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The Central American economic integration process, which dates back to the 1950s, entered a new era 
in 2001 with the launching of the Puebla Panama Plan. This plan helped shift the focus to the greater 
“Mesoamerican region” (MAR), which includes the seven Central American countries plus the nine 
southeastern states of Mexico. In this context, the OECD Territorial Review of the Mesoamerican Region 
marks two major firsts: a comprehensive regional development study of the entire Mesoamerican region 
and the OECD’s first ever multi-national territorial review.

This review recognizes that economic integration per se is just part of the solution to the Mesoamerican 
region’s challenges. Realising the economic potential of the MAR requires regional policies that can better 
exploit its many comparative advantages and better governance at mesoregional, national and local levels. 
The MAR could spur development through inclusive competitiveness policies that address cross-cutting 
measures for all firms, such as improving the region’s human capital, firms’ quality standards and networks 
between cities, as well as specific policies for promising sectors, including tourism, agro-industry, light 
manufacturing and logistics. To achieve true bottom-up economic integration, the review looks at improving 
the limited capacity at the sub-national levels to effectively and efficiently provide local public goods. 
Recommendations for governance reform include: 

• improving co-ordination across borders and between levels of government within the same borders; 
• strengthening administrative and planning capacity at the national and sub-national levels; 
• reforming regional governance institutions; and 
• introducing territorial development policies.

Countries/regions covered:

–  The nine federal states of the southeast region of Mexico: Campeche, Chiapas, Guerrero, Oaxaca, Puebla, 
Quintana Roo, Tabasco, Veracruz and Yucatan.

–  The seven Central American countries: Belize, Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua 
and Panama.

The OECD Territorial Review of the Mesoamerican Region is integrated into a wider programme of national 
territorial reviews undertaken by the OECD Territorial Development Policy Committee. The overall aim of these 
reviews is to provide practical policy advice to governments focusing on multi-level governance and regional 
competitiveness.

The full text of this book is available on line via these links:
http://www.sourceoecd.org/regionaldevelopment/9264021914
http://www.sourceoecd.org/governance/9264021914

Those with access to all OECD books on line should use this link:
http://www.sourceoecd.org/9264021914

SourceOECD is the OECD’s online library of books, periodicals and statistical databases. For more 
information about this award-winning service and free trials ask your librarian, or write to us at 
SourceOECD@oecd.org.

-:HSTCQE=UWV^VY:





OECD Territorial Reviews

The 
Mesoamerican 

Region
SOUTHEASTERN MEXICO AND CENTRAL AMERICA

ORGANISATION FOR ECONOMIC CO-OPERATION AND DEVELOPMENT



ORGANISATION FOR ECONOMIC CO-OPERATION 
AND DEVELOPMENT

The OECD is a unique forum where the governments of 30 democracies work
together to address the economic, social and environmental challenges of globalisation.
The OECD is also at the forefront of efforts to understand and to help governments
respond to new developments and concerns, such as corporate governance, the
information economy and the challenges of an ageing population. The Organisation
provides a setting where governments can compare policy experiences, seek answers to
common problems, identify good practice and work to co-ordinate domestic and
international policies.

The OECD member countries are: Australia, Austria, Belgium, Canada, the
Czech Republic, Denmark, Finland, France, Germany, Greece, Hungary, Iceland,
Ireland, Italy, Japan, Korea, Luxembourg, Mexico, the Netherlands, New Zealand,
Norway, Poland, Portugal, the Slovak Republic, Spain, Sweden, Switzerland, Turkey,
the United Kingdom and the United States. The Commission of the European
Communities takes part in the work of the OECD.

OECD Publishing disseminates widely the results of the Organisation’s statistics
gathering and research on economic, social and environmental issues, as well as the
conventions, guidelines and standards agreed by its members.

© OECD 2006

No reproduction, copy, transmission or translation of this publication may be made without written permission.

Applications should be sent to OECD Publishing: rights@oecd.org or by fax (33 1) 45 24 13 91. Permission to photocopy a

portion of this work should be addressed to the Centre français d'exploitation du droit de copie, 20, rue des

Grands-Augustins, 75006 Paris, France (contact@cfcopies.com).

This work is published on the responsibility of the Secretary-General of

the OECD. The opinions expressed and arguments employed herein do not

necessarily reflect the official views of the Organisation or of the governments

of its member countries.



FOREWORD
Foreword

The globalisation of trade and economic activity is increasingly testing the ability of

regional economies to adapt and exploit or maintain their competitive edge. Market
integration and cross-border agreements play a prominent role in the development of
many regions. Economic integration provides opportunities for development but needs

to be coupled with measures that can foster balanced territorial development and help
ensure that the potential of each region is identified and exploited. Rapid technological
change, extended markets and greater use of knowledge are also offering new

opportunities for local and regional development but demand further investments,
reorganisation of labour and production, skills upgrading and improvements in the
local environment.

These trends are leading public authorities to rethink their development
strategies. The role of policies aimed at improving the competitiveness of regions by

promoting the valorisation and use of endogenous resources and at capturing trade
and additional economic activities has been strengthened. At the same time, central
governments are no longer the sole provider of territorial development policies. The

vertical distribution of power between the different tiers of government needs to be
reassessed as well as the decentralisation of fiscal resources to better respond to public
expectations and improve policy efficiency.

The Territorial Development Policy Committee (TDPC) was created in 1999 to
provide governments with a forum for discussing the above issues. Within this
framework, the TDPC has adopted a programme of work that puts its main focus on

assessing member countries’ territorial policies and on evaluating their impact at the
regional level. Utilising the tools from the national Territorial Reviews, the TDPC is
now applying the review methodology to multinational regions that include both

member and non-member countries.
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Investment Fund), Nicaragua
GTI Grupo Tecnico Interinstitucional (Inter-institutional Technical Group 

of the PPP)
HIID Harvard Institute for International Development
IADB Inter-American Development Bank
ICT Information and Communication Technology
IICA Instituto Interamericano de Cooperación para la Agricultura 

(Inter-American Institute for Co-operation on Agriculture)
IMCO Instituto Mexicano para la Competitividad (Mexican Institute for 

Competitiveness)
INA Instituto Nacional de Aprendizaje (National Institute of Training), 

Costa Rica
INCAE Instituto Centroamericano de Administración de Empresas (Central 

American Institute of Business Administration)
INIFOM Instituto Nicaragüense de Fomento Municipal (Nicaraguan Institute 

for Municipal Promotion)
INTECAP Instituto Técnico de Capacitación y Productividad (Technical Institute 

of Training and Productivity), Guatemala
IPR Intellectual Property Rights
ISE Instituciones de Servicios Educativos (Educational Services 

Institutions), Guatemala
ITCR Instituto Tecnológico de Costa Rica (Technological Institute 

of Costa Rica)
LSP Local Strategic Partnership
MAR Mesoamerican region
MDG Millenium Development Goal
MFA Multi Fiber Arrangement
NAFTA North American Free Trade Agreement
NBI Necesidades Básicas Insatisfechas (Unmet Basic Needs)
NIS National Innovation System
NUTS Nomenclature of Territorial Statistical Units
OAS Organisation of American States
ODA Official Development Assistance
ODECA Organización de Estados Centroamericanos (Organisation of Central 

American States)
PAECA Plan de Acción Económica para Centroamérica (Central American Plan 

for Economic Action)
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PAREIB Programa para Abatir el Rezago en Educación Inicial y Básica (Program 
to Reduce Backwardness in Initial and Basic Education), 
Mexico

PARLACEN Central American Parliament
PIARE Programa Integral para Abatir el Rezago Educativo (Integral Program 

to Reduce Educational Backwardness), Mexico
PPP Puebla Panama Plan
PREAL Programa de Promoción de la Reforma Educativa en América Latina 

y el Caribe (Program for the Promotion of Educational Reform 
in Latin America and the Caribbean)

PRONADE Programa Nacional de Autogestión para el Desarrollo Educativo 
(National Autonomy Program for Educational Development), 
Guatemala

PROTIERRA Nicaragua Rural Municipalities Project
PRS Poverty Reduction Strategies
SE-CCAD Secretaría Ejecutiva de laComisión Centroamericana de Ambiente 

y Desarrollo (Executive Secretariat of the Central American 
Environment and Development Commission)

SE-CMCA Secretaría Ejecutiva del Conejo Monetario Centroamericano (Executive 
Secretariat of the Central American Monetary Council)

SEDESOL Secretaría de Desarrollo Social (Secretariat of Social Development), 
Mexico

SG-CAC Secretaría General del Consejo Agropecuario Centroamericano (General 
Secretariat of the Central American Agricultural Council)

SG-CECC Secretaría General de la Coordinación Educativa y Cultural 
Centroamericana (General Secretariat for Central American 
Education and Culture Coordination)

SG-SICA Secretaría General del Sistema de la Integración Centroamericana 
(General Secretariat of the Central American Integration 
System)

SICA Sistema de la Integración Centroamericana (Central American 
Integration System)

SIECA Secretaría de Integración Económica Centroamericana (Central 
American Economic Integration Secretariat)

SIEMCA Sistema de Información Estadístico sobre las Migraciones en 
Centroamérica (Statistical Information System of Central 
American Migration)

SILOS Sistemas Locales de Salud (Local Health Systems), El Salvador
SIS Secretaría de Integración Social (Social Integration Secretariat)
SPS Sanitary and Phytozoosanitary Standards
STCCT Secretaría Técnica del Consejo Centroamericano de Turismo (Technical 

Secretariat of the Central American Tourism Council)
TFP Total Factor Productivity
WEF World Economic Forum
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Introduction

This document is divided in three parts. Chapter 1 illustrates the most
defining characteristics emerging from the analysis of the Mesoamerican
region’s1 (MAR) principal socio-economic indicators. Mesoamerica’s existing
rich economic potential stems from its strategic geographic location, its
natural and cultural environment and its light manufacturing industries.
However, the difficult overall conditions of the MAR economies remain, as the
region is characterised by GDP gaps between countries, high poverty levels,
rural-urban disparities, individual income disparities and the presence of the
large informal economy.

Chapter 2 looks at how Mesoamerica could better exploit its economic
potential and improve both competitiveness and social cohesion. The MAR
could spur development through inclusive competitiveness policies that
address cross-cutting measures for all firms, such as improving the region’s
human capital, firms’ quality standards and networks between cities, as well
as specific policies for promising sectors, including tourism, agro-industry,
light manufacturing and logistics.

In addition to its competitiveness challenges, Mesoamerica’s
development is hampered, in part, by a lack of local public goods and the
limited capacity at the sub-national levels to effectively and efficiently provide
these goods. Chapter 3 addresses this and other governance issues, arguing
that the MAR’s economic integration needs to be coupled with institutional
reforms at the mesoregional level, and improved co-ordination and
strengthened administrative and planning capacity at the national and
sub-national levels.

Overall, the Review’s geographic and thematic scope is broad. Thus, what
results is a comprehensive development agenda for Mesoamerica that will
necessarily require a prioritisation exercise at both the country and regional level.

1 The term Mesoamerica has been used since the adoption of the Puebla Panama Plan
(PPP) to indicate the region comprising the nine states of the South-Southeast part of
Mexico (Campeche, Chiapas, Guerrero, Oaxaca, Puebla, Quintana Roo, Tabasco,
Veracruz and Yucatan) and the seven Central American countries from Guatemala to
Panama (Guatemala, Belize, Honduras, El Salvador, Nicaragua, Costa Rica and Panama).





ASSESSMENT AND RECOMMENDATIONS
Assessment and Recommendations

The Mesoamerican countries’ shared economic 
potential includes a strategic geographic location…

Mesoamerica has a variety of rich but often under-utilised resources that
contrast with the poor overall economic conditions of the region. First, linking
the continents of North and South America and serving as an intermediate
location between Asia and Europe, the MAR’s geo-political position is one of its
greatest assets. Mesoamerica has the potential to become an effective link
between large markets and serve as a crucial logistical base for the transport
of both cargo and passengers. Currently, the United States remains the
number one destination of the region’s exports (40.15% in 2003), followed by
the region itself (28.75%) and then the OECD countries, excluding the USA and
Mexico (16.47%). However, weak infrastructure and logistical services continue
to hamper the region’s growth and competitiveness.

The combination of Mesoamerica’s close proximity with many of its major
trading partners (or relatively easy access to its more distant partners) and
efficient connections between producers and ports could translate into large
competitiveness gains. But to further improve the region’s connectivity, access
to markets and its business and trade climate, improvements are needed in
energy infrastructure, transport infrastructure and other elements of the overall
logistics sector. To help turn the MAR’s strategic location into a competitive
advantage, efforts are under way to strengthen the links between the southeast
region of Mexico and Central America, including projects to expand the MAR’s
logistical corridors and to integrate the region’s electricity markets.

… economic opportunities linked to rich natural 
and cultural resources…

Second, Mesoamerica’s rich natural and cultural environment can become a
key factor in the region’s economic development and offer the opportunity to
orientate the tourism and agricultural sectors towards high value-added
markets. There are four major characteristics, many of which are closely
intertwined, that together help make the MAR an attractive tourist
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 2006 15



ASSESSMENT AND RECOMMENDATIONS
destination: natural resources, archaeological sites, colonial cities and cultural
heritage. Focusing the tourism sector around Mesoamerica’s commonalities
creates a larger tourist attraction base. One of the key challenges for the sector
will be finding ways to strengthen the links between the region’s large beach
resort areas and the smaller eco- and cultural tourism niche markets, both
within the same country and across borders.

As for the agricultural sector, the MAR possesses vast resources and ability to
produce year round. However, growth in the sector remains modest due to its
limited diversification, concentration in low-value added production and high
vulnerability to commodity price shocks. To allow Mesoamerica to capitalise
on its rich heritage and wealth of natural resources for years to come, the
issues of environmental deterioration and resource protection need to be
addressed. Many of the region’s natural resources currently tend to be utilised
as extremely low level inputs in production processes or simply as refuges for
garbage and waste, which lead to negative externalities for society and lost
opportunities. Better linking the environment to competitiveness strategies
will not necessarily cure all of the region’s environmental problems but it
could help to increase the stock, quality and economic importance of
Mesoamerica’s natural resources.

… and light manufacturing industries.

Third, the apparel and light manufacturing industries have opportunities for
future gains in productivity and competitiveness. Despite facing growing
competition from China, the apparel industry can still count on its privileged
location and logistical advantages for exporting to the USA. To overcome the
new competitive challenges, the industry is looking to diversify its production
processes through the adoption of innovative techniques, such as “full
package” production. Other light manufacturing industries, including
consumer electronics and software, are also emerging throughout the region.
Capacity building policies geared towards developing the software industry
have been successfully introduced in El Salvador and Guatemala, Honduras
has various electronics maquilas and important advances have been made by
Costa Rica in attracting and developing software and electronic components
industries (such as INTEL). To successfully attract to the region firms from
these industrial sectors, further advances are needed to ensure that the
overall business environment and the quality of the labour supply meets the
firms’ labour demands. Capacity building, labour training and cluster policies
will thus play an important role in promoting these new industries.
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Despite its many exploitable resources, the MAR 
economy is characterised by overall modest growth 
rates and stark disparities between countries…

In the midst of fluctuating but positive overall growth rates for all countries in
the region, distinct above average (Belize, Costa Rica and Panama), average
(El Salvador, Guatemala and SE Mexico) and below average (Honduras and
Nicaragua) performers emerge based on GDP per capita (Purchasing Power
Parity or PPP) figures. The average GDP per capita (PPP) of the MAR in 2003 was
USD 5 454, but the range from the highest to the lowest country ran from
USD 9 605 in Costa Rica to USD 2 665 in Honduras. The average growth rates
from 2000 to 2003 of the high-end (2.05%), mid-range (0.9%) and the low-end
(0.8%) groups show that the high-end producers are growing faster and
extending their gap over the other groups.

In terms of meeting the Millennium Development Goals (MDG) for poverty
reduction and universal primary education, those same countries with
average and below average GDP per capita are the ones facing the highest
extreme poverty rates and poor education performance. Despite Belize, Costa
Rica, Mexico and Panama being further along towards reaching the MDGs, the
region as a whole still lags behind the developed countries (MAR’s average HDI
is 0.734 compared to the OECD average of 0.910).

… between regions within the countries…

Mesoamerica’s rural-urban dualism is a prime example of the disparities that
exist between regions within the countries. According to 2002 figures from the
Economic Commission for Latin America and the Caribbean (ECLAC), 58.6% of
the rural inhabitants lived in poverty and 36.6% lived in extreme poverty,
compared to 40.3% and 17.3% in the respective urban categories. Rural-urban
disparities are not only found in poverty levels but also reflected in overall
living conditions and access to labour opportunities. Rural areas are also home
to the vast majority of the MAR’s indigenous populations which often belong
to the poorest, most vulnerable and marginalised segments of the society in
Mesoamerican countries.

The poorer economic conditions in many rural areas compared to urban
explain in part the rising urbanisation trend in Mesoamerica. The
2005 population figures indicate that the MAR’s urban population is 52.4%,
and 53.7% of the economically active population is located in urban areas
compared to 46.3% in rural areas. Urbanisation in the MAR is not typically
marked by modernisation and development but instead it has been linked
with a very unequal distribution of population and services. The internal
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migration to cities is more the result of a lack of income, services and
opportunities in the rural areas than a sufficient offer of employment and
improved living conditions in the cities. Most metropolitan areas lack the
infrastructure and services to handle the population influx and this increases
social vulnerabilities and the deterioration of living standards.

… and in terms of individual income distribution.

Mesoamerica’s per capita household income distribution by deciles is indicative
of the region’s high inequality. Income poverty is an issue affecting large
segments of the population, leaving them unable to meet their basic
consumption needs. In Mesoamerica, a very high proportion of income accrues to
the wealthiest segments of the population relative to the poorest. Whereas the
richest decile of the people earned 41.9% of the total income in 2000, the poorest
decile earned only 0.9%. By contrast, in developed countries the top decile
received 29.1% of total income, compared to 2.5% for the bottom decile. Worker
remittances represent a growing and important income source for the MAR
countries, especially considering the region’s lagging economic growth and
insufficient creation of formal sector jobs. The remittances can aid in regional
development, but since they are spent primarily on private consumption, they
can also create negative macroeconomic impacts, such as inflation and real
exchange rate appreciation.

Economic and social disparities highlight 
the magnitude of the MAR’s challenges in terms 
of improving education levels…

Education and access to knowledge are key determinants of poverty levels,
yet despite efforts to reform the system Mesoamerica still faces significant
challenges in providing effective and sufficient education services. In 2002,
only 59.34% of the 15-64 aged population, on average, had completed
primary education. The relationship between low education levels and high
poverty levels creates a vicious circle since better education is an important
tool to move out of poverty but in impoverished areas the access to
education is often limited. In Guatemala and Nicaragua, only three out of
every five youth aged seven to fifteen in the bottom 20% income bracket
attend school, and in El Salvador and Honduras the proportion is three out
of every four. Costa Rica and Panama, the countries with the region’s lowest
poverty rates, performed the best with rates surpassing four out of every
five.
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The other half of the poverty-education relationship is exemplified by the
decrease of poverty incidence as the years of education increase. Poverty
incidence exceeds 60% for the population with zero or one year of formal
schooling. In contrast, for those that complete primary education (six
years) the incidence is below 40% and for those that completed secondary
education (eleven to twelve years) the incidence is slightly over 10%.

… and coping with the persistence of the large 
informal economy.

Gaps in GDP, income and overall human development are not closing in part
because of the weaknesses in the labour market. Costa Rica, Belize and Panama,
which are consistently the region’s leading economies, are the only countries
where the formal sector is larger than the informal sector. Labour income is the
main factor in determining family income in Mesoamerica, yet the labour
market is filled with low productivity, low wage and unstable jobs that often do
not cover health and insurance benefits. Since the majority of new jobs are
created in the informal sector, the productivity and income gains for the region
are limited (the average monthly labour income for an informal sector worker
in 2000 was USD 171 compared to USD 374 for a formal sector worker).

Thus, to help reduce the MAR’s poverty and inequality, it is not just that
more jobs need to be created, but that more formal sector and productive jobs
need to be created. Measures that could help increase the productivity and
human capital of the informal and low productivity sectors include
capacity building programmes and improving credit access. To further
reduce informal activity and facilitate the transition of informal businesses
into the formal sector, there is a greater need for support for micro
businesses and legal framework reforms.

How could Mesoamerica better exploit its economic 
potential and improve both competitiveness 
and social cohesion? Regional integration 
sets the stage for competitive policies.

MAR countries are focusing on improving their competitiveness but their
policies could be more strategic to target those factors with the greatest
impact on competitiveness overall and for promising sectors in particular.
Integration within the region and with external partners serves to enlarge the
market size and attractiveness of the region for both local and foreign
investors. It also serves to facilitate the movement of labour and capital to
more optimal intra-regional levels. There already exists notable movements of
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goods (28.75% excluding Mexico), labour and capital within the region.
DR-CAFTA, the foreign trade agreement between the CA-51 countries, the
Dominican Republic and the USA, will facilitate deeper integration through the
required measures that should improve the predictability of the investment
climate by “locking-in” a number of macroeconomic policies. The challenge for
the governments of the region lies in the complementary measures that will
have to be adopted to optimise benefits of this trade agreement.

Measures to improve the business climate could 
be complemented by measures to support growth 
sectors and cluster development at the regional 
(MAR), national and local levels.

Policy makers in the region, as elsewhere, increasingly emphasise strategies to
promote competitiveness. Overall, despite successes with macroeconomic
stabilisation, structural reforms and better investment legislation, MAR
countries score poorly on international evaluations of competitiveness.
Research suggests that, although each country context has its particularities,
competitive strategies face similar challenges. Both business environment
and cluster/growth sector support policies can be implemented on
supranational, national or local levels, or a combination of the above,
depending on the nature of the policy and the specific context. Improving
competitiveness involves, on the one hand, up-grading capacities in areas that
have a general impact on productivity. And, on the other, it involves seising
opportunities in more specific sectors where the region has some comparative
advantage. With respect to the more general factors, three stand out:
1) human capital development, 2) technology upgrades and quality standards
and 3) better regional linkages and co-ordinated supply of basic and higher
order services.

Regional programmes to improve human capital 
development are a priority.

The most significant general constraint is that of limited human capital.
Sustained productivity growth depends on human capital investment. Over
the last decade, the countries of the region have instituted ambitious reforms
to improve the quality of their education systems. Public spending on
education, as a share of both GDP and government spending, has increased.
Despite greater investment and commitment to reform, the education

1 The CA-5 is formed by Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua.
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systems in the region face daunting challenges (high drop-out rates, poor
school infrastructure, etc.) with very limited resources. Although the overall
situation remains poor by international standards, several regional success
stories such as EDUCO in El Salvador, PRONADE in Guatemala and a number of
programmes in Mexico (e.g., PIARE or PAREIB), suggest that innovative
solutions and systemic reforms can increase educational system access,
equity and local autonomy.

For higher education, opportunities to increase quality and supply would
involve greater harmonisation of diplomas to facilitate labour mobility and
resource pooling, accreditation mechanisms to help monitor quality and other
regulations to facilitate multi-country consortia. MAR countries have also
made some progress in combining education and vocational training with the
needs of firms, but greater progress is needed to transition from a public to
private centred model. Given that fewer than 20% of skilled workers in
surveyed firms had training in 2002, public policy could provide greater
incentives for firms to invest in human capital.

Improved quality standards and technological 
upgrades will help increase productivity and access 
to new markets for the region’s firms.

The countries in the region have had limited success in helping local
businesses to compete in global markets. This is partly because of limited
human capital, partly because of inadequate integration into key markets, but
also because of the relative “isolation” of both small and large firms in the
region from international production chains. In addition, MAR countries tend
to have weak innovation systems with insufficient links between universities,
public research and private sector research. Costa Rica is one of the exceptions
where the public university has played an important role in key clusters like
software and food technology.

Strategies for technology upgrading should take into account the type of
upgrade relative to the nature of the firm’s position in the value chain and its
relationship to other actors in the chain. FDI policies have so far produced few
linkages between foreign firms and local suppliers, even though FDI is
generally considered to be a key source of upgrading. To reach the large
number of disparate firms throughout the MAR who need to improve quality
standards, there are alternative upgrade methods such as learning by
monitoring. There is great scope for public policy in this area. Government
research institutions and universities could play a stronger role in linking
firms to the information and methods for the upgrades required to expand
into new markets opened through intra-regional or extra-regional trade
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integration. This requires support for co-ordination among firms as well as the
use of capacity building agents who can reach entrepreneurs and producers at
the local level. This issue should be closely related to the training aspect of
human capital development.

Regional networks between cities could foster 
the co-ordinated and specialised supply of services.

The region has urbanised significantly. At the same time, the region’s cities
remain relatively small and tend to provide the same kinds of services, both
within and between countries. In the framework of an “open” mesoregional
economy, MAR’s urban areas will face increased competition from much larger
metropolitan hubs which count on strong agglomeration economies. In this
context, there is some potential to develop a more strategic approach to the
issue of the respective roles of the cities by means of networking or other
mechanisms to structure the complementarities among urban areas. Both
citizens and enterprises would gain better access to higher order and more
specialised services than are currently available. There are international
examples of such co-ordination that could prove useful for the MAR.

Policies to support industries with significant 
potential could address specific barriers 
as well as develop cluster linkages.

Macroeconomic stabilisation and structural reform programmes can be
effectively complemented by strategies that target specific sectors, whether
located in regional clusters or more diffuse specialisations. The four sectors
discussed below – which are far from being the only such options – have
significant growth and employment-generation potential, given the regional
endowments. Strategies to overcome “horizontal” impediments, such as low
human capital and poor standardisation and technology, along with business
environment reform, will have a strong influence on each sector. At the same
time, in parallel with more general policy actions, investment in targeted
measures for these sectors in a cluster framework could produce good returns.

First, although MAR countries should not rely 
exclusively on tourism, this sector can become one 
of the principal drivers of future development.

Tourism has a significant potential to employ the abundant unskilled and
semi-skilled workforce and even reach poor communities in rural areas. It can
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also represent a stable source of export earnings. The principal barriers to
tourism development include: high intra-regional transportation costs, poor
tourism-specific infrastructure, insecurity, weak tourism promotion, weak
protection of natural resources and a lack of regional co-ordination.
Nonetheless, the success of the Tikal cultural tourism, ecotourism in Costa
Rica and even the mass tourism of beach resorts such as Cancun demonstrate
that the region’s assets can be harnessed effectively.

Overall, however, the tourism industry in each country does not appear to be
reaching its full potential. Initiatives such as the Ruta Maya or the Ruta del Café
show the potential benefits of going beyond purely national strategies towards
the identification and promotion of cross-country resources. A significant
initiative to improve the performance of the region as a tourism destination
is currently being developed by the Technical Secretariat of the Central
American Tourism Council (STCCT), which launched, in collaboration with the
national governments, the Central American Tourism Promotion Agency
(CATA) to promote Central America as a multiple destination by means of a
regional “brand name”.

Second, diversifying agro-industry to move 
from regional production to world exports.

MAR countries could increase agro-industry exports with upgrades to
standards and technology, while also better serving neglected rural areas. The
agro-industry has great potential in Mesoamerica to expand beyond regional
production to world export and to diversify and upgrade to higher quality
products. Drivers of this potential include: long experience in agricultural
production and processing, limited requirements for technology or economies
of scale, abundant natural resources to help integrate agricultural production
and processing, and a favourable climate that allows for year-round exports.
Despite generally low labour and land productivity, unequal land distribution
and weak food quality standards, several local food processing success stories
in the region, such as Alimentos Kern de Guatemala, the Guatemalan Mahler
(Maldonado Hermanos) Company or Dos Pinos in Costa Rica, illustrate the
potential for initially local firms to expand into international markets. The
potential positive benefits of agro-industrial development include tighter
vertical integration of small and medium-sized producers with consequent
improvements in product quality. Many of the issues relating to standards and
technology could be addressed through the several agricultural institutions
that already exist in the region, such as the Tropical Agricultural Research and
Higher Education Center (CATIE), the Inter-American Institute for Cooperation
on Agriculture (IICA), the Central American Livestock School (ECAG) and the
Pan-American Agricultural School.
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Third, light manufacturing industries in the MAR 
will face increased competition from overseas 
as a result of integration and will need to move 
to higher value-added production.

The apparel industry has emerged as the leading industry in the region, both
in terms of employment and export earnings, but it is now undergoing a phase
of restructuring. Adjustment will inevitably have costs and require measures
to help vulnerable households. At the same time, it can be an opportunity to
rationalise production and increase productivity. The long-term sustainability
of the industry will therefore largely depend on the ability to gain access to
quality fabric in a timely and cost-effective manner, to move towards higher
value-added products and to upgrade from mere assembly to original
equipment manufacturing or full package production. The experience of
industrial upgrading of Mexican producers can be a useful reference.

The assembly industry also has clear potential that remains undeveloped.
Unlike northern and central Mexico, the MAR outside of Costa Rica has not yet
managed to diversify its industrial base in areas such as household appliances,
consumer electronics, software or automotive parts. Geographical closeness to
large markets (USA, Mexico), abundance of a semi-skilled labour force and
imminent preferential trade agreements all make industrial assembly a
potentially viable sector. However, there are neither local suppliers nor previous
experience that can be transferred from other industrial sectors. The success of
some Mexican states in attracting large FDI in electronics and upgrading the
skill and technological content of production could provide key lessons.

Finally, the privileged geographical location 
of the region would support further development 
of logistics industries.

There are a number of examples of coastal regions that have built strong
sectoral strengths around transhipment, grouping increasingly advanced
logistical services and processes around transport hubs. The MAR’s unique
position offers great opportunities for the development of a logistical sector
taking advantage of both north-south trade and trade between Asia and
Europe. Panama and its activities around the channel provide an example of
potentials that could be further developed across the region. However, there
are some significant policy challenges to be addressed. These relate to the
quality of the MAR’s transport infrastructure and inter-modal systems, the
limited size of ports, duplication between adjacent ports and the transaction
costs related to customs regimes and difficult border crossings. Overcoming
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these hurdles will require greater coordination and harmonisation at the MAR
level as well as large investments and changes to regulatory frameworks.

Within these four sectors, cluster initiatives should 
not be limited to large firms but should also focus 
on micro-enterprises and SMEs.

Initial competitiveness and cluster efforts have begun primarily at the
national level with the largest business owners and a focus on broad
industries for export promotion and FDI. This is typical for countries at the
same stage of economic development as MAR countries. The next step for the
MAR is to complement these macro level initiatives with stronger support for
firms of all sizes in key sectors. This also involves a greater focus on more local
processes for cluster audits that are more targeted than simply broad industry
categories. The MAR can draw on a number of policy measures specifically
targeted on cluster support, such as providing common resources for groups
of inter-related firms or encouraging linkages between and amongst firms and
research providers. These services can be provided by a variety of different
actors, government, quasi-government or private depending on their
respective comparative advantages. While SMEs and small producers would
benefit from cluster policies, it requires a greater level of outreach and
co-ordination that is difficult to achieve using typical national level policies
and is perhaps best performed at the local level.

Competitiveness and poverty reduction can 
be mutually reinforcing to create a virtuous circle, 
but this will require an alignment of two strategies 
developed on separate tracks.

Competitiveness and poverty alleviation can be mutually reinforcing, thereby
creating a virtuous circle in areas such as human development, social dialogue
and the business climate. Overall country competitiveness and productivity
could also be supported by policies to help transition businesses from the
informal to formal economy. For this reason, the multi-lateral agencies have
been working to better combine overall economic development and PRS
initiatives. Important opportunities for synergies between these two
objectives in the MAR region include active linkages between local producers
and entrepreneurs and larger national and international suppliers and the
ability to capture locally those parts of the supply chain that have greater
added value. Measures to upgrade productivity need to address the market
failures that prevent the poor from engaging in more productive activities.
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Human capital development (basic education, literacy, etc.) and technical
assistance with production and microfinance for small-scale producers and
entrepreneurs are key elements of more inclusive development approaches.
The use of capacity building agents such as NGOs and local governments is
important here. Some positive examples of linkages between groupings of
small producers and large firms outside the region include Starbucks and
Conservation International with small coffee producers in southern Mexico,
dairy producers in Nueva Guinea with Parmalat and the Juan Francisco Paz
Silva Co-operative in Achuapa which sells sesame oil to the Body Shop.
Identifying opportunities such as these is necessarily a task shared by a wide
range of national and local stakeholders.

Economic integration per se is just a part 
of the solution to the MAR’s challenges. Realising 
the potential of the region requires modifying 
its governance at mesoregional, national 
and local levels.

The strategies outlined and the policy actions suggested to exploit the MAR’s
competitive advantages require modification in the governance framework of
Mesoamerica as a whole and within its member countries. On the one hand, it
is important to reconsider the status of mesoregional governance, that is, to what
extent are countries co-ordinating their policy in the region. On the other
hand, it could help to consider multi-level governance issues and in particular, to
what extent decentralisation processes and bottom-up initiatives can
contribute to engage and co-ordinate into development processes relevant
actors at all levels of government.

At the mesoregional level, while economic 
integration has advanced regional institutions 
are not in the position to design and implement 
a common development strategy.

While on the one hand key private sector players have not waited for the
advances of the customs union to give a Central American regional dimension
to their activities and exploit the potentials of this market, on the other hand
institutions, both regional and national, are not responding at the same pace
to the challenges and opportunities characterising an increasingly integrated
region. Despite advances in mesoregional co-ordination in key policy areas
such as tourism development, disaster prevention and border regions
management, the lack of policy co-ordination among Mesoamerican countries
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emerges as a key obstacle to the development of the area. The modest
coherence between national and mesoregional agendas in key policy areas,
such as competitiveness, trade or infrastructure policy, is evident and has only
partially been corrected by the recent launch of the Puebla Panama Plan (PPP)
in June 2001, which is currently mainly working as a portfolio of large
infrastructure projects. Mesoamerica as the target area of co-ordinated policy
is a recent concept whose functioning will largely depend upon the successful
integration of Mexico (and possibly other countries) into a renewed Central
American system. To help establish a governance of the mesoregional
integration process, three key areas for action stand out.

First, regional institutions need to be reformed.

The institutional framework created around the Central American Integration
System (SICA) by the Tegucigalpa Protocol in 1991 has been hampered for
years by a lack of strategic focus and by the discrepancies between the
commitments assumed in Presidential Summits and the actual policies
pursued by Central American governments. An example is represented by the
difficult and still unresolved process to establish the CA-5 customs union. The
complexity of the institutional system and the lack within it of a civil career
raise concerns on the sustainability and effectiveness of the present system.
Since the end of the 1990s several attempts at reform have been undertaken
aimed mainly at revising the role and functioning of the Central American
Parliament (PARLACEN), the Central American Court of Justice and SICA’s
system of Secretariats. Despite important advances made in 2004 a lot
remains to be done to establish an actual governance of the MAR. Advisable
reforms could include:

● Re-organising SG-SICA’s institutions to favour greater institutional
efficiency and effectiveness. A pro tempore presidency of the SICA has
shown potential to better articulate mechanisms of the system and its
procedures could now be better defined drawing on positive experiences
from other regional integration frameworks. SICA’s links with the civil
society could be strengthened and the co-ordination difficulties with SIECA
could also be addressed. The creation of an Executive Committee with
national representatives working closely with the SG-SICA Secretariat was
included in the Tegucigalpa Protocol, but it is not clear to what extent this is
functioning. Its reinforcement could greatly foster the coherence of the
agendas of Presidential Summits and the follow up of their decisions.

● The member countries reassessing the role of PARLACEN. Created in 1986
with the object of serving as a forum for peace this institution has achieved
its primary objective and could now be reformed to respond to new
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challenges. Its dimension and costs could be reassessed in relation with its
functions and impact and new membership and working rules should not
replicate anomalies that have affected its reputation impacting the image of
the whole integration process as a whole.

● Reforming the Central American Court of Justice. Its competences could be
better defined and it would be beneficial if all countries ratified its statute
and committed to respect it.

Second, institutional reforms could allow 
for the design and implementation of a territorial 
development policy for Mesoamerica.

A key challenge for the MAR’s institutions is to find new ways to address the
relations between regional integration and territorial development so to
ensure that integration results in balanced growth across the region. To this
aim integration could be coupled with place-based development policies that
are capable 1) to help areas in an advantageous position to reap all the
benefits (see northern Mexico-NAFTA); 2) to prevent negative effects of trade
opening to some regions (see southeastern Mexico-NAFTA) and 3) to foster
a bottom-up approach to regional integration thereby enhancing civic
participation and reducing public opposition to this process.

There are on-going discussions involving Presidents and the Central American
Bank for Economic Integration (CABEI) upon the creation of mechanisms to
counterbalance regional effects of the elimination of customs. Instead of
focusing exclusively on the effects of reduced border activities in specific
border regions, a positive alternative is to develop a regional development
programme covering the entire MAR. Drawing on lessons provided among
others by the EU’s regional competitiveness policy, a MAR territorial
development policy would work to valorise the competitive advantages of
all regions and to counterbalance the inequalities resulting from the
advancements of the integration process. In this framework a prominent role
would be given to sub-national governments. A territorial development fund
could be created within the PPP as an additional initiative which could serve
to give more strategic focus and co-ordination to the PPP’s existing sectoral
initiatives. This fund could be financed by a redefinition of financial resources
assigned to different PPP axes and by resources proceeding from a common
customs system. Moreover, a territorial development fund could provide the
opportunity to better frame the action of international agencies whose
contributions are decisive to the development of Central America but also
often a source of distortions and un-coordinated actions.
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Third, a mesoregional territorial information 
system should be created.

Reforming the MAR governance system by introducing regional development
mechanisms would not be possible without filling the current lack of
intelligence concerning development dynamics at the local level. A
permanent forum should be formed putting together those responsible for
territorial development policy in the MAR countries as well as experts on
territorial indicators. This forum could act initially as a consulting body within
the PPP framework and would have as its priority tasks to develop a regional
information system capable of providing policy makers with up to date
comparable data on socio-economic trends at the local levels. The forum
should not only work on setting standards for the collection of quantitative
information but also sharing qualitative information on successful local
development policies that already exist in the MAR but that are mostly
unknown by other countries in the region. To this extent, in the short term, a
MAR website could be created to facilitate exchanges at low cost. This forum
would benefit from assuming an observatory status in international
committees, including some specialised bodies of the OECD, discussing trends
in regional policy and indicators.

A renewed mesoregional governance should 
be mirrored by reforms within each country 
where the capacity of both national and local 
governments, and the co-ordination among them, 
is still weak.

Reforms of regional institutions should be coupled by reforms at national and
sub-national levels so that economic integration of Mesoamerica develops
towards a process of integración desde abajo (bottom-up integration). This
implies that strategic policy decisions are nourished by knowledge held at
different levels of government and that the design and implementation of
policies is supported by appropriate horizontal co-ordination mechanisms at
both national and local government levels. Important obstacles towards an
effective multi-level governance framework in the MAR are the weak fiscal,
administrative and planning capacities of both national and sub-national
governments. The tax burden of some Central American countries has
increased between 1990 and 2000 but is still very low (an average of 13%
compared to 30% in OECD countries). The resulting limited fiscal capacity of
these countries has an important impact on spending in key areas, such as
education and health care, and these low levels of social expenditure are
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reflected by the key social indicators in the region. While decentralisation
trends in all MAR countries, together with numerous international donor
supported projects, have increased local governments’ responsibilities and
resources, their fiscal capacity is still very low. Central government transfers to
local governments vary between 5 and 10 per cent in most of the countries.
Information on revenues and expenditures at the sub-national level is often
incomplete, favouring discretionality and inefficiency in intergovernmental
transfers. There is little evidence of clearly established mechanisms for fiscal
equalisation which remains largely pursued via political negotiations. Forms of
local financing through the emission of municipal bonds are also non-existent.

The administrative and technical capacity of Central American municipal
governments is also extremely limited. Only the largest municipalities have
professionally trained personnel. The rural and small ones, which constitute
more than two-thirds of the total, generally have employees with only primary
level education and clerical skills. In Costa Rica, for example, only 5% of local
government employees have a professional or technical degree. Until recently,
planning processes have been nearly absent from local governance in the
Central American region. During the past decade, internationally funded
projects have particularly targeted local planning capacity building.

If on the one side, there is a lack of resources at both 
national and sub-national level, on the other side 
the introduction of coherent territorial development 
strategies is often hampered by the lack 
of co-operation among and within levels 
of government.

Vertical relations across levels of government are regulated by complex sets of
administrative laws which are often unknown to the officials. These laws tend
to assign competences for territorial development to different central level
ministries without specifying how sub-national authorities should be
involved. The result is that there are several areas where neither the central
nor the local level act. This is often the case in policy areas such as urban and
rural development, environmental protection and water management.
Problems with horizontal co-ordination mechanisms are found in both
national and sub-national governments. At the central level, there is little sign
of co-ordination across sectoral ministries. This is exemplified by the lack of
widely shared national strategies for rural and urban development. At the
local level, thanks to the action of agencies such as the National Development
Commission (CND) in El Salvador or the Nicaraguan Institute for Municipal
Promotion (INIFOM), the asociacionismo municipal is more and more diffused
and takes the form of mancomunidades or asociaciónes de municipios. These are
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often geared towards the supply of services to contiguous municipalities but
are rarely framed within a provincial or departmental development plan.

An agenda for reform at national and sub-national 
levels should include three main issues.

The limits of the governance framework described above do not facilitate the
design and implementation of regional policies. A number of issues could be
addressed within both the vertical and the horizontal governance dimensions
in order to couple good governance at the mesoregional level with capacity to
involve intermediate and local actors in the design and implementation of
development strategies. An agenda for reforms should aim at:

● Improving co-ordination across levels of government.

● Fostering co-ordination mechanisms within levels of government and
innovative frameworks for local development in both urban and rural areas.

● Strengthening the administrative and planning capacity of both national
and local governments.

First, more and better co-ordination could be 
achieved through the introduction of innovative 
contractual relations across levels of government.

A key policy challenge for the MAR countries is to design arrangements that
introduce into the traditional hierarchical relations across levels of
government some innovative form of organisation based on negotiation and
learning processes, with the “sub” level not being looked upon as the mere
recipient of a mandate but involved in the design and the implementation of
policies. The main instrument that the MAR national governments can use to
this aim is fiscal transfers and the contractual arrangements that govern
them. As experience in OECD countries shows, the debate in the MAR would
benefit by shifting its focus from the mere discussion of the amount of
resources available to sub-national level of government, to the issue of how
spending capacity should be transferred to sub-national actors. Innovative
transfer schemes between different levels of government could lead to new
ways for more effective central government involvement in local spending.
These arrangements should aim to stimulate knowledge pooling and effective
co-operation across and within levels of government but also greater civil
society participation into policy design and implementation. To this aim
several examples of innovative contractual schemes, incentives as well as
sanction and reward mechanisms could be borrowed from OECD countries.
The direct technical assistance, or at least informal exchanges, could be
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established with countries such as France or Italy that have successfully
implemented these types of arrangements.

Second, the MAR countries need to introduce more 
effective horizontal co-ordination mechanisms 
at both national and local levels.

Introducing a territorial approach to policy making is largely justified by the
necessity of increasing coherence between different sectoral actors at both
central and local levels of government. At the national level, moving away
from a sectoral approach, the MAR governments face the issue of how to
organise their policy action to embrace an integrated approach. Co-ordination is
recommended to encourage the various institutional actors to work together to
design and implement a national regional policy. Consistency is also requested
to ensure that sectoral policies are not contradictory, and that they converge in
a coherent strategy. This implies a strong political will to overcome sectoral
tendencies and an overall clarification of roles and responsibilities of different
ministries or agencies. A key element of an effective institutional and legal
framework for regional policy would be the creation of an upper-horizontal
co-ordination mechanism for the joint definition and implementation of a
National Territorial Development Strategy and for the design of rural and urban
development policies. A clear leadership would need to be defined and there
would be various options available ranging from a) a clear-cut attribution of this
responsibility to either an ad hoc institution (as in France) or a prominent
ministry (as in Italy), to b) more flexible forms of inter-ministerial co-ordination
headed by the Presidency (as in Mexico).

At the local level, innovative local co-ordination frameworks could be
introduced. These could be developed on the basis of existing successful
practices in and outside of the MAR. Several options are available ranging from
governance tools typically adopted in metropolitan areas (agencies, municipal
mergers, etc.) to a wide variety of local co-operation schemes implemented in
rural areas. To this regard, the European experience is particularly rich and
policy tools like the EU LEADER initiative, the Italian Territorial Pacts, UK’s
Local Strategic Partnerships and Germany’s Regionen Aktiv provide excellent
models that could be adapted to MAR’s specific conditions. Action will
be needed to design and implement two particular types of territorial
development schemes which transcend purely administrative/hierarchical
relations. The first one consists of introducing micro-regions as target areas
for local development policy. This approach, which is already implemented in
several EU countries and is particularly advanced in Mexico, has proved to be
effective in coping with the challenges that are shared by most of the MAR’s
rural areas: dispersion of the population (and subsequent difficulties in
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delivering basic services to remote areas), poverty and strong reliance on
agriculture. A second specific territorial approach to be more extensively
applied across the MAR is the cross-border one. Following the successful
experience of the CABEI’s Programas Fronterizos, pilot areas could be identified
throughout the MAR where cross-border relations are particularly dense and
where innovative cross-border governance mechanisms could be tested.
Again such areas could borrow international experiences such as the
EU INTERREG program.

