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PREFACE

This report is based on the findi.ngs of a mission that
visited Central America from June 2 to June 24, 1988. The mission
comprised Messrs. Ulrich Lachler (IENIN, mission chief and prIncipal
author of the report), Hans 0. Moritz (LA2TF), Ivan Rivera (LATTF),
Enrique Mendez (LATTF) and Irwin Baskind (Consultant). Valuable
research assistance was provided by Messrs. Nicholas W. Kirk (IENIN),
Jose Campa (Summer Intern) and Alvaro Benitez (Consultant), and
editorial assistance by Ms. Stephanie Gerard.

The Green Cover draft of the report was distributed to the
member Governments and regional institutions of the Central American
Common Market at the end of March 19S9. It was discussed at the
technical level in July 1989 with staff members of the CACM Secretariat,
and subsequently with officials of several CACH member Governments. The
Governments of Costa Rica, El Salvador and Nicaragua have formally
cleared the report, while the Governments of Guatemala and Honduras Lave
not expressed any objections to its publication. It is important to
note that in the case of El Salvador the discussion in the report mainly
refers to the economic situation existing prior to the election of the
new Government, which took office in June 1989 and has since then
embarked on a process of gradual trade liberalization. The World Bank
accepts sole responsibility for the contents of the report.

This document has a restricted distribution and may be used by recipients only in the performance
' | ~~~of their official duties. Its contents may not otherwise be disclosed without World Bank authorization.
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EXECUTIVE SUMMARY AND RECOMMENDATIONS

The Economic Crisis of the 1980s

i. Beginning in the late 1970s, Centrpl America experienced a series
of internal and external shocks that led to & deep economic crisis from which
the region has yet to recover. Between 1980 and 1985, all countries exhibited
negative growth rates; by 1987, real incomes per capita were at leveis
attained in the early 19709 or before. At the same time, the region has been
afflicted by serious political and sncial tensions, including armed conflicts
in El SalvaCor, Guatemala and Nicaragua that continue to extract a heavy toll
in lost human and physical resources.

ii. One consequence of the regional economic crisis has been the
progressive disintegration of the Central American Common Market (CACH).
Comprising Costa Rica, El Salvador, Guatemala, Honduras and Nicaragua, the
CACM was officially created in 1Q60, with policies based on an import
substitution industrialization (ISI) strategy to accelerate growth and promote
the diversification of production and exports. During the first two decades
of the CACH's existence, the region's economies grew at a rapid pace,
supported by an overall expanAion of trade and industriaiization. Intra-
regional trade, which accounted for only about 7.5? of total exports by CACM
members in 1960, reached 25? in 1970 and remained at that level until 1980.
By t.lU. cg'te.rln, the ^A,'*" the -et urnncaCed of !al integration efforts
among developing countries. The rapid expansion of intra-regional trade,
however, was largely due to trade diversion, rather than trade creation.

iii. Between 1980 and 1983, total exports from the region suffered a
massive drop of 232, with intra-regional trade contracting by 332. Since
1983, total exports have stopped falling, but intra-regional trade has
continued to decline, and currently accounts for only about 122 of all
exports. This decline had a particularly strong negative impact on the
industrial sectors in the CACM countries, which depended heavily on the
regional market. Between '980 and 1985, total regional manufacturing
activity, valued in curren.t dollars, contracted by approximately 10Z.

Main Causes of the Crisis and the Decline of the CACM

iv. The economic crisis and the decline of CACM trade were mutually
reinforcing. Both were precipitated by: (i) a protracted decline in commodity
prices that caused a steep fall in the value of the region's principal
agricultural exports; (ii) the oil price hike in 1979; (iii) the unprecedented
increase in international interest rates, accompanied by decreased external
borrowing opportunities; and (iv) the onset of armed conflict and political
disturbar es in the region. This last factor, in particular, has created a
climate of instability and uncertainty that strongly contributed to the
decline in gross domestic investment in all CACM countries, except Costa Rica,
and represents a major obstacle to the region's economic revival.
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v. An equally important factor contributing to the economic crisis
was the high vulnerability of the CACH economies to these disturbances.
Macroeconomic policy decisions taken before and during the time of the shocks
contdibuted to this vulnerability. In the mid-1970s, several of the Central
American countries began to experience increasing difficulties A.n balancing
their fiscal and trade accounts. These imbalances were initially absorbed by
an accomodating external environment, where countries in deficit could borrow
abroad on easy terms instead of adjusting. The external environment became
far less accomodating after 1979, forcing countries with deficits to take
abrupt measures with contractionary effects on their economies, which in turn
were transmitted to those CACM partners that had maintained greater policy
discipline. Difficulties were compounded in some countries by inappropriate
exchange tate and macroeconomic policies, which led to an increased reliance
on foreign exchange controls. An exceptionally high dependence on external
trade taxes, accounting for over 25Z of central government revenues in most
CACM countries, and volatile commodity prices made fiscal control hard to
maintain.

vi. Another major element contributing to the region's economic
vulnerability is the structure of trade that developed under the ISI strategy.
The Central American economies remained fairly open despite the adoption of
this strategy, but tha pattern of trade was severely distorted: intra-
regional trade mostly consisted of manufactured products, with a high concen-
tration in final consumer goods. Extra-regional trade mainly consisted of a
limited set of agricultural commodities, dominated by coffee, on the export
side, and of intermediate and capital aoods on the imprt sidc. The cv-vsa- 
tion of extta-regional trade remained very similar for all CACM countries,
with the consequence that adverse changes in the terms of trade had recession-
ary effects on all countries simultaneously, so that none could provide a
stabilizing influence on regional demand.

vii. The contraction of aggregate demand resulting from the shocks in
the late 1970S affected imports from within as well as outside the region.
Intra-regional imports declined even mort than extra-regional ones, however,
and continued to fall after 1983, when trade with third countries stabilized.
This further decline was largely due to the introduction of exchange controls,
which applied to intra-regional as much as to extra-regional trade. These
controls proved especially restrictive to intra-regional imports, because
priority in thte allocation of foreign exchange is generally given to essential
imports (foods, medicines) and to intermediate and capital good imports needed
to sustain domestic production. Less priority was given to manufactured
consumer goods, the main items traded within the region. Furthermore, the
demand for these goods is generally more elastic than that for intermediates
and basic foods and, thus, is likely to have fallen off more rapidly in the
course of recession. The collapse of the regional payments clearing house
(Camara de Compensacion Centroamericana, CCC) following an unsustainable
accumulation of unsettled intra-regional debts, made foreign exchange controls
ev.L more restrictive for intra-CACM trade.

viii. The decline of intra-regional trade while extra-regioaal trade
remained constant meant that the individual economies became incJ:easingly
closed to trade: in 1975-1980, total exports accounted for 272 of the region's
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GDP, and only 22? in 1985. This inward orientation was particularly pro-
nounced in the manufacturing sector. Whereas intra-regional manufactured
imports accounted for 102 of total regional consumption of manufactured goods
in 1980, this share declined to 62 in 1985. The share of extra-regional
imports over the same period remained the same. Part of the manufacturing
production capacity initially installed as a result of the CACM protection
barriers represented an ineffi:ient allocation of resources. Once installed,
however, the closure of the regional market implied a further efficiency loss,
since it prevented the capture even of the limited economies of scale
previously available .n a more open regional market.

Two Primary Issues

ix. The continuing economic recession and advanced state of common
market disintegration raise two basic issues: the first is how to reactivate
and sustain growth in the region. The second is whether it would be in the
best interests of the individual countries to revive the CACH as part of that
growth strategy.

Z. With regard to the first issue, it is important to recognize that
the pursuit of an ISI strategy, either in a regional or national context, no
longer offers a promising basis for achieving sustained growth in the region:
The opportunities for rapid growth in the 1960s, which were provided during
the first easy stages of import substitution, are largely exhausted. Also,
the external economic environment has changed and is now less accomodating
toward an ISI approach. Contrary to its declared objective, the past ISI
strategy did not reduce the region's dependence on primary agricultural
exports. Manufactured exports increased, but mainly in the context of intra-
regional trade. Since these industries developed behind high protective
barriers, they did not become cotpetitive in third country markets. This was
not a problem as long as comodity prices had been improvings agricultural
export earnings stimulated growth and provided enough foreign exchange liquid-
ity to facilitate the expansion of intra-regional trade. Intra-regional trade
deficits, if not balanced through extra-regional export earnings, could be
financed through easily obtainable external credit. Over most of the 1980s,
however, the relevant agricultural commodity prices remained depressed and the
prospects of improvement are not encouraging. New external credit also has
become much more difficult to come by, particularly now that the region is
laboring under a significantly heavier debt burden than in earlier periods.

xi. Recommendation. The primary motor for growth in the past was the
expansion of trade, and this remains the most promising vehicle for overcoming
the present crisis, especially in view of the small economic size of the CACM.
To generate an expansion of trade, however, it is necessary to reduce the
anti-export bias created by the past ISI policies, which relied on high
external tariff barriers and distortionary fiscal incentives. Instead, trade
liberalization is required to provide a better incentive framework, more
conducive to both efficient import substitution and efficient export growth.
In view of the limited prospects for improved traditional commodity export
prices, the expansion of non-traditional exports toward third country markets
is especially important, both to reactivate domestic production and to relieve
the foreign exchange shortage that currently represents an important
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constraint to intra-regional trade. Such an expansion is also needed to
e~chieve a more diversified export base, given the need of reducing the
region's vulnerability to commodity price fluctuations.

xii. The second issue is whether there would be any point in seeking to
revive the common market, if the Central American countries were prepared to
embark on a course of comprehensive trade liberalization. The purpose of
trade liberalization is to achieve greater integration into the world economy,
enabling the countries in the region to maximize the gains from trade and
specialization. In a fully integrated world economy, there would be little
reason to address the issue of regional integration, since this would already
be an implicit by,product of international integration. But the benefits of
greater regional economic integratior could be significant during the transi-
tion toward greater integration into the world economy.

xiii. The cornerstone of the CACM is the customs union, involving a
common external tariff toward third countries and liberalized trade among the
members. A central objective in seeking to revive the CACM would be the
removal of intra-regional trade barriers, which had risen significantly in the
course of the economic crisis beginning in the early 1980s. In the past, the
liberalization of intra-regional trade was accompanied by an increase of
external tariff barriers. That was the main policy element of the regional

! _SI strategy. For reasons discussed in para. x and in view of recent reform
initiatives, discussed below, the reintegration of the CACM along the same
policy lines would not offer a viable basis for sustained growth. Rather, the
issue is whether the region would benefit if, along with reductions in the
external trade barriers, intra-regional trade barriers were completely

: ~ 'iliminated.

xiv. Recommendation. In the trade liberalization programs recently
proposed in Central America, trade barriers are to be reduced in a gradual
manner. Furthermore, even after all reforms have been carried out, some
external tariff barriers will still remain, partly to generate government
revenues. Domesti. industries would, ,therefore, still be receiving a certain
amount of protection against outside competition, both during the transition,
while external trade barriers are being lowered, and afterwards. she removal
of intra-regional trade barriers In this context would enable efficiency gains
through greater economies of scale. Even though the regional market is small
by world standards, it is several times larger than each national market and
thus offers some potential for a more efficient division of labor. In
general, however, it is unclear whether the trade creation gains from liberal-
izing trade within a region would outweigh the efficiency losses of trade
diversion. In the case of the CACM, trade diversion significantly exceeded
trade creation during the rapid intra-regional trade expansion of the 1960s.
The reduction of lntra-regional trade during the 19809, however, was not
accompanied by an inc.rease or re-diversion of trade toward third countries.
Since the level of integration achieved in the past was far advanced, much of
the infrastructural and capital investments in activities oriented toward the
regional market have already been made. A renewed expansion of trade within
the region, therefore, could create gains without requiring an additional
major diversion of resources away from other trade oriented activities.
Although the original decision to make these investments in many cases may



have represented a resource misallocation, intra-regional trade liberalization
would enable a better utilization of the now existing capital and thus reduce
the efficiency losses. Moreover, the reduction in intra-regional trade
barriers, as recommended here, would be accompanied by lower extra-regional
trade barriers. This would also reduce the danger of inefficient trade
diversion, which is inversely related to the level of extra-regional trade
barriers.

xv. Several additional factors argue in favor of reestablishing the
CACM as an effectively functioning common market: (i) given the geographical
proximity of the national markets, the elimination of intra-regional trade
barriers would lead to greater gains from the regional exchange of goods and
services that would be considered "non-tradeable" from an extra-regional
perspective. (ii) Infant exporters could benefit from the learning experience
of selling in a regional market before they can hope to succeed in more
distant and less familiar markets. Greater regional integration would expand
the opportunities for obtaining that experience. (iii) Finally, effective
economic integration could improve the basis for political cooperation ar.d
help defuse current tensions in the region. These arguments present a case in
favor of achieving regional reintegration in the context of an overall free
trade environment, but not as an alternative to external trade liberalization
since Central America, even if fully integrated, would still be better off by
liberalizing trade with the rest of the world.

xvi. The ideal situation from an efficiency standpoint would be for the
Central American countries to be economically integrated with low trade
barriers toward third countries. That would enable the countries to capture
the benefits of integration while reaping the gains from increased trade with
the rest of the world. The main problem to be solved, howe7er, is how to
approach that ideal situation from the current starting position. Two
features of the current CACM prevent an easy solutions (i) some countries are
far better prepared than others to initiate the reduction of external trade
barriers, and (ii) the effective elimination of intra-regional trade barriers
may be contingent on the adherence to a common external tariff. This has the
%.ansequence that measures to achieve greater external trade liberalization may
conflict during the initial stages of policy reform with measures needed to
promote greater regional integration.

xvii. The main purpose of this report is to suggest a regionally
coordinated policy strategy, taking into account current reform initiatives,
that would reduce the potential conflict between liberalizing external trade
and reintegrating the CACM. An initial step toward defining such a strategy,
taken in Chapters II and III, is to review the current economic situation in
Central .'-merica, identify the main barriers to extra-regional and intra-
regional trade and point out needed reforms to reduce distortions in resource
allocation. Chapter IV discusses several key elements of the current Central
American policy reforms initiated at the national levels, and proposes a way
to coordinate these and further policies at the regional level. Chapter V
examines the currently malfunctioning regional payments system, which consti-
tutes one of chief obecacles to the expansion of intra-regional trade, and
suggests means of improvement. Chapter VI examines the national incentive
systems to promote non-traditional exports to third countries, which represent
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an important part of the strategy to expand trade and diversify exports. It
recommends various reforms to increase the effecjiveness of these incentives
and identifies some areas where greater regional cooperation could improve the
exporting effort.

Extra-Rexional Trade Barriers

xviii. Nominal Legal Tariff Structure. A central policy element of the
CACM has been the adherence to a common external tariff (CET) schedule, which
applies to over 90X of all import tariff positions. The key feature of the
current CET is not that the average level of tariffs is exceptionally high by
international standards, but that tariff levels are highly dispersed. That
creates a problem of relative price distortions that leads to intra-sectoral
resource misallocations, rather that one of overall trade suppression. The
unweighted average legal tariff in the CACM countries is about 212, with small
variations across countries d.e to different rates on items not cnvered by the
CET; legal tariffs range from 12 to 159Z. When tariff surcharges are also
included, the nominal average tariff rises to 26Z in Costa Rica and 25? irn
Guatemala. (In Honduras, the other country to rely on tariff surcharges, a
more complex system has evolved that leaves the average rate indeterminate.)
At a more disaggregated level, manufactured consumption goods receive an
average tariff of over 30?, while capital and intermediate goods receive
average tariffs of between 10 and 20Z. This disparity in tariff rates is
even more pronounced when production weighted averages are used and when
tariff exemptions are taken into account.

xix. The cascading pattern of nominal tariff protection, with the
highest rates on manufactured consumer goods and the lowest rates on inter-
mediate inputs, fosters the expansion of inefficient consumer goods indus-
tries, producing for the regional market but unable to compete in world
markets, and discourages intermediate and capital goods industries, thereby
imparting an anti-export bias to the manufacturing sector. It also tends to
induce a high dependence on imported intermediates and to encourage excessive
capital intensity, which does not correspond to regional factor endowments.
These observations are partly reflected in the skewed composition uf intra-
regional and extra-regional trade, discussed earlier in para vi. They also
receive some empirical support from various statistical regression results.

xx. Actual Tariff Structure. Another critical problem in most Central
American countries is the erosion of fiscal revenues from tariffs. While the
unweighted average legal tariff (including surcharges) is around 23?, the
actual import duty revenue collected currently amounts to about 10: of the
value of e'xtra-regional imports (except in Honduras, which collects about 20?
mainly on account of tariff surcharges). This difference between the un-
weighted average legal and actual rate is due to (i) the high disparity of
legal tariff rates, (ii) arbitrary tariff exemptions granted to certain
imports originating outside the CACM, and (iii) the existence of non-tariff
barriers and quantitative restrictions. The dispersion of tariffs, noted
earlier, reduces potential fiscal revenues by influencing import patternst
even fewer items with high tariffs are imported from third countries and
capital and intermediate goods, with low tariffs, are imported more. This
reduces the import-weighted average tariff rate. The main source of tariff
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exemptions in the past was the regional fiscal incentives agreement to promote
industry. This akgreement was abolished during the 1986 CACM trade reform, but
other exemptions are still granted at the national levels, expecially for
public sector imports. Non-tariff restrictions also reduce tariff collections
by distorting import patterns: generally, items subject to the moat restric-
tive non-tariff barriers simultaneously are subject to the highest tariffs, so
that the presence of QRs results in fewer higher tarVi'f items imported.
Though not captured by these figures, smuggling activity motivated by profit
opportunities arising from high tariffs appears to be significant and, thus,
may also constitute an important source of foregone duty revenues. In
Honduras, the erosion of fiscal revenues from the basic legal tariff has been
particularly severe, so that the Government has had to rely increasingly on
tariff surcharges, which currently account for almost 75Z of total import
duties collected. The result has been to create a highly opaque trade policy
environment.

xxi. Non-Tariff Import Restrictiors. Until 1989, foreign exchange
restrictions were the single most important non-tariff barrier in El Salvador,
Honduras and Nicaragua. In July 1589, El Salvador introduced a floating
parallel exchange market for most trade transactions, thus largely eliminating
the need for controls. Honduras and Nicaragua, still depend heavily on
exchange controls, but have also introduced a limited system of multiple
exchange rates to relieve pressures on official foreign exchange reserves.
Under these systems, some items can only be imported at higher exchange rates
than others, which is equivalent to imposing another set of tariff surcharges.
Costa Rica and Guatemala, which have adopted more flexible exchange rate
management and improved macroaconomic control, rely less on exchange controls;
while exchange licenses are still required for all importers, they are
generally granted within five to ten working days. Other quantitative import
restrictions are also applied in all CACM countries, even though their legal
status within the CACH Agreements is unclear. These QRs, however, are much
less comprehensive than exchange controls. Most licensing requirements and
import prohibitions currently imposed involve health, sanitary and security
reasons. In Guatemala, for example, import prohibitions not related to health
or security apply to 44 items and import licenses are needed for another 35
items (out of a total of 1885 tariff positions); in menufacturing, the value
of domestic production covered by these QRs is less than 62.

xxii. Export Restrictions. Export taxes are imposed primarily as a
means of generating revenues, and mainly apply to traditional agricultural
exports, particularly coffee. Non-traditional exports are generally subject
to a low tax or are entirely erempt. Most countries also Impose quantitative
export restrictions on certain basic foods, that are also subject to price
controls, avid on a limited set of industrial inputs. As in the case of import
licenses, the list of products subject to export restrictions for reasons
other than health supervisior is quite short; in Guatemala, for example, they
comprise 61 tariff positions and roughly cover about 6Z of domestic manufac-
turing production. Since the range of products exported from the region is
also limited, however, the economic significance of these restrictions is
difficult to estimate.



- viii -

xxiii. Effective Protection. It is generally acknowledged that the 1986
CACM tariff reform reduced the average level of nominal tariffs and disper-
sion, but it also aprears that these measures largely eliminated the "water"
in the tariff without substantially altering effective protection rates.
Several recent studies have estimated effective tariff protection rates for
manufacturing in Central America to average around 70? - 802, with considera-
ble dispersion across industries. In one study on Costa Rica, effective rates
ranged from 0 to over 200X. For Honduras, effective protection rates were
also calculated on the basis of domestic and international price comparisons
(instead of using relative nominal tariff rates), which yielded a considerably
higher average rate of 178? for manufacturing activities. The lack of
adequate data, however, makes an accurate calculation of effective protection
difficult, so that these estimatee can only serve as a rough approximation.

Intra-Regional Trade Barriers

xxiv. Under the CACM agreement, intra-union trade of regionally produced
goods is to be exempt from all import duties and quanticative restrictions,
with the exception of certain basic foods. Since the early 1980s, barriers to
intra-regional trade have increased significantly, thus reducing the free
trade character of the CACM. The main obstacle restricting imports is
provided by foreign exchange controls. These controls initially emerged as a
byproduct of balance of payments disequilibria and a reluctance in some
countries to adopt more flexible exchange rates; and not as measures specific-
ally intended to restrict CACM trade, since they apply to extra-regional as
well as to intra-regional imports (see para. xxi). The collapse of the
regional payments clearing house made the shortage of convertible currency
even more problematic for intra-regional trade.

xxv. The inability of some CACM countries to settle their intra-
regional debts has caused others to impose discriminatory foreign exchange and
export restrictions in some instances. Most affected in this respect are
Nicaragua, which owes more than US$ 500 million in arrears to its regional
partners, and Honduras. Tariff restricticns play a minor role in intra-
regional trade. Import tariffs were imposed briefly when a trade conflict
erupted among the CACM members during the early 19809, but they were soon
rolled back. Honduras continues to impose modest duties (of around 102) as
stipulated in the bilateral trade agreements and Nicaragua has imposed a
similar levy on traders operating along the frontiers. Selective consumption
taxes, which differ from country to country, represent another potential
barrier to intra-CACM imports.

Recommendations

xxvi. Major trade policy reforms are needed in Central America to reduce
relative price distortions leading to inefficient resource allocation, and
make the trade environment more transparent, with the objective ef providing a
more solid basis for trade expansion and sustained growth. To maximize the
benefits from trade liberalization, both extra-regional and intra-regional
trade barriers should be reduced. With respect to extra-regional trade
barriers the main reforms needed are: the reduction in levels and, particu-
larly, in the dispersion of external tariff rates, the elimination of tariff
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surcharges and exemptions for non-CACH imports, and the removal of quantita-
tive restrictions and foreign exchange controls, accompanied by improved
macroeconomic management. With respect to intra-CACM trade, the main obstacle
that needs to be removed is foreign exchange restrictions.

xxvii. In implementing a trade liberalization, the maintenance of
macroeconomic control and the appropriate sequencing of reforms are essential.
These requirements impose a constraint on the speed at which reforms can be
introduced and, thus, impinge on the issue of inter-country coordination of
reforms. A change in tariff rates designed to adjust relative prices and
induce structural adiustments will lose much of its effectiveness in the
presence of widespread quantitative restrictions. For the tariff reform to
have its desired effect, it is necessary to first remove foreign excha:ge
controls, enabling the market mechanism to generate the appropriate price
signals. The permanent removal of foreign excbange controls, in turn, is
contingent on sufficiently flexible exchange rate management, coupled with
enough fiscal control. Moreover, the reduction in trade barriers will attract
more imports and, in the context of external tariff reductions, will also
reduce fiscal revenues, which makes the task of preventing macroeconomic
disequilibria even more critical.

Current Trade Reform Initiatives

xxviii. The depth and persistence of tt- current crisis prompted the
region's policymakers to reevaluate further their past ISI strategy. Various
reforms of the common market agreement, including a revised CET with reduced
rates, the elimination of specific tariffs and the cancellation of the
regional system of fiscal incentives to industry, had already been adopted in
January 1986. Currently, all CACM governments are signalling a greater
commitment toward more outward-oriented trade policies by seeking to join
GATT, and some CACH countries have initiated additional reforms at the
national levels: Costa Rica began a broad-based structural adjustment program
in 1985, and is now implementing the second phase of reforms, involving
substantial reductions in external tariff protection. Guatemala introduced a
stabilization program in 1986, with considerable success, and is preparing to
initiate trade reforms similar to the Costa Rican ones. While the other CACM
members have also made some advances in policy reform, Costa Rica and
Guatemala have progressed furthest in designing and implementing concrete
trade liberalizing measures. An important feature in both economies is that
they have implemented the most flexible exchange rate management and rely
least on foreign exchange controls.

xxix. External Tariff Targets. The tariff reforms initiated in Costa
Rica and planned in Guatemala involve phased reductions in the external tariff
ceiling (including tariff surcharges). In 1987, this ceilings was over 2002
in Costa Rica and 1502 in Guatemala. In both cases. a tariff ceiling of 402 is
the medium term (3-year) target to be reached in six half-yearly adjustments,
while the tariff floor is to remain at 5X. In Costa Rica, there are two basic
exceptions to this rule: for textiles, garments and shoes, the tariff ceiling
reduction is to be spread out over 5 years, and certain "essential" imports
(medicines, basic foods) may receive a tariff below 52. Another element in
the Costa Rican reform, is that some tariffs within the 5% to 402 tariff range



have also been lowered. This could conceivably weaken the adjustment effort,
since lower tariffs on imported inputs raise the effective protection granted
to final products. Nevertheless, the Costa Rican tariff reform targets yield
a considerable reduction in the average nominal tariff rate, from 26.41 to
16.42; more important, tariff dispersion is reduced, from a standard deviation
of 21.42 to 13.1Z. According to Govarnment calculations, this reform red-ces
the average effective tariff protection rate from 72Z to 602, and dispersion
from 50Z to 25Z. In Guatemala, the reduction of the tariff ceiling to 402,
leaving lower tariffs unchanged, reduces the average nominal tariff rate from
25Z to 212 and the dispersion from 222 to 142.

xxx. Macroeconomic Implications. The tariff reductions are likely to
cause macroeconomic disequilibria by attracting more imports and reducing
government taritf revenues, unless they are accompanied by appropriate fiscal
and exchange rate responses. A series of simulations, based on a partial
equilibrium trade model (SINTIA-T), wer- carried out with 1986 import data for
Costa Rica and 1987 data for Guatemala, L. estimate the impact of the tariff
changes. Assuming certain "standard' demand elasticities, the results for
Costa Rica suggest that the tariff reduction would cause yearly imports to
increase by 102 in real terms after all tariff changes have taken place. This
import surge would be prevented by a real devaluation of approximately 82.
Total tariff revenues in domestic currency, however, fall by around 402
according to these calculations, requiring significant fiscal adjustments to
prevent a rising deficit. The simulation analysis for Guatemala, which takes
tariff exemptions into account and only considers a tariff ceiling reduction
to 402, suggests that the required exchange rate adjustment would be consider-
ably smaller (2Z) and the simulated revenue decline to be only 8Z. Ihese
simulation results overestimate the revenue loss, however, by not taking into
account several factors: the real devaluation that accompanies the tariff
reform would raise the domestic currency value of export tax revenues.
Furthermore, the ultimate objective of the tariff reform is to induce an
expansion of trade. The expansion of exports and imports would generate an
increase in trade tax revenues from both sources.

Recommendations

xxxi. While the tariff ceiling reduction to 402 represents an unques-
tionable improvement in reducing economic distortions, effective protection
rates would still remain significant, particularly for manufactured final
goods. Further tariff reductions after the current reforms have been
completed are, therefore, critically important from an efficiency standpoint.
Such tariff reductions, however, would initially cause further declines in
government revenues, thus tending to destabilize the fiscal budget. This
decline could be avoided by raising the tariff floor, which yields the added
benefit of reducing the dispersion in effective protection rates. Further
simulation results suggest that a tariff floor increase to 10 would enable a
reduction of the tariff ceiling to 202 in Guatemala without the need tor major
exchange rate and fiscal adjustments. According to the simulations for Costa
Rica, a mere increase of the tariff floor to 102 would allow the Government to
recover almost 602 of the revenue loss arising from the initial tariff reform.
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xxxii. A unified tariff rate of between 10% and 20Z would generate enough
tariff revenues to maintain the fiscal accounts balanced at current levels.
This represents the optimal long term policy, since it eliminates all distor-
tions due to tariff dispersion. In addition to tariff unification, the
optimal policy strategy also requires the gradual reduction of the currently
high fiscal dependence on trade tax revenues, to be replaced by other less
trade-inhibiting taxes.

Toward a Regional Trade Liberalization Strategy

xxxiii. The current trade reforms in Central America were initiated at the
national levels and primarily focus on the removal of exterral trade barriers.
Moreover, the proposed tariff reductions in Costa Rica and Juatemala violated,
until recently (para. xliii) the precept of a common external tariff schedule,
which hss been one of the central policy elements of the customs union. While
most policymakers in the xegion agree on the need to adopt more outward
oriented poli.cies, there is no consensus as to the speed and extent of reforms
to be taken. This lack of policy coordination and uniformity has raised
concern that the new reforms could lead to a further disintegration of the
CACM.

xxxiv. As argued earlier (para. xvi), an effectively integrated common
market with a liberalized trade policy toward third countries offers the best
prospect;. for achieving sustained growth in the region. In view of current
economic circumstances, however, the reforms needed to achieve trade liberal-
ization and the principle of adhering to a common policy strategy are likely
to conflict in the short run: continued adherence to a common external tariff
schedule would mean that either Costa Rica and Guatemala postpone their tariff
adjustments until the other CACM members are prepared to embark on a trade
liberalization or, alternatively, that the other CACM members push ahead and
introduce similar adjustment programs, regardless of their particular macro-
economic circumstances. Both alternatives would be counterproductive:
Nicaragua, for example, already has severe difficulties in maintaining
macroeconomic control and is experiencing political turmoil, which limits the
scope for trade liberalizing reforms. In this case, a reduction in tariffs
before greater macroeconomic control is achieved would likely lead to further
destabilization and the eventual abandonment of reform efforts. If converse-
ly, Costa Rica and Guatemala, were to hold off on their adjustment efforts,
the opportunity costs would be considerable. At the present low levels of
intra-regional trade activity, the gains from liberalizing external trade are
bound to outweigh the potential losses from reduced intra-CACH trade.
Moreover, any delays in introducing structural reforms increases the chances
that new external developments could again destabilize their economies and
lead to further postponing of reforms.

Recommendations

xxxv. In view of the current economic disparities in the region, a
united approach to trade liberalization is impractical and difficult to
achieve in the short run. Instead, the recommended approach is for each
country to initiate its trade reform program at a separate speed best suited
to its individual economic circumstances, with a joint commitment to converge
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at common policy targets within a predetermined time horizon. This approach
involves the suspension of the common external tariff schedule during the
initial stages of reform, to give policymakers in the different countr:.es
greater flexibility in implementing policy reforms. The main idea behind this
strategy is to first establish a well-functioning free trade area, as a
stronger basis for eventually reestablishing a viable customs union. Inter-
country coordination may be required in some areas, however, to succeed in
attaining both trade liberalization and economic reintegration.

xxxvi. Coordination of External Tariff Reform. The proposed regional
reform strategy requires a temporary suspension of the CET. That raises the
question of when external tariffs should be harmonized again and at what
level. The 52 floor - 402 ceiling adopted as tariff range targets in the
Costa Rican and proposed Guatemalan reform programs represent a reasonable
medium term target for all the CACH countries. But beyond the medium term,
further adjustments toward a 102 - 202 tariff range and, then, toward a single
uniform tariff within that range are recommended on economic efficiency
grounds discussed earlier. The adoption of a common external tariff schedule
at some point during these separate adjustment phases would enable further
tariff reforms to be taken in unison. Such a step would facilitate intra-
regional trade relations, but could also slow down p-onress in liberalizing
external trade. The Costa Rican and proposed Guatemalan medium term tariff
reforms are scheduled to be fully completed by mid-1992. Unless the other
countries initiate similar reform programs soon they will not likely meet this
deadline. By that time, however, the more rapidly reforming countries may be
ready to initiate further tariff reforms, especially after the initial
measures begin to yield their expected benefits. It is important then that
the momentum toward economic liberalization be maintained, and not be held
back by commitments to wait until the other partners have caught up with their
adjustments.

xxxvii. It would, therefore, be impractical to negotiate a common tariff
schedule within the 52 - 402 range, that would soon be superseded by further
reforms. Instead, it would be preferrable for the regional negotiations to
focus on the adoption of a common tariff schedule further ahead in time and
within a narrower target range, say 10o - 202, that is closer to the optimal
end-target tariff. This would set a common goal consistent with the liberal-
ization objective and provide more time and flexibility for individual
countries to adjust. At the same time, such a common market agreement should
only be binding with regard to the tariff range limits and relative levels of
tariff rates within those limits, thus permitting countries that are in a
favorable position to unify tariffs further to proceed.

xxxviii. Intra-Regional Trade Liberalization. The temporary suspension of
the CET under the proposed strategy should not impede progress in removing
existing intra-regional trade barriers. Foreign exchange controls constitute
the main restriction to intra-regional trade, and their removal primarily
requires the elimination of severe macroeconomic imbalances in several of the
CACH countries and the realignment of exchange rates. These measures are
needed in any event, independent of common market considerations. Improved
macroeconomic control is also a prerequisite for solving the problem of
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outstanding intra-regional debts, which provides an additional encumbrance for
regional payments transactions; see Chapter V.

xxxix. The succes: of the proposed joint trade liberalization strategy
involving the temporary creation of a free trade area presupposes that all the
CACH countries are committed to a strategy of overall trade liberalization.
Some countries may be reluctant to embark on such a reform course, however.
That reopens the fundamental question of whether the other countries would be
better off liberalizing unilaterally or remaining within a more protected
common market. Given the small size of the CACM, the potential economic
benefits of liberalization toward the rest of the world are far greater than
those that could be expected from a reintegrated CACM, even in the event that
all intra-regional trade barriers were eliminated. Other considerations also
play a role in decisions to liberalize, however, and certain countries may not
be prepared to proceed. In that case, ic would be best for all countries
concerned to consider a looser regional arrangement, such as the bilateral
trade ties that currently exist between Honduras and Panama, on one side, and
the other CACM countries, that allow for preferential tariffs to be imposed on
partner country imports. The imposition of tariffs on intra-regional trade
would still constitute a major improvement over the current situation, which
is dominated by intransparent non-tariff restrictions. Furthermore, such an
arrangement should not impede needed progress in areas other than tariff
policy; e.g., the harmonization of customs procedures and transport legisla-
tion, and cooperation in the upkeep of regional infrastucture, which are
equally important in creating a freer regional trade environment and advancing
the objectives of regional integration.

xl. Coordination of Tax Reform. The CACM countries are overly reliant
on trade taxes. Also, the tariff reductions envisaged in the medium term
reform programs will likely lead to significant reductions in government
revenues (para xxx). To avoid macroeconomic disequilibria, governments will
need to seek alternative revenue sources. Increased taxes on income and on
consumption expenditures generally represent the best options. Such taxes can
lead to resource allocation problems within a customs union, however, if they
are applied selectively by product or industry. To avoid these problems, some
harmonization of tax policies may need to take place: either each country
applies a uniform tax (which may differ across countries) on all products, or
all countries Apply the same tax (which may differ across products). Just as
certain import categories are currently excluded from the CET, however, it is
also possible to exempt certain products from a regional tax harmonization
agreement without causing appreciable distortions in the customs union.

xli. Intra-regional C.mpensation. The costs and benefits of a customs
union are generally not equally distributed among its members. Under an ISI
strategy, the less industrialized partner countries are likely to end up
paying a disproportionate share of the costs of protection; Honduras' partial
separation from the CACM in 1971 was partly prompted by the perception that
its burden was excessive. To assure that it would be in each country's
interest to further participate in the CACM, it may be necessary to create a
transfer mechanism by which the net beneficiaries of the customs union
compensate the relatively disadvantaged members. In the past, no explicit
provision was made for compensation payments within the CACM. Instead, the
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problem was handled through the lending policies of the regional development
bank, CABEI, as part of its mandate to promote regionally balanced develop-
ment. This compensation system has two basic drawbacks: first, as a develop-
ment institution held accountable by its creditors, CABEI needs to focus on
economically viable projects, especially in view of its current financial
difficulties, and the simultaneous pursuit of compensation objectives will
dilute this effort. Secondly, this compensation system does not solve the
problem that the countries receiving the greatest benefits from protection do
not share equally in the costs.

xlii. A central principle in designing a proper compensation mechanism
is that the total regional costs of protection be shared in direct proportion
to the benefits received. Aside from the equity aspect involved, this is
important from the viewpoint of providing nrope. incentives: by establishing a
direct link between costs and benefits, all countries are made aware of the
costs of the commonly granted protection, and thus will have a greater
incentive to limit protection barriers, in conformance with the trade liberal-
ization effort. Establishing a compensation mechanism may be a cumbersome
process, however, and in view of the currently reduced levels of trade in the
region, it does not rank among the most pressing problems to be solved at this
time. Furthermore, with progress made in the reduction of external tariff
reductions, the total costs of protection requiring potential compensation are
reduced.

xliii. Recent Actions Taken at the Regional Level. On November 17, 1988,
the Ministers of Economy of the Central American countries, in an official
resolution of the CACM Tariff Council, decided that: (i) work be initiated to
revise the common external tariff; and (ii) individual countries be permitted
to adjust external tariffs as part of their structural adjustment programs,
until a new CET has been agreed upon. OrA December 13, 1989, the Ministers of
Economy and Central Bank Presidents of the CACM agreed to prepare a program to
progressively eliminate existing restrictions on intra-regional trade. These
decisions clearly reflect an acceptance of the need for both intra- and extra-
regional trade liberalization and represent important initial steps toward
implementing a regional strategy that would conform with the earlier recommen-
dations.

Reforming the Regional Payments System

xliv. The regional payments clearing house (CCC) was one of the most
effective institutions of the CACM. In the late 1970s, 100Z of all intra-
regional exports were cleared through the CCC. This mechanism enabled CACM
member countries to hold fewer liquid roreign exchange reserves for trade
intermediation, led to net savings in transactions costs arising from payments
made through third country banks, and served as an automatic vehicle for
extending short term credit between central banks, which greatly facilitated
intra-regional transactions. After the early 1980s, the volume of transac-
tions made through the CCC steadily decreased until the system ceased to
operate by 1987. Several bilateral payments agreements have been negotiated
in the meantime, but these arrangements are poor substitutes for a smoothly
functioning clearing house.
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xlv. The most visible cause of collapse of the CCC is the unprecedented
accumulation of unpaid balances by countries with intra-regional trade
deficits. From a broader perspective, the regional payments crisis represents
one aspect of the overall balance of payments and external debt crisis that
has afflicted the region since the early 1980s. Although most CACH members
have succeeded in rescheduling their extra-regional debts, thus enabling
extra-regional trade transactions to proceed smoothly, no similar solution has
been found for intra-regional debts. This situation constitutes one of the
main impediments to the expansion of intra-CACM trade.

xlvi. Various proposals have been advanced and partly implemented to
solve the regional payments crisis and revive intra-regional trade, including:
(i) rescheduling of outstanding intra-regional debts with external assist-
ance, (ii) introduction of negotiable import right certificates (DICAs), and
(iii) establishment of freely functioning regional currency markets. These
proposals have correctly focused on reestablishing a well functioning payments
system as a crucial step in facilitating the expansion of trade. Even after
debts have been rescheduled, however, a well functioning payments system can
only persist if a realignment of exchange rates takes place in the region,
together with the implementation of appropriate macroeconomic policies, which
are needed to prevent balance of payments disequilibria, the need for foreign
exchange controls and a recurrence of debt problems. In this respect, several
proposals have narrowly emphasized only the realignment of exchange currencies
within the region and the promotion of balanced regional trade; i.e., the
equal expansion of intra-regional exports and imports for each CACH country so
as to avoid the accumulation of debta. Such intra-regionally balanced trade
is bound to be inefficient. But most importantly, it is highly unlikely that
the foreign exchange markets can be segmented in a manner that would allow a
realignment within the CACH without also realigning the regional exchange
rates vis-a-vis third currencies. The preferable approach is to strive for a
comprehensive realignment of exchange rates to generate an overall sustain-
able trade balance, including intra- and extra-regional trade partners.

xlvii. Recommendations. If the CACH member countries are prepared to
implement a more flexible exchange rate management, a revised multilateral
clearing house system represents the best solution to the current payments
difficulties. This solution requires: (i) that some means of settling out-
standing intra-regional debts be found; and (ii) that any refinancing arrange-
ment be made conditional on various up-front macroeconomic policy adjustments.
The creation of the new clearing house can take place gradually; initially
including only the regional net creditors, and then successively incorporating
additional member countries as soon as the requisite policy adjustments have
been implemented.

xlviii. Several operating characteristics of the former clearing house
mechanism wili also have to be revised: first, the former rules required the
joint adoption of a fixed exchange rate policy with occasional adjustments.
This rule would have to be waived, at least over the medium run, since a
sufficiently flexible exchange rate policy stance will likely be needed to
complement the prospective external tariff reductions. Secondly, it is
necessary to establish clear procedures in the event that some members
encounter renewed debt repayment difficulties. Thirdly, any financing of
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unsettled debts must occur on the basis of policy conditionality, applied
early and before disequilibria become too large, with the possibility of
enforcing a temporary suspension from participating in the clearing house when
countries do not comply. The procedures established under the former clearing
house mechanism lacked clarity and frequently were determined by political
considerations. To avoid this problem, it is necessary to set up a suffi-
ciently independent decision making body with the technical capabilities to
identify required policy adjustments and monitor their implementation. In
this regard, limited participation by external donors in the decisionmaking
committee would guarantee greater independence from regional political
influences. During 1989, the CACM countries reached an agreement with the
European Commission to establish a Central American Payments System in the
first half of 1990 with European Community support. The features of that
system are not yet clear and should be reviewed with the preceding considera-
tions in mind once it has been implemented.

