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EXECUTIVE SUMMARY

On June 13,2018, El Salvador signed the El Salvador Protocol for Accession to the Enabling Protocol
for the Process of Deep Integration toward the Free Transit of Goods and Natural Persons between
the Republics of Guatemala and Honduras (Protocolo de Adhesién de la Republica de El Salvador al
Protocolo Habilitante para el Proceso de Integracion Profunda hacia el Libre Transito de Mercancias y de
Personas Naturales entre las Republicas de Guatemala y Honduras), thereby launching a process of
transition toward El Salvador’s full integration into the initiative undertaken by Guatemala and
Honduras in June 2017. To complete the accession within the shortest possible timeframe, the
government of El Salvador began the construction of new facilities at its primary border checkpoints,
in an effort to achieve deep integration. After more than three years, complete accession has yet to
be realized, although as of December 2021, a roadmap aimed at taking the final steps toward
consolidation of the customs union is now being implemented.

The productive sectors linked to intraregional trade are also important stakeholders in this process,
as a result, productive sectors have participated actively in supporting the government in transition-
related activities. El Salvador’s Inter-Industry Commission for Trade Facilitation (Comision
Intergremial para la Facilitacion del Comercio de El Salvador — CIFACIL) served as an entity bringing
together the country’s most important trade-related business associations. Given CIFACIL role as
productive actors, a need arises to determine the impacts of El Salvador’s full integration into the
customs union in the areas of commerce, investment, economic growth, public finance, employment,
and the overall wellbeing of Salvadorean society.

Thereby, the Project conducted a study entitled “Study of the Benefits and Challenges of Implementing
the Deep Integration Process for the Free Transit of Goods: The Case of El Salvador”. The study includes
the identification of impacts in five essential areas of the customs union: economy, tax revenues,
trade competitiveness, institutional framework, and regulatory framework. From the conclusions of
the study, the Project formulates a series of proposals for steps to be taken to maximize the gains
in efficiency deriving from trade facilitation in the three countries covered by the study, as well as in
the Central American region as a whole.

DESCRIPTION OF THE STUDY

The study involved extensive field research, including the compilation of statistical data on trade and
tax and customs revenues, and the conduct of interviews of different stakeholders in regional trade,
including government agencies in El Salvador, Guatemala, and Honduras, private trade associations,
businesses in the most representative sectors of the Salvadorean economy, international
organizations, research centers, etc. It also included a series of field visits to the customs union’s
main border checkpoints, peripheral customs 'offices, and facilities proposed by El Salvador for
integration in the union. The purpose of these visits was to observe the potential benefits of the
union “in situ” and ascertain the state of the installed capacity of El Salvador, Honduras, and
Guatemala as it affects the integration of El Salvador.

! Peripheral customs given its denomination in Central American Economic Integration legal framework, and
to what internationally is called a “yuxtaposed control” or “yuxtaposed customs”.
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REPORT ON THE ASSESSMENT’S FINDINGS OF THE IMPLEMENTATION OF THE
CUSTOMS UNION BETWEEN GUATEMALA, HONDURAS AND EL SALVADOR

The economy
The total GDP of Central America was estimated at US$274.2 billion as of 2021, of which 50.1

percent was contributed by the Northern Triangle countries (Guatemala, El Salvador, and
Honduras). Likewise, these three countries are home to 68 percent of the region’s 51.1 million
inhabitants. As far as trade is concerned, the Northern Triangle countries accounted for 53.7
percent of exports of goods from Central America in 2020, and 70 percent of intraregional trade.
These figures demonstrate the importance of the customs union’s economy, which can be
strengthened even more by the full integration of El Salvador.

In terms of macroeconomic impacts, the efficiency gains in the conduct of trade with its
incorporation in the union would help enable El Salvador to boost its annual rate of economic
growth by as much as 0.8 percent, from 2.4 percent to an average of 3.2 percent, over the next five
years. This improvement in its growth will be driven by an annual boost in its exports by as much
as 3.3 percent and an annual increase in investment equivalent to 2.1 percent of its GDP. This would
substantially increase employment (by 2.7 percent a year, equivalents to 6,464 new jobs) and reduce
poverty by 1.4 percent.

These impacts demonstrate that El Salvador will be the country gaining the most from its full
integration into the customs union. This assertion has been corroborated by studies conducted by
ECLAC (the Economic Commission for Latin America and the Caribbean), the IDB (the Inter-
American Development Bank), and the World Bank (WBG). On the contrary, if the country does
not join the union, it will see its growth slow by approximately 0.2 percent.

Graphic |. Macroeconomic impacts projected for El Salvador, due to the Customs

Union
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Tax revenues

One of the biggest myths associated with customs unions is that reductions in tariffs on trade result
in a decline in tax revenues. The study made an analysis of this issue, looking to either corroborate
or refute this myth, concluding that, in fact, the establishment of schedules of goods allowed to move
freely within a common customs territory, with an eventual total future phase-out of tariffs
altogether, will produce only a minimal loss of tariff revenues since most tariff items already have an
effective import tariff rate of zero percent. Moreover, this loss would be largely offset by the boost
in VAT or value added tax revenues and revenues from excise taxes, that would derive from the
increase of intra-regional trade.

In brief, customs revenues could be reduced by as much as US$1.6 million over the next five years,
but revenues from value added taxes would increase by US$58.7 million over the same period.
Based on conservative estimates, El Salvador would see a net increase in its annual tax revenues
equivalent to approximately 0.04 percent of GDP. In addition, the dynamic effects of the increase in
trade with the growth in economic activity and productivity gains will generate larger revenues from
domestic value added taxes, excise taxes, and income taxes.

The potential for the triangulation of goods raises an important issue to consider in this region. A
number of business owners had been hoping to capitalize on tariff preferences granted to one of
the union’s member countries by another “rest of the world” country, mainly through a free trade
agreement, to then freely move these goods through the single customs territory without paying
any tariffs in the country of destination. However, this situation is already covered in the customs
union’s regulatory instruments by excluding all goods with tariff preferences under free trade
agreements and goods subject to different types of sanitary treatment. Thus, goods in free circulation
are goods with harmonized tariffs and requirements, which rules out any possible triangulation.

However, the possibility still exists that new trade trade facilitation measures will encourage unfair
trade as well as the circulation of illicit or prohibited goods across the national borders of customs
union member countries. In this regard, the authorities of all three countries should strengthen their
risk management systems and put in place mechanisms for the continuous monitoring and
surveillance of highways and merchandise storage facilities.

Commercial competitiveness

The customs union is the product of a long list of trade facilitation measures introduced by the
regional countries over a period of more than 20 years, but which started to gain momentum in
June of 2014 with the announcement of a “Regional Trade Facilitation and Competitiveness Strategy
with the Emphasis on Integrated Border Management.” As of the end of 2021, there was visible
progress in the implementation of all scheduled measures, resulting, in the specific case of the
Northern Triangle, in a considerable improvement in the efficiency of trade between Guatemala and
Honduras. This was achieved, mainly, through reductions of anywhere from 59 percent to 80
percent in border crossing times, translating into major cost savings for businesses and, thus,
productivity gains.

The impetus from trade facilitation will help improve the rankings of the Northern Triangle countries
in international country competitiveness indexes, particularly in areas such as transportation
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infrastructure, customs procedures, logistics performance, etc. This impetus will also help promote
the integration of business and production processes in the three member countries of the customs
union. The high degree of complementarity among the three economies is striking, in which El
Salvador benefits from the greater complexity of its industry. In other words, El Salvador supplies
the region with industrial goods, unlike Guatemala and Honduras, which supply more final goods.

It is also important to note that the customs union is fertile ground for both the creation and
deflection of trade. Furthermore, El Salvador’s productive sectors reflect a considerable similarity
to those of Honduras, in particular as regards finished goods, a situation that provides an opportunity
for those industries enjoying the greatest productivity to be the ones to specialize in the
manufacturing and trading of such goods, which will ultimately be to the benefit of consumers. In
addition, there exists the possibility that, following the decrease in tariffs, market forces will
substitute goods produced outside the customs union for those produced within the common
territory, even though they may not come from the most efficient industries. In such a case, there
would exist the possibility of a deflection of trade which, though beneficial to local producers, would
have a negative impact on consumers.

El Salvador’s official incorporation into the union could increase its exports to Guatemala and
Honduras by as much as 62 percent over the next five years. In other words, its total exports to
these two countries could grow from US$2,268.6 million in 2021 to somewhere around US$3,671.4
million by 2026, of which 75 percent will consist of goods in free circulation.

Its clear comparative advantages, together with the level of sectoral linkages present El Salvador
with opportunities for expanding its intraregional trade in textiles and apparel, rubber and plastic
products, paper products, and food products, in industries regarded as constituting “key” sectors
due to their strong backward and forward linkages. Moreover, the beverage industry and flour-
milling and bakery products are “engines” or drivers of growth due to their backward linkages, while
the manufacturing of metal products and electronic equipment could develop into a “basic or
strategic” sector as a supplier of inputs for other industries.