Third, action is needed to strengthen administrative 
and planning capacity as well monitoring 
and evaluation systems.

Introducing a territorial focus on policy making requires changes in
organisational structures and governance but also the need to foster the
capacity of individuals and the quality of their interaction. Policies for capacity
building and knowledge transfer could be developed towards two main
objectives. The first relates to the overall need for more efficient and
accountable public officials. The second one should focus on the new skills
that a territorial approach requires in terms of strategic planning. These are
often missing at all levels of government. Successful experiences such as
the World Bank led PROTIERRA project or the current capacity building
programmes developed by the INIFOM and Honduras’s Ministry of the Interior
and Justice should be extended to all MAR countries. A technical assistance
unit linked with the MAR’s regional information system should be created in
each country to co-ordinate a number of regional technical units to which
knowledge would be transferred and that progressively act also as “terminals”
for a two-way feedback relation across levels of government.

The introduction of a territorial approach, and the innovative multi-level
governance relations it entails, requires strong monitoring and evaluation
systems. Key aspects are the selection of appropriate contextual indicators
(both soft and hard) capable to monitor the impact of local development
policies. The evaluation system should be linked to an effective
communication strategy that works at two levels. Internally, it should involve
public and private actors at all tiers of government in a co-operative game
showing them the advantages of participating and the disadvantages of not
participating. Externally, an effective communication strategy should address
both policy makers and citizens to explain the nature of structural
disadvantages and promote consensus on policies which may have visible
effects only in the medium and long term. Positive results of flagship
programmes need to be diffused to the public and to other regions through
both communication and networking initiatives.
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
Introduction

The aim of this chapter is to give a comprehensive overview of the main
socio-economic dynamics characterising the Mesoamerican region (MAR) and
lay the foundation for the discussions of the substantive themes treated in the
subsequent chapters (competitiveness and governance).

The chapter is divided into three parts. Part 1.1 defines the unit of analysis
of this Review and provides the rationale for analysing the Mesoamerican
region. Part 1.2 highlights Mesoamerica’s shared regional potential and
discusses the related opportunities for economic development. Part 1.3 first
assesses the region’s macroeconomic situation, and then analyses the stark
regional and individual disparities that characterise the MAR.

1.1. Defining the unit of analysis – Mesoamerica

The unit of analysis for this Review is Mesoamerica. The term
Mesoamerica has been widely used since the June 2001 adoption of the Puebla
Panama Plan (PPP) to indicate the region comprising the nine federal states of
the southeast region of Mexico (SE Mexico) (Campeche, Chiapas, Guerrero,
Oaxaca, Puebla, Quintana Roo, Tabasco, Veracruz and Yucatan) and the seven
Central American countries (Belize, Costa Rica, El Salvador, Guatemala,
Honduras, Nicaragua and Panama).1 Resulting from their small size and
geographic proximity, the Mesoamerican countries (with the exception of
SE Mexico) are commonly perceived by the rest of the world as a single
geographic unit. Both economically and socially, the development levels of the
MAR countries are similar and all of the countries share a common language
and a number of cultural and natural resources. With the end of the armed
conflicts that hampered parts of this region into the early 1990s and the
ensuing pacification, democratisation and macroeconomic stabilisation
processes, all of the countries in the MAR have increasingly recognised the
great extent of their commonalities and the need to integrate and capitalise
on their shared potential.

Historically though, the MAR countries have never been a unified block
and they will need improved co-ordination of their competitiveness strategies
and governance policies to capitalise on the benefits of regional economic
development and strengthened integration efforts. With the introduction of
two new policy initiatives, DR-CAFTA (US – Dominican Republic – Central
America Free Trade Agreement) and the Puebla Panama Plan (PPP), plus the
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launching of development proposals for the south-southeast of Mexico, the
Mesoamerican countries have the opportunity to strengthen cross-border
relations and to develop new governance processes to effectively support
regional competitiveness and economic development.

Focusing regional development efforts on the MAR rather than just
Central America makes economic sense. When looking at the nine states of
SE Mexico, their economic and social characteristics are similar to those found
throughout Central America. The nine states are facing similar development
challenges to their Central American neighbours despite far outweighing the
others in terms of population and territorial distribution (see Box 1.1).
SE Mexico’s 2003 GDP per capita, purchasing power parity (PPP), (USD 5 365) is
much more in line with the average figure of the seven Central American
countries (USD 5 467) than with Mexico’s national GDP per capita, PPP, figure
(USD 9 168).2 Furthermore, when assessing the competitiveness of the
different components of the MAR (see the Composite Competitiveness Index
figure in Section 2.1.3 for more detail), SE Mexico once again ranks much
closer to the most lagging Central American countries (Guatemala, Honduras

Box 1.1. Mesoamerica’s population statistics

According to the 2005 mid-year figures, Mesoamerica’s population is

70.19 million people. Over 40 million people (57%) are located in Central

America compared to almost 30 million in SE Mexico (43%). Territorially,

SE Mexico occupies 49% of the region while the seven Central American

countries combined occupy the remaining 51%.

1. SE Mexico population figures come from www.conapo.gob.mx and are population at mid year.

Source: ECLAC (2005a) and CONAPO (2005).

Population, 
1990 

(thousands)

Population, 
2000 

(thousands)

Population, 
2005 

(thousands)

Area 
in km2

Territorial 
distribution 

%

2005 pop. 
density 

(habitants 
per km2)

MAR 52 906 64 558 70 193 1 023 034 100.00 68.6

Belize 187 226 266 22 970 2.25 11.6

Costa Rica 3 049 4 023 4 322 51 100 4.99 84.6

El Salvador 5 110 6 276 6 875 21 041 2.06 326.7

Guatemala 8 749 11 390 12 700 108 889 10.64 116.6

Honduras 4 879 6 485 7 347 112 088 10.96 65.6

Nicaragua 3 827 5 070 5 483 130 000 12.71 42.2

Panama 2 398 2 948 3 228 75 517 7.38 42.8

SE Mexico1 24 376 28 502 29 972 501 429 49.01 59.8
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and Nicaragua) than it does to Mexico or some of the more developed Central
American countries (Costa Rica and Belize). Therefore, Mesoamerican
territorial development plans targeted at these similar economic units could
help exploit synergies between the countries and remove obstacles that are
currently preventing co-ordination and regional economic gains.

Finally, the important cross-border relations that characterise the region
call for regional co-ordination and a Mesoamerican focus. The movement of
goods and people through the MAR has a strong economic impact on the
region. Intraregional trade in the MAR accounted for close to 29% of the
region’s total exports in 2003 (see Section 1.3.1.5) and the flow of migrant
workers between countries represents an important labour source for certain
seasonal agricultural employers and other industries as well. Also, several
border regions are still troubled by conflicts over the exploitation of local
resources and thus miss economic benefits that could be gained by better
co-ordination between neighbouring countries and regions. Cultural tourism
is one economic sector in particular that could benefit from improved
cross-border co-ordination. There exists a rich concentration of ancient
Mayan ruins spread across SE Mexico, Belize, Guatemala and Honduras that
together could attract large numbers of visitors to the region (see Figure 1.2).
But the costs of non-coordination between the different tourist providers in

Figure 1.1. The Mesoamerican region
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
the four countries results in significant losses in tourism revenue. Work is
underway through the Puebla Panama Plan to improve cross-border tourism
linkages, such as the Palenque-Tikal tourism corridor, and similar efforts in
different economic sectors could benefit Mesoamerica. The next section
discusses in more detail the shared resources and associated development
potential that could drive Mesoamerica’s future economic growth.

1.2. The region’s shared economic potential

Geographically and economically, the Mesoamerican countries are small,
but the region as a whole has a large shared economic potential. However,
currently many of Mesoamerica’s rich resources are being under-utilised. To
move beyond its current economic situation, the region should look to create
competitive advantages through more effective exploitation of its privileged
geographic location and its wealth of natural and cultural resources. This
could be done by targeting the following sectors: logistical services, natural
and cultural tourism, agriculture and value-added agro-industry and the
apparel and light manufacturing industries. By taking fuller advantage of the
region’s potential in these different sectors, Mesoamerica has an opportunity
to achieve more sustainable and equitable development, to improve its

Figure 1.2. Cross-border concentrations of cultural tourism sites

Source: PBS (2005), www.pbs.org/wgbh/nova/maya/world.html.
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
competitiveness and to strengthen the region’s position in the world economy.
In time Mesoamerica could come to be seen as a multi-faceted and integrated
economic region that:

● Effectively utilises its proximity and access to major world trading partners,
as well as its improved logistical services sector to remain a leading player
in the world in such markets as apparel and electronic components.

● Is a tourist destination with world class natural, archaeological and cultural
attractions.

● Offers year round primary agricultural production of a variety of high
quality traditional and non-traditional products and processes high value
added agro-industrial products.

1.2.1. Improving infrastructure to capitalise on the privileged 
geographic location

The MAR’s geo-political position is one of its greatest potentials, offering
easy access by land and by sea to its important trading partners, including
NAFTA to the north and MERCOSUR to the south. Mesoamerica serves an
important role as a bridge facilitating the north-south transfer of cargo and
travellers. Having sea ports on both the Atlantic and Pacific Oceans creates
trading opportunities with Asian and European markets as well. If proper
transport networks are in place and if the logistical services sector is improved
to speed up border crossing times and remove other bottlenecks, any producer
in the region could realistically collect inputs or drop-off outputs at a sea port
in under four hours.

Currently though, weak infrastructure and logistical services in the MAR
continue to hamper the region’s growth and competitiveness. First,
bottlenecks in communications infrastructure and road transport need to be
removed. Large infrastructure projects, like those associated with the PPP,
could help to better link the region’s ports, airports, main markets and rural
areas and markets to the major highway networks. To ensure both short and
long-run benefits, the infrastructure projects should address both new
construction and repairs to existing structures, low competition in road
transport services, low efficiency in the freight industry and the deregulation
and integration of freight and passenger transport across the region.
Cartelisation of the distribution channels should be avoided and competition
and the quality of the supply in the freight services should be improved.
Improvements are also needed in the port systems, to improve their efficiency,
reduce the overlap of service provision by neighbouring ports and make the
structural adjustments to allow numerous ports in the region to serve as
major gateways for global trade. Finally, the energy sector faces challenges in
providing wider electrical coverage, reducing costs and minimising
environmental impacts.
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Table 1.1 presents the estimated impact on economic growth rates
and inequality levels that could result from raising the MAR countries’
infrastructure stocks and quality to the levels held by Costa Rica, the regional
leader in these two areas. The average increase in the growth rate for the
countries would be 3%, while the Gini coefficients of the countries could
experience declines of between 0.03 and 0.10.3

The excessive logistics costs in the MAR impact the region’s businesses as
they conduct their affairs at the national, regional or global level. As an
example of the logistical issues faced by the MAR, the Guasch and Fay (2003)
study on three southern Mexican states (Chiapas, Guerrero and Oaxaca)
shows that logistics costs in those three states account for 29% of product
value, compared to 9% in OECD countries (see Box 1.2).

Infrastructure is a major determinant of total factor productivity (TFP)
and competitiveness. The cumulated effect of infrastructure-related variables
on average TFP adds up to roughly 55% in certain Central American countries
(Esribano et al., 2005). The variables with the highest impact on average TFP
include poor electricity, poor transport services and poor customs efficiency.4

Thus, to help turn its strategic location into a competitive advantage,
Mesoamerica could make further improvements to the three areas discussed
in the next sections: energy infrastructure, transport infrastructure and other
general elements of the overall logistics sector.

Table 1.1. Higher infrastructure development’s impact 
on growth rates and inequality

Source: Calderón, C. and L. Servén (2004).

Improvements to Costa Rica’s level

% change in growth rate Change in the Gini coefficient

Stocks Quality Total Stocks Quality Total

El Salvador 1.6 0.4 2.1 –0.03 –0.01 –0.04

Guatemala 3.3 0.4 3.7 –0.07 –0.01 –0.08

Honduras 3.1 1.1 4.2 –0.07 –0.02 –0.09

Mexico 1.4 0.2 1.7 –0.03 0.00 –0.03

Nicaragua 3.4 1.4 4.8 –0.07 –0.02 –0.10

Panama 1.4 0.2 1.5 –0.03 0.00 –0.03

Average 2.4 0.6 3.0 –0.05 –0.01 –0.06
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
1.2.1.1. Addressing deficiencies in the energy sector

Energy reforms in Mesoamerica could help improve the region’s
competitiveness by increasing coverage, reducing costs and better preserving
the region’s natural resources. Several countries in the region face electrical
coverage problems, as shown in Table 1.2. The energy sector is further
hampered by:

● the inefficient use of energy resources, such as high distribution and
transformation losses or the impact of poor transport infrastructure on fuel
efficiency;

Box 1.2. Logistics: what is it? How much does it cost?

Logistics costs, which include costs of transport, loading/unloading,

storage, inventory financing, customs, packaging, distribution, and related

management and control, are a major component of the cost of doing

business in the MAR. With the globalisation of the economy and the

reorganisation of production and distribution chains, the state of logistics

and related infrastructure services is becoming an essential criterion in

firms’ investment location decisions, and therefore a key determinant of the

investment climate. Firms’ decisions on the location of production units

increasingly consider tradeoffs between the costs of production and the costs

of stockholding, transport, and distribution, that is, logistics costs.

In the southern Mexican states of Chiapas, Guerrero and Oaxaca, transport

costs represent on average about 50% of total logistics costs, administrative

costs, including customs for international trade, losses and insurance,

account for 30% and inventory costs account for the remaining 20%. In

southern Mexico, the trend of contracting out logistics to third parties, or of

entering into long-term strategic alliances with logistics service providers

has not yet taken off. The limited extent and quality of the various transport

networks remain the major impediments to the provision of efficient and

reliable multimodal transport services, which would be needed to

substantially reduce firms’ logistics costs, and their inventory levels.

A major component of logistics costs are inventory and related

warehousing and spoilage costs. Inventory levels in developing countries are

typically about 30% of GDP for final products and 45% of GDP for raw

materials. In comparison, inventories in the USA are estimated at about 15%

of GDP (Guasch and Kogan, 2001). Analysing the determinants of raw

materials inventory, Guasch and Kogan’s study concluded that low quality of

infrastructure services, particularly transport services, in developing

countries, was the main cause of the high levels of inventory.

Source: Guasch, J.L. and M. FAY (2003).
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
● a high reliance on non-renewable resources such as hydrocarbons, biomass
and fossil fuels which can create negative impacts on the environment (in
Central America only 59% of electric generation is done using renewable
sources);

● poor market integration.

The MAR countries are beginning to better address these issues, thanks
in part to improved regional co-ordination mechanisms. In an effort to
improve business competitiveness by reducing costs and attracting private
investors, the PPP’s Mesoamerican Energy Initiative has begun to integrate the
energy systems and markets from Mexico to Colombia. The formation of a
mesoregional electric market with the appropriate legal, institutional and
technical mechanisms, as well as the required electric interconnection
infrastructure, will help to attract private sector participation to develop
improved generation capacity and will facilitate regional electric power
exchange. The benefits could include savings in operating and expansion
costs of electric power grids, savings from reduced reliance on petroleum for
electricity generation, and reduced firm production costs due to lower utility
bills. The Mesoamerican energy initiative is also working to improve quality
and coverage of electrical services in rural areas to improve the quality of
life and business environment in the often less developed regions of
Mesoamerica. Finally, the initiative is working to promote the use of renewable
energy sources, such as wind, solar, hydro and geothermal. The objectives are
to better diversify Mesoamerica’s current energy matrix, cut down on the use
of fossil fuels and protect the region’s natural environment (IADB, 2003a).

1.2.1.2. Improving transport efficiency with new logistical corridors 
and services

Plans are in motion, in particular the PPP, to construct a Central
American logistical corridor to better connect the region and improve the
overall efficiency of its transport systems. Based on statistics ranging

Table 1.2. Electricity coverage in the MAR
Per cent

1990 2000 2004

Costa Rica 91.0 94.5 97.9

El Salvador 52.1 75.8 81.4

Guatemala 36.4 69.8 83.0

Honduras 38.1 55.4 65.9

Nicaragua 44.7 46.2 52.1

Panama 72.8 81.4 84.8

Average 55.9 70.5 77.5
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
from 2000-03, the MAR’s road network (including SE Mexico) has a total
length of 225 878 km, but on average only 24.03% is paved (the average is
even lower when looking exclusively at rural areas) and the average speed of
transport vehicles on the region’s roadways is only 15-16 km/h.5

Improvements in transport infrastructure should enable the MAR’s products
to reach their intended markets more quickly and more economically. The
PPP is working to establish a Mesoamerican logistical corridor by creating
and/or improving: i) the highway systems on the Pacific side of the isthmus,
connecting Mexico to Panama and the ports along the way; ii) the highway
systems connecting the Atlantic coast, tying in San Pedro Sula and
Tegucigalpa; and iii) the complementary corridors which connect the two
main corridors. The plan is also expected to provide the necessary links to
airports, sea ports, industrial centres and capitals and rural areas (IADB,
2003a). In addition to improving the physical infrastructure, the logistical
corridor has three other key goals aimed at improving the region’s
connectivity and competitiveness:

● modernising the customs system; ensuring borders and customs offices are
open twenty-four hours a day and making the customs system throughout
the region completely electronic and paperless;

● improving the transport services market by working to liberalise and
deregulate the customs as well as the air, land and sea transport markets to
promote transparency and uniform regulations;

● improving information technology to facilitate co-ordination between the
public and private actors directly involved in the control and movement of
cargo (INCAE and HIID, 1999).

A successfully constructed corridor should help to exploit the
competitive advantages linked to the region’s privileged location by creating a
logistical system that will improve the region’s connectivity and its business
climate and potentially attract new investors to the region. The focus should
be on maximising the region’s locational advantages, such as its closeness to
the USA, and ensuring minimal transport times for key just-in time
production processes throughout the region (see Figure 1.3).

Overall, infrastructure and logistical services are enabling criteria for
improving the competitiveness of the MAR’s economies, but they could also
become economic drivers in their own right. The MAR’s location between the
Americas and between the Pacific and Atlantic Oceans presents it with
opportunities to develop a dynamic logistical services sector that could
facilitate trade in the other leading sectors, improve the efficiency of passenger
transport throughout the region, create employment, draw in investments and
contribute to the region’s overall competitiveness agendas. The experience of
the Panama Canal highlights the benefits that can be gained in the region by
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
supplying efficient logistical services and marketing a region as a logistics and
transport hub. Mesoamerica has the potential to offer more than just an
efficient intercontinental highway system. With the proper infrastructure
investments and improved logistical service offerings the region could also offer
new inter-oceanic transport linkages. To address these issues, Chapter 2
discusses possible ways to develop an advanced logistical services sector that
could improve the Mesoamerican logistical corridor and provide the necessary
and complementary services to support it.

1.2.2. Regional economic opportunities linked to rich natural 
and cultural resources

1.2.2.1. Tourism: strengthening links among different niche markets

Strongly linked to Mesoamerica’s rich natural and cultural heritage is the
important competitive advantage found in the area’s tourism sector. There are
four major characteristics, many of which are closely intertwined, that together
help make the MAR an attractive and unique tourist destination: natural
resources, archaeological sites, colonial cities and cultural heritage. The natural
resources are the largest attraction and a huge potential given the rapidly
growing adventure and eco-tourism market (the demand in this market is

Figure 1.3. Mesoamerica’s logistical corridors

Source: Rodas (2005).
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
growing at an annual rate of 25-30% compared to the 4% annual growth rate of
the traditional “sun and sand” tourism). The region boasts coral reefs, white and
black sand ocean beaches, mountains, rainforests, active volcanoes and
volcanic lakes, traditional lakes, rivers and fishing opportunities and the only
inter-oceanic canal in the world, which along with other sites, serves as a major
destination for cruise ships. The region also has many natural parks and
environmentally protected areas that make it easier for tourists to enjoy the
environmentally rich setting. The historical and cultural wealth of the region is
also very rich. Overall, it contains 26 UNESCO cultural heritage sites, with at
least one in all eight countries.6 The highlights include ancient Mayan
archaeological sites, well conserved colonial cites and the living cultural
expressions of indigenous peoples.

The MAR tourism sector has become one of the most important economic
activities in the region yet its potential is still underutilised. The industry is
growing, both in terms of the number of tourists (4.6 million in 1999 compared
to 6.7 million in 2003) and the income generated from tourism expenditures
(USD 3.0 billion in 1999 compared to USD 4.0 billion in 2003). The 2003 figures
for the MAR increase to 100 million visitors and USD 14.2 billion if Mexico’s
figures are added to the seven Central American countries (WTO, 2005). Overall,
tourist activity accounts for a significant part of the region’s GDP, total exports
and number of jobs (see Table 1.3). However, Central America only accounted
for 0.56% of the total world tourist arrivals in 2000, and only accounted for 0.49%
of the total world tourist income (INCAE and HIID, 1999). Mexico, and
particularly the nine SE states, could serve as a major catalyst in boosting the
MAR’s tourism sector, seeing as how Mexico on average attracts close to
100 million visitors per year to the region (WTO, 2005). The key will be finding
ways to strengthen the regional links between the large resort areas, such as
Cancun, with the smaller eco- and cultural tourism niche markets elsewhere in
SE Mexico and beyond into Central America. It will also help to strengthen the
links between the dense concentration of Mayan archaeological sites found in
SE Mexico, Belize, Guatemala and Honduras.

Table 1.3. Importance of tourist activity, 2002

Source: PNUD (2003).

% of GDP % of total exports % of total employees

Costa Rica 4.2 17.2 14.0

El Salvador 2.3 8.9 5.8

Guatemala 3.3 17.0 6.6

Honduras 3.0 9.4 8.6

Nicaragua 2.9 13.5 7.9

Panama 5.1 12.3 10.7
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
With proper investments and tourist development strategies the MAR
could effectively capitalise on its natural and cultural resource strengths to
become one of the leading world tourist attractions. Focusing the tourism
sector around Mesoamerica’s commonalities creates a larger tourist
attraction base to meet the growing international demand for cultural and
eco-tourism. A large proportion of the market demand for cultural and eco-
tourism comes from the USA and European baby boomer generation;
typically represented by families with double incomes, with advanced
education,  desire for further learning,  nature appreciation and
environmental responsibility and willingness to pay for high quality tourist
attractions. For example, 70% of Costa Rica’s visitors come for the natural
resources, and these types of tourists spend 25% more per stay than
traditional “sun and sand” tourists (INCAE and HIID, 1999).

To allow Mesoamerica to capitalise on its tourism potential for years to
come, the issues of environmental deterioration and resource protection
need to be addressed. The environmental deterioration is caused by the
effects of deforestation, soil erosion, sedimentation of rivers and increased
contamination of subterranean waters, which are the results of growing
consumption of natural resources, uncontrolled urbanisation and human
settlements in vulnerable ecological areas and poor waste management.
All of these factors can lead to negative externalities for society and a loss
of economic opportunities. Furthermore, the region is characterised by a
great climate diversity which makes it vulnerable to the effects of different
natural phenomena, most notably hurricanes, floods and earthquakes. The
social and economic impact of these events can be severe and lead to the
loss of life, infrastructure damage and hampered economic growth.

The region has however made strides to increase its regional co-ordination
measures to prevent and mitigate natural disasters and better manage
environmental risks. There are now new institutions and projects in place to
promote environment conservation and the region’s biodiversity, including the
Central American System for Protected Areas (or SICAP in Spanish), which to
date has declared 12.9 million hectares as protected areas (roughly 55% of
which are located in Central America and the remaining 45% in Mexico)
(Iniciativa Centro América Verde, 2003) (see Box 1.3 and Section 3.1.3).

1.2.2.2. Diversifying agricultural exports

The MAR has a very productive agricultural sector as a result of its fertile
lands, vast forested areas, coastal and marine resources and ample
precipitation. Its ability to produce agricultural products year round, with the
assistance of irrigation systems, is an important competitive advantage since
it enables the region to meet the agricultural demands of the world market
when other competitors can not.
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
Thanks to its rich resources the agricultural sector is a major player in the
region’s economy but its impact remains limited due to its heavy reliance on low
cost manual labour, its concentration in low value-added production and focus
on producing traditional exports. Countries that exhibit high concentration of
exports in a few products tend to exhibit less growth. Therefore, focusing on new
agro-industrial production could help to improve the MAR’s capacity to compete
in the international market, in particular by increasing export diversification and
lowering the sector’s vulnerability to traditional commodity price shocks (such as
bananas, coffee and sugar). In Honduras for example, the three main export
commodities (coffee, bananas and shrimp) used to account for 40% of total
exports in the early 1990s, but now their share has dropped below 20%.

Box 1.3. The Mesoamerican Biological Corridor: 
integrating conservation and competitiveness

An important initiative vital to the effective management of the region’s

environment is the mesoamerican biological corridor (CBM in Spanish),

which was a strategy initiated in 1997 by the Central American Environment

and Development Commission (Comisión Centroamericana de Ambiente y

Desarrollo, CCAD). The objectives of the CBM include: i) converting the CBM

into a catalyst for sustainable development and an instrument for limiting

the region’s vulnerability to natural disasters, ii) supporting the collaboration

between the Mesoamerican countries to create a sustainable environment,

iii) protecting the MAR’s rich biodiversity, and iv) integrating the objectives

of conservation and improving economic competitiveness into the

mesoregional environmental agenda.

As of 2001, the CBM’s coverage was 321 103 km2; 48.7% corresponding to

declared protected areas with legal backing in the respective countries, 3.9%

corresponding to proposed protected areas and 47% corresponding to

connection areas. In Mexico and Central America there are 583 protected

areas, covering a combined 16.4 million hectares. The connecting areas

represent close to 50% of the entire CBM area, which means that half of the

initiative is linked to private, communal or municipal lands that relate to the

social and economic production and development of each of the countries.

The initiative has succeeded in becoming one of the symbols of

Mesoamerican environmental integration. Given the important link between

the MAR’s natural environment and its competitiveness, the continuing

development of the CBM and other programs of its kind will hopefully

generate positive outcomes for the region’s sustainable development.

Source: Iniciativa Centro América Verde, Serie Técnico 11, Proyecto par la Consolidación del
Corredor Biológico Mesoamericano, 2003.
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
The decline was explained in part by the falling commodity prices of coffee
and shrimp, and these traditional exports have in part been replaced by
non-traditional exports (World Bank, 2004a). Similarly, Guatemala has diversified
its trading basket by making up for declining traditional agro-exports with new
dynamic non-traditional exports, such as flowers, seasonal vegetables, fruits and
organic crops (World Bank, 2005b).

The examples given in Table 1.4 demonstrate the importance of finding
ways to more effectively exploit the available resources and shift
agriculture’s focus towards new and environmentally-friendly production
methods geared towards higher value added export products. This new
direction for the sector could mean substantial gains for Mesoamerica.
Currently agriculture accounts for 15% of the regional GDP (2003 figures for
Central America; was 13.9% in 2004 in Belize and 8.51% in 2002 in SE Mexico)
and accounts for a large share of exports. But if the figure also takes into
account primary production of goods such as dairy products, oils,
concentrates, coffee, sugar, then the percentage increases to anywhere
between 35% and 45% of GDP. The potential exists for these figures to rise
even higher under the direction of the agro-industrial sector and its
promotion of non-traditional exports.

1.2.3. Assembly and light manufacturing industries: competitive 
challenges and new opportunities

Two emerging MAR industries that possess the potential for future gains
in productivity and competitiveness are the apparel assembly industry and
other light manufacturing industries, including small electronics and, in some
cases, software industries. The apparel industry has been an important player

Table 1.4. Leading exports1 from the agricultural sector, 2003
% share of total exports

1. Figures are listed only for those products that were one of the top ten exports for each individual
country.

Source: ECLAC (2005a).

Coffee, green 
and roasted

Fresh bananas 
and plantains

Raw sugar, 
beet and cane

Tropical 
or other fresh 

fruit, other 
than bananas

Crustaceans 
and molluscs

Fish, fresh, 
chilled, frozen

Belize 13.1 17.6 4.1 27.2

Costa Rica 3.4 9.7 3.5

El Salvador 8.4 3.7

Guatemala 11.4 9 8.1

Honduras 18.4 11.3 5.1 4.5

Nicaragua 14.2 2.2 12.1

Panama 1.6 13.3 1.6 6.0 2.4 36.1
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
in the region’s economy but new players are emerging and threatening to
capture a portion of the MAR’s market share. The electronics, software and
other light manufacturing industries are much newer to the region but are
increasingly important in some of the countries.

Before discussing how to overcome the competitive challenges facing
these light manufacturing industries, it is important to understand that
several important transformations occurred in the MAR’s industrial landscape
during the last decades. Central American countries developed their industrial
base in the 1960s and 1970s through import substitution industrialisation (ISI)
policies. Given their small size, they decided to pursue the ISI strategy within
a regional integration scheme, the Central American Common Market. This
policy contributed to the development of light industry, notably non-durable
consumer goods such as food products. However, since produced goods were
not of exportable quality and domestic demand was limited, the industry
could not generate the foreign exchange needed to finance imports. The
countries experienced large current account deficits which turned into
balance of payment crises when favourably priced international financing
ceased (Robles, 2000).7

During the 1990s import substitution gave way to export promotion and
trade liberalisation and accompanying reforms triggered structural
adjustments. The change in policy stance, marked by unilateral and
multilateral trade liberalisation, resulted in a reduction in the effective rates of
protection that significantly affected the domestic industry.8 The structural
adjustments and reallocation of resources caused the decline of many sectors.
The process eventually contributed to realign these countries’ production
structures with their comparative advantages. A few industrial sectors have
been indeed fortified and some new, export-oriented sectors have also
emerged, in particular apparel. Although the share of industry in value
added has stagnated in recent years and amounts to 25% of GDP, which is
just one-third the amount of services (see Table 1.5), its international
competitiveness has increased, as witnessed by the rapid increase in exports.9

1.2.3.1. Apparel assembly industry: location, low cost factor inputs 
and full package production

The emergence of China in the global economy and the expiration of the
quotas associated with the 1994 Agreement on Textiles and Clothing are
potential threats to the MAR’s apparel industry, but the region’s location and
labour advantages suggest that a regional apparel and textile sector can still
be a profitable industry and help promote the region’s competitiveness.
In 2002, the CA-5 countries’ textile exports reached USD 6 928 million and the
industry in 2003 accounted for close to 400 000 jobs. The region’s primary
export target is the USA. Currently Mexico and the CA-5 countries are the two
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
leading textiles and apparel exporters to the USA. The potential of the sector
can be seen when looking at how it has grown and played an important role in
the export diversification process of certain countries when the traditional
exports were declining and facing falling prices. For example, in Honduras
from 1995 to 2002, the share of traditional agriculture products in total exports
fell by 20%, while maquila exports, mainly textiles, increased from 9% to 22%
(World Bank, 2004a).

The region has become an important player in the global textile market
because of its privileged location and logistical advantages for exporting to the
USA in relation to its major competitors in SE Asia. Proximity to the large
US market helps the MAR producers keep their supply chain response times
down, which is crucial in the textile market where quick and flexible delivery
times are demanded. Despite Central America being located closer to the
US market than China, the 1998 per container shipping costs to the USA were
actually lower from China, but logistical improvements could help the MAR
lower these costs and maintain its competitive edge over China (INCAE and
HIID, 1999). Also, the MAR’s low labour costs are another important factor in
maintaining the region’s competitiveness in the labour intensive textile
industry. For now, the combination of location and low labour costs are still
helping the MAR’s textile and apparel industry compete internationally,
but further developments in the sector could help the MAR maintain its
competitive advantage.

One way to further strengthen the industry’s position in the global
market is to actively promote diversification and innovation. Firms could
transition from operations relying entirely on low cost manual labour for high
capacity production of final products, to operations utilising a more complex
mix of inputs and offering design, supply and final production services, or

Table 1.5. Agriculture, industry and services as % of GDP

Source: WDI Online (2005).

Agriculture 
value added

Industry 
value added

Services 
value added

Belize 15.1 19.7 65.2

Costa Rica 8.8 28.7 62.5

El Salvador 8.5 32.1 59.4

Guatemala 22.3 19.3 58.5

Honduras 13.5 30.7 55.8

Mexico 4.0 26.4 69.6

Nicaragua 17.9 25.7 56.3

Panama 7.5 16.3 76.2

MAR average 12.2 24.9 62.9
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
“full package” production processes. These operations can generate greater
profits, but they require stronger support. More qualified and better
compensated labour, better infrastructure, and strong networks between
all of the involved industries (textiles, accessories, design, logistics, etc.)
are required to make “full package” apparel industries competitive.
Improvements are needed though to better link the different industries and
attract the necessary funding to improve the capacity of the labour force
and the industry’s infrastructure.

1.2.3.2. Developing non-apparel manufacturing, including electronics 
and software

Non-apparel manufacturing is another sector of potential in the MAR,
and not only in low value-added products. Capacity building policies geared
towards developing the software industry are in place in El Salvador,
successful advances have been made by Costa Rica in attracting and
developing software and electronic components industries, Honduras has
various electronics maquilas and in Guatemala work is being conducted on
software development. The region is trying to better establish itself in
the growing world markets of semiconductors, software and electronic
components, and cluster policies could strengthen these efforts.

To successfully attract firms from this industrial sector to the region
further advances are needed to ensure the quality of the labour supply meets
the firms’ labour demands. Following the pattern of Costa Rica which helped
attract Intel to the region, similar technical and higher education systems that
develop integrated programs between the different education levels should be
set up. These programs can help match the labour force’s skill set to the
specific needs of the industry and continue to improve the business climate in
the electronics sector. This in turn can help attract future investments, which
along with programs to develop local supply chains and reforms, facilitate
regional trade among the related industries and can enable the MAR to
improve its competitiveness in this profitable world market.

1.3. Mesoamerica’s economic and social challenges

Despite possessing a variety of rich but often under-utilised resources,
Mesoamerica’s economic and social landscape continues to be marked
by fluctuating economic growth rates, inequality and overall lagging
development. Within the Mesoamerican region, there are stark disparities in
GDP per capita, human development, income distribution and basic service
provision levels. In Mesoamerica, 11.1% of the population lives in countries
with low populations and small territorial extension (Belize, Costa Rica and
Panama) but where the GDP per capita (PPP) averages USD 7 803. In contrast,
18.3% of the population reside in countries of greater territory and greater
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1. TRENDS AND CHALLENGES IN THE MESOAMERICAN REGION
populations (Nicaragua and Honduras) but the average GDP per capita does
not surpass USD 3 000. Those four countries make up the extremes and in
the middle there are three countries with just over 70% of the population
(El Salvador, Guatemala and SE Mexico) that account for over 70% of the
regional production yet register average GDP per capita levels that are just 61%
of Belize, Costa Rica and Panama’s levels.10 This three tiered structure of
production levels has been a rather permanent phenomenon, and the gaps
between the groups do not appear to be closing.

1.3.1. Macroeconomic performance

1.3.1.1. Regional economic outlook

Throughout the 1990s, despite individual countries experiencing ups and
downs, the MAR maintained an annual growth rate between 4.3% and 4.4%.
However, in part because of the US economic recession, almost the entire
region experienced economic slow downs, with the MAR average growth rate
falling to 2.3% in 2001 and 2.5% in 2002. In 2003 and 2004 the region began to
record higher growth rates, again approaching an average rate near 4%, thanks
in part to the turnaround of the world economy (IADB, 2004b). Mexico’s growth
in 2004 was driven by rising petroleum prices (this however was the external
factor that most constricted growth of the other countries). Panama’s growth
was helped by increased activity in the Canal and the growing demand for the
services associated with it as a result of China’s growth. Greater increases in
the MAR’s export sectors helped drive the growth of the other countries (led by
textiles, non-traditional agro-industry products and tourism) (IADB, 2005).

Looking more closely at the economic situation in 2004, the MAR
countries benefited from the improved performance of the US economy but
were impacted negatively by the rising world oil prices. During 2004, there
were significant increases in inflation throughout the region, even in the
countries with a fixed exchange rate (Belize) or dollarized economies
(El Salvador and Panama), and the inflationary trend will likely persist in the
years ahead. The main cause for the high inflationary pressure was the
elevated price of petroleum. The region’s inflation could also be impacted by
the growing importance of remittances, as they can lead to increases in
demand and drive up the price of domestic goods (non-tradables). All of the
MAR countries face chronic fiscal deficits which hurt macroeconomic stability
and diminish private investment. The large deficits are leading to even greater
external (on average equivalent to over 40% of GDP) and internal public debt,
which further exposes the countries to adverse external shocks. Each country
once again witnessed its terms of trade fall, this year by close to 2% or more.
While apparel and textile exports declined for certain countries, in part due to
growing competition from China and the removal of the apparel and textile
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quotas, the region did experience gains in non-traditional exports and
traditional agro-exports thanks to the recovery of coffee, sugar and banana
prices. But overall, these increases could not compensate for the greater
increase in the price of oil and thus the terms of trade suffered (IADB, 2005).

The MAR’s economic performance is very closely tied to external factors.
While the region experienced positive growth in 2004, its vulnerability to
outside economic shocks has long made it difficult to achieve sustainable
economic development. The region’s ups and downs in growth generate
elevated levels of uncertainty for businesses and investors whose decisions
tend to be guided by the search for high returns in the short term. Also,
the uncertainty provoked by this instability appears to affect capital
accumulation, which hampers the ability of economic growth to promote
sustainable human development at the same time. Furthermore, the
consumer and general economic volatility have major negative effects on the
region’s poverty and inequality indexes (Table 1.6). In recessionary periods,
these indexes increase, but even in economic recovery periods poverty rates
tend to improve very slowly while inequality rarely recovers.

1.3.1.2. Mesoamerica’s three tiers: productivity and human development 
differentials

While all of the MAR countries face similar macroeconomic issues,
the individual macroeconomic performance of these countries varies
significantly, as evidenced by the wide gaps between countries in GDP per
capita levels. Despite the fluctuating annual rates of growth in the region,
every country recorded positive growth each year in national GDP and GDP per
capita from 2000-03. However, the growth rates and overall GDP per capita

Table 1.6. Macroeconomic indicators

Source: IADB, 2005.

Inflation 
%

Fiscal deficit 
% of GDP

External debt 
% of GDP

Internal debt 
% of GDP

Current 
accounts 

deficit 
% of GDP

Variation 
in terms 

of trade, %

Belize 3.9 6.0 93.4 9.5 15.6 0.0

Costa Rica 13.1 3.0 21.1 38.7 4.8 –4.6

El Salvador 5.4 2.8 31.4 13.4 4.5 –2.8

Guatemala 9.2 1.1 16.0 9.4 4.1 –2.9

Honduras 9.2 3.5 61.6 7.5 5.2 –3.8

Mexico 5.2 1.0 18.2 32.7 1.3 2.9

Nicaragua 9.3 4.3 76.6 41.3 17.5 –1.9

Panama 2.0 4.0 52.3 15.5 3.0 –1.9

Average 7.2 3.2 46.3 21.0 7.0 –1.9
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levels were greater for some than others. The average GDP per capita (PPP) of
the MAR in 2003 was USD 5 454, but the range from the highest to the lowest
country ran from USD 9 605 in Costa Rica to USD 2 665 in Honduras. There are
actually three groupings according to the countries’ GDP per capita levels: the
above average producers, which averaged USD 7 803 (Belize, Costa Rica and
Panama); the mid-range producers, which averaged USD 4 765 (El Salvador,
Guatemala and SE Mexico); and the low-end producers, which averaged
USD 2 964 (Honduras and Nicaragua).11 Looking at Figure 1.5, the positive
national and per capita GDP growth trends do not appear to be carrying over
and helping to close GDP per capita gaps between the three groups. In fact, the
high-end producers are growing faster and extending their gap over the
mid-range and low-end producers.

Similar to three tiered production structure described above, different
country groupings are forming based on the human development indexes.
There has historically been a clear division between two groups, the countries
with higher human development levels (Belize, Costa Rica, Mexico and
Panama) and those with lower levels (El Salvador, Guatemala, Honduras
and Nicaragua). This was the case from 1980 to 2000, with the upper group
averaging an HDI of 0.77, compared to the lower group’s average of 0.62. But
in 2002 a new group emerged as Belize’s HDI decreased and El Salvador’s HDI
increased. As a result the two countries converged, establishing a group that
fell between the traditional higher and lower HDI groups (the 2002 HDI
averages for the three respective groups were: 0.81, 0.73 and 0.66). So

Figure 1.4. Mesoamerica’s GDP growth

Source: IADB (2005).
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as of 2002, the MAR countries demonstrated a similar three-tiered HDI
breakdown to the MAR’s trends in GDP per capita levels (see Figure 1.6). While
advances continue to be made in terms of human development in the region,

Figure 1.5. Above average, average and below average GDP 
per capita countries

Source: WDI Online (2005).
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Figure 1.6. Human development index (HDI) trends

Source: UNDP (2004).
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as indicated by the overall continuous upward trends in the index, there is still
need for improvement. Costa Rica is the only country that is classified as
having high human development, and the region’s 2002 average (.734), which
is well below the OECD’s 2002 average (.910), is classified as only a “medium”
human development level.

1.3.1.3. Persistence of the informal economy

The gaps in the MAR countries’ GDP, overall human development and
income levels are not closing in part because of the weaknesses in the labour
market. The large informal sector and the limited creation of formal sector
opportunities have an impact on the levels of inequality found in the MAR’s
labour market. One very telling statistic is that Costa Rica, Belize and Panama,
which are consistently the region’s leading economies, are the only Central
American countries where the formal sector is larger than the informal sector
(in Mexico, about 25% of the labour force is informal). The MAR’s average
unemployment rate in 2002 was 7.8% (ILO LABORSTA, 2005; INEGI-STPS, 2004).
The 2000 labour figures for Central America (excluding Belize) indicate that of
the working population, 31.2% were in the formal sector, 38.4% were in the
informal sector and 30.4% were in the agricultural and fishing sector (see
Table 1.7) (ECLAC, 2003).

The labour market is filled with low productivity, low wage and unstable jobs
that often do not cover health and insurance benefits. Workers in these types of
jobs will typically receive an income that is sufficient to cover their basic needs
but with an extremely low margin to cover the needs of any other family
members in their household. 62.5% of the Central American population in 2000
was employed in either the informal sector or the traditional agricultural and

Table 1.7. Distribution of the working population by employment sector
% of workers 12 years or older, circa 2000

Source: ECLAC (2003).

Central 
America

Costa 
Rica

El 
Salvador

Guatemala Honduras Nicaragua Panama

Formal sector 31.2 49.7 35.3 23.7 26.6 24.6 46.8

Informal sector 38.4 33.0 43.3 38.5 38.4 40.3 31.7

Self employed 18.1 14.7 21.8 17.4 19.8 16.8 16.2

Small firms 11.1 12.6 13.2 11.3 9.7 11.4 6.7

Domestic servants 4.4 4.7 4.4 3.5 3.6 6.8 5.7

Non remunerated family work 4.8 1.0 3.9 6.4 5.3 5.4 3.1

Agricultural and fishing sector 30.4 17.3 21.4 37.8 35.0 35.1 21.5

Modern 6.3 6.4 4.7 10.9 4.3 2.5 1.6

Traditional 24.1 10.8 16.6 26.8 30.7 32.6 19.8
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fishing sector, two sectors that characteristically have low capital and low
productivity. Mesoamerica’s labour breakdown is troubling because in addition to
hampering the overall economic productivity of the region, it creates income
generation problems. On average, 80% of family income is obtained from the
labour market (ECLAC, 2002). So while labour incomes are the main factor in
determining family incomes in Mesoamerica, the majority of the workers have to
settle for jobs that have difficulty meeting their minimum income needs.

There exists an inverse relationship between poverty incidence and the
proportion of the labour force in the formal sector. During the economic growth
of the 1990s, the majority of the jobs created were in low productivity and low
paying sectors and therefore did very little to help reduce poverty. From 1990
to 1999, total employment in Central America (excluding Belize) grew at a 3.8%
annual rate, but the growth rates differed by sector (Trejos, 2002). An ECLAC
study estimated that from 1990-2000, for every 100 new jobs that were created
in Central America (excluding Belize) only 30 were formal, 53 were informal and
17 were agricultural. Another study conducted exclusively on urban areas found
that for every ten new workers that entered the labour market, seven of them
did so in the informal sector (ECLAC, 2003). Since the majority of new jobs are
created in the informal sector, the productivity and income gains for the region
are limited (the average monthly labour income for an informal sector worker
in 2000 was USD 171.48 compared to USD 374.43 for a formal sector worker)
(ECLAC, 2003). Given the low wages, informal labourers typically live in poverty.
As Table 1.8 shows, occupation in the informal and agricultural and fishing
sectors (especially traditional agriculture and fishing) is associated with high
poverty incidence. In 2002, of the urban population that was living in poverty,
47% were in non-professional, non-technical salaried private sector jobs and
another 35% were self-employed (either in industry, construction or the service
sector). Of the 2002 rural population that was living in poverty, only 28.5% were
working salaried non-professional, non-technical private sector jobs, while
roughly 67% were self-employed workers and 51% of those were in agriculture
(ECLAC, 2004) (Box 1.4).

