.
Estimates from the Inter-America Development Bank
show that an improvement in emerging human capital
in the region could translate into a 33-percent increase
in GDP per capita with respect to a base scenario,
an especially important investment in a difficult
COVID-era.*®* Country failures to proactively invest
and position themselves for the opportunities of the
demographic window can actively work against them,
as mentioned previously. If young women and men are
unable to secure life-supporting opportunities—either
through entrepreneurship or formal employment—
they may turn to the informal sector, engage in crimi-
nal activities, or opt to migrate.

BREAKING DOWN GUATEMALA’S ECONOMIC ACTIVITY

Breakdown of Economic

Activity by Sector Agriculture : Industry : Services
Employment By Sector

(in % of Total Employment) 29.2 20.6 50.2
Value Added

(in % of GDP) 10.0 24.6 62.1
Value Added

(Annual % Change) 2.5 2.8 3.3

Source: Santander Trade Markets. Design by AALAC
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THE CASE OF NICARAGUA

By: Enrique Bolafos

he coronavirus pandemic in Nicaragua
is amplifying an already-strained
economy due to the political instability
experienced in recent years. The United
Nations Economic Commission for
Latin America and the Caribbean estimates a
GDP contraction of 8.3 percent in 2020, after it
contracted by 4 and 3.9 percent in the previous
two years.** The pandemic is aggravating existing
tensions generated by the country’s traditional
institutional and competitiveness challenges.

Nicaragua’s lag in development is largely
explained by the historical instability of its dem-
ocratic system. After more than forty years of the
Somoza family dictatorship, the 1979 Sandinista
revolution promised new hope. But, a decade of
economic mismanagement from the Sandinista
government caused the country’s GDP per capita
to regress to the same level as twenty-five years
earlier. Following three democratic governments
from 1990 to 2006, the Sandinistas came back
to power in 2007. Since then, democratic insti-
tutions and the rule of law have eroded, and
Nicaragua is now considered an authoritarian
regime. Meanwhile, the economic structure has
remained relatively stagnant during this period,
characterized by low levels of competitiveness
and concentration on a few exports of primary
products and apparel manufacturers, with little
value added.

An economic recovery in the face of COVID-19
requires short- and medium-term interventions
and, once the emergency is over, structural
changes for sustainable development. The
immediate priorities must be to protect employ-
ment and avoid company closures. In the short
term, this involves strengthening the liquidity
of companies and helping them prepare to
operate under a “new normal,” in which there is
no coronavirus vaccine widely available for the
next twelve to eighteen months. Fiscal support
and policies aimed at increasing financing for

the productive sector, especially for small and
medium-sized enterprises (SMESs), is crucial, as
is technical support for companies to implement
special operating protocols that guarantee the
safety of workers and clients. Finally, adoption of
basic digital capabilities into the operating model
of companies is essential to recover lost sales and
improve efficiency.

In the medium term, Nicaragua needs to stim-
ulate engines of growth. Public investment and
agri-food exports seem to be the most promising
ones. The government should activate an invest-
ment plan in infrastructure that can catalyze
productivity. First, it should focus on border
crossings and better customs processes to facil-
itate trade. Second, it should invest in broadband
infrastructure to improve access, cost, and quality
of Internet connectivity. Third, it should prioritize
investment in technology to streamline and dig-
itize specific processes aimed at minimizing red
tape. At the same time, the country should imple-
ment a development plan for the agri-food sector
that encourages export growth and adoption of
new technologies for precision agriculture.

In the long term, in addition to strengthening
the democratic system, generating prosperity
requires a transformation of the economic struc-
ture. This transformation must diversify the exist-
ing basket of exports and evolve toward activities
with higher value added. The country must take
advantage of the changes in globalization pat-
terns in the post-COVID-19 era, its geographical
position, and its preferential access to the main
markets in the United States, Europe, and Asia.
It is essential to implement programs in strategic
sectors that allow for enhancing competitiveness
and sophistication in production models, seeking
synergies with world-class players. Policies
and investments are also required to develop
the human and physical capital to support this
transformation.
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A cashier wears a protective face mask at a supermarket after the Guatemala’s government announced measures to pre-
vent the spreading of COVID-19 in Guatemala City, Guatemala. Can the coronavirus pandemic provide renewed momen-
tum to advance the implementation of regional economic integration? Picture taken March 17, 2020.

A RENEWED PUSH FOR
CENTRAL AMERICAN
ECONOMIC INTEGRATION

effects have also given advocates of Central

American integration a renewed opportunity for
a project as old as the region’s independence. Despite
clear benefits for economic growth and regional
prosperity, integration has been stalled due to lack
of coordinated political alignment and long-standing
technical and practical hurdles. The unprecedented
and unforgiving shock of COVID-19 can restart a
serious, comprehensive, and strategic public debate
on Central American economic integration, in spite of
existing schisms among the countries.

