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Export promotion
and import
substitution in
Central American
industry

Larry Willmore*

The countries of Central America are often described
as open economies because the ratio of trade to gross
domestic product (GDP) is high. During the 1980s,
the ratio of exports to gross regional product in
Central America has averaged 23% and the ratio of
imports to gross regional product (29%) is even
higher. A lacge (but declining) portion of this trade
consists of che exchange of manufactures among
countries of the region. Scill, there can be no doubt
that the economies are very open by this measure.

In the manufacturing sector of Central America,
the economies are even more open in terms of
import rarios, but from the perspective of export
ratios they are relatively closed. Excra-regional
imports supply approximately a third of the appas-
ent consumption of manufactuces, yet less than 10%
of the region’s output of manufactures is exported to
third countries, and there is no tendency for this ratio
to rise. Excluding processed food, the dichoromy is
even greater: extra-regional imports supply more
than 40% of the region’s demand for manufactures,
while less than 5% of the production is exported to
other countries.

The author provides a detailed study of this
poor performance in export promotion and import
substitution. He reviews trends in economic growch
and trade, estimates che contribution of import sub-
stitution and export promotion to manufacturing
growth, examines changing patteras of trade, and
undercakes a preliminary analysis of the relationship
between international trade and cariff protection.

*Chief, Industrial Development Unit, ECLAC Mexico
office.

I

Economic growth and trade
in manufactures*

The 1960s were golden years for Central Amer-
ica. Spurred by import substitution in a protected
common market, manufacturing output grew at
an annual rare of 8.4%, well above the 5.7% per
anpum growth of gross regional product
(table 1). As a result, the contribution of manu-
facturing to gross regional product increased
from 12% at the beginning of the decade to
more than 16% in 1970 (table 2).

In the first half ot the 1970s, GDP growth
fell to 5.3% per annum, and manufacturing
growth plunged to 6%. Only Costa Rica and
Honduras managed to continue with high rates
of manufacturing growth into the 1970s, but that
canfot be ascribed to regional integration. This
18 most obvious in the case of Honduras, which
left the Central American Common Market at
the end of 1970, re-establishing trade barriers to
protect its industries from intra-regional import
competition. The low growth rate of GDP for
Honduras in the 1970-1975 period is due to
Hurricane Fifi, which destroyed much of Hondu-
ran agriculture in September 1974. Costa Rica
continued to participate in the Central American
Common Market, but it is import substitution
and extra-regional exports, not intra-regional
trade, that account for the 1970-1975 growth in
manufacturing output.

In the second half of the 1970s, GDP growth
fell to 3.5% and manufacturing growth to 4.4. %.
This worsening performance was due solely to
internal problems in E! Salvador and Nicaragua,
for despite the “oil shock” of 1979 the terms of
trade improved for each of the five Central
American countries in the 1975-1980 period. If
one looks only at Costa Rica, Guatemala and
Honduras, their combined growth rates in 1975-
1980 were 6.9% and 5.8% for manufacturing
and GDP, respectively, which compare favoura-
bly to the rates of 6.2% and 5.3 % registered in
the 1970-1975 period.

*Gabriel Siri and other colleagues provided belpful com-
ments on an earlier version. Dara processing was pussible thanks
to generous support from the Systematization Division of che
Insticuro Mexicano del Seguro Social (IMSS).
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Table 1

CENTRAL AMERICA: GROWTH OF GROSS DOMESTIC PRODUCT AND
ITS MANUFACTURING COMPONENT

(Averuge annual rates ut constant prices)

1960- 1970- 1975- 1980-
1970 1975 1980 1986 1986 1987

Total

Manufacturing 8.4 6.0 4.4 -0.8 2.3 2.7

GDP 5.7 5.3 3.5 -0.6 1.3 2.8
Costa Rica

Manufacruring 9.2 8.9 6.0 0.4 7.1 5.5

GDP 6.1 5.8 5.1 0.2 4.6 38
El Salvador

Manufacruring 8.1 5.7 0.3 -2.9 2.5 3.0

GDP 5.6 5.4 0.8 -2.0 0.6 2.6
Guatemala .