Table 1.8. Poverty incidence among the 12 and older working population, 
by sector

Percentages, circa 2000

Source: ECLAC (2003).

Poverty incidence Poverty distribution

Total Male Female Total Male Female

Formal sector 18.9 21.3 14.8 13.6 14.2 12.3

Informal sector 43.2 40.7 45.1 38.0 23.2 70.4

Agricultural and fishing sector 69.3 69.0 71.8 48.4 62.7 17.3
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To help reduce the MAR’s poverty and inequality, it is not just that more
jobs need to be created, but that more formal sector and productive jobs need
to be created. Data from the 1990s demonstrates that Central America’s
(excluding Belize) average formal employment elasticity of non-
agricultural GDP was 1.2. In other words, in that period formal employment
grew slightly more than 1% for every 1% increase in non-agricultural GDP.
That implies that to make significant reductions in poverty through formal
employment creation the region will require much higher rates of
economic growth (ECLAC, 2003). Therefore, while creating more productive
employment opportunities is a key to improving the region’s poverty

Box 1.4. Characteristics of the poor and informal labourers 
in Mexico

The social characteristics of the poor and typically informal workers

explain in part their difficulties in finding formal labour opportunities. A

study conducted on productive occupation and informality among the poor

in Mexico found that:

● To the extent that competition for jobs in the formal sector favors workers

with more schooling, the lower educational accomplishments of the poor

(represented by a higher % of the 18-65 population without a high school

degree) puts them at a disadvantage and influences their need to get jobs

in informal activities. The impact of schooling differentials are further

demonstrated by the fact that the self-employed (compared to paid

employees and business owners) stand out as the category with the lowest

schooling in both poor and non-poor income groups.

● Self-employment is far more frequent among the poor. And this type of

occupation results in earnings considerably lower in the case of poor

household workers. Furthermore, access to social security for households

is inversely correlated with the proportion of self-employment among

employed members.

● The proportion of self-employed female workers to self-employed male

workers is very high.

Since formal jobs are the sole income alternative for large groups, such as

women that can not devote full-time to productive activities outside of the

home and youngsters and adults with lower schooling, informality will

persist if public policies are not implemented to address these and other

demographic and social characteristics of the population that influence its

participation in informal activities.

Source: Sojo, E. and R. Villarreal (2004).
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situation, other issues must be looked after to help move the process along
and increase productivity and formal labour opportunities. Measures
should be taken to help increase the productivity and human capital of the
informal and low productivity sectors through, say, capacity building
programmes or by improving credit access. To further reduce informal
activity and facilitate the transition of informal businesses into the formal
sector, there is a greater need for support for micro businesses and legal
framework reforms.12

The need for greater job creation is especially important considering that
all of the countries in Mesoamerica are experiencing, to varying degrees, a fall
in dependency ratios. This demographic transition process is being driven by
falling fertility rates in women, falling mortality rates, decreasing birth rates
(although they remain high in rural areas) and increasing life expectancy.
These trends are mostly the result of improved health services and better
control of infectious diseases. The result is a decline in the proportion of the
population in the 0-14 and 65+ dependent groups to the population in the
economically active 15-64 group, or in other words, the region’s dependency
ratio is falling (the 65+ population is growing, but at a slower rate). From 1990
to 2005 the percentage of the population under the age of 15 has fallen from
41.9% to 37.63%, while the percentage of the population aged 15-64 has
increased from 54.2% to 57.91% (ECLAC, 2005a).

The region could capitalise on this potential “demographic bonus”
created by the more favourable dependency ratios through higher savings and
investment levels, as well as potential productivity gains, at the hands of the
growing labour force. Currently though, certain countries are not prepared
to exploit this demographic opportunity. For example, the demographic
transition in Nicaragua, Guatemala and Honduras is creating vulnerable social
conditions. In urban zones particularly, the increase in the economically
active population is quite pronounced but the growing demands for more and
better education services and formal labour opportunities are not being met.
Thus, to properly tap into these potential positive growth factors and to
prevent this surge of new members to the economically active population
from becoming a drag factor on the region’s competitiveness, public policies
across the region will need to promote better education access, social and
health programs, the creation of adequate formal employment opportunities
and formal financial services and intermediaries to help this growing
population generate savings and accumulate assets.

1.3.1.4. Growing economic importance of remittances

The flow of MAR workers to fill jobs in more developed countries,
particularly the USA, and the subsequent financial flow of remittances back to
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their families represents an important source of external financing and a
potentially positive support for regional economic development.

In the MAR, remittances exceed the Official Development Assistance
(ODA) inflows to each country, and in some countries, such as El Salvador,
even approach the level of FDI inflows. In 2003, remittances represented over
8% of Mesoamerica’s regional GDP (excluding the 9 SE Mexican states).
In 2004, Central America received USD 7.87 billion in remittances and all of
Mexico received USD 16.6 billion. The countries where remittances have the
largest impact are Nicaragua (19.7% of GDP), El Salvador (16.2%), Honduras
(13.1%) and Guatemala (9.1%). If migration patterns maintain their current
trends, the importance of remittances will continue to grow. At current growth
rates the projected cumulative remittances to all of Latin American and the
Caribbean for the decade (2001-10) will approach USD 500 billion. One factor
that will continue to improve the remittance market is the declining
transaction costs. Before 2000, the average cost of sending remittances to
Latin America was nearly 15% of the value of the transaction, whereas today
the average cost is down to 7.5% (only 6.91% for Central America and Mexico)
(IADB, 2004a).

The economic impact of remittances can be positive both for the
individual recipient families in the MAR and for the overall economic
development of the countries. While remittances constitute approximately
10% of the immigrants’ household income, for recipients the remittances
range from 50% to 80% of household income. Studies on the uses of
remittances in El Salvador, Guatemala and Nicaragua have shown that
upwards of 85% of received money was used for basic consumption, 6% for
health and education purposes and 3% for home upkeep and furnishings.
Thus, remittances for many families are necessary to cover their basic needs.
In a 2000 study in El Salvador, 15.8% of the households declared that they
received remittances the month prior to the study, and the remittances
represented 43% of household income for all of the families, but upwards of
54% if just looking at families in relative poverty and 62% for families in
extreme poverty.

The large flows of remittances can also create less favourable
macroeconomic effects. Theoretically, an increase in capital flows, such as
remittances, can create both inflationary pressures (increases in incomes
drives up demand and in turn prices of non-tradable goods) and real exchange
rate appreciation (caused by the inflationary pressure) (World Bank, 2003b). All
MAR countries are continuing to face high inflation, and countries such as
El Salvador, Guatemala, Honduras and Nicaragua have also experienced
appreciations of their real exchange rates, which appear to be linked to capital
inflows and remittances. As the inflow of remittances continues to grow in the
region, it will be prudent to carefully monitor their effects on the different
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economies in an effort to achieve the most positive overall impact from these
important economic drivers (Box 1.5).

1.3.1.5. Increasing interregional and intraregional trade

One way in which the MAR has tried to stimulate economic activity and
growth, and will continue to do so, is by increasing trade openness and the
outward orientation of the regions’ economies. Efforts have been made
throughout the region to strengthen existing trade patterns and enter into
new markets, including unilateral liberalisation of trade barriers, removal of
exchange controls, opening up to foreign investment flows and increased
participation in global, regional and bilateral trade agreements. To further
encourage trade flows, trade policies have been coupled with more flexible
foreign exchange arrangements as well as infrastructure improvements and
customs reforms. These efforts are being focused on both interregional and
intraregional trade, through strategies aimed at capitalising on the gains from
globalisation as well as the opportunities provided by regional integration.

At the global level, all MAR countries joined the GATT-WTO by 1995.
Regionally, the Central American Common Market (CACM) has been
strengthened, NAFTA continues to impact the region and DR-CAFTA is nearing
implementation following its ratification by the US Congress in July 2005. At the
bilateral level all countries have pursued negotiations of bilateral or sub-regional
FTAs to expand export markets and attract investment (see Table 1.9). The
multiplicity of agreements may have high administration costs and can lead
to confusion about application as well as information costs. However, the
numerous agreements have opened new trading opportunities and improved
the region’s capacity to participate in regional and global negotiations. Overall,
the agreements are a positive factor so long as they do not generate trade
diversion nor impede efforts for broader global negotiations (World Bank,
2005a). Of great importance to the region is the impact of the soon to be
implemented DR-CAFTA. Chapter 2 details the potential impacts that this
important FTA could have on the region.

Overall trade by the MAR countries has been on the rise since 1990. Only
Belize, Guatemala and Panama have displayed declines in trade openness,
while Mexico, El Salvador and Costa Rica have displayed the largest trade
growth. While the region’s trade volume has been growing, the countries have
continued to display trade deficits; in 2003, Panama was the only country with
a trade surplus. From 1990 to 2003, growth in trade volumes in the entire MAR
was greater for imports (18.97% for the MAR average) in comparison to exports
(7.75%). The growth in imports is largely the result of increasing capital flows
(FDI, aid and public and private indebtedness) which allowed for the financing
of larger trade deficits. Export growth can be explained partly by the surge in
maquila exports (especially textile and apparel) and the development of
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Box 1.5. The impact of remittances on regional development

Remittances, with their implications for national economies and the potential
multiplier effect on GDP, consumption and investment are very important for
the MAR. While remittances can play an important role in building up family
savings or contributing to family investments, there are also examples
of community investments and development projects stemming from
remittances. Many migrants provide financial support to facilitate development
and philanthropic initiatives through Home Town Associations (HTAs), which
donate cash, goods and in-kind services to communities in the countries of
origin. Most of the HTAs that serve the MAR are located in the USA and they have
contributed to small scale social development projects building roads, basic
sanitation infrastructure, health centres and education facilities.

One of the best practices linking remittances with territorial development are
government programmes in El Salvador and Mexico that match dollar for dollar
the money sent by migrants or migrant organisations. The best example is the
Tres por uno programme implemented in Mexico by the Secretariat of Social
Development (SEDESOL). The projects, which are to be initiated by migrants or
organisations of migrants abroad, are designed to promote community
development and improve the quality of life for the citizens of that community.
The projects are financed 25% by the migrants, 25% by the federal government,
25% by the state government and 25% by the corresponding municipal
government. The programme is overseen by the Microrregiones directorate of
SEDESOL and is carried out in all 31 states. In 2003, the Microrregiones office put
forth MXN 101.9 million which was matched with a combined MXN 293 million
from the migrant organisations, state and municipal governments to execute
898 different projects.

To properly ensure that remittances continue to positively assist the
development of the MAR economies, improvements could be made to the
financial mechanisms available to the migrants and the recipients in the origin
countries. Work is being carried out, and more could be done, to build a network
of financial institutions in the MAR, including microfinance organisations,
which can then link up with formal financial institutions in developed countries
to both lower transaction costs and increase the multiplier effect of remittances.
In Mexico, laws, which prohibited financial institutions such as rural credit
unions from receiving remittances, have been changed. A network called La Red
de la Gente is being formed with the goal of bringing together close to
1 000 financial institutions that will be able to receive remittances in rural
Mexico. And in El Salvador, FEDECACES, is working with affiliates to strengthen
their capacity to receive international remittances (the number of transfers
received has grown from 3 000 in 2001 to over 100 000 in 2003).

Source: Based on information provided by SEDESOL (www.sedesol.gob.mx/transparencia/
transparencia_iniciativa_3x1.htm) and IADB (2004a), Sending Money Home: Remittances to Latin
America and the Caribbean.
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non-traditional agricultural exports (especially in Costa Rica, Guatemala and
Honduras). Export growth was diminished by stagnating traditional exports,
such as coffee, bananas and sugar.

While its overall involvement in the global market has increased, it is
also interesting to examine the MAR’s level of intraregional trade flows to see
how the MAR compares to established trading blocs. While the level of
regional integration is not easy to measure, one way to gauge integration is
by examining the level of intraregional trade, as Table 1.10 does for several
major trading blocs. Obviously the number of countries in the trade region
impacts the outcome, but these figures provide a decent comparison of the
level of economic integration in different trading blocs. Although it does not
appear to be as integrated as the EU or NAFTA, the Central American
Common Market does appear to be more integrated than the other Latin
American trading blocs based on their intraregional export figures, while
slightly less integrated based on intraregional import figures. However, if the
remaining countries of the MAR (excluding Mexico) are added to the five
countries of the CACM, then the region appears to be more integrated than
both the MERCOSUR and Andean Pact trading blocs, in terms of both exports
(28.75%) and imports (25.78%).

Table 1.9. Free trade agreements in the MAR

Source: Foreign Trade Information System, www.sice.oas.org.

FTA MAR countries involved Date signed (entry into force)

CARICOM – Costa Rica Belize, Costa Rica 9 March 2004

CARICOM 
– Dominican Republic

Belize 22 August 1998

Costa Rica – Mexico Costa Rica, Mexico 5 April 1994 (1 January 1995)

Canada – Costa Rica Costa Rica 23 April 2001 (1 November 2002)

Mexico – Nicaragua Mexico, Nicaragua August 1992 (1 July 1998)

Mexico – Chile Mexico 1 October 1998 (1 August 1999)

Mexico – Northern Triangle Mexico, Guatemala, Honduras, 
El Salvador

29 June 2000 (March-June 2001)

NAFTA Mexico

Central America – Chile Costa Rica, El Salvador, Honduras, 
Guatemala, Nicaragua

18 October 1999 (Costa Rica-Chile, 15 February 
1992; El Salvador-Chile, 3 June 2002)

Central America – Panama Costa Rica, El Salvador, Honduras, 
Guatemala, Nicaragua, Panama

6 February 2002

Central America 
– Dominican Republic

Costa Rica, El Salvador, Honduras, 
Guatemala, Nicaragua

16 April 1998 (Costa Rica-DR, 7 March 2002; 
El Salvador-DR, 4 October 2001; Guatemala-DR, 
3 October 2001; Honduras-DR, 19 December 
2001)

DR – CAFTA (Central America, 
Dominican Republic, USA)

Costa Rica, El Salvador, Guatemala, 
Honduras, Nicaragua

5 August 2004
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The MAR’s pattern of trade flows shows the prevalence of the USA as the
region’s primary commercial partner but also the growing importance of
intra-MAR trade. Trade figures show that NAFTA (43.8% of all MAR exports
in 2003), and in particular the USA (40.15%), has consistently been the MAR’s
main export market. The regional integration efforts however are having an
impact as the MAR countries themselves now constitute the region’s second
leading export market, as intraregional exports reached 28.75% in 2003. The
third leading trade partner is the OECD countries (excluding the USA and
Mexico) (16.47%). Despite its proximity and the size of its market, Mexico is not
a major export market for the rest of the MAR countries, as it only receives
2.83% of all the region’s exports. However, while Mexico’s exports to the seven
other MAR countries represent a tiny share of its total exports (1.12%), its
dollar value of exports to the region (USD 1.86 billion) is greater than any of
the other MAR countries.

While the enormous US market offers key trading opportunities for the
MAR, it is important that the region also diversifies its trading partners and
promotes non-traditional exports to protect itself from external trade shocks.
The MAR’s trade flows and revenues face the danger of being significantly
reduced anytime that the US economy staggers or traditional export product
prices fall. This was the case with the MAR’s –3.3% growth in exports and
falling tourism revenues in the wake of the terrorist attacks of 11 September
2001 and the US recession of that same year. And on top of that the region’s
2001 export revenues took a hit from falling coffee and other commodity
prices. For example, Mexico, which on average sends close to 90% of its total
exports to the USA, experienced a 4.67% decline in its total exports in 2001 and
a 4.57% decline in its US exports. The intra-MAR market in particular can serve
as an important alternate export market. During the US recession in 2001 the

Table 1.10. Intraregional trade as a share of total trade

Source: UN COMTRADE (2005), http://unstats.un.org/unsd/comtrade/default.aspx.

Intra-zone exports – All commodities Intra-zone imports – All commodities

Value
billion USD

% of total exports
Value

billion USD
% of total imports

2003 1995 2000 2003 2003 1995 2000 2003

EU (15) 1 695.58 55.19 60.86 60.06 1 581.44 54.51 59.31 57.53

NAFTA (3) 651.72 46.03 55.70 56.13 631.93 37.72 39.73 36.81

CACM (5) 3.08 21.37 23.48 27.25 3.04 12.38 14.49 12.83

MERCOSUR (4) 12.72 20.50 20.91 11.99 13.10 18.08 20.03 19.13

Andean Pact (5) 5.03 12.06 9.07 9.22 5.71 12.87 13.82 14.68

MAR, excluding Mexico (7) 3.53 22.57 24.65 28.75 5.86 19.28 22.44 25.78
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share of MAR exports to the USA declined by 12%, while the share of
intraregional exports increased by 24%. So while DR-CAFTA will present
several of the MAR countries with greater access to the US market, it is
important that all of the MAR countries continue to strengthen their
intraregional trade ties.

Table 1.11 demonstrates that the volume of trade flows between the MAR
countries is substantial, and for certain countries the MAR market is more
significant than the US market. El Salvador, Guatemala and Nicaragua are the
leading intraregional exporters, as all three countries export more within the
region than to either the USA or to other OECD countries. On the import side,
again El Salvador is the country that imports more from the region than any
other country.

1.3.2. Territorial disparities and poverty

1.3.2.1. Poverty levels remain high

Resulting in part from the MAR’s limited economic base, large informal
economy and lagging economic development, poverty is a critical problem
throughout the region. Although poverty incidence in Mesoamerica decreased
in the 1990s, to varying degrees in the individual countries, the poverty levels
still remain high and the total number of poor inhabitants is actually higher
today in absolute terms. The 2002 figures show that 49.1% of the population is
living in poverty and 26.6% is living in extreme poverty (see Table 1.12).
According to the 2002 population figures from ECLAC, there were 18.5 million
impoverished inhabitants, including slightly over 10 million that were living in

Table 1.11. MAR countries’ major trading partners

1. Figures for MAR countries do not include Mexico.
2. Figures for OECD countries do not include the USA or Mexico.

Source: UN COMTRADE (2005), http://unstats.un.org/unsd/comtrade/default.aspx.

% of total exports % of total imports

MAR 
countries1 USA Mexico

OECD 
countries2

MAR 
countries1 USA Mexico

OECD 
countries2

Belize 1.40 56.33 1.50 30.62 8.85 46.25 9.66 11.60

Costa Rica 16.09 47.12 2.25 20.32 6.23 49.80 5.13 20.97

El Salvador 63.82 19.42 2.98 7.42 22.68 34.23 7.20 14.54

Guatemala 45.93 30.02 4.06 10.73 17.61 43.82 8.36 16.59

Honduras 14.47 41.85 3.03 21.20 21.27 40.01 6.10 14.44

Mexico 1.12 88.89 – 6.07 0.53 61.93 – 20.99

Nicaragua 37.59 36.50 4.61 16.05 22.60 26.64 8.13 15.47

Panama 11.82 52.03 1.51 25.20 9.06 35.00 3.81 17.16
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extreme poverty (ECLAC, 2005a; Belize Central Statistics Office, 2004). The
poverty incidence figures indicate that significant disparities exist between
territories or sub-national units as well as between rural and urban areas.

Studying the Millennium Development Goals (MDGs) and the progress
that has been made to date highlights the regional gaps that exist in human
development. Goal No. 1 of the MDGs is to eradicate extreme poverty and
hunger. The poverty target is to halve, between 1990 and 2015, the proportion
of people whose income is less than USD 1 PPP per day. Based on 2002 figures
(2001 for El Salvador and Nicaragua), only Costa Rica has a rate under 10%
(8.2%); Belize (10.2%), Mexico (12.6%) and Panama (17.4%) all have rates under
20%; while El Salvador (22.1%), Guatemala (30.9%), Nicaragua (42.4%) and
Honduras (54.5%) all display much higher rates. In terms of achieving the
target, by 2004 only Mexico and Panama had achieved as much or more
progress than had been expected. Costa Rica only needs a five percentage
point reduction from the level recorded in 1990 to meet the target, and is
already 48% of the way there. Meanwhile, for El Salvador, Guatemala,
Honduras and Nicaragua to achieve the target they require reductions on the
order of 15-31 percentage points from their respective 1990 levels, and on
average these four countries progress towards the goal is only 34%. Looking at
the differences in the size of the challenge and the progress made by the
countries, it is clear that the bottom four countries, which have the highest
levels of extreme poverty and the lowest per capita incomes, are precisely

Table 1.12. MAR poverty levels, 20021

1. All calculations were made using 2002 data, except for El Salvador (2001) and Nicaragua (2001).
2. Percentage of population having incomes amounting to less than twice the cost of a basic food

basket. Includes indigent population; definition used for all countries except Mexico.
3. Percentage of population having incomes amounting to less than the cost of a basic food basket;

definition used for all countries except Mexico.
4. National data. As defined by SEDESOL, poverty is the incapacity to achieve capital accumulation,

and extreme poverty is poverty in terms of food and nutrition.

Source: ECLAC (2005a); Belize Central Statistics Office (2004), www.sedesol.gob.mx.

% of population living in poverty2 % of population living in extreme poverty3

Total Urban Rural Total Urban Rural

Belize 33.5 23.7 44.2 10.8 4.8 17.4

Costa Rica 20.3 17.5 24.3 8.2 5.5 12.0

El Salvador 48.9 39.4 62.4 22.1 14.3 33.3

Guatemala 60.2 45.3 68.0 30.9 18.1 37.6

Honduras 77.3 66.7 86.1 54.4 36.5 69.5

Mexico4 50.6 41.5 65.4 20.3 11.4 34.8

Nicaragua 69.4 63.9 77.0 42.4 33.3 55.0

Panama 34.0 25.3 48.5 17.4 8.9 31.5

MAR average 49.3 40.4 59.5 25.8 16.6 36.4
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those that are facing the most difficulties and that, it current trends hold, will
probably not meet the target (ECLAC, 2005b).

1.3.2.2. Regions with continued disparities

Disparities clearly exist among the MAR countries and these often mask
the disparities that exist within countries. 41 of the 58 MAR sub-national units
(excluding Belize and SE Mexico) have poverty levels that exceed 50%. One of
the most evident disparities is found between the central or capital regions
and the rest of the countries’ regions. The lowest poverty levels are found
in the central or capital regions, with the exception of Honduras’ capital
department Francisco Morazán, where 59.9% of the people live in poverty
(compared to an average of 22.6% in the other countries central or capital
regions). 15.6% of Central America’s poor reside in the six central or capital
regions, whereas 26.7% of Central America’s total poor population reside in
just four highly impoverished regions (Guatemala’s southwest and northwest
regions and Nicaragua’s central and pacific regions) (Sauma, 2003).

Border zones are another regional category where disparities are high.
Oftentimes the largest concentrations of poverty are located in these zones
which tend to be classified as rural. The elevated extreme poverty incidence
rates in the border zones set them apart from other regions. This is especially
true in the border zones around the Gulf of Fonseca, along the central part
of the Nicaragua-Honduras border and on parts of Costa Rica’s borders with
both Nicaragua and Panama. In several of these areas regional development
strategies are being implemented to address the common issues related
to poverty reduction, environmental protection and improved political
participation. For example, the Central American Bank for Economic
Integration (CABEI, or BCIE in Spanish) and the European Union have identified
nine border zone micro-regions for their Central American Development
Programme for Frontier Areas, Programas Fronterizos, aimed at improving
cross-border co-ordination (see also Section 3.1.3). In five micro-regions the
goal is to promote integrated development between bordering municipalities,
while in the other four the goal is to promote development and efficient
management of multi-national river basins (CABEI, 2005).

Combining the extreme poverty incidence rates with the relative
distribution of extreme poverty, four demographic poverty areas can be
identified, along with the percentage of Central Americans (excluding Belize)
that live in such areas (Sauma, 2003):

1. Low incidence of poverty and low concentration of poor people: 7.9%.

2. High incidence of poverty and low concentration of poor people: 4.3%.

3. Low incidence of poverty and high concentration of poor people: 36.3%.

4. High incidence of poverty and high concentration of poor people: 51.5%.13
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Thus, there are two troublesome types of regions which demonstrate the
disparities affecting the MAR. The first is the category 4 areas where the
largest concentrations of extremely poor people live. These areas, commonly
inhabited by indigenous populations, are usually extremely marginalised,
highly vulnerable and characterised by limited access to basic public services.
For example, in Panama’s indigenous regions the poverty incidence rates
(94.5%) and extreme poverty incidence rates (89.7%) were the highest in all of
Central America. The category 3 areas, which typically include capitals or
metropolitan areas, are becoming a greater issue as more and more poor rural
inhabitants continue migrating to the urban areas to escape the poor
economic and social conditions in the rural regions, even though they often
end up still living in poverty in the urban areas, as discussed in more detail
below. Yet these category 3 areas are often overlooked because the high
population in these areas results in lower poverty incidence rates which tend
to mask the growing proportions of poor people that inhabit the regions.

1.3.2.3. The rural-urban divide

Mesoamerica’s rural-urban dualism is another example of the disparities
that exist within the different countries. Compared to the rest of Latin
America, poverty in SE Mexico and Central America remains primarily rural.
The urban areas are larger than the rural areas in population terms, but the
incidence of rural to urban poverty remains high in all countries; only Costa
Rica and Panama register relatively lower rural poverty. The share of the rural
sector in total poverty is greater than 50% in all countries, except Mexico
where it is 33% (de Janvry and Sadoulet, 2001). According to 2002 figures from
ECLAC, 58.6% of the rural inhabitants lived in poverty and 36.6% lived in
extreme poverty, compared to 40.3% and 17.3% in the respective urban
categories (ECLAC, 2005a).

The disparities between rural and urban zones are especially intense
when looking at the MAR’s indigenous populations. There are just over
11 million indigenous inhabitants in the MAR (not including El Salvador), or
roughly 17.2% of the total regional population.14 The largest concentration is
found in Guatemala, accounting for nearly half of the country’s population.
SE Mexico, Belize and Panama also have indigenous populations greater than
10%. It is generally recognised that indigenous peoples are among the poorest,
most vulnerable and marginalised segments of society in MAR countries and
that they are typically concentrated in rural areas where they are dedicated to
subsistence agriculture. These groups typically face a lack of access to: land
assets and credit markets (Box 1.6); adequate infrastructure, such as water
and sanitation, transportation and housing; relevant social services, such as
health and education; and employment and satisfactory earnings in the
labour market. The indigenous populations demonstrate a higher incidence of
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both poverty and extreme poverty than the non-indigenous populations. For
example, 76% of Guatemala’s indigenous population in 2000 was poor
(compared to 41.4% of its non-indigenous population) and 26.4% of its
indigenous population was living in extreme poverty (compared to only 7.7%
of its non-indigenous population) (United Nations System in Guatemala,
2002). Similar statistics hold true, to slightly varying degrees, across the rest of
the MAR as well.

Rural-urban disparities are not only found in poverty levels but also in
labour market opportunities. A 2002 study of poverty incidence amongst the

Box 1.6. Lack of land and credit access affect 
the indigenous populations

One of the more serious problems facing the indigenous peoples is their

lack of access to land, proper land titles and credit.

● Guatemala has a particularly unequal distribution of land; 65% of the

cultivatable land is controlled by just 2.1% of the population. A mechanism for

poor peasants to gain access to land was established in 1998 (FONTIERRA).

However, this scheme has not been successful due to corruption, slow

implementation and because most of the land bought is not very productive.

● In Honduras the struggle for land rights and titles has been a constant

battle, especially for the indigenous people in the Moskitia, which bridges

Honduras and Nicaragua and is one of Mesoamerica’s most important

rainforests. The region now faces a fast advancing agricultural frontier, as

well as problems associated with timber being smuggled from protected

areas. Moskitia’s natural resources could generate a sustained income if

exploited in a rational way, which could in turn provide a promising strategy

for the indigenous communities. But for this to happen, the indigenous

peoples would need to be granted legal rights to these lands and a state

established democratic and transparent system for co-management of the

indigenous territories could be set up to oversee the process.

● The lack of suitable land rights creates problems for indigenous farmers

when they try to access credit. A 1999 IADB report notes that the main

obstacle for indigenous peoples’ access to credit is: banks tending to be

suspicious of a) would-be borrowers from rural areas (often perceived to be

illiterate or semi-literate); b) the unfamiliar characteristic of the investments

sought by indigenous applicants for credit; and c) the lack of collective

collateral in the form of titled land. Recently, micro-credit schemes have

been established in many countries; however, the low returns to agriculture

and requirements for land titles persist as barriers to widespread access.

Source: FEIRING (2003).
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employed population in Central America (excluding Belize) showed that 33.2%
of the urban workers were impoverished compared to 53.3% of the rural
workers (ECLAC, 2004). The types of jobs available to impoverished workers
(who are often poorly educated as well) are not the same in urban and rural
zones; the percentage of informal workers is much greater in the rural zones.
In 2002, of the urban population that was living in poverty, 47% were in non-
professional, non-technical salaried private sector jobs and another 35% were
self-employed (either in industry, construction or the service sector). Of the
2002 rural population that was living in poverty, only 28.5% were working
salaried non-professional, non-technical private sector jobs, while roughly 67%
were self-employed workers and 51% of those were in agriculture (ECLAC, 2004).
Rural poverty is particularly difficult to overcome given the lack of diversity in
the rural poors’ labour income, rendering them more vulnerable to shocks. Even
when there are slight trends of rural poverty decline they are often the result of
out-migration to urban areas. However, this does not necessarily translate into
an overall reduction of poverty, because as will be discussed below, in many
cases the rural poor are simply leaving behind the poor rural conditions and
entering into poor urban conditions; they are not getting out of poverty, they are
simply switching from one poverty group (rural) to another (urban).

The poorer social and economic conditions in many rural areas compared
to urban areas are part of the reason for Mesoamerica’s strong rural to urban
migratory trends. The region’s urbanisation trends are high and the
2005 figures indicate that 52.4% of population now lives in urban areas (up
from 49.2% in 1990 and 51.6% in 2000) (ECLAC, 2005a). 2005 data from Central
America (excluding Belize) show that 53.7% of the economically active
population is located in urban areas compared to 46.3% in rural areas.
Rural-urban migration is particularly common among the female population,
as many leave the rural areas in search of domestic work or maquila jobs in the
metropolitan areas.

Urbanisation in the MAR is not typically marked by modernisation and
development. The internal migration to cities (Box 1.7) is more the result of
a lack of income, services and opportunities in the rural areas than a great
offer of employment and improved living conditions in the cities. In their
current state, many metropolitan areas lack the infrastructure and services
to handle the population influx and this creates social vulnerabilities and
deteriorates living standards. The percentage of extremely impoverished
inhabitants is higher in central and metropolitan areas than one might
expect from just looking at the overall poverty incidence rates. So although
the rural-urban disparities still remain high, it is becoming clear that
national and regional poverty reduction strategies must incorporate both
rural and urban dimensions to succeed in lowering Mesoamerica’s poverty
and inequality.
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Box 1.7. The MAR’s general migration trends

While Mesoamerica’s urbanisation trend is relatively strong at the

moment, it is actually just one of the migratory patterns that shape the

region’s demographics. Regional and non-regional migration are both

prevalent in the MAR. In the last decades, as is the case across Latin

America, the region has had negative net international migration. Costa

Rica is the exception since it has recently had positive net migration

(in 2000, 8% of its total population was of foreign origin).

Today, regional and non-regional migration are both driven primarily by

economic motives, although the types of migrants vary depending on their

destination. According to the last census reports there were a total of

506 753 immigrants in Central America and 68.8% of those were citizens of

one Central American country residing in another. Internal migrants in the

MAR are usually of active age (between 10 and 49 years), poorly educated

and in search of improved labour opportunities. A large proportion of the

migrants are males looking for seasonal work in the agricultural sector or

more permanent work in the industrial or services sector, while many

female migrants are looking for permanent maquila jobs or domestic work.

Costa Rica is one of the largest recipients of regional migrants (58.5% of all

Central American immigrants), with a large proportion coming from

Nicaragua, and the average level of education of the immigrants is four

years of schooling or less.

Non-regional international migration also occurs for economic reasons but

the migrants are typically better educated (many have 10 years or more of

schooling) and are in search of tertiary sector employment. With the exception

of Nicaragua (Costa Rica is the number one destination, hosting 69% of

Nicaraguan emigrants), the primary destination of Central American

immigrants is the United States. According to the 2000 US Census, there were

20.6 million Mexicans and 1.7 million Central Americans living in the USA

(SIEMCA puts the number of Central Americans at 2 million and includes

Belize), but it is generally regarded that these figures are underestimated.

According to the International Organisation for Migration, 87.2% of

El Salvador’s emigrants (close to 2 million nationals) and 94.8% of Guatemalan

emigrants reside in the USA.

Due to restrictive migration laws, selective labour market practices

allowing the entrance of non-nationals and the growing need amongst the

economically active population to find improved income and labour

opportunities abroad, the intra- and extra-regional migration in Central

America is characterised by irregular and non-documented migration.
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1.3.3. Trends in inequality

1.3.3.1. Income inequalities

While development disparities exist between regions within MAR
countries, they are also very relevant at the individual level between segments
of the population. Mesoamerica’s per capita household income distribution by
deciles (see Figure 1.7) is indicative of the region’s high inequality. In
Mesoamerica, very high ratios of income accrue to the wealthiest segments of
the population relative to the poorest. The region’s large informal economy
plays a major role in this matter since informal employment is far more
frequent among the poor and the labour earnings associated with these jobs
are significantly lower than formal economy jobs, which are typically held by
non-poor individuals. Whereas the richest decile of the people earned 41.9% of
the total income in 2000, the poorest decile earned only 0.9%. By contrast, in
developed countries the top decile received 29.1% of total income, compared
to 2.5% for the bottom decile (World Bank, 2003a). In Mesoamerica, the average

Box 1.7. The MAR’s general migration trends (cont.)

The MAR-US migratory route presents several important economic

opportunities for the region. A strong set of linkages between MAR emigrants

and their countries of origin are described as the “Four Ts”: remittance transfers,

tourism, air transport and telecommunications. The four Ts represent the many

ways that migrants provide sources of revenue and economic activity to their

home countries. Remittances are the largest source of revenue and are discussed

in greater detail in Section 1.3.1.5. Nationals living abroad often visit their home

countries, expanding the tourism industry and related economic sectors such as

airlines and other forms of transport. In El Salvador, over 40% of the tourists that

enter the country are El Salvadorans coming from the USA or other countries,

and the El Salvadoran airline, Grupo Taca, now flies 21 times a day from the USA

to El Salvador. Additionally, new “nostalgic products” niche export markets have

been created to meet the growing demand for products from immigrants’

countries of origin. Ethnic imports to the USA, including items such as local beer,

rum, cheese and other foodstuffs, have gained attention among producers in the

MAR. For example, exports to the USA of El Salvadoran beer tripled from

USD 1 million to USD 3.3 million between 1999 and 2000. In many cases, home

country producers have also established businesses in the USA to cater to the

migrant community.

Source: Based on information provided by IOM (2005), World Migration 2005: Costs and Benefits of
International Migration and IADB (2004a), Sending Money Home: Remittances to Latin America and the
Caribbean. System of Statistical Information on Central American Migration (SIEMCA in Spanish),
www.siemca.iom.int/.

Box 1.7. The MAR’s general migration trends (cont.)

The MAR-US migratory route presents several important economic

opportunities for the region. A strong set of linkages between MAR emigrants

and their countries of origin are described as the “Four Ts”: remittance transfers,

tourism, air transport and telecommunications. The four Ts represent the many

ways that migrants provide sources of revenue and economic activity to their

home countries. Remittances are the largest source of revenue and are discussed

in greater detail in Section 1.3.1.5. Nationals living abroad often visit their home

countries, expanding the tourism industry and related economic sectors such as

airlines and other forms of transport. In El Salvador, over 40% of the tourists that

enter the country are El Salvadorans coming from the USA or other countries,

and the El Salvadoran airline, Grupo Taca, now flies 21 times a day from the USA

to El Salvador. Additionally, new “nostalgic products” niche export markets have

been created to meet the growing demand for products from immigrants’

countries of origin. Ethnic imports to the USA, including items such as local beer,

rum, cheese and other foodstuffs, have gained attention among producers in the

MAR. For example, exports to the USA of El Salvadoran beer tripled from

USD 1 million to USD 3.3 million between 1999 and 2000. In many cases, home

country producers have also established businesses in the USA to cater to the

migrant community.

Source: Based on information provided by IOM (2005), World Migration 2005: Costs and Benefits of
International Migration and IADB (2004a), Sending Money Home: Remittances to Latin America and the
Caribbean. System of Statistical Information on Central American Migration (SIEMCA in Spanish),
www.siemca.iom.int/.
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ratio of the top to the bottom tenth of the population was 50.6 in 2000. The
countries’ Gini coefficients (Table 1.13) further confirm the existing income
inequality in the region, with Costa Rica, El Salvador and SE Mexico displaying
the lowest levels of income inequality and Nicaragua and Honduras displaying
the highest levels.

Figure 1.7. Distribution of household per capita income, 20001

Share of deciles

1. All data from 2000 except Honduras (1999) and Nicaragua (1998).

Source: World Bank, 2003a.
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Table 1.13. Gini coefficient of income distribution

Source: ECLAC, 2004.

Year Total Urban Rural

Costa Rica 2002 0.488 0.465 0.481

El Salvador 2001 0.525 0.477 0.477

Guatemala 2001 0.543 0.524 0.47

Honduras 2002 0.588 0.533 0.519

Nicaragua 2001 0.579 0.56 0.506

Panama 2002 0.561 0.515 0.515

SE Mexico 2002 0.454 n.a. n.a.
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1.3.3.2. Unequal access to basic services

The large income disparity in Mesoamerica is a very important factor
in the region’s inequality, but at the same time it is just one of the many
dimensions of the region’s high and persistent human development
disparities. Looking at poverty from a service provision standpoint also
highlights the high levels of inequality in Mesoamerica in the fields of:

● Education – based on the attendance of school aged children.

● Health – in terms of access to basic health services.

● Housing – in terms of physical condition and overcrowding.

● Basic potable water and plumbing services.

A 2003 study done by ECLAC to assess the percentage of Mesoamerican
homes with unfulfilled basic necessities (NBI, Necesidades Básicas Insatisfechas)
showed how poor the social infrastructure and basic social service coverage is
in Mesoamerican countries (except in Costa Rica and Panama). Table 1.14
presents the findings of the study. Combining all of the results for CA-6,15

52.3% of the homes had at least one unfulfilled basic need (25% had just one
NBI, 15.5% had two NBIs and 11.7% had three or more NBIs). By countries, only
Costa Rica and Panama did not have over 50% of their homes facing at least
one NBI. By regions, again it is clear that rural areas are lagging behind the
urban areas, as 62.3% of rural homes were facing at least one NBI compared to
just 43.7% of urban homes (Sojo, 2004).

1.3.3.3. Education disparities and their impact on development

Education and access to knowledge is a key determinant of poverty levels
and Mesoamerica’s challenges in providing effective and sufficient education
services are significant. The education level figures for the 15-64 age group
highlights the region’s education difficulties. Based on 2000-02 data, the MAR’s
average adult literacy rate (15+) was 82.2% (WDI Online, 2005; SEP, 2005).
In 2000, 46.8% of this population group had either no education or an
incomplete primary education and only 18.7% had completed primary school
(six years). In total, 79.5% had at best a complete basic education (nine years)
(Sauma, 2003). These figures are often usually worse when only looking at
rural areas, and especially when looking at impoverished youth under the age
of fifteen, because the school drop-out rates are on average much more
elevated within these demographics.

To improve the education figures in the MAR and internationally, Goal
No. 2 of the MDGs set out to ensure universal primary education by 2015.
Using data derived from special tabulations of household surveys and
national-level primary completion data, it is possible to estimate probabilities
for primary schooling completion among the under-15 population in the MAR.
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The projections show that in Mexico, Panama and Costa Rica, at least 95% of
children who are under 5 years of age today will complete their primary
schooling by 2015. However, once again far apart from this top group, the data
shows that between nearly one fifth and one third of the boys and girls in
El Salvador, Guatemala, Honduras and Nicaragua will probably not complete
their primary education. The regional educational differences between the top
and bottom groups are further highlighted when examining the dropout rates
in the MAR. For Mexico, Panama and Costa Rica, on average, according to
2002 figures, 18.53% of the persons aged 15-19 within the lowest income
quintile had not finished their primary education, whereas in El Salvador,
Guatemala, Honduras and Nicaragua the average was 56.15% (ECLAC, 2005b).

Table 1.14. Percentage of homes with unsatisfied needs, by area, circa 2000

Source: Sojo, 2004.

Central 
America

Costa 
Rica

El 
Salvador

Guatemala Honduras Nicaragua Panama

Total homes

Housing

Housing quality 15.0 10.6 11.2 18.1 15.0 22.6 9.5

Overcrowding 34.2 1.4 35.1 52.1 25.7 52.4 14.9

Basic services

Potable water 13.1 3.0 25.1 14.2 7.4 14.8 8.0

Basic plumbing 25.8 2.9 26.3 26.6 28.8 48.3 17.5

Education

7-15 years 15.0 6.7 9.5 21.4 21.2 16.8 5.6

Urban homes

Housing

Housing quality 15.5 8.3 12.3 22.4 10.5 33.2 2.2

Overcrowding 24.1 1.0 23.5 34.8 19.7 47.0 10.3

Basic services

Potable water 9.4 0.8 21.8 8.6 5.3 9.1 3.7

Basic plumbing 30.1 3.4 29.9 33.5 29.5 61.7 19.8

Education

7-15 years 7.6 4.0 4.8 10.7 12.5 10.1 1.9

Rural homes

Housing

Housing quality 14.3 13.9 9.2 14.7 19.1 8.6 19.6

Overcrowding 46.1 2.0 54.3 65.3 31.3 59.6 21.3

Basic services

Potable water 17.4 6.3 30.7 18.5 9.3 22.4 13.9

Basic plumbing 20.7 2.1 20.1 21.3 28.1 30.6 14.3

Education

7-15 years 23.6 10.7 17.2 29.6 29.3 25.7 10.8
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The relationship between low education levels and high poverty levels
creates a vicious circle since better education is an important tool to get out of
poverty, but in impoverished areas the access to education is often limited or
family situations require children to work full time or only attend school
sporadically. Table 1.15 looks at school attendance rates and demonstrates to
what extent the education levels of Mesoamerica’s poor population lag behind
those of the non-poor. In Guatemala and Nicaragua only three out of every five
youth aged seven to fifteen in the bottom 20% income bracket attend school,
and in El Salvador and Honduras the proportion is three out of every four. While
in Costa Rica and Panama, the countries with the region’s lowest poverty rates,
the proportion surpasses four out of every five. At the other end of the income/
consumption spectrum, the attendance rate exceeds 95% for those students in
the top quintile (except Guatemala, 93.1%, and Honduras, 88.6%).

The other half of the vicious circle between education and poverty levels
is demonstrated by the fact that poverty incidence in Mesoamerica falls as the
years of education increase. So if school drop-out rates could be reduced and
average years of schooling could be increased, then positive gains could be
made in fighting inequality. Poverty incidence exceeds 60% for the population
with zero or one year of formal schooling. But for those that complete primary
education (six years) the incidence is below 40% and for those that complete
secondary education (eleven to twelve years) the incidence is slightly over
10%. The incidence approaches zero for those with either some or complete
advanced education. Overall, the poverty incidence falls by four percentage
points for every additional year of schooling up to twelve years (Sauma, 2003).
The link between more schooling and lower poverty incidence is
demonstrated by the greater labour market opportunities and improved
income levels that come with education. An ECLAC study looked at the cost of

Table 1.15. School attendance rates for the population aged 7-15 years
According to income quintiles or per capita family consumption, circa 2000

1. Population quintiles ordered according to income or per capita family consumption (from lowest to
highest). For Nicaragua and Panama they are consumption quintiles and for all the rest they are
income quintiles.

Source: Sauma, 2003.

Quintiles1 Costa Rica 
(2000)

El Salvador 
(1999)

Guatemala 
(1998)

Honduras 
(1999)

Nicaragua 
(1998)

Panama 
(1997)

Total 89.3 84.2 74.1 78.0 79.5 91.8

I quintile 86.9 74.9 62.1 74.2 61.6 80.6

II quintile 87.8 80.9 69.5 72.6 76.0 92.6

III quintile 89.0 85.8 74.1 76.6 82.8 96.9

IV quintile 90.9 92.2 81.4 83.4 89.2 98.3

V quintile 95.5 96.1 93.1 88.6 95.7 97.4
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school drop-out rates by estimating the improved income that could be earned
in the labour market by increasing the completed years of education beyond
primary education. In Costa Rica income levels increased by 31% and 28%,
respectively, for men and women if they completed three more years of school
beyond a primary education. In El Salvador, Guatemala, Honduras and
Nicaragua the income increase was estimated based upon the students
completing four more years of school beyond a primary education, and the
results were 32%, 26%, 37% and 29%, respectively, for the men and 36%, 41%,
44% and 60% for the women.