The study also helped identify new products or sectors affording opportunities for growth based on
the country’s production capacity. Major examples include vehicle parts, electric transformers,
engine parts, electric engines and generators, and miscellaneous fabricated iron and steel products.

Regulatory framework

The study of this area involved an analysis of the customs union’s current regulatory instruments
and an examination of the steps to be taken by El Salvador as part of its integration process and the
challenges faced by the country in this process. Some of the major issues in this area have to do
with compatibility with the general regulatory framework for the Central American Economic
Integration System and the countries’ limitations in taking certain decisions whose general nature
requires their backing by the other Central American countries. For example, any decisions with
respect to the definition of the common external tariff must be made by the COMIECO (the Council
of Ministers for Economic Integration). However, the regulations allow for the Northern Triangle
countries to take certain decisions applicable to that subregion, independently of the rest of the
Central American countries.
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The study also includes an analysis of the goods in free circulation between Guatemala and Honduras
as this pertains to El Salvador’s incorporation into the union and, more specifically, to the country’s
challenges in adapting to the current goods schedules or the negotiation of changes in certain goods.
Moreover, there is always a possibility of the establishment of bilateral schedules of goods in free
circulation by Guatemala and Honduras, excluding El Salvador.

One important feature of the customs union is the no application of rules of origin within the single
customs territory, regardless of its origin. Such a measure has certain advantages in terms of
improving efficiency, but there is also a risk of it affecting production linkages within the region. By
the same token, the free movement of goods means fewer customs controls, with the risk of
promoting illicit trade. However, at the same time, the implication is that the countries will
implement an efficient risk management system under the aegis of their internal revenue services.
Trade facilitation also creates opportunities for imports of goods in violation of trademark laws and
agreements with distributors, for which this area should also be reviewed.

Other issues examined in this area include the situation of the special regimes, especially free zones,
which benefit from being allowed to transit through the fast lane of the trade facilitation centers,
but which face some challenges to operate, given that not strictly speaking, the goods are not located
in the customs territory of the Union. This situation also has effects on the logistics industry.

Institutional framework
One of the primary objectives of the study was to evaluate El Salvador’s institutional capacity for its
integration into the customs union. To accomplish this, a series of field visits were made to El

Salvador’s main border checkpoints with Guatemala and Honduras, which revealed the significant
progress made by the country in its preparations for integration into the customs union. There are
one-off projects for the construction of new infrastructure designed to meet trade facilitation needs.
However, its Guatemalan and Honduran counterparts have not made much progress in this area.
This suggests the need for better inter-country coordination for the upgrading of Integrated Border
Checkpoints. Road infrastructure is equally important and is one of the weaknesses at all border
crossings in the single customs territory, failing to comply with space requirements for ensuring
quality service for the conduct of trade.

As far as coordination is concerned, all agencies present at border checkpoints need to work
towards the same goal. This implies standardizing service schedules, providing checkpoints with
adequate staffs, integrating personnel from both countries, providing staff with lodging and leisure
facilities, etc. The Secretariat for Central American Economic Integration (SIECA) and the Council
of Ministers of the Customs Union are taking the lead in this area.

The operations at peripheral customs offices within the union are also important for the customs
clearance of goods at their point of entry into the single customs territory and their subsequent free
movement to their country of destination which, combined with fast-tracking, would help improve
efficiency. However, there has been only limited use of this procedure in the four years of the
union’s existence, which can be attributed mainly to security concerns over goods moving in transit
through the other union member country.
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The customs union is introducing the use of the Central American Single Invoice and Declaration
(FYDUCA) form, a key trade facilitation tool representing another efficiency gain for businesses. It
is a free, online form used for the prepayment of taxes and duties and as basis for the generation of
an SPS Notification (Notificacion MSF) for the fast-tracking of goods through trade facilitation centers
at integrated border checkpoints (without selective inspections). Obviously, a mentioned earlier,
this streamlined procedure presupposes the existence of a comprehensive “post border crossing”
risk management system.

Trade facilitation has significantly shortened border crossing times for trade between Guatemala
and Honduras. At the Corinto Integrated Border Checkpoint alone, the wait for a “green-track”
vehicle was found to have been shortened from nearly 22 hours in 2016 to a mere four hours in
2018 (with the implementation of the customs union) and further cut back to three hours by January
of 2022.

A similar time savings in trade with El Salvador could cut border crossing times by as much as 80
percent in all integrated border points.

Thus, reductions in border crossing times translate into efficiency gains and cost savings for
businesses. Another benefit for businesses from the free movement of goods through the customs
union is that they will no longer need to hire customs brokers, customs-authorized shipping agents,
or merchandise inspection services, pay for data transmission services for the completion of customs
forms, etc. Other advantages include coordinated border management, standardized operating
schedules, common services, pre-inspections of goods at peripheral customs offices, etc.

In short, El Salvador’s full participation in the customs union involves a series of strengths and
opportunities. The former includes the streamlined decision-making mechanism in place at the
highest level of government; implementation of the FYDUCA,; creation of Trade Facilitation Centers
(Centros de Facilitacién del Comercio — CFC) and the Structural and Investment Fund (Fondo Estructural
y de Inversién); availability of a sound SIECA-operated IT platform; and the advantageous use of El
Salvador’s newly installed border infrastructure. The most significant opportunities include accession
to an ongoing process, i.e., avoidance of the need to start from scratch; the generation of economies
of scale; the creation of trade; the potential for the private sector to participate in the process; and
the potential for institutional updating.

There are, however, weaknesses affecting the process: a long list of goods excluded from free
circulation, the current low level of integration of customs processes, a weak mechanism for a
posteriori verification, low levels of utilization of peripheral customs agencies, ongoing bottlenecks at
border crossings, as well as narrow tax routes and the lack of a fast lane for Integrated Border
Checkpoints (Puestos Fronterizos Integrados — PFl). Possible threats include the absence of a roadmap
to perfect Customs Union, negotiation of new unilateral trade agreements, illicit trade, the potential
for negative impacts on certain sectors, and the stigma that the customs union will generate losses
for the government.
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CONCLUSIONS AND PROPOSALS

e El Salvador’s full integration into the customs union process would benefit the country given
the characteristics of its productive sectors and the complementary nature of the economies
of the three countries.

e The customs union offers a significant opportunity for strengthening the economic
integration of the Northern Triangle countries through the consolidation of a common
customs territory, the strengthening of trade, and the increase in employment and the
distribution of wealth.

e Many of El Salvador’s productive sectors will benefit from deep integration, though there
also exists the possibility that some sectors will be outcompeted by more productive
businesses in Guatemala or Honduras. In such cases, with Government’s support, those
sectors should reinvent themselves in order to compete in the expanded common territory.

e At the operational level, PFls currently operating between Guatemala and Honduras enjoy
significant improvements that set them apart from traditional border crossings, though these
have room for improvement, in both the primary territory as well as its access points.

e In addition to the new facilities currently under construction, the infrastructure at El
Salvador’s border crossing facilities also requires in-depth attention to enable them to be
transformed into PFls. This should be done over the short-to-medium term.

However, what should it be done to maximize the efficiency gains resulting from El Salvador’s
integration into the customs union?

e First, El Salvador must enter incrementally, with both prior and ongoing evaluations of the
effects of the integration. In particular, there should be a focus on the adoption of lists of
excluded goods, with negotiation of the bilateral lists of excluded goods to be adopted.

e It is necessary to take advantage of primary areas along national borders so as to properly
situate all stages of the process involving trade-related dealings: customs, immigration,
sanitary, administrative, lodging and rest facilities, areas for parking and inspection, access
lanes, etc.

e [t is essential that the governments of the three countries assign priority to the widening of
the highways leading to border checkpoints.

e Agreements should be established among the various public organizations and countries
involved for the exchange of information to assist in risk management and national security.

e As free circulation with El Salvador begins to take place, authorities at border checkpoints
should coordinate their efforts in the areas of business and tourism services.
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El Salvador should carefully assess which peripheral customs offices should be created, with
close consideration of the volume of trade entering the country from Guatemala and
Honduras. In this regard, it is recommended to subscribe mutual recognition agreements to
ensure that Guatemalan and Honduran authorities are duly represented to El Salvador’s
authorities and mutually assist with customs clearance operations, among other
improvements.

The country should design a standard and integral plan for a posteriori risk management, with
the participation of customs, internal revenue, phyto — zoo sanitary authorities, public safety,
SIECA, etc.

The customs union will need to be strengthened from an institutional standpoint:
appropriate Ministerial Body, PFI Coordinator, national customs organizations, the internal
revenue organizations of each country, Advisory Committee, as well as institutions that play
a key role in the administration and efficiency of the customs union.