The Promotion of Non-Traditional Exports to Third Countries

xlix. A fundamental objective in creating the CACM was to achieve the
diversification of exports with the aim of reducing the region's vulnerability
to commodity price shocks. Despite the failute of the ISI strategy in
achieving this objective, it remains an important concern for the region and,
since the mid-1980s, has led to an intensification of efforts to promote non-
traditional exports outside the CACM. Legislation was introduced in all
countries to establish new incentive mechanisms or to streamline and broaden
existing incentive systems. Currently, all CACM members also are seeking or
have obtained provisional access to GATT (Nicaragua being one of the original
charter members).

xlx. The Main Export Incentives comprise (i) tax credit certificates
granted in proportion to the value of exports (in Costa Rica, El Salvador and
Honduras), (ii) income and sales tax exemptions to exporters, (iii) duty
exemption through temporary admissions systems, (iv) free trade zone status
(except in Nicaragua), (v) access to special foreign exchange funds for export
financing (in Costa Rica, Nicaragua, and planned in Guatemala), and (vi)
foreign currency retention schemes (in Honduras and Nicaragua).

1. The Effectiveness of Export Incentives. The total value of
benefits currently granted to non-traditional exporters is significant in most
CACM countries, and is also perceived as important by exporters, as reflected
in survey polls. Nevertheless, these incentives do not fully compensate for
the anti-export bias generated by the current external tariff structure. For
the CACM as a whole, non-traditional exports to third countries have expanded
since the promotion efforts intensified, but still not enough to make up for
the decline in exports within the CACM. This pattern applies for each country
taken individually, except Costa Rica: in 1987, the total value of non-
traditional exports from Costa Rica (including to the CACM) exceeded its
previous peak (in 1980) for the first time. Furthermore, the Ministry of
Exports estimates that in 1988 non-traditional exports could even exceed the
value of traditional exports. Part of this success may be explained by the
fact that export promotion efforts began earlier and were more vigorously
implemented in Costa Rica than in other CACM countries. Also, Costa Rica has
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been the politically most stable country in the region, therefore more
attractive to new export oriented domestic and foreign investments, and the
most aggressive in its flexible exchange rate management. Costa Rica's
successful performance provides a useful example to other countries with
similar resource endowments in showing that greater orientation toward third
country markets can lead to significant export growth and diveraLfication.

Recommendations

Ui. Export incentives represent an important policy instrument needed
to reduce the strong anti-export bias created by tariff and non-tariff import
barriers in Central America. Furthermore, since the region's apparent
comparative advan_age lies in the production of coffee, bananas and a few
other basic agricultural commodities, a comprehensive trade liberalization by
itself may not generate a sufficient expansion of non-traditional exports in
the short run. Export incentives for non-traditional exports would then still
be needed, at least temporarily, to satisfy the region's objective of reducing
the vulnerability to international commodity price movements. What a trade
liberalization would achieve is to reduce the costs involved in promoting
export diversification. While the current incentives granted on average do
not compensate for the anti-export bias generated by other trade policies,
further incentives in the form of higher subsidies are not recommended. They
would put additional burden on the fiscal budget (especially by raising
administrative costs) and may provoke foreign retaliation in the form of
countervailing duties, as happened with cement and cut flower exports from
Costa Rica. Furthermore, in attempting to correct existing distortions in the
trade regime, many export incentives introduce other distortions into the
economy. The more efficient strategy would be to reduce the levels of tariff
and non-tariff protection that cause an anti-export bias, instead of attempt-
ing to fully compensate for that bias through alternative means.

lii. Streamlining Export Incentives. To reduce distortions from the
export incentives themselves, effective incentive rates granted to different
producers must be uniform. In Costa Rica, for example, the method of granting
tax-credit certificates (CATs) gives the greatest incentive to eligible export
activities with the lowest national value-added content, thereby encouraging
export industries that are relatively dependent on imported inputs. To
eliminate this bias, the incentives should be granted in proportion to value-
added measured as the difference between export receipts and imported input
costs. Other areas in need of reform in particular instances are? (i) the
simplification of eligibility criteria; (ii) the reduction in time horizons
over which previously negotiated export benefits are granted; (iii) the
assurance that all potential direct and indirect exporters have equal access
to incentives; and (iv) the reduction of incentives for other activities not
related to exporting. Finally, there is an issue of achieving compatibility
with the rules of GATT, to avoid foreign trade policy retaliation. Counter-
vailing duties can create serious harm in the context of infant exporters. It
would be prudent, therefore, to reduce reliance on fiscal subsidies as much as
possible, and replace these with other instruments less likely to provoke
countervailing actions abroad.



CHAPTER I

INRDULCTION

1.01 Central America experienced a series of internal and external
shocks beginning in the late 1970s that has left the region's economies in
disarray. These shocks included a steep decline in the international prices
of Central America's major export commodities, a rise in the price of oil and
an external credit squeeze brought on by the inttrnational debt crisis.
Internally, a widening of macroeconomic imbalances since the mid-1970s and a
distorted trade structure fostered by past trade policies rendered the Central
American economies highly vulnerable to those shocks and inhibited their
ability to adjust. Meanwoile, the region has been afflicted by increased
political and social tensiot.. ziauce 1978. includ.ng armed conflicts in El
Salvador, Guatemala, and Nicaragua, that continue to extract a heavy toll in
lost human and physical resources.

1.02 These developmeuts culminated in a deep economic crisis, involving
a fall in most social and economic indicators, from which the region has yet
to recover. The profound magnitude of this crisis is illustrated in Figure 1:
in 1987, real per capita income in Costa Rica and Guatemala barely reached the
levels achieved in 1973, while in Honduras it had receded to a level acnieved
in 1970. Even more dramatic declines occurred in El Salvador and Nicaragua,
where real incomes were set back by more than two decades.

Figure 1
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1.03 An important consequence of the regional economic crisis has been
the progressive disintegration of the Central American Common Market (CACM).
The CACM was created in 1960, with a customs union as its focal point. During
the first two decades of the CACM's existence, the region's economies grew at
a fast pace, supported by rapidly expanding trade and industrialization.
Intra-regional trade, which represented about 7.5Z of total exports from the
CACM members in 1960, reached 252 in 1970 and remained near that level until
1980. By this criterion, the CACM was the most advanced of all integration
efforts among developing countries (see Annex Table C.10). Since 1980,
however, intra-regional trade declined steeply and currently accounts for only
about 12Z of total regional exports.

1.04 The depth and persistence of the economic crisis has forced
Central America's policymakers to reevaluate their past economic policies,
which were based on an import substitution industrialization (ISI) strategy.
This has led to several economic reform measures at both the regional and
national levels. Different economic and political circumstances, however,
have enabled some countries to advance further than others in introducing
policy reforms. Costa Rica has initiated and Guatemala is planning a
comprehensive trade liberalization program, but in some CACM countries
progress ;n trade reform has been slower. This policy disparity has strained
economic relations within the region and has raised concerns over the possible
further disintegration of the CACM. Many policymakers in the region consider
the common market, despite its shortcomings, to have been a positive force in
promoting regional development. Moreover, as with most regional integration
efforts, the CACM was motivated as much by po'litical reasons as by economic
ones. In view of the region's current political problems, some policymakers
fear that a further severance of regional economic ties could have a
destabilizing impact and might undermine ongoing peace efforts.

1.05 Two basic questions facing the Central Pmerican countries are (i)
how to reactivate and sustain growth and (ii) whether it would be in their
best economic interests to revive the CACM as part of chat growth strategy.
This report argues that the ISI strategy pursued through the CACM in the past
is no longer viable as a basis for achieving sustained growth. Instead,
comprehensive trade liberalizing policy reforms are needed to encourage
structural readjustments that would enable the region's economies to perform
more successfully in the current international economic environment. A
reintegrated regional market could play a positive role in this strategy,
especially diring the transition toward an overall liberalized trade policy
environment.

1.06 The ideal objective would be for the Central American countries
to be economically reintegrated with low trade barriers toward the rest of the
world. The disparity in economic circumstances currently affecting the
separate CACM countries, however, has created a potential conflict between
achieving overall trade liberalization and regional economic reintegration.
That is, some countries are better prepared to initiate trade liberalizing
reforms, while economic reintegration may hinge on the adherence to common
trade policies. The main purpose of this report is to suggest a regionally
coordinated policy strategy, taking into account current reform initiatives,
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that could reduce this conflict and promote progress toward achieving
sustained economic growth in the region.4/

1.07 The report is organized as follows: Chapter II reviews the recent
economic developments, with primary attention devoted to the region's trade
and industrial performance, and discusses the need for structural reforms.
Chapter III analyzes the trade policy environment, identifying the main
barriers to intra- and extra-regional trade and assessing their economic
consequences. Chapter IV analyzes key elements of the recent trade reforms
initiated at the national levels and proposes a strategy to coordinate and
implement these and furtner needed reforms at the regional level. Chapter V
examines the currently malfunctioning regional payments system and the
measures needed for reestablishing a viable payments system to facilitate the
expansion of intra-regional trade. Chapter VI, examines the policy incentives
to promote non-traditional exports to third-countries znd recommends various
reforms to improve their effectiveness in generating efficient export
expansion and diversification.

1J Earlier Bank studies on Central America (Economic Development and prospects
of Central-America, Report No. WH 170a, dated June 5, 1967; Report of the
Industrial Finance Mission to Central America: The Common Market and Its
Future, No. PI 7a, dated May 2, 1972; and Central America: S2ecial ReOrt
on the Common Market, No. 2325b-CA, dated September 29, 1980) were completed
before the current economic crisis and, thus, do not adequately address many
of the issues now confronting the region.
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CHAPTER_II

ECONOMIC STRUCTURE AND PERFORMANCE OF _CENTRAL AMERICA

2.01 With historical roots dating from the beginning of the 19th
century, the movement toward Central American integration intensified during
the 1950s. Efforts were made to harmonize tariffs and investment incentive
legislation, and major expansions of regional infrastructure (particularly
roads) took place. In December 1960, the General Agreement on Central
American Economic Integration was signed, marking the official beginning of
the Central American Common Market (CACO), which comprises Costa Rica, El
Salvador, Guatemala, Honduras and Nicaragua.2/ The central element of the
CACM was a customs union, designed on the basis of an import substitution
industrialization (ISI) strategy.3/ The main objectives in choosing this
strategy were to accelerate growth and reduce the region's traditional
dependence on primary agricultural export commodities.

A. Overall Trade and Growth. Performance

2.02 During the 1960s, the Central American economies grew rapidly.
comparable to the experience of other developing countries over that period
(Table 2.1) The region's total real GDP expanded at an annual rate of almost
6%, with individual rates ranging from 5% for Honduras and 6.5% for Nicaragua.
Real GDP growth was reduced during the 1970s (in parallel with the world
economy), but still remained high; averaging 5.4% per annum. The region's
positive growth performance over this period was supported by a steady
expansion of exports and imports (Figure 2). Except for a temporary deterior-
ation in 1974-75, coinciding with the first oil price hike, the terms of trade
developed favorably for the region. Agricultural exports, in particular, were
strongly stimulated by increasing international commodity prices.

2/ Honduras partially withdrew from the CACM customs union in January 1971,
after a border conflict with El Salvador and disputes over the sharing of
protection costs. Honduras subsequently established preferential trade
ties with the other CACM members on a bilateral basis, and continued to
participate in the other CACM institutions. Similar preferential trade
arrangements also exist between the CACM and Panama. Throughout the
report, however, Honduras is included as part of the CACM, but not
Panama.

3_/ The CACM also encompassed various other regional arrangements and
institutions, including a permanent secretariat (SIECA), to oversee and
coordinate the integration effort, a regional development bank (CABEI), a
regional payments clearing hous. (CCC), a balance of payments stabiliza-
tion fund (FOCEK) administered by a regional monetary council (CMCA) and
agreements on fiscal incentives to industry.
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^bXe 2.1
CENTRAL AMERICA: REAL GDP GROWTH RATES

(average annual growth rates of GDP at constant prices)

Costa Rica El Salvador Guatemala Honduras Nicaragua

1950-1960 6.4 4.8 3.7 2.8 5.4
1960-1970 5.9 5.5 5.2 5.0 6.5
1970-1979 6.3 4.6 5.8 4.8 0.8 A/
1980-1987 1.3 -1.9 0.1 1.9 1.6

1985 1.0 2.0 -0.6 3.2 -4.1
1986 4.6 0.6 0.2 2.7 -0.6
1987 lp 3.0 2.6 2.5 4.2 1.7

Developing Countries Latin America & Caribbean
(oil importers)

1965-1973 6.6 7.1
..973-1980 5.4 5.4
1980-1987 3.6 1.8

A/ In 1979, Nicaragua experienced a -24.5% decline in GDP. Excluding that
year, its average growth rate over the 1970s would have been 3.9%.

i/ Preliminary figures

Source: ECLAC; IBRD, World Development Report, 1986, 1987.

2.03 In the early 1980s, the favorable developments of the preceding
two decades reversed: total exports of the region suffered a massive decline
of 23% between 1980 and 1983, while imports declined by 16%. Annual real GDP
growth rates fell dramatically for the %intire region, attaining negative
figures in every country. The worst decline was experienced by Nicaragua,
uhere the economic crisis began in 1978, followed by El Salvador, which had
five successive years of negative growth beginning in 1979, and Guatemala; in
all three countries internal political conflicts played a significant role in
disrupting their economies. Since 1985 there have been a few signs of
recovery, but growth rates remain small by earlier standards and generally lie
below population growth. Total trade flows have also remained stagnant in
dollar terms, except in Costa Rica, which has achieved a slow but continued
expansion of exports and imports.
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B. The SiMnificance of Intra-Regional Trade

2.04 Intra-regional trade also contributed significantly to the overall
expansion of exports and imports during the 1960s and 1970s. Encouraged under
the protective umbrella of the newly created common market, intra-CACM exports
grew faster than extra-regional exports during the 1960s (but starting from a
much lower base), and then expanded at the same rate as extra-regioral exports
during the 1970s. As a result, the share of intra-CACH exports to total
exports, which only amounted to 7%-8% in 1960, more than tripled to 25% by
1968-70. and remained at that level until 1980 (Table 2.2). El Salvador and
Guatemala accounted for the highest share of intra-regional exports during
this period, in absolute value and in proportion to their total exports. For
Honduras, exports to the other CACM countries declined in significance during
the early seventies, after its partial withdrawal from the CACK in 1971, but
then increased again to reach 10% of total exports by 1980.

Ta1 2 A
CENTRAL AMERICA: THE VALUE OF INTRA-REGIONAL TRADE

Value of Exports (in millions US$)
to CACM 1960 1968 1980 1983 1986 1987 a/

Costa Rica 1.9 37.7 270.3 187.1 100.5 104.7
El Salvador 12.7 84.9 295.8 168.1 86.7 117.2
Guatemala 7.3 77.5 403.7 308.2 192.0 230.6
Honduras 7.4 31.3 83.9 61.4 18.8 25.0
Nicaragua 3.4 26.9 75.4 33.0 15.2 14.4

Total CACM 32.7 258.3 1129.2 757.7 413.3 491.9

CACH Exports/Total Exports 1968 1980 1983 1986 1987

Costa Rica 2.1 21.3 27.0 22.7 9.3 7.7
El Salvador 10.9 40.3 41.1 35.2 12.1 19.4
Guatemala 5.5 31.2 27.4 27.6 17.7 21.8
Honduras 10.9 17.3 10.3 9.3 2.6 2.9
Nicaragua 4.5 15.2 17.3 7.8 6.6 7.5

Total CACM 6.8 23.5 25.4 21.6 10.4 11.9

a/ Preliminary.

Source: See Annex Tables C.14 and C.15.
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2.05 The fall in exports taking place in the early 1980s was partic-
ularly pronounced in the case of intra-regional exports. Between 1980 and
1983, extra-regional exports from the CACK countries declined by 17%, primari-
ly due to a fall in commodity prices rather than volume decline, but intra-
regional exports contracted by 33%. After 1983, extra-regional exports slowly
recovered. Intra-regional trade, however, continued to fall significantly,
from US$ 758 million to US$ 413 million in 1986. These export patterns are
reflected in the share of intra-CACK exports to total exports, which declined
by a modest amount between 1980 and 1983 (from 25.4% to 21.6%), but then
suffered a large drop after 1983, declining to 10% in 1986.

2.06 In 1987, intra-CACK trade expanded again, but still only amounted
to less than half the dollar value achieved in 1980. Intra-regional trade
remains significant for El Salvador and Guatemala, accounting for roughly 20%
of their total exports, but has become a progressively smaller proportion of
exports in Costa Rican and Nicaragua (with shares of 8%), and is negligible in
Honduras (with a share of less than 3%).

2.07 The progressive disintegration of the CACM had the effect of
reducing the overall openness to trade of the Central American economies.A/
In 1980, total exports to GDP for all the countries in the region averaged
almost 27%, with Guatemala recording the smallest share (22%) and Honduras the
largest (38%). By 1986, the average share declined to 22%. (By comparison,
this share averaged 25% for middle income economies worldwide in 1984-85.)
Considering the CACM as one unit, the share of extra-regional exports to the
region's GDP was about 20% in 1980 and fell to 19% in 1986.

Table 2.3
CENTRAL AMERICA: TOTAL EXPORTS AS A SHARE OF GDP

(percentages based on current prices)

1968 1975 1980 1983 1985 1986

Costa Rica 28.2 30.4 24.8 36.0 32.0 32.6
El Salvador 25.5 33.1 34.1 23.6 23.7 24.9
Guatemala 16.7 21.4 22.0 12.9 17.8 15.7
*londuras 29.9 30.7 37.8 27.1 27.3 28.1
Nicaragua 26.5 28.2 22.7 18.9 12.6 8.5

Total CACM 23.7 27.3 26.6 20.8 22.4 21.7

Source: See Annex Table C.ll.

i/ The economic disintegration of the CACM was also accompanied by a steady
reduction in the operating scope of CACM institutions: CABEI and FOCEM
still operate, but their lending activities have contracted sharply
(although in 1987/88 CABEI's lending volume increased), and the regional
payments clearing house (CCC) currently accounts for a negligible
fraction of trading activities; see Chapter V.
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C. The Pattern of Industrialization

2.08 In the early 1960s, the CACM countries exhibited a lower degree of
industrialization than other developing countries at a comparable stage of
development. The industrial sector in 1965 accounted for about 18% of GDP in
Guatemala and 24% in Nicaragua, with the other countries ranging in between.
In contrast, the weighted average for all middle income countries, and the
subset of lower middle income countries (according to the IBRD, World Develop-
ment Report classification), was 30% and 24%, respectively. Two factors
account for these relative differences: in comparison to many other developing
countries, mining activity has always been small in the Central American
countries, and conversely, traditional agricultural export commodities
accounted for an inordinately large .hare of economic activity.

2.09 The promotion of industrialization was a primary objective behind
the creation of the CACM. The manufacttring sector in each country conse-
quently benefitted most from the creation of an expanded market and increased
protection during the first two decades of the CACN./§_/ By the same token,
the manufacturing sector became highly dependent on the regional market.
Between 1970 and 1980, total manufacturing exports increased from US$ 234
million to US$ 1.2 billion. Nore than half of this increase is accounted for
by intra-regional trade. In 1980, the share of intra-regional manufactured
exports to total production was 14%, while the share of extra-regional
manufactured exports was 9%.1/ When processed foods are excluded from the

5/ The recorded shares of manufacturing in GDP (as well as the intra-CACN
trade shares in Table 2.2) overstate the true shares by an undetermined
amount and, thus, must be approached with c%ution. This bias arises
because the manufacturing sector receives the highest protection within
the customs union, so that the intra-regional prices of manufactured
goods are likely to be considerably higher than the international
prices. In Nicaragua, price controls may also be distorting the
figures; Nicaragua's GDP share of manufacturing (almost 26%) appears
exceedingly high, and the share of services (44%, see Annex Table C.9)
is extremely low compared to shares in other CACM members.

§/ For the CACM as a whole, the manufacturing sector is dominated by agro-
based industries: in 1984, processed foods accounted for roughly 40% of
total manufacturing output, and beverages and tobacco represented another
10%. Chemical industries (including petrol derivatives) represent the
next largest subsector, with 17% of manufacturing output, followed by
textiles, garments and shoes, with 10%.

1/ Trade with Panama is included in these figures, which may bias the
calculations for the CACK. The share of trade with Panama to total
exports and imports by CACM countries is only about 2%, but exports to
Panama account for about 25% of all manufactured goods exported to third
countries. The United States and Puerto Rico, account for 29% of
manufactured exports to third countries, other Caribbean countries for
19%, Europe for 8%, South America for 8%, and Belize for 6% (based on
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calculation, the dependence of manufacturing on intra-regional trade is even
higher: almost 19% of manufacturing production wao exported within the
regional market and less than 4% was exported elsewhere. While the manufac-
turing sector depended highly on the regional market as a source of demand, it
also became dependent on extra-regional imports as a source of inputs: the
import component of manufactured goods traded within the CACK is estimated to
average between 50% and 60%.

Table 2 - 4
RATIO OF NANUFACTURING OUTPUT TO GROSS DOMESTIC PRODUCT

1960 1970 1975 1980 1985

Central America 121 16.4 LQ 1Z.L 17

Costa Rica 11.1 15.5 17.9 18.6 18.8
El Salvador 13.8 15.2 15.4 15.0 14.6
Guatemala 11.7 16.7 16.1 17.6 16.8
Honduras 11.4 12.7 14.7 14.0 14.3
Nicaragua 12.6 20.9 21.7 25.6 25.9

Source: Willmore, L. "Export Promotion and Import Substitution in Central
America's Manufacturing Sector (CEPAL/Mexico, 22.6.88, mimeo) based on
data from: Statistical Yearbook for Latin America 1979, and Statis-
tical Yearbook for Latin America and the Caribbean 1987.

2.10 The decline in intra-regional trade after 1980 had a severe impact
on the manufacturing sectors in the CACH; from 1980 to 1985, manufacturing
output in the Central American countries declined by 5% to 10% in real terms.
At the same time, the manufacturing sectors of the separate CACM countries
became increasingly inward oriented; the share of intra-regional exports to
production fell from 14% to 9%, and the share of intra-regional imports to
domestic consumption fell from 10% to 6% (Table 2.5). The share of extra-
regional manufactured imports to domestic consumption, meanwhile, remained
virtually unchanged (around 35%). In other words, a larger share of domestic
consumption of manufactures in each of the CACM countries is now being
satisfied by national production rather than by imports.

figures from ICAITI).
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Table 2.5
CENTRAL AMERICA a/

TRADE INTENSITY OF HAUFACTURING SECTOR
(percentages)

Intra-CACIN Exaorts Extra-CACI Exports Intra-CAOI Imports Extra-CACK flaorts
Production Production Consuption Cawtion

1970 1980 19S5 970 1980 1985 1970 1980 1985 1970 1980 1985

Costa Rica 11.9 12.8 7.6 7.3 8.3 8.3 9.5 7.7 :.6 34.6 35,2 30.2
El Salvador 17.8 12.0 6.9 4.7 5.3 6.8 11.5 15.S 11.4 27.5 23.6 28.2
Guatetaln 22.7 25.1 20.0 8.0 9.7 8.8 10.7 6.0 5.5 36.2 46.6 42.8
Honduras 6.6 6.3 2.6 15.2 14.9 12.0 13.6 5.9 5.7 37.3 40.4 34.0
Nicaragua 11.8 5.8 1.4 13.1 7.8 3.1 11.0 16.5 3.7 28.0 21.8 39.2

Total CACE
Manufacturing 16.0 14.3 9.0 9.1 9.0 8.0 11.5 10.3 6.4 32.8 34.6 34.4

Totat Excludinrg
Processed Food 21.7 18.7 12.0 3.2 3.5 4.7 12.7 11.4 7.3 41.1 41.3 42.1

g Intra-regionslt trade inctudes trade with Pan.

Source: ECLAC estimates based on officiat statistics; see Afex Table C.16.

2.11 Much of the manufacturing production capacity initially installed
to serve the regional market was stimulated by the protection granted through
the customs union and, thus, inefficient at world market prices. Once that
capital was installed, howevet, the progressive closure of the regional
market, reflected in the decline of intra-regional trade, resulted in a
further efficiency loss, since it prevented the capture even of the limited
economies of scale previously available in the more open regional market.
Moreover, the closure of the regional market was not accompanied by an opening
up toward extra-regional markets. Instead, the ISI strategy originally
designed to be applied at the regional level, in effect, was increasingly
applied at the national levels.

D. Main Causes of the Crisis and the Economic Decline of the CACM

2.12 The economic crisis in the early 1980s and the decline of the CACM
were mutually reinforcing. Both were precipitated by: (i) a protracted
decline in commodity prices that caused a steep fall in the value of the
region's principal agricultural exports; (ii) the oil price hike beginning in
1979; (iii) the unprecedented increase in international interest rates,
accompanied by decreased external borrowing opportunit'es; and (iv) the onset
of armed conflict and political disturbances in the region.

2.13 An equally important factor responsible for the severity of the
crisis was the high vulnerability of the CAC[ economies to these economic
shocks. One element that contributed to the region's economic vulnerability
was the structure of trade that developed under the ISI strategy adopted by
the CACM. Another major element was the fragile macroeconomic situation in
several ^ACM countries when the economic shocks appeared. The continuing
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macroeconomic instability in several economies and the inability to achieve
needed structural adjustments, moreover, are largely responsible for the
persistence of the crisis, long after the external shocks had taken place.

The Structure of Trag

2.14 Exprt Structure. During the 1950s, coffee and bananas accounted
for over two-thirds of all exports from the region. Efforts were made to
develop other agricultural export crops (mainly beef, cotton and sugar), but
by the 1960s, these efforts were redirected toward diversification through
industrialization, with the adoption of the regional ISI strategy. Although
progress was achieved in diversifying the export base, coffee and bananas
still predominate, as seen in Table 2.6. and about 60% of the region's total
export revenues is accounted for by seven commodities. This dependence on a
few export commodities is even more pronounced in the individual countries:
over 60a of export revenues are accounted for by coffee alone in El Salvador,
coffee and bananas in Honduras, coffee and cotton in Nicaragua, and coffee,
bananas and beef in Costa Rica. The share of manufactured exports to total
exports from the CACM countries is between 200 and 25%.

Table 2.6
CENTRAL AMERICA: PRINCIPAL EXPORTS AS SHARE OF TOTAL MERCHANDISE EXPORTS

(1985-1987 period average in 8)

Coffee Bananas Beef Cotton Sugar Wood Seafoo4

Costa Rica 34.3 20.3 5.6 .. 2.2
El Salvador 66.4 .. .. 1.8 3.0 .. 2.4
Guatemala 42.5 7.1 .. 3.8 5.0
Honduras 28.1 33.6 2.3 .. 2.1 4.0 5.8
Nicaragua 43.8 5.7 3.8 21.9 4.6 .. 4.4
Total CACM 41.4 15.1 2.5 3.1 3.2 0.9 2.3

Source: ECIAC and SIECA, Series Seleccionadas de Centroamerica, 1987.

2.15 The traditional agricultural exports almost all go to markets
outside the CACH and represent the dominant source of hard-currency foreign
exchange earnings in the region. Intra-CACM exports, in contrast, consist
mostly of manufactured products, particularly final consumer goods. For 1976
it was estimated that manufactured products accounted for 83% of Honduran
exports to the other CACN countries, and for El Salvador this share was as
high as 97%. Currently, manufactured goods account for 90% to 95% of total
intra-regional exports, but only constitute around 15% of all extra-regional
exports. In the 1970s, over 80% of the extra-regionally exported manufactures
were processed foods. This share declined to about 66% in 1985. Manufactured
exports other than processed foods, however, still only account for around 5%
of CACH exports outside the region. Within the region, processed foods play a
relatively minor role in trade; less than 20%.
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2.16 Imoort Structure. The broad composition of imports is fairly
similaz across all the Central American countries (Annex Table C.13). Inter-
mediate goods and raw materials average 57% of all imports, while consumer
goods and capital goods account for the remainder in approximately even
proportions. During the initial stages of industrialization, the first
industries to develop are typically those producing final consumer goods
(e.g., processed foods and assembly operations), and requiring relatively low
levels of capital intensity and technological sophistication. This pattern of
development was further encouraged by the structure of protection granted
through the customs union, which is biased in favor of consurer goods and
discriminates against intermediate and capital goods (see chapter III). As a
result, the structure of imports is such that intermediates and capital goods
primarily originate in third countries, while consumer goods imports are
largely supplied by the CACM partners.

2.17 Terms of Trade. The high export concentration in relatively few
agricultural commodities has rendered the CACM countries extremelv vulnerable
to commodity price changes, which are reflected in the fluctuations of the
terms of trade. Since all the countries exhibit a similar structure of
exports and imports, these fluctuations are highly synchronized, as shown in
Figure 3. Despite a brief decline in 1974-75, the terms of trade had been
favorable over most of the 1970s, peaking in 1977. In contrast, the terms of
trade remained depressed during the 1980s, except for a temporary improvement
of coffee prices in 1986.

2.18 SummaxX. Although the diversification of exports was a primary
motivation behind the creation of the CACN, it only succeeded in this respect
on a regional scale. Extra-regional exports remained heavily concentrated in
a few primary agricultural products, intra-regional trade consisted almost
exclusively of manufactured goods, with an emphasis on final consumer goods,
and extra-regional imports were heavily biased toward intermediate and capital
goods. That is, the CACM countries continued to rely almost exclusively on
traditional exports to obtain the necessary hard-currency inflows to pay for
extra-regional imports. These imports were critically needed, in turn, to
sustain the highly import-intensive regional manufacturing production and
intra-regional trade. Moreover, a consequence of the structural similarity in
trade patterns among the CACM countries is that adverse terms of trade changes
have a recessionary impact on all countri^s at once, so that no country can
rely on its partners to provide a stabilizing influence on demand for its
products.

2.19 The decline of commodity prices is largely responsible for the
fall in the value of extra-regional exports between 1980 and 1983. This led
to balance of payments difficulties in the region that resulted in a contrac-
tion of aggregate demand. Intra-regional trade was particularly susceptible
to disruptions in this context, given that manufactured consumer goods tend to
have higher price and income elasticities of demand than production inputs or
essential foods. Consequently, a decline in aggregate demand would have a
stronger negative impact on regional trade, which was concentrated in final
manufactures, than on extra-regional imports (see para 2.15). Furthermore,
since intra-regionally traded manufactures were highly dependent on extra-
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regionally imported inputs, the overall compression of imports is also likely
to have created some production bottlenecks on the supply side.

Figure 3

TERMS OF TRADE
170 - CENTRAL AMERICA (index 1980 = 100)

160-

140

150

120

110

100

80-

70 72 74 76 is 80 82 84 86
YEAR

* EL SALVADOR *COSTA RICA GUJATEMALA £HONDURAS M NCARAGUA
5.wt, UOm (IWON) waif coIci*IJou bm0 on Iwo Tama.

loss w p?is*wf4j 103? donA Iron OM&

2.20 After 1981, the terms of trade for the CACM countries stabilized,
but the level of intra-regional trade continued to decline. The most impor-
tant cause for the further decline of intra-CACM trade is the progressive
macroeconomic destabilization and increasing disparity of macroeconomic
policies which occurred after the late 1970s. The countries in the region
responded to the ensuing balance of payments difficulties by resorting to
exchange controls rather than adopting greater flexibility in exchange rates
and allowing relative prices to play an allocative role. These controls
applied to intra-regional as much as to extra-regional transactions, but were
particularly damaging to intra-regional trade: when exchange controls are
applied, imports of an essential nature (basic foods, medicines) typically
tend to be given priority in the allocation of import permits, followed by
intermediate goods and capital goods needed to sustain domestic production.
Final manufactured consumer goods, which dominate intra-regional trade, are
lowest on the priority list and, thus, are effectively discriminated against
(see Table 3.8).

E. Macroeconomic Policy and Performance

Fiscal Policx

2.21 The fiscal situation, measured by central government deficits,
began to deteriorate since the early 1970s in the region as a whole, though it
occurred earlier and more pronounced in some countries (Figure 4). In
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Nicaragua, the deterioration of the fiscal accounts has been almost uninter-
rupted since 1970. In Costa Rica, which had also been experiencing persistent
fiscal difficulties, deficits increased steadily after 1974. In El Salvador,
Guatemala and Honduras, on the other hand, the deterioration of the fiscal
deficit did not set in until 1978-79; coinciding with tne drastic decline in
the terms of trade. By the early 1980s, all countries exhibited central
government deficits on the order of 6%-7% of GDP, and were forced to take
contractionary measures, which had a negative impact on trade and domestic
growth. Since then, Costa Rica, El Salvador and Guatemala were able to
achieve significant deficit reductions, but in Honduras and Nicaragua the
fiscal situation continued to deteriorate. (In El Salvador, especially,
significant foreign grants facilitated fiscal deficit reductions after 1982.)

2.22 An important source of fiscal instability in the region is the
inordinately high dependence on trade taxes (Table 2.7). Except in Nicaragua,
taxes on international trade flows accounted for over 25% of total current
government revenues in 1986-87, with Honduras showing the highest ratio
(averaging 35%). These ratios are comparable to those in low-income economies
(exhibiting an average ratio of 29% in 1985), which have the least developed
taxation structures. The average ratio for lower-middle-income economies,
which includes the CACM countries, was below 15% in 1985, and is less in
higher income economies. (Nicaragua represents a special case because much of
its external trade currently takes place through public trading companies, and
increasingly in the form of barter, with trade taxes often not explicitly
recorded.) The dependence on external trade taxes has made fiscal management
inherently difficult in Central America, and highly susceptible to destabiliz-
ation through volatile commodity prices.

Tablg 27.: CENTRAL AMERICA: EXPORT AND IMPORT DUTY REVENUES AS A
SHARE OF TOTAL CURRENT CENTRAL GOVERNMENT REVENUES

(percentages)

Costa Rica El Salvador Guatemala Honduras Nicaragua

1978 27.1 39.1 40.1 43.2 16.4
1979 29.3 47.0 36.1 40.7 12.7
1980 26.3 36.1 34.8 36.7 14.2
1981 37.4 29.1 23.0 42.1 11.8
1982 38.6 25.1 17.2 35.1 10.0
1983 30.2 22.7 14.3 35.7 7.3
1984 30.9 23.6 16.2 35.4 7.0
1985 33.6 27.9 10.2 38.4 7.8
1986 33.3 40.5 24.8 35.1 8.0
1987 30.1 25.4 25.8 34.2 5.5

Source: SIECA, Series Seleccionadas de Centroamerica, June 1987, and ECLAC.



Figure 5

CURRENT ACCOUNT DEFICIT (-) OR SURPLUS
CENTRAL AMERICA

10 COSTA RICA E-L SALVADR GUATEMLA

5- 5-5 5

0 0 .1LA 0

*5 -o5 -5

-10. -10, -10

2-IS- -15- -15a -20D -20 -20

AL -25 -25 -25

-30 .. -30
707172737475767778798081828384858687 70717273747576777879838182838485865 7 -30 i7l737475767778798081828384858687

Years Years Years

10 ~ HONDURJFAS 10- NICARAGUA

10 51

o o A Source: IBRD: World Tables,

* -5 n v -5 1987; preliminary figures
c-10 -10 for 1987 based on data

-15 -15V from ECLAC.
O -20 -20

Note: Current Account Deficit includes

.25 -25 net current transfers but not

-3071 73734757877787980818,28385E88 7 172737475767787980818283848868 7 official capital grants.

Years Yeors



- 18 -

Balance of Payments

2.23 Figure 5 illustrates the behavior of the current account in the
balance of payments of the five CACM economies. Some of the year to year
fluctuations are due to changes in the terms of trade, but the substantial
differences from country to country are mainly due to disparities in fiscal
behavior, in exchange rate management, in the availability of external grants
and in the willingness or ability to borrow abroad. Costs Rica, which began
the 1970s with the largest fiscal deficits, also exhibited the highest current
account deficits. Similarly, Nicaragua's high current account deficits
(except in 1979) are clearly linked to the continuing fiscal imbalances. El
Salvador and Guatemala on average have exhibited the smallest current account
deficits.

2.24 All CACH countries experienced balance of payments difficulties in
the late 1970s, as exports declined, oil import prices increased and external
credit became increasingly scarce. Problems were compounded by capital
flight, which became significant in El Salvador and Nicaragua, beginning in
1978. (The total capital flight for all five countries has been estimated at
around US$ 2.0-2.5 billion over 1979-84, representing about 20% to 25% of the
net increase in their combined external debt over that period.) Since the
early 1980s, current account deficits gradually decreased in all countries,
except in Nicaragua, which went heavily into arraars vis-a-vis its creditors,
including its CACM partners. Increases in foreign grants and migrants'
remittances played a significant role in reducing the current account deficit
in El Salvador after 1982. Net foreign transfers also became important in
Honduras, after 1984, and in Guatemala, after 1986.

External Debt

2.25 The differences in the current account behavior among the CACM
countries are reflected in the external debt indicators, shown in Table 2.8.
Costa Rica, Honduras and Nicaragua, which on average experienced the largest
current account deficits in the 1970s, emerged with the highest debt burdens
in the 1980s. The ratios of total external debt to both GDP and total exports
for these three countries are significantly higher than the average ratios for
all developing countries, and also in comparison to the more highly indebted
Latin American and Caribbean nations as a whole. El Salvador and Guatemala,
in contrast, have relied less heavily on external borrowing and, consequently,
their debt burdens have remained relatively low, even by international
standards.

2.26 During the early 1980s, intra-regional debts also accumulated
rapidly, reaching over US$400 million by 1984. Nicaragua, and to a lesser
extent Honduras, relied heavily on credit from the other CACM members,
extended primarily through the regional payments clearing house (see Chapter
V). By 1982 loans from third-country sources had become increasingly scarce
and international interest rates had increased sharply, so the regional
creditors themselves experienced debt servicing difficulties and had to
contract intra-regional credits. That forced regional debtors into arrears
and eventually led to the collapse of the regional clearing house, which
further hampered intra-regional trade.
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CENTRAL ANERICA: EXTENL DEBT INDICATORS
(parcentages)

1970 1975 1980 1983 1985 1986 1987

Total External Debt/GNP
(.osta Rice "4. 54.2 59.5 148.0 121.8 110.1 115.7
Et Salvador 13.9 27.9 25.9 5 4.6 46.5 44.8 38.1
Guatemala 15.1 13.6 14.9 20.2 27.4 39.3 41.1
Honduras 26.1 49.4 61.7 74.4 83.1 83.6 86.9
Nicarague Ala 5990 106.2 177.4 217.9 250.9 246.4

I ZemNao:
I Developing Countries .. .. 27.8 39.6 45.6 48.3 49.7

Latin America & Caribbean .. 35.3 59.6 61.2 61.8 60.1

Externat Debt/Exports
Costa Rica 154.9 173.1 224.5 355.1 344.4 314.5 314.5
Et Salvador 55.5 84.6 71.1 167.2 162.7 164.2 189.8
Guatemal 80.4 59.4 63.6 149.5 216.1 229.4 241.0
Honduras 93.1 145.? 152.5 261.6 293.5 290.1 332.4
Nicaragua 147.3 199.0 422.3 875.4 1603.5 2087.0

Devcloping Countries .. .. 122.4 176.2 198.2 222.7 212.1
Latin America & Caribbean .. 189.3 303.2 308.9 369.0 359.5

Source: figures for 1980-87 are from IBRD, WorLd Debt Tables, 1988-89; Pre-1980 data is from
R. Cabatleros, nExternat Debt in Central America", CEPAL Review No. 32 (Aug. 1987).

Inflation

2.27 During the 1970s, all countries in the region displayed a roughly
similar pattern in the rates of 4.flation (Figure 6), with average annual GDP
Deflator growth rates ranging from 7.1% in Honduras to 10.4% in Costa Rica.
This uniform behavior was possible, despite the disparities in the fiscal and
current accounts, because of the joint adherence to fixed exchange rate
policies (see below), which was sustained, in turn, by the availability of
international reserves and fokeign lending. As a result, countries with high
deficits could avoid taking recourse to inflationary domestic finance, while
domestic excess demands were satisfied by imports.

2.28 By 1980, however, foreign commercial credit became scarcer for the
more highly indebted countries and fiscal deficits increasingly had to be
financed internally. It became more difficult to maintain the fixed exchange
rate policies pursued in the past and some countries had to devalue. This
boosted inflation, especially in Costa Rica and Nicaragua. Nicaragua intro-
duced price controls to suppress inflation in 1981-84, but these eventually
became ineffective as inflationary pressures remained high. El Salvador and
Guatemala were able to maintain relatively low inflation rates throughout the
early 1980s, having depended less on external credit, but both eventually
needed to devalue their currencies, causing a temporary surge of inflation in
1985-86. Honduras has had the longest record of low inflation.
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ANNUAL INFLATION
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Exchange Rate Policy

2.29 Until 1980, each CACH country adhered to a fixed exchange rate
policy, pegging its currency to the U.S dollar. This policy uniformity played
an important role in facilitating the expansion of intra-regional trade and in
the general coordination of common market activities. This fixed exchange
rate policy was accompanied by conservative monetary policies that kept
inflation rates aligned from country to country. Moreover, the similar
composition of exports and imports, and relatively uniform inflation rates,
meant that the terms of trade facing each country moved in unison, so that
real exchange rates also remained fairly stable relative to each other.

2.30 By the Late 1970s, the macroeconomic disequilibria tbat had
developed in several countries were aggravated by external economic shocks and
made fixed exchange rates unsustainable. Large premia developed in the black
exchange markets and a process of successive devaluations began, initially
with the adoption of multiple exchange rates, followed by a devaluation of the
official rate and, finally, an attempt to unify rates. These adjustments were
not regionally coordinated; Costa Rica first adopted multiple rates in late
1980, while Guatemala did not adopt a multiple rate system until late 1984.

2.31 Costa Rica currently maintains a unified exchange rate and follows
a policy of frequent mini-devaluations, responding to differences in domestic
and international inflation rates and to foreign exchange reserve movements.
El Salvador devalued and unified its exchange rates at five Colones/US$ in
early 1986, and maintained a fixed exchange rate policy until June 1989.
Since then, a two-tier system was introduced: an official market where the
exchange rate remains fixed at 5 Colones/USS and a banking market with a
freely flexible exchange rate that was progressively expanded and now covers
most trade transactions. Guatemala progressively unified its exchange rates
since 1986. A single exchange rate was introduced in June 1988 and managed on
a fixed basis with periodic adjustments until early November 1989, when it was
allowed to float. Honduras still maintains the official rate pegged at two
Lempiras/US$, but az officially sanctioned parallel market (CETRA/autofinanci-
amiento) has been expanded to include an increasing share of trade transac-
tions. Nicaragua continues to operate a multiple exchange rate system with
periodic maxi-devaluations.