Mapufacruring 7.6 4.7 7.7 -2.1 0.7 L5

GDP 5.5 5.6 5.8 -1.2 0.2 2.5
Honduras

Manufaccuring 7.0 6.8 6.2 1.0 0.5 39

GDP 5.0 37 7.2 0.6 2.4 4.4
Nicaragua

Manufacturing 11.1 5.9 -0.9 0.9 1.9 1.0

GDP 6.9 5.1 -4.2 0.6 -0.6 1.7

Source: 1960-1970: Statistical Yearbok for Latin America, 1979. 1970-1985: Stutsstical Yearbook for Latin America und the Caribbean.
1987. 1986-1987: Preliminary estimates by ECLAC based on official daca.

In summary, economic growth in Central
America slowed in the 1970s, but manufacruring
was less affected than other components of GDP.
As a result, the ratio of manufacturing oucput to
GDP continued to climb in all five countries,
reaching 17.7 % for the region as a whole in 1980
(table 2). Moreover, the slowdown in economic
growth is due largely to the poor performance of
El Salvador and Nicaragua; the growth rates of
the other three countries in the 1970s compare
favourably with their growth rates in the 1960s.

After 1980 economic recession affected all
five countries, particularly severely in El Salva-
dor and Guatemala, where manufacturing out-
put and GDP fell in the 1980-1985 period. These
declines, combined with stagnation in the other
three countries, resulted in a decline in manufac-
turing and total output for the region as a whole
(table 1). The recession, caused primarily by
deterioration of the terms of trade in the five
countries, has been aggravated by an absolute
decline in the value of goods traded among the

Central American countries. The years 1986 and
1987 registered positive growth rates; yet, with
the partial exception of Costa Rica, the recovery
has been extremely weak. Central America’s real
per capita output of manufacrures is now lower

Table 2
CENTRAL AMERICA: RATIO OF
MANUFACTURING OUTPUT TO GROSS
DOMESTIC PRODUCT

(Percentages)

1960 1970 1975 1980 1985

Total 12.1 16.4 17.0 17.7 17.5
Costa Rica 1.1 155 17.9 18.6 18.8
El Salvador 13.8 15.2 15.4 15.0 14.6
Guaremala 1.7 16.7 16.1 17.6 16.8
Honduras 11.4 12.7 14.7 14.0 [4.3
Nicaragua 126 209 217 25.6 259

Source: 1960; Statistical Yearbook for Latin America, 1979, Other
yearss: Statistical Yearbook for Latin America and the
Caribbean, 1987.
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than that of 1975 and its gross regional product
per capita is lower than that registered in 1970.

Intra-regional trade contracted sharply in
the 1980s, but its deterioration began in the early
1970s. In 1970 intra-regional trade accounted for
11.5% of apparent consumptionand 16% of the
gross value of Central America’s production of
manufactures.! If processed food is deleted, these
proportions rise to 12.7% and 21.7% respec-
tively. Between 1970 and 1975 there was a rela-
tive contraction of trade between countries in
the region, and intra-regional shipments fell to
9.5% of consumption and 12.6% of output. In
other words, intra-regional trade failed to keep
pace with the growth in regional demand or
production (table 2).2

[t is interesting to note that in 1970 the
ratios of intra-regional imports to consumption
vary little by country: from 9.5% for Costa Rica
to 13.6% for Honduras; in contrast, the ratios of
the intra-regional exports to output vary widely.
Honduras in 1970 exported only 6.6% of its
manufacturing output to neighbouring coun-
tries, whereas Guatemala exported more than a
fifth (22.7%) of its production to countries of
the region. Throughout the 1970s and into the
1980s, Guatemalan industry continued to be
highly dependent on exports to countries in the
area (table 3).