Finally, productive sectors should receive training in understanding the entire customs union
process, including instruments used and best practices in the use of trade facilitation
mechanisms. The government should support this process by providing opportunities for
the enactment of industrial development policies and also by providing support to any
sectors that might be negatively impacted by the customs union, particularly SMEs.
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INTRODUCTION

Economic development is a process involving the total transformation of society that includes, above
all, growing at sustained rates over an extended period of time. All actions focused on boosting
economic growth are vitally important for achieving the ultimate objective. Regional integration is
one such action, since by implementing measures promoting the free circulation of goods and
individuals it is possible to contribute to increases in business productivity, an indispensable
requirement for competing in the international market. The result is the assurance of increases in
growth, investment, employment, and income.

In this context, the Central America Regional Trade Facilitation and Border Management Activity
Project, financed by the United States Agency for International Development (USAID) and
implemented by Nathan Associates Inc., seeks to strengthen the trade capacity and competitiveness
of the countries of Central America. The Project supports the implementation of key elements in
the framework of the World Trade Organization’s Trade Facilitation Agreement (TFA), the Process
of Deep Integration toward the Free Transit of Goods and Natural Persons between the Republics
of Guatemala and Honduras (Proceso de Integracion Profunda hacia el Libre Transito de Mercancias y de
Personas Naturales entre las Republicas de El Salvador, Guatemala y Honduras), and the Central
American Strategy for the Facilitation of Trade and Competitiveness, through work conducted
jointly at the national and regional levels with key national and regional organizations, including
customs agencies and the Ministries of Economy, Health and Agriculture of El Salvador, Guatemala
and Honduras, as well as with businesses and business associations within the international trade
sector.

El Salvador’s Inter-Industry Commission for Trade Facilitation (Comisién Intergremial para la
Facilitacion del Comercio — CIFACIL) — consisting of the Salvadorean Industrialists Association (ASI);
the El Salvador Association of Distributors (ADES); the American Chamber of Commerce
(AMCHAM) of El Salvador; El Salvador’s Agricultural and Agroindustrial Chamber (CAMAGRO);
the Chamber of Commerce and Industry of El Salvador (CAMARASAL); the El Salvador Chamber
for Textile Industry, Apparel and Free Zones (CAMTEX); and the El Salvador Corporation of
Exporters (COEXPORT) — is the interinstitutional forum for ongoing and proactive consultation,
specializing in the facilitation of trade and whose primary priority focus is the identification of the
process of deep integration via the customs union, and whose efforts are supported by the
government of El Salvador with a view toward bringing about the country’s accession to the process
launched by the governments of Guatemala and Honduras.

Within this framework, CIFACIL asked the USAID Regional Project to approve the preparation of
a Study on the Benefits or Challenges of the Implementation of the Process of Deep Integration
toward the Free Movement of Goods: The Case of El Salvador, together with identification of the
impacts and returns to trade and investment if operational integration fails to take place. CIFACIL
feels that is extremely important that the productive sector obtain a true measure of the impacts of
El Salvador’s incorporation into the deep customs union process, in light of the progress made by
Guatemala and Honduras.

The study was conducted within the framework of the process for incorporating El Salvador into
the customs union, which began in June 2018 with the signing of the Protocol for Accession to the
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Enabling Protocol and which moved forward with the construction of new infrastructure at the
primary border checkpoints between El Salvador and Honduras and between El Salvador and
Guatemala. This is to be followed by implementation of a roadmap for implementation of the free
transit of goods and individuals.

The study required conducting a broad research effort that included the gathering of statistical
information on trade and on tax and customs revenues, along with interviews with a wide variety of
actors in the field of regional trade: public agencies from El Salvador, Guatemala and Honduras,
private business associations, businesses from those sectors most representative of the Salvadorean
economy, international organizations, research centers and others. In addition, a series of visits were
conducted to the customs union’s primary border checkpoints, plus peripheral customs offices and
those checkpoints proposed by El Salvador for inclusion in the customs union. The purpose of these
visits was to obtain confirmation of the potential benefits of the union, as well as to assess the
installed capacities of El Salvador, Honduras and Guatemala vis-a-vis El Salvador’s entry into the
union.

The report begins with a characterization of the processes of economic integration and customs
unions, with an identification of the primary benefits and costs of such policy initiatives. This is
followed by a description of the primary background scenarios, the implementation process, and the
characteristics of the process used in creating the customs union between Guatemala and Honduras.

The central purpose of the study was to determine the impacts of customs union implementation
in five key areas: macroeconomics, tariff revenues, trade competitiveness, regulatory framework,
and institutional framework.

Macroeconomic and revenue impacts were measured across a five-year period (2022-2026) and
took into consideration a process of tariff elimination on items that still have positive rates. It also
includes an analysis of the potential for the triangulation of goods and the risks faced by the countries
in the area of contraband and illicit trade.

In the area of trade competitiveness, the study includes an analysis of the competitiveness of the
three countries of the Northern Triangle, the importance of trade facilitation, and the impacts of
the customs union in terms of efficiency, production chains, new business opportunities, etc.

The study also includes an analysis of the customs union’s regulatory framework and its relationship
to the regulatory framework of the Central American region as a whole, as well as the strengths,
weaknesses and challenges produced by El Salvador’s incorporation into the process of deep
integration. Followed by an analysis of the institutional framework of the customs union and of the
operation of the main border checkpoints between Guatemala and Honduras, peripheral customs
agencies, and those border crossings identified by El Salvador for transformation into Trade
Facilitation Centers. This analysis identifies the primary strengths and critical areas for each locale.

Lastly, the study lists a series of conclusions and offers a series of proposals for steps aimed at
maximizing the gains to El Salvador from its integration into the customs union. These
recommendations include steps to be taken as regards the customs union in general, border
infrastructure and operation of border checkpoints, institutional structure of the customs union,
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the role played by the private sector, and the role played by the government in promoting
competitiveness.

I. ECONOMIC INTEGRATION PROCESSES AND THE
CUSTOMS UNION

CHARACTERIZATION OF THE ECONOMIC INTEGRATION PROCESSES

Economic development is something to which all countries aspire, and in that effort, in both the
public and private sectors, steps are taken to strengthen the capabilities of economic agents, thus
enabling them to increase their productivity and, thereby, adapt to the vibrancy of the global
economy as competitive enterprises. Regional economic integration is one such action that has
broadened development opportunities for those countries that have made the decision to
unilaterally seek to become part of an economic bloc.

According to Balassa (1961, cited in Bartesaghi, 2012), economic integration is a process that
involves actions aimed at eliminating discrimination among the economic units by which countries
distinguish themselves. In this same vein, Baldwin (1997, cited in Bartesaghi, 2012), complements the
idea put forth by Balassa, maintaining that regional economic integration involves a group of
countries in a given region that decides to reduce or eliminate tariffs or barriers to the free
circulation of goods, services and factors of production.

Countries seek to join together because countries are convinced that commercial exchange among
countries increases overall wellbeing (Bartesaghi, 2012). From this author, the reasons that lead
countries to join together include one of a purely natural nature: geographical proximity which,
among other effects, leads to a decrease in the costs of transportation and in so doing increases the
benefits of integration.

By the same logic, Tamames (2010), as well as Giordano and Quevedo (2006), cited in Bartesaghi
(2012), state that additional factors motivating countries to negotiate integration agreements include
the following:

- To achieve economies of scale resulting from increased production, which in turn results
from the growth in commercial exchange

- To gain access to an expanded market where competition is increased

- To boost productive transformation

- To attract foreign direct investment

- To decrease the balance of payments problems of participating members, by virtue of savings
in convertible currencies

- The possibility to become involved in activities in which they were previously unable to
participate as a result of the insufficiency of their own internal markets, technological
barriers, financial inability, and others

- Increase in their negotiating power by acting as an associative bloc
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- The need to carry out structural reforms which, were they to remain isolated, would remain
relegated to a lower degree of priority

- The potential to accelerate the process of development

- In some cases, to preserve peace and security (Petit, 2014)

The processes of economic integration are long standing, with their origins to be found in the
German Customs Union (Zolverein), which was key to the unification of German states and which
went into effect in 18342 This was followed by the Southern African Customs Union (SACU), which
has operated since 1889 and, although undergoing numerous modifications to the charter by which
it was created, currently operates with the participation of Botswana, Lesotho, Namibia, South
Africa and Swaziland3. It was not until the end of World War Il, however, with the signing of the
General Agreement on Tariffs and Trade (GATT), that the first stage of international economic
integration was institutionalized, with that milestone going on to spawn broad regional integration
movements, the most significant of which is European economic integration.