1.4. Conclusion

Chapter 1 has presented Mesoamerica’s socio-economic framework,
highlighting the region’s numerous shared opportunities and challenges.
Similar development levels, important cross-border relations and shared
economic potential among the MAR countries provide the rationale
for stronger co-ordination within a more “Mesoamerican approach” to the
region’s competitiveness policies and governance.  Currently,  as
Mesoamerican firms and governments work to capitalise on the region’s
privileged geographic location, rich resources and industrial assets, they
continue to be confronted with infrastructure and human capital deficiencies.
Effectively tackling these issues could generate productivity and
competitiveness gains for different sectors, including tourism, agro-industry
and light manufacturing, while also helping to address some of the major
social and economic issues hampering Mesoamerica’s development.

Notes

1. At points in the Review when data is not available for the entire MAR, statistics
will instead be given for specific groupings of countries within the region.
Throughout the Review, SE Mexico will refer to the nine south-southeastern states
of Mexico and Central America, unless specified differently, will refer to Belize,
Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua and Panama.

2. Central American and Mexico national GDP per capita, PPP figures are from
WDI Online (2005). SE Mexico figure is based on data from INEGI and OECD
calculations.

3. Calderón and Servén (2004) state that i) growth is positively affected by the stock
of infrastructure assets, and ii) income inequality declines with higher
infrastructure quantity and quality. Their paper goes on to show that
telecommunications, transport and energy infrastructure produce positive and
significant output contributions; the marginal productivity of these three
infrastructure assets significantly exceeds that of non-infrastructure capital. And
these same three infrastructure groups can positively impact the income, welfare
and human capital of the poor, in turn helping to reduce the region’s income
inequality. They cite several other studies to show the importance of improving
infrastructure levels. Conceptually infrastructure helps poorer individuals and
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underdeveloped areas to get connected to core economic activities, thus allowing
them to access additional productive opportunities (Estache, 2003). Likewise,
“infrastructure development in poorer regions reduces production and
transaction costs” (Gannon and Liu, 1997) “[…] (I)nfrastructure access can raise the
value of the assets of the poor. For example, recent research links the asset value
of poor farm areas […] to the distance of agricultural markets. Improvements in
communication and road services imply capital gains for these poor farmers”
(Jacoby, 2000). And, “Regarding education, a better transportation system and a
safer road network help raise attendance to schools. Electricity also allows more
time for study and the use of computers” (Leipziger et al., 2003).

4. Escribano et al. (2005) used six Latin American countries (Brazil, Ecuador,
El Salvador, Guatemala, Honduras and Nicaragua) for their paper and the variables
used included: electricity – sales loss due to power outages, duration of power
outages; transport services – sales loss due to transport interruptions, duration of
transport interruptions, shipment loss; average time to clear customs.

5. Central American figures come from the World Bank’s World Development
Indicators and the SE Mexico figures come from the Mexican Subsecretary of
Infrastructure, SCT (2005).

6. For a full listing see the UNESCO World Heritage Centre’s World Heritage List, http:/
/whc.unesco.org/en/list.

7. Robles (2000) suggests that low total factor productivity (TFP) growth largely
explains the disappointing performance of the region. Political turmoil and the
adoption of import protection resulted in sluggish productivity growth over 1960-96,
especially when compared to the Asian experience. The best performer, Costa Rica,
registered a modest 0.9 per cent TFP growth over the whole period, while Nicaragua
and Guatemala had negative TFP growth rates, especially during the 1980s.

8. Tariff rates are now at relatively low levels, on an average 15 per cent for consumer
goods, 10 and 15 for intermediate goods and 0 for capital goods. Protection will be
reduced further in the framework of the FTAs that government are signing, in
particular the DR-CAFTA.

9. Moreover, industrial statistics must be taken with certain caution, as the countries
have had difficulties in appropriately recording the massive production of apparel,
both in their national accounts and in the balance of payments.

10. GDP per capita, PPP, calculations are based on data from the World Bank’s WDI
Online database and INEGI.

11. See note 10.

12. SOJO, E. and R. VILLARREAL present the following argument based on analysis
carried out in Mexico. Most jobs in the informal sector are created in very small
economic units. And if informal jobs result in lower incomes and in less protection
for individuals against economic or health risks, there must be clear causes that
explain why individuals occupied in informal activities remain in sub jobs.
Knowledge of non-structured sector economic activities tells that these are
industries where economies of scale are low or insignificant. Therefore,
competition in the corresponding product markets does not induce concentration
of total supply in a rather small number of production units. Rather, total output
in these industries is produced by large numbers of small-sized businesses: a
myriad of small productive units that are market-efficient and survive in a
monopolistic-competitive environment. This setting motivates a widespread
inobservance of applicable legislation (in matters such as labour, social security,
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taxes, etc.), for two reasons. From the outside of businesses, it is practically
impossible for enforcement authorities to supervise that laws and regulations are
effectively observed in millions of economic units (many of which do not operate
in fixed locations). And, at the same time, from the inside, workers in these firms
do not find it convenient to form very little unions to obligate the strict observance
of those laws and regulations that benefit them. To the extent that compliance
with those ordinances is costly, they are not put into practice by the vast majority
of small units of production. So, “informality is observed … [I]t is natural that less
informality is associated with industries in which some scale economies work out,
and where more capital and better educated workers are employed, and also
where full-time is fundamental to efficiently perform optimised production
procedures. Looking at these elements together, they appear as conditioning
factors for formality and their absence is likely to generate informality.”

13. Measurement note: Poverty incidence: Low < 30%, High ≥ 30% Concentration of
poor people: Low < 1%, High ≥ 1%.

14. This calculation is a rough estimate using a combination of sources and years.
Belize data is for 2002 and it comes from the Belize CSO; Costa Rica, Guatemala,
Honduras, Nicaragua and Panama’s figures are from the UNDP Segundo Informe
sobre Desarrollo Humano para Centroamérica y Panamá, 2003, and all the data is
from 2000 except for Honduras which is from 2001; the SE Mexico data is
from 2000 and comes from INEGI. The rough regional percentage was calculated
using the 2000 MAR total regional population figure.

15. CA-6 represents Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua and
Panama.
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2. IMPROVING COMPETITIVENESS AND SOCIAL COHESION
Introduction

This chapter seeks to highlight the opportunities for Mesoamerica to
improve its international competitiveness. Competitiveness has become part
of the explicit agenda for policy makers in the region, in many cases through
a national co-ordination body or “competitiveness council”, and a range of
policy measures have been introduced that aim to improve the general
business environment or support specific sectors. However, firms in the region
continue to face a number of obstacles that inhibit growth and that reduce the
incentives for investment. Some of these obstacles are regional in nature,
adhesion to trade agreements for example; others are more general (or
horizontal) and relate to the level of development of the countries of the
region, such as skills and educational attainment; while others are more
specific to local contexts and, in general, appear responsive to more local
solutions than those currently in place.

The chapter is divided into four parts. Part 2.1 discusses progress in
regional (MAR) co-ordination and integration, highlighting the significance that
this process has on creating opportunities for firms to integrate into regional
and global markets. This section then assesses the different competitiveness
policies in the region and underlines the common priorities that have emerged.
Part 2.2  identifies the cross-cutting (horizontal) determinants of
competitiveness that are applicable to all countries and industries. These levers
to increase competitiveness include human capital development, technology
upgrading and networking across the region’s major cities for greater
specialisation. Part 2.3 assesses how Mesoamerica could better capitalise on its
economic potential, based on the region’s factor endowments, in four major
industries: tourism, agro-industry, light manufacturing and assembly (textile
and other products), and logistics. This section also includes a discussion on
how the cluster framework could be further exploited to improve the
effectiveness of firms in these and other sectors. Part 2.4 explores important
strategies for linking the poverty reduction and competitiveness agendas to
enhance the effectiveness of both strategies.
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 200682
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2.1. The emergence of the competitiveness agenda 
in the MAR region

2.1.1. Regional integration efforts: setting the stage

2.1.1.1. MAR integration: benefits and current status

Dating back to the 1960s with the Central American Common Market
(CACM), countries in the region have recognised the importance of some form
of regional integration for economic development. Cross-border regions, such
as the MAR, typically suffer from handicaps that make the challenge of
increasing competitiveness greater than in a single country context. The
borders result in a significant rupture of the optimal delimitation of the
various economic areas that the MAR contains. Integration can therefore
make a valuable contribution to economic growth through a wide range of
mechanisms, mainly related to increased opportunities for trade and factor
mobility. The principal advantages with respect to the MAR region include:

1. Expansion of markets. Small economies, almost by definition, tend to have
a narrow productive base. Integration is a vehicle to expand markets
whereby the Mesoamerican economies could specialise and reach
economies of scale through this interrelation with other countries.

2. Movement of the factors of production – labour and capital – at the
intra-regional level. In integrated regions, successful businesses in one
country position themselves with relative ease in neighbouring countries,
and labour can also flow with ease. This would be particularly the case for
the MAR thanks to the geographical proximity of the countries and
common business language, with the exception of Belize. Among other
benefits relevant to the MAR, this mobility makes it possible to better
confront external and internal shocks.

3. Attraction of FDI. Small economies can attract investment for specific
niches in natural resources, tourism or export activities. Investors in more
general industries and services will always prefer integrated markets, not
only to guarantee wider consumption but also to facilitate the acquisition of
raw materials and intermediate inputs. This is true for foreign investors
from other MAR countries as well as investors from outside the region.
Moreover, the Mesoamerican countries, with the exception of Mexico could
better attract foreign investors if they are conceived as a region and not as
isolated entities.

Today, MAR countries already experience considerable movement of
goods, labour and capital among themselves. Intra-regional trade for MAR
countries, excluding Mexico, reached 28.75% of total trade in 2003 (see
Chapter 1). Intra-regional investment is thought to have reached significant
levels. The more important business groups no longer limit their investments
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to one country but are also investing in neighbouring countries. These
regional sources of capital should not be underestimated. Labour mobility is
also considered high, although there are no exact figures on the migrant
populations. The two predominant migration patterns are to Guatemala
(Salvadorans, Nicaraguans and Hondurans) and Costa Rica (Nicaraguans).
There is also notable migration from Nicaragua to El Salvador.

There are several initiatives with different country groupings that positively
support efforts for integration, for trade and beyond. These integration initiatives
show a profile that is very different from the integration that started almost
50 years ago with the CACM for trade among five Central American countries
(Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua). MAR countries
now pursue open regionalism, seeking to develop relations with neighbours to
better tap into the world economy instead of trying to protect regional production
behind tariff and non-tariff barriers. Co-operation in regional infrastructure,
especially for highways and electric inter-connection, is occurring under the
auspices of the Puebla Panama Plan. This portfolio of mega-projects should
contribute to increased competitiveness of the entire Mesoamerican region, from
southeast Mexico through Panama. Mexico’s “South-Southeast Plan” to develop
the nine lagging southeastern states, including the “March to the South” program
to promote job creation through investments in firms, should also support wider
regional efforts. Regional co-operation is also expanding to areas of security in the
combat of crime.

2.1.1.2. DR-CAFTA: opportunities to further the integration agenda

The soon-to-be implemented DR-CAFTA, the principal FTA for the region
negotiated thus far, offers the traditional benefits of a trading block along with
numerous measures to promote greater economic stability and integration for
several MAR countries (Costa Rica, El Salvador, Guatemala, Honduras and
Nicaragua).1

This agreement with the USA, the leading trading partner of the MAR
countries, allows the region to better capitalise on its comparative advantages.
Because the DR-CAFTA “locks in” a number of macroeconomic policies,
investors will have greater certainty about the investment climate above and
beyond the economic growth resulting from increased trade flows. There will
be sectors that could be harmed by the agreement, but the dynamic sectors
will certainly progress. It is estimated that the FTA will generate a positive
impact on investment and trade and consequently on employment and
economic growth. Table 2.1 shows estimates made by SG-SICA and ECLAC on
the possible impact that DR-CAFTA would have for the Central American
countries. In all scenarios, the result is positive, although moderate.
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In the context of DR-CAFTA, there are a host of complementary reforms
that, although not prescribed in the agreement directly, are thought to be
necessary to allow the region to further optimise the benefits while reducing
the prejudices of the agreement. In addition to DR-CAFTA commitments, a
number of reforms have been suggested to improve 1) legal frameworks;
2) institutional reforms; 3) reforms for competitiveness; 4) reforms to
support productive sectors; and 5) reforms connected to but not required by
DR-CAFTA (Acuña-Alfaro et al., 2004). Additionally, the overlapping areas
within the legal frameworks between DR-CAFTA and the CACM should be
addressed, such as procedures for the resolution of disputes and the rules of
origin. Studies have outlined on a country-by-country basis the nature of the
most useful complementary reforms in several areas, notably trade
facilitation infrastructure and institutions, institutional and regulatory
reform that helps firms and workers benefit from opportunities resulting
from DR-CAFTA, and innovation and education policies (World Bank, 2005a).
Such a comprehensive agenda could also assuage fears of the civil society
actors who opposed the agreement.

Lessons learned from other integration schemes worldwide show that the
impact on growth is by no means guaranteed. A look at the principal integration
agreements since the 1960s reveals that most have not contributed appreciably
to improving trade or other factors contributing to competitiveness.2 The EU
and NAFTA are often cited as the successful integration initiatives. In the EU
and NAFTA zone, intra-regional trade has increased. Analyses of FDI growth in
Mexico after NAFTA reveal that the agreement was an important driver
(Lederman, Mahoney and Servén, 2003). However, the economic growth and
increased competitiveness for these two schemes did have a cost, increasing
regional disparity. NAFTA spurred tremendous growth on the Mexican border
with the USA, but this growth was not matched in other regions. Studies have
shown that although NAFTA has the positive benefit of reducing poverty overall

Table 2.1. Estimated impact of DR-CAFTA on trade, GDP and employment

Source: SG SICA and ECLAC (2004).

Scenario 1 
(most optimistic)

Scenario 2 Scenario 3 Scenario 4 
(most pessimistic)

Total impact

Trade 24% 9.7%

GDP 7.0% 5.7% 2.8% 2.3%

Employment 360 000 306 000 150 000 120 000

Annual impact (for the first 6 years)

GDP 1.1% 0.9% 0.5% 0.4%

Unemployment rate –0.4% –0.3% –0.2% –0.1%
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by approximately 3%, inequality grew between urban and rural populations,
between the north and south of Mexico, and between skilled and unskilled
workers (Nicita, 2004). The EU uses a Cohesion Fund to address the regional
disparities exacerbated by its integration process. Although initially used as
simply a mechanism for redistribution, the EU now makes more strategic use of
the Fund to promote the competitiveness of lagging regions based on their local
assets. The idea of such a regional fund is discussed further in Chapter 3.

DR-CAFTA therefore sets the stage for an improved business
environment that should strengthen many factors positively related to
competitiveness. The agreement promotes MAR integration for the expected
benefits of an expansion of markets, movement of factors of production and
the attraction of FDI. Although not all MAR countries are party to the
agreement, the greater integration and harmonisation among those five MAR
countries involved will have positive spillovers for the region as a whole. There
is strong momentum from DR-CAFTA to address complementary reforms that
improve the business environment. Hopefully regional competitiveness
policies will capitalise on this momentum.

2.1.2. Competitiveness policies: the business climate and growth 
sectors

Policy makers in OECD member and non-member countries increasingly
promote the importance of competitiveness for their countries. The
prominence of competitiveness policies reflects their widespread use for
generating growth. The definitions of the term competitiveness originating
from governmental and non-governmental sources tend to differ in terms of
emphasis but share some fundamental elements and assumptions. First,
improving competitiveness at the micro or firm level is a means by which to
improve macroeconomic performance and regional performance. Second,
benefits from improved firm competitiveness can be translated into better
living standards. Spillover effects may transfer benefits from growth in one
area to another with which it is geographically linked or with which it has
close economic ties. Third, competition takes place in, and is tested by, open
(international) market conditions where trade is based on differences in each
regions’ relative productivity in those sectors. Finally, places compete with
each other, often on an international scale, in the same way that firms do for
market share.3 As such, the notion of competitiveness has gained ground as a
focus for policy in less developed as well as in OECD countries.

Strategies to address competitiveness in developing and transition
economies, in the MAR as elsewhere, therefore tend to focus on either
business climate issues or growth sectors. Measures to improve the business
climate, or more broadly the business environment, are intended to have an
indirect impact on business performance. This may include issues related to
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general macroeconomic policies, trade polices, regulatory and legal
frameworks, infrastructure, etc. The second group of policies is designed to
support firms specifically, with an increasing emphasis on targeting growth
sectors and/or regional clusters with a comparative advantage. The
comparative advantages are identified, the production chain is evaluated and
reforms are recommended to improve efficiency and address weaknesses.

2.1.3. MAR competitiveness performance and strategies

On international indicators of competitiveness, which tend to focus on
business climate measures, most MAR countries score poorly. For example, in
a recent evaluation by the World Economic Forum (WEF), with the exception of
Costa Rica, none of the countries are ranked in the first half of total countries
considered (see Table 2.2). The Mexican Institute for Competitiveness (IMCO)
has also developed a global competitiveness ranking. Their results suggest
that the MAR average ranking is approximately two-thirds that of the average
for OECD countries (see Figure 2.1). According to this analysis, there are four
factors (out of ten in the index) that appear to have the greatest potential
impact on future competitiveness gains given an increase in their index value:
governance, international relations, political systems and society.4

To address this persistent problem of poor international competitiveness,
a major study on competitiveness at the Mesoamerican level has led to
numerous national competitiveness initiatives and, among other things, has
increased interest in targeting growth sectors and cluster development more

Table 2.2. Competitiveness rankings 
(Business, Growth, and ICT Infrastructure), 2004

Note: The business competitive index evaluates two business environment factors: 1) the
sophistication of operating practices and strategies of companies and 2) the quality of the
microeconomic business environment. The growth competitive index is a composite of three pillars:
1) a macroeconomic environment index, 2) a public institutions index and 3) a technology index. For
countries that are “non-core” economies that can benefit from existing technologies for growth, the
index gives greater weight to the first two pillars. The networked readiness index measures three
parameters in information and communication technology (ICT): 1) the general macroeconomic and
regulatory environment for ICT, 2) the readiness of the three key stakeholders – individuals, businesses
and governments – to use and benefit from ICT, and 3) their current usage of ICT.

Source: WEF (2004).

Business 
competitiveness Index

Growth 
competitiveness index

Networked 
readiness index

Costa Rica 48/103 50/104 61/104

El Salvador 65/103 53/104 70/104

Guatemala 86/103 80/104 88/104

Honduras 97/103 97/104 97/104

Mexico 55/103 48/104 60/104

Nicaragua 100/103 95/104 103/104

Panama 60/103 58/104 69/104
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generally. The “Agenda for Competitiveness and Sustainable Development
in Central America Towards the 21st Century” was developed in 1999 by
the Central American Institute of Business Administration (INCAE), in
co-operation with the Harvard Institute for International Development
(HIID). The agenda proposed by INCAE, which was influenced by the work
of Michael Porter, suggested a number of market reforms in the region and
a reorientation of industrial policy towards regional clusters. Following the
INCAE initiative, and with strong support from national governments and
international organisations (the World Bank, IADB and USAID), institutions
responsible for promoting competitiveness were created in several
countries in addition to a region-wide body. These various institutions have
become the principal promoters of competitiveness strategies with a focus
on growth sectors for export promotion in addition to business climate
issues. Table 2.3 lists the objectives of these institutions or public/private
partnerships. Note that Costa Rica, the country that in the previous table
scored best according to the WEF, and Belize are the two countries that do
not have a comprehensive national institution.

Figure 2.1. Composite competitiveness index, 2005

1. OECD ranking calculated using data from: Australia, Austria, Belgium, Canada, Czech Republic,
Denmark, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Japan, Korea, Mexico,
Netherlands, Norway, Poland, Portugal, Spain, Sweden, Switzerland, United Kingdom, United
States and Turkey.

2. Mesoamerican ranking calculated using data from: Belize, Costa Rica, El Salvador, Guatemala,
Honduras, Nicaragua, Panama and the nine states of SE Mexico.

Source: IMCO (2005) based on earlier data, typically from 2002, with additional OECD calculations.
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2. IMPROVING COMPETITIVENESS AND SOCIAL COHESION
Table 2.3. Competitiveness programs in the MAR

Country/Institution Objectives

El Salvador 
Directorate for the Development of Export 
Competitiveness
www.dceminec.gob.sv

● Gather and analyse market intelligence
● Design strategies for the public and private sector to competitively 

develop the country’s export activity

Guatemala
National Competitiveness Program
www.pronacom.org

● Develop actions and policies to improve conditions for investment
● Support the formation of productive and service clusters; follow 

up for strengthening and development
● Support the development of local competitiveness agendas, at the 

municipal or regional level, to encourage sustainable development

Honduras
National Competitiveness Commission
www.hondurascompite.com

● Promote exports
● Improve business climate
● Support innovation and technology
● Develop labour force skills
● Promote local competitiveness

Mexico
Mexican Institute for Competitiveness
www.imco.org.mx

● Identify trends and anticipate competitiveness challenges
● Diagnose how these challenges affect the performance 

of the economy and the principal economic sectors
● Develop proposals for practical and high impact solutions to 

competitiveness problems to better capitalise on endogenous 
competitive capacity

● Promote successful proposals in the country’s ideas markets

Nicaragua
Presidential Competitiveness Commission
www.competitividad.org.ni

● Improve the business climate
● Facilitate private investment
● Adapt public policies and business conditions
● Improve the operation of institutions that facilitate competitiveness
● Simplify the enforcement of regulations
● Create clusters
● Monitor competitiveness indicators

Panama
Program for the Encouragement 
of Competitiveness
www.compitepanama.com

● Diagnose barriers to competitiveness
● Develop jointly national competitiveness strategy 

and its implementation
● Promote economic clusters
● Select sector and sub sector strategies to strengthen cluster firms
● Monitor competitiveness indicators

Mesoamerica
Mesoamerican Council 
for Competitiveness
www.mesoamericacompite.org

● Create a permanent forum as part of a regional body in the Pueblo 
Panama Plan for consultation and discussion between the public 
and private sectors

● Offer guidance to establish competitiveness priorities
● Follow up on commitments adopted by members
● Incorporate competitiveness throughout projects of the different 

initiatives of the PPP, seeking to improve the business climate 
and increase productivity to attract further investment that generates 
employment

● Following presidential mandate, the first meeting of the Council 
was held in Guatemala on May 4, 2004
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2.1.4. Common competitiveness challenges and priorities

Although the precise situation of each country in the key policy areas
addressed by these strategies varies, recent evaluations across the region
suggest that competitiveness strategies face generally similar challenges. Key
lessons from a recent evaluation of one country reveal many of the business
environment gaps endemic to all countries with varying degrees of severity.
These problems inhibit growth in all industry sectors.5

● Human capital development is needed to address the low educational base
as well as the supply and coherence of training by public institutions.
Systemic improvements could provide governments a higher return on
education and training spending, as discussed below in Section 2.2.

● Infrastructure problems include low road density, limited access that is acute
in rural areas and port inefficiencies in addition to high electricity costs and
weak telecommunications infrastructure in rural areas. Co-ordination on the
missing links in infrastructure that links urban to rural and country to
country is an important goal for the region. The importance of infrastructure
for numerous aspects of economic development was described in Chapter 1.

● Problematic areas in governance typically concern the effectiveness of legal
and regulatory frameworks that limit firm growth. Ideas for improving
governance structures, at the national and regional level, are explored in
great detail in Chapter 3.

● Financing barriers include high borrowing costs and insufficient long-term
credit. These barriers are especially important for small and medium-sized
enterprises and firms in rural areas. While their importance should not be
underestimated, an analysis of regional financing issues, financing for large
firms as well as microfinance, is beyond the scope of this report.

● Customs delays and logistics costs are another major impediment to
competitiveness, especially with the imminent implementation of
DR-CAFTA. Logistics costs are high given the important transport and
storage costs associated with transport deficits. Reducing customs delays
will require both improvements in governance to concretise the customs
union as well as greater co-ordination and investment for appropriate
customs technology systems. The development of a logistics industry, as
discussed in Section 2.3, would serve the dual role of creating economic
growth as a sector and reducing logistics costs for all industries.

● Finally, the region does not sufficiently promote quality and innovation, the
result of which is low levels of technology investments, patent innovations
and quality certifications such as ISO. Improved technology policy, greater
coordination among technology institutions and greater linkages between
foreign and domestic or large and small firms could help address these gaps.
The importance of these technology upgrades are explored in Section 2.2.
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Several of the problems with the business environment are regulated
through national policies that do not differentiate among local regions,
(i.e., that are based on legislative or regulatory frameworks that are
space-neutral). For example, the framework for Intellectual Property Rights
(IPR) affects incentives to undertake research and product development. In the
case of the MAR, this may even be a fruitful area for the MAR countries to
harmonise on a supranational level. Many of the reforms that support the
business climate depend on political will in the country to elaborate, enact
and enforce legislation. At the same time, the success of policy initiatives also
depends to some extent on progress in neighbouring countries and in the
region more generally. Macroeconomic instability or adverse changes in the
investment climate in one country will often have negative consequences for
neighbouring states. Investors are deterred by regional instability given
perceived risks such as an economic shock nearby reverberating in the
country of investment, uncontrolled regional migration or even conflict.

At the same time, variations in conditions for firms across the region are
often a function of more localised problems in the business environment.
These localised variations do not appear to have been adequately addressed in
the current competitiveness agenda. Local level policies could serve to exploit
local resources for competitive advantage or serve to address barriers to
competitiveness. Identifying and managing local resources requires
co-ordination across a range of local stakeholders and has important
implications for success or failure in economic development and
environmental protection. Impediments that could be addressed at the
sub-national level are place-specific factors that act indirectly to either
encourage or inhibit business activity. In general, most initiatives concern the
tangible factors that increase or decrease production costs – infrastructure
(transportation, electricity, communications), local tax regimes, and so on.
Other public policy initiatives influence the ability of firms to hire healthy and
educated workers in a socially stable environment. These local conditions are
highly variable, especially with a marked urban-rural gap.

Policy coherence on a supranational, national and local level to
address these common barriers will require co-ordination and capacity
building. Transportation is a clear example where action is needed on all
levels and the greatest benefits accrue if these multiple initiatives are
co-ordinated, but there are many others. National governments will remain
the primary initiator of competitiveness policies in the short term for
many reasons. However, this role goes beyond national level policies.
Supranational initiatives will not occur without the clear support of
national governments. Given decentralisation trends and the variation in
local business conditions, MAR local governments will play an increasing
role in providing an appropriate environment for firm development. The
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importance of capacity building for these local entities to perform such
tasks is discussed in Chapter 3.

2.2. Crucial cross-sectoral determinants of competitiveness

2.2.1. Building human capital

One of the primary constraints to improved competitiveness is limited
human capital. Sustained productivity growth and improved well being depend
on human capital investment (OECD, 2000b; OECD, 2001). Furthermore, low
education levels of the workforce appear to be a hindrance to further investment
in human capital formation by firms and workers (Minowa, 2000). Human capital
is broadly defined as “the knowledge, skills, competencies and attributes
embodied in individuals that facilitate the creation of personal, social and
economic well-being” (OECD, 2001). Skills – developed through formal and
informal education (e.g. learning within family) as well as training – are decisive
for employment prospects and earnings levels in both developed and developing
countries. Therefore, policies encouraging wide participation in education and
training are an important component of an overall strategy to achieve broadly-
based prosperity (OECD, 2000b). Thus, it is important to look at the various
sources of human capital formation and at the constraints to further investment.

During the last decade, MAR countries have embarked on far reaching
reforms to improve the quality of their education systems. Public spending on
education, as a share of GDP and on a per capita basis, has increased for most
countries in the region. The pupil/teacher ratio has declined for all countries with
data between 1999 and 2003 (ECLAC, 2005d); however, per pupil spending in
primary school has declined in some countries.6 In 2003, three out of eight
countries invested over 5% of their GDP in education. This is only somewhat
lower than the 2002 country mean for OECD countries at 5.75%. With few
exceptions, education has received an increasing share of public budgets (see
Table 2.4).

2.2.1.1. Primary and secondary schooling: reforms to increase access 
and completion

Despite greater resources and commitment to reform, the education
systems in the region continue to suffer from gaps in access and quality.
Fortunately, enrolment rates for primary education have improved considerably
over the last decade and are moving towards universal coverage despite the high
demographic growth. Access to secondary education remains a major problem.
The analysis of “attainment profiles” suggests that low years of schooling are not
related to a lack of access to school, but rather to failure of children – especially
from disadvantaged families – who have enrolled in the first grade but fail to
persist (Hausmann, 2004).7 For instance, in Guatemala, 86% of children complete
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at least grade one, but only 52% complete grade six and only 24% complete grade
nine. Drop-out and lack of access is particularly acute in rural areas. Available
indicators suggest that learning levels are alarmingly far from the average in
OECD countries.8 The results of tests that measure achievement levels in
language and in mathematics in Costa Rica, Honduras and Mexico illustrate that
most students have only a fragmentary understanding of the texts that they read
and do not assimilate mathematical knowledge (LLECE, 2001). These results seem
to be strongly associated with a student’s social and economic conditions, as the
performance of children living in urban/rural areas diverges considerably. There
are marked differences in achievements according to the quintile of the income
distribution they belong to.9

In its most recent evaluation in 2003, the Program for the Promotion of
Educational Reform in Latin America and the Caribbean (PREAL)10 reviewed the
progress reached in recent years in terms of educational achievements, equity,
resources and assessment (Table 2.5). Some of the success stories in the region
illustrate that decentralisation of education to the community level has increased
primary school access in hard-to-serve areas as well as improved educational
efficiency. The report concludes that, despite some successful experiences
(see Box 2.1) and trends toward improvement, the efforts made have been
insufficient. The region is falling behind with respect to other countries.

Profound and sustainable educational reforms are urgently needed. The
PREAL (2000) identifies the following four principal challenges that require
systemic reform to address:

● Education is managed by centralised, bureaucratic and frequently politicised
government institutions that absorb significant resources and often slow down
much needed innovation and reform.

Table 2.4. Spending in education

Source: UNESCO – ECLAC database.

Spending in education 
as a percentage of government budget

Public education spending 
as a percentage of GDP

1990 2003 1999/2000 2002/2003

Belize 18.5 18.1 5.4 5.2

Costa Rica 20.8 22.4 n.a. 5.1

El Salvador 16.6 20.0 2.3 2.9

Guatemala 11.8 11.4 n.a. n.a.

Honduras n.a. n.a. 4.0 n.a.

Mexico 12.8 24.3 4.2 5.3

Nicaragua 9.7 15.0 2.9 3.1

Panama 20.9 7.7 5.0 4.5
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● Investment in education is inadequate and unequal. While this is due in part
to widespread poverty, it also reflects a lack of sufficient national commitment.
The result is inefficient management and low coverage for indigenous
populations and the rural poor.

● The teaching profession has deteriorated, in part because of wage schemes
that fail to take performance into account.

● Educational standards have not been put into place and assessment systems
have not been consolidated, thus limiting efforts to assess quality,
performance and the real impact of policies.

Table 2.5. Report card on education: 
Central America and the Dominican Republic, 2003

Grading: A = Excellent; B = Good; C = Average; D = Poor; F = Failing.
Improving = ⇑ ; No change = ⇔; Declining = ⇓.

Source: PREAL (2003).

Subject Grade Progress Comments

Test scores D ⇔ Scores on national achievement tests are highly unsatisfactory. 
Most countries do not take part in international tests 
and therefore lack the tools needed to measure learning 
in a global context

Educational levels B ⇑ While primary school coverage has increased, access to 
preschool and secondary education remains very limited

Equity F ⇔ Poor, rural and indigenous children have serious disadvantages 
in access to and quality of education

Decentralisation B ⇑ Partial efforts have been made to transfer responsibilities to 
schools, but most schools, as well as the education system as a 
whole, are still run by inefficient and centralised administrations

Investment in 
primary and 
secondary 
education

C ⇑ Spending on education increased in the 1990s but investment 
per pupil remains very low, inequitable, and poorly administered

Teaching 
profession

D ⇔ Despite important efforts to train teachers, their performance 
has not improved. This stems largely from a lack of incentives 
and the absence of proper accountability mechanisms. Efforts 
to change wage policies have faced strong resistance

Standards C ⇑ There are incipient efforts to develop educational standards, 
but these have not been widely disseminated, and have 
yet to be aligned with study programs, teacher training, 
educational materials or assessment systems

Assessment C ⇑ In some countries assessment systems are becoming more 
robust, but efforts in this field are not systematic. The available 
information from tests is not always of a high quality 
and is not always used to make improvements
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Box 2.1. Successful experiences in education

In several cases, greater participation of local actors in the provision of

education has led to improved access and equity. Transferring school

administration to the community, especially to parents, is one of the most

important accomplishments of the 1990s in Central America. These

programs have allowed countries to increase rural coverage, especially at the

preschool and elementary levels.

El Salvador: Education with Community Participation (EDUCO). Begun

in 1991 with the support of several large donors, EDUCO schools are

administered by rural parent associations (ACE) that receive government

funding for teacher salaries and school operation. Even prior to the program,

during the political conflict, rural communities had already taken the initiative

to organise their own schools. By 2003, the program had grown to over

2 000 ACEs with 7 000 teachers in 362 000 schools. The gap between rural and

urban school attendance was reduced thanks in large part to EDUCO. The

program gained in efficiency by reducing school opening time from three years

to three months, ensuring that procured supplies reach the schools more quickly

and decreasing teacher absenteeism. The program increased effectiveness

through active community participation and increased attendance.

Guatemala: National Autonomy Program for Educational Development

(PRONADE). This program is a government initiative designed to improve

access to education for the one third of Guatemalan children not attending

primary school and now serves over 4 000 communities and 445 000 children.

Started in 1993, it seeks to increase coverage and improve the quality of

education in rural areas during the first three years of primary school.

PRONADE schools are located in poor rural areas, and 80% of those enrolled

are from predominantly indigenous communities. It also works to encourage

decentralised, participatory administration of schools to more efficiently use

resources. This program made a strong contribution to the country’s increase

in primary net enrolment from 72% to 89% between 1996 and 2003. The

implementation structure is as follows:

● PRONADE Implementation Unit spearheads the program through strategic

planning, financial management and monitoring and evaluation. The unit

works with other Education Department Directorates for educational policy

and assessments as well as the Social Investment Funds for financing.

● COEDUCA (Educational Autonomy Committees) are the local legal entities

created to administer the program. Members are elected locally, with at least

two literate members per committee. They hire teachers, manage the school,

maintain accounting records and set the schedule. Funds are given with few

restrictions thus encouraging and promoting autonomy among communities.
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2.2.1.2. Higher education: harmonisation and accreditation to improve 
quality and supply

With a low rate of tertiary education, MAR countries need new strategies to
increase access and quality. These rates are considerably lower than OECD
country rates (see Figure 2.2). As common to developing countries, MAR countries
face challenges of low enrolment, under-investment, low relevance, low quality
and low equity. (Holm-Nielsen et al., 2003; World Bank, 2003b). The low level of
tertiary education in turn inhibits the ability of MAR countries to adopt and
generate technology. In addition to greater absolute spending, there are several
strategies countries could implement at a national and supranational level to
either capitalise on existing spending or attract additional funding. Such
strategies include harmonisation of degree programs across the region both to
facilitate labour mobility and university networking. Accreditation mechanisms
would provide information on quality such that private suppliers are recognised
in the market and have an incentive to improve. These changes would
nevertheless need to be accompanied by efforts to facilitate student financing of
higher education. The links between firms and universities are discussed later in
Section 2.2.

Harmonisation of college degree programs could facilitate labour mobility
within the region and university specialisation. Unfortunately, education does

Box 2.1. Successful experiences in education (cont.)

● ISE (Educational Services Institutions) are non-profit organisations on

contract with PRONADE to identify local education needs, train the

COEUDCA and assist in obtaining legal status, and maintain updated

information on schools and students.

Mexico: Since 1991, the Mexican Government has designed and applied

several compensatory programs to revert the effects of educational

“backwardness”, principally among the rural and indigenous population:

a) Program to Reduce Educational Backwardness (PARE 1991-1996); b) Programme

for Support to Disadvantaged Schools (PAED, 1992-1996); c) Program to Reduce

Backwardness in Basic education (PIARE, 1995-2000); d) Integral Program to

Reduce Educational Backwardness (PIARE, 1995-2000); and e) Program to Reduce

Backwardness in Initial and Basic Education (PAREIB, 1998-2006). The

evaluations of these initiatives indicate that these programs have contributed

effectively and importantly to reducing the gap between disadvantaged and

advantaged schools.

Source: PREAL (1999, 2001 and 2003); Meza, Guzmán and De Varela (2004); World Bank (2005c).
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not appear formally in the Central American integration scheme, with the
exception of the Central American Higher Council of Universities (CSUCA),11

which promotes occasional meetings of officers of the universities in the region.
This limited co-operation probably reflects the national nature of educational
policies; however scope for co-operation does exist, especially in terms of mutual
recognition of diplomas and sharing of country experiences. As discussed later
with respect to the regional network of cities, there are also opportunities for
universities to work in networks to develop joint programs and different
specialisations that better capitalise on existing investment and reduce certain
redundancies. The business school INCAE and the Technological and Higher
Studies Institute of Monterrey have already capitalised on cross-border
opportunities by establishing multiple country campuses.

Using effective accreditation programs, MAR countries could help fill gaps in
higher education needs with private providers and place a greater accent on
quality. With the development of new private educational actors, the market
lacks sufficient information on program quality. Although most students attend
public institutions, there are more private institutions (see Table 2.6). Private
sector representatives in several MAR countries feel that the quality of graduates
from both public and private institutions is very low (Rodríguez-Clare, 2005).
While accreditation and other quality assurance mechanisms can facilitate the

Figure 2.2. Tertiary education, 20001

% of the 15+ population with at least some tertiary schooling

1. Belize’s figure is based on 1990 data. The OECD Average does not include Luxembourg and the
Czech Republic’s data was from 1990.

Source: www1.worldbank.org/education/edstats.
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improvement of private sector quality, public sector quality will require greater
attention to the use of institutional reforms and funding.

2.2.1.3. Training: from a public to private-centred model

Training is another component of human capital development that
requires greater analysis in the MAR. The experience of OECD countries
shows that providing wider training opportunities is good for productivity
and workers’ employability (OECD, 2001). Unfortunately, evidence on the
amount, quality and impact of training offered by public bodies and firms in
the MAR countries is scarce. A recent survey of the ILO Inter-American
Research and Documentation Centre on Vocational Training assesses the
situation of vocational education and training in the region (CINTERFOR,
2001). This survey documents a process of deep transformation in both the
organisational forms of training and the concept of training itself. The ILO
report also documents progress in terms of placing training as an integral
part of a national policy for innovation and technological progress.
Additional evaluations of training are needed.

In most countries, a single body (either a national or sectoral institution) is
responsible for defining policies and strategies and implementing direct training
actions.12 This is the case in El Salvador, Guatemala, Honduras, Nicaragua and
Panama. Costa Rica has a slightly different institutional arrangement and a more
diversified supply of training. The national body (INA) is responsible for policies
and strategies, as well as for the implementation of most activities, but it is
complemented by a number of collaborating centres. Finally, in Mexico, the
Secretariat of Labour and Social Security defines policies and strategies, but

Table 2.6. Higher education in select MAR countries, 2000

Source: Data presented at the conference “La Educacion superior en Centroamerica y Republica
Domincana” organised by the World Bank in June 2001. Note that in Nicaragua there are 6 private
universities that receive state subsidies.

Institution Type
Costa 
Rica

El
Salvador

Guatemala Honduras Nicaragua Panama Total

Number of institutions

University Public 4 1 1 2 4 4 16

Private 45 27 8 5 24 11 120

Non-university Public 5 5 0 3 2 8 24

Private 42 4 1 3 3 14 67

Per cent of students

University Public 41 25 65 80 41 85 56

Private 45 69 35 18 56 15 39

Non-university Public 7 3 0 1 1 n/a 2

Private 7 3 0 1 2 n/a 3
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leaves implementation to a multiplicity of agencies under the Secretariat of
Education through the Technological Education System. The Mexican
system combines various public federal technical training bodies with
special development programmes run by state governments (Ruiz Duran,
1999; Minowa, 2000).

Given this public orientation, both training and general tertiary level
education could better involve firms in their planning. There is a lack of
information on the types of demand and supply mismatches, which a labour
market observatory or greater public/private co-ordination could address
(World Bank, 2003). Communication about available programs could clearly
be strengthened. A recent study on Mexican maquilas suggests that very
often managers are not aware of government programmes to support worker
training, nor did they know how to maximise worker productivity through
effective training and production models (Samstad and Pipkin, 2005). The
insufficient level of consultation or collaboration with the private sector for
higher education and other training programs prevents these providers from
meeting firms’ needs.

The evidence on training provided by firms is scant, although local experts
suspect that the relevance and intensity of programs do not meet the countries’
needs. According to the 2003 Investment Climate Assessment, which covered
four Central American countries, 47% of the firms interviewed affirmed that they
provided formal training (defined as “beyond on the job training”) to their
permanent skilled employees. However, less than 20% of the permanent skilled
workers employed by these very firms had received training during 2002 (see
Table 2.7).

2.2.1.4. Axes for action to improve human capital

MAR countries have the daunting challenge of finding strategies to better
invest in human capital as formal education is not producing enough qualified
workers and training, either formal or on-the-job, is not filling this gap. The

Table 2.7. Firms providing formal training, 2003

Source: World Bank Investment Climate Surveys (2005), http://rru.worldbank.org/InvestmentClimate.

Firms offering formal training 
to their permanent skilled workers (%)

Permanent skilled workers 
receiving training (%)

El Salvador 45.2 19.5

Guatemala 54.9 14.5

Honduras 49.3 20.6

Nicaragua 37.6 19.5

Average 47.0 18.0
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recommendations from PREAL and the success stories from the region reveal that
some changes to improve education quality and access are questions of systemic
reform. Allowing for decentralisation, clear teacher incentives and student
performance assessments are improvements that could give the region a higher
return on its education investments. For higher education, this involves greater
harmonisation of diplomas to facilitate labour mobility and resource pooling,
accreditation mechanisms to help monitor quality and other regulations to
facilitate multi-country consortia. The business community laments a mismatch
between the educational supply and the competencies that are in demand.
Curricula, both at the secondary and tertiary level, need to be updated to better
provide students with the necessary skills to successfully enter the labour
market. More research and data is required to assess the optimal strategies for
training programs but clearly there is a need to better link training with the needs
of local businesses, which are not always aware of government programs. Finally,
the incentives for local businesses to provide training could be strengthened. One
possibility is to use tax law to promote investment in human capital.

2.2.2. Quality standards and technological upgrades to increase 
productivity and market access

The countries in the region have had limited success in helping local
businesses upgrade technologies or improve quality standards. This is partly
because of limited human capital, partly because of inadequate integration
into key markets, but also because of the relative “isolation” of firms and
producers in the region from international production chains. In systems with
decentralised production organisation and low quality products, like for many
MAR firms, competition is based on price. These low and variable prices in
turn limit the ability of firms and producers to institute quality upgrades.
Survey research in Mexico highlights a concern throughout the region; under-
investment in technology and other production inputs is due in part to a very
low level of awareness among entrepreneurs of the type of capital
investments that they should be considering as well as the technology and the
production process innovations that could be beneficial (Pradilla Cobos, 2000).
Another constraint is that the nature of business relations does not favour the
communication and trust that lead to technology transfer and greater
specialisation. Furthermore, local firms have limited access to finance for
investing in new technologies.

The need to improve productivity through increased quality standards
and technological upgrades implies multiple public policy strategies. Such
upgrades are important for both small and micro firms and producers, where
the majority of jobs in the region are found, as well as for larger more
technologically advanced firms. Many of these firms and producers, whether
small or large, are embedded within global value chains. Their relationship
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within this chain determines in part the strategy for upgrading. The national
innovation systems and public/private research co-ordination in the region
are also weak, further inhibiting technological improvements. FDI policies,
generally considered to be a key source of upgrading have so far produced few
linkages between foreign firms and local suppliers.

2.2.2.1. Innovation and the collaboration of public and private sectors

Given that MAR innovation systems are in their early stages, there is
considerable room for improving public and private sector collaboration. The
countries show poor performance on classic indicators of innovation such as
US patents, domestic patents, researchers as a per cent of the labour force and
private R&D spending as a per cent of total R&D (Rodríguez-Clare, 2005). Overall
R&D spending remains particularly low in El Salvador, Honduras and Nicaragua,
where it represents only 0.05% of GDP.13 Analysis of these systems shows that
for Latin America and the Caribbean as a whole, inefficiency in innovation has
been attributable to the low quality of research institutions and insufficient
collaboration with firms. Costa Rica’s greater efficiency of R&D expenditures
relative to other countries in the region, and even the OECD average, is
attributable to superior performance on those variables; although El Salvador’s
relative inefficiency is not fully explained by them (Bosch et al., 2003).

Strategies to improve the national innovation system (NIS) in MAR
countries will of course depend on the existing level of development, with
greater public/private collaboration being key for all countries. In fact, in a
recent survey of several companies in the region that did experience
technology upgrades, none of them reported benefiting from a NIS.
(Rodríguez-Clare, 2005). In the least developed countries of the region, like
Honduras and Nicaragua, the most effective strategy at this stage is a focus on
technology adoption, as they will benefit the most from such technologies that
enable them to reach the existing technology “frontier”. The more developed
countries in the region could focus more on technology adaptation and
generation, which require even greater R&D spending and stronger IPR and
public research than for the lesser developed countries (World Bank, 2005b).
Given the need for much more intensive collaboration between public and
private actors, MAR countries will have to identify successful strategies overall
as well as for specific industry groupings or clusters. Some local examples of
this greater collaboration offer useful lessons (see Box 2.2.).