2.32 The disparity in exchange rate management is illustrated by the
pattern of real effective exchange rate movements in Figure 7. Following a
period of uniform movements from 1978 to 1980, the real exchange rate paths
increasingly flared apart, with Costa Rica at one extreme following a strategy
of gradual real devaluation, and Nicaragua at the other extreme allowing its
exchange rate to become massively overvalued. Since 1984, Guatemala's real
exchange rate management has been moving in the direction of Costa Rica's
flexible management. In contrast, El Salvador's real exchange rate continued
to appreciate after 1986.81

8/ The relative patterns of real exchange rates are partly reflected in the
premia quoted in the parallel markets for these currencies. Since 1987,
the black market premium remained near 5Z-62 in Costa Rica, and the free
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Figure 7
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2.33 The continuing disparity in real exchange rates since 1980
represents a major obstacle to the normalization of trade within the CACM.
Costa Rica and Guatemala, which have adopted more flexible exchange rate
management, have reduced their reliance of exchange controls to maintain
balance of payments equilibrium. But El Salvador, Honduras and, particularly,
Nicaragua, all having relatively appreciated real exchange rates, continued to
depend of exchange controls up through 1988, which hampered the expansion of
intra-regional as well as extra-regional trade.

(banking) rate premium over the regulnted rate was around 82 in Guatemala
until June 1988, when all rates were unified and set at the banking rate
level. In El Salvacor, the premium was around 52 in 1987, rising to 102
in mid-1988. Despite inflation rates above international rates, the
premium has remained stable on El Salvador on account of large inflows of
foreign grants and migrants' remittances. In Honduras the premium was
around 152 in 1987, rising to 902 itn November 1988, and then declining to
402 in December. The greatest difference existed in Nicaragua, where in
January 1988, the black market premium over the official rate (then used
for a significant number of transactions) was several thousand percent,
and the premium over the legal parallel rate was over 1001. Since then,
the official and legal parallel rates have been drastically devalued
several times, but domestic inflation continues to be high, so that
current real exchange rate levels are difficult to ascertain.
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Aggregate Savings and Investment

2.34 Another major obstacle to the region's economic revival is the
steep decline of aggregate investment in most countries. Aggregate investment
as a proportion of GDP remains high in Costa Rica, exceeding 23Z, despite the
economic and political turmoil in the region during the 1980s (Table 2.9).
This provides a stark contrast to the other Central American countries. In El
Salvador, Guatemala and Honduras, gross domestic investment rates declined
significantly from the rates achteved ir. the late 1970s, which in some cases,
however, had been exceptionally high. Nicaragua surprisingly exhibits a
relatively high investment ratio, mostly due, however, to foreign savings in
the forms of accumulating arrears (instead of new net inflows) together with
the sharp decline of real GDP. The decline in investment rates is only partly
due to the reduction in foreign savings rates; El Salvador and Guatemala, for
example, depended little on foreign borrowing during the 1970s. Rather, the
most important cause is the drastic decline in gross domestic savings. In
Costa Rica, by comparison, domestic savings increased after 1980, to compen-
sate for the decline in foreign savings. This contrasting savings performance
largely accounts for Costa Rica's relative success in recovering from the
economic crisis.

Table 2.9
CENTRAL AMERICA: GROSS DOMESTIC SAVINGS (GDS) AND

GROSS DOMESTIC INVESTMENT (GDI)
(As percentages of GDP)

Costa Rica El Salvador Guatemala Honduras Nicaragua
GDI GDS GDI GDS GDI GDS GDI GDS GDI GDS

1970 20.6 13.8 12.9 13.2 12.8 13.6 20.9 14.7 18.6 16.2
1975 21.7 13.2 22.1 17.0 16.1 14.3 17.9 8.9 21.4 12.5
1980 26.6 16.2 13.3 14.2 15.9 13.1 26.0 18.5 15.4 -2.7
1981 29.0 24.1 14.2 8.1 17.0 10.5 20.6 13.9 23.6 3.3
1982 24.7 27.6 13.2 8.2 14.1 10.2 14.4 11.5 18.8 3.7
1983 24.2 23.4 13.3 8.5 11.1 9.5 15.8 12.0 22.5 5.1
1984 24.1 23.3 14.0 7.1 11.4 9.4 19.9 14.5 21.3 3.7
1985 23.3 21.8 12.8 5.9 11.5 9.1 17.3 13.0 18.8 -2.1
1986 23.1 24.4 13.3 7.0 .. .. 14.0 ..
1987 23.4 .. 12.9 .. .. .. 13.8 ..

Source: IBRD, World Tables, 1987; Figures for 1987 are based on data from
ECLAC

2.35 The climate of instability and uncertainty created by the social
and political disturbances in the region played an important role in the
decline of domestic savings rates. It has also discouraged foreign direct
investments. As shown in Table 2.10, FDI inflows represented a significant
source of foreign capital during the early 1970s, particularly in Costa Rica
and Guatemala, where they rivaled long term loans in importance. Since 1980,
total FDI inflows to the region have declined in absolute value and in
proportion to foreign debt creating inflows.
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Table 2.-10
FOREIGN DIRECT INVESTMENT INFLOWS TO CENTRAL AMERICA

FDI p.a.(U.S.$ millions) FDI/Long-Term Capital Inflows (%)

1970-74 1975-80 1981-86 1970-74 1975-80 1981-86

Costa Rica 31.6 54.8 54.5 38.7 17.7 15.4
El Salvador 8.7 10.7 7.7 13.6 9.5 5.3
Guatemala 31.2 90.9 69.2 69.1 46.6 28.3
Honduras 4.8 11.4 18.2 12.4 6.8 9.5
Nicaragua 13.1 7.3 - 15.1 6.4 -

Source: IBRD, World Tables, 1987.

2.36 The plunge in agricultural commodity prices, rising energy prices
and international interest rates, and increased social and political disturb-
ances in the late 1970s led to a drastic deterioration of the fiscal and
balance of payments accounts in the Central American economies. Paralleling
the experience of many other Latin American countries during that period, the
CAGC countries initially responded by borrowing more abroad, thus postponing
necessary domestic expenditure and price adjustments. This strategy was
unsustainable, and once external c'ommercial borrowing opportunities dried up
in the early 1980s, the CACM countries were confronted by a severe foreign
exchange shortage. That led to a severe compression of imports and a sharp
decline in economic activity in all countries, which strongly contributed to
the increasing economic disintegration of the CACN. The macroeconomic
policies adopted in Central America during the 1980s were highly disparate;
some countries introduced greater exchange rate flexibility (Costa Rica and,
later, Guatemala) and were able to exercise greater fiscal discipline (though
many became critically dependent on external official grants). Nicaragua
became increasingly destabilized, which severely hampered trade relations with
intra-and extra-regional trading partners. A common feature in all countries
was the introduction of exchange restrictions to maintain balance of payments
control. As explained earlier (para. 2.20), exchange controls had a partic-
ularly contractionary impact on intra-regional trade, due to the system of
priorities used in rationing foreign exchange and the distorted composition of
trade. Furthermore, the reliance on foreign exchange restrictions and other
import barriers inhibited the expansion of exports to third countries and,
thus, perpetuated the foreign exchange scarcity that led to the shrinkage of
intra-regional trade.

F. Main Issues and Recommendations

2.37 The continuing economic recession in Central America and advanced
state of disintegration of the common market raise two basic issues: the
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first is how to reactivate and sustain economic growth in the region. The
second is whether it would be in the best interests of the individual
countries to revive the CACH as part of that sustainable growth strategy.

Need for a New Develonment Strategy

2.38 Several countries in tl region are afflicted by armed conflicts
and maintain unsustainable macroeconomic policies. Unless these conflicts
cease and greater macroeconomic control is obtained, sustained growth will be
extremely difficult to achieve. Even in the absence of those problems,
however, fundamental structural changes are needed in the CACI countries to
create - better basis for reviving growth. A disturbing development in this
regard is the increased inward orientation of the CACM economies in the mid-
1980s, which has prevented them from taking full advantage of potential
benefits from international trade and specialization.

2.39 In this context, it is important to recognize that the pursuit of
an ISI strategy, either in a regional or national context, no longer offers a
promising basis for achieving sustained growth in the region. The opportun-
ities for rapid growth, which were provided during the first easy stages of
import substitution in the 1960s, are largely exhausted. Already prior to the
onset of the economic crisis, the growth of intra-regional exports, which
exceeded extra-regional export growth during the 1960s, had slowed down by the
early 1970s to the same pace as extra-regional export growth (para 2.04). The
further pursuit of ISI under these circumstances would involve considerable
inefficiencies and losses in productivity.

2.40 Furthermore, the external economic environment has changed
significantly since the late 1970s, and is now less accomodating toward an ISI
approach. Contrary to its objectives, the past ISI strategy did not succeed
in significantly reducing the region's dependence on primary agricultural
exports, and likely has increased ths dependence on imported inputs from third
countries. Manufactured exports increased, but mainly in the context of
intra-regional trade, since the anti-export bias generated by the ISI strategy
prevented these from becoming competitive in third country markets. During
the 1960s and 1970s, this strategy was viable because of favorable interna-
tional commodity prices and easily obtainable external credit, which enabled
deficit countries to finance current account imbalances without needing to
compress imports, either from other CACM partners or third countries. The
external environment became less favorable in this respect during the 1980s
and the prospects of significant future improvements are not encouraging: the
projected international prices for the major commodities exported from Central
America (shown in Table 2.11) all remain below the real levels achieved in
1980. New external credits also have become much more difficult to come by,
especially now that the region is laboring under a significantly heavier debt
burden than in earlier periods. Nor is it clear that further indebtedness,
even when possible, would be to the region's best advantage.
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Table 2.11
COMMODITY PRICE TRENDS AND PROJECTIONS, 1980-2000

(constant 1985 dollars)

Actual Projections

1980 1986 :987 1988 1989 1990 1995 2000

Bananas (US$/MT) 363 323 290 303 281 280 310 290
Beef (USc./kg.) 265 177 184 177 172 167 189 200
Coffee (USc./kg.) 330 363 193 213 211 211 204 205
Cotton (USc./kg.) 196 89 127 99 99 111 123 116
Sugar (USc./MT) 606 113 115 240 268 300 224 254

Note: Constant dollar projections are deflated by the IBRD's Manufacturing
Unit Value Index (1985 - lCO).

Source: IBRD, International Commodity Markets Division, Oct. 17, 1988.

2.41 Recommendation. The primary motor for growth in the past was the
expansion of trade, and this remains the most promising vehicle for overcoming
the present crisis. To achieve a trade expansion in the most efficient
maimer, the CACM countries need to embark on a strategy of overall trade
liberalization, involving the reduction of barriers to both extra-regional and
intra-regional trade. (A detailed analysis of these barriers is provided in
chapter III.) The objective of this trade liberalization is to create a less
distorted trade policy environment, which is more conducive to efficient
export growth and efficient import substitution than that created by the past
ISI strategy. In view of the limited prospects for improved traditional
agricultural commodity prices, the expansion of non-traditional exports toward
third country markets is especially important. This is needed to (i) stimu-
late domestic economic activity, (ii) relieve the foreign exchange contraints
that currently hamper intra-regional trade, and (iii) bring about a more
diversified export base, thereby reducing the region's traditional vulnerabil-
ity to commodity price fluctuations.

Benefits of Economic Reintegration

2.42 If the Central American countries were prepared to embark on a new
policy strategy of comprehensive trade liberalization, is there any point in
seeking to revive the common market? The purpose of a comprehensive trade
liberalization is to achieve greater integration into the world economy. In a
fully integrated world economy, there would be little reason to address
separately the issue of regional economic integration, since this would
already arise as a byproduct of world economic integration. Where benefits
from greater regional integration may emerge, however, is during the transi-
tion toward greater integration into the world economy.

2.43 The cornerstone of the CACM is the customs union, which in
principle involves a common external tariff toward third countries and
liberalized trade among the members. In recent years, however, barriers to
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trade between the CACM members have increased significantly with the result
that the share of intra-regional trade to total trade has declined almost to
the levels that existed before the creation of the CACM. The removal of these
barriers, therefore, would be a crucial step needed to achieve greater
regional integration. When the CACM was first created on the basis of an ISI
strategy, the removal of intra-regional trade barriers was accompanied by an
increase in external tariff barriers. For reasons discussed in the preceding
paragraphs, economic reintegration along these lines would not constitute a
promising strategy for generating sustained growth in the region. In view of
recent reform initiatives witkin the region, discussed in chapter IV, the
reintegration under such a strategy is also not a likely prospect. Rather,
the issue now is whether the region would benefit if, along with the reduction
in external trade barriers, intra-regional trade barriers were eliminated
completely.

2.44 In the trade liberalization programs currently being considered in
Central America, trade barriers are to be reduced in a gradual manner.
Furthermore, even after all reforms have been carried out, external tariff
barriezs generally remain positive, partly to generate government revenues.
Domestic industries, therefore, would still be receiving a certain ammount of
protection against outside competition, both during the transition, while
external barriers are being lowered, and afterwards. The complete elimination
of intra-regional trade barriers in this context would, give preferential
treatment to intra-regional trade relative to extra-regional trade. The
argument in favor of such a step is that it would encourage more trade and
yield potential efficiency gains through greater economies of scale. Even
though the regional market is small compared to the rest of tFe world, it is
several times larger than each national market and, thus, offers an opportun-
ity for a more efficient division of labor.

2.45 In general, it is unclear whether the trade creation gains from a
customs union outweigh the losses from trade diversion.2/ In the case of the
CACM, however, the level of integration achieved in the past was already far
advanced so that much of the infrastructural and capit-l investments in
activities oriented toward the regional market have already been made. An
expansion of trade within the region could, therefore, create gains without a
major diversion of resources away from other activities. Although the
original decision to make these investments in many cases may have been unwise
on grounds of inefficiency and, thus, represented a misallocation of
resources, intra-regional trade liberalization would enable a better utiliza-
tion of the already invested capital, thereby reducing the efficiency loss.

2/ William R. Cline and Enrique Delgado, eds. Economic Integration in Central
America (Washington, D.C.: Brookings/STECA, 1978) provides an exhaustive
discussion of the past costs and benefits of integration to the CACM
countries. The authors conclude that trade diversion significantly
exceeded trade creation over the period 1958 to 1972, but that this net
loss was outweighed by other static and dynamic net gains. See also, IBRD
Report No.2325b-CA (Sept. 1980), Annex II, for a summary of these results.
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2.46 For the CArM members combined, the decline of intra-regional trade
in manufactures as a share of regional production and consumption that took
place after 1980 was accompanied by a slight reduction in extra-regional trade
(Table 2.5). The same pattern was also observed in most countries individual-
ly, with the partial exception of El Salvador and Nicaragua. That is, the
decline in intra-regional trade had little effect on extra-regional trade in
manufactures, but rather, the individual economies became more closed. By
reversing this process, a revival of intra-regional trade could lead to a
significant trade creation without diversion of trade away from third
countries. Furthermore, the danger of inefficient trade diversion, which is
inversely related to the height of extra-regional trade barriers, would be
reduced to the extent that the decline in intra-regional trade barriers is
accompanied by lowered extra-regional barriers.

2.47 Several additional factors argue in favor of reestablishing the
CACM as an effectively functioning common market: (i) ,iven the geographical
proximity of the national markets, the elimination of intra-regional trade
barriers would lead to gains from the regional exchange of goods and services
that woule be considered "non-tradeable" from an extra-regional perspective.
This argument recognizes that the distinction between 'tradeable" and "non-
tradeable" is largely an issue of tcansportation costs rather than an intrin-
sic feature of the goods themselves. (ii) Infant exporters often require the
learning experience of selling in a regional market before they can hope to
succeed in more distant and less familiar markets. Greater regional integra-
tion would expand the opportunities for obtaining that experience. (iii)
Finally, effective economic integration could improve the basis for political
cooperation and help defuse current tensions in the region.

2.48 Recommendation. The preceding arguments present a case in favor
of achieving greater regional integration in the context of an overall free
trade environment; not as an alternative to external trade liberalization.
I.e., Central America, even if fully integrated, would still be better off by
liberalizing trade with the rest of the world. The ideal state from an
efficiency standpoint would be for the Central American countries to be
economically integrated with low and uniform trade barriers toward third
countries.

2.49 The main problem to be solved is how to approach this ideal state
from the current starting point. Two considerations concerning the current
state of the CACM economies prevent an easy solution: (i) some countries are
better prepared to initiate the reduction in external trade barriers, and
(ii) the effective elimination of intra-regional trade barriers may be
contingent on the adherence to a common external trade policy. Consequently,
the measures needed to achieve external trade liberalization could conflict
during the initial stagas of policy reform with the process of liberalizing
intra-regional trade. The purpose of the next two chapters is to identify the
main barriers to intra- and extra-regional trade, and then to define a
coordinated policy strategy, based on current reform initiatives in the
region, that would reduce the potential conflict between liberalizing external
trade and reintegrating the CACM.
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CHAPTER III

TRADE POLICY IN CENTRAL AMERICA

3.01 The most important instruments used to pursue the ISI strategy in
the CACH were tariffs and fiscal incentives. Under the customs union, a
common external tariff schedule (CET) applied to imports from third countries,
while regionally produced items were to be exempt from tariff and non-tariff
policy barriers. Most product categories were included in this arrangement,
but some important ones were not: basic agricultural products were always
excluded from the provision to liberalize intra-regional trade and certain
other products (mainly petrofuels, automobiles and distilled spirits) were
subject to different external tariffs in the separate countries. Fiscal
incentives comprised a variety of subsidies and tax exemptions to promote
industry, but most important in this respect were duty exemptions for imported
inputs and capital goods.

A. The Legal External Tariff Structure

BLackgxsun

3.02 The tariff rates in the initial CET schedule tended to be near the
upper range of the rates prevailing in the individual countries prior to
integration. The tariff schedule also included specific rates as well as ad-
valorem rates. Over time the levels of protection generated by specific
tariff rates were eroded by inflation. Tariff revenue erosion and balance of
payments difficulties led the CACM policymakers to introduce a 30% tariff
surcharge (applied to the basic external tariff in a multiplicative manner)
under the San Jose Protocol in 1969. Table 3.1 shows the average ad-valorem-
equivalent nominal tariff levels over all tariff positions, inclusive of
surcharges, prevailing in 1972.

Table 3.1
CENTRAL AMERICA: AD-VALOREM-EQUIVALENT EXTERNAL TARIFF RATES IN 1972

Unweighted Mean Trade-Weighted Mean

Costa Rica 51.5% 36.6%
El Salvador 47.6% 25.4%
Guatemala 50.1% 26.6%
Honduras 41.2% 26.2%
Nicaragua 54.4% 35.8%

Source: IBRD Report No. 2325b-CA, based on data from SIECA.
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3.03 On January 1, 1986, the CACM introduced a trade policy reform that
contained the following major elements:

(i) the common external tariff schedule was revised and
included only ad-valorem rates, eliminating all
specific tariffs;

(ii) the system of tariff classification was modernized on
the basis of the Brussels tariff nomenclature;

(iii) the Central American Agreement on Fiscal Incentives,
in effect since 1969, was terminated (see para. 3.16);
ard

(iv) the 30? import surcharges of the San Jose Protocol
were eliminated, and the combined average ad-valorem
tariff level was reduced.

3.04 In designing the new tariff schedile, a distinction was made
between competing imports, i.e., goods that were also produced in the region.
and non-competing imports.l0/ As a general guideline, among non-competing
imports, (a) essential consumer goods would receive a tariff rate between 0
and 5Z; (b) non-essential consumer geds would receive rates of around 1OZ or
more in certain instances; and (c) capital goods, intermediates and raw
materials would receive about 10?. Among competing imports, (a) raw mate-
rials, intermediate and capital goods would receive rates of 10Z, 20Z and 30Z,
depending on the degree of processing and domestic input content; and (b)
final consumer goods would receive rates between 352 and 90?, with the under-
standing that most rates would be below 602. These guidelines had a clear
protectionist intent, favoring domestically produced consumer goods in the
final stages of processing. The target range of effective protection rates
aimed for with the new CET was between 502 and 150?.

10/ When the new tariff schedule was adopted there remained some disagreements
among policymakers as to the level of rates to be applied on several items.
Consequently, the tariff positions were divided into three parts: Part I
includes all tariff positions on which a regional consensus was
established, and comprises about 90Z of all tariff positions. Part II,
comprising about 5? of all tariff positions, contains the items on which
a regional agreement could not be reached. It involves goods produced in
the region, including textiles, clothing, shoes and paper products, which
are generally highly protected. Part III comprises the remaining 5Z of
all tariff positions, and primarily involves petroleum, automobiles and
some alcoholic beverages, where it was agreed that each country may set
and alter rates independently.
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Current Tariff Structure

3.05 Table 3.2 describes the nominal legal tariff schedules for Central
America in 1987. The average rates represent a considerable reduction
compared to the legal rates prevailing before the reform. The dispersion of
tariff rates also declined, especially due to the reduction of some inordi-
nately high rates arising from specific rates. In Costa Rica, for example,
several rates exceeded 1,000 percent prior to the reform. Currently, the
maximum legal rate is 100%, but when tariff surcharges are taken into account,
the maximum combined rate rises to 253% (applied to automobiles). Among the
other countries, the post-reform maximum tariffs are 154% in Guatemala, 130%
in El Salvador (except for spirits and liquors, receiving up to 290%), and
100% in Nicaragua. Honduras introduced its new tariff schedule in December
1987. It has maximum nominal tariffs of 90%, though here also the ceiling is
substantially raised by the application of tariff surcharges (para. 3.13).

3.06 The manufacturing sector receives the highest nominal tariff
protection under the new legal tariff regime. Agriculture follows close
behind, reflecting a strategy of self-sufficiency in basic foods that has been
followed in the region since the 1960s. Within the manufacturing sector, the
tariff structures exhibit the cascading pattern associated with a protec-
tionist industrialization strategy, with the highest rates placed on final
consumer goods, followed by capital goods, and with the lowest rates on
intermediate goods and raw materials.

3.07 The production-weighted average tariffs are considerably higher
than the unweighted figures, as expected in view of the protective purpose of
the CET. In Costa Rica, the production-weighted average tariff for. manufac-
turing is about 33% (compared to an unweighted figure of 27%); in Guatemala
the weighted average is 32% (compared to 26%); and in Honduras, the weighted
average is 29% (compared to 20%). For Costa Rica, a listing was obtained that
distinguishes between imports considered to be competing with regional produc-
tion and non-competing. As indicated in Table 3.3, the difference between the
average legal tariff on competing final goods and on non-competing inter-
mediates and capital goods is extremely high, and considerably more pronounced
than suggested in Table 3.2, even though the overall average rate is the same.



Table 3.2

CENTRAL ANMERICA: The Structure of LeIal Customs Tariffs. 1987

Costa Rica E1 Salvador GUateMIa Honduras Nicaragla
Mean Std. Dev. Mean Mean Std. Dew. Mean Std. Dev. Mean Std. Dev. Mean Std. Dev.

(Including import (Excluding
surchardes) surcharges)

Whole EconoIy 26.4 21.4 21.1 23.0 25.5 25.2 21.7 19.6 18.9 21.3 20.9

Agriculture 23.3 17.8 18.3 19.0 18.8 21.3 18.6 18.1 17.8 19.1 18.1
Mining 11.6 3.5 6.7 7.2 4.2 10.9 4.6 8.3 7.7 7.2 4.3
Msnufacturing 26.9 21.7 21.6 23.5 26.0 25.7 22.0 19.9 19.0 21.7 21.1

Consumer Goods 36.4 24.6 32.1 35.8 32.7 36.2 25.2 30.4 21.1 32.6 24.3
Intermediate Goods 19.1 15.2 14.2 14.6 14.1 17.6 13.9 12.5 13.6 13.7 13.4
Capital Goods 22.8 18.6 13.5 16.5 17.5 19.4 18.5 12.3 10.9 15.5 16.9

Manufacturing Sectors

31 Food, Beverages, Tobacco 36.0 21.3 32.2 37.3 41.5 37.7 26.6 30.6 19.2 33.3 23.2
32 Textiles & Leather 38.3 22.5 34.9 43.3 31.1 36.3 27.6 33.8 25.7 35.9 27.6
33 Wood, Cork & Products 40.2 22.5 36.9 38.7 22.1 42.7 22.1 35.8 17.0 38.7 22.1
34 Paper & Printing 28.0 21.0 23.5 25.2 21.6 29.0 21.7 19.2 18.1 20.6 20.4
35 Chemical, Petro. & Cosa Prod. 18.3 15.1 13.9 14.5 15.9 17.5 15.9 11.3 15.5 14.1 15.4
36 Nonmetallic Minerals 29.8 23.7 22.7 24.6 20.0 29.1 20.2 22.5 17.4 24.6 20.037 Basic Metal Indus. 14.3 8.1 9.7 10.1 9.1 13.9 9.3 11.5 10.9 9.9 9.0
38 Metal Products, Machinery 25.9 23.7 17.8 19.6 19.9 22.1 18.2 16.4 13.0 19.0 18.I
39 Other Manufacturing 30.3 19.9 26.4 28.7 21.8 32.8 20.6 25.8 16.6 2b.3 20.3

Notes: Figures for Guatemala Include the 4S tariff increases of September 1987. Unless otherwise noted, all figures exclude tariff surcharges.

Source: Ministerio de Economia y Comercio (Costa Rica); Secretaria de Rar- nda y Credito Publico (Honduras); Arancel de Importacion. 1988;
Arancel Centrosmericano de Importacion, Julio 1986 (El Salvador, Guatemala. Nicaragua).
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Table 3.3
COSTA RICA: AVERAGE NOMINAL TARIFF RATES, 1987

Unweighted Mean Standard Deviation

Raw Materials and Intermediates
Competing 30.7 17.4
Non-Competing 10.3 5.5

Capital Goods
Competing 34.7 20.7
Non-Competing 17.1 4.8

Final Goods
Competing 50.0 17.5
Non-Competing- essential 9.7 7.5

- non-essential 56.3 35.6
All Goods 26.4 21.4

Source: IBRD estimates based on data from Ministry of Economy in Costa Rica.

The Imnact of the Tariff Structure

3.08 In comparison to other developing countries, the average nominal
tariff rates prevailing in Central America do not appear particularly high
(see Annex Table C.18).11/ Moreover, in looking at the overall frequency
distribution of tariffs (Annex Table C.19), close to one-half of all tariff
positions have rates below 10%. A more significant problem is the high
dispersion of tariffs. While a high average tariff level suppresses trade,
thus closing off the economy, a high dispersion of tariffs distorts relative
prices and leads to resource misallocations across industries without neces-
sarily reducing the overall level of trade. As observed in Chapter II, the
Central American economies are fairly open in terms of overall trade flows,
bitt the pattern of trade is highly skewed, with extra-regional exports mainly
accounted for by relatively few traditional commodities, and third-country
imports heavily biased toward intermediate goods and capital. As shown in
Table 3.4, the share of intermediate goods in total manufactured imports is
uniformly higher in the Central American countries than in all other country
groupings, including the large Latin American economies which had also adopted
an ISI strategy on the same principles as the CACM.

lJV CACM tariff rates are considerably higher, however, than those prevailing
in the major industrialized countries: prior to the Tokyo Round of GATT
negotiations (1974-79), unweighted average tariffs in the EEC, U.S. and
Japan ranged from 7% to 10%, and by 1980, the unweighted average tariffs
fell to 5%-6% while the import-weighted average tariff was 6.5% (see IBRD
World Development 1987, Chapter 8).
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Table 3.4
CENTRAL AMERICA: PERCENTAGE SHAPE OF INTERMEDIATE
MANUFACTURED IMPORTS IN TOTAL MANUFACTURED IMPORTS

1972-74 1979-81 1972-74 1979-81

Costa Rica 42.6 39.5 44 Developing countries 36.9 32.9
El Salvador 47.7 45.2 Low Income 36.2 32.2
Guatemala 45.3 35.0 Middle Income 38.1 34.6
Honduras 41.5 36.3 High Income 36.0 31.4
Nicaragua 42.0 41.1 6 Largest Latin American
CACM avg. 43.8 37.8 Economies 38.8 32.4

Source: UIiIDO, Handbook of Industrial Statistics, 1984.

3.09 The cascading pattern of the tariff structure tends to distort
import patterns and also to generate a bias against exports toward third
countries. To estimate the significance of thece effects in Central America,
legel tariff rates were regressed against the share of extra-regional imports
to total consumption in 18 industry categories (see Annex Table C.16) for
Costa Rica, Guatemala and Honduras. In each case, the two variables were
negatively correlated with highly statistically significant correlation
coefficients .*

B. Actual External Tariff

3.10 To reduce the dispersion of tariffs, Costa Rica introduced a
series of surcharges during the first stage of its structural adjustment
program in 1985. The aim was to raise the low tariffs on imported capital and
intermediate goods so as to reduce the overall dispersion of tariff rates.
Comparing the average tariffs on consumer, intermediate and capital goods,
with and without surcharges. cn Table 3.2, the range of average rates has
narrowed as a result of the surcharges, but only to a marginal extent.

3.11 Honduras has also introduced a series of tariff surcharges since
the early 1980s, but for a different reason; to prevent the erosion of tariff

12/ The legal tariff structure was also regressed against the shares of extra-
regional exports to total production in the manufacturing sectors in order
to test the influence of the anti-export bias. The correlation coeffi-
cients were not significant, however, and had varying signs. The lack of
a significant negative relation between tariff levels and export
orientation may be partly due to the granting of export incentives (see
Chapter VI), which are meant to correct the anti-export bias of the tariff
structure.
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revenues. In 1972, the reverues collected from the basic tariff code in
Honduras amounted to 13% of the CIF value of imports. This share declined to
7% in 1980, and by 1985 had fallen to 4.5%. This decline was partly due to
the inflation-generated reduction in the ad-valorem equivalent rates of
specific duties, prevailing before 1987. The most important cause, however,
was the granting of tariff exemptions.12/ The Honduran Finance Ministry
calculates that of the total value of merchandise importt, in 1985, close to
half entered under some form of tariff exemption. In response to the erosion
of tariff revenues, there evolved an increasingly complex system of tariff
surcharges devised to reverse this income loss.14/ By 1985, the basic tariff
only accounted for 26.5% of all revenues collected from imports, with the
other 73.5% accruing from tiriff surcharges. By means of these surcharges
enough revenues are generated so that the actual import duty rate is approxi-
mately equal to the unweighted average legal tariff. But this has rendered
the trade policy environment highly opaque.

3.12 In countries where tariff surcharges were not applied to the same
extent as in Honduras, tariff revenues eroded considerably during the early
1980s; seen by comparing the rates of actual import duties collected in Table
3.5 with the unweighted average legal tariff rates in Table 3.2. While the
average legal rates are in the order of 20-26%, the actual rates are generally
less than 10%, except in the Honduran case. In Costa Rica, El Salvador and
Guatemala, the actual average tariff rate declined after 1978, partly reflect-
ing the impact of inflation on specific-tariff revenues. By 1984-85, actual
tariffs rose again, as each country became more aware of the need to shore up
government finances.

12/ The fiscal incentive regime accounted for 36.5% of total exemptions granted
in 1985 and duty-exemption for public sector imports for 25%.

1i/ The surcharges currently applied are: (a) a 12% surcharge plus 8% consular
fees on all imports; (b) a 6% duty (Vigilancia) applied on the value of
exonerated import duties that would otherwise have been collected, together
with a similarly applied 10% surcharge, with rates destined to the national
development finance corporation (CONADI); (c) a 5% rate on raw materials
and intermediate imports and a 10% surcharge applicable to all other
imports (Decreto No. 54); (d) a 20% surcharge applied only to imports that
are not eligible for exonerations (Decreto No. 59); and (e) a 5% surcharge
on all private sector imports except medicines (Decreto No. 85-84).
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Table 3.5
CENTRAL AMERICA: ACTUAL IMPORT AND EXPORT DUTIES COLLECTED

AS A FRACTION OF EXTRA-CACN TRADE
(in %)

Costa Rica El Salvador Guatemala Honduras Nicaragua

M X M X X X M X M X

1978 8.7 7.8 8.6 18.3 10.1 18.9 11.3 8.3 9.7 0
1979 8.4 7.7 10.2 18.8 9.7 13.7 10.6 8.0 8.8 0
1980 8.1 9.0 6.6 17.5 8.3 13.5 8.8 8.5 11.9 0
1981 4.6 11.8 5.1 20.3 7.7 7.6 12.7 7.9 9.4 0
1982 3.5 14.3 5.5 19.8 7.1 6.0 14.8 7.5 11.6 0
19P.3 5.2 15.6 5.7 15.7 7.9 5.0 15.2 6.2 11.2 0
1984 10.5 8.9 6.8 18.2 7.7 3.4 16.8 6.2 14.4 0
1985 11.6 7.4 8.9 23.0 2.9 0.4 18.7 6.0 9.4 0
1986 10.9 - - - 9.7 - 18.3 6.0 - -
1987 - - - - 9.8 - 20.6 5.6 - -

Notes: M refers to total import duty collected (from customs tariffs, tariff
surcharges and other duties) divided by total FOB merchandise imports
originating outside the CACM. X refers to total export duty revenues
collectad, divided by total FOB merchandise exports destined outside
the CAUM. Entries denoted by (-) indicate that data are unavailable.

Source: SIECA, Series Estadisticas Seleccionadas de Centroamerica, June 1987,
ECIAC and separate Ministries of Economy.

3.13 The actual average tariff rate is considerably lower than the
unweighted average legal tariff for two basic reasons: the skewed structure
of imports and the granting of exemptions. Both are analyzed in detail for
Guatemala, where sufficiently disaggregated import and tariff data are avail-
able. Table 3.6 shows that about 20% of all Guatemalan imports in 1987 were
exempt from duty payment. Since imports originating from other CACN partners
accounted for 8% to 10% of total import value and were generally duty-exempt,
this means that between 11% and 13% of all extra-regional imports were duty-
exempt in 1987.

3.14 Table 3.6 also shows that the weighted-average import tariff,
using non-exempt imports as weights (column II), is less than half the
weighted average using only duty-exempt imports (column III). Similarly,
Table 3.7 shows that over 72% of all non-exempt imports are subject to tariffs
of less than 10%, but only 36% of all duty-exempt imports fall into these
tariff categories. Alternatively, the share of non-exempt imports paying
duties over 40% is only 9%, while almost 30% of all duty-exempt imports belong
in this range. These differences are partly explained by the fact that almost
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half of the duty-exempt imports represent imports from other CACM partners,
and this trade is highly biased toward manufactured final products that
receive the highest external tariffs. Another straightforward explanation for
this difference involves importers' responses to prices: since tariffs raise
prices, importers that pay the tariff will tend to switch toward domestic
substitutes or foreign substitutes with lower tariffs, while for duty-exempt
importers the tariff level has no relevance and so there is no incentive to
switch to lower priced substitutes.

Table 3.6
GUATEMALA: THE ACTUAL TARIFF STRUCTURE, END-1987

(percentages)

I II III
Unweighted Weighted Mean Weighted Mean

Sector Mean using Non-Exempt using Duty-Exempt
Imports Imports

Whole Economy 21.3 12.0 29.5
Agriculture 16.2 6.5 22.2
Mining 6.0 7.8 6.1
Manufacturing 21.9 12.2 29.7
Consumer goods 33.8 22.2 41.9
Intermediates 13.5 7.6 24.9
Capital goods 12.5 6.9 13.9

Memo Items:
(a) Total 1987 Imports (CIF) = 3,453 million Quetzales
(b) Total Duty-Exempt Imports - 696 million Quetzales
(c) (b)/(a) = 20.2Z
(d) Total Adjusted 1987 Import Tariff Revenue = 331 million Quetzales
(e) Value of Exempted Import Duties = 205 million Quetzales
(f) (e)/(d + e) - 38.22

Note: Actual tariff rates are calculated for every teriff position as total
tariff revenues collected, divided by total non-exempt imports (CIF).
The necessary data for calculating these rates was only available on
an annual basis. Therefore, the actual tariff rates obtained for the
entire year in 1987 represent a hybrid combination of the tariffs
prevailing before the September 1987 increases (Decreto No. 63-87) and
those applied toward end-1987. The actual rates in this table are
estimates of the rates applied during the last quarter of 1987, and
reflect an adjustment factor, derived by comparing overall actual
rates for 1986 and those calculated for the entire year of 1987.

Sources Banco de Guatemala; IBRD Staff calculations using SINTIA-T.
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lablg 3.7
GUATEMAIA: THE FREQUENCY DISTRIBUTION OF ACTUAL TARIFFS, 1987

Tariff Range (M) Percent gf Tariff Positions within Range

0 - 10 51.1
10.1 - 20 6.6
20.1 - 30 9.9
30.1 - 40 11.1
40.1 - 50 6.7
50.1 - 60 6.1

> 60 8.6

100.0

Share of Non-Exempt Share of Duty-Exempt
Imports within Imports within

Tariff Range (%) Tariff Range (I) Range (%)

0 - 10 72.3 36.0
10.1 - 40 18.4 35.0

> 40 9.3 290

100.0 100.0

CIF Value of 1987
Imports (in Quetzales) 2,757.1 million 696.1 million

Source: Banco de Guatemala; IBRD Staff calculations using SINTIA-T.

3.15 A further reason for the erosion of tariff revenues is the
presence of non-tariff import restrictions. As a rule, imports which are
subject to the most restrictive quantitative barriers, also on average are
subject to the highest tariffs. Consequently, high-tariff items are less
likely to be represented in the total import bundle than low-tariff items,
which brings down the import-weighted average tariff rates. (The Honduran
foreign exchange licensing system described in Table 3.8 provides supporting
evidence in this regard).

Fiscal Incentives

3.16 A large source of duty exemptions in the past was the regional
Agreement on Fiscal Incentives for Industrial Investment, implemented in 1969.
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Prior to this agreement, each Central American country had its own fiscal
incentive programs to stimulate industrialization, in addition to the stimulus
already provided by the protective tariff structure. The regional agreement
aimed to harmonize national incentive systems and limit their scope to prevent
excessive subsidization by the CAChI countries in competing with each other to
attract new industries. In addition to fiscal cost considerations, policy-
makers also recognized that the granting of fiscal incentives in a non-uniform
manner would render the CET irrelevant. The incentive system introduced fixed
time limits over which exemptions were to be granted to beneficiary enterpri-
ses. This would allow governments to support infant industries, but would
discourage subsidization of unviable industries over an indefinite period. In
practice, these time limits were extended continually through revisions of the
original agreement.

3.17 The incentive scheme undermined fiscal control in the region. In
El Salvador, for example, the total value of duty exonerations granted under
the fiscal incentive scheme during the fiscal year 1985/86 amounted to 206
million Colones, which exceeded the total import duty revenues collected over
that period (estimated at 189 million Colones). Moreover, the size of this
lost income represented about 10% of total government tax revenues. In
Honduras, fiscal revenues lost through tariff exemptions under this scheme
amounted to almost 40 million Lempiras in 1985 (although much of this was
recouped through tariff surcharges), compared to 80 million Lempiras of total
duty revenues from imports.

3.18 The trade policy reform of 1986 eliminated fiscal incentives
granted under the regional agreement. Each country, however, conti-nues to
maintain some national incentive programs, involving tariff exemptions, and
public sector imports also continue to be exempt from duties. Both still
represent a significant amount of foregone government revenues, as shown
earlier for the case of Guatemala (para. 3.13).

pIort Taxes

3.19 All Central American countries, except Nicaragua, impose substan-
tial taxes on their traditional export commodities, particularly coffee, in
lieu of income taxes. In most cases, however, nontraditional exports are
exempt from duties or subject to a minor charge only.L/ El Salvador exhibits
the highest dependence on export taxes, virtually all of which is accounted
for by duties on coffee. Its total revenues collected from exports have been
on average twice as high as import duty revenues over the last three years.
In Guatemala, export duties were significant during the late 1970s but have

1~5/ In Honduras, for example, all exports are subject to a 1% tariff, with
the following exceptions: silver and gold products pay a 5% tariff, and
the non-precious metals, steel/copper/lead/zinc, which account for about
3 percent of total merchandise exports, pay a 4% tariff. Bananas and
coffee are subject to special systems of export levels, involving
specific rates and a progressive tax schedule whereby rates increase
once international commodity prices exceed certain levels.
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become increasingly smaller over time.1W A similar but less pronounced
decline in the significance of export taxes can also be observed in Honduras,
while Costa Rica has maintained approximately the same rates as prevailed at
the beginning of the decade. Nicaragua represents a special case in this
regard, not comparable to the other CACM members, because most exports are
channeled through public sector trading agencies, or carried out on a barter
basis, with export taxes not levied explicitly.

Effective Rates of Protection

3.20 The 1986 regional tariff reform brought about a substantial
reduction in the average level of nominal tariffs and in their dispersion, but
it appears that these measures largely eliminated the 'water" in the tariffs
without substantially changing the protective nature of the system. One
published study on Costa Rica 1l/ examines 17 four-digit manufacturing
industries, and finds that the 1986 reforms have only had a marginal effect in
terms of reducing effective tariff protection. As a result of the tariff
reform, the average protection for the 17 industries declined from 121% in
1985 to 112% in 1986. Another study,lf/ based on a sample of over 200 Costa
Rican firms and using international price comparisons rather than legal tariff
levels arrives at a considerably higher estimate of the average level of
effective protection granted to the manufacturing sector in 1986. In 1987,
the Ministry of Economy and Commerce in Costa Rica estimated the unweighted
average level of effective tariff protection over all four-digit manufacturing
industries to be around 72S, with a standard deviation of 50%. Effective
rates ranged from less than 0 to over 200%. In a study by SIECA,12/ produc-
tion and trade-weighted average effective protection rates are estimated for

Export taxes were significantly raised in mid-1986, however, with a 40%
to 80% marginal tax on traditional exports, and a 4% tax on all non-
traditional exports. These tax increases were introduced as a temporary
measure to raise fiscal revenues and are scheduled to be slowly phased
out.

.12/ Ricardo Monge Gonzalez, La Reforms Arancelaria; San Jose, 1987.

Ricardo Monge Gonzalez and Jorge Corrales Quesada, Politicas de
Proteccion e Incentivos a la Manufactura, Agroindustria y Algunos
Sectores Agricolas en Costa Rica. San Jose, Costa Rica, 1988. This
study estimates that the average noAinal protection rate granted to
manufactured final products through tariff and nontariff barriers is 46%
and that granted to inputs is 9%, yielding an average effective
protection rate of 288%. This EPR estimate seems rather high as an
average for the whole manufacturing sector, and implies that the average
value-added rate in Costa Rican manufacturing (at international prices)
is only about 13.5%.