Central America integration has been talked
about over the past sixty years. In 1960, Guatemala,
Honduras, El Salvador, and Nicaragua (and later
Costa Rica) signed a UN-backed agreement aimed
at creating an EU-style single market. Following rat-
ification of the General Treaty of Central American
Economic Integration (GTCAEI), Central America

The pandemic and its devastating economic

saw its intraregional trade increase by seven times,
and saw significant advances in industrialization and
manufacturing.*® But, the integration project saw a
twenty-year hiatus due to the armed conflicts across
the region. Integration discussions were picked up
again during the early 1990s under the Tegucigalpa
Protocol, which established the institutional frame-
work—the Central America Integration System
(SICA)—to carry forward integration based on a
vision of “peace, democracy, and development.”® In
1993, under the Guatemala Protocol, parties to the
1960 GTACEI “committed themselves to achieve, on
a voluntary, gradual, progressive and complementary
way, the Economic Union of Central America.”#’ Since
then, major wins toward Central American economic
integration include a semi-completed customs union
(Guatemala, Honduras, and El Salvador currently have
one), a common external tariff, and some advances in
the free movement of people, capital, and services.*®
Unfortunately, short-term vision and rivalries between
Central American political leaders have not supported
GTCAEI/’s full implementation.

Full economic integration in Central America
can better position the region for sustained eco-
nomic growth and competitiveness in a global
economy adapting to disruptions from the
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coronavirus pandemic. The region’s second-larg-
est trading partner—after the United States—is
Central America itself. Intraregional trade between
Guatemala, Honduras, El Salvador, Nicaragua, and
Costa Rica accounts for 27 percent of total exports
and 13 percent of total imports. With a combined pop-
ulation of forty-five million producing $400 billion in
GDP—ranking fourth in Latin America and nineteenth
in the world, respectively—an integrated Central
America can more efficiently allocate economic
resources and investment, access new intraregional
markets, boost foreign trade, improve commercial
agreements and enter new ones with increased bar-
gaining power, increase market diversification, attract
foreign direct investment, and build supply-chain
resilience. Economic integration is also an opportu-
nity—especially at a time when countries in the region
face the same external shocks, from global health and
trade to climate change and geopolitics—to deepen
political, security, social, cultural, and environmental
ties. While advances on these fronts have been made
through SICA, the coronavirus pandemic has alerted
the region to the importance of forging stronger
relations on public health, good governance, and
economic resilience.*®

SICA and other regional forums at the presidential,
ministerial, and central-bank levels have facilitated
important integration discussions and helped to
set the agenda for alignment and coordination on
specific integration issues. But actual adoption and
implementation remains a challenge. An integrated
Central America will have increasead absorptive
capacity to withstand the unprecedented global
disruptions and unparalleled uncertainty in trade and
supply chains. Can the coronavirus pandemic provide
renewed momentum to advance the implementation
of regional economic integration? Political leaders
must put their differences aside, prioritize the inte-
gration agenda, and take collective action toward
implementation. This means taking specific steps at
the regional and country levels to advance implemen-
tation in policy, fiscal, and monetary coordination; tax
harmonization; adoption of common standards and
regulations; and financial sector integration. At the
country level, leaders should prioritize investment in
cross-border infrastructure for secure and reliable
transportation and energy connectivity, with financial
and technical assistance from regional and interna-
tional banks, such as the Central American Bank for
Economic Integration (CABEI) and the World Bank.

“FULL ECONOMIC INTEGRATION IN CENTRAL AMERICA CAN BETTER POSITION THE
REGION FOR SUSTAINED ECONOMIC GROWTH AND COMPETITIVENESS IN A GLOBAL
ECONOMY ADAPTING TO DISRUPTIONS FROM THE CORONAVIRUS PANDEMIC.”
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CENTRAL AMERICA CUSTOMS UNION: A REQUISITE FOR SUCCESS?

By: Salvador Paiz

ndividually, Central American countries

are relatively small markets. In the past,

as companies saturated a market in their

respective industries, they looked to domes-

tic diversification as a source for growth.
The main competency was being able to thrive
despite the nuances of their home country.
Nevertheless, roughly forty years ago, compa-
nies began to expand differently: relying less on
diversification, but growing the core business
throughout Central America, where the size
of the addressable market is more attractive,
roughly equivalent to Chile in terms of GDP or
Colombia in terms of population.