2.2.2.2. The importance of global value chain relationships

A firm’s position within the global value chain, in terms of the power
relationships among firms, determines in part the appropriate strategy for
technology upgrading. This requires an analysis of both the type of upgrading
sought and the nature of these value chain relationships. These
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Box 2.2. Linking research and training for innovation 
in the MAR

Guatemala’s sugar cane industry

Although this very interesting case of research and education to support

specific industry technology upgrades is a private sector initiative, the lessons

also translate to greater public/private collaboration to achieve similar

successes. Guatemala is the sixth largest sugar exporter in the world, and sugar

exports have a notable impact on the nation’s economy (3% of GIP). In 1992, the

Guatemalan Sugar Association created the Guatemalan Sugar Cane Research

and Training Center (CENGICAÑA) to increase productivity of crops and

by-products and to generate, adapt and transfer technology while respecting

goals for sustainable development. CENGICAÑA conducts applied research and

follows five-year strategic plans set by the board comprised of local sugar mill

representatives and other local sugar stakeholders. The four programs run by

CENGICAÑA staff include: a) sugar cane variety development; b) integrated pest

management control; c) agronomy and d) technology transfer and training. Two

new sugar cane varieties are being patented locally and the International Society

of Sugar Cane Technologists will allow the group to brand the varieties it

develops. In conjunction with INTECAP, a national training organisation, over a

hundred courses and seminars (both stand alone and towards a diploma) are

undertaken each year. A local private university, Universidad del Valle de

Guatemala, has worked with CENIGICAÑA to develop a Master’s degree on sugar

and sugarcane engineering technology. As a result of these combined efforts,

productivity has increased over 50% between 1990 and 2002.

Panama’s City of Knowledge

Although no study has yet documented the results of this initiative, the

City of Knowledge is an innovative international complex for education,

research and innovation to promote and facilitate synergy between

universities, scientific research centres, businesses and international

organisations. Created in 1995 on a former US military base, the City of

Knowledge is governed by a private, non-profit organisation. Its Board of

Trustees is comprised of representatives from the academic, business, labour,

legislative and governmental sectors. Local political and business initiative

for the City has been supported by the international community including

UNESCO, USAID and the IADB. The advantages to being located in the City of

Knowledge are: fiscal and migratory incentives, infrastructure, research and

innovation support, access to the country’s main higher education and

scientific research centres, business services and a convenient location.

Admission to the City is based on the entity’s adherence to principals such as

an international outlook, a unique contribution for Panama and a willingness

to collaborate on education and technology innovation.
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Box 2.2. Linking research and training for innovation 
in the MAR (cont.)

There are three components. Academic component. The programs are

international in nature and options range from traditional classroom

education to distance education. The country’s leading education and research

centres are present. Business component. Panama’s International Technopark

offers Pre-incubation and business support services dedicated to fostering

interaction, technology transfer, and added value between national and foreign

businesses that apply high technology, notably for biotech and ICT. International

organisation component. International organisations present are linked closely

with sustainable human development in Latin America and Panama.

Organisations include many local United Nations offices, among others.

Costa Rica’s Public University Links to the Business Community

Costa Rica has been very successful in linking its public universities to the

needs of local industries. The software sector’s dynamism has been attributed

to the strong IT departments at the University of Costa Rica (UCR) since the

late 1960s and the Instituto Tecnológico de Costa Rica since 1976 (ITCR). The high

quality education has resulted in strong international rankings for

IT education. Factors that have contributed to this quality include competition

between the two entities as well as initiatives for professor skill upgrades from

institutions in the USA. ITCR’s commitment to applied research underlies its

support for the software sector. Many of the software start-ups were launched

by former students and professors. To meet the increasing human resource

needs for the sector, several private software companies launched a private

sector technical school focused on software with a shorter and more applied

program to complement existing public degree programs.

In addition to computer technology, the University of Costa Rica has also

collaborated with the private sector to support innovation in the food sector.

The food science and technology research center (CITA) began in 1974 in

cooperation with the Ministry of Agriculture and in 1996 the Ministry of

Science and Industry joined as well. By 2002, CITA had a budget over

USD 1 million with over 40 technical professionals conducting research,

laboratory analysis, training and consulting for the private sector, albeit for

repetitive services. The private sector does not have an active role in

determining the R&D agenda, but does have an indirect role given the

numerous contacts between CITA and the private sector. The food technology

department (FTD) opened a few months after CITA and combines the efforts

of several different departments (agronomy, microbiology, chemistry and

chemical engineering). Researchers from CITA teach and professors from FTD

do research to ensure cross-fertilisation of ideas and they require innovation

of their students. They jointly offer several degree programs from the
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characterisations are described below in Table 2.8. Depending on the
particular cluster and its role in the value chain, the type of upgrading may be
easy or difficult to achieve. Therefore, MAR firms and public policy will need to
address the specific technology upgrading challenges of the firms relative to
their position in this chain.

These supply chain relationships are nevertheless not static and may
therefore be negotiated. There have been examples of buyers in quasi-
hierarchical relationships, which tend to be the dominant form in relations
between MAR producers and USA and other customers, allowing local

Box 2.2. Linking research and training for innovation 
in the MAR (cont.)

bachelors to PhD level, with student dissertations often done in consort with

private industry. There is even an agreement with the National Bank to help

FTD students finance productive projects at the end of their studies. In a

study of five innovation cases in the food sector, three had used the services

of CITA and all five employed UCR graduates. The local food-sector industry

organisation has confidence in the quality of its graduates.

Source: World Bank, 2005b, www.cdspanama.org, Rodríguez-Clare, 2005.

Table 2.8. Upgrading and value chain typology

Source: Humphrey and Schmitz, 2002.

Type 
of upgrade

Description 
of upgrade

Type 
of value 
chain 

relationship

Description
of value chain relationship

Process More efficiently transforming inputs 
to outputs via reorganisation 
or superior technology

Arm’s 
length 
market 

relations

Buyer and seller do not develop closer 
relationships, implying a range of buyers with the 
capabilities to produce the product

Slower process and product upgrading but 
greater possibility for functional upgrading

Product Move to more sophisticated product 
lines

Networks Firms and co-operate in an information-intensive 
relationship, often dividing essential value chain

Ideal for all forms of upgrade but requires high 
level of complementary competences

Functional Adopting new functions to increase 
skill content

Quasi 
hierarchy

One firm exercises a high degree of control over 
other firms in the chain, specifying 
the products and sometimes the process

Inter sectoral Firms of the cluster move into new 
productive activities

Hierarchy Lead firm takes direct ownership of some 
operations in the chain
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 2006104



2. IMPROVING COMPETITIVENESS AND SOCIAL COHESION
manufacturers to take on additional tasks within the value chain thereby
supporting upgrades. For example, apparel buyers from the USA ceded
contro l  over  the  reg i ona l  supp ly  ch a in  to  Ta iwanese  appare l
manufacturers. Taiwanese computing manufacturers have changed their
supply chain relationship with buyers from one of quasi-hierarchy to
network or market-based relationships by expanding their role to include
process development and design adaptations. In another case, the Sinos
Valley shoe cluster in Brazil began in the late 1960s with small firms
producing for the domestic market. US buyers seeking production in
greater volume with standardised outputs helped local suppliers upgrade
by providing product specifications, aiding in selection of new technologies
and performing quality inspections. Despite these firms’ resulting highly
rated production capabilities, they never developed their design and
marketing competencies, which left them exposed to price competition
from Chinese manufacturers (Humphrey and Schmitz, 2002).

2.2.2.3. The limited role of FDI in up-grading local production

The economic benefits of attracting FDI are generally twofold. First,
countries may harness FDI to finance a strategy of economic expansion
when domestic savings is  insufficient,  or where weak financial
intermediation has a similar effect. Second, foreign corporate presence is,
as demonstrated by an ample body of economic literature, generally
associated with positive externalities (“spillovers”) toward the host
economy. The channels though which the spillovers operate are at least
fivefold. Foreign corporate presence may 1) act as a trigger for transfers of
technology and know-how; 2) assist enterprise development and
restructuring, not least in connection with privatisation; 3) contribute to
fuller international (trade) integration; 4) bolster business sector
competition; and 5) support human capital formation in the host country.14

In the case of OECD countries, the first two channels are generally thought
to be the most important. However, in the case of regions such as the MAR,
the latter three tend to be the priorities.

Attracting more FDI and maximising its impact on the economic
development of the region ultimately depends upon the quality of the
domestic business environment. This is broadly defined to include policies
and regulations affecting business, as well as the availability and quality of
factors of production. Cost advantages are not the only driver of FDI. A recent
survey of foreign investors in Costa Rica listed political stability and rule of law
as well as productivity and education of the workforce, combined with the
proximity and preferential access to the US market as the main reasons for
investing there (OECD-IADB, 2003). Notwithstanding remarkable progress,
especially in terms of political stability, most countries in the sub-region have a
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significant margin for improving their business regulation and the quality of
their workforce and infrastructure.15 Fiscal incentives have been a constant
feature of these countries’ strategies for attracting FDI with considerable
incentives granted to companies that set up in free zones. Most analysts agree
that these incentives have not worked well in attracting FDI, while they have
eroded tax collection (Robles and Rodríguez-Clare, 2003; Wisecarver et al., 2005).

With the exception of Costa Rica and Mexico as a whole16 FDI has been
almost exclusively in low-skill sectors. Investment tends to concentrate in
the service sector, although flows to manufacturing have bounced back to
some extent in the last few years (ECLAC, 2005e). Foreign investment in
manufacturing is particularly important in Costa Rica (66% of total FDI, mostly
in electronics), Mexico (48%) and El Salvador (26%, mainly in apparel).
Investments to the region, which in large part come from the USA, are mainly
motivated by the desire to exploit lower production costs, attractive fiscal
incentives and preferential market access for exports to the USA. “Efficiency
seeking FDI” through triangular manufacturing is therefore an important part
of this investment.

As a result, it is not surprising that the impact of FDI on these economies
has been limited in terms of positive spillovers despite the positive results in
other areas such as export competitiveness and job creation. FDI has not had
effective spillovers in terms of industrial upgrading of local suppliers, training
of human resources, transfer of knowledge and establishment of productive
linkages with the domestic economy (ECLAC, 2005e). The benefit of MNCs has
instead been the pressure they apply to local suppliers to upgrade (Rodríguez-
Clare, 2005). A recent study on FDI in the electronic and medical equipment
sector in Costa Rica, one of the largest recipients of hi-tech FDI, confirms this
limited impact (Ciravegna and Giuliani, 2005). The study finds that linkages to
domestic suppliers are very limited and characterised by low technological
content. MNC affiliates largely source from approved suppliers located outside
the region, especially for the higher value parts and components. Moreover,
local firms often suffer a technological gap to qualify as MNC suppliers. The
limited availability of venture capital makes this gap difficult to close.

Fostering linkages to domestic suppliers needs to be a priority. Empirical
evidence suggests that, when they do exist, vertical and horizontal inter-firm
linkages are associated with sizeable transfers of technology and know-how,
especially to local suppliers, which enhance productivity (Batra and Tan,
2000). Establishment of such linkages is not straightforward. On the one hand,
MNCs attempt to minimise technology leakages to their (actual or potential)
competitors and in some cases the local office is simply too isolated from
innovations at headquarters to effectively transfer. On the other hand, MNCs
may deliberately transfer technology to local suppliers to enhance their
capabilities and build efficient supply chains, so as to lower the cost of non-labour
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inputs (Pack and Saggi, 2001; Blalock, 2002). Gaps in human capital and
technological capabilities can severely reduce the capacity of local firms to
absorb and adopt FDI-related technology, which can eventually induce the
multinational to source from suppliers located elsewhere or attract “follow
sourcing”, i.e. FDI from their home suppliers.

2.2.2.4. Learning by monitoring: another upgrade strategy

There are also interesting examples of locally developed “learning-by-
monitoring” institutions that have promoted the technology and quality
upgrades necessary to work effectively with MNCs. Learning by monitoring
is one strategy for addressing co-ordination issues in a decentralised
production process (Perez-Aleman, 2003). This process also helps address
the inability of some MNCs to transfer knowledge effectively to a wide
group of  suppliers .  Governments,  f i rms and business/producer
associations work together for goal setting and hence a monitoring of
performance that generates lessons for learning that can be implemented
to in turn revise goals. This process is relevant across industry types but is
especially important in agricultural production. As discussed in Box 2.3,
dairy producers in Nueva Guinea worked to achieve tremendous
improvements in product quality. In this example, the technology transfer
to link producers with the multinational was provided by producers
associations and intermediaries with local and international financial
support. With their wide reach, co-operatives, NGOs and other local

Box 2.3. Parmalat and Nicaraguan dairy producers

In Nicaragua, there is a cluster of dairy producers located in the regions of

Boaco, Chontales and Nueva Guinea. The Nueva Guinea producers became

suppliers of raw milk to the Parmalat subsidiary in Nicaragua. Parmalat found

that local producers did not meet sufficient quality standards that require

efforts prior to milk pasteurisation. Since Parmalat did not have a monopoly,

the decision to upgrade was not purely a question of survival.

The monitoring of raw milk quality and procurement coordination is

performed by local groups. There is an overarching joint committee across

groups that oversees reception of milk at the production plant. More than

95% of the milk is of the highest quality, grade A, an internationally

remarkable result. Parmalat participates in the plant management as well as

quality control. This process was made possible thanks to local organising

efforts among producers, with international donor financial support and

technical assistance from an international NGO.

Source: Perez-Aleman (2003 and 2005b).
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support organisations can propagate these advances to underserved areas
and populations.

2.2.2.5. Public actions to promote technology upgrades

Public policy has a clear role in promoting public/private action to
solve co-ordination failures and fill the skills and technology gaps.
Government research institutions and universities are important
generators of technology and ideas to achieve quality upgrades. Although
internationally the most cited examples of such collaboration concern high
technology industries, these linkages are equally important in agronomy,
textile manufacturing and other sectors. The University of Costa Rica, as
described earlier in Box 2.2, has played a key role in both software and food
technology innovation. Public support is needed for research, information
and technical assistance to firms and producers on the quality standards
and technologies required to expand into markets opened through intra-
regional or extra-regional trade integration. Human capital development
policies could support these technology upgrades with education and
training in key fields.

With respect to FDI, many governments have devised programmes to
foster inter-firm linkages between local firms and multinationals. These
programs are characterised by a varying degree of state intervention and
subsidies, including local content requirements for MNCs, versus more
competitive market solutions (Battat et al., 1996, Pack and Saggi, 2004).17

MAR countries have also attempted, with limited success, to implement
similar programmes. Their ability to use export subsides and enforce
performance requirements on MNCs will be reduced in accordance to the
WTO obligations and with the ratification of the investment chapter of the
DR-CAFTA.18 The priority should then be to upgrade the supply capacity, to
enable domestic firms to enter the production chain of MNCs. That would
require facilitating access to credit and venture capital to modernise
production as well as investing to develop a specialised workforce.

2.2.3. Regional networks between cities

Despite considerable urbanisation, the region’s cities lack the
agglomeration economies present in other cities with which the region
competes, notably in Latin America. With the exception of Puebla, all cities
are under 1 million inhabitants, albeit when accounting for the urban
agglomeration population sizes can almost quadruple to up to 2 million
(see Table 2.9). However, these urban areas are dwarfed by other Latin
America cities that have urban agglomerations several times that size.
Furthermore, MAR cities tend to provide the same kinds of services, both
within and between countries. In the framework of an “open” mesoregional
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economy, MAR’s urban areas will face increased competition from much
larger metropolitan hubs which count on strong agglomeration economies.
In this context, there is some potential to develop a more strategic
approach to the issue of the respective roles of the cities by means of
networking or other mechanisms to structure the complementarities
among urban areas. In such a way, both persons and firms can gain better
access to higher order and more specialised services than are currently
available.

Opportunities to reduce duplication and increase specialisation relate to
business clusters, higher education, research and a range of other issues that
support competitiveness. The Baltic Palette, as described in Box 2.4, is one
example of such a metropolitan area network across countries. The project
involves politicians and government staff from the relevant regional and local
governments as well as various private sector actors including investors and
developers. While the specific action agendas for such a network in the MAR
would need to be defined, the framework for such collaboration is a useful
example. One important parallel for the MAR relates to innovation. Baltic
region cities lack sufficient research institutions to support their
competitiveness needs. They therefore are working together to increase joint
programs and exchanges. Urban planning challenges exacerbated by the

Table 2.9. Select Mesoamerican urban agglomerations

1. 2000 census.
2. 2004 estimates, city area.
3. 2000 projection, city area.
4. 2002 census (provisional), city area.
5. 2001 census, city area.
6. 1995 census (final), city area.
7. 2000 census (final), urban population of the city.
8. 2000, UN Statistics Database.
9. 1999, UN Statistics Database.
10. 1998, UN Statistics Database.

Source: www.citypopulation.de; UN Statistics Database.

City name City population
Urban agglomeration 

population

Costa Rica San José 336 8292 1 273 50410

El Salvador San Salvador 479 6003 1 908 9219

Guatemala Guatemala City 942 3484 n.a.

Honduras Tegucigalpa 769 0615 n.a.

Mexico Puebla (Puebla) 1 346 9161 2 220 2361

Mexico Acapulco de Juárez (Guerrero) 722 4991 n.a.

Mexico Mérida (Yucatan) 705 0551 842 1881

Nicaragua Managua 864 2016 1 147 7308

Panama Panama City 415 9647 n.a.
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massive rural to urban migration are another area of interest to MAR cities for
collaboration. Given the population differences between cities and urban
agglomerations, effective urban planning could better capitalise on such
potential agglomeration economies.

Box 2.4. International Regional Metropolitan Networks: 
the Baltic Palette

The metropolitan regions of Helsinki, Finland; St. Petersburg, Russia;

Stockholm, Sweden; Riga, Latvia and Tallinn, Estonia together form the Baltic

Palette. These metropolitan areas, with a population of approximately

13.5 million, give access to a larger market of 100 million customers. The

initiative began in 1998 and was renewed in 2002 with European Union funds

and national co-financing between 20% to 50% for respective projects.

Starting in 2004, the group has used annual plans. The overall aim of the

network is to create a globally competitive research and business area that

attracts investments and invites visitors from all over the world. In addition

to economic aims, the vision is to serve as a multi-cultural gateway that is

socially and environmentally sustainable.

The five themes and action groups of the project are:

1. Polycentric Platform. To plan and carry out polycentric urban structures

and to arrange an exchange of knowledge and best practices in urban

management and spatial planning.

2. Transport Corridors. To develop the transnational transport corridors by

removing bottlenecks in the transport network, developing roads, rail

connections, ports, ferry traffic and airborne traffic.

3. Information Society. To collect, analyse and disseminate data on the

development of the information society in the region and use it for

regional development and planning.

4. Sustainable Tourism. To analyse, develop and market conference and

business tourism in the coastal and rural areas.

5. Water Management Group. To protect the Baltic Sea by creating water quality

management systems based on the control of river catchment areas.

These cities have successfully worked together despite a number of

striking dissimilarities. Population sizes differ by more than a factor of 10

between the smallest and largest metropolitan areas. There are also notable

economic differences in terms of GDP, productivity and firm size

composition. However, the areas for common ground have led to fruitful

collaboration to increase resources for specialisation.

Source: Uusimaa Regional Council and European Union (2004), Neighbourhood of Opportunities:
Baltic Palette II Final Report.
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2.3. Key industries for greater sectoral specialisation

This section analyses four of several potential industries that have
significant growth and employment-generation potential given the region’s
endowments. Tourism, agro-industry and low-skill manufacturing, especially
apparel and assembly, are sectors that are relatively intensive in natural
resources and unskilled and semi-skilled labour, the principal factors of
production in Mesoamerica.19 Apparel has been widely developed throughout
the region but other assembly is in an embryonic stage. Mexico and Costa Rica
have developed a more diversified industrial base and can share important
lessons with their neighbours. Their successful experience might be difficult
to replicate without greater human capital development. Logistics is another
sector that could emerge as infrastructure improves and the region takes
greater advantage of its strategic geographic position in international trade
routes. In addition to the cross-cutting or horizontal impediments to
competitiveness discussed in Section 2.2, the MAR could invest in targeted
measures for these sectors and others that produce strong returns. As
discussed at the end of this section, MAR countries could augment their
potential through finer cluster analyses.

2.3.1. Developing tourism

Tourism development ranks high on the agenda of the region for
numerous reasons. First, the industry has a significant potential to employ
the abundant un-skilled and semi-skilled workforce. In light of the location
of most sites, cultural and ecological tourism could contribute to
non-agricultural rural development and improve the living standards of poor
communities in rural areas. Second, it generates important flows of foreign
exchange, which ease the pressure on the recurrent deficits in current
accounts. Third, tourism, contrary to most commodity exports, is a service
whose demand steadily increases with income (i.e. it has a high income
elasticity), thus representing a stable source of export earnings.20 Fourth, it
both benefits from and can give a further boost to regional integration, not
lastly because it employs regional infrastructures and promotes cultural
exchange. Finally, the region comprises, in a relatively narrow space, great and
diversified tourist attractions, ranging from archaeological and cultural sites
to mountain and sea resorts. Most locations are a few hours’ flying time from
North and Latin America and are a reasonable distance for European tourists.
The impressive development of this industry in Costa Rica and Mexico bears
witness to this great, although largely untapped potential.

Tourism, despite having great potential, is by no means a panacea given its
dependence on local endowments, its sensitivity to political events or natural
disasters and the potentially harmful environmental effects. Not all countries
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have the same potential, nor can all areas within a country aspire to become
tourist destinations. In principle, the industry can generate large amounts of
income, but its impact on the local economy might still be small. The economic
and social impact of each project must therefore be carefully evaluated,
including the share of income that actually remains within the country and the
creation of linkages and spillovers in terms of employment, demand of
foodstuffs and other goods and services, both locally and in neighbouring
districts. The region has been prone to both natural and political shocks, such as
Hurricane Mitch, which struck Honduras and El Salvador, and the 11 September
2001 terrorist attacks, which affected tourism at an international level,
especially tourists from the United States.21 Social and environmental concerns
have also been widely voiced by civil society organisations, regarding projects
such as the Ruta Maya and World Heritage Sites Route.

Tourism in the region has grown dramatically over the recent past, both in
terms of arrivals and receipts. Between 1999 and 2003, Mesoamerica has
received, on average, more than 100 million tourists per annum, who spent
nearly USD 13 billion. When excluding Mexico, the average figures drop to less
than 7 million persons and USD 3.6 billion. Central America has registered an
impressive growth in arrivals, which have grown by some 45% over this period.
However, not all countries take advantage of tourism alike (Table 2.10). The
differences in number of visitors and average stay reflect indeed the tourist
potential of the countries, but also, and sometimes more fundamentally,
discrepancies in national policies for tourism promotion, hotel infrastructure
and services and security concerns. A notable, more recent phenomenon which
MAR countries may benefit from is the growth of intra-regional tourism.

Table 2.10. Basic tourist indicators, 2003

Source: World Tourism Organisation database (2005).

Visitors Average length of stay Number of rooms

Belize 999 000 7 5 050

Costa Rica 1 514 000 11 35 003

El Salvador 857 000 5 4 578

Guatemala 880 000 n.a. 17 519

Honduras 887 000 10 18 590

Mexico 93 975 000 10 496 292

Nicaragua 643 000 4 4 418

Panama 897 000 11 16 766

Total 100 652 000 8 598 216

Excluding Mexico 6 677 000 8 101 924
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2. IMPROVING COMPETITIVENESS AND SOCIAL COHESION
Some major challenges need to be addressed to further develop tourism.
The principal limitations include:

● High air transportation costs. Although airfares have trended downward
generally, they are still high both to markets in the United States and
intra-regionally. The almost monopolistic condition of TACA in the regional
market does not favour competition.

● Precarious infrastructure. This applies both to basic infrastructure (roads)
and to infrastructure directly related to tourism (hotels, restaurants).
The difficulties in infrastructure make the region – with exceptions – a
destination for cheap tourism, preventing the region from increasing the
added value of tourism and the capacity to retain tourists for longer stays.
The dismal condition of the road network is a major obstacle to increasing
cross-border, intra-regional tourism.

● Insecurity. Crime levels are high in the region. Theft and in extreme cases
murder of tourists seriously prejudice the image of the countries. In some
cases, attempts have been made to counteract this problem with the
creation of tourism police forces, but evidently a long-term solution can
only be brought about with improvement in security for all citizens.

● Weak tourist promotion. The countries – again, with exceptions – have not
managed to mount successful advertising campaigns on international
markets and much less consolidate an image of their countries. One
promising initiative launched in 2005 is the Central American Tourism
Promotion Agency (CATA)22 that promotes Central America as a multiple
destination by using a regional brand-name, managing an Internet portal and
undertaking common marketing initiatives in major European countries. As
part of this initiative, STCCT and national governments are working to
streamline and harmonise transport and administrative procedures for
tourists, encouraging certification and attracting investment.

● Weak protection of natural resources. Much of the potential of the region lies
in its natural resources. These, however, are deteriorating rapidly given the
precarious protection that the national governments and the local
communities themselves provide. If this pattern continues, tourism will be
unsustainable. There is a need for supervision and careful assessment and
planning before authorising projects in sensible areas, so as to balance
economic concerns with cultural and environmental preservation priorities.

● Lack of co-ordination between different decision levels. Despite being
stated as a national and regional priority, opinions on how best to promote
tourism differ between the public and private sector and amongst
countries. Co-ordination of the national actors with the regional (MAR) and
the local bodies is unsatisfactory.
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Because one weak link in the cluster can severely affect the entire sector,
the region must take a co-ordinated approach to tourism. The severity of these
and other weaknesses varies from one country to another. In order to tackle
them, an overall strategy, agreed and supported by all relevant stakeholders,
needs to be devised. Therein rests the importance of reflecting on the whole
sector and not only on the specific tourist attractions that each country can
offer. For instance, the improvement of the road network by itself can do little
to solve these problems if it is not complemented by enhanced security and
simplifications in visa and transit procedures.

The strong complementarities in tourist attractions between the
different countries offer another clear reason to develop regional tourism
strategies and tourist corridors. There exist cross-border synergies to promote
tourism links that enable tourists to visit different regions or even multiple
countries in one trip. Some of the cross-border cluster initiatives within the
tourism sector include:

● A Mesoamerican archaeological corridor that could link the various ancient
ruins and cultural heritage sites. The region has over 25 UNESCO cultural
heritage sites, with at least one in each of the eight countries. El Mundo
Maya (the Mayan World) is an initiative underway to promote and generate
tourism opportunities for the Mayan sites in SE Mexico, Belize, Guatemala,
Honduras and El Salvador.

● The Mesoamerican Biological Corridor is another initiative that could
generate greater tourism demand, especially within the adventure and
eco-tourism markets, by establishing links between the region’s numerous
national parks and protected nature areas.

● A cross-cluster linkage that could allow the Central American markets to try
and tap into the considerably larger influx of tourists to Mexico. These are
tourists who are already in the region and might be interested in extending
or diversifying their trip and exploring some of the MAR’s other attractions.
Tourists could combine sun and sand in Mexico with a cultural trip to
Copan in Honduras, for example.

In brief, Mesoamerica is taking advantage of its tourist potential, but it
must do so better, learning from regional success stories. The arrival of
tourists, their average stay and daily expenditure definitely have room to
increase, especially with the opportunities for linking different tourism
clusters and countries. The tourism clusters in each country are not operating
fully, as there are sub-sectors with serious difficulties. Important lessons can
be learned from some successful projects in the region which have already
generated a sizeable impact on the host economy. Box 2.5 presents three of
these experiences: the Tikal Maya World in Guatemala, Cancun in Mexico and
eco-tourism in Costa Rica.
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Box 2.5. Three tourism success stories

This box presents three successful examples of tourism in Mesoamerica that
are internationally known in its particular niche: archaeological tourism, beach
tourism and eco-tourism. These regions have successfully capitalised on their
respective assets and converted them into a successful cluster. It would
certainly be difficult for many other locations in Mesoamerica to reach the
level of success of these three examples (or others like Antigua in Guatemala or
the Bay Islands in Honduras), but they could be important successes.

Archaeological tourism: Tikal, Guatemala
The ruins of Tikal contain more than 3 000 structures extending over six

square miles and including palaces, temples, ceremonial platforms, ball courts,
terraces, plazas, avenues and steam baths. The ancient Mayans began building
Tikal around 600 B.C., and for the next 1 500 years the area was a wealthy
religious, scientific and political centre of 100 000 inhabitants. The Tikal National
Park also hosts an amasing biodiversity in terms of animals and vegetation.

Beach tourism: Cancun, Mexico
Little more than twenty years ago, Cancun was a deserted but sun-

drenched island with a coastline of about 540 miles off the northeast tip of
the Yucatan peninsula. This resort town now hosts 25 000 rooms in four and
five star hotels as well as all-inclusive accommodations with food. Some
hotels are internationally recognised, but there are also small family style
hotels that offer first class service and accommodations. Cancun’s seaside
location provides a range of activities. The beaches, lagoon and the second
largest reef barrier in the world offer opportunities for swimming,
snorkelling, scuba diving, sailing, water skiing and deep sea fishing. There are
also many excursions to the mysterious Mayan archaeological sites of Tulum,
Coba, Chicen Itza or Uxmal. Boat trips to the nearby islands of Isla Mujeres,
Cozumel and Conty are popular.

Eco-tourism: Costa Rica
Costa Rica hosts tens of thousands of visitors annually to experience its

tremendous tropical biodiversity in a small geographical area. The rain forests,
dry forests, cloud forests, oak forests, high mountain desert, wetlands,
mangroves and other aquatic habitats are host to more than 850 species of
birds, 209 mammal species, 13 000 plant species (including 1 500 trees and
1 400 orchids), 220 species of reptiles and 163 species of amphibians. Many of
the habitats are under protective status, with about 16% of the country’s
territory in more than 30 national parks, wildlife refuges and biological
reserves that are open to the public. Another 11% is in forest reserves, Indian
reserves and protected zones. In addition, individuals have established
reserves for conservation purposes. To protect the local flora and fauna, Costa
Rica has promoted eco-tourism to ensure responsible travel to natural areas
while finding ways for tourist dollars to benefit the local population.

Source: www.enjoyguatemala.com; www.gocancun.com; http://costarica.tourism.co.cr.
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2.3.2. Agro-industry: from regional production to world exports

Agro-industry has great potential in Mesoamerica, for three principal
reasons. First, it is an industry in which the region already has experience (see
Box 2.6) and it does not require very sophisticated technology nor large
economies of scale (and therefore large investment). Second, the region has
abundant natural resources, which allows for a combination of agricultural
production and processing. Third, the region enjoys a favourable climate,
enabling year-round growing with the help of irrigation systems to serve
major export markets with minimum variation in costs throughout the year.

There remains untapped demand both within the region and beyond. The
removal of non tariff barriers, coupled with improvements in logistics and
trade facilitation, would allow producers to expand their sales, compete with
third-country imports benefiting from bilateral FTAs and consolidate their
position in the regional market. At the same time, preferential market access
to the USA and the potential demand from large Central American
communities living there should rapidly lure producers into exporting
overseas. The so-called “nostalgic market”, comprising the numerous migrant
populations in North America which still have high demand for Central
American and Mexican food and ethnic products, is one important segment
that should expand significantly with DR-CAFTA. This, however, is only one
possible niche.

While the industry has been a city phenomenon thus far, in the future it
could contribute to the development of non-agricultural rural employment.
Because the sector grew under the model of import substitution, its
destination was always the urban population. For this reason, it tended to
locate near the final consumer. Today, given a regional perspective and
the potential to export to the United States, nearness to the cities is not
indispensable, for they will sell to multiple destinations. More important than
locating close to the final consumer, the determinant will be proximity to
places of production and transportation routes. The new agro-industry can
thus become an important source of non-farm employment in the rural areas.

Agro-industry, however, also faces difficulties that it will have to
overcome, most notably low productivity. Structural and policy obstacles
dampen both labour and land productivity in these countries. High
vulnerability to natural hazards, volatility of commodity prices and difficult
access to land (see below) raise the risk of agriculture and reduce the incentive
for investment. Combined with low educational levels, a high incidence of
poverty and contracting public investment, these factors hinder productivity
growth in agriculture (Serna Hidalgo, 2005). ECLAC estimates that agricultural
labour productivity in these countries grew by a dismal 0.5% over the last
25 years, and by even less (0.3%) when considering only 2000-03. With the
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Box 2.6. Four MAR food industry success stories

The food industry was born in Mesoamerica under the protection of import

substitution policies in the second half of the 20th century. It developed

rapidly because it required only simple technology and producers benefited

from tariff protection that guaranteed captive markets. Despite the trade

liberalisation since the 1990s, several actors in this sector have adapted to

new market conditions. The following are four of the regional success stories.

Alimentos Kern de Guatemala, S.A. is the largest food processing

company in Central America, with sales close to USD 50 million a year. It

processes juices, fruit nectars, tomato products (ketchup, sauce, paste and

puree), refried beans and several vegetables (corn, peas, etc.) under three

brands, Kern’s, Ducal and Fun-C. It also develops food products for other

companies. Its products are distributed in all of Central America, and

the Ducal beans are exported to Hispanic markets in the United States.

Alimentos Kern de Guatemala was born out of the merger of two processing

companies created under the import substitution policies of the 1960s. It was

eventually acquired by Riviana Foods, Inc., a company with headquarters in

Houston, Texas, USA.

The Mahler (Maldonado Hermanos) Company started in 1958 with only

one product: chicken, beef and shrimp soup. Today it has more than

100 presentations, including soups and creams, consommé, spices,

sweetened and unsweetened instant powdered drinks, canned beans,

canned peppers, candies, pancake flour and potato puree. Starting in the

Guatemalan market, it now sells in Central America, the United States,

Mexico and Caribbean countries, having become a leader in the field of food

product industrialisation and marketing. Its registered marks are Malher,

Doña Mari, Toki, Campestre and Fruty Dulce.

Dos Pinos is considered, in Costa Rica, Central America and the Caribbean,

as a leading business in dairy products. It has transcended the borders of

Costa Rica, and it currently markets its products in Nicaragua, Honduras, San

Andrés, the Dominican Republic, El Salvador, Mexico, Guatemala, Panama

and the United States. The Cooperative has an animal feed plant which

produces 16 million pounds per month, a modern cheese-processing plant,

and a high technology drying plant for powdered milk, as well as more

diversified plants, such as the Tetra Brik plant, which is well-known as one of

the most diversified plants of its type in the world. In addition, it has 18 farm

animal supply stores throughout Costa Rica, in order to supervise the health

of the herds, as well as producers and technicians that help bring about the

highest quality, worthy of international competition.

Dos Pinos has succeeded in meeting several goals: a) number one company

in national sales; b) process 85% of commercial milk in Costa Rica; c) main
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exception of Costa Rica and Panama (1% growth), productivity stagnated
everywhere and even decreased in El Salvador. Agricultural productivity is
lagging behind not only with respect to OECD producers, but also, and more
alarmingly, with respect to direct competitors in Latin America (Rodriguez and
Torres, 2003).23 The impact of sluggish productivity growth on the external
competitiveness has been partly toned down by the availability of preferential
market access to major OECD markets, which shielded Central America from
the competitive pressure of more efficient producers. There is an urgent need
to fill this productivity gap to maintain market shares and expand into
untapped markets. Central American producers have not been able to exploit
important market opportunities where they enjoyed either a preference
margin or a clear comparative advantage over their competitors.24

Box 2.6. Four MAR food industry success stories (cont.)

provider of raw material for cattle, both dairy and beef; d) enterprise with one

of the best work environments; e) named the business of the 20th century in

Costa Rica; f) awarded the nation’s best exporter (2004); g) one of the most

outstanding dairy production businesses in Latin America, according to

Revista Alimenticia (Nutrition Magazine), which named Dos Pinos: Central

America’s Little Giant.

Hortifruti is the “buying arm” of most of the stores belonging to the Central

American Retail Holding Company (CARHCO). Hortifruti has emerged as the

regional chain’s specialised produce wholesaler for three of the five countries

in which the chain operates in the region (and excluding El Salvador and

Guatemala). Hortifruti contracts with farmers and distributes the produce to

retail stores with the private label “Hortifruti” on a wide variety of fruits and

vegetables.

Since the food supply chain is being transformed by the increasing

presence of foreign-owned supermarkets, local producers now compete in

the domestic market with produce from all over the world. For example, the

Hortifruti warehouse in Nicaragua contains a variety of vegetables from Costa

Rica, onions from California and Canada, apples from the USA, and garlic

from China. About 30% of the produce in CARHCO stores in Nicaragua is

currently imported. Although some products may come from countries in

Asia, most products are imported from other countries in the region,

especially Costa Rica.

Source: www.alikerns.com; www.maler.com; www.dospinos.com; Berdegué et al., 2005.
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In addition to low productivity, the most important barriers to
development of the agro-industry include:

● Land ownership is highly concentrated and most farmers work on very
small plots. The distribution of land is unequal: a small number of
producers own a large share of total land.25 A majority of small farmers only
possess a very limited plot, smaller than five acres (Serna Hidalgo, 2005).
The difficult access to land aggravates the possibility for these farmers to
obtain credit and limits rural physical investment.

● Weak food quality standards. Quality requirements and sanitary and
phytozoosanitary standards (SPS) in most countries are not as demanding
as those of OECD countries. The public and private sector must work
together to update legislation, testing facilities and quality control. If they
fail to do so, the preferential market access they enjoy could be jeopardised
by non-tariff barriers.26 The evidence emerging from a number of countries
affected by SPS-related emergencies (e.g. Thailand, Vietnam, Bangladesh,
Kenya and Guatemala) suggests that the early co-ordination of the many
actors involved in the local supply chain is a necessary condition for
tackling these crises, although this can be difficult to achieve.

● Inadequate human resources and technology. With few exceptions,
producers lack up-to-date knowledge and technology on agricultural best
practices. Moreover, they often have very little experience with exporting.
They would need agro-industrial training, risk evaluation tools and access
to market information. These supports could be devised in conjunction
with the several agricultural institutions already existing in the region, such
as the Tropical Agricultural Research and Higher Education Center (CATIE),
the Inter-American Institute for Cooperation on Agriculture (IICA), the
Central American Livestock School (ECAG) and the Pan-American
Agricultural School.

● Ineffective competition laws to tackle the dominant position of
supermarkets. Although supermarkets play an important role for the
rationalisation of the supply chain and production upgrading, especially
with respect to meeting quality standards, the quasi-monopolistic position
of supermarkets represents a serious threat to supplier margins.27 The
countries do not have effective competition laws to tackle potential abuses
of market power and ensuing distortions.

● Lack of regional harmonisation. Existing tariffs, safeguards and
countervailing measures, as well as a lack of harmonisation of national
laws on plant and animal health, technical standards or food safety, are all
major stumbling blocks towards firm expansion and an effective integration
of agro-industry markets.
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 2006 119



2. IMPROVING COMPETITIVENESS AND SOCIAL COHESION
While traditional primary agricultural exports are an important part of
Mesoamerica’s economy, the regions could promote more diversified
agricultural production and higher value products. Given the fluctuating
prices that can from time to time severely hurt the traditional exports, such as
coffee or sugar, it is all the more beneficial for the region to diversify its
agricultural exports and seek out innovative agro-industry opportunities.
Luckily for the region, its rich biodiversity and varied resources can help
attract investments to further develop agricultural research and the
agro-industry sector. Adapting new technologies and advanced production
processes that allow for product differentiation can often generate greater
profits and produce fewer negative externalities for the environment. Several
examples of new and successful agricultural products and growing
agro-industries in Mesoamerica include: vegetable oils, Chinese peas, broccoli
and berries in Guatemala; dairy products, citrus fruits and macadamia nuts in
Costa Rica; cigars in Honduras and Nicaragua; and organic coffee in
El Salvador. Also, the region’s vast timber resources are increasingly used by
the high-end automobile producers for interior trim and panelling.

The organic agricultural market is growing and successfully demonstrates
how non-traditional products, or new production processes, can be exploited
to improve the region’s competitiveness. There is a large growing demand
from major markets (USA, EU and Japan) for certified organic products or
agricultural products that have low negative environmental impact. In 1997,
the market for organic agricultural products was USD 4.7 billion in the USA,
USD 4.5 billion in Europe and USD 1 billion in Japan. By 2015 it is estimated
that these goods could represent up to 18% of all agricultural purchases in the
USA. Central America is in a good position to tap into this demand and capture
a large market share in the production of high-value organic agricultural
products. El Salvador has achieved positive results in the organic coffee
market and it is a good example for other producers around the region. A
study was conducted to compare café de sol production in Costa Rica with café
de sombra production in El Salvador. The Costa Rican method is a new, high
technology process, while the El Salvadoran method is almost entirely
organic. The study showed that El Salvador generated 20-30% greater profits,
resulting from higher prices due to its higher quality, lower production costs
and reduced environmental impact costs.28

As discussed in Section 2.2, there is an important role for government
and local associations to help the industry monitor and improve quality
standards, often using grading systems. This is especially true in the agro-
industry. Such standards also address environmental concerns. One
governmental role is to provide the necessary funding to local clusters for
research, upgrades to production methods and the provision of technical and
professional education and training. Often this training and support is
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provided by co-operatives,  producer associations and other key
intermediaries. This undoubtedly requires effective support policies for the
small and medium enterprises on the part of governments. The lack of
involvement of smaller producers is discussed further in Section 2.4.

2.3.3. Assembly and light manufacturing industries: capturing greater 
value-added in the supply chain

2.3.3.1. The apparel assembly industry: towards a second phase

The apparel industry has emerged as the leading industry in the region,
both in terms of employment and export earnings. It is estimated that
garment factories employ up to one million workers (400 000-500 000 in
Central America and 557 000 in Mexico in 2000). This industry developed
thanks to large foreign investment, undertaking so-called “triangular
manufacturing”, in the framework of the tariff and quota concessions
granted by the USA (Bair and Gereffi, 2003). Mexico was already one of the
largest apparel suppliers of the USA in the early 1990s, thanks to its
maquiladora program.29 The accession to NAFTA in 1994 gave a tremendous
boost to foreign investment in this sector in Mexico, which has become, until
recently, the leading exporter to this market. The US-Caribbean Basin
Initiative (CBI), launched in 1983 and expanded in 2000, offers duty-free
access for most goods to Central American countries. The upcoming DR-
CAFTA will replace the CBI with more advantageous conditions. Growth has
been impressive, from a non-existent industry to one that is the main trade
link with the United States.

The phasing out of the Multi Fiber Arrangement (MFA), is threatening a
substantial restructuring of the industry. In the quota-free world, apparel
exporters from the region risk loosing their competitive edge over cheaper

Table 2.11. Apparel and clothing exports to the USA in USD millions, 2004

Source: United States International Trade Commission (USITC) (2005).

Total exports 
to the USA

Knitted 
or crocheted

Not knitted 
or crocheted

% 
of total exports

Belize 107.2 3.5 14.8 17.1

Costa Rica 3 297.3 253.3 264.8 15.7

El Salvador 2 053.1 1 364.7 356.5 83.8

Guatemala 3 156.2 1 261.8 685.8 61.7

Mexico 154 958.8 2 706.9 4 136.5 4.4

Honduras 3 636.7 2 013.4 729.8 75.4

Nicaragua 990.2 215.9 378.9 60.1

Panama 297.5 0.5 1.1 0.5
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exports from Asia, especially from China. The consequences are already
tangible. Mexico has lost its first place to China as the top US apparel exporter.
In the first few months of 2005, 24 maquilas closed in Guatemala. In
El Salvador, a dozen maquilas closed between January 2004 and June 2005, for
a loss of 9 000 jobs. A recent study estimates that the Central American
region’s share of the US apparel market will drop precipitously, from 16 per
cent today to less than 5 per cent over the next five years (Polaski, 2005).

The ratification of the DR-CAFTA only partially mitigates the negative
impacts of the phasing out of the MFA but could create opportunities for greater
capital investment. Participant countries negotiated more favourable conditions
that expanded access under the CBI and also facilitate the accumulation of
rules of origin, which opens the door to greater trade between Mexico and
Central America. Exporters from the region will then continue to enjoy a tariff
margin over their Asian competitors, which, although shrinking, is still
significant. More importantly, CAFTA could encourage textile makers from
around the world to invest in capital intensive mills in Central America.30 These
investments would allow greater vertical integration and, thanks to a cheaper
supply of quality fabric, reduce the time to market – probably the single most
important competitive factor in the industry (OECD, 2004b).31

The apparel cluster faces serious challenges to survive. The more
relevant ones include:

● Passive firms. The sector is in a phase of consolidation that requires
continuous alertness to changes in demand and the search for strategic
alliances. Although there are companies that react effectively to changes
(see Box 2.7), many companies are more passive and risk closing down.

● Precarious infrastructure and high transport costs. This is a problem
affecting the entire business sector in the region, but it is particularly
relevant for the maquila sector, given the high volume of trade these firms
handle. Difficulties in overland transportation towards the ports, port
conditions and high costs of maritime freight are compounded by the
additional burden of insecurity.