12/ Reported in Willmore, L. "Export Promotion and Import Substitution in
Central America's Manufacturing Sector." CEPAL/Mexico. 22/6/88, mimeo.
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the manufacturing sectors in each CACN country in 1986, yielding rates between
70% and 80%.

3.21 In a series of studies commissioned by the Honduran Ministry of
Finance,.Q/ the average level of effective protection granted prior to the
Honduran tariff reform in 1987 is estimated to be 83% for all final manufac-
tured products, while the post-reform average is estimated to have remained
around 80%. These calculations are based on the legal tariff, various
surcharges, and exonerations, but do not take into account the effect of
non-tariff protection. In another study in this series, effective protection
is calculated for a sample of 42 firms in 32 industries on the basis of
domestic and international price comparisons. Here, the average effective
protection rate is found to be 178%, as compared to 90% when using legal
tariff rates applicable to those industries. This difference is likely due to
the presence of non-tariff barriers, which are discussed in Section C.

3.22 In view of the data difficulties that hamper the computation of
effective protection rates (mainly the lack of input-output data and of
domestic-international price comparisons), accurate calculations of effective
protection are difficult to make. The existing studies, therefore, can only
serve as a rough approximation. Nevertheless, they all suggest that the
effective protection rates granted to regional manufacturers remain high on
average (well above 50%), and are higely disperse.

C. Non-Tariff Trade Restrictions

3.23 Foreign exchange restrictions currently constitute the single most
important non-tariff barrier to imports in Central America. In all countries,
importers must obtain licenses to ensure that they will be able to purchase
foreign exchange at one of the official rates from the Central Bank, before
placing an import order. Strict exchange controls were introduced in response
to the balance of payments crises in the early 1980s, as an alternative to
currency devaluation and to prevent capital flight. Exports also were moni-
tored by way of licenses to assure the delivery of foreign exchange inflows to
the Central Bank.

3.24 The restrictiveness of foreign exchange license requirements
varies by country, depending upon the degree of currency overvaluation and the
availability of reserves at the Central Bank. When the exchange rate is not
allowed to equilibrate demands and supplies, a system of priorities has to be
devised according to which foreign exchange is rationed. Honduras provides a
characteristic example: the process of obtaining foreign exchange involves two
steps. First, the importer needs to obtain an import authorization before
placing orders; and once the shipments arrive, another license is required,
authorizing the transfer of foreign exchange to the importer's commercial bank
account. Each license can take between 30 and 120 days, depending on the

2-0/ Berlinski, J. "Honduras, Estructura de Proteccion de la Industria
Manufacturera," July 1986, mimeo; and "Honduras, La Proteccion Implicita
en Actividades de la Industria Nanufacturera," May 1987, mimeo.
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priority assigned to the imported items. All imports are dlvlded lnto flve
categorles: 1 (essential goods), 2 (fuels), 3 (raw materials and interme-
diates), 4 (capital goods) and 5 (non-essential and luxury consumer goods).
Goods in category 5 are further subdlvided into three classes (A, B, and C),
in decllning order of prlority. Items included in category 5C are prohibited
from obtaining official foreign exchange, yet they can be imported, together
with all other permissible goods, with foreign exchange obtained in the
parallel market. Moreover, imports purchased through the parallel market
still require a license, but this is issued automatically within 5 working
days and does not require a further transfer authorizatlon. As noted in Table
3.8, the items that are lowest in the order of priority also in general are
subject to the hlghest average tariff rate. In other words, although exchange
controls were not primarily introduced as a vehicle for protection, they in
effect strengthen the structure of protection generated by the tariff system,
as discussed in para. 3.15.

Table 3.8
HONDURAS: THE IMPORT LICENSE REGIME, 1988

Foreign Exchange Licensing Category

essential fuels intermediates capital other consumer

1 2 3 4 5A 5B 5C
No. of Tariff

Positions 478 20 530 190 150 18 328
Tariff Structure (percentages)

Maximum Tariff 80 30 80 60 90 80 90
Unweighted Mean 11 5 17 11 31 34 36
Standard Deviation 14 6 16 10 22 20 19

Source: Secretaria de Hacienda y Credito Publico, Arancel de Importacion,
1988; Banco Central de Honduras. IBRD staff calculations using
SINTIA-T.

3.25 In 1987, about one-third of all merchandise imports in Honduras
were purchased through the parallel market. By virtue of this mechanism, it
is possible to make a rough calculation of the restrictiveness of the licens-
ing requirement as a trade barrier: the official exchange rate is 2 Lempiras/-
US$ while the rates quoted on the parallel market (December 1988) hovered
around 2.8 lempiras/US$. The trade-weighted average exchange rate therefore
is 2.27 lempiras/US$, so that the premium on the parallel market is 23%. This
means that the maximum ad-valorem equivalent rate of nominal protection
provided by the licensing system is 23%. Coupled with the legal tariff
system, however, the restrictiveness of the foreign licensing system is even
greater, since both rates apply in a multiplicative, rather than additive,
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fashion. That is, an imported item subject to a legal tariff rate of 302 and
not eligible to receive foreign exchange at the official rate, in effect pays
a combined duty of 60Z = (1 + 23%)(1 + 302).

3.26 El Salvador and Nicaragua granted foreign exchange licenses in a
similar manner as Honduras, also with a system of priorities, except for the
absence of a freely functioning officially sanctioned parallel exchange
market. In El Salvador, the legal parallel market was eliminated after the
exchange unification reform in 1986, but has been legalized again since July
1989, with a market-determined flexible parallel rate. In Nicaragua, there is
currently a multiple exchange rate system in effect, but all rates are set by
the government. In Costa Rica and Guatemala, foreign exchange licenses are
also required but are far less restrictive than in the other three countries.
According to reports by importers, foreign exchange licenses are granted
within 5 working days in Guatemala, and within 10 working days in Costa Rica.
The relative rapidity with which licenses are granted is related to the
greater flexibility of official exchange rate management observed in these two
countries; partly reflected in their relatively lower real exchange rates (see
Figure 7).21/

3.27 Other quantitative restrictions are also applied in each of the
Central American countries, but these have a less comprehensive product
coverage than the foreign exchange licensing requirement and mainly affect the
agricultural sector. In Guatemala, for example, import prohibitions applied
for other thdn health and security reasons affect 44 tariff positions, and
import licenses affect another 35 tariff positions (out of a total 1885 tariff
positions); according to the usual calculation methods, the value of manufac-
turing production covered by these QRs on imports is about 6% (see Annex B).
Similar export QRs apply to 61 tariff positions and also cover roughly 6? of
Guatemalan manufacturing production. (As shown in Annex B, however, QRs are
potentially more restrictive than these calculations indicate.) Many agricul-
tural imports and some chemicals require licenses from the Ministries of
Agriculture and Health. In such instances, it is difficult to distinguish to
what extent such licenses are used to assure adequate health and sanitary
standards or to protect domestic producers. In the case of basic grains,
imports and exports are generally channelled through government marketing
board, with the two-fold objective of assuring adequate domestic supplies to
consumers (at low prices) and protecting domestic farmers. (The result has
been that the marketing boards usually operate at a loss.)

21/ Costa Rica also requires prior deposits at the Central Bank, when
importers place a foreign exchange request. The amount of domestic
currency deposits required for this purpose has varied, and has been used
as an instrument of monetary management to control the degree of domestic
liquidity. Although this system constitutes a trade barrier, imposing
an additional cost in terms of foregone interest, the barrier is small
as long as the license processing period remains short.
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D. Xrt -RegiLgl Trade Barries

?..28 A central principle of the CACM is the elimination of trade
barriers among its members. From the beginning, this principle did not apply
to certain products, primarily agricultural goods. With the advent of the
economic crisis in the 1980s, however, intra-regional trade barriers increased
significently, thus reducing the free trade character of the CACM. The main
barrier to trade is provided by foreign exchange controls, which emerged in
response to balance of payments disequilbria, and not as independent measures
specifically directed at CACM partner imports. Although exchange licensing
requirements apply equally to extra- and intra-regional imports, they tend to
be especially restrictive for intra-regional imports because of the system of
priorities in allocating foreign exchange, which discriminates in favor of
esaential foods and intermediate inputs and against final consnmer goods. The
collapse of the regional payments clearing house (CCC) made the shortage of
foreign exchange even more problematic for intra-regional trade. The inabil-
ity of some CACM countries to settle their intra-regional debts (which largely
caused the collapse of the CCC) also prompted the other partner countries to
impose more discriminatory foreign exchange and export restrictions in some
instances. Most affected in this respect are Nicaragua, which owes more that
US$ 500 million in arrears to its regional partners, and Honduras.

3.29 Tariff restrictions play a minor role in intra-regional trade.
Import tariffs were imposed briefly when a trade conflict erupted among the
CACM members in late 1981, but they were rolled back by early 1983. Honduras
continues to impose modest duties (of around 10%) as stipulated in bilateral
trade agreements and Nicaragua has imposed a similar levy on traders operating
along its frontiers. The external tariff structure combined with generally
insignificant intra-regional tariffs, therefore, still discriminates in favor
of intra-regional trade. In contrast to earlier years, however, the tariff
structure has largely lost its effectiveness ir promoting regional trade due
to the advent of non-tariff restrictions.

3.30 The prevalence of non-tariff restrictions makes it difficult to
estimate the height of intra-regional trade barriers. W.R. Cline 2/ esti-
mated that between 1978 and 1983, the level of trade barriers in Central
America increased by the equivalent of a 16% tariff on intra-regional trade
and 22% on extra-regional trade. That estimate, however, was roughly based on
the observation that over this period the proportion of intra-regional imports
to total imports remained approximately the same for the region as a whole.
Since 1984, however, that proportion has declined significantly (see Table
2.2), suggesting that intraregional trade barriers have risen considerably
more in relation to external trade barriers than was initially estimated by
Cline.

22/ In 'The Role of Economic Integration in Central American Development"
prepared for the International Symposium on Central America in Cartagena,
Colombia; Nov 1984.
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3.31 A source of complaints among the regional trading partners is the
recent introduction of selective consumption taxes in some countries, to raise
fiscal revenues. Although these taxes do not discriminate by country of
origin, it sometimes turns out that the consumption good in question is not
produced domestically but is produced by a CACM partner. Moreover, to facili-
tate tax collections, the consumption tax is often applied by the customs
authorities at the port of entry, giving the appearance of an import duty.

3.32 Another source of discord in regional trade relations is the
problem that some final goods may enter below the legal tariff barriers in one
country, be subjected to marginal treatment and then reexported duty-free to a
partner country, thereby subvertirqv the purpose of the external tariff. Since
many of the manufactured products traded within the region have a high content
of inputs from third countries (see para. 2.10) agreement on a minimum nation-
al value-added criterion and on the procedures to verify compliance is neces-
sary. 'Rules of origin' designed to meet this problem already exist in the
CACM, specifying a 35% minimum national value-added to qualify as a regional
product. Progress was made also in verifying compliance with this rule, but
some exporters still complain that the criteria used in different countries
are not uniform and inhibit intra-regional exports. Nonitoring rules of
origin is made particularly difficult by smuggling activity, which appears to
be high according to informal reports.

3.33 Finally, there is some concern over the deterioration of transport
infrastructure, as governments are being forced to cut back their expenditures
to cope with budgetary deficits. The efforts devoted to the development of
transport links before the formal establishment of the CACM are generally
recognized to have had high payoffs in terms of encouraging and accommodating
the subsequent expansion of intra-regional trade. While the present low level
of trade does not place a major burden on the existing infrastructure, the
resumption of previous trade volumes could lead to bottlenecks if normal road
maintenance and improvements are not undertaken.

E. Summary and Concluding Remarks

3.34 In Chapter II, it was shown how the distorted trade pattern that
evolved in Central America rendered the CACM economies extremely vulnerable to
changes in the external economic environment. This chapter argued that the
trade policies adopted in the CACH strongly contributed to the development of
that trade pattern and continue to distort incentives despite the regional
trade reforms in 1986. Especially important in this respect have been the
external tariff schedule and the system of exemptions, which grant high
protection to final manufactured goods within the region and promote excessive
dependence on intermediate and capital good imports from third countries.
Since the industries encouraged in this manner largely remained uncompetitive
in third countries, the region's dependence on traditional agricultural
exports as the dominant source of hard currencies became even stronger. In
the 1980s, the biasing of incentives due to the t-ariff system was aggravated
by the introduction of non-tariff trade restricti.ns, which also discriminated
against final manufactured imports and in favor of intermediates and capital
inputs. The only 4ifference is that the non-tariff restrictions affected both
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extra- and intra-regional imports, with the result thaxt the same protectionist
policies initially applied at the regional level have been applied increasing-
ly at the even smaller national market levels.

3.35 With the advent of foreign exchange controls, the customs union
has lost much of its force as an integration instrument; as reflected in the
drastic decline of intra-regional trade. The integrative influence of a
customs union rests on two elements: intra-reglonal trade liberalization and a
common external tariff schedule. A free trade area, which only comprises the
element of intra-regional trade liberalization, also exerts an integrative
influence, though more weakly than a customs union. In contrast, the adher-
ence to a common external tariff without the element of intra-regional trade
liberalization, which largely characterizes the current CACM, has little
economic justification. Intra-regional trade liberalization, therefore, is a
necessary step if any significant economic benefits are to accrue from the
CACM.

3.36 Most critical, however, is the need to liberalize extra-regional
trade. Major trade policy reforms are required in Central America to reduce
the distortions that have led to inefficient resource allocation and to make
the overall trade environment more transparent. This would encourage the
expansion of trade with third countries and relieve the foreign exchange
shortage in the region, creating a more solid basis for sustained growth. The
main reforms needed in this regard are the reduction in levels and, particu-
larly, in the dispersion of external tariffs, the elimination of intransparent
tariff surcharges and exemptions, and the adoption of appropriate exchange
rate and macroeconomic policies to remove the reliance on foreign exchange
controls. Since exchange controls are the main barrier to intra-regional
trade, their removal would also encourage an expansion of such trade.

3.37 In implementing a trade liberalization program, the maintenance of
macroeconomic control and the appropriate sequencing of reforms are essential.
A change in tariff rates designed to adjust relative prices and induce struc-
tural adjustments in the economy will lose much of its effectiveness in the
pres nce of widespread quantitative restrictions. Also, the relative price
signals resulting from a tariff reform would remain obscured by the continued
application of tariff surcharges and exemptions. Both would have to be
removed for the tariff reform to have its desired effects. The permanent
removal of exchange controls, in turn, is contingent on sufficiently flexible
exchange rate management, coupled with enough fiscal and monetary control.
Moreover, a reduction in tariffs will attract more imports and likely reduce
fiscal revenues in the short run, which makes the task of preventing macro-
economic disequilibria even more critical. Achieving sufficient macroeconomic
control may take time and, thus, imposes a constraint on the speed with which
a comprehensive trade liberalizing program can be launched. In view of the
current disparity of individual macroeconomic circumstances among the Central
American countries, this constraint becomes important in designing a regional
trade liberalization program, as discussed next.
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CHAPTER IV

TRADE LIBERALIZATION AND ECONOMIC REINTEGRATION

A. Current Trade Reform Initiatives

4.01 The initial responses to the economic crisis in Central America
centered on the reestablishment of macroeconomic equilibrium, i.e., reducing
the balance of payments and fiscal deficits, and controlling inflation.
Despite some countries' relative progress in halting their economic decline,
there is still no sustained recovery. Output growth remains fragile, extra-
regional exports are sluggish, and intra-regional trade stagnates. This
situation has prompted policymakers to reconsider their former development
strategy focused on regional import-substituting industrialization. They have
increasingly recognized that to overcome the present economic crisis a more
eff'cient allocation of domestic resources and the expansion of external trade
are essential, which requires fundamental structural adjustments, beyond
macroeconomic stabilization. One indication of increased outward orientation
is that all CACH countries (except Nicaragua which is already a GATT member)
have begun negotiations to obtain provisional access to GATT; see Chapter VI.
The reactivation of growth will also depend on the cessation of armed
conflicts in the region. Policymakers have realized, however, that these
conflicts cannot serve as an excuse to postpone needed economic adjustments.

Costa Rica

4.02 Costa Rica initiated a structural adjuetment program in 1985. The
first phase of that program emphasized macroeconomic stabilization and
included trade measures taken in connection with the regional trade reforn of
January 1986. Also, some progress was made in the promotion of non-traditional
exports. The Government now is introducing the second phase of its strdctural
adjustment program, which involves the following: (i) further trade policy
reform, 'ii) additional reductions in the overall public sector deficit, (iii)
efficiency-improving revisions of the public investment program, (iv) finan-
cial sector reforms, and (v) better pricing, marketing and subsidy policies in
agriculture. A central element of the Costa Rican program is the trade
liberalizing policy reform. It consists of (i) external tariff adjustments
(particularly, tariff ceiling reductions), coupled with a flexible exchange
rate management, (ii) streamlining the export incentives, and (iii) expansion
of free trade zones and transport links. The objective of this reform is to
reduce the anti-export bias of the economy, to make the domestic trade
environment more competitive, to create greater clarity in the trade policy
environment, and to remove other obstacles to export growth.

Guatemala

4.03 The Guatemalan Government implemented various stabilization
measures in 1986-88, resulting in a considerable reduction in inflation and
improved fiscal and balance of payments accounts. Some improvements also have
been made recently in export promotion, with the :reatjon of a one-stop window
("ventanilla unica") to expedite export-related paperwork and the gradual
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unification and realignment of exchange rates. Having achieved considerable
59 progress in macroeconomic stabilization, the Guatemalan policymakers
recognize the need to consolidate these gains by promoting structural changes
in the external sector. The Government is currently considering further trade
reforms, similar to those initiated in Costa Rica with respect to the external
sector, including a gradual tariff ceiling reduction coupled with accommoda-
tive exchange rate devaluations and tax reform as the principal components.

Honduras

4.04 In contrast to Costa Rica and Guatemala, the primary focus of
Honduras' policymakers is still on short-terms stabilization issues. Despite
some outward signs of macroeconomic stability (the inflation rate remained
below 3Z in 1987), money supply growth has been extremely high, and the fiscal
balance remains in disequilibrium. These developments are inconsistent with
the Government's objective of maintaining the official exchange rate fixed and
are likely to have seriously disruptive consequences unless corrective actions
are taken quickly. In 1987. some improvements in tax collection, including
import tariffs, were made, and the parallel exchange rate market was given a
substantially wider operating scope in mid-1988, though policymakers are
unwilling to contemplate an outright devaluation. Measures so far mainly
serve the stabilization objective but do not resolve the structural problems
faced by the economy.

4.05 The Hr-gduran authorities now are preparing a three-year economic
plan involving further stabilization measures to be followed by a medium-term
structural adjustment program. Although the Government has not announced
specific targets, it has agreed tentatively to prepare a trade reform program
in 1989. In this context, the Government first is considering the elimination
of various tariff surcharges and exemptions, thereby putting more emphasis on
the basic tariff schedule. Some deliberations on possible tariff reductions
to reduce the protection granted to the manufacturing sector have also taken
place, but no specific proposais have been advanced.

El Salvador

4.06 Despite ongoing political turmoil, El Salvador has made progress
in reducing imbalances in the basic macroeconomic accounts since the early
1980s, and in 1987 reversed the process of rising inflation. The success in
stabilization remains fragile, however; the slowdown of inflation was achieved
largely by fixing the exchange rate, which since 1986 has been continuously
appreciating in real terms; the reduction in the current account deficit was
made possible by large increases in foreign net transfers (remittances and
official grants) rather than by adjusting merchandise trade, and finally, the
fiscal deficit was narrowed primarily by reducing government expenditures
rather than raising revenues. A problem in this last regard is that defense
expenditures account for at leabt 20? of the central government budget and are
likely to remain unpredictable. Also, El Salvador's current reconstruction
needs are so great that they cannot be met with such low non-defense govern-
ment expenditure levels. In view of the fragile of the macroeconomic situa-
tion, Salvadoran policymakers have been understandably cautious in the area of
trade reform. In 1987, some reforms streamlined the export incentive regime,
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with the aim of expanding non-traditional exports. In mid-1989, a new
Government took office and initiated a comprehensive adjustment program,
including tax reforms, tariff reduction and unification, and a more flexible
exchange rate management, designed to place the economy on an outward-oriented
growth path.

Nicaragua

4.07 The Nicaraguan economy confronts the most serious problems in
terms of macroeconomic instability and structural distortions. Inflation
rates have risen to hyperinflationary dimensions, fiscal and balance of
payments accounts are highly disequilibrated, the exchange rate has been
allowed to become vastly overvalued, and defense expenditures eat up between
40% and 50% of the government budget. Under these circumstances, economic
activity can be sustained only through direct controls, leaving little room
for the pricing mechanism, or through black markets. Since early 1988, the
Government has taken valiant measures to reduce some of the most extreme
sources of distortions, including a drastic devaluation of exchange rates,
with the intention of adopting a crawling peg; strong reductions in the rate
of monetary expansion; the elimination of price controls; the reduction of
subsidies, particularly through interest rates, which are to be indexed to
inflation to yield positive real rates; and significant cuts in government
expenditures. Nicaragua also participated in the regional trade reform of
January 1986 and continues to be involved in CACM economic policy discussions,
which have recently addressed the possibility of further trade reforms. These
steps give rise to some optimism, both in terms of reducing economic distor-
tions and in making Nicaragua's economic policies more compatible with those
of the other countries in the region.

B. Key Elements of the Trade Liberalization Initiatives

4.08 This section analyzes two key elements of the trade liberal-
ization programs initiated in Central America: (i) the revision of external
tariff levels, and (ii) the macroeconomic implications of the tariff reforms,
with a focus on the trade and fiscal accounts.

Tariff Reform Targets

4.09 The tariff reforms initiated in Costa Rica and planned in
Guatemala involve phased reductions in the external tariff ceiling (including
any tariff surcharges). In 1987, this ceiling was over 2002 in Costa Rica and
150% in Guatemala. In both cases, a tariff ceiling of 402 was chosen as the
medium term (3-year) target to be reached in six half-yearly adjustments. The
tariff floor is to remain at 52. In Costa Rica there are two exceptions to
this rules for textiles, garments and shoes, the tariff ceiling reductions ark
to be spread out over five years instead of three, although the same 402 end-
target will apply, and certain "essential' imports (medicines, basic foods)
may be subject to tariffs below 52.

4.10 The objective of the tariff ceiling reductions is to reduce the
levels ard dispersion of effective protection rates in the economy. Lack of
data, however, makes an accurate calculation of these rates difficult, so that
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the reforms have focused on ncninal rates. The reduction in tariff ceilings
while leaving the tariff floor unchanged, however, should reduce the average
level and dispersion of effective protection because of the following well
known propositions: (i) the lower is the average level of nominal tariffs, the
lower is the average level of effective tariff protection, and similarly (ii)
the smaller is the dispersion of nominal rates, the smaller is the dispersion
in effective rates.

4.11 A general feature of the proposed tariff reforms is that the
tariff changes are to be introduced in a gradual manner to avoid unnecessary
disruptions and to allow the adjustment costs to be spread out over a longer
period. When adjusting tariffs in a gradual manner, it is important that the
level and dispersion of effective protection rates be reduced at each step, in
order to give consistent signals to producers over time. The basic options
for achieving this objective are: (i) the concertina method, whereby the
highest nominal tariff is reduced first to the level of the next highest, and
then both are reduced simultaneously toward the third highest, and so on; and
(ii) the proportional method, whereby all nominal tariffs are reduced simul-
taneously by the same proportion relative to the end-target rates.

4.12 The tariff reforms in Costa Rica and Guatemala are essentially
based on the concertina method of adjustment. In Costa Rica, the method is
not applied uniformly, however, since some tariffs currently within the 5? -
402 end-target range are also being lowered, particularly tariffs on inter-
mediates and capital goods. This step could conceivably weaken the adjustment
effort, since lower tariffs on imported inputs raise the effective protection
granted to final products. Nevertheless, the Costa Rican tariff reform
targets yield a considerable reduction in the unweighted average nominal rate,
from 26.42 to 16.42, and most importantly, a reduction in nominal tariff
dispersion, from a standard deviation of 21.42 to 13.12. According to rough
Government calc-ilations, this reform reduces the average effective tariff
protection rate in manufacturing from 722 to 602 and the dispersion from 502
to 252. For Guatemala, the reduction of the tariff ceiling to 40?, leaving
lower tariffs unchanged, would reduce the average nominal tariff rate from 25?
to 211 and the dispersion from 22X to 14?.

Macroeconomic Implications

4.13 The success of a trade liberalization program depends critically
on the government's ability to maintain a stable macroeconomic environment.
Trade liberalization is less likely to succeed in a destabilized environment
for the following reasons: first, trade reforms work by permanently altering
relative prices, thereby changing the economic incentive structure. In a
destabilized environment, relative price signals are likely to be swamped by
high and variable inflation rates occasioned by macroeconomic disequilibria
and will, thus, not be perceived clearly. Second. with unstable macroeconomic
conditions the chances of policy reversals are increased, so that agents are
bound to be less responsive to relative price signals even when these are
perceived. That prolongs the structural adjustment process and increases
adjustment costs.



- 51 -

4.14 A reduction in trade barriers is likely to bring about macro-
economic disequilibria that need tv be countered by appropriate policy
responses. In particular, the decrease in the external tariff ceiling will
attract more imports and, unless import demand elasticities are extra-
ordinarily high, also will cause a reduction in tariff revenues, resulting in
a deterioration of both the balance of payments current account and the fiscal
account. To offset such a deterioration, the government must be prepared to
manage the real exchange rate and fiscal policy in a flexible manner and in
coordination with the trade policy reforms. In this respect, Costa Rica and
Guatemala have made considerable progress in closing their fiscal deficit gaps
in recent years, and their Governments have expressed a commitment as part of
their reform programs to continue their flexible management of exchange rates.

4.15 The impact of the tariff changes on import demand and fiscal
revenues has been simulated for Costa Rica and Guatemala, using the
SINTIA-T 23/ partial equilibrium model. In the Costa Rican example, the
simulations are based on the legal tariff structure and on 1986 import data;
the Guatemalan example is based on the actual tariff structure and on 1987
import data. (The full set of simulation results is presented and discussed
in Annex A). The results for Costa Rica suggest that the tariff reductions
contained in the reform program would cause yearly imports to be about 102
higher in real terms after all medium term tariff targets have been reached.
This import surge could be prevented by a real devaluation of approximately
82. Total tariff revenues in domestic currency (Colones), however, fall by
around.40% according to these calculations, requiring significant fiscal
adjustments to prevent a rising deficit. In Guatemala's example, the impact
of the tariff ceiling reduction to 40? turns out less severe. The simulations
suggest that only a 2X real devaluation is needed to prevent a deterioration
of the current account, while tariff revenues would decline by only 8X.24/

i 4.16 The significant decline in tariff revenues resulting in the Costa
Rican simulations has to be adjusted by several considerations not accounted
for in the model. First, the Costa Rica simulations are based on legal
tariffs and, therefore, do not accurately account for duty exemptions. As
indicated by Guatemalan data (chapter III, Tables 3.5, 3.6), high tariff items
represent a considerably greater proportion of duty-exempt imports than of
duty-paying imports. Therefore, the tariff ceiling reduction simulations
based on legal tariffs overstate the decline in tariff revenues (by about

23/ SINTIA-T denotes the software for Industrial, Trade md Incentives Analysis
developed by the IBRD.

24/ The main causes for the large discrepancy in the simulated revenue impact
for Costa Rica and Guatemala are: (a) the average legal tariff is
initially higher in Costa Rica than in Guatemala, so that the tariff
ceiling decline causes a greater revenue decline in Costa Rica; (b) the
Guatemalan simulation is based on a tariff ceiling reduction to 40% while
in the Costa Rican program other tariffs curi,.ttly below 401 are also
reduced; as reflected in the observation (Table 4.1) that the average
tariff falls to 16.42 at the end of the rerorm program in Costa Rica, but
only to 212 in Guatemala.
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102). Second, any devaluation that accompanies the tariff reform will raise
the domestic currency valae of export tariff revenues. Third, the simulations
ignore the possibility of endogenously stimulated export growth (that being
one of the objectives of the tariff reform), which would also increase trade
tax revenues. On the other hand, a devaluation will raise the value of public
sector expenditures, to the extent that these are made on imported items,
which increases the fiscal deficit.

4.17 Another major concern is the impact of the tariff reform and
macropolicy accommodation on inflation. When the exchange rate is devalued
just enough to compensate for reductions in tariff protection, the direct
inflationary impact of the devaluation would be offset by the deflationary
impact of the tariff reduction. I.e., the tariff reform, coupled with a
sufficient devaluation to keep the trade account balanced, would lead to
relative price changes, but would leave unchanged the average price level. A
potential problem of inflation does arise, however, if the tariff reform leads
to increased fiscal deficits that are then financed through money creation.
This danger underlines the need to maintain close fiscal control throughout
the reform process.

Recommendations

4.18 The tariff ceiling reduction to 402 represents an unquestionable
improvement in reducing the economic distortions arising from the current
tariff structure. Effective protection rates would still remain significant,
however, particularly for manufactured final goods. As shown in Table 4.1,
the nominal protection afforded to final consumer goods, after the 402 tariff
ceiling has been implemented, is almost double the nominal protection to
intermediate manufacturing inputs. Further tariff reductions and unification
after the current tariff reforms have been completed are, therefore, critic-
ally important from an efficiency standpoint and to reduce the considerable
anti-export bias still remaining in the economy.

4.19 A further tariff reduction, however, would cause further declines
in government revenues, thus potentially destabilizing the fiscal budget.
This decline could be avoided by raising the tariff floor, which yields the
added benefit of reducing the dispersion in effectiv- protection rates.
Additional simulation results presented in Annex A b ,.est that a tariff floor
increase to 102 would enable a reduction of the tarl ceiling to 202 in
Guatemala without the need for major exchange rate and fiscal adjustments.
According to the simulations for Costa Rica, an increase of the tariff floor
to 102 would allow the Government to recover almost 602 of the earlier
estimated revenue loss arising from the initial medium term tariff reform.
Moreover, as indicated in Table 4.1, the dispersion of nominal tariffs within
the manufacturing sector would be almost eliminated. Finally, a unified
tariff rate between 10? and 20? represents the optimal policy, since it
eliminates all distortions due to tariff dispersion and still would generate
enough tariff revenues to keep the fiscal accounts balanced at current levels.
In view of the currently high fiscal reliance on tariff revenues, however, the
unified tariff also should be progressively reduced and replaced by other less
trade inhibiting taxes (see para. 4.30).
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Table 4.1

CENTRAL ANERICA: IMPACT ON LEGAL TARIFF STRUCTURES Of
ALTERNATIVE TARIFF UNIFICATION TARGETS

(wweighted means and standard deviations; In X)

New Tariff Range Econamic Costa Rica El Salvador Cuatemala Honduras Nicaragua
Ceiling Floor Sector Mean S.D. Mean S.D. Mean S.D. Mean S.D. Mean S.D.

40X 5 whole Economy 16.4 13.1 18.7 14.8 21.0 13.8 17.2 14.1 18.2 14.6
Agriculture 14.7 16.5 18.3 16.3 16.7
Nining 6.7 7.2 10.9 8.3 7.2
Manufacturing 16.7 19.0 21.3 17.5 18.5
Consamer goods 23.6 25.9 27.4 25.4 25.7
Intermediates 11.8 14.0 16.9 11.8 13.3
Capital goods 11.5 15.0 17.1 12.1 14.2

40X 10X Whole Economy 18.8 10.9 21.0 12.7 21.8 13.0 19.4 12.2 20.6 12.5
Agriculture 17.3 19.0 19.5 18.9 19.1
Mining 10.8 10.7 11.9 12.2 10.8
Manufacturing 19.1 21.3 22.2 19.6 20.9
Consumer goods 25.0 27.3 28.0 26.2 27.1
Intermediates 14.8 17.0 17.9 15.0 16.3
Capital goods 14.8 17.8 17.8 14.7 17.2

301 10X Whole Economy 17.4 8.5 18.5 9.3 18.9 9.3 17.3 9.0 18.3 9.2
Agriculture 16.2 16.7 17.1 16.9 16.9
Mining 10.8 10.7 11.9 12.2 10.8
anufacturing 17.7 18.8 19.2 17.5 18.5
Consumer goods 21.9 22.6 22.9 22.2 22.6
Intermediates 14.7 16.1 16.5 14.1 15.6
Capital goods 14.5 16.2 16.2 14.0 15.9

201 101 Whole Economy 14.7 4.9 14.8 4.9 14.9 4.8 14.2 4.8 14.7 4.9
Agriculture 13.5 13.7 14.1 13.8 13.8
Mining 10.8 10.7 11.7 11.3 10.8
Manufacturlng 14.8 14.9 15.8 14.3 14.8
Conawier goods 16.7 16.7 16.8 16.6 16.7
Intermediates 13.5 13.7 13.7 12.5 13.4
Capital goods 13.2 14.0 13.7 12.5 13.9

Notes: For Costa Rica, the 401 celting - S ftloor tariff structure reflects the tariff rates to be
In place in 1990. For all other coamtries, this tariff reform is simulated by reducing all tariffs
that were above 40X in 1987 to a rate of 401X while leaving the tariff floor unchanged. The other
tariff structures are uniformly simulated for all cowutries by redccing all rates above the ceiling
rate toward the new ceiling, and similarly, by raising all rates below the floor rate to the new
floor (in accordance with the "concertinas mthod).

Source; 1BRD Staff calculations using SINTIA-T
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C. Toward a Regional Trade Liberalization Strategy

4.20 The current trade reforms in Central America are being initiated
at the national levels and primarily focus on the removal of external trade
barriers. Moreover, the proposed tariff reductions in Costa Rica and
Guatemala violate the precept of a common external tariff schedule, which has
been one of the central policy elements of the customs union. Most policy-
makers in the region recognize the need to adopt a more outward-oriented
development strategy to bring about fundamental structural adjustments in
their economies. Yet there is little consensus on the speed and extent of
reforms to be taken, due in part to the current disparity in economic circum-
stances from country to country. This lack of policy coordination and
uniformity has, raised widespread concern that the new reforms will lead to a
further disintegration of the CACM.

4.21 An effectively integrated common market with a liberalized trade
policy toward third countries offers the best prospects for achieving
sustained growth in the region. In view of the current economic circum-
stances, however, the reforms needed to achieve trade liberalization and the
principle of adhering to a common policy strategy are likely to conflict in
the short run. Among the CACM mem1,ers, Costa Rica and Guatemala have made the
most progress in realigning real exchange rates and reducing their dependence
on foreign exchange controls. This places them in a relatively favorable
position to initiate trade reforms, including needed reductions in external
tariffs. Continued adherence to a common external tariff schedule would mean
that either Costa Rica and Guatemala postpone their tariff adjustments until
the other CACM members are also prepared to embark on a trade liberalization
or, alternatively, the other CACM members push ahead and introduce similar
adjustment programs, regardless of their particular macroeconomic circums-
tances. Both alternatives would be counterproductivet Nicaragua, for
example, already has severe difficulties in maintaining macroeconomic control
and is affected by political conflicts, which limit the scope for trade
liberalizing reforms. In this case, a reduction in tariffs before greater
macroeconomic control is achieved would likely lead to further destabilization
and the eventual abandonment of reform efforts. If conversely, Costa Rica and
Guatemala were to hold off on their adjustment efforts, the opportunity costs

i would be considerable. At the present low levels of intra-regional trade
activity, the economic gains from liberalizing external trade are bound to
outweigh any potential losses from reduced intra-CACM trade that could result
from the decision to depart from the common external tariff schedule.
Moreover, it remains uncertain how long it will be until the other CACM
partners are prepared to initiate trade liberalization. Indefinite delays in
promoting needed structural adjustments increases the risk that the reform
efforts run out of steam and that new external developments could destabilize
economic activity again, leading to further postponing of reforms.

Recommendations

4.22 A united approach to trade liberalization is impractical and
difficult to achieve in the short run, given the current disparities in the
economic circumstances confronting the different countries in the region.
Instead, the recommended approach is for each country to initiate its trade
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reform program at a speed best suited to its economic circumstances and reform
capabilities, with a joint commitment to converge at common policy targets
within a predetermined time horizon. This approach calls for a suspension of
the common external tariff schedule during the initial stages of reform to
give policymakers in the separate countries greater flexibility in implement-
ing the reforms, The main tdea behind this strategy is to first establish a
well-functioning free trade area to create a stronger basis for reestablishing
a reformed customs union.

4.23 For the proposed strategy to succeed in attaining both objectives,
trade liberalization and economic reintegration, inter-country cooperation is
needed in setting common policy targets, particularly in the areas of extra-
regional and intra-regional trade liberalization and tax reform. The imple-
mentation of appropriate macroeconomic policies during the course of the trade
reform is essential, but it is not an area where explicit coordination among
the CACH members is necessary or possible at this time. What is important is
that each country design its macropolicies consistently with the trade
measures taken and with sufficient flexibility to respond to unforeseen
external developments.

4.24 Coordination of External Tariff Reform. The proposed regional
reform strategy requires a temporary suspension of the CET. That raises the
question of when external tariffs should be harmonized again and at what
level. The 5X floor - 402 ceiling adopted as tariff range targets in the
Costa Rican and proposed Guatemalan reform programs represent a reasonable
medium term target for all the CACM countries. But beyond the medium term,
further adjustments toward a 102 - 20% tariff range and, then, toward a single
uniform tariff within that range are recommended on economic efficiency
grounds discussed earlier. The adoption of a common external tariff schedule
at some point during these separate adjustment phases would enable further
tariff reforms to be taken in unison. Such a step would facilitate intra-
regional trade relations, but could also slow down progress in liberalizing
external trade. The Costa Rican and proposed Guatemalan medium term tariff
reforms are scheduled to be fully completed by mid-1992. Unless the other
countries initiate similar reform programs soon they will not likely meet this
deadline. By that time, however, the more rapidly reforming countries may be
ready to initiate further tariff reforms, especially after the initial
measures begin to yield their expected benefits. It is important then that
the momentum toward economic liberalization be maintained, and not be held
back by commitments to wait until the other partners have caught up with their
adjustments.

4.25 It would, therefore, be impractical to negotiate a common tariff
schedule within the 52 - 402 range, as this could soon be superseded by
further reforms. Instead, it would be preferable for the regional negotia-
tions to focus on the adoption of a common tariff schedule further ahead in
time and within a narrower target range, say 102 - 20?. This would set a
common goal consistent with the liberalization objective and provide more time
and flexibility for individual countries to adjust. At the same time, such a
common market agreement should only be binding with regard to the tariff range
limits and relative levels of tariff rates within those limits, thus permit-
ting countries that are in a favorable position to unify tariffs further to
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proceed. To avoid arbitrary changes in the tariff rates within the negotiated
range, however, the process of tariff unification should obey either the
proportional or concertina method of adjustment (see para. 4.11).

4.26 The implementation of a longer term CET may not be easy since the
adjustment horizon of the reforms would exceed the terms of office of the
current policymakers. In this regard, the CACH permanent secretariat (SIECA)
could play a coordinating role in designing the new tariff targets, within the
ranges prescribed by the regional governments, and provide continuity between
successive administrations. One benefit of choosing a narrow tariff range in
this context is that it limits the options for granting differentiated
protection levels to different sectors and, thus, simplifies the negotiations.

4.27 Liberalization of Intra-Regional Trade. The temporary suspension
of the CET under the proposed strategy should not impede progress in removing
existing intra-regional trade barriers. As discussed in Chapter III, foreign
exchange controls constitute the main restriction to intra-regional trade, and
their removal primarily requires the elimination of severe macroeconomic
imbalances in several of the CACH countries and the realignment of exchange
rates. These measures are needed in any event, independent of common market
considerations. Improved macroeconouiic control is also a prerequisite for
solving the problem of outstanding intra-regional debts, which provides an
additional encumbrance for regional payments transactions; see Chapter V.

4.28 Some policymakers have voiced concern that a temporary suspension
of the CET would give producers in the countries with lower external tariffs
access to the more protected market in the partner country without a recipro-
cal advantage being granted to the partner country's producers. That is, the
high-tariff country would bear the full costs of protection but only capture
part of the benefits. The potential costs giving rise to such concerns are of
minor importance in the case of the CACM: first, existing intra-regional
trade barriers are high, so that the unequal advantages would only become
relevant after significant reductions in these barriers have taken place.
Second, the medium term tariff reforms contemplated by the more rapidly
reforming countries in the region mainly focus on reductions in the tariff
ceiling rather than lowering rates near the tariff floor, which mainly apply
to imported intermediates and capital inputs. Consequently, the tariff
adjustments would not give producers in the country with lowered tariffs an
immediate cost advantage to penetrate the high-tariff partner country. The
main result would be that industries in the high-tariff country would face
more competition from third country imports in the low-tariff country and a
possible loss of market share. However, these shares have become quite small
in recent years, so that the additional loss would be relatively minor.
Third, the main payoff expected from the elimination of intra-regional trade
barriers arises from increased commerce in goods from existing regional
industries whose exports have contracted during the economic crisis, and from
goods and services that are largely non-tradeable from an extra-regional
perspective (see paras. 2.44-2.46). The expansion of trade in these goods
would be largely independent of extra-regional tariff levels. Moreover, if
new industries did expand primarily because they were granted reciprocal
protection in partner countries, it would represent a resource misallocation,
especially since that protection would only be granted temporarily.
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4.29 The success of the regional trade liberalization strategy involv-
ing the temporary creation of a free trade area presupposes that all the CACM
countries are committed to a strategy of overall trade liberalization. Some
countries may be reluctant to embark on such a reform course, however. That
raises the fundamental question of whether the other countries would be better
off liberalizing unilaterally or remaining within a more protected common
market. Given the small size of the CACM, the potential economic benefits of
liberalization toward the rest of the world are far greater than those that
could be expected from a reintegrated CACM, even in the event that all intra-
regional trade barriers were eliminated. Other considerations also play a
role in decisions to liberalize, however, and certain countries may not be
prepared to proceed. In that case, it would be best for all countries
concerned to consider a looser regional arrangement, such as the bilateral
trade ties that currently exist between Honduras and Panama, on one side, and
the other CACM countries, which allows for preferential tariffs to be imposed
on partner country imports. The imposition of tariffs on intra-regional trade
would still constitute a major improvement over the current situation, which
is dominated by intransparent non-tariff restrictions. Furthermore, such an
arrangement should not impede progress in areas other than tariff policy;
e.g., the harmonization of customs procedures and transport legislation, and
cooperation in the upkeep of regional infrastructure, which are at leest as
important in creating a freer regional trade environment and advancing the
objectives of regional integration.

