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This box analyses the impact of domestic and foreign
monetary policies on bank lending in Central America and
the Dominican Republic (CADR). According to the
economic literature,? the monetary policy of the US
Federal Reserve and other reference economies can have
a direct impact on lending by banks in other economies,
especially when these are small, open and highly
integrated with the US economy, as is the case of the
CADR countries.

The magnitude of this effect is influenced by the shift in
bank ownership in Central America. Foreign capital
banks,® notably those from Colombia and, to a lesser
extent, Central America (in particular from Honduras and
Nicaragua), have increased their presence in the region,
chiefly through subsidiaries and branches,* since the
2008 financial crisis. These banks have progressively
acquired US financial institutions and consolidated their
role in the Central American credit market. As Chart 1
shows, Colombian banks have a share of over 50% of the
credit market in El Salvador, while their share in other
Central American countries ranges between 17% and
29%. Moreover, foreign (non-Colombian) capital banks,
particularly Honduran banks, have a significant share of
loans in El Salvador and Nicaragua.

In this setting, a dynamic panel data model® is used to
estimate the impact of domestic and foreign monetary
policies on lending in the region. In this model, the volume
of credit granted by a bank in a given quarter that operates
in one of the six CADR countries is explained by lending

in the previous period and by monetary policy shocks. At
international level, lending by banks in the region is
affected by monetary policies in the United States and
Colombia,® which are proxied through Taylor rules.
Meanwhile, at domestic level, the regime set out in the
monetary policy reports of each country in the region is
used: in the case of Costa Rica, Guatemala and the
Dominican Republic, the central banks indicate having an
inflation-targeting regime, and consequently the shocks
of their policies are also proxied through a Taylor rule. By
contrast, in the case of Honduras, its central bank
indicates that it has a managed devaluation regime, and
therefore its monetary policy shocks are inferred by
drawing on the residuals of an estimation of an exchange
rate rule.” Lastly, no variables for monetary policy are
included in the model in the case of El Salvador and
Nicaragua.®

The main results of this exercise, shown in Chart 2, are set
out below.

— An increase of 1 percentage point (pp) in the Federal
Reserve’s policy rate reduces the volume of lending on
average by 0.3 pp, with a similar decline being
observed across all banks, irrespective of the origin of
their capital.

— An increase in Colombia’s policy rate would have a
positive impact on lending by Colombian bank
subsidiaries and branches in the region. This may be
attributable to the geographical diversification of their

1 Luis Ortiz Cevallos belongs to the Executive Secretariat of the Central American Monetary Council (SECMCA).

BANCO DE ESPARA 36

Falk Brauning and Victoria Ivashina. (2020). “U.S. monetary policy and emerging market credit cycles”. Journal of Monetary Economics, Vol. 112, pp.
57-76. Also, Bernardo Morais, José-Luis Peydrd, Jessica Roldan-Pefia and Claudia Ruiz-Ortega. (2019). “The International Bank Lending Channel of
Monetary Policy Rates and QE: Credit Supply, Reach-for-Yield, and Real Effects”. The Journal of Finance, Vol. 74(1), pp. 55-90.

See the macro-financial indicators, where the banking structure of these countries is described in more detail.

A bank is classified as a subsidiary or a branch depending on its relationship with the parent entity. The branch model is often used by banks with a
more centralised structure, where decisions are taken at the parent. Subsidiaries are present in more decentralised models, in which the banks are
aligned with the local environment, from both a business and a regulatory perspective. Centralised models are generally associated with banks that
have a strong weight in investment banking, where wholesale funding predominates and there are significant intragroup positions (i.e. the parent
directly funds a large portion of local activities). Decentralised models are typically used by banks with retail business, which are funded by deposits
and have few intragroup positions (i.e. local activities are funded with local resources).

This model is similar to that used to calculate this same effect on the main inflation-targeting Latin American economies. See Banco de Espafia.
(2024). “Box 4. Impact on bank lending of monetary policies in the region and worldwide”. Report on the Latin American economy. First half of
2024. pp. 39-42.

The econometric model considers the effects of Colombia’s monetary policy only on lending by Colombian bank subsidiaries and branches. This is
because Colombia is a small economy and CADR exchange rate regimes are not related to its currency. In addition, the Colombian currency does not
play the same role in the international monetary system as the dollar.

This rule entails defining the change in the exchange rate based on exchange rate lags, the inflation differential and output. Such a rule is used by the
International Monetary Fund in its Article IV Report for Honduras.

El Salvador is a dollarised economy, and Nicaragua has a high dollarisation of credit, exceeding 95% of bank lending.