● Need for more stringent labour standards. Mounting criticism on the
difficult labour conditions in the maquiladoras led the apparel industry to
introduce voluntary codes of conduct; the DR-CAFTA itself includes a
chapter on labour standards. Critics see this move as putting firms at
competitive disadvantage with respect to countries with more lax
conditions. However, this is not necessarily the case, since branded
manufacturers and buyers who invest heavily in building their brand image
are very sensitive to the social and environmental implications of
production and may decide to pay a premium price for certified suppliers.32
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● Reliance on fiscal incentives. Governments in the region have promoted FDI
through an array of fiscal incentives, sometimes competing among
themselves, with deleterious consequences in terms of tax revenue. The
use of these incentives is extremely costly and not necessarily effective.
Difficulties are also expected in 2007, when the grace period granted by
WTO to end fiscal incentives for exports will come to an end.

To continue to thrive in light of sectoral restructuring, the region will
need industrial upgrades to increase productivity and a rationalisation of

Box 2.7. Apparel maquila success story

Initially, the maquilas were improvised and classified as “swallow capital”

because of the ease with which they tended to fly from one country to another

if offered better conditions or to avoid labour problems. Today, the maquila

sector has stronger companies with roots in their communities and is prepared

to commit for the long term. The case of the Kattan Group is one example.

The Kattan Group is a manufacturing corporation located in Honduras. It

owns eight manufacturing facilities; five are sewing facilities with a wide

range of products including knits such as various types of tees, plackets,

fleece tops and bottoms, woven tops, woven bottoms, and uniform apparel.

It also has a state of the art embroidery and screen print facility, cutting

facilities, and a wet processing facility including sand blasting and the most

recent types of wet processing, tinting, radio frequency welding, etc. The

Kattan Group also runs two real estate divisions, INHDELVA Free Trade Zone

in Honduras and Industrial Development Corporation (IDC) in Mexico.

The Kattan Group offers full package services under 806 and 807 trade

programs. It can source and trim fabric from around the world based on the

customer needs. The Kattan Group offers a quality product with quick

turnaround. It is environmentally friendly and complies with all local laws

and customer requirements. It produces clothing in the following categories

for women, men and children: Woven dress and sport shirts, Knit tops and

bottoms, T-shirts, Fleece, Placket golf shirts, Uniforms: work wear, hospitality,

Denim, twill, corduroy pants, and overalls, Sleep wear.

The Kattan Group has a long list of clients: Old Navy, Russell, Oshkosh

B’gosh, Gear, Van Heusen, Gap, Cross Creek, JC Penney, ARTEX, Tommy

Hilfiger, Dickies, Pacific Sunwear, Gildan Active Wear, Best Uniforms, Sara Lee

– Hanes, Outer Banks, Target, Sak’s, Vanity Fair, Kids Headquarters, Rigolleto,

Girls will be Girls, Nike, Ralph Lauren, Cintas, Pinnacle, and USA Prons,

among others.

Source: www.kattangroup.com.
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production. These prospects pose two major challenges to the public and
private sector: 1) devising appropriate policies and measures to help the more
vulnerable households withstand such costs and 2) remedying the serious
weaknesses that hold back the maquila cluster from further industrial
upgrading. The long-term sustainability of the industry will largely depend on
the ability to gain access to quality fabric in a timely and cost effective manner
– either by developing an upstream textile sector or by exploiting the
accumulation of rules of origin to import fabric from cheaper locations,
moving towards higher value added products, and upgrading from mere
assembly to original equipment manufacturing, (OEM) or full package
production. In this respect, the experience of industrial upgrading of Mexican
producers can be a useful reference. The Torreón apparel cluster in Mexico has
benefited from the arrival of branded retailers (“manufacturers without
factories”) which have required local producers, traditionally undertaking only
assembly work for the major US blue jeans manufacturers, to produce for
them the “full package” (Gereffi, Martínez and Bair, 2002).

2.3.3.2. Light manufacturing: the industry to come

Unlike Mexico, Mesoamerica – including SE Mexico – has not managed
yet to diversify its industrial base in areas such as household appliances,
consumer electronics or automotive parts. These sectors accounted in 2004
for 60% of overall Mexican exports. Costa Rica is an exception, with its
software, electronics and medical equipment sectors. Geographical closeness
to large markets (US, Mexico), abundance of a semi-skilled labour force and
availability of preferential trade agreements make industrial assembly a
potentially viable sector in Central America and SE Mexico.

The contribution of maquilas to the development of the region must not
be underestimated. If it is undeniable that wages are low and investment
footloose, the maquilas have generated massive employment for unskilled
workers, contributing to poverty alleviation in the region. If these factories
manage to develop more stable connections with their MNC customers and
foreign buyers, they could incorporate greater added value and develop more
sophisticated productive techniques that lead to increased wages. The
electronic maquilas are one example, such as INTEL in Costa Rica (Box 2.8).

The challenges for the public and private sectors are of greater magnitude
than for the maquiladoras because other assembly essentially does not yet
exist in most MAR countries. There are neither local suppliers, nor previous
experience that can be transferred from other industrial sectors. At the same
time, the success of some Mexican states in attracting large FDI in electronics
and upgrading the skill and technological content of production could provide
guidance to investors and policy makers.33 The experience of the Mexican
electronics assembly industry is interesting not only for its recent success, but
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also for the failures in maintaining and upgrading the indigenous consumer
electronics industry in the 1970s (Lowe and Kenney, 1999).

2.3.4. Logistics industry: synergies with other sectors

As infrastructure projects and regional integration create better
transportation and customs links, logistics becomes a strategic industry
opportunity. The privileged geographical location of the region as a crossroad
for both north-south trade as well as trade between Asia and Europe is
strongly under-utilised. By playing a greater role in goods transport as well
regional supply chains, a logistics industry would provide jobs in that industry
as well as increasing job opportunities in other industries. There are a number
of examples of coastal regions that have built strong sectoral strengths around
transhipment, grouping increasingly advanced services and processes around
transport hubs.

Box 2.8. The case of INTEL in Costa Rica

The case of INTEL in Costa Rica demonstrates the economic gains that

industrial clusters can generate in Mesoamerica. In 1997 INTEL invested

USD 300 million in the region, building an assembly plant in Costa Rica that

by the end of 1998 generated 2 300 jobs and USD 700 million in exports.

By 2000, an additional USD 500 million had been invested, an additional

700 jobs had been created and the value of the exports jumped to

USD 3 000 million.

Prior to attracting such a huge investment, Costa Rica had to demonstrate

that it possessed the necessary human capital and infrastructure to support

the manufacturing of electronic components. By the late 1990s, Costa Rica

had established an electronics cluster and attracted over 40 foreign firms to

produce components for telecommunications and electronic sensors within

electronics maquilas. The country had also attracted software development

firms, which as a group exported USD 70 million in 1998.

The success of these operations prompted INTEL to invest in the country,

which generated even greater gains, both economically and socially. The

influx of firms and the continued growth of the electronics cluster led to

further advances in human capital development, making the country even

more attractive to outside investors. For example, a national technical

education system has been set up, integrating technical colleges, specialised

worker institutes and universities, and additional educational links have

been forged between INTEL and specific universities.
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An advanced logistical services sector that improves the Central
American Logistical Corridor and provides the complementary services to
support it could address many of the issues that currently lead to the high
logistics costs. An adequate logistics system can cut down on the direct and
indirect costs of production, inventory management and production
distribution. Air, land and maritime transport services could be linked with
customs and information technology services to form an integrated regional
system that draws on both the public and private sectors. In terms of physical
infrastructure, besides the usual construction services, there is room for more
sophisticated private financing schemes. Advances in customs services could
lead to electronic or paper-less customs throughout the region as well as
24-hour border crossings and improvements in customs processing at the
ports of entry. Liberalisation and deregulation of the customs air, land and
maritime transport services markets could create a regional logistical services
market that is modern, transparent and effectively regulated.

However, for the MAR region, there are also some significant obstacles for
this sector. As described in Chapter 1, there are problems relating to the
quality of the transport infrastructure, transport bottlenecks, the limited size
of ports and duplication between adjacent ports. The regulations regarding
transport prevent the competition that could lead to a more efficient system.
The transaction costs related to customs regimes and difficult border
crossings, due in part to an inability to concretise the customs union, are
further barriers to developing this sector.

Panama, a logistics hub in the MAR, has taken steps to achieve greater
port co-ordination and private financing through an overall national maritime
strategy that also serves to better integrate ports with local development. The
government created a Panama Maritime Authority (AMP) in 1998 to bring
together all ministries dealing with maritime issues, including the former
National Port Authority. With the privatisation of the two major public ports,
the role of AMP has transitioned from an owner and operator of such ports to
a role of administrator and regulator (see Box 2.9 for details on the typology of
port authorities). They have sold via concessions all those properties that are
commercially valuable to private firms at present, therefore the AMP will need
to enhance the other ports and identify additional public private
arrangements if concessions are not feasible. The domestic ports that serve as
regional hubs and feeder ports have been a lesser priority than the private
international ports (container, tourism and industrial). Part of the maritime
plan is to increase the public private partnerships to support these domestic
ports and better understand how these local ports can contribute to the
socio-economic development of the area. They have also been seeking private
investment in the port-related businesses to support logistics. The AMP is
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working to improve its own human resource capacity to better manage these
port and maritime issues in conjunction with private actors.

2.3.5. Cluster initiatives to support microenterprises, 
SMEs and large firms

Initial competitiveness efforts have begun primarily at the national
level with the largest business owners and a focus on broad industries for
export promotion and FDI. This is typical for countries at the same stage of
economic development as MAR countries (see Box 2.10). Given this broad
cluster focus and the more recent nature of MAR clusters, the presence of
and collaboration within clusters is behind those of other OECD countries.
For example, in a recent World Economic Forum survey, business
executives in the MAR rated cluster development lower than did business
executives in OECD countries. When asked how common clusters are in

Box 2.9. Port authority typologies

Despite various definitions, port authorities can be classified into four

main categories according to the way ports are organised, structured and

managed.

In service ports that are predominantly under the control of a ministry, the

port authority offers the whole range of services required for the functioning

of the system. Due to its lack of flexibility and of market-oriented innovation,

this model is becoming unusual in OECD countries and tends to be confined

to developing countries. Similar to service ports, the port authority in tool
ports owns, develops and maintains port infrastructure but shares

operational responsibilities in cargo handling services with private firms.

“Ports autonomes” in France such as Marseilles are an example of this model

(except for certain more recent terminals). Conflicts have arisen sometimes

between the port authority and private firms because of split responsibilities.

Such weaknesses are solved in landlord ports, where the port authority acts

as regulatory body and a landlord while private firms own and operate cargo

handling equipment. This is the most widespread model in OECD countries

and especially in large ports such as Antwerp and New York, as well as in Asia

with Singapore since 1997. Along with increasing competition between ports,

the introduction of private management has represented a strong trend in

industrialised countries over the last few years, but fully privatised ports
remain quite exceptional and can be found mainly in the UK and New

Zealand where even port land is sold to private owners.

Source: Typology established by the World Bank (2001).
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Box 2.10. Cluster initiatives in developing 
and transition economies

At the request of USAID, the 2005 updated Global Cluster Initiative Survey

(GCIS) included developing and transition countries. The resulting data allows

for useful comparisons between the cluster initiatives in more advanced

economies and those in developing and transition economies. The following

are key results from this recent survey of 1 400 cluster initiatives (CI).

● Political context. In developing and transition economies, economic policy

is typically centralised at the national level with little policy support

relating to competitiveness and clusters, perhaps given their typically

more macroeconomic focus. Donor-initiated CIs are present in countries

where national support for these initiatives is lowest.

● Social context. There is usually less trust in developing and transition

economies, and donor-initiated CIs are in countries with the lowest level of

trust.

● Objectives. Developing and transition economy CIs place greater emphasis

on increasing value-added and exports, while advanced economies focus

more on innovation and business environment improvement.

● Activities. Advanced economy CIs focus more on joint R&D and firm

formation while developing economy CIs focus on upgrading human

resources, supply chain development and joint logistics.

● Resources. CI staff tend to be larger in developing economies (median of

three versus two staff members for transitional and advanced economies).

● Cluster Focus. Developing country clusters focus on basic industries and

enhancing competitiveness while advanced economies typically favour

high tech industries and focus on building clusters (“strategic creation”)

rather than enhancing competitiveness. Donors target lesser CIs and tend

to focus on agriculture and basic industries, to some extent to the

exclusion of capital intensive manufacturing and not at all on high tech.

● Government and Financing. Developing economy CIs are typically started by

internationally funded and implemented groups (donors and international

consultants) with the role of business increasing over time while in

advanced economies governments tend to finance and dominate CIs.

● Performance. While in all economies increased co-operation is the most

important result of the CI, developing economy CIs report considerably

better results than advanced economies in increasing economic

importance of the cluster, increasing market reach and widening the range

of related and supporting industries in the cluster. CIs in advanced

economies perform best in increasing innovation.

Source: Ketels, Lindqvist and Solvell (2005).
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their country on a scale of 1 (low) to 7 (high), the MAR country average is
only 2.9 versus on OECD country average of 4.0. On a similar scale, when
asked about collaboration within the cluster among suppliers, service
providers and in-country partners, the MAR country average was 2.9 versus
an OECD country average of 4.5.34

The next step for the MAR is to complement these macro level initiatives
with stronger support for firms in key sectors, SMEs as well as larger firms.
This also involves a greater focus on more local processes for cluster audits
that are more targeted than simply broad industry categories. To be effective,
many regional and national governments worldwide have found that cluster
initiatives can be a useful form of targeted business support, with relatively
low capital investment but labour intensive facilitation. These initiatives can
be useful in highlighting more precisely barriers for development at a local
level and better linking support services. Such place-based approaches are
particularly important for integrating the poor and their micro-enterprises in
competitiveness policies, as will be discussed in Section 2.4.

The MAR can draw on a number of policy measures specifically targeting
cluster support. Existing policies worldwide tend to focus on providing
common resources for groups of inter-related firms – such as specialised
infrastructure or specific skills training programmes – or to encourage
linkages between and amongst firms and research providers. The target group
of these services should be groups of firms rather than a single firm. A survey
of research on support for clusters identified a series of actions that have
proven to be successful in one or more places (Rosenfeld, 2002):

● Regional economic analysis and benchmarking to better understand how
the regional economy functions as a system and which policy levers are
likely to have the greatest impact. Actions: identification of clusters;
modelling and mapping of systemic relationships; benchmarking of
clusters against competitors. The data observatory discussed in Chapter 3
would support such efforts for obtaining regional level data that could feed
into these analyses.

● Engagement with the collective needs of employers and institutions.
Actions: recognition, or where unmet needs exist, creation of cluster
associations; formalisation of communication channels; fostering of inter-
firm collaboration. In the MAR, such initiatives could take a more
territorial approach.

● Organisation and delivery of services around the complexities and
interdependencies of business needs, rather than individual generic
functions. Actions: organisation and dissemination of cluster-oriented
information; establishment of one-stop cluster hubs; formation of cross-
agency cluster teams; creation of cluster branches of government;
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 2006 129



2. IMPROVING COMPETITIVENESS AND SOCIAL COHESION
facilitation of external connections. In MAR countries, the work
relationships among these national councils and other government
ministries warrant greater study. Chapter 3 discusses several issues related
to horizontal and vertical governmental collaboration.

● Building a specialised workforce, with the aim of producing workers who
are more productive, informed about labour markets and better connected
to employers. Actions: qualification of people for employment; use of
clusters as context for learning; establishment of cluster skill centres;
formation of partnerships between educational institutions and clusters;
support for regional skills alliances; working with NGOs to reach low-
income populations. The specific needs for the MAR in this area are raised
in several sections.

● Allocation and attraction of resources and investment to maximise impacts
on the economy. Actions: incentives or purpose-specific funds for multi-
firm projects only; investment in cluster R&D; support for applications for
funding in less-favoured regions; funding of critical foundation factors
(e.g. education, healthcare, housing). The Cohesion Fund proposed in
Chapter 3 for the MAR could support such less-favoured regions by
channelling development assistance and MAR regional level funds.

● Marketing and branding of the region. Actions: targeting of inward
investment; promotion of clusters; formation of export networks; exploiting
opportunities for regional branding. Given the common and cross-border
interests of the region, the MAR has an interest in this kind of branding and
marketing at a supranational level.

● Stimulation of innovation and entrepreneurship to generate new ideas and
new enterprises. Investment in innovations and business start-ups; support
for cluster-based incubators; facilitation of entrepreneurs’ support
networks; promotion of innovation networks; building of technology cluster
hubs. While this is not currently a primary focus in the MAR, it should
become increasingly important with economic development.

These services can be provided by a variety of different actors,
government, quasi-government or private, each having certain advantages.
Legitimacy in building consensus, for example, may favour governmental
agencies or associations. In the MAR, consensus building with civil society has
been a notable challenge in regional integration efforts. The same is true when
services imply disclosure of sensitive information or brokerage between
potentially conflicting interests: public or collective actors may be perceived
as offering better guarantees of neutrality and confidentiality. The need for
specialised skills, on the other hand, could argue in favour of private sector
provision. The risk, particularly in more advanced regions, is that many of the
services that cluster policies promote could well be provided through the
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market by the same private actors. In regions with a less dense “knowledge
infrastructure”, like the MAR, these kinds of specialised private providers
might be more difficult to find.

While SMEs and small producers would benefit from the aforementioned
policies, it requires a greater level of outreach and co-ordination that is difficult to
achieve using general national level policies. Legal and regulatory frameworks are
insufficient to develop collective action among such a large and disparate set of
formal and informal firms that have varying local conditions even within the
same country. Sound policies for co-operation tend to start small. The lack of
trust, of government and among firms, is an obstacle to overcome in such
collective efforts. The efforts must therefore be credible to the small business
community and provide useful services. Building soft infrastructure (networking,
forums for exchange, cluster animation) builds local social capital but must
overcome these trust issues. Basic ground rules for policies to promote firm
co-operation include initiatives that address immediate problems or lower costs
but that do not create opportunities for predatory behaviour. Three fruitful areas
for collaboration include training, where there are clear economies of scale,
environmental management, and testing, as small firms have similar needs for
basic testing technology, which can typically be provided on a cluster basis and
used as a collective resource (Meyer-Stamer, 1998). The cluster approach provides
a relatively cost-effective way to provide local services on a collective basis, but it
depends on having a body responsible for business development that has a
private sector orientation.

2.4. Competitiveness and poverty

2.4.1. Poverty alleviation still a challenge, especially in rural areas

A major challenge in the Mesoamerican countries is poverty reduction,
which is important for countries throughout the region since economic and
social problems often bypass national borders. In countries such as Nicaragua,
Honduras and Guatemala, 60% or more of the population lives in poverty (see
Chapter 1). These rates are stubbornly high especially in remote and rural areas.
Low incomes and poor performance on human development indicators
not only reflect underlying social problems, they also inhibit economic
development. In light of the notable labour mobility in Mesoamerica, it is
important to have concerted actions to reduce poverty not only at the local or
national levels, but also at the regional (MAR) level. Otherwise, given the
porosity of the borders, the countries would be “exporting” their social problems
of under-employment and poverty to their neighbours, as happened with
migrants from Central America to Mexico or from Nicaragua to Costa Rica.

High initial levels of inequality in access to assets lower the rates of
economic growth and increase the likelihood of negative distributional
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effects. These assets include financial, natural and human assets such as
credit, land, water and education. The distributional effects can in turn be
exacerbated by uneven economic growth, leading to a poverty trap and
diminished social cohesion. The situation is aggravated in the MAR by the
high vulnerability to natural hazards and disasters, which disproportionately
hit the poor (ECLAC, 1999; Dayton-Johnson, 2004). The extent to which the
poor are able to benefit from growth, i.e. the growth elasticity of poverty, is
determined significantly by the terms on which they are able to access
markets and take advantage of the opportunities available (OECD, 2004a).35

2.4.2. Are competitiveness and poverty alleviation mutually 
reinforcing?

Well-conceived competitiveness policies that take the poor into account
can lead to mutually reinforcing benefits, creating a virtuous circle. Several of
the business environment factors and cross-cutting determinants of
competitiveness described in this report should have a positive impact on
poverty reduction. For example, improved infrastructure, such as electricity
and roads to where the poor live, serves to increase their access to cheaper
products as well as providing them a larger market for their products.
Improvements in human development and technology upgrades can have
very powerful impacts on the productivity of the poor given the high return to
such investments. Poverty reduction in turn serves the competitiveness
agenda by increasing the number of individuals who can contribute to
economic growth and tax revenues while reducing the social problems that
can detract from competitivity such as crime.

Ill-conceived competitiveness policies could exacerbate social inequality
by excluding the poor from economic opportunities, exposing the poor to
greater international competition or subjecting them to poor labour and
environmental standards. When trade agreements or other changes allow for
cheaper products from other regions to replace those produced locally, special
measures may be required to support the poors’ transition to new activities,
one of the lessons learned from NAFTA (Todd, Winters and Arias, 2004).
Competitiveness policies that minimise the importance of labour conditions
and environmental standards could lead to short-term financial gains but long-
run costs for competitiveness and social cohesion. The tradeoffs between the
short and long term are particularly evident in the case of natural resources,
where short-sighted uses can lead to immediate earnings for the powerful that
gain access, but preclude certain poor from accessing those resources for their
livelihood today and seriously damage the environment for future generations.
Even if other social segments move out of absolute poverty with overall
economic growth, an increasing income gap due to uneven growth will expand
over time making it difficult for those relatively poorer to catch up.
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The development of supermarkets in the region, supported by FDI
through global retailers, is one example of competitiveness policies that could
have detrimental affects on poor producers. Supermarkets have become
major buyers of local produce in the MAR region (Reardon et al., 2004). By 2001,
supermarkets occupied a significant share of national food retail. For example,
in both Costa Rica and Mexico, supermarkets accounted for 50% and 45% of
food retail respectively in 2001, and in Guatemala supermarkets grew from
15% of national food retail sales in 1994 to over 35% in 2001 (Reardon and
Berdegué, 2002).

The higher quality standards demanded by supermarkets, closer to
international export as opposed to local quality standards, require investments
that the smaller firms and farms may not be able to achieve. Accordingly, the
evidence indicates that supermarkets are sourcing from larger producers, to the
relative exclusion of smaller farmers (Reardon and Berdegué, 2002). For
example, the Guatemalan co-operative ASUMPAL supplying salad tomatoes to
an international fast-food chain became subject to stringent specifications and
experienced a decrease in members from 330 in 2000 to 30 in 2001 to 6 in 2002,
with only larger producers remaining (Reardon et al., 2004). The decline in the
number of small producers supplying supermarkets is of particular concern in
the MAR, where millions of rural poor seek agricultural diversification and
urban markets to escape poverty. However, if competitiveness policies serve to
upgrade and modernise the local food sector, including poor producers, this
could mitigate the negative effects of higher standards and even provide
opportunities for additional linkages. For example, securing contracts with
Carrefour has been particularly profitable for melon growers in northeast Brazil,
both for sales in Brazil and for sales to Carrefour in other countries through its
international procurement system (Reardon et al., 2004).

2.4.3. Linking competitiveness and poverty reduction: stakeholders 
and strategies

Despite several common goals, strategies that foster competitiveness have
been conceptualised distinctly apart from those for poverty alleviation. As a
result, the actors responsible for these separate policy tracks are typically not
the same. Although poverty reduction strategies (PRS) and competitiveness
agendas focus on different variables, in the final analysis both are looking at the
same phenomenon. PRS are centred on the vulnerability of individuals
in poverty while the competitiveness agendas focus on individuals but as
productive elements. Since both strategies seek to increase an individual’s
productive potential, there is fertile ground for synergies.

The region’s economic development strategies have traditionally
excluded pro-poor stakeholders in the process. Much of the rationale
guiding national policies and international development assistance in the
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Central American region supported macro-level business climate measures
(Lindauer and Pritchett, 2002). Existing competitiveness committees
created in each country and the national competitiveness agendas have
included only the largest business groups and wealthiest entrepreneurs,
subjecting these groups to criticism that they are focused only on the elite.
Rural producers and small and medium firms have been left out of the
process. For example, in Nicaragua, the National Competitiveness
Commission had no representatives from the Small Business Associations
(Grisby, 2003). Despite important efforts in the MAR countries to foster
competitiveness among firms, these efforts have benefited a limited group
of enterprises.

An updated process will require the involvement of new, predominantly
local actors in the agenda-setting forums. These stakeholders include groups
that support and finance the entrepreneurial activities of the poor, such as
local governments, non-governmental organisations (NGOs) and micro-finance
programs as well as the poor themselves. The greatest needs for non-traditional
actors lie in the interior regions of the MAR countries, where communities are
dispersed and poverty is most extreme. The emerging decentralisation
processes in the MAR could open the door to new forms of governance that
may enrich or redirect the dominant approach to MAR development. These
opportunities for pro-poor development could trickle up to benefit regional
integration efforts.

There exist clear opportunities to institutionalise the pursuit of common
interests for the competitiveness and poverty reduction agendas. For example,
the PRS of these countries, developed in conjunction with the IMF/World Bank,
provide an opportunity for positive synergies with the competitiveness
agendas (see Table 2.12). The PRS could therefore be made more compatible
with macroeconomic stability and the fiscal resources available as well as
improving the competitiveness of structural and sectoral policies.

More specifically, the participatory process to draft the PRS document
brings together businessmen, governments, civil society and local
communities who could identify appropriate economic activities given their

Table 2.12. IMF/World Bank poverty reduction strategy guidelines

Source: IMF, 2005; www.worldbank.org/poverty.

● Building country ownership through participation
● Poverty diagnosis
● Targets, indicators and monitoring
● Priority public actions

● Microeconomic framework, fiscal choices 
and financing plan

● Structural and sectoral policies, policies for social 
inclusion and equity, governance and public sector 
management
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knowledge at national, sectoral and local levels. Once these competitiveness
friendly policies are established, the PRS could use these same actors to
monitor progress towards those goals. In addition, the poverty diagnosis
process identifies determinants that limit the competitiveness of the region
concerned. The evaluation of prior PRS for lessons learned could benefit the
competitiveness agenda. The greatest potential synergies between
competitiveness and PRS will depend on what actions are designated priority
public actions.

2.4.4. Rethinking competitive strategies to integrate the poor

The MAR region has made s ignif icant headway in tackl ing
macroeconomic reforms since the early 1990s and can now focus on more
inclusive policies. The region currently enjoys macroeconomic stability,
openness to foreign trade and investment and national democratic
governance. Thus, the competitive challenges facing the MAR region today go
beyond those which have been the focus of macro business climate reforms.
Future pol ic ies  need to  move toward an inclusive approach to
competitiveness, requiring investment in regions, firms and products
neglected in the past. They also need to go beyond business climate
parameters to promote the upgrading of products and production processes of
neglected populations.

In this regard, MAR countries could emphasise policies that assist
micro-entrepreneurs to move from the informal to formal economy. Given the
large size of the informal sector in the region, over time this approach could
well have some impact on productivity and overall competitiveness in
addition to addressing key poverty objectives and related social issues. In
Mexico, one in four workers is in the informal economy, and this ratio is
presumably higher in the southeast region (Sojo and Villarreal, 2004). As
discussed in Chapter 1, the informal economy is larger than the formal
economy for several MAR countries: Guatemala, Honduras, El Salvador and
Nicaragua. Many of these smaller firms are informal in part due to the nature
of their business, which do not allow for significant scale economies, but also
due to other constraints. In addition to human capital development as
discussed in Section 2.2, there are a range of public policy measures that could
facilitate this transition to the formal sector, and perhaps even to export
markets where possible. Such measures include: facilitating access to formal
micro-credit, insurance (life, health, property) to prevent or address risks of
disruption to the business activity, deregulation and simplification of
government procedures and services to link micro-entrepreneurs with each
other and with larger firms, among others. An improved legal framework
could also help remove the disincentives to formalisation. Support programs
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would be best provided in the form of a “one-stop shop” at the local level (Sojo
and Villarreal, 2004).

MAR competitiveness strategies need to include an assessment of those
activities that have the greatest productivity for the poor. The failure of proper
incentives for the poor to engage in those activities should be addressed. A
lack of risk mitigation tools such as insurance or savings could cause poor
individuals to engage in less economically productive but safer activities. For
example, poor farmers may seek to plant less productive but drought resistant
crops to minimise their risks given a lack of drought insurance (OECD, 2004a).
With the development of proper instruments, MAR countries could improve
their overall productivity and thus their international competitiveness.

The cluster framework offers an opportunity to address the challenges
faced by poorer producers. Unfortunately poor producers are often located in
isolated communities, where they lack services, infrastructure and ties with
channels for export markets or the high-end domestic market. Many studies
have shown that small firms in clusters can collectively overcome many
constraints related to skill building and access to technology, markets and credit
(Nadvi and Schmitz, 1999; Rabellotti, 1999). The collective action of producers’
associations, municipalities and NGOs among others can help build institutions
that contribute to upgrading, innovation and development in the MAR, since
often the smaller producers lack the capital, infrastructure and technical
assistance to make needed adjustments. Furthermore, the territorial context
where the poor have their assets constitutes a key determinant of poverty
(de Janvry and Sadoulet, 2001). The same asset has a quite different impact
depending on the quality of the context or location where it is held, which
depends on the region’s development conditions. When the assets of the poor
improve, they are able to find multiple paths out of poverty.

Whether firms in clusters actually improve their ability to compete will
require rethinking the current strategy of competitiveness along three lines:
more focus on place-based or territorial policies, more analysis of specific
products and an attention to poorer producers. Changing these strategies
should lead to upgrades of productive activities and therefore poverty
reduction. The emphasis on sectoral or horizontal cluster linkages should be
expanded to include better vertical linkages that could have a greater impact
on the poor in a given geographic area. There are interesting examples already
of linkages between large firms (local or foreign) and poorer sectors which
illustrate the often overlooked synergies between competitive strategies and
the needs of the poor (see Box 2.11.).

There are opportunities for poor producers to engage in higher value
added activities in existing supply chains as well as opportunities in new
supply chains. For example, coffee production is in the hands of small
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Box 2.11. Linking local producers with international markets

Starbucks and Mexican coffee producers

Begun in 1998, the project “Shade Grown Coffee” is a partnership between

Starbucks and Conservation International (CI) to purchase coffee from

producers in Chiapas, southern Mexico. The partnership encourages the best

coffee cultivation practices by purchasing coffee from suppliers who meet

environmental and quality standards. Coffee’s global over-supply and falling

prices has been affecting small producers. This partnership has the twin goal

of fostering ecologically sustainable practices while improving income of

rural producers.

As the project evolved, credit was identified as the main constraint to reach

the goal of producing “green coffee,” which combines environmental and

social standards. In 2000, Starbucks provided USD 1.4 million in loans to

coffee farmers in Chiapas. In 2003, Starbucks gave USD 2.5 million in loans

to support Verde Ventures. The Verde Ventures Fund is a USD 6 million

investment fund managed by CI that provides financing to small producers in

Mexico, specifically the Chiapas region. The projects have expanded to

include producers in Costa Rica, Panama and other Latin American countries

(Colombia and Peru). In 2004, the United States Agency for International

Development (USAID) joined CI and Starbucks to create the Conservation

Coffee Alliance with a focus on Central America and Mexico.

Nicaragua’s sesame seed producers and the Body Shop International

Since the mid-1990s, the Juan Francisco Paz Silva Co-operative in Achuapa

has been selling sesame oil to the Body Shop International under its

community trade program following the fair trade principles. In this

framework, the price Achuapa farmers receive for their oil is negotiated on

the basis of their production costs. Over ten years, orders have skyrocketed

from around two tons a year to 72 tons a year and the local cooperative now

has 132 members who produce high-quality sesame oil.

To overcome the low market prices, high interest rates, climate

vulnerability and unstable domestic demand, the community of Achuapa set

up a co-operative shop, offering credit to invest in essential farming

equipment, training, a shop and a model farm that employs local people and

experiments with organic farming and diversification. International NGOs

have played a vital role in improving productivity and linking with

international markets. Christian Aid funded the purchase of a mechanical

press that is enabling much higher levels of production. In 1994 a British NGO

helped initiate the contact with the Body Shop’s Fair Trade department.

Source: www.celb.org/xp/CELB/programs/agriculture-fisheries/starbucks.xml; www.conservation.org/
xp/CIWEB/partners/; www.nicaraguasc.org.uk/campaigns/fairtrade.htm.
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producers in regions lacking roads, potable water, electricity, laboratories for
testing quality and production infrastructure such as roasters. Studies
indicate that most of the value added of the final coffee product is generated
in advanced countries. In Nicaragua, the share earned by the local Nicaraguan
producers of the total value added actually decreased between the 1970s and
the 1990s, from 33% to 20% (Mendoza, 2000). Yet, there is considerable
opportunity for improving the conditions of poor producers engaged in coffee
activity with improved quality certification, processing and marketing.
Branding of products as organic could link poorer producers with
international niche markets. For example, the move to organic coffee products
holds great potential for the region as it obviates the need for higher cost,
imported pesticides and fertilisers. With regards to new supply chains, the
global trend for decentralised production could create alternatives for those in
regions where the poor are concentrated. As foreign companies invest in the
MAR, other new supply chains become possible.

Development of the region’s growth industries discussed in this report
could all incorporate the poor through greater vertical and horizontal linkages.
With tourism, there exist opportunities to link handicraft producers with local
shops in addition to the general job creation associated with meeting the
service and product needs of tourists. With improvements in infrastructure,
low-skill manufacturing could more easily move out of principal cities, which
would both increase employment opportunities in the more rural areas as well
as diversify the income source in these more vulnerable regions. The most
obvious areas to better integrate the poor are found in agro-industry. Poverty
reduction in several countries has been attributed to increased agricultural
productivity. For most regions, especially in Central America, the
agro-industrial sector and other natural resource related activities, like
forestry and aquaculture, offer the greatest opportunities for developing new
activities tied to new or better products.

In summary, the policies to reduce poverty and improve competitiveness
could lead to a virtuous circle of growth. By paying attention to income
distribution, MAR countries could try to avert unequal growth that reduces
social cohesion and makes it increasingly difficult for the less advantaged to
catch up. Given the multi-dimensionality of poverty and the magnitude of the
challenge, there exists no simple or unique policy. Linking strategies and
stakeholders will help the region more effectively use its limited resources for
both goals of poverty reduction and competitiveness. Strengthening territorial
policies will help focus more attention on strategies to integrate the poor where
they live. Measures to assist micro-entrepreneurs transition from the informal
to formal economy would help increase their productivity and overall country
competitiveness while reducing poverty. By addressing the market failures that
prevent the poor from engaging in the most productive activities, notably in
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agriculture, the countries overall economic growth could be tremendous.
Upgrades in quality and methods are an integral part of poverty reduction.
The strengthening of co-operatives, producers’ associations and other
intermediaries could serve to promulgate buyer standards as well as assist in
the purchasing and financing of materials. The training on effective quality
standards, technological methods, processing and marketing are key to
mitigating against a possible trend towards exclusion. Finally, better linking of
poor producers and entrepreneurs with larger national and international
suppliers will greatly expand their potential markets.

2.5. Conclusion

As discussed throughout Chapter 2, improving competitiveness requires
policy changes at the regional (MAR), national and local level. The examples
provided of growth industries serve to highlight the nature of different
impediments to regional competitiveness that should be addressed by public
policy, notably where the problem is related to the business environment or
co-ordination failures.

On the regional level, improving the integration schemes will enable the
“whole” MAR to be greater than the sum of its parts. Regional planning for
transportation and customs infrastructure as well as greater trade openness
all increase firm access to international markets and create opportunities for
the MAR to play a more active role in international supply chains. While
the high costs for infrastructure investment are unavoidable, many of
the opportunities to improve competitiveness are a question of greater
co-ordination, although co-ordination can be labour intensive. The “race to
the bottom” resulting from country competition within the region, through
free zones for example, has been documented to produce only minor financial
benefits to the “winning” country while resulting in a lost opportunity of
welfare gain for the entire region. Furthermore, economic growth from
integration is typically accompanied by greater regional disparity, which
governments need to address.

The national level has a very important role to play in supporting
supranational initiatives, improving national level business environment
factors and supporting local level initiatives. The national level has both
improved the business environment and supported the larger firms in
important industry sectors. This approach has resulted in important gains in
macroeconomic stability as well as increased trade and foreign investment.
However, this strategy could go farther. Competitiveness policies have not
sufficiently addressed the multiple underlying clusters within each industry,
nor the majority of other stakeholders who, in the absence of appropriate
policies, could be left behind in the competitiveness agenda. These
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 2006 139



2. IMPROVING COMPETITIVENESS AND SOCIAL COHESION
stakeholders include SMEs and the poor. Furthermore, national governments
tend to be sectoral, meaning that their ministries are focused on specific
disciplines (agriculture, labour, etc.). However, many issues such as
competitiveness policy and rural development are cross-cutting issues that
require greater co-ordination among different governmental units, both
horizontally and vertically, with greater attention to place-based needs.

The local level has been absent from competitiveness discussions yet it is
typically the level with the most knowledge about local assets (people, firms
and environment). Competitiveness policies and cluster development are
about capitalising on such assets. Municipalities and other local units have
also played a growing role in the important education and social service
delivery systems that improve human capital. They are also knowledgeable
about the co-operatives, NGOs and other support organisations that help
smaller firms and producers improve quality standards and increase
productivity. To be effective in overall competitiveness strategies in the
context of decentralisation, local governments require appropriate financial
and operational responsibility sharing arrangements with higher level
governments as well as the sorely needed capacity building.

Notes

1. This agreement expands and consolidates the benefits that the region had under
the Caribbean Basin Initiative (CBI), which was no more than preferential
unilateral treatment granted by the United States and which could be withdrawn
at any moment. DR-CAFTA also includes the Dominican Republic.

2. They include the Latin American Association of Integration (ALADI), the
Caribbean Community (CARICOM), the Southern African Customs Union (SACU),
the Association of South East Asian Nations (ASEAN), the Andean Pact, the
CACAM, and the MERCOSUR, among others. For example, total intra-MERCOSUR
exports barely reached about 10% of Mexican exports to the USA.

3. Despite their general use in policy discourse, these assumptions are not all shared
by opinion makers. Paul Krugman is perhaps the most prominent critic of the
assertion that places are “like big corporations competing in the global
marketplace”, arguing that an over-emphasis on international competition
ignores major differences between the characteristics and behaviour of a
company and those of a country, notably that a country cannot go out of business
and does not necessarily have to make an operating profit, and could provoke
“un-economic” policy responses (notably protectionist policies and rejection of
free trade principles). A related problem with the implication that places compete
is the assumption that firms and the regions or countries in which they are
located share similar objectives – wealth creation, employment creation, in some
definitions sustainable development, and so on. This may be true in some cases,
but is certainly not true in all. In a global economy, firms are not tied to specific
places and their profit motivation is not the same as the wealth and employment
creation motivation of a region in particular. Even if the interests of firms and
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those of local and national authorities are not always synonymous, they are
nonetheless closely related.

4. The IMCO competitiveness rankings are based on a set of ten composite indices.
These categories are: 1) reliable and objective legal system, 2) sustainable
environmental management, 3) prepared, healthy and inclusive society,
4) macroeconomic stability, 5) stable and functional political system, 6) efficient
markets of factors of production, 7) world class precursor sectors, 8) efficient and
effective governance, 9) benign international relations and 10) economic sectors
with potential.

5. World Bank (2005b). Other specific business environment issues include
unnecessary regulations that cost firms, harassment of the private sector through
informal payments, inefficient courts, insufficient property rights (intellectual
and physical), insufficient crime enforcement and poor regulatory frameworks for
telecommunications and transportation.

6. Data from the Wold Bank’s World Development Indicators.

7. The analysis of educational attainment profiles is available for Guatemala,
Nicaragua and Panama at www.worldbank.org/research/projects/edattain.

8. Only a few countries in the region take part in international assessments such as
the OECD PISA (Mexico) or the Latin American Laboratory for the Assessment of
Quality in Education, LLCE (Costa Rica, Honduras, Mexico).

9. The OECD PISA results confirm a positive relationship between social and
economic levels and test results.

10. www.preal.org.

11. www.csuca.edu.gt.

12. In these countries, at least until the early 1980s, training was centrally designed,
planned and implemented by a public body, formally dependent on the Ministry of
Labour, with tripartite management. It was financed by a specific levy on payrolls,
of national coverage and with varying degrees of administrative and functional
decentralisation (CINTEFOR, 2001, p. 5). Mexico had a different institutional
arrangement, with training managed by the main business organisation of the
country, the Instituto de Capacitación de la Industria de la Construcción (ibid.). The
national institutions are INSAFORP in El Salvador, INTECAP in Guatemala, INFOP
in Honduras, INATEC in Nicaragua, INAFORP in Panama and INA in Costa Rica.

13. Data from UNESCO Science and Technology folder: statistics on research and
development worksheet. Most of the data is available for 2000 or 2001: http://
stats.uis.unesco.org/ReportFolders/reportfolders.aspx.

14. For a discussion, see OECD (2002), Foreign Direct Investment for Development:
Maximising Benefits, Minimising Costs.

15. According to the latest Doing Business report of the World Bank
(www.doingbusiness.org), starting and closing a business, enforcing contracts and
creating collateral to obtain credit are the areas where the region lags farther away
from the OECD average.

16. The situation might be different in the South Eastern Mexican States,
unfortunately data on the sectoral traditional composition of FDI by state are not
available.

17. The effectiveness of local content requirements and other trade-related investment
measures for linkage-creation and technology transfer is unclear. Battat et al. (1996)
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suggest that local content measures create disincentives for foreign investors and,
although they have in some cases increased local sourcing, the net cost paid by the
host economy is high. Moreover, foreign firms, even when willing to comply, have
been frustrated by an insufficient response from local suppliers.

18. The DR-CAFTA investment chapter will introduce into national investment
legislations non discriminatory clauses. The most relevant measures include the
granting to foreign investors of national treatment, most favoured nation
treatment and minimum standard of treatment, as well as guarantees against
expropriation, for fair compensation and free transfer of capital relating to the
investment. Moreover, governments agree not to impose or enforce any
performance requirements, such as local content standards, technology transfer
requirements or national preference for the appointment of senior managers. The
Treaty also specifies that in the event of an investment dispute, the claimant and
the respondent should initially seek to resolve the dispute through consultation
and negotiation, which may include the use of non-binding, third-party
procedures such as conciliation and mediation.

19. As discussed in the previous sections, other important sectors have developed in
some countries of the region, most notably the software and electronics industry
(Costa Rica) and financial services (Panama).

20. Definitely higher than 1 as tourism grows faster than the world GDP.

21. Obviously natural disasters in other parts of the world temporarily benefit tourism
in Mesoamerica. This was the situation in 2005, as a result of the tsunamis in Asia.

22. The Technical Secretariat of the Central American Tourism Council (STCCT),
which serves the Central American Tourism Council (CCT), launched the CATA. 

23. The study ranks countries according to their agricultural labour productivity
in 1995, using the United States as reference at 100. In this ranking, none of the
countries studied reach 20% of the productivity in the United States, and there are
enormous differences among them. Belize (14%) and Costa Rica (12%) show the
highest productivity in the region, followed by Panama (6%). Nicaragua, Honduras,
Guatemala and El Salvador lag further behind, with productivity ranging between
1% and 5% of the US level. Central America fares slightly better than the
Caribbean, but the average labour productivity is 2.6 times smaller than in Latin
America. 

24. Rodrigues and Torres (2003) find that Central American countries have been able
to break into some markets, but are losing ground to their competitors in others
where they would have a comparative advantage. The report concludes that the
main strong points in terms of agro-food competitiveness are in the markets to
which they enjoy preferential access as compared to their main competitors. This
is the case of some tropical fruits (melons and papayas) in the United States and
the European Union, and lobsters in the EU. However, there are cases where, even
with preferential access compared to their main competitors, these countries are
clearly losing ground in the marketplace. This is particularly the case of bovine
meat in the US market. Another case of lost opportunities is that of sesame seeds,
live plants and palm oil, these are markets where both the countries studied and
the other export countries enjoy free access.

25. Leaving aside Nicaragua, some 3% of producers owns more than 46% of total land.

26. Examples of the expensive consequences of low standards are well known in the
region. In 1992 the US Food and Drug Administration set up an automatic
detention program for snow pea imports from Guatemala, one of the leading
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agricultural exports of this country, because they contained high pesticide residue
levels. Similarly, the whole raspberry sector in the country was wiped out after
some export batches to the USA were found to contain the parasite Cyclospora,
destroying the image of Guatemalan exporters in this market.

27. In 2003 the CSU supermarket chain controlled 80% of the supermarket sector in
Costa Rica and La Fragua held 65% in Guatemala. Both groups have significant
power in the market.

28. INCAE and HIID (1999). 

29. Maquiladoras, originating with the 1965 by the Border Industrialisation Program,
are assembly plants that use imported components to make goods for export to
the US Maquila exports enjoys preferential access to the US market under the
outward processing program (so-called clause 807/9802), which allows goods
assembled abroad from US-made components to be imported into the United
States virtually duty-free. A duty is assessed only on the minimal value-added by
foreign labour.