4.30 Coordination of Tax Reform. The CACM countries are overly
dependent on trade taxes. Moreover, the tariff reductions envisaged in the
medium term reforn programs will likely lead to significant reductions in
government revenues (see simulations in section 8). To avoid macroeconomic
disequilibria and create a more stable fiscal basis, governments will need to
seek alternative revenue sources. In this respect, taxes on income and on
consumption expenditures are generally considered the most efficient options.

4.31 Consumption and production taxes can lead to resource allocation
problems and regional discord (para. 3.37) when applied selectively by product
or industry. These problems could be avoided if a uniform consumption tax is
applied on all products, though the level of the tax need not be the same for
each country. A uniform tax is not always feasible, however, and may conflict
with other development or social objectives--arguably milk and alcoholic
beverages should not receive equal tax treatment. In such cases, applying
selective taxes is preferable, but that may require regional coordination. A
possible strategy is to reach an agreement whereby all product categories are
separated into two parts, such that a regionally uniform consumption tax is
applied on all part I items, while each country remains free to apply indivi-
dual taxes on items in part II. (A similar strategy was used in negotiating
tho 1986 CACM trade reform; see para. 3.04)

4.32 The application of unequal personal income and corporate taxes in
different countries could also present a problem for regional integration.
While consumption taxes influence product flows, income taxes influence factor
and investment flows, which may be less responsive in the short run but will
have a resource allocation impact in the longer run. With capital mobility,
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industries would have an incentive to relocate from the areas with high taxes
to areas with lower taxes. Moreover, capital mobility would be enhanced by
the increased product mobility encouraged by a well functioning customs union
since firms could continue to supply the home market from another CACM base.
Similarly, direct foraign investment also would be attracted, other factors
being equal, to the country with the lowest taxes. The problems presented
here are the same as were addressed earlier in the CACM's attempt to harmonize
fiscal incentive legislation. In the current economic situation, harmonizing
tax legislation is not among the most pressing issues, but may become
important if intra-regional economic activity significantly revives.

D. Further Issues in Regional Policy Coordination

Intra-regional Compensation

4.33 The costs and benefits of a customs union are generally not
equally distributed among its members. Under an ISI strategy, the less
industrialized partner countries are likely to end up paying a dispropor-
tionate share of the costs of protection; Honduras' partial withdrawal from
the CACH in 1971 was largely motivated by the perception that its burden was
excessive. To assure that it would be in each country's interest to further
participate in the CACM, it may be necessary to consider a transfer mechanism
by which the net beneficiaries of the customs union compensate the relatively
disadvantaged members.

4.34 In the past, no explicit provision existed for making compensation
payments in the CACM. The problem was handled instead through the lending
policies of the regional development bank, CABEI, as part of its mandate to
promote balanced regional development: the two least developed countries in
the region, Honduras and Nicaragua, accounting for less than 25Z of the
region's total GDP, received over 40X of the loans approved by CABEI. The
idea was that in channeling a higher proportion of development projects to the
less industrialized countries in the region, not only would this constitute a
form of compensation, but at the same time the process of industrialization
would be accelerated in those countries, enabling them to compete more
effectively within the region.

4.35 This compensation scheme has several basic problems associated
with it: first, as a development finance institution held accountable by its
creditors, CABEI's efforts have to focus on the promotion of viable projects
in the region, particularly in view of current financial difficulties. The
simultaneous pursuit of compensation objectives dilutes this effort and may
lead to the financing of less economic projects, thus impairing the financial
soundness of the institution. Second, even if CABEI were to be given a
separate fund to be disbursed purely in accordance with compensatory objec-
tives, this would not represent an adequate solution to the compensation
problem. In this case, there would still remain the problem that the coun-
tries receiving the highest benefits from the protection granted through
external tariff barriers do not share equally in the costs associated with
that protection.
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4.36 Recommendation. A central principle in designing a proper
compensation mechanism is that the total regional costs of protection be
shared in direct proportion to the benefits received. Aside from the equity
aspect involved, this is important from the viewpoint of providing proper
incentives: when payments to compensate for the costs of protection are made
out of some common pool, there is no direct link between the costs and
benefits of protection, and so the beneficiary members have no incentive to
limit or reduce the amount of protection granted through the customs union.
By establishing a direct link, these members would have an incentive to limit
protection barriers, in conformance with the current trade liberalization
efforts. Establishing a proper compensation mechaniism may be a cumbersome
process, however, and in view of the currently reduced levels of trade in the
region, it does not rark among the major problems to be solved at this time.
Moreover, with progress made in the reduction of external tariffs, the total
costs of protection requiring potential compensation are reduced.

Legal Issues

4.37 Under the pre-1986 CACM legal arrangements, any change in the
external tariff structure required the unanimous consent of all the countries
involved. This system has been made more flexible under the 1986 regional
trade reform agreement. There are now two legal routes by which the external
tariff can be modified: (i) through a majority vote in the CACM Tariff
Council, which is required to implement permanent ex-,rnal tariff changes; and
(ii) through a safeguard clause, by which a country may temporarily change
tariffs unilaterally on short notice, primarily in response to severe balance
of payments difficulties.

4.38 Neither legal channel is quite adequate for introducing a regional
tariff reform program as recommended in the preceding section; i.e., involving
agreement on final tariff targets, but where each country retains the flexibi-
lity to approach that target at different speeds. The CACM Vice-Ministers of
Economy have explicitly recognized this problem and in a joint resolution of
June 1988 recommended that (i) a tariff reform proposal be prepared and
submitted for regional negotiation within one year, and (ii) that until the
new tariff agreement has been made, adherence to the current CET is to be
waived so that individual member countries have the flexibility to proceed
with the implementation of already initiated policy reforms. The recommenda-
tions made in the Vice-Ministers' resolution were officially adopted by the
Ministers of Economy on November 17, 1988, through a resolution of the CACM
Tariff Council. Also, on December 13, 1989, the Ministers of Economy and
Central Bank Presidents of the CACM member countries agreed to prepare a
program for progressively eliminating existing restrictions on intra-regional
trade. These actions clearly reflect a positive acceptance of the need for
trade liberalization and represent an important step toward providing the
necessary legal flexibility for implementing a regional strategy as suggested
above.
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CHAP2I&

THE REGIONAL PAYNMENTS SYSTEY

A. Evolution of the Re&ional_Payments Svstem

5.01 Intra-regional trade was fairly insignificant and irregular before
the creation of the CACM in 1960, and the existence of five different national
currencies did not constitute a trade-limiting factor, as payments were made
through third-country dollar accounts. Nevertheless, the central banks of the
region foresaw the benefits of a mechanism that would facilitate payments for
an increasing volume of regional trade with a minimum amount of extra-regional
currency intermediation. This led to th. creation of the Central American
Clearing House (Camara de Compensacion Centroamericana--CCC) in 1961. as a
multilateral payments clearing system, with a number of special features.
Regional transactions were cleared in five different currencies, each
expressed in Central American pesos, a fictitious currency pegged with
one-to-one parity to the US dollar. The clearing mechanism functioned in
conjunction with a US$12 million line of credit, opened by and in each country
for its four CACN partners to cover the balances accumulating over a six-month
clearance interval. Only the net balances that remained after clearance every
six months (or earlier, if the credit line was exhausted) had to be cancelled
in US dollars or other conavertible currency. The clearing system was later
bolstered by a monetary agreement that stipulated an "exchange guarantee",
whereby tie regional currencies were to remain pegged to the US dollar with
unrestricted convertibility.-/

5.02 The clearing house was one of the most effectively functioning
institutions of the CACM. The total cumulative volume of payments channeled
through the CCC until end-1987 amounted to US$11.5 billion, compared to a
total intra-regional trade volume of US$12.5 billion (Table 5.1). The share
of regional transactions egistered with the CCC increased from 48% of total
CACM exports in 1962 to 116% during 1976-1980, indicating that other current
and capital transactions in addition to trade were recorded through the CCC.
Meanwhile, the share of intra-regional payments cleate through the CCC
increased from 60% of CACH exports 'n the early 1960s to 100* in the late
1970s.

22j The Central American Monetary Agreement was signed by the five regional
central banks in 1974, with the objective of gradually creating a monetary
union that would encompass the harmonization of monetary, exchange rate
and credit policies. This agreement unified into one document three
earlier agreements, which had respectively led to the creation of the
clearing hous. in 1961, the Central American Monetary Council in 1964, and
the Fund for Monetary Stabilization in 1969.
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5.03 Increased reliance on the multilateral clearing house provided the
following advantages to the CACM: (i) each country required fewer liquid
foreign exchange reserves for trade intermediation purposes, and (ii) the
transaction costs arising from payments made through third country banks,
where the reserves were held, were correspondingly reduced. Both resulted in
net savings for the region. Furthermore, since outstanding balances were
cleared only every six months (or once they exceeded a certain sum), the CCC
served as an automatic vehicle for extending short-term credit between central
banks, which greatly facilitated intra-regional transactions.

5.04 After 1980, the volume of transactions made through the CCC
decreased with total intra-regional trade. By 1986 the proportion of trade
cleared through the CCC amounted to only 30% of intra-regional exports.
Although intra-regional trade increased again in 1987 (by almost 20% in dollar.
terms), the role of the CCC continued to decline. In that year, only US$ 29
million, or 5.7% of intra-CACM trade, was registered with the CCC, of which
1.4% was cleared while the otber 4.2% had to be paid in convertible currencies
or remained pending. Guatemala suspended its operations with the CCC in 1986,
followed by Costa Rica in l9d7.

Causes and Consequences of the Regional Payments Crisis

5.05 The most visible cause of the collapse of the CCC is the unprece-
dented accumulation of unpaid balances on the part of countries with defici-
tary intra-regional trade balances. From insignificant levels before 1980,
total intra-regional debt increased to US$422 million in 1983 and to an
unmanageable level of US$675 million in 1987. As shown in Table 5.2, the main
debtor countries are Nicaragua (accounting for 77% of total outstanding debt)
and Honduras (13%), and the main creditors are Costa Rica (54%) and Guatemala
(34%). El Salvador's debt and credit positions remained small (less than 5%)
and almost balanced. Initially, the regional payments crisis was treated as a
temporary phenomenon, and the countries with surpluses were prepared to
finance the deficit countries by rolling over their intra-regional debts. In
this way, the multilateral clearing system was transformed into a permanent
credit granting mechanism. When the creditor countries themselves experienced
external debt problems, they were no longer able to extend credit and had to
withdraw from the CCC.

5.06 Another reason for the withdrawal of the creditor countries was
that the CCC was beginning to subvert monetary stability: since the credits
extended represented assets that had been converted into local currencies (as
a counterpart of exporters' claims registered with the CCC), further credit
exLension automatically led to domestic monetary expansion without foreign
exchange backing.

5.07 From a broader perspective, the regional payments crisis is merely
one aspect of the overall balance of payments and external debt crisis that
has affected the region since the late 1970s. Although the CCC was designed
to circumvent the need for hard-currency intermediation in the conduct of
intre-regional trade, it nevertheless depended on foreign reserves, since
these were ultimately required to settle net trade balances. The lack of
foreign exchange reserves, coupled with the unwillingness of deficitary
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countries to adjust exchange rates, therefore constitute the more fundamental
cause for the collapse of the CCC.

5.08 In response to the foreign exchange shortage, the CACM countries
introduced foreign exchange licenses instead of enabling the market mechanism
to work through more flexible exchange rate management. In this context, an
important consequence of the collapse of the CCC is that foreign exchange
licenses became necessary for intra-regional transactions as much as for
extra-regional ones. Another consequence is the suspension of the automatic
credit facility the had functioned in combination with the clearing house
mechanism. Both developments created trade barriers, which had an especially
damaging impact on intra-regional trade.

The Role of FOCEM

5.09 Estat'.ished in 1969, the Central American Fund for Monetary
Stabilization (FC..EM) was created specifically to assist member countries in
response to either temporary or persistent balance of payments disequilibria.
Similar to the IMF, its purpose is to provide stabilization credits (with
maturities of up to eight years) to facilitate macroeconomic adjustments. Its
mediulm-term lending operations are conditional on the presentation and
adoption of a stabilization program involving monetary, fiscal, and exchange
rate measures. Because the fundamental causes of the payments crisfs are
macroeconomic, FOCEM represents the appropriate regional institution to
address those problems. Inadequate lending practices and the profound
magnitude of the economic crisis (which exceeded FOCEM's financial capabili-
ties), prevented a more effective impact in this regard.

5.10 FOCEI is managed by the Central American Monetary Council (CNCA)
and administered by the Central Bark of Guatemala. Its total resources in
December 1987 amounted to US$225 million, of which 56% is accounted for by
CACM member contributions and accumulated profits, while the remaining portion
is made up of external credits obtained from USAID and various Latin American
banks, partly on concessionary terms. During the early 1980s, FOCEM played a
significant role in providing adjustment lending, almost matching (90%) the
total volume of IMF credit granted to the region. In terms of financing the
region's current account deficits, however, its importance has progressively
declined: in 1978, FOCEH's lending operations amounted to 22.8% of the
combined regional deficit, falling to 11% in 1985.

5.11 A critical feature of CMCA's credit policies has been the absence
of sufficiently strict criteria of conditionality for balance of payments
support. The increasing economic difficulties of the region have led CMCA to
disburse credits without realistic programs to correct the underlying disequi-
libria. As a result, the member countries have failed to adjust sufficiently
and are unable to pay back their credits from FOCEM, which are now rolled over
on a regular basis (forcing FOCEM's external creditors to do the same).
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Ftlher Developments

5.12 With the breakdown of the regional clearing house, payments
transactions among the CACM members have increasingly taken place through
bilcteral payment agreements and barter agreements. In 1984, the principle of
multilateral payments clearing was suspended in the CCC, and all payments were
liquidated on a bilateral country-by-country basis. Subsequent bilateral
agreements have allowed for payments transactions to be made with a variety of
instruments, including US dollars, national currencies, countertrade arrange-
ments and Derechos de Importacion Centroamericanos (discussed below).

5.13 Since 1982, barter arrangements have gained increased importance
in regional trade, particularly for Nicaragua, which transacts most of kts
trade in thia manner. Such provisional arrangements represent poor sub-
stitutes for a smoothly functioning CCC and have not succeeded in eliminating
the main obstacles that hamper intra-CACM trade. Barter arrangements are
inefficie.* compared to monetary intermediation and are unlikely to lead to
the levels of trade formerly supported through the CCC.

5.14 The bilateral payment agreements preserves the clearing house
character of the CCC, but the lines of credit made available through thbza
arrangements are too limited (US$1 million) and the clearance interval too
short (two weeks); for practical purposes, trade has to be carried out on a
cash basis. Finally, neither barter nor bilateral payments are operable
without extensive licensing requirements, the same as with trade conducted via
US dollar intermediation. This is especially true for barter transactions,
which are only allowed for certain products and for which licenses ar3 needed
to monitor the relative prices at which goods are exchanged (given the absence
of realistic exchange rates).

B. Recent Proosals for Solving the Regional Payments Crisis

5.15 Various proposals to solve the regional crisis have focused on the
possibility of reestablishing the CCC or of devising alternative mechanisms
that could yield the same benefits as were provided by the CCC.

Rescheduling Arrears with the CCC

5.16 A series of proposals have been advanced to reschedule the large
volume of unsettled intra-regional debts, to clear the way for reactivating
the operation of the CCC. The "Special Plan of Economic Cooperation for
Central America," presented to the UN General Assembly in April 1988, calls
for US$350 million to be channeled through the Central American Fund of the
Common Market (FCMC) for the purpose of rescheduling the existing debts.
Earlier debt reschedulings were mainly concerned with debts to parties outside
the region and failed to correct the problem of debts within the region. The
Special Plan proposes to correct this omission and thereby facilitate the
expansion of intraregional trade.

5.17 One problem with this proposal is that the solution has been tried
before but did not succeed. The FGMC, created in 1981, was to finance
uncleared balances at the CCC in convertible foreign currencie. The
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countries ti at borrowed from the FCMC went into arrears, and the rescheduling
facility ceased operations when its funds were exhausted in 1983. The total
funds originally available to the FCMC were fairly limited in relation to the
overall outstanding debts, in contrast to the currently proposed amount, which
would cover almost half of the outstanding intra-regional debt. Even this
greater infusion of funds would not achieve lasting success, however, unless
the underlying macroeconomic difficulties that led to the debt problem are
also corrected.

Strengthening FOCEM's Role

5.18 The Special Plan also calls for a US$250 million inflow of fresh
funds to FOCEM in order to strengthen its financial position and enable it to
play a more effective role in promoting needed macroeconomic adjustments.
Increasing FOCEM's financial resources represents no more than a short term
palliative unless FOCEM itself is restructured into a more effectively
operating institution with its members prepared to follow its advice on policy
adjustments. Several reforms are required: FOCEM needs to be reconstituted
as an autonomous legal entity, independent of the central banks and adequately
protected against a freezing of its funds in the central bank accounts. The
credits granted for stabilization have to be based on strict policy condi-
tionality using economic criteria rather than political considerations. FOCEM
needs sufficient technical expertise to perform the macroeconomic analyses in
order to formulate realistic policy conditions.

Introducinx the DICA

5.19 The Derecho de Importacion Centroamericano (DICA) represents a new
instrument for settling intra-regional transactions and was introduced in
November 1986 on the recommendation of the Central American Monetary Council.
This instrument represents a claim on exports of the issuing country and has
the following principal features: it is denominated in US dollars and issued
in the name of an exporter by the Central Bank of the importer against a
deposit in national currency equivalent to the face value at the current
exchange rate. It is redeemable in the national currency of the issuing
Central Bank after 18 months, with no interest, and calculated at the exchange
rate used by the Central Bank for trade transactions at the time of redemp-
tion. The face value of the DICA is based on the CIF cost of the original
import. The DICA can be used directly by the foreign exporter to pay for
imports from any of the other CACM countries participating in this arrange-
ment, sold to any other regional importers, or held until redemption.

5.20 DICA was to serve as a multilateral payment instrument without
requiring hard-currency intermediation. By denominating the DICA in US
dollars, its holder would be protected against official exchange rate devalua-
tions by the issuing country, thereby making this instrument more attractive
than payment in national currency. By making the DICA freely negotiable, its
price would respond to demand and supplies, and therefore could partially
substitute for greater exchange rate flexibility, narrowing the difference in
the real exchange rates in the region. That is, the supply of DICAs (reflect-
ing the demand for imports in the issuing country) and the demand for DICAs
(reflecting the demand for exports from the issuing country) would together
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determine the price of DICAs, such that the surplus countries within the
region would see their DICAs sold at a premium, and those of deficit countries
would be sold at a discount. This would stimulate demand for exports from the
deficit countries and reduce demand for imports from surplus countries,
thereby fostering a more balanced intra-regional trade.

5.21 The DICA has been unsuccessful so far. Costa Rica is unable to
participate in the DICA scheme because of domestic legal constraints. The
remaining members of the CACM have sanctioned the use of DICAs, but so far
only a negligible amount of about US$2 million has been issued (by the Central
Bank of El Salvador), and these have not been used beyond the initial trans-
action.

5.22 Various factors are responsible for the DICA's lack of success:

(i} Honduras and Nicaragua which have either highly deficitary trade
balances or overvalued currencies, likely would face acceptance
problems for their DICAs. Their DICAs would be valued on the
market at a discount from the beginning, and unless the central
banks of these countries were willing to issue DICAs at an
exchange rate that reflects that discount, the exporter who
accepts them would incur an immediate capital loss. It is unlikely
that the central banks would be willing to sell DICAs at a
discount while they remain reluctant to devalue in the first
place.

(ii) The protection against capital losses afforded to the holder by
denominating the DICA in US dollars is quite limited. Since the
exchange rate at which the D-CA is ultimately converted into
national currencies is determined by the issuing central bank,
there is no guarantee that its value will reflect market forces.
The central bank could keep its currency overvalued or may have
adopted a multiple exchange rate system. Moreover, in the absence
of an active capital market to exchange DICAs before redemption,
their transactions costs are likely to be high and their value may
be subject to significant variations.

(iii) DICAs have to be registered with the central banks at each step
and do not free the user from the same export and import licensing
requirements applicable to other more conventional and familiar
forms of payment.

5.23 Finally, there are two fundamental design aspects of the DICA that
limit its effectiveness as an instrument for reactivating intra-regional
trade. First, the DICA was conceived on the principle of a dichotomized
foreign exchange market. It was hoped that the free exchange of DICAs within
the CACM could bring about a realignment of exchange rates within the region,
independent of exchange rates vis-a-vis outside currencies. This would,
however, give rise to considerable arbitrage opportunities that would even-
tually force policymakers to realign their external exchange rates as well.
Unless the policymakers are prepared to introduce such flexibility, they are
likely to resort to controls limiting the use of DICAs. That would defeat
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DICA's original purpose to reduce the payments restrictions that impede
intra-CACM trade.

5.24 Second, the DICA was designed to encourage a balance expansion
of regional trade--each country's trade account with the other CACM partners
combined would be more or less balanced. The achievement of balanced intra-
regional trade is not an adequate policy objective, however, and would most
likely involve an inefficient pattern of resource allocation. More important
is the achievement of a sufficiently balanced overall trade pattern, including
both intra- and extra-regional partners. The fact that a CACM member records
trade deficits vis-ai-vis its partners is irrelevant as long as that country
has an offsetting surplus vis-a-vis the rest of the world. Moreover, by
inducing that country to balance its trade with the regional partners, an
un ecessary constraint on trade is imposed that has the effect of limiting
overall trading opportunities rather than expanding them.

Modifying the Payments Clearing Mechanism

5.25 An inter-institutional working group comprising SIECA, CMCA, CABEI
and ECLAC proposed a modified payments clearing system in 1986 and recommended
the establishment of a clearing mechanism similar to the CCC in most respects,
but with two additional features: (i) The debts remaining at the end of the
clearing period are to be cancelled in US dollars only in proportion equiva-
lent to the direct import content of goods traded within the region (where
import content refers to inputs originating outside the region); (ii) the
remaining proportion is to be paid to CABEI to cancel outstanding obligations
of the debtor country or into a special CABEI fund to finance projects in the
debtor country.

5.26 Although such a mechanism would reduce intra-CACM trade's depen-
dence on US dollar intermediation, it does not deal with the more fundamental
causes that have led to the regional payments crisis, particularly the
misalignment of real exchange rates. Also, there is the problem that the
creditor countries would not be repa'd adequately for the domestic component
(which may contain an indirect thi:d-country import component) of their net
trade surpluses vis-a-vis the regional deficitary countries. Further defi-
ciencies of this proposal are (i) the operational complexity of the mechanism,
since it requires the estimation of direct import contents, and (ii) the role
of CABEI. A large part of CABEI's resources are already frozen in the accounts
of the five central banks because of existing foreign exchange transfer
problems.Z / The pattern of CABEI lending to its five members, as a result,
is largely determined by its past portfolio; repayments in inconvertible
currencies are merely rolled over. The proposed clearing mechanism would
increase this element of inflexibility by automatically forcing additional
loans to the deficit countries.

2/ IBRD Report of a Reconnaissance Mission to the Central American Bank for
Economic Integration, 10/31/88.
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Establishing Regional Currency Markets

5.27 Policy discussions in Central America are increasingly focusing on
the creation of a market for the regional currencies, which would be less
complex to operate than the DICA system. The beginnings of a regional
currency market already exist on an informal (and sometimes illegal) basis in
several of the Central American countries. One example is the system of
CETRAs and auto financiamiento in Honduras, which in effect involves the
exchange of lempiras for US dollars and other currencies through the commer-
cial banks. In Guatemala, the exchange of regional currencies and US dollars
has become increasingly tolerated with the declining restrictiveness of
exchange controls. These markets could be expanded and legalized, which would
allow them to function more efficiently, and at the same time enable a closer
monitoring by the central banks.

5.28 The major advantages of a freely functioning regional currency
market are that it would bring about a needed realignment of exchange rates,
both within the region and with respect to third currencies, and render
exchange rates more responsive to market forces. This is especially important
for the main deficitary countries, Nicaragua and Honduras, but also for El
Salvador, whose real exchange rate has continued to appreciate since early
1986. The potential disadvantage is that exchange rates would be more
susceptible to speculative fluctuations brought on by incipient capital
movements. It was this concern that prompted the regional central banks to
discard the prospect of a currency market in 1986 and to opt for the DICA
scheme. The region's policymakers were willing to contemplate a system with
limited currency convertibility within the region, but they were not prepared
for a system that would also lead to a free float with respect to third
currencies.

5.29 The establishment of a free regional currency market would clearly
conflict with the maintenance of foreign exchange controls in the separate
CACH countries. This may be one of the best arguments in favor of creating
such a market; it would accelerate the dismantling of exchange controls, which
represent the main barrier to intra-CACM trade expansion. It is difficult, if
not impossible, however, to c:eate an isolated market for regional currencies,
which does not involve third currencies, and which is restricted to current
account transactions. To enforce those limitations, the market would have to
be highly regulated, as in the DICA scheme, which would impair its ability to
function. If the market is to function effectively, it would have to encom-
pass open trading of third currencies and include capital account trans-
actions.

C. Recommendation: Trade Liberalization and payments System Reform

5.30 The fundamental problem to be addressed in any solution to the
payments crisis is how to bring about a realignment of exchange rates, coupled
with appropriate macroeconomic policies, in order to reduce current account
imbalances without recourse to foreign exchange controls. Some of the
proposals (e.g., the DICA scheme) have taken too narrow a perspective by
emphasizing only the realignment of currencies within the region and in
attempting to promote balanced trade within the region. Such a solution would
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eliminate the persistent accumulation of intra-regional debts. The drawbacks
are that a pattern of balanced intra-CACM trade is unlikely to be efficient
and involves a constraint that would limit the potential expansion of intra-
regional trade flows. Most importantly, it is highly unlikely that the
foreign exchange market can be segment^d in such a manner that intra-regional
exchange rates are realigned without also realigning exchange rates vis-a-vis
third currencies. The preferable objective is an overall equilibration of
trade balances, includlng intra- and extra-regional trade partners, which
would render the issue of intra-CACM trade deficits irrelevant, as these would
be paid for by offsetting surpluses elsewhere.

5.31 In realigning exchange rates to promote an overall balanced
current account, there are two basic options: one is to adopt more flexible
exchange rate management, as currently implemented in Costa Rica and
Guatemala, and the other is to allow open trading in a legalized free currency
market. The latter option amounts to a free float, and takes the question of
finding the appropriate exchange rate out of government hands. Both options
are essentially equivalent from a static perspective, in that the same
exchange rate has to equilibrate demands and supplies. Also, if the central
banks desire to smooth out fluctuations in the exchange rate, they can do so
by intervening in the foreign currencv market as well as by managing the
exchange rate directly. The only difference is that under the managed
exchange rate option, the central banks may be better able to discriminate
between participants in the market.

5.32 In view of the current economic and political instabilities in the
region, central banks may want to reserve access to the official exchange rate
market for exporters and importers (i.e., current account transactions), and
limit the participation of agents using the market for capital flight
purposes. That is, they may want to weaken the link between capital and
current account transactions. The best solution, of course, would be to
correct the underlying problems that motivate capital flight in the first
place. But this may take time, so that intervention may be required during
the interim period to avoid economic disruptions.

5.33 Under the managed exchange rate option, the return to a revised
multilateral clearing house system arguably represents the best course toward
improving the regional payments situation. This solution requires that some
means to settle the outstanding intra-regional debts be found. A refinancing
of the outstanding debt, in turn, has to be made conditional on various
up-front macroeconomic adjustments (especially exchange rate realignments) on
the part of the main debtor countries. This may take longer to implement in
some countries than in others. Meanwhile, the net creditor countries (Costa
Rica and Guatemala) could proceed to develop a revised multilateral clearing
house among themselves (including the provision of adequate credit lines and
the extension of the clearance period, beyond the terms allowed under the
current bilateral arrangements, para. 5.12). The remaining CACM members could
be admitted progressively to this arrangement, once the necessary macro-
economic adjustments have taken place and their debts have been rescheduled.
Nicaragua poses a major problem in reaching an intra-CACM debt settlement,
since it has large debts to all CACM partners and also the most destabilized
economy. El Salvador and Honduras have a modest net debtor position within
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the CACM (Table 5.2). On a bilateral basis, however, both countries have a
substantial debtor position vis-a-vis Costa Rica and Guatemala, and a substan-
tial creditor position vis-a-vis Nicaragua, which may render a process of
bilateral debt settlements difficult.

5.34 In reestablishing a multilateral clearing house, several basic
reforms are necessary in the rules of operation to prevent the recurrence of
events that caused the earlier CCC to fail. The "exchange guarantee' included
in the original CCC agreement, which called for a pegged relationship between
regional currencies and the US dollar, has to be temporarily eliminated.
Intra-regional trade flows should still be recorded, and net imbalances
settled, in terms of a hard-currency, but this should not inhibit individual
countries from adjusting their exchange rates as needed in response to
particular circumstances. Furthermore, with the introduction of trade
liberalizing measures, it is essential that a sufficiently flexible exchange
rate policy be maintained. It is also necessary to establish clear procedures
when members encounter debt repayment difficulties2 any financing of unsettled
balances must occur on the basis of, policy conditionality, applied before
disequilibria become too large. Countries that fail to meet the agreed policy
conditions would have to be suspended temporarily from the clearing house.
This is necessary to encourage compliance with the adjustment conditions and
to prevent an excessive accumulation of debt that would eventually cause the
entire system to collapse. Finally, it would be necessary to set up a
sufficiently independent decision making body (such as a reconstituted FOCEM)
with the requisite technical capabilities to identify policy adjustments and
monitor their implementation. Limited participation by external donors in the
decision making committee would help promote greater independence from
regional political influences.
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CHAPTER VI

THE PROMOTION OF NON-TRADITIONAL EXPORTS
TO THIRD COUNTRY MARKETS

6.01 The inward-oriented ISI strategy of the past has left the CACM
economies with a considerable anti-export bias, which impedes export growth
and distorts domestic resouce allocation. The trade liberalizing reforms
recently initiated in several of the Central American economies, including
more flexible exchange rate management, will have the effect of reducing that
bias. Until that bias is eliminated, however, special incentives are needed
to support the export expansion process. Even in the absence of tariff
distortions, potential exporters in Central America may still require
temporary incentives to overcome such obstacles as imperfect credit markets,
externalities associated with infant industries and lack of adequate marketing
channels.

6.02 If the expansion of exports and the generation of foreign exchange
were the only objectives motivating export promotion efforts, there would be
no reason to discriminate between traditional and non-traditional export
products. From an efficiency standpoint, all should be eligible for the same
incentives. However, the diversification of exports to reduce the region's
vulnerability to commodity price fluctuations also remains a major policy
objective in Central America. The creation of a less distorted trade environ-
ment by itself is not likely to satisfy this objective in the short run. A
natural tendency under a liberalized economic environment would be to concen-
trate resources in products where Central America's comparative advantage has
already been tested, particularly the traditional agricultural commodities.
In spite of currently stagnant covmmodity prices, this may still constitute the
most efficient allocation of resources in terms of maximizing expected long
term growth, but it may not take into account all the economic costs in terms
of risk. In the absence of fully developed forward markets that would enable
an efficient diversification of risk, incentives that discriminate in favor of
non-traditional products then would be necessary to satisfy the diversifica-
tion objective.

A. Recent Policy Developments and Initiatives

6.03 Efforts to promote non-traditional exports outside the CACH
intensified during the mid-1980s, motivated by the continuing depression of
international commodity prices and stagnating demand for Central America's
principal export crops, on the one hand, and the persistent decline in CACM
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trade, on the other.Z/ In Costa Rica, a soecial facility for export finance
(FOPEX) was established in mid-1983, followed by the implementation of an
export contract scheme in mid-1985. In El Salvador, a new law consolidating
and strengthening existing export incentives (Ley de Fomento de Exportaciones)
was passed in early 1985. In Guatemala a similar export incentives law was
adopted in 1984. Honduras adopted several laws that streamline the Customs
Office (Nov. 1987), strengthen the temporary admissions scheme (Oct. 1986),
expand the scope of export processing zones (April 1987) and establish fiscal
subsidies for non-traditional exports (April 1987). In Nicaragua, a foreign
exchange fund for non-traditional export activities began operations in 1988,
and (as in Honduras) a partial foreign currency retention scheme is to be
introduced. Finally, to streamline the procedures involved in export activi-
ties and to reduce bureaucratic impediments, Costa Rica, Guatemala and
Honduras have recently introduced "one-stop windows" for processing the
documents needed by exporters. At the regional level, SIECA and CABEI have
begun to focus on means to coordinate national export expansion efforts, with
the objective of strength,.ing the CACM as a "regional platform for production
of exports to third-country markets', but no concrete measures have been
taken.

6.04 All CACM members are currently in the process of obtaining or have
obtained provisional access to the GATT, while Nicaragua already has full
access as one of the original charter members. A hoped-for benefit of GATT
membership is that the CACM could better challenge countervailing actions in
trade disputes with other countries that could arise (and did in the case of
Costa Rica) 2i8 in response to the export promotion measures recently intro-
duced. (This benefit remains uncertain, however, as discussed below.) More
generally, GATT is being used by the region's policymakers to signal to their
constituencies and their trading partners the commitment to a more outward-
oriented development strategy. One aspect of the GATT negotiations involves
the agreement to "bind' tariff ceilings, which provides a particularly useful
opportunity to strengthen that signal.

211 Many of the current export promotion programs in Central America date back
prior to the 1980s: a regional export promotion program (PROMECA) was
established within SIECA in the mid-1960s, with support from USAID through
CABEI. Nationally, efforts to promote non-traditional.' exports were initiated
later: in Costa Rica, the creation of the Center for Export Promotion
(CEMPRO) in 1968 and the Export Promotion Law of December 1972 (whereby tax
credit certificates, CATs, were first introduced); in El Salvador and
Nicaragua, export development laws and special credit facilities for
non-traditional exporters in 1976. The creation of free trade zones in
Guatemala, El Salvador and Honduras date back to the latter half of the 1970s
(in Costa Rica these were first established in 1981), along with the
establishment of duty-drawback systems.

2/ In 1986, the U.S. initiated countervailing actions against cut flowers and
cement exports because of fiscal subsidies. The trade dispute was ultimately
settled in favor of Costa Rica, but not without discouragement to exporters
in the region.
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6.05 Costa Rica is also planning to reform its export incentive regime.
One reform proposal being considered by the Government gradually would
eliminate most of the fiscal subsidies currently granted to exporters,
particularly the tax-credit certificates (CATs), and replace them by "compen-
satory payments meant to reimburse exporters for certain quantifiable expenses
directly incurred in the process of export production. Such a reform has four
motivations: first, with the reduction in levels and dispersion of tariffs
under the new trade reform, the anti-export bias of the economy declines, and
there would be a lesser need for subsidies among exporters. Second, these
subsidies have become an increasing burden on the public purse. Third, it is
felt that the promotion of efficient import substitution is as important as
efficient export activities, so that less emphasis should be placed on
destination in granting subsidies, particularly as the trade liberalization
program proceeds. Finally, there is an increasing awareness that fiscal
subsidies could trigger countervailing actions abroad. This reform is still
under review by the Ministry of Exports but has met with heavy opposition from
exporter associations, who favor the existing system.

B. Main Export Incentives

Fiscal Subsidies

6.06 Costa Rica, El Salvador and Honduras grant direct fiscal subsidies
to eligible non-traditiQnal exporters in tax-free negotiable certificates that
can be used by the exporters to pay taxes. The face value of these
certificates is determined as a percentage of the total FOB value of exports
destined to third-country markets. These percentages vary, as described in
Table 6.1.

6.07 In Honduras, an explicit attempt has been made to introduce
uniformity in the effective incentive rate granted to exporters by applying a
progressively higher nominal CEFEX rate as the national value-added content of
the exported product increases. The average effective incentive rate
(calculated in relation to national value added, NVA) granted under the
current nominal rate structure is about 20%, and ranges from 15% for products
with 100% NVA to 26% for products vith 30% NVA. The Salvadoran system also
has a provision (though less explicit) to vary the nominal incentive rate
according to the value-added content, but it includes other criteria. The
Costa Rican system, in contrast, grants the same nominal incentive rate for
all NVA levels provided they exceed 35%. This system simplifies the incentive
processing procedures but makes the effective incentive rate nighly variable:
e.g., exports to the U.S. with 35% NVA receive an effective incentive rate of
42.7% on the value-added, while those with 100% NVA receive only 15%. That
is, the effective subsidy granted to low value-added activities is systemati-
cally greater than that granted to high value-added activities. In all cases,
only direct exporters are eligible to receive the tax-credit certificates and
the cerfificates are not granted for exports to CACM partner countries.
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Table 6.1
CENTRAL AMERICA: BASIC CHARACTERISTICS OF THE TAX-CREDIT

CERTIFICATES FOR NON-TRADITIONAL EXPORTERS. 1988

Percentage rate Applied Basic Eligibility
to FOB Export Value Conditions

Costa Rica 152 for exports to U.S. National value-added
(Certificado de Abono 202 for exports to other must be > 35Z
Tributario, CAT) non-CACM countries

El Salvador
(Certificado de Descuento Rate negotiable, with a Value of CDT cannot
Tributario, CDT) maximum of 30?, based on exceed total tax

liability

1) national value added
2) labor input share
3) impact en export

diversification
4) generation of foreign exchange

Honduras National Value-Added
(Certificado de Fomanto 52 202 - 29.92
a las Exportaciones, CEFEX) 82 302 - 49.92

10 502 - 59.92
142 602 - 89.92
152 902 - 1002

Guatemala: Despite legal provisions permitting tax credit certificates, the
system was suspended in 1986, and the respective law is to be
abolished.

Nicaragua: Currently there are no legal provisions to grant tax credit
certificates.

6.08 To become eligible for the tax-credit certificates, exporters
enter into an export contract with the relevant government agency. Under
these contracts, which generally expire after about 10 years, the exporter is
also eligible to receive other tax exemptions. In Costa Rica and Honduras,
for example, producers enjoy exemptions, in proportion to the value of
exports, from income taxes and sales taxes on domestic purchases, as well as
accelerated depreciation allowances. Moreover, in Costa Rica indirect
exporters (i.e., domestic suppliers of inputs to the exporting firm) have
recently been eligible to receive tax exemptions but not the CAT. Similar
exemptions are granted to exporters in Guatemala, except for the tax-credit
certificate. In El Salvador, exporters are eligible for tax exemptions, but
these are subtracted from the value of tax-credit certificates granted, so
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that the overall nominal fiscal incentive rate does not exceed 30% of tne FOB
export value.22/

TemDorary Admissions

6.09 All CACM countries have implemented incentive mechanisms that
provide for the suspension of import tariffs on raw materials, intermediates,
and capital goods used in the production of non-traditional exports, either as
part of the *-xport contract or under separate maquila (drawback) schemes.
Whereas the tax-credit certificates and income tax exemptions are granted on
an ex Rost basis (after the products have been exported), import tariff
exemptions are generally granted on an ex-ante basis. This requires the
existence of monitoring mechanisms to screen out other imports not used for
the production of non-traditional exports.

6.10 The temporary admissions schemes have not played a major role in
most CACM rountries as vehicles for promoting non-traditional exports. In
1986 in Guatemala, 8u firms accounting for only US$ 30 million in exports were
registered under the temporary admissions scheme, while the total value of
non-traditional exports to third countries amounted to US$ 126 million. In
1985 in Honduras, 60 firms reportedly operated under a temporary admissions or
duty-drawback system, but these accounted for a negligible fraction (less than
1%) of all duty-free imports. A likely cause for the scheme's unpouularity
was that duty exceptions could be obtained for numerous other activities, thus
removing tne incentlve to apply for temporary admission since it is limited to
exporting. For example, the industrial incentives regime in HonHduras, which
placed no restrictions on the destination of outputs, accounted for over 70%
of all duty-exempted imports in 1985. The temporary admissions scheme could
regain its attraction when some of the other incentives, especially the
industrial fiscal incentive agreements are phased out.

6.11 In Costa Rica, a temporary admissions mechanism is operated in
conjunction with the export contract. This system has been popular largely
because exporters are eligible simultaneously to receive tax credit certifi-
cates. The maquila regime also has become popular in recent years for
assembly firms that do not meet the minimum NVA requirement to qualify for the
tax certificates. It is estimated that maguila exports increased from US$10
million in 1984 to US$ 40 million in 1987, amounting to over 10% of non-tridi-
tional exports to third countries in 1987. Moreover, in the case of maquila
exports, only the value-added (estimated on average to be 25%) is recorded as
an export of services, which therefore underestimates the total value of these
exports.

2/ In the mid-1980s, Costa Rica and Honduras had also provided tax-credit
certificates based on incremental export growth (denoted Certificados de
Incremento de Exportaciones, CIEX), but these have been discontinued.
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Free Trade Zones

6.12 Each CACM member, except Nicaragua, currently operates one or more
free trade zones (FTZs). Except for the tax-credlt certificates, FTZ status
generally confers the same benefits granted under the other export incentive
systems, plus foreign currency retention, speedier on-site customs procedures,
and greater facillty in repatriating profits. So far, the success of FTZs in
Central America has been limited. The San Bartolo FTZ in El Salvador has
difficulties in attracting investors because of guerrilla disruptions. The
Puerto Cortes FTZ in nionduras and the Santo Tomas de Castilla FIZ in Guatemala
have not grown significantly in recent years and account for a negligib.e
portion of both countries' non-traditional exports. Inadequate management,
high overhead costs and difficulties with labor unions have been cited as
major problems hampering their operations. In Costa Rica, two FTZs were
established in 19R1 under nublic management in Puntarenas and in Noin, but
these had little success, mainly due to lack of infrastructure and poor
location. An FTZ facility was established under private management in Cartago
(near San Jose) in 1985, however, with good results: 17 firms had initiated
operations by mid-1987, providing direct employment for alunst 2,000 people,
and further growth is expected.