Integration is a process requiring gradual implementation. Based on empirical evidence, and as
developed by Petit (2014), that process involves five stages:

- Free trade zone: involves the elimination of both tariff and nontariff barriers to trade in
goods originating in area member countries, with each of these maintaining its own tariffs
vis-a-vis nonmember countries. One example of this plan is the North American Free Trade
Agreement (NAFTA).

- Customs union: in addition to free trade, countries establish a Common External Tariff
(CET) to be applied to transactions between nonmember countries. In this stage there still
exist barriers that impede the free circulation of the factors of production.

- Common market: presumes the existence of a customs union, but in addition includes the
free movement of productive factors (persons and capital). In this stage, there are no
obstacles in any of the member countries to the free entry or exit of persons having an
economic objective (businesspersons and workers).

- Economic union: this is the most advanced stage of economic integration and involves the
existence of a common market and the harmonization of the economic policies of member
countries, including monetary union. An example of this is the Eurozone.

- Economic community: this is the final stage of integration and involves the existence of
supranatural authorities that make decisions regarding policies of a fiscal, monetary,
exchange, trade, or other nature. Here again, the example is the European Union.

One important aspect is that these stages are neither perfect nor sequential; rather, there are cases
that reflect a mixture of measures corresponding to different phases and that coexist due to the
need to advance toward deeper stages despite not having met all of the requirements of a previous
stage.

Likewise, it should be recognized that any process of integration involves costs that must be
quantified and met (Requeijo, 2002, cited in Petit, 2014). One of the most important is that the
elimination of economic borders increases competition, which in turn creates winners and losers. It

2 Ver Zollverein | German Customs Union | Britannica
3 Ver http://www.sacu.int/about.php?include=about%2Fhistory.html
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is the most competitive sectors or businesses in the integrated territory that will be winners, while
those businesses at a disadvantage will find that their profitability and their very existence are now
threatened and that they will be required to reinvent themselves in order to compete in the
expanded market. In the same vein, as the integration process moves forward, countries will face a
demand for greater standardization of policies, which in turn involves the transfer of power. Thirdly,
it is quite possible that economic growth will become polarized, thereby accentuating regional
imbalances and social disparities. And lastly, in the topmost stages of integration, there will be
significant transfers of sovereignty.

OVERVIEW OF THE CUSTOMS UNION

As previously mentioned, a customs union occurs when two or more countries decide to create a
common customs territory, where both tariff and nontariff barriers to trade are eliminated for goods
originating in member countries and a common external tariff is established for application to
nonmember countries.

Because they constitute an intermediate phase of economic integration, customs unions, by virtue
of their two components, i.e., free trade and common external tariff (CET), result in an increase in
intraregional trade, which can in turn lead to increases in investment and employment, as well as
the potential for businesses of a member country to compete under equal conditions with businesses
from other countries of the union. As previously indicated, however, this would lead to a scenario
of winners and losers. Nevertheless, the consumers of the three countries may ultimately benefit
from the opportunity to purchase goods that are of lower price and better quality, as a result of
increased intraregional competition.

However, according to both theory and empirical evidence, customs unions generate both positive
and negative impacts for countries. The point is that all processes of economic integration involve a
system of customs-related discrimination among countries, since the imports of a particular product
are subject to different tariffs and barriers, depending on whether the country of origin is or is not
a member of the integrating group (Petit, 2014).

There are two immediate effects generated by a customs union: trade creation and trade deflection.
These concepts were introduced by Jacob Viner (1950, cited in Bartesaghi, 2012) and are explained
as follows:

- Trade creation: this occurs when member countries increase exchanges of goods through
the expansion of intraregional transactions or through imports from the rest of the world,
signifying an overall growth of trade for member countries of the customs union. This effect
is achieved when the decrease in tariffs between member countries allows for the cheaper
goods of member countries to replace more expensive domestic production.

- Trade deflection: this occurs when member countries deflect into the customs union those
imports that they previously requested from nonmember countries, but this deflection is
not compensated by new imports. This occurs because customs unions discriminate against
procurement from the rest of the world, which can cause goods that are manufactured
efficiently in third countries to replace by other more expensive products from the region
(Nagarajan, 1998, cited in Bartesaghi, 2012).
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In practice, trade is either created or deflected based on the relationship of current prices and tariffs
in force in each of the customs union member countries and in the third countries with which
commercial relationships exist, as shown in the following example:

“Assume that production prices in three different countries are US$100 in country A, US$150 in
country B and US$250 in country C, with the latter country serving as reference country for the
analysis. With a tariff of 100% in country C, prices in this country will be US$200, US$300 y
US$250, respectively. Following a price analysis, country C imports the good from country A. Then,
if country C forms a customs union with country B, it will eliminate the tariff it applies to country B
and will purchase the product from that country at a price of US$150. In so doing, it will create a
deflection of trade, because it will not be purchasing the product from the most efficient producer
(country A). However, if the initial tariff in country C is 200%, the prices of the goods in country C
will be US$300, US$450 y US$250, respectively. In this scenario, country C would be more efficient
and would produce the good. Then, if country C forms a customs union with country B and purchases
from that country, it will be creating trade, because without the tariff the price of the good in country
B will be US$150, which is less than the US$250 that it costs to produce it in country C (Meade,
1969, cited in Oscategui, 1999).

At the end of the day, Viner feels that a customs union generates positive net benefits only if the
effects stemming from the creation of trade are greater than those resulting from the deflection of
trade.

With regard to the two above-mentioned effects, Aragao (1997) adds that, since in a context of free
international competition, where patterns of wellbeing are defined by the consumption of goods at
lower costs, the existence of a customs union will lead to a reassignment of resources among sectors
and countries, which will in turn lead to specialization and therefore to an overall increase in trade.
Specialization will then lead to higher levels of efficiency with a reduction in costs, which will then
translate into increases in both purchasing power and levels of consumption, with a corresponding
impact on wellbeing.

In any case, Petit (2014) maintains that in order to deem the deflection of trade to be detrimental,
one must begin with the assumption that the previously existing situation was more effective,
something that is not necessarily true, since the reasons for which a customs union member imports
certain goods from a third, nonmember country could be quite varied and not simply imply that the
third country was the more efficient, as presumed by Viner’s theory. It should also be noted that
deflection may be positive if consumers successfully modify the structure of their consumption as a
reaction to the relative variances in prices.

However, the theory also makes a distinction between the static and dynamic effects of customs
unions. Static effects are primarily those involving the reassignment of resources within the
productive system and those involving changes in the structure and patterns of consumption
(resulting from the creation and deflection of trade). Dynamic effects include the long-term
consequences for rate of investment, technological change, and growth (Petit, 2014).
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As regards dynamic (long-term) effects, countries may also obtain benefits from the generation of
economies of scale, i.e., the businesses of member countries may now serve a wider market and
increase their production, thereby achieving lower average costs. In the same manner, customs
unions encourage innovation, as innovations can lead to increases in business size with businesses
therefore assigning proportionately more resources to research and development.

Considering both static and dynamic effects, Meade (1957, cited in Petit, 2014) affirms that the
impacts of a customs union can be positive in the following cases:

- The greater the elasticities of demand and supply in a country about to join a customs union,
the greater will be the creation of trade,

- The greater the importance of the trade of that country with respect to the other countries
that will join the customs union, the greater the probability that the union will generate
wellbeing,

- The greater the size of the union (in economic terms), the greater the gains to be obtained
from the reassignment of production and the lower the possibility for the deflection of trade,

- The higher the previous tariffs between the joining countries, the greater the trade creation
will be;

- The lower the common external tariff applied by the customs union to third countries, the
lower the level of deflection of trade,

- When the countries who will join together have economies that compete with each other
(substitutability among goods produced), both the creation of trade and the common benefit
will increase,

- Theincrease in market size will enable industries in member countries to produce goods at
a cost that is lower than what it would cost to import them (Oscategui, 1999).

Together with free trade zones, customs unions are the two instruments expressly defined by
Article XXIV of the GATT as exceptions to the principle of nondiscrimination implemented by
virtue of the Most Favored Nation (MFN) clause. As previously mentioned, customs unions involve
the replacement of two or more territories by a common customs territory where goods circulate
freely with no payment of tariffs and where these countries apply to non-member countries customs
duties that are essentially identical (Bartesaghi, 2012). This latter subject, the common external tariff
(CET), is the key element in a customs union because in many cases member countries make
unilateral decisions that run counter to the spirit of the union, such as entering into free trade
agreements with third countries. In such cases, differences arise between the tariffs applied by
member countries to countries outside the integrated territory. The situation existing in the
Northern Triangle contains some of these elements and will be addressed further below.
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CENTRAL AMERICAN ECONOMIC INTEGRATION AND THE CUSTOMS UNION

Attempts to bring about economic integration in Central America go back a long way, even as far
back as the signing of the GATT, an instrument that formed the foundation for modern economic
integration efforts, with the case of the European Union being the most successful, owing to the
depth reached in the more than 70 years from the creation of the European Coal Community (1952)
to the last phase of the cycle — the economic community — a mere six years later, in 1958, although
with a gradual implementation process culminating in the adoption of a single common currency in
January 19994,

Similarly, in 1951 the countries of Central America signed the Charter of the Organization of Central
American States (ODECA) followed nine years later, in December 1960, by the signing of the
General Treaty for Central American Economic Integration (Tratado General de Integracion Econémica
Centroamericana — TGIE).