The private sector has been a longtime
champion for Central American integration.
Governments, on the other hand, have lacked
leadership and vision for this ambitious project.
Of course, there are a few initiatives that foster
regionalization, such as the Secretariat for
Central American Economic Integration (SIECA),
which are important, but are also insufficient.
What policy actions can Central American
governments introduce in the short term to
accelerate regional integration?

Customs offices in Central America are noto-
riously slow, and there is a lack of coordination
between them. Digitalization of customs offices,
including their integration into a common
systems platform, would significantly speed up
the transportation process and reduce waiting
times at borders. Customs offices should have a
list of “known shippers” and receive digital cargo
documents ahead of time, akin to the US-Mexico
Free and Secure Trade (FAST) Card program,
“a commercial clearance program for known
low-risk shipments entering the United States
from Canada and Mexico.”*° This would allow
for contactless and uninterrupted flow through
the borders, while enhancing traceability and
collection of duties.

Companies have to pay, at each national
border, taxes for services, transit, import
duties, and value-added taxes—and they have
to pay differently in each country. Of course,
the optimal result would be achieved with a
customs union in which goods can move freely
and be exempt from heterogenous duties. At
a minimum, a unified value-added tax code
would reduce the complexities and economic
distortions of having different rates and exempt
goods. Lastly, there should be no retention of
income tax or double taxation for services pro-
vided to other companies, or even among sub-
sidiaries of the same company within a region.

Another idea is to centralize sanitary licenses
and trademark registrations. Authorities should
be able to create and centralize one—and only
one—process when it comes to these types
of records. A “single window” to register in all
countries of Central America at the same time
would be a great incentive for companies to
relocate to the isthmus.

The size of Central America should, in theory,
make it an attractive market. The lack of unifor-
mity and consistency in conducting cross-border
trade and business leads to multi-step bureau-
cracies that hinder economic integration, and
therefore, diminish the prospects for economic
development. If the countries of Central America
act as one, they could finally become a market
that offers the economies of scale that can lead
to new market opportunities, job creation, and
enhanced regional competitiveness.
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FOSTERING THE MINIMUM
CONDITIONS FOR GROWTH:
RECOMMENDATIONS FOR GOVERNMENTS,
THE PRIVATE SECTOR, AND THE
INTERNATIONAL COMMUNITY

he pandemic has forced countries to look

inward as they scramble to strike the right

balance between saving lives and saving

the economy. In Central America, countries
have a unique opportunity to also look beyond their
borders for dialogue and cooperation, especially on
how to unite in the face of external forces impacting
the entire region. Central American nations can take
the following concrete steps—on a national and
regional level—to embark on a united path toward
recovery and growth.

Governments

Convene multisectoral task forces to propose policy
actions for kickstarting economic recovery. Central
American countries must unite around the national
cause of economic reactivation. This means conven-
ing multisectoral task forces—from current and past
administrations, private-sector leaders, multilateral
representatives, and other sectors—to jointly discuss
how to best kickstart economic reactivation in their
countries. National task forces should then filter into
cross-border discussions on regional issues. Key
agenda items could include lifting investment restric-
tions to effectively attract supply chains and potential
new businesses, offering special visas for foreign
nationals working remotely to incentivize and support
tourism, enacting legislation to combat corruption in
procurement and public contracting with innovative
digital technologies and processes, and informing
on best practices from economic-recovery strate-
gies in other countries outside of the region. These
task forces should also propose specific actions for
longer term and sustained economic recovery such as
bridging some of the political and policy gaps around
implementation of regional economic integration.

Tackle long-standing barriers to business invest-
ment to encourage nearshoring. Governments
in the region should improve governance, increase
transparency and public accountability, and promote
business-friendly environments. If Central America is
to have economic growth, especially in a post-pan-
demic world, it must continue the long-term work
toward building public trust, respecting the rule of
law, transparency, and strengthening institutions. The
independence of the judiciary—a particular challenge
in Guatemala—must be protected to ensure trust
in the judicial system. At a time when emergency
powers provide ground for executive overreach and
loosened regulations and supervision around pro-
curement, anti-corruption missions—especially those
in Guatemala, El Salvador, and Honduras—must show
they are serious about tackling graft. Federal prose-
cutors and judges require additional capacity building
and technical assistance to effectively conduct and
process corruption investigations. Reducing red tape
and streamlining key bureaucratic processes related
to business and investment—with the help of digital
technologies—must also be at the top of the agenda.
Tax and regulatory reform must be aimed at reducing
informality, which accounts for more than 60 percent
of the Latin American workforce and is a major
impediment for sustained, inclusive growth.