Sxnort Finance

6.13 Specialized institutions for export financing do not exist yet in
most CACM countries. In 1983 Costa Rica created a-a Export Financing Fund
(FOPEX) as a second-tier facility at the Central Bank. It discounts pre-
export and short-term working capital loans extended by commercial banks.
FOPEX functions as a revolving foreign exchange fund, which also encompasses
indirect exporters. It included a window for automatic access to foreign
exchange for exporterp. This window ceased operations in 1985 when access to
foreign exchange from the Central Bank became easier as the government adopted
a more flexible exchange rate policy. The total financial resources of FOPEX
now amount to about US$ 68 million. Annual disbursements of the fund reached
US$ 62 million in 1987, in 890 operations inrolving 173 exporting firms.
Loans are made at competitive international rates and are repayable in hard
currency. The Costa Rican Government Is now planning to expand FOPME finan-
cial resources and also introduce an Export Guarantee and Insurance Scheme, a
facility so far not available in any of the CACM countries. Guatemala is also
preparing to introduce a similar export financing fund and insurance scheme.

Foreign Currency Retention

6.14 In Honduras, a partlal retention scheme (autofinanciamiento) was
introduced in 1985 for certain exporters. This scheme was expaided in 1988
with the creation of transferable foreign currency certificates (CETRAs),
which allow automatic purchases of foreign exchange at the official exchange
rate. Eligible "on-traditional exporters receive CETRAs for the equivalent of
30% of the value of exports. The foreign exchange certificate is transferable
,ince, w,ithin 30 days of the date of issue, and has to be uased for import
purposes within seven months. This last restriction was introduced to prevent
the hoarding of CETRAs. Since the parallel market exchange rate exhibited a
premium about 40% over the official exchange rate during end-1988, the partial
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retention system provides a nominal subsidy rate of 12a on the total value of
exports, provided the exporcer is able to purchase all his imported inputs at
the official exchange rate. Originally, the scope of the CETRA system
remained limited, covering only about 18 product categories. In Mid-1988,
however, the Government approved the extension of CETRA coverage to all
products except bananas and minerals, which are subject to separate retention
schemes.

6.15 Nicaragua also is considering the introduction of a partial
currency retention scheme for non-traditional exporters. According to
official press reports, industrial exports are to be eligible for 25% foreign
currency retention of total export value under this scheme, while non-tradi-
tional agricultural exports will retain 50% of the foreign exchange generated.
In exceptional cases, involving products never before exported from Nicaragua,
full currency retention is contemplated. The remaining CACM countries are not
planning to adopt foreign currency retention scnemes, except to the extent
that intra-regional tr.-de is alloved to be carried out in national currencies.
Moreover, in Costa Rica and Guatemala, cuch schemes now would not constitute a
major incenti re since the parallol market exchange rates do not exhibit a
significant premium.

C. The Effectiveness of Export Incentives

Effectiveness in Reducing the Anti-Export Bias

6.16 In discussing the anti-exporr bias of an aconomy arizin-g £rom
policy induced distortions of relative prices and incentives, it is useful to
distinguish between a direct bias and a total bias. Direct bias refers
to the higher costs to domestic producers of imported inputs because of tariff
and non-tariff barriers, which places them at a competitive disadvantage
vis-a-vis producp---, abroad. In this regard, an adequately functioning
temporary admirsions system, unhampered by quantitative and foreign exchange
restrictions, would enable domestic producers to obtain imported inputs on the
same terms as foreign competitors. Such a system would not eliminate total
bias, however, which refers to the relative incentive to produce for the
domestic market, as indicated by the level of effective protection, versus the
incentive to export. This cakes into account that (a) an industry may be able
to compete abroad but finds it more profitable to produce for the more highly
protected domestic market; (b) to the extent that import substitution is
favored by protection, import substituting industries are competing with
exporters for domestic inputs, which raises their prices and redur.es the
exporters' ability to compete abroad; and (c) import restrictions that raise
effective protection rates tend to drive up a country's real exchange rate,
thereby also making exports less attractive. A crieerion for judging the
effectiveness of export promotion programs is to calculate whether the
effective incentives granted for exports exceed or fall below the disincen-
tives created by other trade policy instruments.

6.17 Several indicative studies on effective protection le-els (Chapter
III) have estimated that the average effective protection granted to manufac-
turing activities through the legal tariff system lies in the range of 70% to
80%. Including non-tariff barriers, the effective protection rates are much
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higher. In contrast, some rough calculations suggest that the quantifiable
incentives currently granted through the export promotion proqrama are smaller
and thus do not eliminate the total bias of the trade policy syaZm against
export activities, though they may be sufficient to overcome the direct bias.
In Costa Rica, for example, a CAT subsidy of 20% on export value combined with
the duty-free admission of imported inputs would Yield a maximum effective
incentive of 57% for a firm generating a 35% value added (the smallest
permissible level for CAT eligibility). In Honduras, the maximum incentive
would be 27% for a firm with 30% value-added. In addition, if this firm has
access to preferential exchange rates under the CETRA scheme, the maximuam
total effective incentive rate would increase to 67%; well below the average
effective protection rate granted for import substitution activities.!-Q/

6.18 A further incentive in the preceding examples is the exemption
from taxes on profits. The maximum marginal income tax in the CACM countries
lies between 30% and 40%, and the exemption from this tax potentially could
raise the total effective incentive rates above 100%. Income tax collection
in Central America is weak, however, so that few firms pay such high rates.
Furthermore, to the extent that such exemptions also are granted to import
substituting activities, the total bias against export activities would not
change.

fereived Effectivewess of Incentives

6.19 According to most opinion polls among international investors, tax
incentives are not among the major deciding factors in entrepreneurial
planning, though they may be important at the margin when choosing between
competing countries as a location for direct investment. Economic and
political stability, availability of skilled labor, infrastructure, proximity
to markets, and access to raw materials are usually listed as more important.

6.20 To investigate what are perceived to be the main problems con-
fronting industrial exporters and the effectiveness of promotion instruments
in Costa Rica, an opinion poll in 1985 sampled 220 firms of which about half
were involved in export activities either to the CACH or to third countries.
Table 6.2 shows that 50% of all firms cited a lack of competitiveness as a
constraining factor in exporting toward third country markets; each of four
other factors was cited by about 25% of the firms: inadequate marketing
channels, inadequate credit, uncertainty about foraign markets, and low
profitability of exports. Finally, inadequate infrastructure and inability to
supply in sufficient volume were cited by less than 15% as a major constrain-
ing factor.

6.21 To assess the effectiveness of go-ernment measures in promoting
exports, the sample was limited to exporting firms and each was asked to

Q/ In their detailed study on effective protection in Costa Rica, Monge
Gonzales and Corrales Quesada (Politicas de Proteccion e Incentivos....
ibid; Footnote 18) also conclude that on average the export incentives do
not compensate for the anti-export bias generated by import restrictions
in 1986.
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evaluate the importance of various incentives on a scale of 0 to 10. The
highest score (Table 6.2) was given to facilitation or reduction of bureaucra-
tic impediments in importing and exporting procedures. The next most impor-
tant instrument is the tax-credit certificates, primarily the CAT. Tax and
tariff exemptions, which are the -.rin elements of the export contract (aside
from the CAT), ranked near the middle. The most surprising result is that
exchange rate devaluations, though considered to have a marginally positive
impact in stimulating exports, ranked lowest in effectiveness among all policy
instruments.

Table 6.2
OPINION SURVEY OF COSTA RICAN ENTREPRENEURS REGARDING

THE PROBLEMS AND EFFECTIVENESS OF EXPORT PROMOTION EFFORTS

Principal Restrictions Affecting Importance of Measure in
Ability to Export to Third Countries Stimulating Exports

Factor Share of Respondents Citing Measure Mean Score
Factor as Restrictive (%)

Non-competitive prices 50.0 Facilitation of import
& export procedures 8.48

Inadequate marketing channels 26.7 CAT, CIEX 7.72
Inadequate credit 25.6 Preferential rates for
Uncertainty 23.3 inputs of services 7.62
Unprofitability 22.2 Access to foreign exchange 7.40

Export contract 7.41
Inadequate infrastructure 14.4 Preferential interest rates 7.14
inadequate Sales Volume 12.2 Labor cost reductions 6.64

Technological support 6.42
Devaluation 5.83
Minidevaluations 5.50

Note: The opinion poll was taken in the first half of 1985, with a total
sample of 220 firms. The sample was limited to 110 exporting firms in
the inquiries on the importance of policy measures--the scores on the
right are based on a scale of 0 to 10, with 10 denoting a highly

positive impact and 0 a highly negetive impact in stimulating exports.

Source: Morales, Pedro A. " Esfuerzos y Problemas del Sector Industrial
Tradicional para Exportar: Un Analisis con Base de Encuestas de
Opinion a los Industriales." Instituto de Investigaciones en
Ciencias Economicas; Working Paper No. 106, University of Costa Rica,
June 1987.

6.22 Because lack of competitiveness was cited most frequently as
limiting export growth, real devaluations would be expected to be considered
important in improving export competitiveness by (a) reducing the relative
price of dcmestic exports vis-a-vis foreign goods, and by (b) raising the
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domestic price of tradeable goods vis-a-vis nontradeables. These effects are
negated, however, if the government doen not take compensatory macroeconomic
actions when implementing a nominal devaluation and allows domestic prices to
rise rapidly, as had happened in Costa Rica in the past and which may have
influenced the responses to the poll. Another reason why fiscal incentives
are perceived as relatively more important than exchange rate adjustments is
that the former generate an immediate cash income, especially in the case of
CATs, whereas a real devaluation will also impinge on import prices and could,
thus, reduce the overall profitability of firms that also produce partly for
the domestic market. Finally, the CAT yields the highest effective benefit to
firms that have a high import content (i.e., low national value added), which
are also those firms that would benefit least from devaluation.

Apparent Effectiveness as Reflected in Non-Traditional Expoit
Growth

6.23 Since 1984-85, when export promotion efforts intensified,
non-traditional exports to third country markets have increased for most CACM
countries. It is difficult to judge the extent to which particular export
incentives were responsible for this expansion because other measures were
introduced simultaneously. As shown in Table 6.3, by far the most successful
exporter of non-traditional products to third countries is Costa Rica, where
export values have almost doubled since 1985, even though it started with the
highest base value among CACM members. Part of this success may be explained
by export promotion efforts having begun earlier there than in the other
countries. But other factors also played a major role, in particular. Costa
Rica has been politically the most stable country and, thus, relatively more
attractive to both domestic and foreign investors aiming to export. Costa
Rica has also been the most aggressive in its flexible real-exchange rate
management (see Figure 7).

6.24 El Salvador, Guatemala and Honduras also have increased their
non-traditional exports over the last few years. (The figures in Table 6.3
understate this growth because of the manner in which maguila exports are
recorded; as discussed in para 6.10.) The least successful in this regard has
been Nicaragua, largely due to internal disruptions from the war and to the
U.S.'s suspension of trade. For the other countries, a further stimulus was
provided by the U.S. Caribbean Basin Initiative (CBI), launched in 1984, which
allows certain products from eligible countries to be imported to the U.S. at
preferential tariff rates. As seen in Table 6.4, non-traditional imports by
the U.S. from the combined CACM countries have accelerated since 1983.

6.25 For the CACM as a whole, the expansion of non-traditional exports
to third countries still does not compensate for the decline in non-tradition-
al exports to the CACM. The same also applies to each country separately,
except Costa Rica: in 1987, the total value of Costa Rican non-traditional
expor' exceeded its previous peak (in 1980) for the first time. The Costa
Rican Ministry of Exports estimates that in 1988, nontraditional exports could
exceed even the value of traditional exports. This successful performance
provides good ground for optimism to other countries with similar resource
endowments by showing that third-country markets are indeed penetrable,
enabling significant gains in export growth and diversification.
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Table LI
CENTRAL AMERICA: TRADITIONAL AND NON-TRADITIONAL

EXPORT PERFORMIANCE
(in US$ millions)

1980 1981 1982 1983 1984 1985 19C6 1987

Costa Rica
Traditional 567 582 535 526 597 591 690 642
Non-Traditional-CACM 270 238 167 198 193 143 99 98

-Other 164 189 167 128 207 205 297 374
El Salvador

Traditional 725 537 482 550 499 520 586 382
Non-Traditional-CACN 296 207 174 165 157 96 91 120

-Other 54 54 44 43 70 79 78 89
Guatemala

Traditional 851 726 698 660 706 725 731 576
Non-Traditional-CACM 441 379 344 321 291 208 185 23C

-Other 228 186 128 Ill 135 127 128 175
Honduras

! Traditional 635 585 536 534 595 632 737 694
Non-Traditional-CACM 84 66 52 61 48 20 19 25

-Other 131 133 88 104 110 138 135 144
Nicaragua

Traditional 310 347 3 r 3'° 319 9 21 193 200
Non-Traditional-CAOK 75 71 52 34 37 24 15 14

-Other 65 82 41 37 30 16 35 37

Note: Traditional exports comprise: (i) coffee, bananas, beef and sugar for
Costa Rica; (ii) coffee, cotton, sugar and shrimp for El Salvador;
(iii) coffee, cotton, bananas, sugar, beef, petroleum and cardamom
for Guatemala; (iv) coffee, bananas, wood, beef, lead, zinc, silver,
seafood, sugar and tobacco for Honduras; and (v) cotton, coffee,
sugar, beef, seafood and bananas for Nicaragua.

Source: USAID, and Clarence Zuvekas, Jr., 'Central America's Foreign Trade
and Balance of Payments: The Outlook for 1988-2000." Presented at
Symposium on the Future of the Central American Economies, Univ. of
Texas (Austin), April 1988.
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Tablg 6_4A:
U.S. IMPORTS OF MANUFACTURED AND HORTICULTURAL PRODUCTS

FROM CENTRAL AMERICA
(in US$ millions)

1980 1981 1982 1983 1984 1985 1986 1987

U.S. Imports of Manufactures A/
(SITC categories 5-8) from:

Costa Rica 58 66 73 102 134 167 219 271
El Salvador 107 85 89 95 122 91 57 77
Guatemala 14 12 16 15 28 28 39 67
Honduras 31 37 39 37 39 46 56 70
Nicaragua 18 11 2 - - - - -

Total CACM 227 211 219 249 323 333 370 486

U.S. Imports of Horticultural L/
Products from:

Costa Rica 13 12 13 15 22 24 34 42
El Salvador 3 2 3 2 3 4 5 7
Guatemala 12 15 18 16 21 23 27 37
Honduras 13 13 13 12 16 18 18 29

Total 41 42 46 46 62 69 83 115

a/ Includes full value of assembled goods entering under maguila (drawback).
hi Includes fruits & vegetables (except bananas) and plants, flowers, etc.
g/ (-) - less than US$1 million.

Source: Zuvekas, C. 2R. cit., based on figures from the U.S. Department of
Commerce.

D. Recommendations: Reforming the Export Incentive Systems

6.26 Export incentives represent an important instrument for expanding
trade in the presence of import restrictions. klthough the incentive benefits
currently granted to non-traditional exporters are significant, these do not
suffice on average to compensate fully for the anti-export bias generated
through the tariff structure. Further benefit increases, however, would
entail increasing administrative cests and could provoke countervailing trade
policies abroad. This limits the effectiveness of fiscal subsidies in
promoting new investments in export activities. Furthermore, while export
incentive schemes correct certain existing distortions, they often introduce
additional distortions into the economy. A more efficient strategy would be
to reduce the levels of tariff and non-tariff protection that give rise to an
anti-export bias before attempting to compensate fully for that bias through
alternative means.
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Educing the Disparitv in Effective Incentive Rates

6.27 Both the tax-credit certificates and the prclit tax exemptions are
issued generally in proportion to th6 value of exports. When this proportion
is fixed, as with CATs in Costa Rica, the corsequenc. is that economic
activities with low value-added receive a greater effective incentive than
activities with high value-added. This has the distorting effect of encourag-
ing activities that are relatively dependent on imports.

6.28 This distortion can be eliminated by expressing the incentive rate
as a fixed percentage of value-added generated in the export activity. The
Honduran system of tax-credit certificates significantly reduce but does not
eliminate t-he disparity of effective incentives by applying a progressively
higher incentive rate to export values with rising value-added content. The
most efficient approach is to express incentives as a fixed share of the
national value-added contained in the exported output. In this context, it is
important to evaluate national value-added at international prices. That is,
the fiscal subsidy would be applied to the value of exports minus the value of
imports. It should not be applied, however, to value-added as calculated by
domestic factor cost, as this could have the unwanted consequence of generat-
ing higher subsidies to the relatively less efficient producers.

SL=lifXLUg Eligibillit Criteria

6.29 Although .here are many objectives underlying export promotion
efforts (e.g., expanding employment opportunities, generating foreign ex-
change, production diversification), there is a danger of diluting the
incentive to export if the value of the incentive is contingent on too many
criteria. For example, with the Salvadoran tax incentive certificates, a
prospective exporter is not given a clear basil on which to calculate his
profit margins because the value of incentives hinges on several criteria and
may vary depending on negotiations with the relevant government agencies.

Reducing the Time Horizon of Exiort Contracts

6.30 Export contracts, giving eligible exporters the right to receive
fiscal incentives, generally expire after a period of 10 years, which may be
to3 long in view of current trade liberalization initiatives. As the trade
liberalizing measures reduce the anti-export bias, the need for compensatory
subsidies declines. When contracts remain fixed over ten years, the govern-
ment may be oversubsidizing certain exporters, which represents a waste of
public resources. A short timeframe, alternatively, may not give new
exporters sufficient incentive to invest in new export capacity. Shorter
contracts, but with automatic renewability on terms that are contingent on
progress made in trade policy liberalization, would be a solution.

Ensuring Access to Incentives

6.31 It is important that access to export ir.centives is for all
potential applicants, not just a prerogative of established producers.
Greater emphasis on developing an ex post draw-bac1. system may be useful by
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helping potential exporters to recover some import costs once they decide to
export. Under the ex ante-based temporary admissions system, such flexibility
is not possible. Moreover, the «x_st system requires extensive monitoring
capabilities to ensure that exporting actually takes place, which would not be
necessary under a draw-back system.

Removirz Other Exemptions

6.32 Generally, it is Impossible to promote all activities at once.
Therefore, to the extent that tax or tariff exemptions are granted for import
substituting as well as for export activities, the effective incentive to
exporters is reduced. The greatest exemptions in the past were through the
industrial fiscal incentives regime. which is being phased out as part of the
CACM trade reforms of 1986. This is an important step in streamlining the
trade regime and should enhance the importance of the temporary admissions
system.

6.33 In this context, ttare is an additional benefit of raising the
tariff floor as part of future tariff reforms. In an extreme case, if
imported capital and imported inputs were subject to a zero tariff, the
rationale for a temporary admissions scheme would be lost. Now the tariff
rates on these imports are very low compared to final products (as discussed
in Chapter III), with the effect that tariff exemptions constitute a weak
export promoting instrument. Raising those tariffs, complemented by the
appropriate exchange rate management, would strengthen the exemptions impact
on export promotion.

Achieving Comuatibility with GATT Rules

6.34 Strictly speaking, the letter of the GATT prohibits all direct
subsidies that discriminate by destination of product. In the interpretation
of these rules, however, some types of subsidies have aroused less opposition
than others. The tax-credit certificates have rece'ved the greatest atten-
tion, being the primary cause for countervailing actions initiated by the U.S.
against Costa Rica. The ability to request an "injury test" would provide an
important safeguard against such actions. Because of the relatively small
size of the CACM economies, they are unlikely to become a major supplier in
any particular export market (barring coffes and bananas) and thus not capable
of causing injury. To be eligible for the injury test, a country would have
to be a signatory to the GATT and its Subsidies Code, though even that does
not guarantee the test application in all cases (cf. Richard H. Snape, "Export
Promoting Subsidies" PPR Working Paper Nr. 97, IBRD, Sept. 1988).

6.35 Although foreign opposition to direct export subsidies, as
distinct from other government intervention impinging on exports, may rest on
dubious economic foundations, the fact remains that countervailing actions can
create serious harm. Consequently, it would be prudent to reduce reliance on
fiscal subsidies and use instruments considered less abrasive by the major
external trading partners. Eventually, the best course of action would be to
phase out such instruments altogether by eliminating the underlying distor-
tions that motivate their adoption.
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E. potgntial Areas fog g2glronal Coogeration in Export Promotion

Facilitating Regional Transoortation

6.36 A well functioning regional transportation system is as important
to commerce with third countries as it is to intra-CACM trade. Central
America's major trading partner, the United States, is accessible by land so
that a road transport system unhampered by intra-CACM border impediments could
aid exports greatly. Greater accessibility to partner-country port facilities
by CACM exporters would also reduce export costs. A recent report on the
regional transportation system UJ/ points out several areas where cooperative
effort could prove useful: the regional standardization of trucking regula-
tions; common representation at regional shipping conferences to negotiate
transport tariffs and schedules; regional harmonization of contract laws
pertaining to transport services; and removal of institutionel bottlenecks.

Establishing Common Marketing Arrangements

6.37 The lack of adequate marketing channels has been cited frequently
as an important obstacle to non-traditional export growth. Permanent repre-
sentatives in the major trade centers, e.g., Miami and Rotterdam, could prove
useful in this respect by investigating potential markets as well as over-
seeing regional shipments, to inspect for quality control and prevent fraud.
Many small exporters would be unable individually to support permanent
representatives abroad, but a cooperative effort would enable the sharing of
nverhead costs. Various proposals to create a regional marketing agency have
been advanced in the past (particularly by SIECA and CABEI), but these have
not met with much enthusiasm among the partner countries.

Facilitating Structural Adjustment

6.38 Structural adjustment of the CACM economies will require adequate
financing to hold down transitiou2l costs during trade reform. The region's
development bank, CABEI, could make a potentially valuable contribution
through a broader lending strategy, beyond a focus on integration and toward
projects that would facilitate the restructuring of iniustries in the CACd
countries. Besides providing direct finance, CABEI could become a regional
source of expertise in designing such projects.

6.39 CABEI first would have to overcome its present financial difficul-
ties and implement certair internal reforms. Between 1978 and 1982, loans
approved annually by CABE1 were around US$ 150 million. Between 1983 and 1986
annual lending dropped to an average of JS$ 25 million, involving only about 6
projects. Loans increased again in 1987/88, but CABEI's financial position
remains weak: as of June 1987, 25% of CABEI's loans (or US$ 202 million) were
in arroars, while another US* 132 million of funds due were frozen in central
bank accounts for lack of foreign exchange. (Nicaragua accounts for about 60%

.U/ Central America: Regional Transportation Study, June 1987, commissioned
by USAID and prepared by Parsons Brinckerhoff International, Inc.
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of all arrears.) Recently. there has been increased interest by external
donors and agencies in providing financial support to CABEI. A lasting
solution also will require various internal reforms, both organizational and
operational, wnich are outlined in the IBRD Reconnaissance Mission Report
(08/31/88).

Harmonizing Exogrt Incentives

6.40 Because the CACM export promotion programs apply only to exports
destined to third-country markets, not to CACM partners, there is no immediate
need to harmonize those incentives. Moreover, to the extent that the speed of
trade liberalization varies from country to country, the need to compensate
for anti-export biases will differ as well, so that a uniform level of incen-
tives across countries would mean oversubsidization in some and insufficient
compensation in others. Some harmonization may be considered later if the
CACM countrLes compete wtth each other for direct foreign investment, whic'
may be attracted by export subsidies. But this is not an area of high
priority, since international investors generally regard the benefit of tax
lncentives as a secondary factor in deciding on location.

(D-279b)



- 87 -

TARFF REFORM -IMPA SIMUATIOS. FO COQSTA RIC& AMt OUATKIAI

1. This annex presents several simulation results derived from a
SINTIA-T partial equilibrium model to calculate the impact of tariff changes
on import demand and Xariff revenues, as discussed in Chapter IV.

The Costa Rican Case

2. Table A.1 describes the effect of replacing the current legal
nominal tariff structure in Costa Rica with the 1990 target structure, using
the 1986 structure of imports as a basis for the simulation. Calculations are
made under three L-port-demand-elasticity assumptlons and alternative-real-
exchange-rate-devaluation responses. The tariff structure encompasses the
legal external tariff plus any surcharges but does not explicitly consider
exemptions, which, it is assumed, are uniformly granted in proportion to the
hypothetical import duty that would be collected through the legal tariff
structure. Finally, it is assumed that there are no exogenous import changes,
other than those caused by tariff modifications or exchange rate devaluations.

3. The percentage figures in the table indicate the changes in the
corresponding variables over the course of a yeal, occasioned by a policy
reform relative to a base case where no policy changes occur. For example,
the first simuiation on Table A.1 states that if thy £iirraeit tc..ff St.u__ re
were to be replaced immediately by the 1990 target tariff structure, if no
devaluation occurs and if import demand elasticities are 0, then the annual
import tariff revenue collected by the government would be 48.9% less than
what would have been collected had the current tariff structure been
maintained. It is necessary to keep in mind that tariff reform is to be
phased in over three years, so that the simulation overstates the impact for
the first two years.

4. Table A.1 shows that in the absence of a real devaluation, the new
tariff structure causes imports to increase, thereby worsening the current
account, and causes a significant reduction in import tariff revenues, thereby
raising the fiscal deficit. The higher the import-demand price elasticities,
the greater the import response, but conversely, the smaller the impact on
tariff revenues: the decline in revenues due to lower tariffs is partly
offset by the increase in the duty-eligible import base as importers respond
to lower tariffs. Assuming that aggregate demand Is held constant, the
figures in Table A.1 suggest that a real devaluation of about 8%, phased in
simultaneously with the tariff reform, would be enough to prevent an import
surge, thereby maintaining trade balance equilibrium.

5. An 8% real devaluation would not, however, equilibrate the fiscal
account. Further real devaluations would raise the domestic currency (colon)
value of tariff revenues only in the event that overall import demand is
inelastic (less than 1). Even in such a case, the necessary devaluation may
be extremely high, creating disruptions elseutere in the economy. For
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example, when import elasticity is .5, the real devaluation to keep tariff
revenuas unchanged would be substantially in excess of 50%.

Tablg A-1
COSTA RICA: ThE ESTIMATED IMPACT ON IMPORTS AND TARIFF REVENUES OF REPLIACING

THE 1987 TARIFF STRUCTURE WITF THE 1990 TARGET TARIFF STRUCTURE

(percentage changes)
Import Price Tariff Real Devaluation Total Value of Total Value of
Elasticity Imports (in US$) Revenues (in CR
Assumptions colones)

All elasticities
-O 0 0 -48.9

nStandar-"
elasticities Q/ 0 9.9 -39.9

8 - 1.1 -40.8
10 - 1.3 -41.2
20 -14.7 -43.9

All elasticities
-2.0 0 15.3 -38.3

10 - 3.6 -42.1
20 -13.9 -47.9

All elasticities
- -0.5 0 3.8 -46.3

10 - 0.9 -43.4
20 - 6.5 -41.0
50 -28.2 -36.5

d/ The 'standard" elasticity assumptions are: agricultural, mining and
intermediate goods have an elasticity of -1.0; the elasticity for
consumer goods is -2.0, and for capital goods -0.5.

Exvlanatory Notes:
These simulations are based on the 1986 structure of Costa Rican
imports, whose value amounted to US$ 1,130 million. With no exemptions,
these imports would have yielded a hypothetical annual tariff revenue of
US$ 283 million, under the legal tariff strwncture in 1987. The
simulations are made with a partial equilibrium model by substituting
the 1987 tariff rates with the tariff rates programmed to be in place in
1990, assuming there is no exogenous import growth. All changes in
imports in this model result from the changes in tariffs and
devaluations. Since there is no information on the structure of duty-
exempt imports, the model assumes that the total value of exempted
duties is distributed in proportion to the hypothetical tariff revenue
over all tariff positions.

Source: IBRD K aff calculations using SINTIA-T based on figures from the
Ministry of Economy.
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6. To assess the impact of tariff reform on the government budget
additional consideration are involved. On the positive side, a real
devaluation that accompanies tariff reform also will raise the colon value of
export tax revenues. In 1986, these accounted for about 45% of total revenues
from trade, while import tariffs accounted for 55%. Assuming that the dollar
value of exports remains unchanged and using "standard" elasticities (defined
in Table A.1), the real devaluation needed to keep trade revenues constant
would be about 50%, which would mean a significant decline in dollar import
value that would have an adverse impact on domestic production. Another
consideration is that the simulations ignore the possibility of endogenously
stimulated export growth, this beinrg one of the main objectives of trade
reform. To the extent that exports grow as a result of the reduced
anti-export bias, the devaluation needed to reduce the current account gap is
lowered. On the negative side, a devaluation will raise government
expenditures in Colones to the extent that these are made on imported items,
and thus worsens the fiscal deficit.

7. In general, a devaluation by itself will not be sufficient both to
balance the current account and maintain fiscal equilibrium. Unless the
government is willing to reduce expenditures, it is necessary to raise other
taxes or eliminate existing tariff exemptions. One option is to raise the
tariff floor when tariff ceilings are reduced, which would simultaneously
reduce the dispersion in tariff rates. Table A.2 describes the sit.-alated
impact of potential tariff reforms to reduce further the average level and
dispersion of protection rates.

8. The first observation from Table A.2 is that an increase in the
tariff floor to 10%, while maintaining all other tariffs above 10% at their
1990 values, would raise import tariff revenues by 23.2% and cause a small
decline (-3.3%) in import volume. (Further simulations not shown here also
suggest that a 2% real exchange rate appreciation would be enough to
compensate for the import dec.ine, leaving the current account unchanged,
while marginally raising tariff revenues by another percentage point.) This
increase in revenues would allow the government to recover almost 60% of the
decline in tariff revenues occasioned by the initial trade reform. Assuming
that the government has found alternative tax sources to compensate for the
roughly 40% simulated decline in import revenues in lS90, the table also
reveals that an increase of the tariff floor to 10% would enable a progressive
reduction in the tariff ceiling to 20% without further worsening the fiscal
account and without requiring significant compensatory exchange rate
adjustments.
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COSTA RICA, IMPACT SIMULATIONS OF FURTHER TARIFF RANGE REDUCTIONS

(Percentage changes)

New Tariff Real Devaluation Import Value Tariff Revenue
Ceiling Floor (in US$) (in CR colones)

40% 5% 0 -0.6 4.0
40% 10% 0 -3.3 23.2
30% 10 0 -1.7 17.9
20 10 0 1.3 4.2

Notes:

These simulations are based on the "standard" elasticity
assumption, and all use the 3rd simulation in table A.1 as the
starting base. That is, the 1990 tariff structure is assumed to
have replaced the 1987 tariffs, and an 8% real devaluation has
taken place, both of which have influenced the structure of
imports. The value of imports and tariffs revenues serve as the
initial levels to which the percentage changes shown in the
current simulations refer. For the simulation, all tariffs
initially outside of the new tariff range are set to the nearest
endpoint (corresponding to the "concertina" method), e.g., in the
first simulation, all tariffs below 5% under the 1990 tariff
structure are raised to a rate of 5%.

Source: IBRD Staff calculations using SINTIA-T using data from Min. of
Economy.

The Guatemalan Case

9. Two sets of simulation experiments are provided for Guatemala,
using the 1987 import structure. In both cases, tariff ceilings are
progressively reduced and tariff ceilings raised, according to the concertina
method. Table A.3 is based on the 1987 legal tariff structure and assumes
that exemptions are granted uniformly. This corresponds to the assumptions
made in Tables A.1 and A.2 and enables a comparison with the Costa Rican
simulations. Table A.4, however, is based on actual tariff rates paid by non-
exempt importers. (These data were available for Guatemala but not for Costa
Rica.) Here it is assumed that the tariff changes apply only to imports that
are subject to duties, while the others continue to be exempted.

10. For Table A.3, the initial i!pact of a tariff ceiling reduction to
40%, leaving lesser tariffs unchanged, has a fairly modest impact under the
standard elasticity assumptions: in the absence of a compensating
devaluation, imports would rise by 2.4% and tariff revenues would decline by
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less than 8%. This is considerably swaller than tae impact simulated for
Costa Rica, for several reasons: in the Guatemalan example, only tariffs
above 40% are reduced to 40%, while others remain unchanged. The 1990 target
rates for Costa Rica, however, include a reduction of the ceiling to 40% plus
additional tariff reductions below the 40% ceiling. If the same simulation
performed in Table A.3 had been done for Costa Rica, i.e., reducing all rates
above 40% in the current (1987) tariff structure to 40%, the impact under
standard elasticities would be to raise imports by almost 3% and reduce tariff
revenues by 17%. Another reason for the discrepancy in both results is that
the initial (1987) Costa Rican average external tariff, including surcharges,
is somewhat higher than the Guatemalan average.

11. Table A.3 also describes the impact of alternative tariff ceiling
and floor adjustments, showing that a ceiling reduction to 40% coupled with a
raised tariff floor of 10% woul- leave imports virtually unchanged and
slightly raise government revenue.. Further reductions in tariff ceilings,
however, would cause a progressive deterioration in tariff revenues.

12. Table A.4 (based on actual tariffs), on the other hand, suggests
that a tariff floor increase to 10% would enable a tariff ceiling reduction to
20% without major compensatory exchange rate actions and alternative
government income. That is, the revenue increase from the raised tariff floor
more than cor-pensates for the revenue decline due to the lowered tariff
ceiling. This result in contrast to Table A.3 arises because exemptions are
not granted in strict proportion to the level of legal tariffs across import
categories as assumed in the simulations. As was shown in Table 3.7, 72% of
all imports that are not exempted pay duties of less than or equal to 10%, but
only 36% of exempt imports involve items with (unpaid) duties in this range.
Conversely, only 9% of non-exempt imports pay duties in excess of 40%, but
almost 30% of exempt imports fall in this range. Since proportionately more
high-tariff items are included among the duty-exempt imports than among duty-
paying imports, the simulations perfozued initially on the basis of legal
tariffs overstate the revenue impact of lowered tariff ceilings and understate
the revenue impact of a raised tariff floor.
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Table A.3
GUATEMALA: HYPOTHETICAL TARIFF REFORM IMPACT SIMULATIONS

BASED ON THE LEGAL (END-1987) TARIFF STRUCTURE

(percentage changes)

New Tariff Elasticity Real Devaluation Import Value Tariff Revenue
Ceiling Floor Assumption (Quetzal/US) (in US $) (in Quetzales)

40% 0 e-O 0 0 -13.8
e - standard A/ 0 2.4 -7.9

2 0.1 -8.3

40% 5% e -O 0 0 -9.5
e - standard 0 1.7 -3.8

2 -0.7 -4.3

40% 10% e -0 0 0 0
e - standard 0 0.1 4.5

30% 10% e-O 0 0 -9.6
e - standard 0 1.7 -3.6

2 -0.6 -3.9

20% 10% ;-O 0 0 -26.7
e - standard 0 4.6 -20.8

5 -1.1 -21.4

J/ For a definition of "standard" elasticities see Table A.1.

Notes: All simulations use the 1987 import structure and the hypothetic&I
revenue collected in the absence of exemptions as the base for
calculating tariff reform impact. Tariff changes takes place
according to the "concertina" method.

Source: IBRD Staff calculations using SINTIA-T using figures from Banco de
Guatemala.
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Table A.4
GUATEMALA: TARIFF REFORM IMPACT SIMULATIONS BASED uN ACTUAL

1987 TARIFF STRUCTURE

(Percentage changes)

New Tariff Elasticity Real Devaluation Import Value Tariff Revenue
Ceiling Floor Assumption (in US$) (in Quetzales)

40% 0 e-O 0 0 -12.6
e - standard s/ 0 1.7 -7.1

2 -0.1 -7.7

40% 5% e-O 0 0 -9.1
e - standard 0 1.2 -3.8

2 -1.5 -4.4

40% 10% e - 0 0 0 19.5
e - standard 0 -2.0 21.9

30% 10% e -O 0 0 10.6
e - standard 0 -0.8 14.7

20t 10% e-O 0 0 -0.9
e - standard 0 0.7 3.4

a/ For a definition of 'standard" elasticities, see Table A.l.

Notes: The 1987 import structure and the actual structure of tariff revenues
collected on non-exempt imports in 1987 (described in Table 3.6) are
used as the base for these simulations. As in Table A.3, tariff
changes are implemented by way of the Oconcertina" method. Unlike
preceding simulations, it is assumed that imports exempted from duty
in 1987 continue to be entirely duty-free. This means that the tariff
changes will only affect demand for those imports that are subject to
duties (79.8% of total imports). In contrast, real devaluations have
an effect on both duty-exempt and non-exempt imports.

Source: IBRD Staff Calculations using SINTIA-T based on figures from Banco de
Guatemala.
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AM=E B

THE OR COVERAGE OF MANUFACTURING PRODUCTION IN GUATEMALA

1. The import and export licensing requirements and prohibitions
(other than foreign exchange restrictions) that applied in Guatemala as of
September 1986, can be classified into four br:ad categories:

(i) License category S refers to licenses that must be obtained from
the Ministry of Health of other government institution to assure
that health, sanitary and safety standards are maintained.

(ii) Category Q refers to import or export prohibitions applied for
similar health and safety reasons as pertain to category S. A
characteristic example is the prohibition to import Bees
originating from countries infested by the African Bee and the
diseases Varriosis and Acariosis.

(iii) Category E refers to import or export licenses from the Ministry
of Economy of other ministries, sometimes accompanied by
declarations from domestic producer associations, for reasons
other than health or security.

(iv) Category P refers to import and export prohibitions, also for
reasons unrelated to health and security.

2. In the main text, only categories E and P are considered
quantitative restrictions applied for economic reasons; meaning, either to
subsidize domestic consumers or to protect domestic producers from foreign
competition. While the other categories, Q and S, may conceivably be misused
for protectionist purposes, there is no evidence that this has been the case
in Guatemala.

3. One way to assess the importance of QRs in protecting domestic
industries is to calculate their production coverage. This is defined as the
value of domestically produced items that would require licenses or are
prohibited if they were imported (or exported). Unfortunately, information
concerning the import and export items subject to QRs is published at the 8 or
10 digit NAUCA tariff position (Nomenclatura Arancelaria Uniforme
Centroamericana), whereas domestic mantfacturing production data are only
available at a more aggregated level; four digit ISIC. Consequently, each
ISIC category (of which there are 75 in Guatemala) comprises several NAUCA
positions (totalling 1885).

4. A standard (or "neutral') procedure for estimating the production
coverage of QRs is as follows: for each set of NAUCA positions contained in
every ISIC category, a percentage is calculated as the number of NAUCA
positions subject to QRs divided by the total number of NAUCA positions in the
set. That percentage is multiplied times the value of production in the
corresponding ISIC category. The resulting value, summed up over all ISIC
categories, is then divided by the total value of manufacturing production,
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yielding the estimated fraction of total manufacturing activity covered by
QRs.

5. Table B.1 provides the estimated shares of Guatemalan
manufacturing output in 1985 covered by the different licensing requirements
and prohibitions, according to the standard calculation procedure. Import
QRs, encompassing categories E and P, only cover 5.7% of total manufacturing
output and export QRs cover 6.1%. By this criterion, QRs are not very
significant in Guatemala, except for a small set of items. Licensing
requirements and prohibitions applied for health and sanitary reasons mainly
apply to processed foods.

6. The standard method of calculating QR coverage has considerable
"holes" and may underestimate the true coverage: as a hypothetical example,
consider an ISIC category comprising, say, 10 NAUCA positions. Further,
suppose that domestic production in that ISIC category is entirely
concentrated in one of the 10 NAUCA positions, which also happens to be
subject to a QR while the remaining 9 positions are assumed free from QRs.
The standard method of calculating QR coverage would yield a production
coverage of only 10% for that ISIC category, while in fact 100% is being
covered.

7. A similar hypothetical example could be constructed that would
result in an overestimate of QR coverage when using the standard calculation
method. (For instance, assume all output to be concentrated in a subset of
NAUCA positions not subject to QRs, while the remaining NAUCA positions
involve QRs.) However, to the extent that QRs are applied to protect domestic
production, the standard method will most likely underestimate rather than
overestimate the true QR coverage.

8. To account for the possibility of underestimating QR coverage, it
is useful to calculate also the Maximum Potential QR coverage. That is, if at
least one of the NAUCA positions included in a particular ISIC category is
subject to QRs, it is assumed that all production corresponding to that
category is concentrated in that NAUCA position with QRs. The calculated
Maximum Potential QR coverage is provided in Table B.2, which shows that It
most 29.5% of domestic manufacturing production is covered by import licenses
or prohibitions unrelated to health and security, and at most 20% is covered
by similar export restrictions.



Table B. 1

MUTEJW: ESTINATEO Pw tOCUC CVERAE Of Ofs, SEPT. 1906
PRODITION VALIE CVERED BY: If

ANUIFACTUlill SECTOR PROE. VALUE

(1000 Guetates) ---------- I-----WIOT NeSTES CRII C------------- -..........- EXPORT RISTEICTlUSS -----------

REE E P a s FEE E p a s

31 FOOs UEWAGES a ToBACW 945263.0 346457.6 38627.s 25356.8 417545.8 117005.3 51387.4 115454.6 0.0 11E8.6 770062.1
(X) 36.7 4.1 2.7 4.2 12.4 6.2 12.2 0.0 0.1 81.5

32 1EXtILES & LIATNER 294819.0 282922.9 11926.1 0.0 0.0 0.0 28835.1 4859.1 1623.5 0.0 0.0
(2) 96.0 4.0 0.0 0.0 0.0 97.8 1.6 0.6 0.0 0.0

33 So, oK & PoounS 24471.0 24471.0 0.0 0.0 0.0 0.0 13454.5 11016.5 0.0 0.0 0.0
(2) 100.0 0.0 0.0 0.0 0.0 SS.0 4S.0 0.0 0.0 0.0

34 PAM13 & POINTING 1158.0 109238.8 0.0 3767.4 2624.7 0.0 114441.3 1142.7 0.0 0.0 0.0
(X) 94.S 0.0 3.3 2.3 0.0 99.0 1.0 0.0 0.0 0.0

35 OCWrCAL5, PETR. CMAL 47966.0 431876.3 2853.5 37258.7 586.5 69948.7 S43736.4 122.S 1014.6 0.0 3030.7
(t) 78.8 0.5 6.8 1.1 12.8 49.2 0.0 0.2 0.0 0.6

36 UONTALIC MINERALS 14483.0 146483.0 0.0 0.0 0.0 0.0 146443.0 0.0 0.0 0.0 0.0
(l) IW.0 0.0 0.0 0.0 0.0 100.0 0.0 0.0 0.0 0.0

37 SSIC METAL INDUSTRIES 629OS.0 62985.0 0.0 0.0 0.0 0.0 42717.3 200.7 0.0 0.0 0.0

(2) 100.0 0.0 0.0 0.0 0.0 67.8 32.1 0.0 0.0 0.0

38 NLTAL PRODS. M aIrT 135693.0 12m9Z5.S 5662.1 56.3 0.0 335.3 134761.5 4S0.6 0.0 0.0 680.7
.(X) 95.1 4.2 0.4 0.0 0.2 99.2 0.3 0.0 0.0 O.S

39 OTlEE IFACTItREMG 6811.0 4398.0 0.0 99.9 308.? 0.0 4272.1 225.7 0.0 0.0 308.7

(2) 93.9 0.0 1.5 4.5 0.0 92.1 3.3 0.0 0.0 4.5

Total Umwfaeturing ... 2217W402.0 1477205.0 S9151.2 67133.1 426447.6 187371.3 135973.2 1333S3.8 2770.1 1270.6 774141.2

(1) 66.6 2.7 3.0 19.2 8.CS S.9 6.0 0.1 0.1 34.9
... .. _.......................................................................................................................................