The TGIE consolidates other agreements entered into earlier by the countries of the region: the
Multilateral Treaty of Central American Free Trade and Economic Integration (Tratado Multilateral
de Libre Comercio e Integracion Econémica Centroamericana); the Central American Agreement on
Equalization of Imports Tariffs (Convenio Centroamericano sobre Equiparaciéon de Gravamenes a la
Importacién) and its Protocol on Central American Tariff Preference (Protocolo sobre Preferencia
Arancelaria Centroamericana); bilateral free trade and economic integration treaties between the
governments of Central American countries; and the Economic Association Treaty entered into by
Guatemala, El Salvador and Honduras. The goal of the TGIE was to emulate the European experience
by seeking to boost the overall development of the region with a view toward improving living
conditions for its inhabitants.

To achieve its objectives, the TGIE provided for the creation of the Central American Common
Market (CACM), an instrument that was to be perfected within a maximum timeframe of five years,
i.e., by 1965. That timeline was met and the CACM began to operate. However, during the period
of its consolidation some countries experienced greater industrial development and growth than
others, which led to friction among countries, which in turn culminated in the withdrawal of
Honduras from the CACM and from the entire process of integration, which, when combined with
the failure of the import substitution model (ISI), led each individual country to seek new means of
attracting investment (Quintana, et al,, 2002, cited in Pérez, 2014).

Despite these obstacles, the TGIE gave way to the creation of a series of regional institutions and in
addition served to regulate certain key aspects of the exchange of goods originating in the countries
that established the basis for a deepening of the integration movement, which gathered renewed
momentum in the early 1990s with the signing, in December 1991, of the Tegucigalpa Protocol to
the Charter of the Organization of Central American States (Tegucigalpa Protocol). This legal
framework provided the basis for the creation of the Central American System of Integration
(Sistema de la Integracion Centroamericana — SICA), consisting of the original members of ODECA
(Costa Rica, El Salvador, Guatemala, Honduras, Nicaragua) plus Panama.

4 See: Historia de la UE — 1990-99 (europa.eu)
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The Tegucigalpa Protocol redesigned and strengthened the institutional structure of the system by
establishing its organizational hierarchy: the Meeting of Presidents, Council of Ministers, Executive
Committee, General Secretariat, Central American Parliament (PARLACEN), Central American
Court of Justice, Advisory Committee, and others.

Subsequently, in October 1993, the countries signed the TGIE Protocol (Guatemala Protocol) in
which member countries agreed to create, in a voluntary, gradual, complementary, and progressive
manner, the Central American Economic Union, the objectives of which were to be in accordance
with the needs of the countries of the region.

In general terms, the Guatemala Protocol set forth a commitment to perfect the free trade zone
through the gradual elimination of all tariff and nontariff barriers to intraregional trade; update
common trade regulations as regards subsidies and subventions; perfect the CET by coordinating
and aligning external commercial relationships up to the point of adopting a joint policy regarding
relationships with nonmember countries; and promote the gradual consolidation and
standardization of national export development policies at the regional level.

One basic element put into effect by the Guatemala Protocol was the possibility that, despite the
agreement that the decisions made by the various entities of the economic subsystem would be
made by consensus of the members, this would not prevent individual countries from making
decisions that would only be binding on themselves. This clause allowed countries such as El
Salvador, Guatemala, and Honduras to promote a variety of initiatives aimed at establishing partial
customs unions.

One of the most significant initiatives was that undertaken by Guatemala and El Salvador in 1996,
when the Council of Ministers Responsible for Regional Economic Integration and Development
(Consejo de Ministros Responsables de la Integracion Econémica y Desarrollo Regional — COMRIEDRE)
gave its blessing to that initiative, which took a concrete step forward in January 2000 with the
signing and ratification of the Framework Agreement for Establishment of a Customs Union among
the territories. Honduras would subsequently join this process. However, no further progress was
recorded.

A second effort took place in December 2007 with the signing by the five countries of the Regional
Framework Agreement for the Establishment of a Central American Customs Union, with an
agreement to launch three stages: a) promotion of the free circulation of goods and facilitation of
trade, b) regulatory updating and consolidation, and c) institutional development. In this regard,
although it is true that decisions were made regarding the three phases, free circulation of goods
was not achieved.

In 2009, Guatemala and El Salvador once more took up the initiative for a customs union between
the two countries, with the signing (in January 2000) of the Protocol for Modification of the

Framework Agreement for Establishment of a Customs Union between El Salvador and Guatemala.

The new instrument set forth the obligation to set up a common customs service which, while
keeping intact national customs administration authorities, would apply uniform regulations,
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procedures, administrative systems, information technology and guidelines for the mobilization of
both intra- and extra-regional trade and which would promote and facilitate the exchange of
information. The regulations required that the customs union would culminate in the elimination of
border checkpoints among the territories of the signatory parties. During the transition process,
the border checkpoints would gradually be transformed into control centers, a common external
stance would be adopted, trade regulations would be standardized, tax systems would be made
uniform, and an analysis would be conducted into the possibility and feasibility of incorporating into
the list of free trade goods those products listed in Annex A of the TGIE.

This process began with strong support for the concept of consolidating the customs union; in
practice, however, despite progress recorded in the areas of facilitation and immigration, and the
free circulation of goods, the other commitments never materialized.

Subsequent years were witness to other landmarks in economic integration efforts. In 2013, within
the framework of negotiations for the Agreement for the Association of Central America with
Europe, Panama joined the Subsystem for Central American Economic Integration, leading to
agreement on a mechanism to ensure the orderly transition toward the signing of the various legal
instruments included within the Subsystem. Another step taken toward deepening was the approval
by COMIECO, in 2015, of the Central American Strategy for the Facilitation of Trade. This strategy,
which will be addressed below, set as its goal to promote the coordination of public and private
sector agencies with a view toward improving control procedures, border security and facilitation
of the transit of goods within the region.

Also in 2015, the heads of state of SICA member countries ordered COMIECO to prepare a
roadmap that would address the timeframes and individuals responsible for efforts focusing on
establishment of a Central American customs union in accordance with the Framework Agreement
for the Establishment of a Central American Customs Union. However, very little progress has been
made on this roadmap, in addition to which the steps put forth are not sufficiently robust to bring
about a customs union among the countries of the region.

Within this new context, 2014 saw the most recent partial initiative: the governments of Guatemala
and Honduras entered into negotiations to deepen the process of economic integration between
their two countries. The process culminated in the official launching, in January 2017, of the customs
union between the two countries. One year later, in August 2018, El Salvador signed its treaty of
accession to the union, although as of December 2021 that country’s commercial transactions did
not yet involve the free circulation of goods with Guatemala and Honduras.
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TARIFF AND FISCAL MODELS IN CENTRAL AMERICA

One of the most important aspects of a customs union process is the definition of the region’s tariff
and fiscal system. It should be noted that the key to free circulation is the elimination of tariffs in
intraregional trade, the establishment of a CET for trade with third countries, and the
standardization or coordination of domestic taxes, especially those involving international trade
(VAT and selective taxes).

In Central America, significant progress was recorded in the initial phases of the process of economic
integration with the establishment of a CET (Arancel Centroamericano de Importacion — ACI. This
instrument was institutionalized with the signing of the Agreement on the Central American Tariff
and Customs System (Convenio sobre el Régimen Arancelario y Aduanero Centroamericano) (December
1984) and consists of: a) the CET (ACI), b) Central America legislation on the customs value of
goods listed in Annex B and its implementing regulations, c) the Uniform Central American Customs
Code (Cédigo Aduanero Uniforme Centroamericano — CAUCA) with its implementing regulations
(RECAUCA), and d) the decisions and other common tariff- and customs-related provisions set
forth in the agreement.

The Central American CET (ACI) is in turn made up of the Central American Tariff System (Sistema
Arancelario Centroamericano — SAC) and the Import Tariff Duties (Derechos Arancelarios a la
Importacién — DAI). The SAC sets the Most Favored Nation (MFN) rate as the regional CET,
although, with the existence of a number of trade agreements negotiated unilaterally by individual
countries, each country has list of goods with varying tariffs for each agreement. Added to these are
the exclusions from free trade set forth on the signing of the TGIE (Annex A) and the Agreement
on the Tariff System (Convenio sobre el Régimen Arancelario) (Part Il), as a result of which consolidation
of the CET is dependent on the existence of a number of different tariffs treatments.