30. “Central America is holding its Breath”, Business Week, 20 June 2005, pp. 28-30.

31. In addition to the tariff margin, the strong pressure on China to contain its exports
and increase the flexibility of its currency would also help buffering the impact of
the Chinese threat.

32. The experience of Cambodia is quite telling. “Thanks to an unorthodox labour
program backed by the United States and intended to improve working conditions,
much of Cambodia’s garment industry has been holding its own since the end of
the global quota system that parceled out shares of the apparel and textile
business country by country. A majority of Cambodia’s factories have retained the
loyalty of major retailers around the world by appealing not just to their need for
low-cost production but also to their desire to avoid the stigma of exploiting poor
laborers in distant sweatshops.” Elizabeth Becker “Cambodia’s Garment Makers
Hold Off a Vast Chinese Challenge”, The New York Times, 12 May 2005.

33. Baja California is one of the largest recipients of FDI in Mexico. Almost half of the
total FDI goes into the electronics and electrical equipment sector. See Gerber and
Carrillo (2002).

34. World Economic Forum 2004-05 Global Competitiveness Report based on
Executive Opinion Surveys.

35. The rate of poverty reduction is a combination of a growth and a distribution
component. The growth component measures the extent to which the incomes of
the poor would have risen if the distribution of income had remained unchanged.
The distribution component measures the effect on the incomes of the poor of
changes in the distribution of income (OECD, 2004a).
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3. TOWARDS MORE EFFECTIVE GOVERNANCE
Introduction

Chapters 1 and 2 of this report have highlighted two key aspects. On the
hand, the fact that further economic integration of the Mesoamerican region
(MAR) can be an important factor for its development. On the other hand, the
preceding chapters have underlined that integration per se is not a solution to the
problems of Mesoamerican countries and that much of their potential resides in
a number of unused resources that should be identified and mobilised through
more co-ordinated and inclusive action at all levels of government.

Looking at Mesoamerica’s integration process from a governance
perspective, this chapter discusses ways to couple the on-going process of
economic integration of Mesoamerica with a process of integración desde abajo
(bottom-up integration), whereby strategic policy decisions are nourished by
knowledge held at different levels of government and supported by
appropriate horizontal co-ordination mechanisms at both national and local
levels. The chapter is divided in two parts. Part 3.1 considers the status of
mesoregional governance, that is, to what extent are countries co-ordinating
their policy in the region. Part 3.2 looks at multi-level governance issues and
discusses to what extent decentralisation and bottom-up initiatives can
contribute to engage and co-ordinate the relevant actors at all levels of
government in the development processes.

3.1. The governance of Mesoamerica

To what extent are countries co-ordinating their policy in the region?
Hurricane Mitch in 1998 made it dramatically clear that the supranational
level is the most suitable to co-ordinate actions in some policy areas in the
region. But this is just one field in which governments increasingly recognise
the need to join forces. Chapters 1 and 2 have demonstrated the need for
and potential benefits of increased policy co-ordination in areas such as
infrastructure development, energy, tourism and natural disaster prevention.
External agents also have long supported the agenda towards economic and
political integration in the area. The European Union and its member states,
the USA, Japan, ECLAC or the IADB are increasingly considering the region as
a unit. This is also the case among non-governmental organisations and
private businesses.

In this context, the political debate of the recent years has been
dominated by discussion on the economic and political integration of
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Mesoamerica. However, results have been a mix of progress and rhetoric
commitments, both of which have occurred without a coherent and
continuous framework. This section discusses the advances of the
Mesoamerican political integration process but also the limits of its
governance and identifies some priorities for policy reform.

3.1.1. Regional integration and governance

The process of Central American integration has been a long and
complex one. Four key phases can be identified:

The first phase (1950s-60s) was marked by the signature of the Charter of
the Organisation of Central American States (ODECA) in 1951 and the General
Treaty on Central American Economic Integration at Managua in 1960. The
objective of this treaty that was signed by all Central American countries, with
the exception of Costa Rica, was to create a common market and a customs
union. With the theoretical and political influence of ECLAC, all these years
constituted the most important moment for the modernisation of the region’s
economy ever since its independence.

After the crisis of the Central American Common Market (CACM), the
main objective of the reactivation and restructuring of the regional integration
process in Central America was to resolve the conflict confronting the
countries in the region. The second phase (1986-90) of the integration process
was thus marked by the so-called Esquipulas process that was successful in
replacing the dynamics of confrontation with the dynamics of negotiation.
In 1988 the United Nations approved the Special Plan for Economic
Co-operation in Central America and in 1990 the Central American countries
signed a common Plan for Economic Action (PAECA).

A third phase (1991-95) was characterised by the approval of key treaties
that came to form the new legal framework of the Central American
integration process. The key document of the new integration process is the
1991 Tegucigalpa Protocol. The protocol sets the legal and institutional basis for
regional integration with the establishment of the Central American
Integration System (SICA), which designs a model based on four subsystems
(political, economic, social and cultural), thus providing it with a much wider
scope then the previous CACM. This framework was then further defined by
the 1993 Guatemala Protocol that together with the Social Integration Treaty
and the Framework Treaty on Democratic Security, subscribed in 1995,
completed the fundamental legal basis for regional integration in the 1990s.
The economic integration model that emerged in this phase is based on a
paradigm known as “regionalismo abierto” (“open regionalism”) which stresses
the opening of Central American economies, external trade agreements and a
future customs union as the key engines for development.
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The second half of the 1990s was a period of relative stagnation of the
integration process following the attempts of institutional reforms in 1997 and
Hurricane Mitch in 1998. However, a fourth phase (2001-05) has since begun,
marked by a number of events that have contributed to bring new dynamism
to the integration process:

● The consultative groups of Stockholm and Madrid and the evidence they
brought of the potential benefits of joint strategic planning in the region.

● Research projects co-ordinated by regional institutions whose results
have generated a remarkable impact and interest. Among them, the
1999 Harvard-INCAE report was particularly successful in gathering
consensus in the area.1

● The increasing involvement of Belize and the Dominican Republic in the
integration process.

● The perspectives of free trade agreements with the USA and the European
Union.

● The negotiations for the establishment of the Central American customs
union following the 21st Presidents’ Summit of Granada (Nicaragua) in
June 2002.

● An increasingly active involvement of Mexico and the introduction of the
Puebla Panama Plan.

Despite a certain discontinuity in the process, meetings at the political
level and inputs from academia and from international organisations2 have
progressively shaped a mesoregional agenda3 that is now marked by three
priorities:4 1) competitiveness, particularly in terms of capacity to respond to
the challenges posed by globalisation and emerging economies; 2) trade and
issues related to the intra-Central American trade agreements (including the
key issue of the customs union) and the coherence of external negotiations;
and 3) infrastructure and the need to fill regional gaps in terms of basic (water
and energy), transport and communication infrastructure. These key
orientations of the current MAR policy Agenda are objects of a wide
consensus, but important sectors of the Central American civil society do
oppose some of the policy initiatives (such as the PPP) proposed by MAR
governments. Criticism is mostly based on the following arguments:

● a prevailing neoliberal orientation of the MAR’s policy agenda and an
excessively export-oriented approach;

● the lack of consultation and participation of a part of the civil society in the
mesoregional strategies’ design;

● the lack of focus on policy challenges in the areas of poverty alleviation,
local development and environmental protection.
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If wide sectors of the society are critical towards the current development
agenda for Mesoamerica, its advances are hampered by weaknesses of the
decision making process in the region. The following sections discuss the
current inability of national governments to engage in co-ordinated action in
many policy areas, as well as the obsolete nature and malfunctioning of some
regional institutions.

Box 3.1. The Madrid Agenda

Following Hurricane Mitch in November 1998 a number of initiatives

were taken to manage the reconstruction of Central American countries.

At the initiative of the Inter-American Development Bank (IADB) a

meeting was organised in Washington in December 1998 and followed by

the Consultative Group Meeting for the Transformation and Reconstruction of

Central American that was held in Stockholm on 25-28 May 1999. At the

Stockholm meeting Central American governments and the international

community decided to share the responsibility of reconstructing the

affected countries and re-launch their economic development through a

long-term co-operation agreement.

The work started at the Stockholm meeting was continued by the

Consultative Group meeting held in Madrid on 8-9 March 2001. In that

occasion a consultation body was established, composed of ministers

appointed by the governments, to this end and a co-ordinating committee

was set up, composed of ECLAC, INCAE, SIECA and SG-SICA (General

Secretariat of SICA) and an inter-institutional commission composed of

the regional institutions of the SICA. The General Secretariat of the SICA

incorporated private actors and other members of the civil society

– through its Consultative Committee (CC-SICA). Within the regional

Consultative Group meeting in Madrid efforts were channelled to reach a

consensus on a strategy for the development of Central America and on a

set of projects to be undertaken jointly by the countries in the region and

key international organisations. The result was the Strategy Paper for

Central American Transformation and Modernisation for the 21st Century, also

known as the “Madrid Agenda”.

Although formal agreements were reached on a number of priorities for

joint action in the region, the Madrid Agenda was progressively

abandoned and was then definitely eclipsed by the development of the

Puebla Panama Plan in June 2001, which incorporated some of the projects

agreed upon in Madrid in its eight initiatives. The Madrid Agenda gives a

good example of the difficulties in reaching agreements on the strategic

development of the region and to follow them up with coherent national

and regional agendas.
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3.1.2. The need for a strategic vision and the cost of non-coordination

During the past 20 years (from 1986 to today), advances in the Central
American integration process have been conditioned by the changing will of
national governments and have produced an extremely wide and varying policy
agenda. The proliferation of presidential commitments and the correlated
non-compliances of most of them have negatively influenced the process of
integration in the region. Moreover, the modest involvement of the civil society
has contributed to a widespread negative image of such processes among
Central American citizens. The concentration of the decision-making process in
presidential meetings and the lack of control mechanisms over the execution of
agreements do represent key obstacles to co-ordinated policy making in the
region. Moreover, the present system has also the effect of weakening regional
institutions, whose lack of efficiency is constantly debated.

There is a great deal of confusion in the region about the respective
competences of regional institutions and about what is expected to be done
and what can be done in the national and regional scopes with both agendas
often getting mixed. As a result, the discussion about the role of regional
institutions is often dominated by ideological arguments and by a widespread
prejudice towards all of them regardless of the tasks they perform. The debate
on regional institutions focuses largely on the SICA (Box 3.2, Figure 3.1) which
is the institutional framework of regional integration created by the
Tegucigalpa Protocol in December 1991.5

Following work done by IADB and ECLAC, the Presidents’ Meetings of
Panama (1997) and San Salvador (1998) brought a number of reforms. These
were aimed mainly at revising the role and functioning of the PARLACEN and
the Central American Court of Justice and rationalising SICA’s system of
Secretariats. Important decisions were taken, including: reducing the number
of PARLACEN members and the judges of the Court, designating a technician
as the President of the CABEI (thus eliminating the habit to rotate presidency
among the different countries) and modifying the CABEI’s regulations to
facilitate the entrance of extra-regional partners. These decisions caused
strong opposition among the institutions that were most affected by the
reform. The XXV Presidents’ Meeting in December 2004 took further steps in
the commitment to reform these institutions.6 Presidents subscribed the
protocols that modified the Consultative Treaty of the Central American
Parliament and the Statutes of the Central American Court of Justice.7

While the debate on regional governance goes on focusing almost
exclusively on reforms of Mesoamerican institutions such as the PARLACEN and
the Court of Justice, the lack of policy co-ordination among Mesoamerican
countries emerges as a key obstacle to the development of the area. The modest
coherence between national and mesoregional agendas in key policy areas such
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Box 3.2. The complex structure of the SICA 
(Central American Integration System)

The SICA is composed by the following main bodies: the Central American

Presidential Summits, the Council of Ministers, the Executive Committee, the

General Secretariat of the SICA (SG-SICA), the Consultative Committee

(CC-SICA), the Central American Parliament (PARLACEN), the Central American

Court of Justice, and the Central American Vice-presidents Meeting.

The specialised Secretariats of the SICA are the Permanent Secretariat of

the General Treaty of the Central American Economic Integration (SIECA), the

Social Integration Secretariat (SIS), the General Secretariat for Central

American Education and Culture Co-ordination (SG-CECC) and the Executive

Secretariat of the Central American Environment and Development

Commission (SE-CCAD). The SICA is also composed of specialised

secretariats, regional institutions and inter-governmental ad hoc secretariats.

Other specialised secretariats of the system related to the economic

integration subsystem include: the Executive Secretariat of the Central

American Monetary Council (SE-CMCA), the Technical Secretariat of the

Central American Tourism Council (STCCT), the General Secretariat of the

Central American Agricultural Council (SG-CAC) and the Central American

Commission on Maritime Transport (COCATRAM).

Important regional institutions also take part in the SICA: the Central

American Bank for Economic Integration (CABEI); the Central American

Higher Council of Universities (CSUCA), the Central American Institute of

Public Administration (ICAP), the Institute of Nutrition of Central America

and Panama (INCAP); the Coordinating Committee of Potable Water and

Sanitation Institutions of Central America, Panama, and the Dominican

Republic (CAPRE); the Central American Corporation for Air Navigation

Services (COCESNA); the Central American Telecommunications Technical

Commission (COMTELCA); the Coordination Center for Natural Disaster

Prevention in Central America (CEPREDENAC); the Regional Commission for

Hydraulic Resources (CRRH); the Central American Permanent Commission

for the Eradication of Illicit Production, Consumption, Use and Traffic of

Narcotic Drugs and Psychotropic Substances (CCP); and the Regional

Organism of Agricultural Sanity (OIRSA).

The following ad hoc inter-governmental Secretariats also belong to the SICA:

the Central American Council of Social Security Institutions (COCISS); the

Central American Electricity Council (CEAC); the Central American Isthmus

Council of Sports and Recreation (CODICADER); the Central American Council

for Housing and Human Settlements (CCVAH) and the Science and Technology

Commission for Central America and Panama (CTCAP).
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as those outlined in the previous chapter is evident. Despite efforts to exchange
information among countries, competitiveness policies are designed and
developed mostly from a national perspective. Similarly, and despite advances
with CAFTA, external trade policies are marked by the permanent difficulties to
establish joint trade negotiations and to finalise the negotiation of the regional
customs union. Finally, regarding infrastructure policy, the Puebla Panama Plan
has re-launched the need to co-ordinate large investments in the region (see
Box 3.3). It remains to be seen to what extent individual countries will be willing
to trade-off specific interests regarding the design of a logistics corridor and the
location of infrastructures for a coherent regional investment strategy.

The PPP, despite its positive impacts on the region, highlights the
difficulties to introduce an integrated development strategy for Mesoamerica.
The Plan incorporates a variety of policy concerns but concentrates the large
majority of its resources in infrastructure investments. As seen in Chapter 2,
such investments are necessary but it is not clear to what extent they are
integrated into a comprehensive, cross-sectoral strategy. In this framework,
the risk is that countries embark on very costly projects that are not well
co-ordinated and that have a sub-optimal impact on the MAR’s development.

One example of such risks is given by the current discussion around
investments to be made for port infrastructure in the Gulf of Fonseca. Within

Figure 3.1. Institutional structure of the SICA
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Box 3.3. The Puebla Panama Plan

In November 2000, the newly elected Mexican President proposed to

launch a new mechanism for dialogue and co-operation between Mexico and

Central America. The most innovative feature of the Puebla Panama Plan is

precisely its target area which integrates in a common development strategy

the nine states of the southeast region of Mexico and the seven countries of

Central America. Adopted in June 2001 under the Tuxtla Mechanism of

Dialogue and Agreement (Mecanismo de Tuxtla), the PPP has provided the

opportunity for new dynamism in the joint definition of strategies and

investments between Mexico and its southern neighbours. Also the Plan has

contributed to mobilise an outstanding amount of financial resources from

both the public and private sectors.

Following the formal approval of the PPP by the participating countries, a

number of bodies were created for the governance of the Plan. These included

two key instances: the PPP Executive Commission which meets every two

months to establish priorities and monitor advances of the Plan (with

operational support from its recently created Executive Direction based in

San Salvador); and the Inter-institutional Technical Group (Grupo Tecnico

Interinstitucional, or GTI). The GTI was composed originally by the CABEI,

the IABD, the ECLAC and SICA, a group which has over time developed

close relations with more than a dozen specialised organisations. These

institutions identified eight initiatives under which to articulate the PPP:

1. Sustainable development.

2. Human development.

3. Prevention and mitigation of disasters.

4. Tourism.

5. Trade facilitation and competitiveness.

6. Transport infrastructure.

7. Energy.

8. Telecommunications.

A number of investment projects were then developed under the eight

initiatives with inputs coming primarily from the already existing report on

the Modernisation and Transformation of Central America in the XXI Century

(and its relative projects developed in the Group of Madrid in 2001) and the

document prepared on the SE Mexican component of the PPP target area

(Puebla Panama Plan, Mexican Chapter). The forecasted investments, as

of the PPP’s 2005 report to the Presidential Summit, add up to around

USD 7 300 million.
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a very short distance there are three ports and three countries (the Port of
Acajutla, El Salvador; the Port of San Lorenzo, Honduras; and the Port of
Corinto, Nicaragua) that are betting on their future expansion through large
investments to become the Gulf of Fonseca’s leading port. There is little
evidence of co-ordination and search for complementarities of such
investments and each of the countries concerned seems to be aiming at
developing the key Central American port in the Pacific. The Mesoamerican
initiative for a logistical corridor within the Puebla Panama Plan provides an
opportunity to cope with these kinds of problems but there is still little
evidence that significant results in this direction have been achieved.

A second example is the energy sector, where poor co-ordination creates
fundamental problems of limited coverage, high costs and generation capacity
(see Section 1.2.1.1). Within the context of the PPP’s Mesoamerican energy
initiative, the CABEI has outlined a plan to improve energy integration in the
region by:

● helping to introduce cross-border initiatives for the development of the
Mesoamerican energy sector;

● strengthening the institutional and regulatory framework of the regional
energy sector and promoting technology and knowledge transfer
throughout the region;

● mobilising financial resources for those initiatives that contribute to more
diversified and sustainable energy use in the region.

In terms of financing, the CABEI’s plan calls for USD 11 500 million to
achieve: i) 1%-5% reduction in electric transmission losses and ii) a 5 310 MW
increase in the region’s installed capacity. Achieving these goals will require
strong cross-border co-ordination without which there could be important
losses as shown by recent CABEI estimates (see Table 3.1).

Table 3.1. Mesoamerican energy sector in 2020: the case for co-ordination

Source: CABEI (2005b).

Situation in 2020 without 
integrated intervention (Mbep)

Situation in 2020 with 
integrated intervention (Mbep)

Energy demanded 230.9 207.8

Unmet demand 73.6 27.5

Total energy imports 172.5 127.5
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3.1.3. Successful areas of mesoregional co-operation

While, as discussed in the previous section, the lack of co-ordination of
development strategies in Mesoamerica is a key problem, the benefits that
more and better co-ordination can bring are visible in some policy areas where
important advances have been made. This is the case in the fields of 1) natural
disaster prevention, 2) tourism and 3) developing the frontier regions.

Within the framework of the SICA, the Coordination Center for Natural
Disaster Prevention in Central America (CEPREDENAC)8 was created in 1993 to
cope with the prevention and management of natural disasters. The Center
has been active in promoting the exchange of experiences, technology and
information across the region as well as in co-ordinating the support of
external donor agencies. The Center has promoted the signature of the
Guatemala Declaration which established the Strategic Framework for
Vulnerability and Disaster Reduction in Central America. Efforts in the
direction of a more co-ordinated response to natural disasters are at the origin
of the PPPs Mesoamerican initiative for the prevention and mitigation
of natural disasters. The initiative has several components including the
development of an integral approach to risk reduction, the promotion of early
alert systems and the strengthening of local capacities and co-ordination in
case of natural disasters.

A second area in which Mesoamerican countries are increasingly
realising that co-operation is a win-win situation is that of tourism. Central
American governments have created the Technical Secretariat of the Central
American Tourism Council (STCCT) and its Central American Tourism Council
(CCT) under the SG-SICA in San Salvador. The countries have again prioritised
the tourism integration process with the approval of the 2002 San José
Declaration of the Strategic Plan for Sustainable Tourism Development.
The CCT’s agenda is wide and includes initiatives for territorial marketing,
facilitating mobility across the region, promoting investments of both
enterprises and SMEs in the tourism sector, introducing quality certificates
and developing human resources within the sector. An important initiative
has been the creation of the Central American Tourism Promotion Agency
(CATA) located in Madrid, for the joint European promotion of the region as a
tourist destination. For that purpose, Central American countries have created
a common trademark under the slogan “Central America, so small, so big”
(“Centroamérica, tan pequeña, tan grande”).

The Puebla Panama Plan has also included a Mesoamerican tourism
initiative among its eight lines of action and several programmes have been
developed under the co-ordination of the CCT. These include the Caribbean
Route, the Coffee Route (Ruta del Café), and initiatives in the fields of
facilitation of tourist flows, tourist security, tourism sustainability
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certification, improvement of the sector’s statistics and ethno-tourism. These
initiatives are innovative and hold great potential but much remains to be
done in terms of financing and organisation to move from a design phase to
actual implementation throughout the region.

Finally, Central American countries are traditionally concerned about
frontier regions, both in terms of vulnerability to changes in the customs
regime and in terms of potential sources of political tension9 between
states. Also, border regions are seen as potential showcases of benefits
resulting from further cross-border integration. In this framework, and
following some successful but sporadic initiatives of municipal cross-
border co-operation,10 the CABEI has lunched a particularly innovative
initiative: Programas Fronterizos or the Central American Development
Programme for Frontier Areas financed by the European Union. This
programme, which is allocated a global amount of USD 54 million
(46 million of which are allocated to project funds), is developed in nine
“microregions” (see Table 3.2), five of which are characterised for being
cross-border municipalities and four of which are characterised by shared
river basins. The beneficiary population is around 1.3 million inhabitants.

Table 3.2. Programas Fronterizos (CABEI-EU)

Source: CABEI (2005a).

Microregion Country Municipalities

Priority microregions

1. Guatemala
Honduras

Morales
Azacualpa, Quimistán, Nueva frontera

2. Guatemala
El Salvador

Jalpatagua, Comapa, Conguaco, Jerez
Tacuba, Ahuachapán, Atiquizaya, San Lorenzo

3. Nicaragua
El Salvador
Honduras

Chichigalpa, El Realejo
Pasaquina, Intipucá, Conchagua, Chirilagua
Amalapa, Alianza, Choluteca, Marcovia, Nacaome, Namasigue, San Lorenzo

4. Nicaragua
Costa Rica

Cárdenas
La Cruz

5. Nicaragua
Costa Rica

San Carlos, El Castillo
Los Chiles, Upala

Shared basins

6. Motagua Copán 
– Chortí River

Guatemala
Honduras

Camotán, Jocotá, Olope, La Unión
Copán Ruinas, San Jerónimo, Santa Rita, Cabañas, Paraíso, San Antonio

7. Paz/Pulula 
Pampe River

Guatemala
El Salvador

Jerez, Comapa, Jupiltepeque, El Adelanto
Atiquizaya, San Lorenzo, Ahuachapán, Turín

8. Black/Guasaule River Honduras
Nicaragua

El Triunfo, Concepción de María, El Corpus
Santo Tomas, Cinco Pinos, San Pedro del Potrero Grande, Somotillo

9. Coco or Segovia/
Aguas Calientes River

Honduras
Nicaragua

San Marcos de Colón
Pueblo Nuevo, Las Sabanas, San Juan de Cusmapa
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The programme aims to introduce participatory, bottom-up approaches to
the development of border regions and has a dual objective. First, to
generate joint activities in frontier regions and alternatives to the
economic activities linked with customs and second, to encourage the co-
ordinated management of natural resources and river basins.

3.1.4. Towards an effective governance of the Mesoamerican region

At the mesoregional level, economic integration is advancing but regional
institutions do not seem to be in the position to design and implement a
common development strategy. On the one hand key private sector players
have not waited for the advances of the customs union to give a Central
American regional dimension to their activities and exploit the potentials of
this market. On the other hand institutions, both regional and national, are
not responding at the same pace to the challenges and opportunities
characterising an increasingly integrated region.

Despite advances in mesoregional co-ordination in key policy areas
discussed in the previous section, co-ordination among Mesoamerican
countries emerges as a key obstacle to the development of the area.
Mesoamerica as the target area of co-ordinated policy is a recent concept,
linked to the launch of the Puebla Panama Plan, whose functioning will largely
depend upon the successful integration of Mexico (and possibly other
countries) into a renewed Central American system. Three areas stand out as
priorities for a governance of the mesoregional integration process. They
concern the need to 1) reform regional institutions, 2) introduce a territorial
approach to mesoregional policy making and 3) improve intelligence and
technical capacity in the field of regional policy.

3.1.4.1. Priorities for institutional reforms

The purpose of this report is not to develop detailed recommendations
for reforming Central American institutions. It is possible however to identify
a number of areas in which action is necessary to create the basis for
co-ordination in the MAR.

As discussed in the previous sections, the institutional framework
created around the SICA by the Tegucigalpa Protocol in 1991 has been blocked
for years by a lack of strategic focus and by the discrepancies between the
commitments assumed in Presidential Summits and the actual policies
pursued by Central American governments. An example is represented by the
difficult and still unresolved process to establish the CA-511 customs union. The
complexity of the institutional system and the lack within it of a civil career
raise concerns on the sustainability and effectiveness of the present system.
Since the end of the 1990s several attempts at reform have been undertaken,
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aimed mainly at revising the role and functioning of the PARLACEN, the Central
American Court of Justice and of SICA’s system of Secretariats, but a lot remains
to be done to establish an actual governance of the MAR.

The following are widely considered as priorities for reform. First,
SG-SICA’s institutions need to be re-organised to favour greater
institutional efficiency and effectiveness. A pro tempore presidency of the
SICA has shown potential to better articulate mechanisms of the system.
Its procedures could now be better defined, also drawing on positive
experiences from other regional integration frameworks (see Box 3.4).
SICA’s links with the civil society could be strengthened and some co-
ordination difficulties with SIECA should also be addressed. The creation of
an Executive Committee with national representatives working closely
with the SG-SICA was included in the Tegucigalpa Protocol, but it is not
clear to what extent this is actually working. Its reinforcement could
greatly foster the coherence of the Agendas of Presidential Summits and
the follow up of their decisions. Second, the role of PARLACEN should be

Box 3.4. Half-year presidency of the EU: a mechanism 
to define and articulate the regional agenda

One of the mechanisms for institutional co-ordination and articulation of

agendas in the European Union is the half-year presidency of the councils of

ministers following a pre-defined order. Half-year presidencies of the EU

contribute to facilitate the decision-making process and have a notable

visibility in the European public opinion.

A good presidency becomes an element of international and domestic

prestige for the country holding such responsibility. The countries develop an

intense activity that is presided over by a logo summarising the intentions of

the country and accompanied by a website that provides details of the

half-year agenda. Prime ministers start their half-year presidency expressing

their objectives for the period and making the commitments that would

measure the effectiveness of presidency.

Another tool has been recently added to half-year presidencies and on

8 December 2003 the General Affairs and External Relations Council approved

the Multi-annual Strategic Programme of the Council, prepared by the six

presidencies: Ireland, Netherlands, Luxembourg, United Kingdom, Austria

and Finland. This document establishes priorities of the European agenda

for 2004-06 and therefore an effort is made for the co-ordination and

planning of the objectives.
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reassessed by the member countries. Created in 1986 with the object of
serving as a forum for peace, this institution has achieved its primary
objective and now needs to be reformed to respond to new challenges. Its
dimension and costs could be reassessed in relation with its functions and
impact and new membership and working rules could be introduced to
avoid the anomalies that have affected its reputation and subsequently the
image of the integration process as a whole. Third, the Central American
Court of Justice also needs substantial reforms. Its competences need to be
better defined and all countries should ratify its statute and commit to
respect it. As discussed in Section 3.1.2, a commitment to reforms in the
areas outlined has been expressed in the XXV Presidential Summit in 2004.
The key is now that countries actually proceed to ratify these decisions.

Overall, increasing the coherence and translating into practice the
resulting agenda from presidential meetings should constitute the key
objective of the reform process of regional institutions. First, it is necessary
to establish a clear set of rules and procedures regarding the elaboration of
the agenda for presidential meetings. These rules could ensure periodicity
of ordinary presidential meetings and clearly define the tasks of the SG-
SICA in their preparation and in the co-ordination of participating
institutions. Second, a critical factor is the actual follow-up of presidential
decisions by Central American governments. Sometimes agreements are
not applied for political reasons but often this is the result of a lack of co-
ordination or clearly defined responsibilities among ministries or
governmental units in each country. SICA has elaborated some proposals
which need to be implemented to clarify in each country which body is in
charge for liaising with supra-national institutions and monitoring the
implementation of presidential decisions.

3.1.4.2. Creating a cohesion mechanism at the mesoregional level

A key challenge for MAR institutions is to find new ways to address the
relations between regional integration and territorial development to
ensure that integration results in balanced growth across the region. To this
aim integration needs to be coupled with place-based development policies
that are capable of 1) helping areas in an advantageous position to reap all
the benefits (see the case of northern Mexico-NAFTA); 2) preventing
negative effects of trade opening to some regions (see southeastern
Mexico-NAFTA); and 3) fostering a bottom-up approach to regional
integration thereby enhancing civic participation and reducing public
opposition to this process.

There are on-going discussions involving presidents and the CABEI
upon creating mechanisms to counterbalance the regional effects of the
elimination of customs. Instead of focusing exclusively on the effects of
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reduced border activities in specific border regions, it will be useful to
develop a territorial development programme covering the entire MAR. A
MAR territorial development policy would work to valorise the competitive
advantages of all regions and to counterbalance the inequalities resulting
from the advancements of the integration process. In this framework a
prominent role would be given to sub-national governments.

The procedures of European administrations regarding cohesion policies
provide useful lessons for the MAR both for the phases of design and
implementation of policies and projects (see Box 3.5). The practice of
co-financing between the European Union, national and sub-national
administrations as well as the role of private actors could also represent
important elements to a new MAR regional policy. Similar mechanisms could
be introduced in the Mesoamerican region in the framework of the Puebla
Panama Plan initiatives.

The PPP introduced two important advances that could help the design
process of a regional policy. First, the PPP has contributed to launching the
concept of Mesoamerica as target area for public policy. This, as discussed in the
previous chapters, is an important starting point given the similar challenges
and opportunities of SE Mexico and the other Mesoamerican countries. Second,
the PPP contributes to developing a strategy and mobilising financial resources
to fill the structural disadvantages of the region in terms of transport and
energy infrastructure. A Mesoamerican territorial competitiveness policy could
build upon these achievements to improve the PPP’s scope and give appropriate
impulse and coherence to the actions carried out across its eight initiatives. In
this context, it is worth reminding that the PPP does include concerns for policy
areas other than infrastructure but these have not been sufficiently developed
and may need more financial resources (see Table 3.3) and better co-ordination.

A territorial development fund could be created within the PPP as an
additional initiative (or axis) which could serve to give more strategic focus
and co-ordination to the existing sectoral initiatives. This fund could be
financed by a redefinition of financial resources assigned to the different PPP
axes (currently about 95% of the resources are devoted to the infrastructure
initiatives) and by resources proceeding from a common custom system. The
fund could also provide the opportunity to better frame the action of
international agencies whose contribution is decisive to the development of
Central America but also often a source of distortions and un-coordinated
actions. International co-operation and contributions are crucial for the
development of several Central American countries where most of the policy
areas could not be carried out without the financing and collaboration of the
international co-operation. In Nicaragua, for example, the net ODA reached
21.3% of the gross national income in 200312 (see Figure 3.2).
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However, in MAR countries where international co-operation is
particularly strong, a wide debate is on-going as to whether external actors with
their own priorities, resources and operating procedures will further weaken
local institutions and the capacity of the state to follow its national
development agenda. Distortions become more visible in those areas where the
state’s capacity for action is more dependent on the international co-operation.
This is often the case for instance in rural areas where particularly weak local
authorities co-exist with large number of international actors.

Box 3.5. Regional cohesion policies in the European Union

The European Union articulates its regional cohesion policies from three

objectives, the Cohesion Fund and four community initiatives. The

European cohesion experience is centred on an average income indicator

that enables selecting the most benefited regions for the financing of

structural funds. This is completed with the selection of certain priority

areas (Objectives 2 and 3 and community initiatives).

There are three main objectives of the regional policy. Objective 1
targets NUTS II regions whose per capita GDP is lower than 75% of the

EU average (1994-96 data) and it covers 22% of the EU population and

receives 69.7% of the funds (EUR 136 billion). It also includes outermost

regions, the PEACE programme and Swedish coast programmes. There is a

transitional period of six or seven years for areas losing eligibility.

Objective 2 targets areas affected by socio-economic restructuring and it

covers 18% of the EU population and receives 11.5% of the funds

(EUR 22.5 billion). There is indicative coverage of four strands at the

EU level: industrial and service areas (10%), rural areas (5%), urban areas

(2%) and fisheries-dependent areas (1%). Objective 3 targets regions not

covered by Objective 1. It has a reference framework for all human

resources actions across the member states and receives 12.3% of the

funds (EUR 24 billion). The objective adapts and modernises systems of

education, training and employment, while acompanying economic and

social changes.

An EU Cohesion Fund was created by the Treaty of Maastricht in 1991 to

compensate for the convergence efforts of countries with a lower relative

development. The least prosperous member states whose GNP per capita

is below 90% of the EU average are eligible. The fund only finances major

projects involving the environment and transport infrastructure.

Moreover, four community initiatives can be identified: INTERREG for

cross-border, transnational and interregional cooperation; URBAN for the

regeneration of least developed urban areas; EQUAL for the promotion of

equal opportunities; and LEADER for rural development.
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For all these reasons, the establishment of a regional cohesion fund and
related policy guidelines would provide the opportunity to develop a strategic
framework into which actions financed by international institutions could
participate and on the basis of which coherence and impact could be checked.

Table 3.3. Completed and future expected investments of the PPP, 2001-08
USD million

Source: Report of the Puebla Panama Plan Promotion and Finance Commission at the VII Presidential
Summit, June 2005.

Initiative (country responsible)
Financed, 
2001-05

To be financed, 2006-08
Total cost %

Public Private

Transport infrastructure (Costa Rica) 2 563.0 1 349.0 919.0 4 831.0 66.14

Energy (Guatemala) 809.3 0.0 933.0 1 742.3 23.85

Sustainable development (Nicaragua) 60.4 0.0 258.1 318.5 4.36

Human development (Mexico) 2.0 0.0 255.3 257.3 3.52

Prevention and mitigation of disasters (Panama) 0.0 0.0 64.8 64.8 0.89

Telecommunications (El Salvador) 0.0 60.0 0.5 60.5 0.83

Trade facilitation (Honduras) 26.6 0.0 0.0 26.6 0.36

Tourism (Belize) 0.2 0.0 3.1 3.3 0.05

Total 3 461.5 1 409.0 2 433.8 7 304.3 100.00

Figure 3.2. ODA over gross national income, 2001-03

Source: OECD/DAC.
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Table 3.4. ODA flows in 2002-03 to Central American countries

Honduras Nicaragua Panama

2001 2002 2003 2001 2002 2003 2001 2002 2003

450 679 435 931 517 833 28 22 30

66 61 65 76 55 63 80 82 85

7.8 10.9 6.8 25.1 13.6 21.3 0.2 0.2 0.2

116 –173 24 –475 114 –18 –259 2 333 –6 332

6.4 6.6 6.8 5.2 5.3 5.5 2.9 2.9 3

860 910 920 600 720 730 3 920 4 020 4 250
Source: OECD Development Assistance Committee.

Receipts
Belize Costa Rica El Salvador Guatemala

2001 2002 2003 2001 2002 2003 2001 2002 2003 2001 2002 2003

Net ODA (USD million) 22 22 12 2 5 28 238 233 192 227 249 247

Bilateral share (gross ODA, %) 61 65 43 88 80 89 91 87 81 85 78 83

Net ODA/GNI, % 2.7 2.7 n.a. 0.0 0.0 0.2 1.8 1.7 1.4 1.1 1.1 1.0

Net private flows (USD million) 63 9 –18 97 89 94 3 218 72 –373 –119 –127

Population (million) 0.25 0.25 0.26 3.9 3.9 4 6.3 6.4 6.5 11.7 12 12.3

GNI per capita (Atlas USD) 3 190 3 190 n.a. 3 980 4 070 4 280 2 040 2 080 2 200 1 700 1 750 1 910
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3.1.4.3. Building a mesoregional information system

Reforming the MAR governance system by introducing regional
development mechanisms requires filling the current lack of intelligence
concerning development dynamics at the local level. To this extent an effective
mesoregional territorial information system should be created. The previous
sections highlighted the difficulties that can emerge when there is poor
co-ordination and communication among different international, national and
local actors. Co-ordination and knowledge-pooling are even more crucial when
it comes to implementing territorial policies that require multi-level or even
cross-border governance. MAR government officials in charge of territorial
development have expressed concerns over the lack of common regional
statistics and difficult access to information on the different territorial policies
being conducted by their counterparts in neighbouring countries.

Currently there are regional information sources such as SIECA and
the Executive Secretariat of the Central American Monetary Council, but
information on local development dynamics is relatively limited. At the
national level, the data available from the national statistical and information
systems for one MAR country is often not compatible with the data available
for the next country. Two significant initiatives have been recently proposed in
the region. First, the European programme for the regional integration of
Central America (PAIRCA) has approved among its activities the financing of a
political and economic information system in connection with SIECA and
PARLACEN. Second, during their XXV meeting in December 2004, Central
American presidents asked their chancellors to produce a catalogue of good
practices in regional integration. There is no evidence however that these
initiatives have been successfully implemented.

A permanent forum could be formed bringing together those responsible
for territorial development policy in MAR countries as well as experts on
territorial indicators. This forum could act initially as a consulting body within
the PPP framework and would have as its priority tasks to develop a regional
information system capable of providing policy makers with up to date
comparable information on socio-economic trends at the local levels. The
forum should not only work on setting standards for the collection of
quantitative information but also sharing qualitative information on
successful local development policies that already exist in the MAR but that
are mostly unknown by other countries in the region. To this extent, in the
short term, a MAR website could be created to facilitate exchanges at low cost.
This forum would benefit from assuming an observatory status in
international committees, including some specialised bodies of the OECD,
discussing trends in regional policy and indicators.
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Summing up, this Part 3.1 of Chapter 3 has argued that while the
economic integration process is advancing in Mesoamerica, regional
institutions and governments are not in the position to reap most of the
benefits and meet the challenges associated with these developments.
Governance reform can build on the positive momentum that a more active
involvement of Mexico can bring to the process. Such reforms should
prioritise the definition of a clear and widely shared agenda for the MAR and
of mechanisms to follow it up thorough the introduction of a MAR-wide
territorial policy and a supporting information system. These mesoregional
reforms will produce limited benefits if they are not mirrored by action within
each country. Part 3.2 will now look at multi-level governance mechanisms at
the national and sub-national levels and discuss options for policy action.

3.2. Multilevel governance in Mesoamerican countries

The previous section has discussed the problems that arise at the
mesoregional level due to the lack of a widely shared, strategic vision and of
weaknesses in regional institutions and inter-governmental co-ordination.
However, realising the potentials described in Chapter 1 and implementing
the policies suggested in Chapter 2 requires governance reforms not only at
the mesoregional level but also within countries to engage public and private
actors at all levels in a coherent development strategy. This section discusses
decentralisation processes in MAR countries and analyses to what extent sub-
national and non-governmental actors are involved in the design and
implementation of development policies. The analysis leads to a set of
recommendations aimed at reaching more effective multi-level governance
frameworks in the MAR.

3.2.1. Decentralisation trends in MAR countries

After a long period characterised by military conflicts and difficult
political conditions, the MAR is now moving towards stable democratic
governments with separated executive, legislative and judicial powers and a
number of autonomous sub-national institutions. Governance indicators in
the MAR (see Table 3.5) show that much progress is still needed in areas such
as rule of law, corruption and effectiveness. However, indicators of political
stability, accountability and regulatory quality have improved and reached
higher levels compared to most Latin American countries.13

In terms of territorial administrative structure, Mesoamerican countries
have very similar frameworks that are based on the municipality. A second
level in the territorial administration is the so-called department or province,
which conducts minor administrative tasks and somehow represents the
state. Finally, there is a third level, the region, which generally has no
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3. TOWARDS MORE EFFECTIVE GOVERNANCE
established legal competences but is often considered as a planning or work
framework at specific governmental levels. Variations between countries are
larger at the last two levels and the number of municipalities varies among
the countries. SE Mexico and Guatemala have the largest number of
municipalities, followed by Honduras. The number of municipalities is not,
however, associated with country size. For example, El Salvador, the smallest
country in the region, is highly subdivided (see Table 3.6).

In recent years, all MAR countries, although at different speeds, have
been engaged in decentralisation processes. The countries have transfered
responsibilities to local governments and, in particular, through reforms of
social service sectors, such as health and education. Efforts to decentralise
are reflected in major legislative reforms introduced throughout the region.
For example, in Nicaragua, this process began in 1987 with the adoption of
a new Constitution, which re-established municipal autonomy (that had
been eliminated in 1939) and the direct election of local authorities. In the
early 1990s as part of a strategy to reduce the size of government and public

Table 3.5. Governance indicators

Source: Kaufmann, Kraay and Zoido Lobatón (2002).

Value and 
accountability

Political 
stability

Government 
effectiveness

Regulatory 
quality

Rule 
of law

Control 
of corruption

1997-
98

2000-
01

1997-
98

2000-
01

1997-
98

2000-
01

1997-
98

2000-
01

1997-
98

2000-
01

1997-
98

2000-
01

Costa Rica 88 91 82 86 74 78 92 85 71 71 77 81

El Salvador 50 62 48 71 45 46 99 87 30 31 43 47

Guatemala 34 40 22 20 46 31 67 53 11 14 20 29

Honduras 52 52 37 57 36 33 44 39 17 10 12 32

Nicaragua 58 51 39 61 30 28 38 39 26 21 19 24

Panama 71 72 56 70 43 49 94 86 40 53 38 42

Regional Avgs

C.A. 58 62 48 61 42 44 72 66 37 37 33 43

L.A.C. 60 60 46 54 49 49 67 59 44 46 47 51

OECD 92 92 88 90 91 90 87 88 90 90 91 90

Table 3.6. Size and number of Mesoamerican municipalities, 2002

Source: GTZ, 2002; INEGI; Guatemalan National Institute of Statistics.

Size range Costa Rica El Salvador Guatemala Honduras SE Mexico Nicaragua Panama

< 20 000 29 203 158 232 1 015 100 52

20 001-40 000 23 31 93 45 168 32 10

40 001-100 000 21 15 67 15 110 13 7

> 100 000 7 12 13 5 40 6 4

Total 81 262 331 298 1 333 152 74
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3. TOWARDS MORE EFFECTIVE GOVERNANCE
sector spending, the central government transferred to the municipal level the
delivery of public services such as construction and repairs of school and
health centres, water and sanitation and road infrastructure. A legal reform of
Nicaragua’s Municipalities Law in 1997 further increased local governments’
responsibilities and strengthened their political and administrative autonomy
(Ortega, 1997). In the Guatemalan case, the Constitutional Reforms of 1985
and 1993 finally introduced decentralisation as a goal. As a consequence the
legal obligation to transfer 10% of the national budget to the local
governments was established (see Table 3.7). In El Salvador, successive
governments since 1993 have established, as part of their national plans, a
deliberate decentralisation strategy (Orellana et al., 1999). In 1997, El Salvador
approved a law to transfer 6% of the national income to local governments.
Similarly, Costa Rica, largely resulting from the actions of the municipal

Table 3.7. Decentralisation trends in Central America

Source: OECD/GOV, 2005.

Legal reforms for administrative decentralisation

Budgetary legal 
assignment 

to local 
governments

Belize N/A N/A

Costa Rica Municipal Decentralisation and Reinforcement Programme (1990-94)
Approval of the Municipal Code
Bill on the Transfer of Competences and Reinforcement of Local Governments

10%

El Salvador National Strategy for Local Development
Decentralisation Policy
National Plan for Territorial Organisation

6%

Guatemala General Decentralisation Law, Decree No. 14 (2002)
Urban and Rural Development Councils Law, Decree No. 1 (2002)
Modification to the Urban and Rural Development Law through Decree No. 11 (2002)
New Municipal Code through Decree No. 12 (2002)

10%

Honduras State Modernisation Law
Municipalities Law (1992)
Decentralisation Plan
Territorial Organisation Law (2004)

5%

Nicaragua Law on Budgetary Transfers to the Municipalities of Nicaragua (2003)
Decentralisation National Policy (2003)
National Strategy for Decentralisation and Local Development (2004)

4% of tax income 
of the year 2004, 

to a maximum 
of 10%

Panama Harmony and dialogue between the Association of Municipalities of Panama 
(AMUPA), and the Coalition for National Decentralisation and Local Development 
(CONADEL)
Development of a National Decentralisation Policy
Creation of the Programme for the Municipal Development and Decentralisation 
Support

N/A
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government federation, engaged in important reforms including the
introduction of a fiscal decentralisation law which stated that 5% of the
national budget would be transferred to the municipalities. Moreover,
in 1998, the Costa Rican legislature approved a new Municipal Code which
established direct election of local authorities (Ortega et al., 2000).