1J E a Trade tanseactien recuires I kense fran Mfhistry of EcanmV or praiczes asseiwation;
P a qIsort (or export) prohibition;
0 a itopts (or exports) are partly prohibited fr health or security reason;

S a lopwt (or exwprt) requires health certificate or license from Ninistry of ealth.
........................................................................................................

Soerce: 1inisterio de Econatla. Guia Leal sabre las Regulacienes D las lotiaions y Exportacienes Guatemla, 1987.
I11D Staff calculations using SINTIA-T.



Tlal Le l3. 2

GUATEMALA: MAXIMU POTENTIAL PRODUCTION COVERAGE OF QRs, SEPT. 1986

PRODUCTION VALUWE COVERED BY: 1/

IAMUFACTURING SECTOR PRoD. VALUE IMPORT EXPORT

(1000 Cuetzales) RESTRICTIONS RESTRICTIONS

31 FOOD, BEVERAGES & TOBACCO 94S263.0 256745.0 269431.0

(1) 27.4 28.5

32 TEXTILES & LEATHER 294849.0 179685.0 11353.0

(2) 61.0 3.9

33 OOD, CORK & PRODUCTS 24471.0 0.0 14160.0

(X) 0.0 57.9

34 PAPER & PRINTING 115584.0 77m54.0 3085.0

(1) 67.3 26.7

35 CHENICALS, PETR, COAL 547966.0 93872.0 32131.0

(2) 17.1 5.9

36 IOWETALIC MINERALS 146$83.0 0.0 0.0

(M) 0.0 0.0

37 BASIC METAL INDUSTRIES 6295.0 0.0 629B5.0

(2) 0.0 100.0

36 NETAL PROOS, MACHINERY 135693.0 39913.0 30050.0

() 29.4 22.1

3i OTHER NANUIACTtRING 6811.0 4S39.0 2257.0

(X) 
66.6 33.1

Total "lua ftur.ng ... 2217402.0 654790.0 453252.0

(2) 29.5 20.4

1/ lport and export restrictions refer to prohibitions or licencing requirments for reasons other than Health and National Security.

. ~*.. ........................... .......................................................... 
... .... ..... ........ ..................

Source: Ministerio de Economia, Guia Legat sabre tas Regutaciones a las laportaciones y Exportaciones, GuatemaLa, 1987.

IBRoD Staff calculations using SIINTIA-T.
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Table C. 1

COSTA RICA: K0iO4MtAIC WC5EETh

t9i0 1971 1972 1973 1974 1976 1978 1977 1978 1979 1960 1901 1902 1983 1964 1965 1988 198761

aM9Il PW FM CAPJTA (158% 360.00 619.00 660.00 760,00 860.00 950.00 1060.00 1300.00 1I3000 1750.00 1900.00 1460.00 1100.00 1020.00 1190.00 1310.00 1420.00
PPUfLATION9 (T5HdU'AS" 1732.00 1774.00 1622.00 18601.00, 1918.00 19685.00 2024.00 2065.00 2146.0, 2212.00 2279.00 2343.00 2406.00 2470.00 2334.00 2300.00 2663.00

MCCI AND %JEF R843UCf (Si IIlamao current, CostA Rican Colones)
aross National Product (@W) 6.43 7.04 7.96 9.66 12.69 16.26 20.06 2S.70 29.31 33.31 39.42 80.67 61.42 113.66 144.45 173.92 22.39
Gross Domsetic Product (OFD) 6.52 7.1-4 0.22 10.16 13.22 16.60 20.66 26.33 30.19 34.56 41.41 87.10 97.51 12.31 163.01 192.42 236.47 281.62

Indirect Tasem, not 0.73 0.71' 0.74 1.00 1.45 2.12 2.67 3.41 4.00 4.22 4.06 6.76O 11.31 16.62 23.91 26.69 33.25
GOP at factor cost b/ 5.60 6.57 7.47 9,17 11.77 14.49 16.11 22.92 26.19 30.37 36.454 30.7d 66.19 110.69 13. 10 165.73 205.22
Agriculture 1.47 1.44 1.60 1.66e 2.52 3.42 4.21 5.76 6.16s 6.40 7.37 13 A4 23.68 28 45 34.6? 86.43 49.45
Indus"r 1.65 1.60, 2.08 2.57 3.56 4.60 5.66 6.69 1.87 9.15 I'. 17 Is.20 23.10 37.00 47.69 5M.S 66 75
Ibaufacturing . . . . . . . . . . . .

Services. wtc. 8.46 3.0 4.84 5.63 7.1 i 8.79i 10.79 13.66i 16.16i 19.04i 22.67i 9.S.76' 46.62 63.6'7 00.6 90.06i 12. 27'

asrce Balance 40.44 40.74 .0.53 40.62 ..1.96 -1.43 -1.24 -1.44 -2.37 -3.65 -4.23 -" 680 2.66 -0.96 -1.84 -2.93 2.92
Omasthic Abaorption 8.97 7.66 .6.74 10.76 15.17 16.23 21.92 27.7 8 2.66 38.14 45.69 69. 'I 94.66 130. 23 164.33 195.36 236.64 232.34

Consumption 6.63 6.14 6.93 6.34 11.64 14.59 17.03 21.38 2S.46 29.39 34.69 43.33 70.69 99.01 125.05 160.52 180.35 219.61
Croas Domestic Investment 1.34 1.74 1.8 2.44 3.63 3.64 4.89 6.39 7.06 8.76 11.00 16.660 24.07 31.27 39.30 4484 655.1 66.81
Fined Investment .1.27 1.66 1.66 2.23 3.17 3.69 4.66 6.89 8.93 9.03 9.99 0.74 19.61 23.27 33.00 37.31 4S5.2 59.71

NaMe items
Cross Dosastic Saving 0.90 1.00 1.28 1.62 1.66 2.21 3.66 4.95 4.71 5.20 6.72 13.77 23.92 30.31 37.96 41.91 66.11
aross National Saving 0.86 0.90 1.07 1.36 1.32 1.77 3.17 4.46 3.90 4.03 4.90 7.93 11.94 17.66 2.0.2 27.60, 49.32

(DilIlions of 1960 Costs. Rican Colon..)
cross Nati.onal Product. 23.76 25.37 27.04 29.21, 30.90 31.33 32.92 35.95 57.9? 39.54 39.42 37684 34.06 35.64 38.79 39.13 41.01

COIESIC CDP DEFL.ATOR 27.10 27.00 29.60 34.00 42.00 52.30 61.10 71.40 77.10 64.20 100.00 141.10 239 00 334.20 390.70 466.60 543.50 632.63

MOYR gOLDINVS (8.1 lions of currant Costs Rican Colones)
Naney Supply. Sroedly defined 1.23 1.81I 2.17 2.64 3.45 4.90 6. 69 6.66 11.07 14.6? 17.24 Z2.27 40. 99 36 44 65.76 78.00 92.16 136.13
Nansy as, 0"an of Pa1.m,nt 1.01 1.32 1.60 1.67 2.15 2.77 3.41 4.60 5.62 6.23 7,27 10.63 16.48 25.62 30.-13 32.44 42.49 52.23

8MALM OF PAlMiOTS (1N;Illions of curront US dollars) t
Eapwort of Coods A So..vic.s 277.90 231.40 344.20 418.60 836.60 600.60 710.60 969.10 1023.00 1111.30 1216:60 1199.30 1143.40 1172.60 1313.70 1270.20 143S5.0 152737

Esports of goods A WS.rvicas 276.90 280.70 342.90 416.28 536.40 596.30 70. 90 958.70 1007.70 1696.20 1197.60 117530 1116.70 1132.70 1276.00 1220.40, 133.50
Factor Sarvices 1.00 0.70 1.30 2.60 4.20 4.20 5.70 10.40 17.30 13.10 20.60 23.60 26.70 39.90 37.70 49.80D 47.00
Imports of Coeds & Services 357.90 403.30 450.80 337.90 815.40 027.60 92520 1210.60 1404.60 1661.70 1697.00 1639.10 1461.00 1627.860 1609.50 1616. 70 1661.60 1130.91
imports of Coeds A WeSarvic*e 341.10 365.50 411.90 494.50 76.60 767.60. 643.90 11120.40 124.20 1616.90 1857.70 1304.00 1042.40 1147.70 121.70 127.60 133.30
Factor Servi co. 16.60 17.80 38.90 43.40 45.90 70.20 61.30 W0.10 1I0.60 152.80 239.30 363.10 408.60 379.90 357.80 339.90 324-20
Long4~era Interest, 14.20 15.30 17.70 28.70 31.10 36.60 40.90 61.40 84.60 116.00 170.80 135.10 109.00 628.9 243.30 341.60 217.10

Current Transfars not 6.90 7.40 6.60 8.90 9.60 9.60 13.20 15.80 16.60 12.20 19.70 27.20 29.60 23.00 31.90 43.40 123.60
Current Account Salance -74.10 -114.50 -100.00 .112.20 -266.20 0217.70 -201.40 -226.60 -363.20 438.20 -36.70 -412.80 -~278.00 -332.00 -263.90 -06.10 -99 60

Long-Tars Cspitsl. ndlt 43.60 67. 10 60.10 92.40 135.90 238.00 217.40 298.90 352.70 354.70 397.00 217.50 28.40 1221.30 178.40 619.00 -34 50
Direct Investamet 23.40 22.10 25.60 37.70 46.30 69.00 60.70 62.60 47.00 42.40 48.10 66.20 23.60 85.30 62.00 66.20 62.00
Official Capital Crsnte . . . . . . . . -5.20 40.10 6.301 46.00 109.00 175.60
Long Tors Loaan, 16.90; 35.20~ 83,20 61-i 80 3,40 157.60 166.20 247.60 211.30 196.60; 369.40 167.90 M12.70 292.60 99.60, 1669:0 -6. 10
Diaburaaasnts 59.90 78. 3, 103.40 116.10 137. 60 260.00 275.90, 399.00 515.20 484.60 532.60 366.00 243.60 429.70 238.40 310.60 18.40
Rapsywwants 41.00 43 00 60.20 66.90 74.20 102.20 119.70 161.60 300.90 266.20 163.10 170.10 120.W0 137.10 136.60 141.90 197.60

Other Lcng-Ters CapitaLe -1.60 -0.20 1.10 -4.60 6.20 11.20 0.60 -11.20 94.40 113.70 -15.30 -38.60 -127.10 627.40 -84.40 109.30 -38.40
Other capital. not 15.00 63.60, 23.60 46.10o 79.60 -16.20 38.60 36.10O -13.30 120.70 222.10 120.50 354.20 -623.20 79.30 -79650 219.60
Change In Raesrwes 15.30 -6.10 -3.70 -23.30 60.60 -2.10 .51.60, -106.30 23.60 62.80 39.60 71.60 -109.60 -66.70 6.00, -134.40 -85.&O0
Naow Items:
Int'l Raeervao Eacluding Coli 14.20 27.20 40.60 46.60 42.10 48.60 96.40 19.6 193.90 136.60 14&.600 131.140, 226.10 311.30 406.00 606.40 323 40

(Costs Rican Coon.. per US dolloar)
Conversion Fsctor (Annual Avg) 6.63 6.63 6.64 6.65 7.93 6.657 0.67 .6.7 6.57 6.67 6.67 21.76 37.41 41.09 44.53 50.45 55 99)

(toiIIi one of US6 dollIa rs. oetetandl no at and of year)
EXENAAL OM C48.10 282.60 339.20 401.30 560.60 664.40 642.70 137.20 1679.00, 219.710 273.60 3220.60 3449.30 4246.30 40I0.9W 4433. 60 4452.90
Pub,lic/Publicly &,r. Long-Tars 134.20, 1661.90, 207.30 24.8.0 303.20 421.00 341.90 73.680 948.60, 1300,60 1691.70 2210.40 2423.20 3226.20 3289.60 3579.650 3662.10

SOdS. D6JIcATOS
Inant, Narality Rate 61.60 56.60 54.40 44.60 37.50 37,60 33.10 27.90 23.60 23.30 20.10 17.90 19.30) 19-20 09.10 19.00
Life Espetancy04 at Birth 66.90 67.40 67.90 66.40 69.10 69.60 70.40 71.10 71.60 71.90 72.20 72.60 73.00 73.20 73.3D 73.60
Food Production. p.c. ('79.61400) 96.70 100.910 102.60 103.60 98.28 107. 10 107.60 106.40 104.80 105,130 98.80 %6.40 69.00 89.20 91.20 91. 70 92.40
Labor Force, Agriculture (S) 42.60 41.40 40.20 39.00 37.80 36.60 35.40 34.30 36.10 32.00 30.60
School Enroll. Ratio, primary 110.00 .. . . . 07.00 106.00 109.00 107.00 107.00 106.00 106.00 103.00 102.00 101.00 101.00

…-- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -

Source: The world BWan: Wkorld Tsblae. 19870 Washington. 1988.
aS' Eatiasaws from ECIACICEPAL. data.
5/ atD by industrial orig*n d1aIs for. at least somi, yeers are ;n Purchaser values and not at factor cost.



Table C.2

B. SO&VAM: IAAMMONW4IC ACCDSM

1970 1971 1972 1973 1974 197 1976 19o7 1976 1979 19010 19s1 1962 163 1914 198 1966 19670/

OwM a. FM CW1IA (15.) hi 29.00 300.00 510.00 340.00 580.00 440.W 500.00 590.00 700.00 76.00 750.00 750.00 740.00 760.00 600.00 600.00 600.00
MA.ATIUl (13M 5M) 3568.00 368.00 3779.00 387.00 396.00 406.00 416.00 425.00 4344.00 4435.00 422.00 4573.00 4621.00 4669.00 4716 47661 4663

60I024MB USE OF fUSAM Q(NI lane of currenit Soalvadoran Colon".)
ranms Ibtional Product (amp) 2549.00 2579.00 2658.00 3294.00 M891.0 4412.00 66689.00 709.00 756.00 6647.00 678.00 8427.00 666.00 9735.00 11066.00 1319.00 1926000

aome. oommtic product (GP) 2571.00 278.00 2882.00 3332.00 3644.00 4476.00 870.00 7167.00 7592.00 8607.00 6917.00 0647.00 69166.00 1009.00 11474. 00 14016.00 196195.00 24413.07
ladirec Tacos IbI 196.00 199.0 2235.00 266.00 329.00 U35.00 56.00 646.00 645.00 656.00 642.00 6611.00 . . .

CDP et facto, cost cj 2373.00 2603.00 2659.00 3064.00 3613.00 4125.0 5144.00 6319.00 7047.00 773.00 6M07.0 7966.00 . . .
Agriculture M5.00 729.00 .720.00 922.00 999.00 1028.00 161.4.0 2S74.00 2069.00 215M0U 2480.00 2106.00 2075.00 2160.00 2355.00 2514.00 466.00
Iaduetu 600.00 644.00 712.00 76.00 915.00 1115.00 1246.00 1468.00 166.00 161.0 164.00 1647.00 169.00 2175.00 2455.00 3802.00 4115.00
Neaufacturlag 466.00 819.00 6613.00 611.00 707.00 661.0 933.00 1047.00 120.00 133.00 133.00 1659.00 136.00 1572.00 1791.00 2190.00 81110.00

Sarvices. etc. 124.00 135.00 1442.00 1640.00 2060.0 288.00 2845.00 2206.00 5679.00 4248AM- 4591.00 469.00 49195.00 5757.00 5664.0 O.00 11742.00

Samanurc blam. 6.00 -60.00 32.00 -94.00 -33.00 -22.00 21.00 62.00 -713.00 -16.00 60.00 -627.00 -454.00 -465.00 -769.W. -95.00 -1240.00
comastec Meorptton 2563.00 2754.00 2650.00 3425.00 4275.00 4706.00 56665.00 7105.00 8405.00 6622.0 6605.00 9173.00 9420.00 10577.00 12263.00 1497.00 21135.00 25055.00
Coneception 226.00 2332.00 2442.00 2616.00 623.003 3715.00 4565.00 542500 6671.00 706.00 7662.00 7942.00 623.00 423.00 10657.00 13WO.411 1369600 2189.75
GraDos me~stic Investmeant 331.00 423.00 400.00 609.00 692.0 991.00 1220.00 1679.00 1834.00 1556.00 1U133.00 1231.00 1165.00 134.00 16061.00 1767.00 266.00 31361.24
Fined Invemlgant 280.00 39.00 474.00 521.00 719.0 1061.00 1146.00 136.00 135.00 1.512.00 1210.00 1173.00 1131.00 1275.00 1535.05 1905.00 2550.00

RaMO Item.
aroms Doaetic Saving 359.00 372.00 440.00 515.00 6611.00 76.00 1140.00 1740.00 1122.0 1641.00 12615.00 74.00 731.00 657.00 617.00 321.00 139.00
areas Netional Saving 353.00 390.00 443.00 612.00 664.00 766.0 1190.00 1767.00 1120.00 1609.00 126.00 636.00 632.00 1179.00 1180.0 11*9.00 2673.00

(NaI II o, of 1960 Sol vedoran Colon..)
Ore.. flutiona Product 6454.00 6732.00 7109 00 7462.00 7925.00 624.00 6743.00 9174.00 971.00 9674.00 878.00 7992.00 7467.00 763.00 7645.00 773.00 790.00

0OMTIC CUP OWLATO 36.50 36.70 40.20 44.20 49.10 63.00 66.10 77.20 77.70 618.30 100.00 106.60 215.90 129.60 145.10 174.90 242.60 347.31

"ETDRV IflD5.$ (hi Ilion. af current Sol vadoen Colon.s
ineey Supply, Oroadis defamed 596.00 066.00 607.00) 956.00 1116.00 1353.00 1770.00 2004.00 2241.00 24.WO.0 2563.00 26134.00 3315.OP 3637.0 436.00 65651.00 7104.00 QW.52
Plaw" as nmean of Phlemom 295.00 316.00 360.00 4661.00 36.0 646.00 917,00 968.0.0 106.00 1321.00 1426.00 1437.00 1717.00 1657.00 19611.00 248.00 8047.00 2606.26

II UMMO PAIISS (MilIion, of current US dollsets) I
Capert. at Good. & Servacee 260.80 271.40 359.30 402.30 510.70 60.00 699.70 1126.20 939.70 I1356. 70 1270.60 970.30 672.40 906.40 954.28 951.60 1009.10 696.84 
Eaports of Onde" & tMervicas 266.90 257.60 355.80 367.90 313.60 393.30 662. W10 068.60 923.10 125.60 1215.40 924.40 822.60 873.30 693.0 905.60 990.10
Factor Servicee 4.60D 5.60 3.50 4.40 6 10 8.70 37.60 37.60 36.60 89.90 56.40 43.90 49.60 35.10 60.70 45.70 19.00 .

Inort. of Goods& AServ icoo. 266.1 2O 02.00 339.00 459.600 671.28 720.40 905.10 1135.10 12961.70 136. 10 12890.00 12611.00 1195.40 1216.90 1315.90 in.00 1401.38 1451.27
Inormts of Goods a tMervicee 251.90 280.50 227.80 439.30 631.40 675.40 360.30) 1069.60 120.90 1266.30 1170.30 1161.00 1040.40 1060.70 1153.60 1184.60 124.30
Factor Service. 14.20 14.40 16.20 20.60 36.60 47.00 62.00 65.50 66.60 130.40 116.70 120.00 155.0 136.1.) 162.00 139.230 156.D
Lag-Term Ottere.t 9.30 9.71 11.00 14.60 16.00 16.60 26.30 31.20 37.10 41.20 36.60 36.10 44.00 67.4 74.04 75.60 74.60

Current Troenfers. wet 14.60 17.30 12.10 13.60 15.60 27.40 29.20 36.60 51.30 51.20 48.90 60.40 170.60 271.60 307.50 243.60 430.60
Current. Account Wanc* 6.70 -1U.20 12.40 -431.90 -134.20 -96.00 21.680 20.70 -285.70 213.0 60.70 -250.30 -152.20 -37.00 -63.60 -28.70 68.60 -25.64
loan-Term Ceeltel. aet 6.00 21.10 62.20 37.00 193.10 138.70 72.70 68.40 175.q* 78.30 174.30 185.60 189.30 516.-70 63.90 00.40 78.40
Di rsc% Isvestmem 3.70 7.00 6.60 6.00 20.10 13.10 12.90 18.70 28.40 -. 9.0 5.90 -5.50 -1.00 25.10 12.40 12.40

Long Twrm Lean. 9.00 26.50i 43.70l 3.40i 941.10 62.50~ 73.60i 41.00 77.60 27.104 99.00 190.50i 230.00i 322.30i 621.40 44.60i 9.10o
0,abura.eannt 31.20 46.30 73.60 46.50 140.40 1M32.0 134.60 136.60 138.120 90.00 1.A500 226.20 285.40 429.906 211.00 13. 70 144.40
ampayments 22.20 29.70 27. 10 43.20 46.50 79.70 61.20 94.60 60.60 62.00 25.10 37.70 54.50 :07.60 129.66 1381.40 135.60

Other Langl-Term Cop itoal -0.70 -4.60 6.90 27.70 76.90 75.00 -13.60 -27.20 74.90 61.10 68.60 -7. 10 ..40.60 -33.70 -.9.90 42.70 69.20
other Capital. Met -12.50 -13.00 -59. 50 -3.50 .44.28 -16. 10 -12.10 -25.60 168.30 -236. 50 -265.W -19.30 -29.50 -250.50 -W7.30 -49.60 -75.50
Ceng. in Reserves -2.20 6.90 -15.10 10.40 -14.70 -29.60 -804.40 -40.50 -56.60 1MO.D 60.90 84.00 -7.60 -29.20 7.20 -20.90 -43.50

1mom stem.:
initl Reeerve Eacluding Gold 46.40 45.60 63.fQ 41.30 77.60 107.00 166.40 211.20 26. 10 142.50 77.70 71.90 100.50 160.20 165.00 179.66 169.70

(Salvedoran Colon., per US 401lart)
Conversion VectAtor (Ana Avg) 2.50 2.50 2.50 2.60 2.50 2.60 2.50 2.50 2.60 2.60 2.60 2.50 2.57 2.73 2.60 3.67 5.00

(M4;Illion. of USD dllure. outstwaning at end of year)
E5TW1. 015T 160.50 206.20 252.00 244.40 360.40 412.20 460.40 722.30 913.010 689.9 914.50 963.10 1269.10 1661.90 1710.50 1740.10 1679.50
PubI;c/Publicly Qatr. Lesig-Tera 67?.70 92.70 109.10 106.60 175.80 195.0 262.60 266.60 338.70 411.60 527.40 72.30 975.70 1348.10 1386.90 1465.00 1463.20

SOCVAL WOCATW-
Ina nwt ortliti btte .. . . . . . . . .. . . . n00 68 30 66 00
Life Ep.c"tecy at Sirthi 67.50 50.10 66.60 59.30 .59.70 60.20 60.60 61.00 61.60 62.30 66.00 63.70 64.80 64.90 65 40 63 60
Food Production. p.c. ('79-81.100) 90.60 97.40 87.20 0. 70 96.70 105.60 102.10 100.50 110.50 109.40 99.90 90.70 602.00 83.90 91 70 as. so W. 70
Labor Force. Agrculture CS) W6.o0 64. 70 63.40 62.00 60.70 49.40 40.60 46.90 45.70 44.40 43.20
School Enroll. Ratio, primmsry 65.00 . . . .. 75.00 .. 76.00 76.00 79.00 74.00 61.00 66.00 66 00 69 00 70.00

Source: The Wtwld Oba: World Tables. 198 7e. Washington. 1968.
4, Estimates fron GCA/CEPAL date.
bi Ca per capita in J15$3 is calculated uaine an alternwatbvo conversion factor.

CO 0P by industrial or.gin date for at least. soMP IF-are era int purcabsr values and not factor c"oet.



Table C. 3

aTUWSA: 1056BC 4000W

1970 1971 1972 1073 1974 1978 1974 ~~~~1917 1975, 199 i 101 16 . *90 195 Iou Iwo7/

54T @0 Fs CAPIA OM3 hI1 8M.00 86.00 80.00 480.00 80000 870.00 66-00 70000 9 '.40 1516.0 112000 U00.00 1100.00 1170.0 100 I-0 200000 030.00 02.00

PUkAAII C1lMU)" 82441.00 830.00 88544.00 5690.00 8889.0 68121.0 .00 00 86.00 65644.00 572.00 69817.00 7118.0 78151.010 714.0a 7740.00 70613.00 615.00

20mm as US no (HiI lmes of corre"s G.m"mlaa Guetmales)

aomg. Itiomel roducat (an) 18601.00 1141.00 2084.00 232.00 8119.00 3577.00 425.00 84481.00 6064.00 660.00 760011.00 6506.00 SM.0 63.00 926300 low3.6= 152.00 1724 .16

are"m Domestic Product (NO) 1904.00 1965.10 21031.00 8869.00 aaSa.00 864.00 435811.00 840111.00 61071.00 69081.00 7119.00 660117.00 6711.0 96.100 9470.0 113120.00 1866.00 173 4.A,7

Zdwirect Tones Nut. 18.00 U111.00 144.030 110.00 207.0 2105.001 816.00 4001.00 88.00 II".uO 80.00 8611.00 880.00 4111.00 437.00 866.0

or St, facto, opee C/ lM.00 111047.00 198011.00 239.00 2935.00 3344,00 40490.00 411088.00 8635.00 116860.00 12.00 61047.00 01170.00 860.00 20088.00 20842.00

quaource ftlern.1.0-2.0 50 17.00-18.0 I-;-86.00 -25.00i -49.085.0 -311.00l -91.00 -86.00 -3,10.00ii -141.00i -194.00 434.00

DOuseeic Abe"Orpica 080.00 2028.00 2008.00 88821.00 326.00 8712.00 4616.00 687.00 6400.00 724.00 800.00 0.00 905.00 919.00 96614.00 11802.00

COWonstoa .'3~.00 17210.00 188.00 210.00 2078.00 8188.00 869.00 4401.00 5110.00 550.00D 404.00 9286.00 76924.00 01I0.0 654000 1012.00

Gross Ogmastlc Ia.tsrt .440 .0000A 255.00 052.001 88000 887.00 94.14010 1000.00 1812.00 1204.00 *25000 1466.-00 223.00 100.00 1079.00 2276.0

Fixed Invuelmat 230.00 204.00 212.00 857.0 488.00o 671.00 000.00 108.00 191.00c 10.00o 134.00 1443.00 10.00 000.00 890.0 223.00

Gross Domeatic Saving 259.00 280.00 23.00 369.0 485.00 821.00 672.00 10300.001 901.00 0402.00 1005C 0065.00 808.00 8861.00) 88.00 1012.00

are". Ibtioral Sewifts 25.00 2591.00 245.00 86.00 400.00 58.G0 797.00 1063.00 1050.00 1060.00 1074.00 094.00 88.00 778.00 707.00 730.00

(Mei Io ucasf 1060 toatmlan aout.cale)

Croae Mhiteoal Product 4460.00 4712.00 8057.00 54.00 5780.0 5887.00) 6322.00 68U70 .0000MO 7862.00 7808.O 784.00 78811.00 7362.00 7847.00 7278.00 1279.00

COMTIC NOP OEFLAM 41.00 41.40 40.80 46.70 54.00 61.10 68.10 79-30 83.70 90.0 100.00 100.00 114.00 A 12.4O18.0 10.00 911.40 W5.75

lEM't ""Don (MillIIionsato current. Gusoateesn %wetem loe)

Mbone Supply. Broadly 4eflined 344.00 3103.00 477.00 860.00 0481.00 80.00 1052.00 1249.00 1424.00 1137.00 169.00 1907.00 2191.00 2155.00 231.00 8193.00 3875.00 4919.14

Omne ae Memo* of Paymeunt 175.00 179.00 214.00 284.00 805.00 354.00 494.00 894.0 684.00 735.00 758.0 .0000. 78.00 834.0 869.00 1847.00 160.00 197.31

11.AMI OF PA25ITS (M0;I iese of current IS do$ lace)

Exporte of Goode A Service. 853.70 342.20 807.70 541.70 M0.10 797.80 1007.70 1371.60 18814.00 158.50 188.10 1516.50 1810.20 3220.80 1261. 10 1195.40 122.30 112.00

e.pote of Sao"d A IPSrui co* 849.00 318.0.0 804.00 881.90 70190 77.30 998.10 1832.0 18081.70 1479.. 1730.20 1418.30 1230.8 1169.70 1M23.0 1162.30 1A72.30

Factor Servieee 4.201 3.60 8.70 9.00 28.20 14.80 89.00 48.80 78.20 102.*0 100.30 79.80 84.10 32.10 35.10O 30.00 !S.60

Impo te of oode & Services 879. 10 416.70 439.20) 576.40 878.60 941.00 1204.20 240. 10 173.8.0 184. 10 2106.80 2195.510 1775.50 1460.70 1571.00 1455.60 123.20 1400.400

Iouire of Goode A IFlrvices 3816.70 871.20 359.90 890.70 8122.50 680.40 1001.20 1423.70 1643.20 17614.00 19501.00 2099.30 1627.00 1L314.40 1429.160 225.60 104110.90

Pactoe Srvicee 42.40 45.50 49.80 86.70 06.10 800.80 83.00 75.40 00.60 100.10 148.80 1866.80 140.60 146.30 242.40 190.00 247.20

Long-Term Internest 8.00 8.60 8.70 10.80 11.10 12.40 14.70 10.90 82.70 48.20 80.60 63.40 78.80 80.00 95.30 115.90 155.610

Grriest. Trasefers. net. 17.50 25.80 80.00 42.40 §!.40 77.80 100.00 05.70 115.40 1125.80 109.70 91.00 62.70 80.50 23.80 19.6 74.50 101.00

CGrrest. Account Balance -7.90 -49.20 -11.50 7.70 -U108.1 -85.70 -77.70 -31.010 -25.40 -205.00 -183.00 -588.20 -400.60 -226.40 -381.60 -240.40 -11.40 -3166.00

Losye-re Capitol. Oett 88.60 801.20 28.80 40.40 86.10 146.30 83.10 197.70 264.20 241.80 230.40 400.20 330.00 2814.80 105.70 244.20 8090 1761100

Direct Inveetment. 29.40 203.60 15.9 84.00 47.40 00.00 12.80 97.40 127.50 117.10 110.00 127.6 78.30 44.00 881.00 80.00 67.30 73.00

Official Capital Groa.% . .. . . . . . . . . . . .

Long Teom oamn- 21.10i 138.i0 5.i8 20.20 20.80 49.70~ 45.10' 108.i0 386.20 184.00 92.40~ 279.70l 278.70 224.00l 02.00 II 1.00 2S8.20

Olabura.inate 43.10 W36.0 44.30 47.20 80.00 72.30 74.80 141.70 202.70 248.00 170.00 344.30 337.40 813.50 254.40 264.60 160.20

bpoayaate 22.00 22.50 80.00 19.00 31.00 22.00 29.40 38.00 48.00 64.90 77.60 84.60 58.70 ff.SD6 162.40 153.50 136.40

Other Lwo-Te-re Capital 3.10 -3.20 4.30 -13.00 -18.80 18.80 28.80 -8.40 -19.50 -80.80 85.20 -7.10 -18.10 14.70 63.70 72.40 -801.70

Othar Caapital. het -80.40 20.10 25.10 23.00 88.90) 23.80) 218.00 15.90 610.00 -861.10 -382.00 -118.10 18.40 -56.40 202.60 03.0 12860

wamnga in a.Merves -18.30 -10.10 -30.10 -00.90 11.10 -104.20) -219.30 -281.00 .811.60 28.50 258.00 201 10 48.30 -1.70 -18.90 107.30 -109.10

"No Items:
let'S Ragerwe. Eacludiseo Gold 60.00 74.70 116.20 191.30 281.80 21831,00 491.00 888.90 741.00 6910.80 444.70 149.70 112.20 210.00 274.40 300.00 362.10

(Goamlemle faet"Iaes per U.S doollr)

Cogwersion Factor (Anaual Avg) 1.001 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.70 9.10

(M41Illions of Us dol lore. outetanding at and of sear)

UPUMOL toy 12.30 184.30 18.80 168.00 19.4.20 9481.80 2881.00 682.00 813.010 1009.0 1163.00 1264.30 187. 10 2799.40 2373.80 2573.00 2602.00

PuiblicjPublicly Goat. LosTe-Tt 108.30 113.70 100.10 115.90 120.20 143.80 168.8.0 217.00 304.00 426.00 848.00 80.80 1143.00 158610 1000.00 2131.50 2187.00)

sociaL DoICAI25
lasest 1mortelity Rat. 100.20 97.80 95.00 92.40 69.00 57.20 54.00 82.00 79.80 77.20 74.60 72.40 70.00 68830 66.70 81 00

Life Eapectancy at. Iirth 52.10 82.00 53.60 84.30 84.70 85.20 86. 70 86.20 88.70 S7.20 57.70 86 20 89.00 59.30 50.0 60.20

Food Production. p.c. (i79.01.100) 93.00 93.60 90.60 90.60. 90.20 100.80 100.70 100.70 101.70 90.10 90.00 102.40 105.40 101.70 To 7 97.30 93 00

Laorm Focec. Agriculture (3) 61.30 80.00 Ml40 80.00) 69.50 69.10 88.60 860.20 57. 70 37.80 66.00 

Schwal f,re$Il. Ratio, primary 57.00 . .. . -.. 61.00 61.00 63.00 85.00 67.00 69.00 72.00 73.00 75.00 7600.. 

source: Th. World Ba.). Milrld iblee, 1907', Wash*ington. 1908.1

Al Estimete. from EKLAC/CE?AL data.
bi @W per capite in USIP a calculated using an alternative conversion factor.

c/ CP by industrial origin data for at. leasat soma years ore in purclmna. valuse und Pat. at factor cost.



Table C.4

OWDAS: PAtEUUC ACC3iT5

1970 197 1972 197 1974 1975 1976 197 1970 O97 1900 1901 190 £90 1964 1965 1906 1967.

OmiT3f Or FBI CAPITA (UN) 270.00 29.00 290.00 320.00 840.00 350.00 89000 W-000 M.o 9.00 6480.on00 670.00 660.00 670.00 700.00 72.00 740.00P.6A11Ul CFlSinM) 26119.00 2724.00 2512.00 290.00 299.00 8093.00 320.00 3820.00 436n.00 MU6 00 0691.00 3022.00 897.00 4004.00 4232.00 430..00 4M2.00 463

GUM 00h' 156 OF 0EMC (Hi II ins of current ltmdurmn lempersa)
Oro" Ketlamel Praduet (GNP) 1400.60 1801.00 I82.00 262.00 20817.20 210.40 2510.00 5313.00 8642.60 4187.20 466.00 4966.4 5174.50 8553.40) 590.00 6334.60 6016.20Cram OteAstic Product (GDP) 1446.00 1851.00 160.00 16195.00 2114.00 2241.00 262.00 3280.00 2014,00 4V87.00 4975.00 8298.0 556.00 5901.00 6299.00 672.00 7215.00 77578Indirect Toeas W%S 239.00 148.00 151.00 169.00 199.00 219.00 2011.00 413.00 413.00 4961.00 544.00 602.00 564.00 610.00 696.00 00.00UP et factor CO"t 1307.00 1406.00 183.00 172O.0 1915.00 202.00 2W4.00 2907.00 3401.00 8002.00 4432.00 4891.00 80181.00 G26.00 560.00 6919.00411ric"lturo 424.00 4118.00 '492.00 562.00 593.00 597.00 720.00 964.00 20401.00 1181.0 1268.00 1313.00 18621.00 1450.00 1827.00 160.00Imdmstri 290.00 307.90 381.00 38.00 466.00 512.00 570.00 63-.0 045.00 100-00 1142.00 1169.00 I26400 184.00 1442.00 1474.00Kemufacturing 181.00 1961.00 218.00 248.00 2610.00 318.00 865.00 4361.00 517.00 602.00 661.00 716.00 754.00 738.00 681.00 620.00terwasm. GU~. 5901.00 648.00 109.00 177.0 0661.00 918.00 1040.00 1261.00 1801116.0 1739.00 202.00 2189.00 2088.00 248.00 2632.00 M.00
Resour.ce eal... 49.60 -11.00 1.8.0 -16.00 -247.00) -202.00 -120. 0 -147.00 -175.00 -134.20 -869.70 -858.90 -167.10 -206.00 4340.00 -26.70
Ometoic Iheoratian MA 13.0 18.40 166611.40 1911.90 2661.00 2448.00 2746.10 3467.60 89609.00 486.20 554.70 5646.9 65749.10 6125.00 66439.010 7011.70 737Q.Gm 74961.48Conumtion 126.00 1312.40 1410.40 1568.0 1019.00 2041.90 2097.80) 216461.00 800.90 8469.70 4084.40 4856.00 494.10 6195.00 580.00 6640.70 6313.6. 142.27arams O.mmtic Itweaetmot 102.00 260.00 266.00 840.00 542.00 401.10 446.00 0119.00 967.10 1092.60 121.80 10900.10 6S06.00390.00 1255.00 1160.00 106.1. 1070.18Flied Inanatmat 266.00 258.00 265.00 325.00 438.00 470.10 649.00 7110.00 941.10 1000.60 L223.30 1016.20 947.00 1074.00 1196.00 1177.000km Items:
Crame Owes tic Seeing 212.40 235.90 272.00 181.40 298.00 199.10 328.70 671.40 812.10 906.30 921.00 736.26) 636.90 7061.00 914.20 675.30Cram. Nnbtoal Sevalig 1810.40 202.60 26.60 270.010 338.40 176.70 269.20 801.70 6173.20 70.30 037.00 4014.30 291.60 477.30 715.10 781.10

Cram. latiemal Praduct 8020.90 8179.00) 3800.30 8460.00 357.10 3427.90 3689.00 4006.20 4818.80 48610.90 4669.00 4740.00 4578.30 488.90 470.1 49d.S 00.0060200
0OMTIC UP 0ERAT0 46.40 47.20 49.80 62.80 3.8.0 64.00 69.40 10.70 06.20 90.40 100.00 105.20 118.00 219.00 12470 129.40 1M35.0 189.22

"OWN"Y "moves (OkiI $;ms at current. Mamduire lepirme)
RM es Supply,. SramdIf defined hi 300.80 338.10 W87.50 400.60 474.40 632.00 692.60 669.40 10001.70 1107.28 1212.40 1321.00 187920 14881.70 2056.40 2011.20 2M.90 2992.16sre m Ken of Peem%n 156.90 169.40 192.90 22.40 242.40 2M.70 3611.00 411.30 460.40 545.60 610.80 637.40 716.90 614.90 046.00 608.00 958.20 UA%.41

eALcEd OF PAWIOI (0 II i11m. of current LOS dot foer)
Impart. of alod. & servismo 190.80 217.70 267.40 297.00 286.90 850.00 4683.20 5983.00 796.0 66.9 967.40 908.40 76840 815.00 668.0 984.10 1029.20 977 Empo artsf o,mde & 1IWServices 196.60 215.40 224.9 293.70 381.00 844.40 485.60 860.0 5617.30 637.70 941.00 808.70 760.00 0101.00 647.30 919.20 1016.10o
Fector Service. 2.80 2.30 2.60 8.90 S. 510 6.40 0.00 18.20 19.20 21.26 25.00 19.70 18.00 14.00 15.00 24.90 13.10Impat.b of Goosd A Servlcee 269.20 247.20 258.70 309.00 474.00 400.60 5661.40 73.70 661.00 107.70 1305.0 126840 1041.70Y 1076.70 1359.0 126520 1312.a0 134.61Importo of 0utmsd A IfServiaee 244.30 M9. 10 206.0 801.90 438.40 445.00 814.00 634.90 716.00 MO.O 113. 00 1060.7O02~.90 912.40 01066.00 106.00 1069.00
Fedt, t-vrvicem 24.90 27.16 29.90 87.10 19.20 85.20 67.40 61.00 104.40 141.20 179.20 172.70 218.00 166.30 193.00 205.20 228.60Long4ern Intereet 8.70 5.001 6.60 9.90 12.10 16.30 21.00 80.00 48.10 00.00 63.60 96.80 112.60 97.90 90.20 104.50 117.20CuVrrent Trmc4er*, net 6.60o 6.80 6.60 6.96 32.60 17.00 18.30 14.10 17.20) 20.40 21.00 27.40 29.90 46.80 00.00 12.60 126.70Curreet Accoust 041mac. -63.00 -22.70 -12.00 -84.80 -106.10 -112.40 -104.90 -12.8.0 -187.30 -192.40 -816.00 -802.60 -200.40 -219.20 -316.80 -210.40 ..154.40 .214Lang-Ts. Comital. net 40.10 38.80 23.60 32.30 63.10a 131.60 108.00 140.70 178.70 110.00 266.20 209.30 160.30 147.70 274.20 252.90 96.80
Di rec% Inveetmmt 0.40 7.80 8.00 6.90 -1.20 7.00 5.20 81.90 18.10 26.20 8.90 -3.70 13.00 21.00 20.80 27.30 30.00 34Official Cmpitel'Crant. . . . . . . . .. , . . . . . .LAng Toea Loan. 82.20 29.40~ 24.70 4.20 67.60 96.60 96.20~ 189.80i 3,181. 159.0 263.00 216.10i 146.60i 196.00 220.10' 265.80 115.40
Olmermeommate 38.60 87.00 37.70 210.90 89.20 12.60 135.70 199.70 266.80 27.70 351.10 813.90 238.90 276.90 308.90 869.00 204.30
beaytmnto 6.80 6.40 13.00 16.70 21.00 20.70 W7.00 60.20 74.40 119.10 67.60 97.00 92.4o 00.9 83.00 04.80) 106.90

Otter Lang-Trsr Capital -0.60 -1.40 -4.20 21.80 -8.30 25.70 0.40 0.30 0.70 -7.00 -0.80 -8.10 6.00 -71.80 338.0 -59.90 -46.90Othe Copital. net. 11.40 -13.50 1.00 10.70 23.90 84.60 20.70 40.80 -0.80) 32.28 -27.90 19.80 S. 60 20.10 27.20 -80.00 04.60Cenoe in Remerge. 12.80 0.90 -11.70 -8.60 16.40 -88.70 -37.00 46.20 -9.00 -19.00 77.90 78.SU 04.80 43.40 15. 10 -11.40 -26.50
11mm Item:

WI' RSmervee Eacluding Cold 20.10 21.80 35.10 41.70 44.30 97.00 130.00 179.50 104.40 209.20 149.80 101.00 112.20 118.60 1251.20 10.8.0 111.30
(kendurm lempiras per US del oar)

Cmnverejan Factor (Anneal AVG) 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00 2.00
(WeI on.a of OS dol lar., oubtetendin at end of Year)OfgLwd OEW 109.40 10.650 148.90 196.00 2281.10 379.60 478.00 782.80 932.80 £132.00 1407.20 1660.70 179.00 2064.40 2321.1 2711.1 2662.90Public/Publicly Ckoer. LMOng.irm 90.20) 102.20 119.30 138.00 171.40 264.20 844,10 457.00 894.80 760.10 909.10 1381.80 1M30.0 1612.00 1354.20 2177.00 2842.00)

intent Obwtel lit Rat. 118.20 112.00 110.00 107.00 104.00 101.00 90.00 961.00l 92.40 89.00 87.20) 84.60 62.00 80000 78.00 76 00Life Impectency at girth 52.80 68.10 58.60 54.40 85.00 88.60 56.20 56.00 57.40 57.90 50.50 59.10 59.90 SO0 10 00-60 62 00Food Production. p.c. ('79-81.100) 100.80 113.00 114.90 1008.20 99.20 616.00 04.40 99.130 100.80 94.70 101.60 103.70 95.00 W. 70 83.00 04.90 86 40Labor Force. Loriculttr. M6 64.90 64.80 64.400 68.60 68. 10 62.70 62.80 61.00 61.40 60.90 80.50
Scoo Enroll. Ratio. primry 07.00 81..1... 6.00 20.00 .. 89.00 09.00 95.00 94.00 99-00 101.00 102.00 12.200

Sourcet The Word S"n.: 'Word Tabies.19676, Washington,. 1900.
aj Iat.teate from ECLAWC/CWA1 data..
b/ kney muply rsfisct.e total liquid lisb,lit,ee.