In accordance with the tariff regulations, the customs service must be unified, although in practice
the Agreement indicates that it is the national customs services that will operate the trade system,
with a uniform organizational and functional structure, with automation of customs operations,
uniform application of CAUCA, RECAUCA, legislation regarding the customs value of goods,
procedures for self-clearing and self-payment of tariffs on goods, and the common regulations
governing domestic, international and the community transit.

In practice, despite the fact that the customs union has not been implemented throughout the
Central American region, all of the signatory countries apply the community regulations as regards
import duties (DAI), customs value, origin, transit, etc.

As regards internal or domestic taxes, the Framework Agreement for Establishment of the Central
American Customs Union dictates that each member country must regulate its tax system based on
the principle of “destination country.” It also dictates that member countries shall agree on
mechanisms for collecting taxes and duties generated by the operations of international and
intraregional trade. In this regard, the countries signed, in June 2006, the Agreement for
Harmonization of Domestic Taxes (Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua),
which regulates the mandate of the above-mentioned Framework Agreement.
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The Standardization Agreement establishes the concepts of “transfer” and “acquisition,” in
substitution of the term “export” and “import.” This makes it possible for commercial transactions
to be carried out between taxpayers and the various countries participating in the customs union.
At the same time, the Agreement sets forth the mechanism known as Invoice and Common Central
American Declaration (Factura y Declaracion Unica Centroamericana — FYDUCA\) as the standardized
legal document supporting transfers and acquisitions of personal property or the provision of
services between economic agents of member countries and also as a declaration for the
withholding, settlement, and payment of taxes.

In the mechanism for collecting internal taxes established in the Standardization Agreement a
product from a third country pays the taxes in the nationalization country or in the peripheral
customs agency of the union member country, whereas in the case of intraregional transfers, the
VAT and selective taxes of the destination country are applied, with prevalence given to export and
import treatments applied to transfers and acquisitions. In other words, transfers are taxed at a rate
of 0% while imports are taxed at the general tax rate, thus facilitating the mechanism for fiscal debits
and credits.

It should be noted that as of late 2021, given the fact that the only customs union in operation is
that between Guatemala and Honduras, the Standardization Agreement (as regards the use of the
FYDUCA and the revenue collection mechanism) is being applied in only these two countries. As
will be further explained below, the FYDUCA operates on the Community IT Platform (Plataforma
Informdtica Comunitaria — PIC), under the responsibility of SIECA.

As regards revenue collection, resources are received directly by the destination country, by virtue
of the mechanism for prepayment of the taxes set forth in the FYDUCA and the advanced
technological stage of the region’s banking system. This is important in a scenario involving peripheral
customs offices since taxes are not collected by the country in which the goods are entering, ruling
out a mechanism for reimbursement of duties and taxes between countries.

OPERATION OF THE REGIONAL TRADE MODEL AND INSTITUTIONAL
STRUCTURE

For the last 70 years, beginning with the signing of the TGIE, trade in Central America has been
characterized by an open regionalism, one of the primary objectives of which is the improvement of
an intraregional free trade zone for originating goods, as well as efforts to bring about the Central
American Customs Union, its most notable achievement being establishment of the CET (ACI),
although as mentioned above, the consolidation of this key component is constrained by the variety
of tariff treatments in place in member countries.

As previously noted, the Subsystem for Economic Integration (Subsistema de Integracion Econdmica),
with a view toward achieving these goals, created by virtue of the Guatemala Protocol a series of
institutions that would operationalize the mandates of the various legal instruments for economic
integration. Notable among these institutions are the Council of Ministers for Economic Integration
(COMIECO), the Secretariat for Central American Economic Integration (SIECA) and the Advisory
Committee on Economic Integration (Comité Consultivo de Integracién Econémica — CCIE).
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COMIECO is made up of the ministers responsible for matters of economic integration. Their
primary functions include coordination, standardization, and consolidation of the economic policies
of the countries of the region, and their administrative actions are expressed in the form of
resolutions, regulations, agreements and recommendations.

SIECA was created as the technical and administrative organ for the process of regional economic
integration and as the executive secretariat for those entities not having a specific secretariat and
for the Executive Committee for Economic Integration (CEIE). SIECA is responsible for the proper
application of the legal instruments involved in the integration process, as well as for implementation
of the decisions made by the entities working within the Economic Subsystem.

Lastly, CCIE is the organization representing the organized private sector in the region, with ties to
SIECA, and its objective is to engage with representatives of the entities and institutions working
within the Economic Subsystem to discuss specific matters of economic integration or, on its own
initiative, to issue opinions to such entities and institutions.

Another important entity is the Sectoral Council of Ministers for Economic Integration, consisting
of the Meeting of Ministers for individual areas: Central American Agricultural Council, Central
American Monetary Council, Council of Ministers of the Treasury and Finance, and Councils of
Economy, Commerce, Industry, Infrastructure, Tourism and Services. Each Sectoral Council deals
with specific subjects as appropriate, with a view toward coordinating and standardizing its actions
at the sectoral level and in turn strengthening the process of economic integration.

Based on the institutional model for Central American economic integration, and as will be explained
in more detail below, the Enabling Protocol for the Deep Process of Integration between Guatemala
and Honduras and its General Working Framework, the CCIE took on an institutional structure
similar to that of COMIECO, with the creation of a Ministerial Body which is made up of the
ministers responsible for matters of economic integration (the ministers of economy and
commerce), and whose primary function is to draw up and put into place overall policy, directives
and essential legal instruments for the customs union of the two countries. Along those same lines,
SIECA and the Advisory Committee for the Customs Union discharge their functions based on the
powers set forth in the Central American institutional framework, the hierarchical structure of
which is similar to many of the aspects of the process launched by Guatemala, Honduras and,
beginning in 2018, El Salvador, for example, as regards modification of the common external tariff.
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2. GUATEMALA-HONDURAS CUSTOMS UNION

BACKGROUND

As previously mentioned, El Salvador, Guatemala and Honduras have historically promoted the
process of Central American economic integration, as witness by their participation in most
initiatives designed to bring about consolidation of the integration process.

The governments of Guatemala and Honduras in late 2014 announced their intention to continue
deepening the process of economic integration in accordance with regional legal instruments.
Specifically, the Guatemala Protocol, in which articles 6 and 52 authorize two or more countries of
the region to move forward with the process of economic integration at a pace to be mutually
agreed upon.

In 2015 those two countries signed the Enabling Protocol for the Process of Deep Integration
toward the Free Transit of Goods and Natural Persons between the Republics of Guatemala and
Honduras as well as the General Framework for Work toward the Establishment of the Customs
Union between the Republic of Guatemala and the Republic of Honduras, with both instruments
serving to set the new bases for creating a customs union in their territories. In January 2017 that
the two countries implemented, both formally and operationally, the corresponding process of deep
integration through the enabling of integrated border checkpoints and particularly through the
implementation of the FYDUCA to support freely circulating goods.

In 2017, El Salvador ratified the Agreement for Standardization of Internal Taxes applicable to trade
among member countries of the Central American customs union and, in 2018, the Protocol for
Accession to the Enabling Protocol in effect between Guatemala and Honduras, the result of which
was the formal integration of the customs union of the countries of the Northern Triangle, though
its operational incorporation into that process has turned out to be a challenge. However, in 2019
there was a pause in the efforts focused on accession, which were not reactivated until mid-2021.
Finally, December 2021 was witness to a milestone in the process, with approval of the Roadmap
for the Full Incorporation of El Salvador into the Process of Deep Integration (Hoja de ruta para la
incorporacién plena de El Salvador al proceso de integracion profunda). This instrument includes the
definition of lists of goods excluded from free circulation, the review and signing of administrative
resolutions, improvements to be made to integrated border checkpoints and establishment of
peripheral customs agencies, IT activities and adjustments to the Community IT Platform (PIC),
activation of technical panels, and financing of the process of incorporation.

PROCESS OF IMPLEMENTATION

In late 2014, the presidents of Guatemala and Honduras instructed their ministers responsible for
regional economic integration to map steps that would make it possible to implement the customs
union. In April 2015, following the signing of the Enabling Protocol, a round of technical negotiations
regarding the customs union began, with the participation of the panels on taxes, customs,
immigration, sanitary measures, tariffs, security, etc. Efforts focused on the determination of which
goods would enjoy free circulation and which goods would be excluded for any number of reasons,
the operation of the Structural and Investment Fund, and the potential for eventual accession by
other Central American members (SIECA, 2018). After 21 rounds of negotiation, the customs union
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was officially launched on June 26, 2017, as recorded in Resolution No. 27-2017 of the Ministerial
Body.