REPORT ON THE LATIN AMERICAN ECONOMY SECOND HALF OF 2024


https://www.secmca.org/
https://www.sciencedirect.com/science/article/pii/S0304393219300443
https://www.jstor.org/stable/26656074
https://www.jstor.org/stable/26656074
https://www.bde.es/f/webbe/SES/Secciones/Publicaciones/InformeEconomiaLatinoamericana/2024/S2/Files/EconomiaLatinoamericana_indicadores_CARD_022024_Ing.pdf
https://www.bde.es/f/webbe/SES/Secciones/Publicaciones/InformeEconomiaLatinoamericana/2024/S1/Files/EconomiaLatinoamericana_Box4_012024_Ing.pdf
https://www.imf.org/en/Publications/CR/Issues/2023/09/22/Honduras-2023-Article-IV-Consultation-and-Requests-for-an-Arrangement-Under-the-Extended-539367

Editorial Report

Box 2
EFFECTS OF DOMESTIC AND FOREIGN MONETARY POLICIES ON BANK LENDING IN CENTRAL AMERICA AND THE
DOMINICAN REPUBLIC (cont’d)

business model. Indeed, when a contractionary
monetary policy in their country of origin reduces
lending, and this adjustment is not linked to global or
regional financial conditions, these banks offset the
decrease in lending by increasing their loans in Central
America as a way to stabilise profitability. As a result,
Colombian banks have a high exposure to Central
America, which is why in a recent Article IV report on
Colombia the International Monetary Fund urges
continuing the monitoring of cross-border risk and
strengthening it with regional stress-testing exercises
and information sharing with regional supervisors.®
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— As regards the effect of a 1 pp hike in the policy rate

in inflation-targeting CADR countries, the central
estimate indicates that lending would contract by
roughly 0.1 pp, but this is not statistically significant.
However, in the specific case of Colombian banks,
there is an additional contraction of 1.1 pp, which
may be explained by the characteristics of Costa
Rica’s banking market, where the credit portfolio of
Colombian banks, unlike those of other foreign
capital banks, is less concentrated in consumer loans
(whose interest rates do not appear to be affected by
the policy rate).”® Furthermore, in Costa Rica the
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SOURCE: Monetary and supervisory authorities in Central America and the Dominican Republic.

9 Banco de la Republica. (2024). Reporte de Estabilidad Financiera. | semestre de 2024.
10 Banco Central de Costa Rica. (2025). “Recuadro 2. Transmision de la tasa de politica monetaria a las tasas activas en Costa Rica, 2018-2024".
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Informe de Politica Monetaria. Enero 2025.
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Colombian banks compete in a market dominated by
State-owned banks, which are the only banks whose
deposits are fully guaranteed. This means that
Colombian banks have to be cautious when managing
their liquidity,'" by maintaining a sound financial
position against a backdrop of tight domestic
monetary conditions, which limits their ability to
lend."?

Chart 2
Impact on the stock of bank loans of an increase of 1 pp in policy rates nationally and internationally and of a 1% depreciation in the
exchange rate (a)
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— Lastly, in the case of Honduras, which has a managed

devaluation regime, an unexpected increase
(unexpected depreciation) in its exchange rate drives
up the local interest rate, which reduces demand for
credit. Indeed, as banks extend export credit lines,
they tend to grant loans whose interest rates are
indexed to exchange rates and which thus respond
immediately to dollar price fluctuations.
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SOURCE: SECMCA, drawing on data from the monetary and supervisory authorities in Central America and the Dominican Republic.
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The coloured dots denote the estimated impact on bank lending in the CADR region of increases of 1 pp in the policy rates of the US Federal Reserve, the
Banco de la Republica (Colombian central bank) and the inflation-targeting central banks in the region, such as those of Costa Rica, Guatemala and the
Dominican Republic. In the case of Honduras (which has a managed devaluation regime), they denote the impact of a 1% depreciation in the exchange rate

against the dollar. The lines denote a 90% confidence interval.

According to the Banco Central de Costa Rica, monetary policy interest rates pass through more forcefully to interest rates on credit extended by
private banks than they do to rates on credit extended by State-owned banks. See Banco Central de Costa Rica. (2025). “Recuadro 2. Transmision
de la tasa de politica monetaria a las tasas activas en Costa Rica, 2018-2024". Informe de Politica Monetaria. Enero 2025.

Douglas W. Diamond and Raghuram G. Rajan. (2001). “Liquidity Risk, Liquidity Creation, and Financial Fragility: A Theory of Banking”. Journal of

Political Economy, Vol. 109(2), pp. 287-327.
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