Invest in developing the human capital needed for a
changing global economy. Governments should priori-
tize investment in workforce training and capacity build-
ing for jobs in the manufacturing and services sectors, in
accordance with global demand, especially those tied
to nearshoring opportunities. In the short term, gov-
ernments must partner with the private sector and civil
society, with the specific resources and know-how to
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maximize the impact and scale of workforce training and
foster entrepreneurship and innovation. In the medium
to long term, governments should promote and invest
in education and vocational programs tailored to devel-
oping the knowledge and skills that meet the demands
of the labor market and prepare workers for the jobs of
the future. Developing human capital and increasing
productivity in Central America are the most important
variables for taking full advantage of the demographic
dividend over the next decade.

Private Sector and Civil Society

Invest in new workforce and on-the-job training pro-
grams that align with business demands. The Central
American private sector must be a crucial player in
rapidly developing human capital before the relatively
narrow demographic window closes in 2033. Private-
sector leaders have the capability to implement
long-term strategies—as opposed to short-term
government-led efforts—focused on workforce
development, education for the jobs of tomorrow, and
vocational and technical programs with real-life skill
trainings (education-to-employment programs). The
public sector must help these private-sector leaders
in facilitating these opportunities, engaging in pub-
lic-private partnerships, and removing red tape for
private-sector-led capacity-building efforts. Support
and buy-in from civil society groups is key here, espe-
cially in longer-term education in science, technology,
engineering, and math (STEM). Civil society buy-in
can help to ensure that education and capacity build-
ing efforts are gender and racially inclusive.

Partner with governments on anti-corruption efforts.
Weak rule of law continues to be a major impediment
for investment in Central America. The private sector
can be a crucial partner in helping to decentralize,
modernize, and digitalize key procurement and public
contracting processes that are most vulnerable to
graft. A private sector that can drive growth and is
committed to transparency and accountability is an
important sign for foreign investors seeking business
opportunities in Central America, especially now with
multinational firms exploring supply-chain relocation.

International Community

Provide financial and technical assistance amid pan-
demic response. As with other countries hard hit by the
pandemic, Central American countries have seen weak-
ened fiscal positions and strained public resources.
Multilateral development banks and international finan-
cial institutions must play a critical role in providing
necessary finaning to Central American economies.
For example, the IMF can provide financial assistance,
and support for debt restructuring processes. The
World Bank (WB) and the Inter-American Development
Bank (IDB) should expand their technical and finan-
cial support in various areas of the public and private
sectors. This assistance will be necessary to keep Central
American economies afloat and must be complemented

by local economic recovery strategies by local leaders,
but both external and internal plans must be tied to assur-
ances in strengthening the rule of law.

Enhance intraregional connectivity to attract invest-
ment and drive integration. To attract foreign invest-
ment and encourage regional integration and sustain-
able economic growth, the international community
can be a key ally and help governments determine
infrastructure and energy investments to enhance
intraregional connectivity as well as transregional
connectivity—for example, in northern Guatemala
along Mexico’s southern border. Political leadership
at the national level must support regional financial
institutions such as the IDB and Development Bank
of Latin America—with strategic advice and support
from international organizations such as the World
Bank—to deploy the required capital and the technical
capabilities to lead infrastructure investments. CABEI
must also be a key player in financing infrastructure
and energy projects to improve regional economic
integration. Fast and secure transportation routes
and cheap, reliable energy are top requirements for
foreign investment and economic integration.

Deepen and expand foreign investment partnerships
in Central America. The United States, as Central
America’s most important trade and investment
partner, must target investments aimed at generat-
ing new employment opportunities and supporting
sectors crucial for inclusive economic growth and
regional integration. Local leaders from the public
and private sectors must provide buy-in and support
for local and foreign investment efforts in infrastruc-
ture and energy projects accompanied by strategic
investments to reduce insecurity and strengthen
the rule of law, with clear benchmarks and metrics
for measuring impact. These metrics must be effec-
tively communicated to ensure full transparency and
long-term support. Bilateral agencies must also play
a critical role, such as the U.S. government’s develop-
ment finance institution, the Development Finance
Corporation (DFC). Beyond the United States, any
international investment to Central America must
further the rule of law, create job opportunities for
local communities, and provide viable terms and
conditions for loan repayments.

Central America’s much-needed reforms are not only
relevant in today’s pandemic-shocked world, but also
necessary for the region to effectively seize unique
opportunities for long-term, sustained growth. The
urgency of the moment and the magnitude of the
multi-dimensional crisis from COVID-19 punctuates the
need for Central America to address historic challenges
and traditionally weak institutions from all angles and
sectors—public, private, civil society, and the multilat-
eral and international community. For Central America
to emerge like a phoenix from its ashes, concerted
action must happen now.
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