Implementation of this new model of integration brought a number of notable actions in terms of
deep integration, such as designation of the border checkpoints of Corinto, El Florido and Agua
Caliente. These border checkpoints changed from border customs offices to Integrated Border
Checkpoints (Resolution No. 06-2016). In addition, approval was given to the new FYDUCA format
(Resolution No. 11-2017), Customs Union Operating Regulations (Resolution No. 17-2017),
establishment of peripheral customs offices (Resolution No. 18-2017) and operationalization of
freely circulating goods by March 2018 (Resolution No. 32-2017).

As regards peripheral customs agencies, although the facilities prioritized by the Ministerial Body are
currently operational, the challenge still exists to make them truly attractive, from the operational
standpoint, to the private sectors of the union member countries.

CHARACTERISTICS OF THE MODEL

According to SIECA (2018), the process of deep integration between Guatemala and Honduras is
based on the need to create a customs union gradually and incrementally between their mutual
territories in accordance with the provisions of Item Two of the Enabling Protocol and article |5 of
the Guatemala Protocol.

This process envisions an ad hoc customs union model for developing countries with high levels of
regulatory standardization and one which, at the same time, meets the requirements of the World
Trade Organization (WTO) in the area of multilateral trade. In this regard, the process undertaken
by Guatemala and Honduras is focused on promoting institutional development and modernizing
and promoting regulatory consolidation through the use of the FYDUCA,; creating and implementing
the peripheral customs agencies; standardizing sanitary and phytosanitary measures; and
modernizing the technological infrastructure currently in place at border checkpoints through the
use of new tools for automating customs management processes.

As a result of the reciprocal nature of the preferences conceded, the process can be classified as an
expression of open regionalism, compatible with WTO standards, and horizontal, south-south and
symmetrical (Di Filippo, 1998, cited in SIECA, 2018). In addition, it has been called a process of deep
integration, inasmuch as it reconciles a variety of national practices through community regulations
and supranational implementation mechanisms, which itself sets a precedent for the region, with a
view toward bringing about the integration of the other Central American countries which,
beginning in 1960 with the signing of the TGIE, have strived to achieve that objective (Lawrence,
1997, cited in SIECA, 2018).

As regards harmonization of a CET, the Enabling Protocol permitted the temporary exclusion from
free circulation those goods with a differentiated external tariff, thereby correcting any degree of
tariff exemption set forth in any trade treaties signed unilaterally by member countries. Thus, goods
are excluded from free circulation if for the above-mentioned reasons they originate in a country
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that is signatory to a trade agreement. Based on the reality of the situation, the process qualifies as
an imperfect customs union, as will be explored below.

Any measures taken in this process, as well as the results expected to be obtained, must be viewed
from a long-term perspective, contextualized in developing countries with open trade, while at the
same time constituting a project under construction that satisfies the legal requirements set forth in
the Guatemala Protocol and the Framework Agreement for Establishment of the Central American
Customs Union.

3. IMPACTS OF THE CUSTOMS UNION IMPLEMENTATION:
EL SALVADOR’S CASE

DESCRIPTION OF THE STUDY

The study involves an assessment of the impacts of El Salvador’s full integration into the customs
union process launched by Guatemala and Honduras. A previous collaboration with CIFACIL, the
Salvadorean Inter-Association Commission for Trade Facilitation identified a series of impacts,
broken down into five areas, as outlined below.

Impacts on the economy:
- Effects on economic growth;
- Effects on trade: exports and imports;
- Effects on investment;
- Effects on employment;
- Effects on poverty;
- Effects on monetary and foreign exchange policy.
Impacts on tax revenues:
- Effects on tax and customs revenues.
Impacts on commerce:
- Effects and confirmation of time and cost savings for cross-border trade;
- Impact and identification of production linkages;
- Impact on the logistics chain and other international trade-related services;
- Effects on non-harmonized products;
- Impact of unfair trade practices;
- Impacts on international trade-related services at the border;
- ldentification of non-tariff barriers.
Regulatory framework:
- Strengths and weaknesses of and risks associated with the customs union’s regulatory
framework;
- Strengths and weaknesses of and risks associated with trade logistics;
- Strengths and weaknesses of and risks associated with the tariff harmonization process;
- Strengths and weaknesses of and risks associated with resolutions previously approved and
implemented by Guatemala and Honduras;
- Strengths and weaknesses of and risks associated with regulations governing the free movement
of individuals conducting business.
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Institutional framework:

- Impact of reductions in wait times and costs on procedures and formalities for the conduct of
trade;

- Strengths and weaknesses of and risks associated with control procedures at trade facilitation
centers, peripheral customs offices, and integrated customs facilities for El Salvador;

- Strengths and weaknesses of and risks associated with the use of the FYDUCA (the Central
American Single Invoice and Declaration Form) for governments, businesses, and other
stakeholders.

Requests for information and interviews were sent to various national and international agencies
and organizations as basis for a detailed assessment of these impacts, including:

- El Salvador’s Ministry of Economy;

- The Direccion General de Aduanas (DGA), El Salvador’s Customs Service;

- The Direccion General de Impuestos Internos (DGII), the Internal Revenue Service;
- The Banco Central de Reserva (BCR), the Central Reserve Bank;

- The Administracién Aduanera de Honduras, The Honduran Customs Authority;

- The Superintendencia de Administracion Tributaria de Guatemala (SAT),

- Ministry of Economy of Guatemala (MINECO)

- The Secretariat for Central American Economic Integration (SIECA);

- The Inter-American Development Bank’s Country Office in El Salvador; and

- The World Bank’s Country Office in El Salvador

The study process also included interviews of representatives of various private organizations such
as:

- CIFACIL, the Salvadorean Inter-Association Commission for Trade Facilitation;

- The Cdmara Guatemalteca de Alimentos (CGA) or Guatemalan Food Manufacturers’ Association;
and

- Salvadorean businesses in the textile and apparel, industrial, agribusiness, food, mass
consumption, and other sectors.

One of the key activities included in the work plan consisted of a series of field visits to the main
border checkpoints between Guatemala and Honduras (Corinto), peripheral customs offices
(Puerto Santo Tomas de Castilla), and customs facilities operating on the El Salvador — Guatemala
(La Ermita — Anguiatu) and El Salvador — Honduras borders (El Amatillo y El Poy).

The requested information involved figures on trade among the three regional countries, including
data on exports, imports, tax and customs revenues, trade volumes, wait times and costs for cross-
border trade, production linkages, and regulations and administrative provisions pertaining to trade
within the customs union, information on institutional capacity and the operation of border
checkpoints, etc.
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Likewise, the interviews were designed to obtain assessments of the main impacts of the customs
union from different stakeholders in regional trade involved in the implementation of the customs
union by Guatemala and Honduras and in the full integration of El Salvador.

Lastly, the purpose of the visits made to border checkpoints was to observe the benefits or
disadvantages of the implementation of the customs union “in situ” and survey the opinions of field-
level stakeholders, including customs, agriculture, immigration, and security officials, and customs
brokers, business owners in border areas, etc. The field visits were also designed to help establish
the institutional capacity of the three countries in terms of infrastructure, technology, human
resources, environmental protection, etc.

The findings from the field study are expected to produce valuable information in support of the
impact assessment and as basis for the formulation of proposals designed to improve trade
facilitation measures and maximize the benefits of the deep customs union.

MACROECONOMIC AND WALFARE IMPACTS
TRENDS IN GROWTH, POPULATION DYNAMICS, AND POVERTY

The total GDP of Central America was US$274.2 billion in 2021, which puts it in sixth place within
Latin America (behind that of Brazil, Mexico, Argentina, Chile, and Colombia) and makes this region
very attractive from the standpoint of its overall market purchasing power. Bear in mind that the
pandemic triggered a sharp seven percent contraction in regional GDP, which fell to US$255.2 billion
in 2020. However, it was expected to rebound to close to its pre-pandemic level of US$274.5 billion
by the end of 2021.

In 2021, the economies with the largest contributions to the generation of regional GDP were
Guatemala, at 30.4 percent (compared with 27.2 percent in 2010), Costa Rica, at 22.4 percent
(compared with 24.8 percent in 2010), Panama, at 21.9 percent (compared with 19.8 percent in
2010), El Salvador, at 10.1 percent (compared with |1.I percent in 2010), Honduras, at 9.6 percent
(compared with 10.4 percent in 2010), Nicaragua, at 4.9 percent (compared with 5.8 percent in
2010), and Belize, at 0.7 percent (compared with 0.9 percent in 2010), in that order. More
specifically, the member countries of the current customs union (Guatemala and Honduras) account
for a 40 percent share of the region’s GDP and the incorporation of El Salvador would bring their
share to 50.1 percent for 2021. According to IMF projections, Guatemala’s and Panama’s shares of
GDP are expected to increase between now and 2025, while the shares of El Salvador, Costa Rica,
and Nicaragua will shrink and those of Honduras and Belize will remain stable.
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Figure 1. Central America: Nominal Gross Domestic Product (in US$ billions)
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Central America had a population of 51.5 million inhabitants in 2021, 18.4 percent more than in the
year 2010, which puts the average annual rate of population growth at |.7 percent. The member
countries of the customs union have a combined population of 35 million inhabitants and, together,
account for the largest share of the region’s total population, at 68 percent (with 35.6 percent in
Guatemala, 19.7 percent in Honduras, and 12.7 percent in El Salvador). Costa Rica is in fourth place,
at 12.7 percent (Figure 2). According to projections for the year 2025, the structure of the
population is expected to remain stable, which means that the Northern Triangle area will continue

to lead the Central American region in terms of its share of the population and, thus, of the region’s
consumers.