A parallel decentralisation process has been intertwined with some
social policies and reforms. All MAR countries have experimented with
decentralisation of health, education, water services, and poverty alleviation
programs (Barten et al., 2002; Kaufman and Nelson, 2004; Oxhorn et al., 2004).
The early 1990s experience with the social funds has been particularly
relevant in terms of introducing new forms of consultation to involve local
communities in development projects. These funds were conceived as a tool
to counterbalance the structural adjustment policies implemented since the
late 1980s. The social funds followed development strategies that focused on
the financing of small-scale investments (mainly infrastructure for education,
health, water and sanitation, and local roads) in poor communities with the
goal to alleviate poverty.14 The aim was to generate temporary employment
while improving access to basic services. Evaluations carried out by
international organisations15 have revealed that while the social funds started
with a centralised approach that bypassed local governments, they
progressively adopted a decentralised approach and place greater emphasis
on capacity building and strategic planning.

Particularly important policy lessons come from the experience of three
social funds in Central America: the Fondo de Inversion Social de Emergencia
(FISE) in Nicaragua, the Fondo Hondureno de Inversion Social (FHIS) in Honduras,
and the Fondo de Inversion Social para el Desarrollo Local (FISDL) in El Salvador.
Since the mid-1990s all three have shifted resources and responsibility
for planning, contracting, implementation and maintenance to local
governments.16 These funds currently define their priority investments based
on the municipal development plans rather than isolated projects. In all three
countries the municipalities have embarked on developing municipal
investment plans (see for example, the Nicaraguan Institute for Municipal
Promotion (INIFOM) experience). The social funds have then built their
priorities based on these locally developed plans.

In general, these social funds have contributed to the decentralisation
process in the MAR countries by fostering local participatory planning
processes in local investment decisions. By transferring both funds and
technical resources they have helped to increase financial and administrative
capacity to manage infrastructure building. These experiences offer valuable
policy lessons in the search for alternative forms of multi-level governance
that involve local governments and non-governmental actors in policy design
and implementation. However, these funds have not been integrated into
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wider economic development strategies. They have not been part of
competitiveness strategies though they deal with infrastructure that affects
local conditions for enterprises such as roads, potable water and electricity in
rural areas. This has limited their contribution to a strategy of socially
inclusive competitiveness.

The health sector has also been the target of particularly extensive
decentralisation policies. Low quality health care, lack of access to basic
health services and budget pressures spurred many governments in the
MAR to engage in efforts to decentralise health care. The public health

Box 3.6. Innovative local governance: the social funds 
in El Salvador and Nicaragua

In El Salvador, the social investment fund (FIS) evolved in 1996 into a

national agency for local economic development, Social Investment Fund

for Local Development (FISDL) with broader mandates than social

projects.* It is particularly interesting how the design of the FISDL

allocation process builds in mechanisms to foster good local governance.

Since the Salvadoran government transfers 6% of the national budget to

municipalities, it has used the local development funds of its FISDL to

improve the effective use of financial resources at the municipal level. The

FISDL allocates additional funds using a bidding system where local

projects with the highest local contribution win. Participation in the

bidding is conditional on having a municipal participatory planning

process, auditing reports and demonstrated execution capacity in

previous years. The FISDL also fosters collaboration among municipalities,

private enterprises and NGOs in the pooling of  local  f inancial

contributions. This experience holds promise for finding effective ways to

combine decentralised participation, local government strengthening and

economic development.

The Nicaraguan experience with the Emergency Social Investment Fund

(FISE) also shows a shift from centralised management and control towards a

decentralisation of resources and responsibilities for investment planning,

contracting, implementation and maintenance of infrastructure to local

governments. In the 1990s, all the FISE projects were centrally managed,

though estimates indicated that municipal governments could undertake

the same projects for 75% of the cost. In 2002, FISE began transferring

administration to municipalities and by 2003, over one-third of Nicaragua’s

152 municipalities were managing the FISE funds.

* For more information see www.fisdl.gob.sv.

Source: www.fidsl.gob.sv; Larson, 2005.
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system includes the social security financing of health care for formal-
sector workers and the public system funded from tax revenues. All MAR
countries have attempted some form of decentralisation. Mexico, for
example, began to decentralise the Ministry of Health in 1984 (Kaufman
and Nelson, 2004). Costa Rica created local health care teams in a
decentralisation effort focused on primary healthcare. In this area
innovative experiences in local governance are found again in El Salvador
(see Box 3.7) and Nicaragua.

Within the overall trends towards decentralisation, the management of
natural resources has also been subject to the transfer of responsibilities
from the central government to the municipal governments. In Nicaragua,
for example, the Municipalities Law grants local authorities the
responsibility “to develop, conserve and control the rational use of the
environment and natural resources as the basis for the sustainable
development of the municipality and the country” (Larson, 2002). As we have
seen in Chapter 2, this is an area that has particular relevance for the MAR’s
economic development and competitiveness agendas given this region’s rich
natural resources. Similarly, in Honduras the 1992 Law of Municipalities

Box 3.7. Local health systems in El Salvador

In El Salvador, 10 local health systems, or SILOS, were established as pilot

projects in 1992, building off of the Pan-American Health Organisation

(PAHO) idea that improving health care required more integration among

health policies, health services and other social areas in a given territory.

These SILOS involved the participation of local health committees,

including the municipal and regional levels. Committees include a variety of

composition and responsibilities: finance, monitoring, technical experts,

municipal health committees, and so on. In each locality, the ministries of

health, education, public agencies in the areas of water and sanitation,

electricity and telecommunications initiated co-ordination and concerted

action with municipal governments, NGOs and civil society.

The SILOS oriented their programs toward priority groups. Available budget

and initiatives at the municipal level targeted the poorest or most vulnerable

groups such as pregnant women and the young. Issues such as the

prevention of cholera and malaria were successfully addressed at this level,

as well as other demands like housing, water and electricity.

Source: Barten et al. (2002).
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assigned the responsibilities for forest management on municipally owned
lands to municipal governments (Nygren, 2005).

The overall progressive shift in the MAR towards decentralisation and
several innovative experiments in local governance are contributing to
progressively more bottom-up and inclusive policy making. However, on the
one side such positive trends are still very limited in scope and on the other
side there are relevant financial and administrative limitations that hamper
the implementation of multi-level policy-making mechanisms. Such
limitations are discussed in the next section.

3.2.2. Weak spending and administrative capacity at both national 
and sub-national levels

Important obstacles towards an effective multi-level governance
framework in the MAR are the weak fiscal, administrative and planning
capacities of both national and sub-national governments.

At the national level, the tax burden of some Mesoamerican countries has
increased between 1990 and 2000 but is still very low (an average of 13%
compared to 30% in OECD countries).17 In 2000 the highest tax burden was
that of Nicaragua with 22.7% (although this figure is the result of a very low
GDP) while the lowest was that of Guatemala with 10.1%. Moreover, fiscal
systems in the countries suffer from a highly regressive nature: in 2000
indirect taxes represented between 84.8% and 71.2% of all fiscal revenues
(except for Panama with 54.5%). The level of regresividad decreased
significantly only in Costa Rica, Panama and El Salvador but has increased in
Nicaragua, Honduras and to a lesser extent in Guatemala.

The limited fiscal capacity of these countries has an important impact
on spending in key areas, such as education and health care, and these low
levels of social expenditure are reflected by the performance in key social
indicators in the region (see Chapter 1). Despite an overall increase during
the 1990s (except in Honduras), per capita social expenditure in the region
is low and marked by stark differences. At the end of the 1990s, per capita
social expenditure18 went from USD 623 and USD 642 in Costa Rica and
Panama (relatively high levels), to USD 108 and USD 81 in Guatemala and
El Salvador and around USD 58 in Honduras and Nicaragua. The sectoral
composition of social expenditure also shows important differences (see
Table 3.8).

While decentralisation trends in all MAR countries and numerous
international donor supported projects have increased local governments’
responsibilities and resources, the fiscal capacity at the local level is still
very low. The limited municipal revenues of MAR countries come from
three main sources: property taxes, donations and government transfers.
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Except for El Salvador, by far the most important source of self-generated
revenue among local governments is property taxes (Ortega et al., 2000). In
Nicaragua, for example, large municipalities can earn up to 35 % of their tax
revenues from property taxes (Guadagni et al., 2000). Increasing revenues
from the property tax requires major updates in local cadastres. The taxing
and financial capacity is particularly weak among rural municipalities,
which have a majority poor population. However, urbanisation trends have
led to increasing tax revenues in some urban areas but the level of funds is
generally still too low when compared to the challenges of such large
areas.19

As a result of the low level of taxes collected locally and the limited
transfers from the central government,20 municipal governments account for
a modest share of public sector activity (see Table 3.9). Municipal government
expenditure ranges from 3.1% of central government expenditure in Panama
to around 6% in Guatemala. As a matter of comparison and keeping in mind
the differences in the institutional settings, in the OECD countries the
sub-national governments’ share in general government expenditures ranges
from about 5% (Greece) to more than 60% (Canada) (see Figure 3.3).

Table 3.8. Per capita public spending by sector, 1998-99
In USD

Source: UNDP (2003).

Education
Health 

and nutrition
Social 

security
Housing, water 
and sanitation

Total

Costa Rica 163 181 216 63 623

El Salvador 52 29 n.a. n.a. 81

Guatemala 40 22 16 30 108

Honduras 32 16 0 10 58

Nicaragua 26 20 0 12 58

Panama 198 223 179 42 642

Table 3.9. Municipal government expenditures

Source: Espitia Avilez (2003).

% GDP % Central government expenditures

Guatemala n.a. n.a.

Honduras 0.9 6.0

El Salvador 0.8 5.0

Nicaragua 1.7 4.7

Costa Rica 0.6 4.0

Panama 0.5 3.1
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In all Mesoamerican countries there is a substantial gap between the
services that municipalities are supposed to provide and the resources
available. Moreover, information on revenues and expenditures at the sub-
national level is often incomplete, favouring discretionality and inefficiency in
intergovernmental transfers. There is little evidence of clearly established
mechanisms for fiscal equalisation which remains largely pursued via

political negotiations.

The administrative and technical capacity of Central American municipal
governments is also extremely limited. Only the largest municipalities have
professionally trained personnel. The rural and small ones, which constitute
more than two-thirds of the total, generally have employees with only primary
level education and clerical skills.21 In Costa Rica, for example, only 5% of local
government employees have a professional or technical degree. Until recently,
planning processes have been nearly absent from local governance in the
Central American region. During the past decade, internationally funded
projects have particularly targeted local planning capacity building, but more
could still be done.

Figure 3.3. Indicators of fiscal decentralisation in OECD countries: 
sub-national governments’ share in general government revenues 

and expenditures in 20031

Percentages

1. Or latest year available: 2000 for Japan and 2002 for Denmark.
2. Excluding transfers received from other levels of government.
3. Excluding transfers paid to other levels of government.
4. The share of sub-national revenues is expressed in per cent of total government mainland

revenues.

Source: OECD National Accounts database; Statistics Norway; Statistics Canada; US Bureau of
Economic Analysis.
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3.2.3. Lack of a multi-level framework for regional development

If on the one side there is a lack of financial resources at both national
and sub-national levels, on the other side the design and implementation of a
coherent territorial development strategy is often hampered by the lack of
co-operation frameworks among and within levels of government.

Vertical relations across levels of government are regulated by complex
sets of administrative laws which are often unknown to the officials. These
laws tend to assign competences for territorial development to different
central level ministries without specifying how sub-national authorities
should be involved. The result is a mismatch among regional and local
policies and national priorities or simply that there are several areas where
neither the central nor the local level act. This is often the case in the fields
of urban and rural development, environmental protection and water
management. Asymmetry of information is commonly exacerbated by the
limited dialogue across different levels of government and the lack of
effective monitoring and evaluation systems can also worsen this situation.
Moreover, there is little evidence across MAR countries of central
governments regularly playing an active role in facilitating co-operation and
fruitful competition among local governments.

Problems with horizontal co-ordination mechanisms are found in both
national and sub-national governments. At the central level, there is little
sign of cross-sectoral planning approaches or co-ordination across sectoral
ministries and agencies. This is exemplified for instance by the lack of
widely shared national strategies for rural and urban development. At the
local level, much remains to be done to build and diffuse effective
co-operation schemes in both urban and rural areas. However, there are
several important experiences that provide the basis for advancements in
this field. Thanks to the action of bodies such as the National Development
Commission (CND) in El Salvador, the Nicaraguan Institute for Municipal
Promotion (INIFOM) and the external assistance of Spain, the asociacionismo
municipal (municipal association) is more and more diffused and takes the
form of mancomunidades or asociaciónes de municipios (Honduras and Salvador
for instance, have over 50 of them).

Mancomunidades are often geared towards the supply of services to
contiguous municipalities but are rarely framed within a provincial or
departmental development plan. Until recently, planning processes have been
nearly absent from local governance in the MAR. For example, a 1999 national
survey reveals that only 30% of Nicaragua’s municipalities produced an annual
plan of any kind (INIFOM, 1999). During the past decade, internationally
funded projects have targeted local planning capacity building. For example,
the PROTIERRA project, funded by the World Bank, financed a community
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 2006174



3. TOWARDS MORE EFFECTIVE GOVERNANCE
planning strategy that led to Municipal Development and Investment Plans in
Nicaragua (Guadagni et al., 2000). This is a new activity for municipalities,
which until recently never had either. In Nicaragua and Honduras, the INIFOM
and the Ministry of the Interior and Justice, respectively, have been engaged
in capacity building and in the diffusion of local municipal planning
methodologies as tools for improving local governance.

3.2.4. Towards an integrated, territorial approach to policy-making

The limitations of the governance framework described above do not
facilitate the design and implementation of regional policies. A number of
issues need to be addressed within both the vertical and the horizontal
governance dimensions in order to couple good governance at the
mesoregional level with capacity to involve intermediate and local actors in
the design and implementation of development strategies. An agenda for
reforms should aim at 1) improving co-ordination across levels of government,
2) fostering co-ordination mechanisms within levels of government and
innovative frameworks for local development in both urban and rural areas,
and 3) strengthening the administrative and planning capacity of both
national and local governments.

3.2.4.1. Improving contractual arrangements across levels 
of government

Experience in OECD countries shows that in a context of information
asymmetries and regional specificities, policies directed at local areas should be
undertaken in close co-ordination with regional and local governments. A key
policy challenge for MAR countries is to design arrangements that introduce
into the traditional hierarchical relations across levels of government some
innovative form of organisation based on negotiation and learning processes,
with the “sub” level not being looked upon as the mere recipient of a mandate
but involved in the design and implementation of policies.

The main instrument that MAR national governments can use to this aim
is fiscal transfers and the contractual arrangements that govern them. As
experience in OECD countries shows, the debate in the MAR would benefit by
shifting the focus from the mere discussion of the amount of resources
available to the sub-national level of government, to the issue of how spending
capacity should be transferred to sub-national actors. The debate about the
actual amount of resources available at sub-national levels and on the need to
increase them is relevant. However, trends in intergovernmental transfers
show that the reshaping of relations across levels of government should not
overlook other important aspects. The degree of fiscal decentralisation in
OECD countries can vary greatly (the share of sub-national expenditure varies
from less then 6% to more than 50%) but one common trend is observed across
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Box 3.8. Innovative experiences in participatory planning 
in El Salvador and Nicaragua

In the city of San Salvador, until 1997, decisions on infrastructure investments
did not involve consultation of the citizenry. The municipal government elected
in 1998 decided to develop a more participatory process for designing and
implementing investment projects. To begin, a series of town meetings (cabildos
abiertos) were held in various neighbourhoods. The response was overwhelming
and the need to prioritise proposals from citizens led to the creation of
neighbourhood forums (mesas zonales) that later presented priorities identified at
a neighbourhood assembly level. In 1999, the municipal government further
developed the participatory process. Participatory Budgeting Committees were
constituted, with members named by community assemblies and then trained
to carry out committee tasks. Committee members visited neighbourhoods
to receive project requests and then select them. Each committee then
collaborated with municipal government officials in charge of preparing
technical plans and budgets for each project. These, in turn, formed the basis for
the preparation of each district’s Municipal Investment Plan. Projects included in
Municipal Investment Plans were implemented by the municipal government in
co-operation with two committees formed in each district: a Project Committee
and a Citizens’ Control Committee, which provided community oversight on
project implementation.

In Nicaragua, the municipal government leaders in Santo Tomás set up an
innovative system for participatory planning and decision making within the
municipality. The new system was geared towards the preparation of a ten-year
development plan (the Planificación Estratégica Participativa, PEP) to be used as a
reference for annual municipal government budgets. Community participation
entailed the creation of four types of forums. 1) A Foro Ciudadano was carried out
in 2000 to introduce the participatory planning process which put together
municipal and central government authorities, along with representatives of
civil society and businesses. 2) Sectoral forums (mesas de concertación sectorial)
were responsible for identifying needs and setting priorities within their subject
areas. Each forum was allocated seed capital from the municipal government
budget and committed itself to generating resources for the priority activities it
identified. 3) Community forums (comités de barrios y comarcas) developed
specific projects and built support for them from citizens. 4) An Executive
Committee, composed of the mayor and council members, along with the
chairpersons of each sectoral forum, was charged with ensuring that the
participatory process worked as intended and facilitating alliances among
different local stakeholders. Through these instruments, Santo Tomás
authorities succeeded in elaborating the initial PEP, agreed on municipal
government budgets for 2000 and 2001, and collaborated on the implementation
of 76 activities in ten sectors over the course of two years.

Source: USAID (2004).
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the OECD area. If on the one hand sub-national expenditure shares have
widened in most OECD countries, on the other hand local taxing power has
decreased or remained stable (see Figure 3.4). This has produced a fiscal gap
that is widening over time and highlights the growing importance of
intergovernmental transfer schemes and annexed contracts.

Innovative transfer schemes between different levels of government
could lead to more effective central government involvement in local
spending. These arrangements should aim to stimulate knowledge pooling,
effective co-operation across and within levels of government and greater civil
society participation in policy design and implementation. To this aim several
examples of innovative contractual schemes, incentives and sanction and
reward mechanisms could be borrowed from OECD countries (see Box 3.9).
The direct technical assistance or at least informal exchanges could be
established with countries such as France, Germany or Italy that have
successfully implemented these types of arrangements.

Figure 3.4. Changes in the share of sub-national government contributions 
in total public revenues and spending between 1985 and 20031, 2

Changes expressed in percentage points

1. Or earliest year available: 1987 for the United Kingdom; 1989 for Canada; 1990 for Japan,
Luxembourg and the Netherlands; 1991 for Germany; 1993 for Sweden; 1994 for Finland; 1995 for
Austria, Belgium, the Czech Republic, Denmark, Greece, Poland, Portugal and Spain.

2. Or latest year available: 2000 for Japan and 2002 for Denmark.
3. Excluding transfers received from other levels of governments.
4. Excluding transfers paid to other levels of government.
5. The share of sub-national revenues is expressed in per cent of total government mainland

revenues.

Source: OECD National Accounts database; Statistics Norway; Statistics Canada; US Bureau of
Economic Analysis.
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Box 3.9. Examples of multi-level contracts in OECD countries*

The European Structural Funds (European Regional Development Fund,
European Social Fund and European Agricultural Guidance and Guarantee Fund)
have been recently reformed by Council Regulation (EC) 1260/1999 which
establishes the general provisions on the Structural Funds and introduces goals
and elements to multi-level policy making. The regulation stipulates that
community actions shall be drawn up in close consultation (referred to as the
“partnership”) between the Commission and the member state, together with
the regional and local authorities, economic and social partners and other
relevant bodies. “Partnership” shall cover the stages of preparation, financing,
monitoring and evaluation. A particularly interesting mechanism operating
within the European Structural Funds’ system (for the 2000-06 programming
period) is “the performance reserve” introduced by Agenda 2000. The reserve
issues penalties and rewards set by the European Community Support
Framework (ECSF) for Operational Regional Programmes in Objective 1 regions.
The “accountability” of this mechanism is crucial to its effectiveness and its
acceptance by all the actors involved. All partners (European Commission,
national and regional administrations) participate in the definition of the
evaluation criteria which are formally included within the ECSF. Italy has
decided to extend the use of performance reserves; in its Objective 1 regions the
role of the reserve has been strengthened both financially and operationally.

In France, the Contrats de Plan État Région, since their inception in July 1982,
have served in successive waves to underpin the multi-level co-ordination of
regional development policy. Under these contracts, each partner enters into a
commitment as to the nature and financing of various projects. The central
government is represented by the préfet who has a broad mandate to negotiate
with the regions, the latter being designated as the “pilot” level of government
for policies relating to territorial economic development. That being said, some
critics see such arrangements as being more an instrument of state devolution
than as imparting any real impetus in partnership terms.

In Germany, the programming system of rural development comes from a
joint decision process where the central level (Bund, federal state) and regions
(Länder) agree on a common framework for the Regional Plans of Rural
Development. A joint committee (the Federal-Regional Planning Committee,
PLANAK), including representatives from the Bund and regions, defines the
Pluriannual Plan (GAK) according to the general framework. The Pluriannual
Plan defines not only general strategies but also specific interventions that are
considered as priorities at the national level. Each Länder, in designing the
Regional Plan of Rural Development, includes priorities established by the GAK
as well as measures chosen independently from it. All measures are co-financed
by the European Commission, the federal state and regions. Rules of
co-financing are established within the Pluriannual Plan. The entire
programming process assures that decentralising rural policy is consistent with
establishing more general strategies and priorities.
* See OECD (2005c), Designing and Implementing Rural Development Policies, issue paper for the

conference Designing and Implementing Rural Development Policies, 7-8 April 2005, Oaxaca, Mexico.
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These arrangements have shown advantages and disadvantages. On the
one hand, they can link regional and local policies with national strategies, they
can contribute to build more stable and effective central-local relations and
allow different levels of government to share knowledge and resources. On the
other hand, problems arise when public expenditures are shared between at
least two public actors. This may lead to higher transaction and administrative
costs, difficulties in terms of transparency and performance evaluation and a
possible inappropriate proliferation of such contracts.22 The overall objective for
well-functioning grant mechanisms should thus be to minimise these problems
and to make clear to the citizenry who is responsible for what.

3.2.4.2. Introducing horizontal co-operation mechanisms for regional 
development

Introducing a territorial approach to policy making is largely justified by
the necessity of increasing coherence among different sectoral actors at both
central and local levels of government. To this end, MAR countries need to
introduce effective horizontal co-operation mechanisms at both national and
local levels.

At the national level, moving away from a sectoral approach, the MAR
governments face the issue of how to organise their policy action to embrace
an integrated approach. Co-ordination is needed to encourage the various
institutional actors to work together to design and implement a national
regional policy. Consistency is also requested to ensure that sectoral policies
are not contradictory, and that they converge in a coherent strategy. This
implies a strong political commitment to overcome sectoral tendencies and an
overall clarification of roles and responsibilities of different ministries or
agencies. A key element of an effective institutional and legal framework for
regional policy would be the creation of an upper-horizontal co-ordination
mechanism for the joint definition and implementation of a National
Territorial Development Strategy and for the design of rural and urban
development policies. A clear leadership would need to be defined and there
would be various options available ranging from a) a clear-cut attribution of
this responsibility to either an ad hoc institution (as in France) or a prominent
ministry (as in Italy), to b) more flexible forms of inter-ministerial
co-ordination headed by the Presidency (as in Mexico).

At the local level, innovative local co-ordination frameworks could be
introduced. These could be developed on the basis of existing successful
practices in and outside of the MAR. Several options are available in order to
increase co-ordination of local governments but also citizens’ participation in
project selection, implementation and oversight. These governance tools
range from solutions typically adopted in metropolitan areas (agencies,
municipal mergers, etc.) to a wide variety of local co-operation schemes
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implemented in rural areas. For what regards rural areas, the European
experience is particularly rich and policy tools like the EU LEADER initiative,
the Italian Territorial Pacts, UK’s Local Strategic Partnerships (LSPs) and
Germany’s Regionen Aktiv provide excellent models that could be adapted to

Box 3.10. Inter-ministerial co-ordination for regional 
development: the cases of Mexico and Italy

Mexico has introduced a set of co-coordinative agreements among

ministries to introduce a place-based approach to rural development. The

Chief of the Executive, using his poder de convocatoria, influences the

co-ordination and co-operation at the federal level in the implementation of

the Microregions Strategy for rural development. Political co-ordination among

16 ministries is enforced through the Inter-sectoral Committee for

Microregions, which meets twice a year with the participation of the Ministers

and is chaired by the Chief of the Executive. At this level, the guidelines of the

strategy are discussed and agreed upon. Co-ordination at the federal level is

complemented by the role of the pertinent Vice-ministers that meet at least

four times a year in a Normative Working Group to agree upon the projects to

be approved. The agenda of the meeting is rotated every six months among the

Vice-ministers. A Technical Committee and an Operative Working Group,

where the Director Generals in charge of the strategy meet every month,

complement the Normative Working Group. A General Co-ordinator within

SEDESOL’s Vice-ministry of Social and Human Development is the overall

operative co-ordinator of the process and of the strategy.

In Italy, Institutional Agreements (Accordi Istituzionali) are set up by national

administrations (several ministries), regions and autonomous provinces to

implement multi-annual plans for common and interrelated interventions.

Such agreements are formally approved and signed by all administrations

involved in the planning process. They establish main priorities, the

necessary steps and procedures, the funding sources and the modalities of

monitoring and evaluation. Institutional Agreements are implemented under

the form of several Programming Agreements, in which a series of

operational issues are specified: projects and activities, division of

responsibilities among several subjects, inter-departmental meetings and

agreements necessary for the implementation of projects, procedures to

solve possible conflicts among participants, financial plans and funding

sources, responsibilities and procedures of monitoring and evaluation.

Institutional Agreements and Programming Agreements are co-funded by all

administrative bodies involved (ministries and regions).

Source: OECD Secretariat.
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MAR’s specific conditions. An instrument that is more and more used in rural
areas and that transcends purely administrative/hierarchical relations is that
of “microregions” as target areas for local development policy. This approach
has proved to be effective in Mexico and in some European countries23 in
coping with the challenges that are shared by most of the MAR’s rural areas:
dispersion of the population (and subsequent difficulties in delivering basic
services to remote areas), poverty and strong reliance on agriculture.

Specific local governance approaches could be developed and more
extensively applied across the MAR to target cross-border areas. One
experience that stands out internationally as a best practice is the so called
Trifinio which brought together both national and local authorities and
communities in the management of natural resources shared by El Salvador,
Guatemala and Honduras. This experience has provided evidence of the
potential that effective cross-border governance can bring to the region.
Following also the successful experience of the CABEI’s Programas Fronterizos,
more areas could be identified throughout the MAR where cross-border
relations are particularly dense and where innovative cross-border
governance mechanisms could be tested. Again such areas could borrow from
experiences that have proven effective across the world.

In the framework of the large cross-border transport investments that are
being planned in the MAR, interesting examples are represented by the cross-
border areas of Vienna-Bratislava (Austria-Slovak Republic) and Oresund
(Denmark-Sweden). Both cases started from the premise that changes in the
spatial accessibility of two border regions can have a significant impact on
their future competitiveness. Evidence has shown however that if latent
economies do not exist, improvements in accessibility will lead to changes in
existing transport flows and spatial patterns with limited long-term effects on
growth. The OECD’s Reviews of these cases24 have made clear that the
infrastructure investments should be only one element of a wider strategy to
build upon the complementarities between cross-border regional economies.
The policy challenge is to ensure that the potential latent in newly unified
labour markets, research communities and enterprise systems is realised.

3.2.4.3. Strengthening administrative and planning capacity

Introducing a territorial focus on policy making requires changes in
organisational structures and governance but also the need to foster the
capacity of individuals and the quality of their interaction. Policies for capacity
building and knowledge transfer could be developed towards two main
objectives. The first is related to general administrative capacity and
transparency. The second one is more specifically related to the planning
capacity as well monitoring and evaluation systems required for the
implementation of regional policy.
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Box 3.11. OECD experiences in local co-ordination 
mechanisms in rural areas

In the UK, the National Strategy for Neighbourhood Renewal Action Plan

(January 2001) and the more detailed LSP Guidance (March 2001) set out the

government’s initial model of what LSPs should be and what they should do.

This guidance reflected a cross-government commitment to LSPs by all

departments and agencies. The guidance made it clear that a LSP is a

non-statutory, multi-agency body, which matches local authority boundaries,

and aims to bring together at a local level the different parts of the public,

private, community and voluntary sectors. LSPs are intended to operate at a

level which enables strategic decisions to be taken while still being local

bodies. Local partners working through a LSP take many of the major

decisions about priorities and funding for their local areas.

In France, reforms in the 1990s, seeking to regroup small towns and areas

(Communautés de communes, Communautés de villes) with new mechanisms

based on the principle of transferring competencies to a supra-municipal

body disposing of own fiscal powers, have led to the creation of more than

2 000 such entities known as EPCIs (Établissements publics de coopération

intercommunale). With an average membership of 12 municipalities, these

bodies carry out spatial planning, economic development and infrastructure

investment. In 1995, an innovative approach to municipal co-operation was

taken by opening up this possibility to voluntary groupings of municipalities

not necessarily belonging to the same department or canton, thus transcending

the traditional administrative boundaries around which co-operation was

hitherto organised. The law of 4 February 1995 legally recognised the notion

of Pays a small area characterised by “geographical, economic, cultural or

social cohesion”. One hundred such groupings were created over five years,

with most of these receiving national funding on a competitive basis

considering the coherence and merits of their local development strategy and

projects. The financing of the operational expenses of the Pays is ensured by

the member municipalities, with investment for projects receiving multi-

annual support within the framework of the CPER (Contrat de Plan État-Région).

Around 300 Pays exist today or are in the course of creation.

In Italy, various multi-level contractual instruments were introduced

from 1998 within “negotiated planning”. Recently, the need to adapt

the “legal” geographical boundaries of districts (i.e. as identified by

administrations) to the economic scale of development of the territories has

prompted other important institutional innovations. Today, the “multi-

sectoral districts” of Emilia-Romagna or the “meta-districts” of Lombardy can be

the contractual partners of the regions. A logic very close to the old Territorial

Pacts (Patti Territoriali) is that followed by “Integrated Territorial Projects”
OECD TERRITORIAL REVIEWS: THE MESOAMERICAN REGION – ISBN 92-64-02191-4 – © OECD 2006182



3. TOWARDS MORE EFFECTIVE GOVERNANCE
Box 3.11. OECD experiences in local co-ordination 
mechanisms in rural areas (cont.)

(ITPs) as a modality of implementation of Structural Funds. ITPs were

introduced for Objective 1 programmes and were then extended to the other

types of regions. ITPs are a combination of different measures deriving from

the Structural Funds on the basis of local strategies designed by local

partnerships. The selection of projects is usually made by regions on the

basis of criteria agreed upon with local partnerships.

In Europe, the LEADER (Liaisons entre actions de développement rural)

initiative, introduced in 1988, is based on local partnerships (private and

public) designing a development project for a target area whose size is

generally l imited by administrative boundaries (not more than

100 000 inhabitants). LEADER has been implemented three times (LEADER I

1989-93; LEADER II 1994-99; LEADER+ 2000-06). The number of projects

approved in Europe was very limited in LEADER I (experimental phase) but

increased to almost 1 000 across 15 EU countries in LEADER II. In the last

phase the number was lowered so that a higher concentration of better

quality initiatives could be achieved. The main features of the LEADER

approach are the following ones: a) a bottom-up approach; b) integrated

actions; c) a multi-sectoral vision; d) co-operation (local and transnational);

and e) networking. A similar approach has been introduced in Spain by the

PRODER scheme (Operational Programme for the Development and

Diversification of Rural Areas). PRODER was introduced as part of the 1994-

99 programming of Structural Funds for Objective 1 to complement the

LEADER approach and extend it to areas that were excluded by it.

In Germany, the LOCALE scheme was set up to implement the Structural

Funds in Saxony-Anhalt for the period 2000-06. This consists of two strategic

elements: a) support for integrated, territorial development approaches

below the federal state level and b) increased participation of local

stakeholders in the implementation of the Operational Programme. LOCALE

was strongly influenced by positive experiences with LEADER, the Territorial

Employment Pacts and village renewal schemes. To qualify for LOCALE,

applicants must devise a Territorial Development Plan for a “functional,

traditional or agriculturally cohesive rural area below the district level”. The

Plan must include SWOT analysis (identifying strengths, weaknesses,

opportunities and threats), budget and time schedules, the development

objectives for the area, monitoring methods and details of local stakeholders’

participation. The Plan is then assessed by a regional decision-making body,

including representatives of the federal state, and may be submitted to the

organisations administering the funds (Ministry of Agriculture, Ministry of

Environment and Ministry of Industry and Commerce).
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The first policy field relates to the overall need for more efficient and
accountable public officials at all levels of government. Four principal factors
affect the capacity of MAR governments especially at the sub-national level:
1) lack of basic skills and data processing equipment, 2) poor financial
management practices, 3) lack of appropriate internal and external control on
spending and 4) frequent staff turnover. OECD countries use a variety of
mechanisms to assess the efficiency and effectiveness of programmes and
agencies, including the introduction of performance-oriented budgeting and
performance management (see Box 3.13). In the MAR, every country has made
improvements in financial management practices but at very different
paces.25 One key positive factor has been the increasingly relevant role played
by international organisations, as well as universities, NGOs and municipal
government associations, in providing expertise and advice but also political

Box 3.12. Cross-border governance: the case of the “TRIFINIO”

The Trifinio region covers an area of about 7 500 km2 in the border areas of

El Salvador, Guatemala and Honduras. The initiative of the Trifinio Plan, and

the relative Tri-national Treaty signed in 1986, came about in the framework

of the regional peace processes that culminated in the signing of the

Esquipulas peace agreements in 1987. With the support of the General

Secretariat of the Organisation of American States (OAS) and of the Inter-

American Institute for Cooperation on Agriculture (IICA), these countries

proceeded to formulate a plan oriented towards the development of the three

countries’ trans-national region. The Trifinio Plan was conceived to allow for

joint actions by the three countries in areas of great natural value and at the

same time, to serve as an example of practical efforts towards integration in

Central America.

The plan’s vision outlined the need for actions based upon citizen

participation, the sustainable management of resources, equity and the

incorporation of a gender perspective. To carry out these tasks a Tri-National

Commission was created as well as a rotating Executive Secretariat. This

Secretariat consisted of three national directors, the Tri-National Technical

Entity, and the Consulting Committee made up of departmental governors,

mayors of the region and several nongovernmental organisations. The

Trifinio Plan has greatly contributed to the physical integration of the

borderland belt and to the promotion of socio-economic development and

the conservation of the Montecristo Cloud Forest and the Fraternity

Biosphere Reserve. The project benefited nine municipalities directly, and

twenty-two of the region’s forty-five municipalities indirectly.

Source: OECD (2005a), Building Competitive Regions – Strategies and Governance
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support for modernisation attempts of public administrations at all levels of
government. An example is provided by the role played since the mid-1990s by
the Federation of Municipalities of the Central American Isthmus (Federeación
de Municipios del Istmo Centroamericano, FEMICA) which has acted as a key
facilitator of local governance reforms and vector for knowledge transfer
across the region. Successful experiences such as the previously mentioned
World Bank led PROTIERRA project or the current capacity building
programmes developed by the INIFOM need strengthening and should be
extended to all MAR countries.

Box 3.13. Performance management 
and performance budgeting

Broadly, performance management covers corporate management,

performance information, evaluation, performance monitoring, assessment

and performance reporting. In the context of the new performance trend,

however, a stricter definition is a management cycle under which programme

performance objectives and targets are determined, managers have

flexibility to achieve them, actual performance is measured and reported,

and this information feeds into decisions about programme funding, design,

operations and rewards or penalties.

Results/performance-based budgeting too is subject to diverse

interpretation. It can be broadly defined as any budget that presents

information on what agencies have done or expect to do with the money

provided (Schick, 2003). In this case it can simply refer to performance

information presented as part of the budget documentation or to a budget

classification in which appropriations are divided by groups of outputs or

outcomes. A strict definition of performance-based budgeting, however, is a

form of budgeting that relates funds allocated to measurable results. These

results are measured in the form of outputs or outcomes. Resources can be

related to results either in a direct or indirect manner.

Indirect linkage means targets being actively used to inform budget

decisions, along with other information. Performance information is very

important in the decision-making process but it does not necessarily

determine the amount of resources allocated.

Direct linkage involves the allocation of resources directly and explicitly

linked to units of performance. Appropriations can thus be based on a

formula/contract with specific performance or activity indicators. This form

of performance budgeting is used only rarely and in specific areas in OECD

member countries.

Source: OECD (2005b), Modernising Government: The Way Forward.
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The second objective one should focus on is the specific skills that a
territorial approach requires in terms of strategic planning. A technical
assistance unit linked with the MAR’s regional information system should be
created in each country to co-ordinate a number of regional technical units to
which knowledge would be transferred and that progressively act also as
“terminals” for a two-way feedback relation across levels of government. The
introduction of a territorial approach, and the innovative multi-level
governance relations it entails, requires strong monitoring and evaluation
systems. Key aspects, according to experience in OECD countries, are: 1) the
selection of indicators capable of monitoring the impact of local development
policies (contextual indicators, both “soft” and “hard”, need to be developed)26

and 2) diffusing a “culture of evaluation”, whereby different tiers of government
co-operate and local actors accept to reveal information that is crucial for the
central government.

The evaluation system should be linked to an effective communication
strategy that works at two levels. Internally, it should involve public and
private actors at all tiers of government in a co-operative game showing
them the advantages of it and the disadvantages of not participating.
Externally, an effective communication strategy should address both policy
makers and citizens to explain the nature of structural disadvantages and
promote consensus on policies which may have visible effects only in the
medium and long term. Positive results of flagship programmes need to be
diffused to the public and to other regions through both communication and
networking initiatives.

Summing up, while the first part of Chapter 3 focused on issues of
Mesoamerican governance, the second part of the chapter has addressed
governance challenges within MAR countries at both national and
sub-national levels. This part of the report has argued that in order to exploit
the many potentials of the MAR there is a need for more and better policy
co-ordination at the levels of central and local governments as well as
improved vertical co-ordination among different tiers. Also, a “new
governance paradigm” should focus on: 1) improving the distribution of
resources across levels of government, 2) capacity building and 3) seeking
more active involvement from a wide range of both public and private actors.

Notes

1. The success of this report, a part from its rigorous foundations, was also more
anecdotally due to the personal implication of Michael Porter and the Harvard
University: regional presidents met more times with M. Porter than in the ordinary
summits during the elaboration of this report.
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2. Among the inputs that have influenced the political debate and contributed to shape
a mesoregional Agenda the following have being particularly relevant: 1) the already
quoted Agenda for Competitiveness and Sustainable Development in Central
America towards the 21st Century, elaborated by the Latin American Centre for
Competitiveness and Sustainable Development (CLACDS) of the Central American
Institute for Business Administration (INCAE) and the Harvard Institute for
International Development (HIID) in 1999; 2) reports on the State of the region
regarding human development elaborated in 1999 and 2003 by the United Nations
Development Programme (UNDP); 3) the report Central America 2020, directed by
Victor Bulmer-Thomas and William Kincaid, sponsored by the European Union
and the AID (2000); 4) the 21st Century Central American Transformation and
Modernisation Agenda, presented by the General Secretariat (GS) of the Central
American Integration System (SICA) before the Regional Consultative Group held in
Madrid in March 2001; 5) the Puebla Panama Plan, presented by the Mexican and
Central American governments, 2001; 6) the report Central American integration:
Benefits and Costs, promoted by the General Secretariat of the SICA and ECLAC (2004).

3. Rodas-Martini (2004).

4. There are other policy areas that are increasingly being perceived as priorities for
mesamerican co-operation. These include: fisheries and tourism, natural disaster
prevention, environmental policies, the promotion of SME’s, liberalisation of
financial systems; health and education.

5. The institutional basis of the SICA are completed by the Guatemala Protocol, the
Treaty of Central American Social Integration Treaty, the Framework Treaty on
Democratic Security and other protocols and declarations.

6. See www.sgsica.org.

7. The most outstanding changes concerning the Central American Parliament are
the elimination of the universal suffrage as the way to elect members of
parliament and the fact that they can be appointed national members of
parliament. It is also up to each state to decide upon the number of deputies
representing the country. The automatic condition of Central American members
of parliament for presidents and vice-presidents of the member states is
suspended once their term of office is over. Changes regarding the Central
American Court of Justice are also important. Finally the number of judges per
country is reduced from two to one. Some other important decisions were taken
concerning the duration of term of office, the appointment of judges or the
retirement pension of judges. The possibility to use external mechanisms for the
solution of controversies is also included, as in the case of commercial
controversies and arbitration organised by SIECA.

8. This Centre was created by a Constitutive Agreement subscribed in Guatemala
City (Republic of Guatemala) on 29 October 1993, by the Ministers of External
Relations of Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua and
Panama. Nowadays, Belize and Dominican Republic are in the process of
incorporation into this institution.

9. Territorial disputes between Nicaragua and Costa Rica, Honduras and Nicaragua,
El Salvador and Honduras, Guatemala and Belize, or the discussions on sea
platforms have been an issue of constant tension and an extraordinary excuse for
governments in crisis to deviate the attention of the public opinion.

10. An example is given by successful co-operation agreements established in 1998
between bordering municipalities in Nicaragua and Costa Rica.
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11. CA-5 is formed by Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua.

12. In Guatemala and El Salvador the presence of international cooperation is also
remarkable, even though it plays a less important role. In Belize, Costa Rica and
Panama circumstances are different and so is cooperation.

13. See Kaufmann, Kraay and Zoido-Lobatón (2002).

14. Each country in Central America set up a social investment fund, with
international financial assistance. For more information and documents on each
fund, see www.fisdl.gob.sv (El Salvador); www.inifom.gob.ni and www.fise.gob.ni
(Nicaragua); www.fish.gob.hn (Honduras) 

15. See evaluations carried out by the World Bank.

16. See Serrano and Warren (2004).

17. The carga tributaria of CA Countries has augmented between 1990 and 2000 in
Guatemala, El Salvador, Honduras. In the same time frame Costa Rica and Panamá
decreased their tax burden.

18. This figures include expenditure for eduction, health care, social security, water
sanitation and others.

19. This is aggravated by the fact that the Central government in CA Countries still
holds most of the key responsibility for the design and delivery of urban
development programmes.

20. See USAID (2004) Trends in decentralisation, Municipal Strenghtening, and Citizen
Participation in Central America, 1995-2003, Paper prepared by ICMA.

21. Ortega et al., 2000.

22. For more information on multi-level contractual arrangements in OECD Countries
see OECD (2005a) Building Competitive Regions – Strategies and Governance.

23. See the OECD case studies on Moravska Trebova (2003), the Mexican Microregions
Strategy for Rural Development (2004) and the Balaton Region (2005). These case
studies are available on the OECD Web site.

24. See OECD (2003) Territorial Review on Vienna-Bratislava and OECD (2003)
Territorial Review of Oresund, Paris.

25. See USAID (2004) Trends in decentralisation, Municipal Strengthening, and Citizen
Participation in Central America, 1995-2003, Paper prepared by ICMA.

26. See Barca, Brezzi, Terribile and Utili (2004).
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The Central American economic integration process, which dates back to the 1950s, entered a new era 
in 2001 with the launching of the Puebla Panama Plan. This plan helped shift the focus to the greater 
“Mesoamerican region” (MAR), which includes the seven Central American countries plus the nine 
southeastern states of Mexico. In this context, the OECD Territorial Review of the Mesoamerican Region 
marks two major firsts: a comprehensive regional development study of the entire Mesoamerican region 
and the OECD’s first ever multi-national territorial review.

This review recognizes that economic integration per se is just part of the solution to the Mesoamerican 
region’s challenges. Realising the economic potential of the MAR requires regional policies that can better 
exploit its many comparative advantages and better governance at mesoregional, national and local levels. 
The MAR could spur development through inclusive competitiveness policies that address cross-cutting 
measures for all firms, such as improving the region’s human capital, firms’ quality standards and networks 
between cities, as well as specific policies for promising sectors, including tourism, agro-industry, light 
manufacturing and logistics. To achieve true bottom-up economic integration, the review looks at improving 
the limited capacity at the sub-national levels to effectively and efficiently provide local public goods. 
Recommendations for governance reform include: 

• improving co-ordination across borders and between levels of government within the same borders; 
• strengthening administrative and planning capacity at the national and sub-national levels; 
• reforming regional governance institutions; and 
• introducing territorial development policies.

Countries/regions covered:

–  The nine federal states of the southeast region of Mexico: Campeche, Chiapas, Guerrero, Oaxaca, Puebla, 
Quintana Roo, Tabasco, Veracruz and Yucatan.

–  The seven Central American countries: Belize, Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua 
and Panama.

The OECD Territorial Review of the Mesoamerican Region is integrated into a wider programme of national 
territorial reviews undertaken by the OECD Territorial Development Policy Committee. The overall aim of these 
reviews is to provide practical policy advice to governments focusing on multi-level governance and regional 
competitiveness.
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