Table C.5

NICMAOJA" MACROECONOMIC A@MtOS

1970 1971 1972 1673 1974 1975 1976 1977 1976 1979 1900 Joel 1982 1963 1964 105 196 19670/

O.4T 0W FPE CAPITA (WO) b/ 360.00 390.00 400.00 430.00 W60.00 650.00 710.00 750,00 730.00 86.00 690.00 760.00 600.00 620.0o a0.00 770.00 .. '.00

POPUL*ATION (THOUAANDS) 2053.00 2120.00 21*8.00 2259.00 2332.00 2400.00 2477.00 2547.00 262000 26904.00 2771.00 266.00 2955.00 3086.00 3162.00 3272.00 3376.00

*1034 NO USE OF REOUCES (Si I I lone af crrant Ni caraguan Cordobas)

Gross National Product (@9) 5.26 5.86 5.93 7.31 10.19 10.73 12.44 14.24 13.86 13.60 20.64 23.06 26.56 3109a 42.71 107.011 406.561

Cross Doomestic Product (CDP) 5.44 5.79 6.17 7.665 10.65 11.14 12.94 14.76 14.081 14.51 21.69 24.48 26 35 32697 45.Cr 115.41 465.74 4405.65

Indirect Tax.. met 0.46 0.50 0.58 0.76 1.07 1.05 1.20 1.49 1.3.1 . . .. . . .

CDP at factor coSt c/ 4.96 5.26 IS." 6.69 9.56 10.11 11.73 13.27 12.75 .. . . . . .

Agricult.mr. 1.55 1.43 1.53 1.69 2.57 2.49 2.92 3.59 3.70 4.11 4.95 4.96 5.9'1 7.57i 11.00ii 26.1

Industry 1.40 1.82 1.67 2.05 2.94 5.26 3.65 4.21 4.07 4.15 6.61 6.05 9.13 10.10 14.58 38.52

Iheufecturing 1.11 1.21 1.31 1.62 2.16 2.46 2.69 3.06 3.24 3.57? 5.49 6.53 7.47 7.97 11.43 51.74

Services. aec. 2.96 2.64 2.97 5.71 5.13 5.361 6.36 6.95 6.31 6.25 10.14 11.48 13.32 15.20 19.66 50.73

Resource Balance 40.13 -0.13 0.35 -0.73 -1.44 -0.99 0.15s -0.64 0.47 2.92 -3.96 -4.97 -4.27 -8.72 -7.92 -24. 13

Somestic Abaortion 5.57 5.92 5.62 6.39 32.09 12.1,3 12.79 15.59 13.60 12.50 26.65 29.45 32.62 36.569 52.94 139.53 .. 5240.41

Coneueptlon 4.56 4.09 5.03 6.56 6.73 9.75 10.55s 11.86 11.75 13.33 22.49 23.66 27.29 31.19 43.34 117.6 . 4513.10

Gres. Dcomtic Investment, 1.01 1.02 0.79 1.64 3.35 2.361 2.24 4.02 1.65 .0.63 3.36 5.78 5.32 7.40 9.60 21.67 .. 727.31

Pl ead Investmet 0.69 0.90 0 93 1.40 2.80 2.51 2.61 3.q6 2.13 . . . . .

"no. Item
Cross Domestic Saving 0.66 0.90 1.13s 1.10 1.91 1.39 2.39 3.16 2.32 1.18 -0 60 0.51 1.06 1.66 1.68 -2.46

Croiss National Saving 0.74 0.76 0 .96 1.16 1.57 1.09 1.96 2.74 1.66 1.32 -0.70o 0.09 -0.20 0.70 0.65 8.11t

(BiII on,, of 1960 Nicara*"" Cordobasi)

Cross National Product 19.36 20.29 30.85 21.44 246.59 26.56 26.63 26.62 24.59 18.63 20.54 20.72 20.49 21.60 21.54 20.29 20.20

DOMESTIC OWCDP DFATOR 27.00 27.40 25.40 35.50 41.30 42.50 46.70 52.90 54.20 72.90 100.00 111.70 130.40 144.60 201.10 529.60 2006.30, 20297.1

l@NETrY HOLDINGS (B1Ill ions of current Nicaraguan Cordbobs)

"N*V syupply. O.'oedly defined 0.63 0.96 1.23 1.73 2.02 2.03 2.7') 2.66 2.65 3.43 5.75 7 93 9.90 13.19 .

Naney as Maeans, of Payment 0.56 0.52 0.75 1.15s 1.31 1.26 1.62 1.70 1.56 2.65 4.10 5.21 6 Ss 10.94 . . .

OALAMC OP PATIeETS (M41Illions of corremnt US 121 lore) 0)

Eaports of Goods A Services 217.60 224.40 290.60 322.60 447.60 457.90 629.70 73.90 731.90 63. 20 514.00 501.60 455.50 477.50 426.90 353.110 247.20 2600-08

Eaport. af goods A WServices 213.10 220.10 2615.90, 315.60 439.70 4,46.70 615.60 719.30 72020 672.20 494.60 563.30 446,80 471.00 422.20 562.20 245.90

Factow Service. 4.70 4.30 4.90 6.60 10.90 11.20 14.10 13.60 11.70 11.00 19.110 28.30 8.70 6.50 4.80 1.60 1.50

IaWtoatts Goods II Services 263.40 273.90 297.20 446.00 12040 659.50 67a.30 926.00 773.90 594.50 1049.30 1643.50 1,020.90 1110.90 1132.20 1204.60 1062I.70 1066.62

Isorwte a Gofods & lEServicee 226.50 237.60 256.70 390.40 464.70O 666.50 59.40 8041.30 6655.30, 510.70 9106.60 1061.40 726.00 901.00 925.00 952.60 62.50

Factor Services 34.90 36.10 41 .50 55.60 73.70 71.00 85.90 84.70 108.60 63.90 143.70 212.10 194.910 217.90, 257.20 261.20 256.20

Long-Trer Interest 6.60 7.90 10.9 16.00o 29.20 36.60 40.90 51s.70 60 40 37.o0 37.90 90.50 109.20 37.50 34.20 20.40 21.40

Current Transfers. net 6.10 5.00 7. 10 57.60 15.50 16.80 9.40 11.210 9.50 91.80 123.90 70.20 51.50 79.50 811.90, 94.90 93.40

Carrent Account Wlanc. -39.50 -44.50 21 .70 465.90 -267.20 -105.00 -390.30, -101.90 -,4. 90 190.20 -411.40 -5191. 60 -513.90 -562.10 465.40 -745.30 -742.10

Laeee-Tenm Capital, not 45.90 51.40 80. 50 112.10 173.50 175.20 36.40 211.00 1315.00 122.50 573.40 816.10 62. 10 719.30 552.1 t 5 45.00, -310G.10

Di rect Investiment 13.00 13.30, 10.00 13.20 13.60 10.910 12.90 10.00 7.00 2.60 .. . . 7.80 1.66

Official Capital Grants . . . . . . . . . . .. . . . . .

Lmon TeOM Los"s 27.50f 32.40 46.20I 98.10~ 127.70; 141.20i 57.6 19 l2.90 67.20 97.00; 22.60 295.00 240.50li 271.60I 348.20i 641.10 628.10

biabureomets 43.70 W6.20 66.20 147.90 147.40 160.20 91.70 269.50 184.60 112.40 266 10 365.00 294.30 316.60 376.40 663.10 550.70

Rhpeymets 10.20 22.60 20.00 49.60 19.70 19.00 34.10 46.60 47.40 15.40 44.50 70.00 63.70 43.00 30.20 22.00 10.60

Other Lang-Tene CapitAl 3.40 5.60 -5. 70 0.70 32.00 26. 10 -3. 20 8.18 40.80 22.70 351.60 524.10 366.50 439.70 202.10 -196.10 -411.120

Othe Capital, ne" 2.30 -1.40 -40.80 19.00 49.50 40.70 -1.10 -25.80, -165.610 -305.40 -16.50 .260.50 -112.90 -14.40 417.30 5851.90, 99. 1

OPaW ngs Reserves -0.70 -5.40 -25.40 45. 10 34.20 -41.90 4.00 43.50 73.50 2.70 201.50 65,00 0.70 -142.60 -304.00 16.40 46.10

Name Item:
int'l Rtsservss Eacleding Dold 43.60 56.10 60.10 116.30 104.50 121.60 146.10 148.30 50.60 146.66 04.50 111.40 171.26 174.70 .

(Nicaraguan Cordoboos per US D ollr)

Converson Factor (Annul Ave) 7.00) 7.00 7.00 7.00 7.01 7.05 7.05 7.00 7.66 9.26 10.06 10.06 11.70 13.20 10.52 40.30 150.00

(Hil Iions of US5 dol lars, outstanding at end of yssr)

E(TUML DEBT 154,70 1610.60, 234.30 339.00 465.30 610.606561.70 1273.90 1429.30 146.20 2170.70 2572.20 3138.800 4013.60 40173.00 5746.40 666.90

Public/Publicly Ousr. Long-Tars 146.70 173.90 225.30 324.20 453.00) 59.50 651.60 044.50 941.70 1064.90 16114.40 2076.50 2407.50 962.90 4010.20 4769.40 53143.30

SOCIM. DoICATOMS
infant lbrtslity Rats 106.00 105.0 100.0 96.60 97.20 96.66 94.40 95.00 69.60 66.20 62.60 79.40 76.00 73.20 7o. 40 69.00

Lif e Epectanc at Bi rth 63.20 53.60 54.40 54.90 .56.20 56.50 56.60 56.10 56.60 57.30, 66.00 36.a0 69.60 59.00 59.90 69.20

Food Production, p.c. ('79-01.100) 113.80 112.00 107.60 102.60 104.50 113.00 113.66 115.30 1212.60 126.60 04.70 66.50 87.30 56.70 73.60 77.20 72.50

Labor Force. Agriculture, (8) 51.50 511.00 50.50 50.10 46.60 49.10 48.60 40.10 47.60 47.10 46.60 .. .

School Enroll. Ratio. primery 60.00 .. .. . - . 6.0 616.00 67.00 04.00 90.00 99.00 104.00 1007.00, 106.00 99.00 101.00mi

- ----- - - -------- - - -- - - - -- - - - -- - - - -- - - -- - - ----- - -- -- - - ------ - -- - -- ---- - - - -- - - - -- - - - -- - ---- - - -- - - ---- -

Source: The World bat: 'World Tables. 190 7C, Ifsehington. 1965.
*/ Eatimete from JCLACAEPA dasta.
b/ @w par capita in UNO is calculated using an alternative conversion, factor.

cj qOW by industrial origin date for at. leat pope, yerar ore in purchaser value and not at fac.tor oset.



Table C.6

EtRl AMSICA: C8ITRA CVE011' OE eF (-)
(As p'centa% atf CDP)

1970 1971 1972 1978 1914 1978 1q76 1977 1971 1979 1960 19e6 1962 133 1964 1966 16 Iw7.

COSTA RICA
f;cit/;p -1.01 -3.99. -4.33 -8.74 -0.67 -2.20 -8.40 -8.11 -4.99 -4.n7 -7.40 -2.87 -0.69 -2.05 -0.73 -1.26 -4.45 -2.69

Toal Rewemua/dP 14.95 14.12 16.33 18.94 10.53 18.01 17.64 1t.66 19.06 18.27 17.61 17.86 17.46 22.25 22.2 21.31 22.02 23.27
TYol Expeaditar.JSP 11.96 16.12 19.67 19.60 19.20 20.22 21.06 19.79 2.065 5.04 26.20 20.73 16.86 24.30 23.06 22.69 2e.29 26.21

EL SOLVADC
Doficit/O 0.04 -1.12 -0.64 0.35 -1.18 -0.65 -0.86 2.51 -1.69 -1.42 -4.45 -6.36 -. 77 -8.20 -3.25 -1.36 0.21 0.17
Totl Raw.OW I.0S 11.01 11.38 12.10 12.3s 12.97 14.11 17.68 18.63 13.61 11.64 12.88 12.17 12.89 13.60 13.27 14.25 11.44
Total E10,ditures/OW 11.02 12.13 12.17 11.75 13.75 13.52 14.49 18.03 15.22 18.02 18.99 18.70 18.94 18.69 16 7 14.62 13.76 12.19

@MATDMLA
Dfici.111O -0.69 -1.52 -2.18 -1.40 -1.44 -0.84 -2.55 -0.93 -1.17 -2.16 -3.90 4.22 -4.76 -3.51 -4.4. -2.4. -3.9. -2.69
Total ROw.OU./OW 6 .6 8.74 8.71 6.26 0.04 0.96 9.39 10.76 10.90 9.6e 11.28 10.44 10.11 9.68 6.1. 9.3a 10.7. 12.42
Totwl Esp.odietr./aop 9.18 10.25 10.66 9.74 10.20 0.82 11.93 11.69 12.07 11.82 15.13 16.6 14.90 13.1T 12.9. 11.. 14 6. 13.39

0.ficit/OP -2.72 -2.68 -2.70 -0.04 -4.26 -2.12 -1.13 0.06 -0.78 -1.79 -2.76 -2.66 -4.59 -6.14 -4.33 -5.66 4.60 -s.6:
Total R"eWA.P 12.30 11.67 11.46 11.36 12.16 12.00 12.96 18.60 14.47 14.62 14.87 13.30 13.37 12.65 14.6e 18.61 18.40 '3.06
Total Empenditur.e/OP 18.02 14.65 14.16 12.43 12.42 14.12 14.13 18.62 18.25 18.61 17.63 16.90 19.95 16.79 19.01 20.67 21.99 21.64

NICARASM
Deficit/OW -0.9T -2.37 -3.66 -I.1 -s.ee0 -8.69 4 .91 4.76 -4.67 -4.48 4.50 -10.19 .19.34 -25.32 -23.86 -21.94 -14.73 -12.09
Total Rey.wPe/w 12.27 12.72 12.54 14.0- 13.91 13.97 14.00 14.01 13.27 14.75 22.72 27.23 27.81 35.48 40.34 67.63 37.61 26.11
Total EBped;itAr/AW 13.26 18.09 18.40 18.81 19.71 19.68 17.91 20.75 19.14 21.26 29.22 37.41 47.14 66.77 62.90 69.57 s2.a3 47.41

Sources saterotional ha.taer ffn: 'Iaternationsl Fineacial S;t;aItics. Sevratl dmaa.
s1 Sasto. from EVAC/CEPAL data.
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Table C .7

CENTRAL AMERC D WREN ACCOUN ICIT OF THE OM
(Percentaw of GNP)

YEAR COSTA RICA EL SALVADOR GUATEYALA HONURAS NiCARAGUA

1970 -7.64 0.85 -0.42 -9.11 -5.28

1971 -10.77 -1.33 -2.53 -3.02 -5.58

1972 -8.34 1.09 -0.56 -1.58 -5.26

1973 -7.55 -3.33 0.31 -3.78 -6.31

1974 -16.37 -8.62 -3.31 -9.98 -17.69

1975 -11.48 -5.26 -1.84 -10.27 -12.12

1978 -8.60 1.04 -1.81 -10.00 -2.22

1977 -7.52 1.09 -0.59 -8.09 -8.98

1978 -10.62 -9.45 -4.38 -8.64 -1.31

1979 -14.38 0.63 -2.98 -9.29 12.09

1980 -14.32 0.87 -2.10 -13.57 -20.13

1981 -17.58 -7.43 -6.92 -12.14 -25.78

1982 -12.54 -4.52 -4.69 -8.82 -22.62

1983 -11.70 -1.04 -2.53 -7.86 -23.87

1984 -8.14 -1.36 -4.12 -10.65 -25.69

1985 -8.75 -0.78 -3.77 -6.65 -28.05

1986 -2.50 1.00 -0.16 -4.55 -27.53

1987a/ -5.14 .. -4.91 ., -25.10

Source: The World Bank. "Worid Tables, 198 Washlqton, 1988.
a/ Estimates from ECAC/CEPAL data.
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Table C. 9

CaiTR ALMUICA: SWI3A 8H*M IN 06W
(P.rcente.e)

1970 171 1972 1973 1974 1975 1976 1977 1978 1979 1960 1981 1902 1903 19164 1965 1908

C1TA PICA
Oroe" DOmatic Product (C00P) a/ 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00) 100.00

AenicelIgre 22.55 20.17 19.46 19.29 19.06 20.38 20.36 21.68 20.40 18.51 17.60 23.01 24.49 22.00 21.21 19.97 20.74

Tadmatry 24.25 25.21 25.30 25.30) 27.06 27.36 27.47 26.17 26.07 26.46 20.97 28.62 25.74 25.61 29.38 29.08 20.63

Services, etc. 53.87 84.6'2 55.253 65.4 5i 3.86 52.32 52.18s 51. 9'6 53.55a 55.06 85.253 50o. 3 7 49.76' 49.3'9 49.4'1 50.96" 50.4'3

EL SALVAADO
Gross. Domeistic Product (0D9) a/ 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.001 1010.00

Agriculture 20.43 25.96 25.26 27.67 25.33 22.96 28.29 35.12 26.64 29.14 27.01 24.36 23.14 21.40 20.82 10.65 20.29

Indua%ry 23.34 25.82 24.71 25.00 23.20 24.90 21.84 20.76 21.63 21.51 20.70 21.36 21.15 21.55 21.40 21.63 20.55

fnawufactmriemg 16.66 19.19 19.54 10.34 17.93 16.861 16.35 14.61 15.67 15.53 15.02 15. 72 15.41 15.56 15,61 15.67 15.43

Servies. etc. 40.25 49.22 50.08 49.22 51.47 52.14 49.86 45.10 61.73 49.361 51.49 54.27 55.71 57.05 56.00 59.72 59.02

aJAIBIALA b/
Cross Dometic Product (009) m/ 100.00 £010.001 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Agriculturs 27.32 . . . .. 26.05 27.29 25.3 25.6 25.36 24,65 24.99 25.1t3 25. 34 25.68 25.77 .

Indimitry . 10.66 . . . 18.49 20.10 20.69 21.20 21. 52 21.99 21.75 21.24 20.50 19.73 19.77"

Nanufactairing 15.79 . . .. 15.14 15.57 15.99 16.21 16.35 16.65 16.08 15.75 15.65 15.03s 15.600 .

Service.. etc. 54.02 . . .. 53.46 52.60 52.61 52.96 55.09 53.16s 53.27 58.63 54.16 64.59 54.47 .

CDP at factor cost 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 10.00 100.00 100.00 100.00 100.00 100.00 100.00 100,00 100.00

Agricultuare 32. 44 32.53 32.11 32.56 30.97 29.53 30.65 p. 16 30.01 29.24 20.50 27.99 27.52 27.45 27.26 27.15

Industry 22.19 21.60 21.61 22.42 24.33 25.32 24.36 25.46 24.85 25.97 25.77 25.35 25.59 25.50 25.75 24.90

Naaufecturio 13.85 14.08 14.25 £4.19 14.62 15."3 35.51 15.00 15.2 15.51 15.37 15.26 15.03 14.66 14.84 14.16

Services., etc. 45.37 45.57 46.25 45.02 44.70 45.15 44.79 45.36 44.34 44.00 45.74 44.66 46.519 47.06 46.99 47.95

NICARA3M
Grose Osseatic Product (009) Sj 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.001 100.00 100.00 100.00 100.00 100.00 100.00 100.00

Agriculture 24.02 24.70 24.00 24.71 24.13 22.35 22.57 24.32 26.25 20.33 22.61 20.26 20.65 23.03 24.43 22.66

inustray 25.74 25.25 27.07 25.60 27.61 29.44 20.21 25.52 25.91 25.60 31.11 32.68 32.20 30.73 31.0W 33.30

Nanufacturinh 20.40 20.90 21.25 21.18 20.25 22.08 20.79 20.87 25.01 24.50 25.00 26.67 26.35 24.25 25.39 27.50

Services. etc. 49.26 49.06 45.1t4 46.50 46.17 46.29 49.15 47.09 44.62 45.07 46.32 46.90 46.96 46.24 45.67 43.96

……………………-- - - - - - -- - - - - - -- - - - - - - -- - - - - - - -- - - - - - -- - - - - - - -- - - - - - -- - - - - - - -- - - - --…-- - - - - - -- - - - - --…- - - - - - -

Source: The World Dank: OWorld Table.. 19678 Washington, 1986.

sj Sectowal GOP by sector of orisin are at mrhot valu. and Oat et factor coete.

b/ The source for this dats is the Ban" Of Ousteuisla
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Table C. 10

SHARE OF INTRA-UNION TRADE AS PERCENTAGE OF EXPORTS

Economic Grouping 1960 1970 1976 1980 1983

European Economic Community A/ 34.6 48.9 - 52.8 52.4

Assoc. of South-East Asian Nations 21.7 14.7 13.9 17.8 23.1

Customs and Econ. Union of
Central Africa 1.6 3.4 3.9 4.1 2.0

Central American Common Market / 7.5 26.8 21.6 22.0 21.8

Caribbean Community 4.5 7.3 6.7 6.4 9.3

Latin American Integration
Association 7.7 10.2 12.8 13.5 10.2

West African Economic Community 2.0 9.1 6.7 6.9 11.6

Economic Community of
West African States 1.2 2.1 3.1 3.9 4.1

Econ. Comm. of Great Lakes Countries 0.0 0.2 0.2 0.2 0.2

Kano River Union 0.0 0.1 0.2 0.1 0.1

A/ Includes the original six members up to 1970 and nine members after 1980.
b/ The figures used here for the CACH are from a different source and vary

slightly from those provided in the text.

Source: Robson, Peter. The Economics of International_Interation.
(London: Allen & Unwin, 1987)



Table C. 11

CENTRAL AMERICA: The Role of Trade in GDP

Total Exports 1 /GDP (based on current prices) (based on constant 1980 prices)

erentages)
1968 1975 1980 1983 1985 1986 1975 1980 1985 1986 1987

Costa Rica 28.2 30.4 24.8 36.0 3<.O 32.6 -- 26.5 32.6 32.3 33.0

El Salvador 25.5 33.1 34.1 23.6 23.7 24.9 31.6 34.2 34.9 33.4 35.5

Guatemala 16.7 21.4 22.0 12.9 17.8 15.7 23.7 22.0 19.1 15.9 18.0

Honduras 29.9 30.7 37.8 27.1 27.3 28.1 24.3 36.6 35.5, 33.8 34.5

Nicaragua 26.5 28.2 22.7 18.9 12.6 8.5 26.2 24.2 18.6 15.4 15.8

Total CACM 23.7 27.3 26.6 20.8 22.4 21.7 - - -

Total Imports 1 /GDP (based on current prices) (based on constant 1980 prices)

percentaKes-
1968 1975 1980 1983 1985 1986 1975 1980 1985 1986 1987

Costa Rica 32.8 38.7 34.3 36.5 33.5 31.4 - 36.8 28.8 30.5 32.6

El Salvador 27.2 37.6 32.8 28.7 31.0 31.3 32.0 33.2 33.5 33.6 32.3
Guatemala 18.4 23.6 24.9 14.5 19.2 13.9 24.3 24.9 16.8 15.7 20.7
Honduras 31.4 39.8 45.3 30.9 31.6 30.1 33.2 44.5 35.0 35.9 34.5
Nicaragua 30.2. 37.2 41.6 36.2 33.3 28.5 22.7 43.3 33.8 29.1 28.2

Total CACM 26.1 32.9 32.6 25.0 28.1 24.9 - - - - -

1/ Refers to goods and non-factor services.

Sources: Figures based on current price data are from IBRD, Report No. 23256-CA and World Tables, 1988;
Figures based on constant prices are from data provided by ECLAC.



Table C. 12

CENTRAL AMERICA: Princial ExDorts as Share of Total Merchandise Exports

(period average in J)

Coffee Bananas Meat Cotton gar Wood Shrimp

Costa Rica

1978-1980 31.1 20.7 7.6 _ 2.6 -

1981-1984 25.9 25.1 5.5 - 3.1 - -

1985-1987 34.3 20.3 5.6 ... 2.2 ..

El Salvador
1978-1980 44.2 - 1.3 11.2 2.5 1.3
1981-1984 38.6 - - 8.3 4.1 3.8
1985-1987 66.4 - - 1.8 3.0 ... 2.4

Guatemala
1978-1980 36.2 2.8 2.6 12.9 4.6 - -

1981-1984 26.9 4.6 2.0 6.8 6.0 ----

1985-1987 42.5 7.1 - 3.8 5.0 - ... o

Honduras
1978-1980 28.6 27.4 7.5 1.9 2.2 5.1 3.0
1981-1984 23.4 31.1 4.8 1.1 4.2 5.1 5.1
1985-1987 28.1 33.6 2.3 - 2.1 ' 4.0 5.8

Nicaragua
1978-1980 31.8 1.2 13.6 18.6 3.6 - 3.8
1981-1984 31.2 4.5 5.9 26.1 4.3 - 3.7
1985-1987 43.8 5.7 3.8 21.9 4.6 - 4.4

CACM
1978-1980 34.7 10.1 5.7 8.7 3.2 1.0 1.6
1981-1984 28.1 14.2 3.7 6.5 4.5 1.0 2.3
i985-1987 41.4 15.1 2.5 3.1 3.2 0.9 ...

Notes: (-) = figures less than 1%. (.) figures unavailable.

Source: SIRECP, Series Estadisticas Seleccionadas de Centroamerica, June 1987 (for data up to 1984).
ECLAC, Mexico City (for figures after 1984.).



Table C. I

CENTRAL AMERICA: Structure Of Imrorts (CIF)
(percentual composition)

Consumer Intermediate & (of which Capital Total
Goods Raw Materials Petroleum) Goods

Costa Rica
1980 25.5 53.2 (13.2) 21.3 100.0

1985/86 21.3 56.2 (13.1) 22.4 100.0

E1 Salvador
1975 24. 6 50.7 (7.7) 25.7 100.0

1980 31.9 56.6 (15.7) 11.6 100.0

1985/87 24.5 5h.2 (11.0) 21.3 100.0

Guatemala
1975 22.5 53.9 (14.0) 23.6 100.0

1980 21.6 60.2 (21.2) 18.2 100.0

1985/86 19.9 67.5 (23.3) 12.6 100.0

Honduras
1975 24.0 51.2 (16.0) 24.2 100.0

1980 23.3 50.9 (16.8) 25.8 100.0

1985/87 26.3 53.4 (13.7) 20.3 100.0

Nicaragua
1975 23.6 53.3 (14.1) 23.1 100.0

1980 29.0 58.6 (19.6) 12.h 100.0

1985/87 20.0 55.0 (17.3) 25.0 100.0

Total CACM
1985/86 23.2 56.7 (15.5) 20.1 100.0

Source: ECLAC data based on official figures.



Table C. 14

INTRA-REOIoNAL EXPORTS IN THE CACM, SELECTED YEARS

1960 1968 1970 1973 1ig6 1980 1983 1986 1987 I/

A) Value (U8$ nillion)

Guateuala 7.3 77.5 106.4 137.6 189.1 403.7 308.2 192.0 230.6
E1 Salvador 12.7 84.9 75.0 io6^8 176.0 295.8 168.1 86.7 117.2
Honduras 7.4 31.3 19.1 13.3 37.7 83.9 61.4 18.8 25.0
Nicaragua 3.h 26.9 49.9 61.5 119.1 75.4 33.0 15.2 14.4
Costa Rica 1.9 37.7 48.7 69.2 134.9 270.3 187.1 100.5 104.7

CACH 32.7 258.3 299.1 388.2 656.8 1129.2 757.7 413.3 491.9

B) Structure (M)

Ouatemla 22.4 30.0 35.6 35.4 28.8 35.8 40.7 46.5 46.9
E1 Salvador 38.8 32.9 25.1 27.5 26.8 26.2 22.2 21.0 23.8
Honduras 22.6 12.1 6.4 3.4 5.8 7.4 8.1 4.5 5.1
Nicaragua 10.4 10.4 16.7 15.9 18.1 6.7 4.4 3.7 2.9
Costa Rica 5.8 14.6 16.3 17.8 20.5 23.g 24.7 24.3 21.3

CACM 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

1, Preliminary

Source: IBRD, Report No. 23256-CA; SIECA



Table C. 15

CENTRAL AMERICA: Tbe Share oa Intra-Reg onal Trade In Total Trade
(percelit48ea

1968 1975 1990 1981 .1982 M 1984 1985 1986 1987

Esxnors to CACNPtotal Exports
Costa Rica 21.3 21.7 27.0 23.6 19.2 22.7 19.2 15.5 9.3 7.7

El Slvador 40.3 27.6 41.1 42.1 b2.7 35.2 25.4 15.T 12.1 19.4

Guatewmla 31.2 27.0 27.T 32.0 29.5 27.6 26.1 20.7 17.7 21.8

Honduras 17.3 9.1 10.3 9.2 7.9 9.3 6.8 3.0 2.6 2.9

Nicaragua 15.2 24.7 17.3 14.2 12.8 T.8 9.6 8.8 6.6 7.5

Total CACM 23.5 23.3 25.4 24.5 22.4 21.6 18.9 13.9 10.4 11.9

Imports frco CACMJTotal Ioorta 6
Costa Rica 1.. 16.5 14.4 12.6 12.6 12.2 10.5 8.4

RI Salvador ... 22.9 32.8 29.2 21.6 24.2 19.1 19.6 17.2 18.3 W

Guatemala 0.. 14.1 10.0 11.5 15.5 19.9 12.9 7.7 ... ...

Honduras see 12.8 10.3 12.5 12.5 12.t 12.2 8.6

Nicaragua *.. 21.8- 33.9 21.1 15.1 15.3 9.0 5.3 5.0 4.6

Total CAON 21.3 17.6 18.5 16.7 16.9 17.1 13.2 9.9

Source: ZBRD, Report No. 2325b-CA tor 1968 figures; SITECA, Series Estadisticas Seleccionadas de Centroamerica, June 1987

for figures up to 1985; ECLAC for 1986/1987 figures



Table C. 16

EA AMERICAt TUNE RTIOS iN muVCnIWo,# 1970-1965

(percoees)

Intra-raoimnul Imerts Intra-reoi eut u hnmta Eztra-remianul iNmts Extre.im l toot r
Apprent ComAptbm Predtlatn Apprn CgnsApt on ProMI tl n

1970 1975 19n0 t19S 1970 1975 19J0 19l5 1970 1975 1960 195 1970 1975 19t0 1as

total 17.5 9.S 10.3 6.4 16.0 12.6 14.3 9.0 32.8 35.4 34.6 34.4 9.1 14.1 9.0 6.6

Total Lou Food 12.? 10.3 11.4 7.3 21.1 17.1 18.7 12.0 41.1 42.6 41.3 42.1 3.2 4.7 3.5 4.7

Food 7.s 6.4 6.2 3.7 6.4 4.8 5.5 3.5 6.1 7.2 10.0 10.8 19.0 30.5 19.9 14.0
Wer"e 1.0 0.6 1.0 O.S 1.0 0.6 1.0 0.5 4.2 5.2 4.1 3.4 0.0 0.0 0.0 0.1

Tdbcco 4.7 1.6 0.4 0.7 4.6 1.0 0.4 0.6 0.3 0.2 0.2 0.1 1.1 4.4 3.6 4.2Textile 28.0 22.9 34.2 1s.8 38.1 21.5 42.9 20.7 27.5 23.6 2S.2 32.S 1.3 S.0 6.0 11.0
Cmnt/lShoe 14.1 10.9 16.6 0.7 14.6 11.0 17.2 6.r 4.1 S.S S.6 4.9 0.0 2.0 1.7 S.4
Lather 19.3 9.6 11.7 6.3 21.1 9.6 11.4 6.4 8.7 4.9 4.9 S.6 O.S 4.4 7.8 4.2
Wood 10.6 12.9 7.9 6.6 7.7 9.1 6.4 4.9 3.6 6.4 3.0 2.6 28.6 34.3 20.8 79.s.
Funiture 9.8 7.4 4.1 2.1 10.1 7.4 3.9 2.0 3.1 1.6 2.1 0.9 0.4 1.5 6.2 9 .0
Pse 9.5 11.4 13.9 8.0 1.6 20.4 27.1 12. 49.1 45.5 47.s 36.1 0.1 2.5 1.9 1.2
Printing 8.1 7.1 T.2 3.5 9.5 0.4 9.1 4.4 13.7 16.2 9.9 20.0 0.2 0.8 0.3 0.8
aimical 20.3 15.3 19.3 12.7 39.5 29.9 40.8 28.4 49.5 52.3 55.4 50.5 3.S 6.6 5.5 S.8
Petrol der. 4.1 3.1 2.7 3.6 S.0 3.9 3.9 S.0 25.2 23.0 30.2 3S.0 7.2 2.8 0.9 2.7

22.9 22.2 19.3 11.0 30.0 28.0 23.9 15.4 26.3 23.4 21.6 25.6 0.7 0.7 2.3 3.4
Uo-votolic minwra 10.0 11.3 11.1 7.3 2V.s 14.0 13.6 .9 23.8 21.3 19.6 20.0 0.2 1.5 1.5 2.1
ntal Ord prod . 13.5 11.5 13.1 6.4 32.6 2.0 31.3 19.4 60.4 S.9 60.4 59.4 3.1 2.4 4.3 S.1
Nmbnwry 7.9 6.4 7.4 4.S 39.6 36.4 U.0 19.4 O.s 03.1 .9 77.0 1.7 3.5 s.7 3.4
twoert ettpnt 1.2 1.4 1.2 2.0 7.1 '8.2 5.6 13.8 83.1 65.0 78. 1 65.3 0.2 0.4 1.0 2.2
other 8.2 10.1 12.2 6.9 14.6 20.4 29.1 14.7 44.S S.4 58.S 54.4 1.2 1.6 3.0 3.4

A Intr -regloul trad Include Pem.

Souc: ECLAC estlites bsed on official statistics, PFrodice In Willare, L. apart Pration d bqort S*stitution In Central Aeriea's
NuwaactWir Steto (CEPIAL ICO. 22J088

(0-279b)
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Table C. 17

CENTRAL AMERICA: Intra-Regional Balance of Trade, 1979-80
(U.S.$ millions)

1979 (partner country)
(reporter) Costa Rica El Salvador Guatemala Honduras Nicaragua Total

Costa Rica
Exports - 48.0 61.8 26.1 39.5 175.4
Imports - -70.2 -86.2 -15.1 -42.2 -213.7
Trade Balance - -22.2 -24.5 11.0 - ..7 - 38.4

El Salvador
Exports 67.8 - 175.4 0 23.5 266.7
Imports -50.2 - -180.7 0 -26.0 -256.9
Trade Balance 17.6 - 5.4 0 - 2.6 9.7

Guatemala
Exports 69.5 147.5 - 48.1 30.2 295.3
Imports -50.4 -104.9 - -28.7 -23.5 -207.5
Trade Balance 19.0 42.6 - 19.4 6.7 87.8

Honduras
Exports 14.1 0 31.7 - 14.2 60.0
Imports -29.5 0 -50.9 - -17.4 -97.8
Trade BalauLce -15.4 0 -19.2 - - 3.2 -37.8

Nicaragua
Exports 42.2 20.2 24.2 15.0 - 101.6
Imports -45.1 -26.4 -41.8 -14.8 - -128.1
Trade Balance - 2.9 - 6.2 -17.6 0.3 - - 26.4

1980 (partner country)
(reporter) Costa Rica El Salvador Guatemala Honduras Nicaragua Total

Costa Rica
Exports - 52.8 66.0 28.7 127.5 275.0
Imports - -67.8 -101.0 -18.8 - 33.1 -220.7
Trade Balance - -15.0 - 35.0 - 9.9 - 94.5 54.3

El Salvador
Exports 67.5 - 173.6 0 54.7 295.8
Imports -55.4 - -253.6 0 -11.4 -320.4
Trade Balance 12.1 - - 79.9 0 43.3 - 24.6

Guatemala
Exports 82.8 182.1 - 56.5 83.3 404.7
Imports -45.1 - 61X4 - -32.1 -16.7 -155.3

Trade Balance 37.7 120.7 - 24.3 66.6 249.3
Honduras

Exports 16.5 0 38.1 - 29.3 83.9
Imports -31.4 0 -57.7 - -14.5 -103.6
Trade Balance -14.8 0 -19.6 - 14.8 - 19.7

Nicaragua
Exports 36.7 10.0 16.2 12.5 - 75.4
Imports -116.3 -50.4 -102.0 -30.4 - -299.1

Trade Balance - 79.6 -40.5 - 85.8 -17.8 - -223.7

Notes: Exports are FOB and Imports are CIF. This is one reason why matrix is not
diagonal. Another reason is that the exports reported by one country and the imports
reported by the recipient may differ due to errors or omlssions.

Source: IMF, Direction of Trade Statistics.
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Table C. 18

Unwei4hted Mean Nominal Tariff Rates for Various Countries, 1986
(8 ad valorem)

Economy-wide Manufacturing

Yugoslavia 11.5 19.2
Senegal 12.1
Hungary 15.1 12.6
Poland 16.9
Mexico 22.4
Argentina 22.0 31.7

CACH avg. 23.1 23.5

Philippines 27.9 28.0
Egypt 30.2 31.5
Sri Lanka 30.8 33.0
Ecuador 33.3 41.8
Venezuela 33.5 34.1
Gabon 33.6
Turkey - 37.9
Thailand 33.8 38.3
Kenya 37.2 40.1
Morocco - 43.1
Mad6gascar 45.5
Peru 63.0 64.0
Pakistan 66.7 80.9
India 99.8 137.7

Source: IBRD (IENIN)=, SNTIA Country Tariff files.



Table C. 19

CENTRAL AMERICA: Frequency Distribution or Legal Import Tariff Rates, 1987

(percent of total tarlff positions vithln a given range)

Costa Rica E1 Salvador Guatemla Ronduras Nicaraua

Total I of Tariff Positions 18 1902 1885 T174 1880

Tariff Rang. (excluding (including

(M tarif tariff
surcharges) surcharges)

0 - 5.0 45.2 2.7 44.2 7.T 38.5 b5.4

5.1 - 10.0 7.0 35.5 6.8 39.6 17.7 6.6

10.1 - 20.0 10.0 15.3 10.5 7.7 11.3 10.8

20.1 - 30.0 11.4 11.2 11.5 10.6 11.6 12,1

30.1 - 40.0 9.2 12.5 9.2 12.4 7.9 9.0

40.1 - 50.0 9.2 8.4, 8.3 T.3 7.0 8.2

50.1 - 60.0 4.2 5.9 4.2 6.5 2.6 4.2

Greater than 60.0 3.8 8.5 5.3 8.5 3.4 3.7

100.0 100.0 100.0 100.0 100.0 100.0

Notes: Except where noted othervise, all figures are based on legal customs tariffs excluding tariff surcharges.

Source: Sme as Table 2.2; IBRD staff calculations using SINTIAT.
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Table C. 20

COSTA RICA: The Value of CATs Granted Per Annum, 1980-85
(in Costa Rican Colones)

Total Value of CATs Share (in %) of Central Government:
Current Revenues Current Expenditures

1980 83,033.459 1.6 1.3

1981 169,671,754 2.2 2.0

1982 383,348.104 2.7 2.5

1983 382,248.865 1.8 1.8

1984 640,357,243 2.4 2.4

1985 963,130,144 3.0 3.2

1986 1,553,782,707 4.1 4.2

1987 2,030,454,608 4.6 4.7

CATs denotes Certificado de Abono Tributario, and are described in chapter VI.

Source: CENPRO; Banco Central de Costa Rica. IBRD calculations.