Figure 2. Central America: Population growth and projections (in millions)
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There has been a significant improvement in purchasing power in the region as a whole, as measured
by the GDP per capita indicator adjusted for purchasing power parity (PPP). As of 2000, this
indicator was US$5,232, climbing to US$12,795 by 2021, which would put it somewhere between
that of Peru (US$13,410) and Ecuador (US$11,528), while the projection for 2025 puts it as high as
US$15,528. The Central American countries with the most purchasing power in 2021 were Costa
Rica, at US$21,592, and Panama, at US$30,889 (dollarized). The other two countries with similar
but slightly lower levels of purchasing power were El Salvador, at US$9,551 (dollarized) and
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Guatemala, at US$8,895. Honduras had less purchasing power, with an income of US$5,767, very
close to that of Nicaragua, at US$6,133. The purchasing power of the Northern Triangle countries
was US$8,071 in 2021, showing an improvement over the figure of US$5,473 for 2010 (Figure 3).

The Central American countries are in the following income categories within the World Bank’s
country classification scheme:

e El Salvador (US$3,700), Honduras (US$2,200), Nicaragua (US$1,900), and Belize
(US$4,000) are classified as lower-middle income countries (US$ 1,046 to US$4,125).

e The main countries classified as upper-middle income countries (US$4,126 to
US$12,735) are Guatemala (US$4,500), Costa Rica (US$11,500), and Panama
(US$11,900). Note that Costa Rica is on the borderline for classification in the next
highest income category and that Panama has fallen below the threshold for classification
in the high-income category as a result of the pandemic.

Figure 3. Central America: GDP per capita adjusted for PPP (in US$)
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There has been more convergence in economic growth in the member countries of the customs
union since the global financial crisis of 2008-2009, prior to which there had been a great deal of
volatility in all three countries. Honduras has been growing at a faster and more sustained pace since
2002 (determined to get off the list of heavily indebted poor countries). Moreover, in all three
countries, there is a high degree of cyclical convergence with the United States as their main trading
partner (under the CAFTA-DR free trade agreement), the source of large inflows of remittances,
and the largest source of direct foreign investment. The average rate of growth in the United States
over the period from 1990 to 2019 (a 29-year period) was 2.5 percent, the same as in El Salvador,
while Guatemala (at 3.6 percent) and Honduras (at 3.8 percent) reported higher rates of growth
(Figure 4). The United States economy shrunk by 3.4 percent in 2020 during the pandemic, while
the Central American countries imposed long lockdowns triggering a 7.9 percent contraction in the
economy of El Salvador and a nine percent contraction in that of Honduras, which also suffered the
effects of two hurricanes (Eta and lota). The economy of Guatemala, with the lockdown in its
productive sectors, shrunk by a more modest 1.5 percent. Driven by the rebound effect, the larger

29 | IMPACT OF CUSTOMS UNION: EL SALVADOR'’S CASE USAID.GOV



demand for exports, and larger flow of remittances, El Salvador will have the highest rate of growth
in 2021, at nine percent according to the IMF and 10.2 percent according to its Central Reserve
Bank (BCR), followed by Guatemala, at 5.5 percent, and Honduras, at 4.9 percent (Figure 4).

Projections of growth for 2022 show a return to normalcy, with a growth rate of 2.5 percent for El
Salvador and higher rates of growth in Guatemala and Honduras, at 3.8 percent (Figure 4). With this
expected performance, the faster growth and higher demand will be beneficial to trade flows among
the three countries. However, in order to meet these expectations, it will be important to reduce
the costs of trade among the three countries for the benefit of their citizens and production chains.

Figure 4. Northern Triangle and the United States: Convergence of economic growth
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Poverty has consistently been the major problem in the Northern Triangle countries, a problem
severely heightened by the impact of the pandemic, which plunged an additional |.6 million people
into poverty (536,000 in Honduras, 581,000 in Guatemala, and 478,000 in El Salvador). According
to estimates by the IDB (2021), the poverty rate in El Salvador was as high as 35.9 percent in 2020,
climbing approximately 7.4 percent from its pre-pandemic level, making it the country most severely
affected by the COVID-19 pandemic from a social standpoint. Honduras reported a poverty rate of
59.3 percent for 2020, the highest in the region, up 5.5 percent from the previous year. Guatemala,
in turn, reported its poverty rate up by 3.5 percent in 2020, putting it at 54.9 percent (Figure 5).
Clearly, the pandemic has put the fight against poverty back several years and has created deep-
seated problems, which will have a more permanent effect. For example, the lockdowns made it
necessary to resort to online learning, which prevented children in many poverty-stricken
households from continuing their education.
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Figure 5. Central America: Trends in poverty rates and impact of the pandemic (%)
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TRENDS IN FOREIGN TRADE IN THE NORTHERN TRIANGLE

There was a large 28.9 percent boost in cumulative exports of goods from the Central American
countries as of September of 2021 compared with the same period of the previous year. The strong
recovery in the United States, the region’s main trading partner, combined with the larger demand
in regional countries, helped speed up exports, compensating for the slump in exports during the
pandemic and easily outstripping figures for 2019. The 41.1 percent surge in exports of “maquila”
services as of September of 2021 is particularly striking, attributable to the high demand from the
United States and constituting an engine of growth for overseas sales.

Figure 6 Central America: Growth in exports (in US$ million)
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Annual exports for 2020 were valued at US$37,917 million, down by 2.3 percent due to the effects
of the pandemic. Note that the Northern Triangle countries accounted for 53.7 percent of the value
of exports of goods from the Central American region as a whole in 2020, down from 55 percent
in 2010. A breakdown by country shows a decline in El Salvador’s share of exports from 16 percent
in 2010 to |3 percent in 2020. In contrast, the shares of Guatemala and Honduras were unchanged,
at 30 percent and |10 percent, respectively.
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Consumption and production dynamics in Central America are reflected by trends in imports, which
were valued at US$64,879 million in 2019, showing a marginal increase of US$16,592 million from
2010. However, the restrictions imposed by the pandemic decreased the value by 9.1 percent in
2020, to US$58,973 million (Figure 7). Imports by the member countries of the customs union for
2019 were valued at US$41,838 million (accounting for 65 percent of regional imports). Including
imports by El Salvador would bring their share up another 18 percent. El Salvador’s share of regional
imports has decreased since the year 2000, where it amounted to 2| percent.

Honduras’s share of regional imports also decreased from 20 percent in 2010 to |16 percent in 2020,
in contrast to the sharp growth in that of Guatemala, which increased from 20 percent in 2010 to
31 percent in 2020. Cumulative imports as of September of 2021 increased sharply, by 41.8 percent,
reflecting the surge in the production of goods for export (intermediate goods) and the larger
household demand (imports of consumer goods). “Maquila” imports increased by 52.6 percent,
making 2021 a record year for purchases in this region.

Figure 7. Central America: Growth in imports (in US$ million)
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The role of family remittances

In 2020, family remittances accounted for 10 percent of Central America’s GDP, an increase from
7.5 percent in 2010, compared with 18.2 percent in the Northern Triangle countries. Central
America reported US$25.3 billion in remittances in 2020, four percent more than in 2019, which
helped mitigate the negative effect of the pandemic on employment and household income in that
region. Official U.S. estimates put the number of people from Northern Triangle countries living in
the United States at 4.8 million, including 2.3 million from El Salvador, 1.5 million from Guatemala,
and 1.0 million from Honduras (FUSADES, 2021). Remittances to regional countries as of October
of 2021 increased by a record 32.4 percent from the same period of the previous year, to US$24,580
million (Figure 8), an increase of US$6,016 million from 2020. Remittances to the three member
countries of the customs union reach a broad base of low-income households in different geographic
areas and can represent their main source of income with the higher rates of poverty in some of
these areas.
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These remittances are used mainly for household consumption and, thus, play an extremely
important role in intraregional imports, since many of the consumer goods bought by these
households are produced in regional countries (staple and prepared foods, beverages, textiles,
medicines, paper, etc.) According to El Salvador’s Multipurpose Household Surveys, 95 percent of
households receiving remittances used remittances for consumer spending. A large share of exports