Between 1975 and 1980 there was a sharp
and unsustainable expansion of intra-regional
trade owing largely to exports from Costa Rica
and Guatemala in 1980 to war-torn El Salvador
and Nicaragua. Despite this expansion, intra-
regional trade ratios for Central America as a
whole were lower in 1980 than they had been in
1970. By 1985, trade had contracted to such an
extent that intra-regional trade ratios on average
were little more than half those of 1970.

The ratio of extra-regional imports to
regional consumption of manufactures rose
from 32.8% in 1970 to 35.4% in 1975, declining

'Apparent consumption is defined as national production
plus imports less exports. In the remainder of the paper, the word
“cunsumption” is used interchangeably with “apparent
consumpoion”.

‘Throughout this document Panama is included in intra-
regional trade figures, since ic has bilaceral treaties of preferential
trade with Central America, it is as much as part of regional
integracion as Honduras is. Panamanian production and consump-
tion are excluded from the regional totais only because of a lack of
comparable data.

slightly to 34.4% in 1985. This relative stabilicy
between 1970 and 1985 masks considerable
inter-country differences: in Costa Rica and
Honduras, the ratio fell after an initial rise; in
Guatemala and Nicaragua the ratio rose; and in
El Salvador it was extremely volatile, but only
slightly higher in 1985 than in 1970 (table 3). El
Salvador thus remains the Central American
country that is least dependent on overseas sour-
ces for its supply of manufacrures,

The ratio of extra-regional exports of manu-
factures to the gross value of outpur rose sharply
in 1975 owing largely to increased exports of
sugar, bur it fell back in 1980 to its 1970 level
(9% of output). In 1985 only 8% of Central
America’s output of manufactures was exporred
to extra-regional markets, with the ratio varying
from 12.0% in Honduras to 3.1% in Nicaragua.
If processed food, which includes such tradi-
tional exports as chilled beef, sugar and frozen
shrimp, is deleted, the extra-regional export
ratios fall to 47% for Central America as a
whole, and t0 6.2% and 1.2% for Honduras and
Nicaragua, respectively. These ratios are some-
what underestimared, for extra-regional exports
are valued at competitive world prices, while
production for home markets and intra-regional
exports are valued at the higher prices made
possible by a protective tariff.?

As might have been expected, some of the
decline in intra-regional imports was substituted
by local production and some by imports from
third countries Between 1970 and 1985, the
proportion of apparent consumption of manu-
factures supplied by local plants increased 3.5
percentage points to 59.2%, and the proportion
supplied by plaats in third countries increased
1.6 percentage points to 34.4% (tables 4 and 5).
Central America as a region became more
“open” to imports, while individual countries
became more closed at the expense of intra-
regional trade.

By 1985, local production satisfied more
than half of the consumption in 13 of the 18
categories of manufactures listed in table 4. The
exceptions were chemicals (28.8%), basic metals
and metal products (32.1%), machinery
(17.7%), transport equipment (12.7%) and

'See section [V. The same reasoning applies, of course, to
extra-regional import ratios.
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Table 4

CENTRAL AMERICA: SOURCES OF CONSUMER SUPPLY

(Percentages)”

Local facrories

Intra-regional Extra-regional

Industry {mports imports

1970 1985 1970 1985 1970 1985
Total 55.7 59.2 11.5 6.4 32.8 34.4
Food 86.4 85.5 7.5 3.7 6.1 10.8
Beverages 94.8 96.1 1.0 0.5 4.2 34
Tobacco 95.0 99.2 47 0.7 0.3 0.1
Textiles 44.5 51.7 28.0 15.8 27.5 325
Garment/shoe 81.8 86.4 14.1 8.7 4.1 4.9
Leather 72.0 88.1 19.3 6.3 8.7 5.6
Wood 85.8 90.4 10.6 6.8 36 2.8
Furniture 87.1 97.0 9.8 2.1 3.1 0.9
Paper 41.4 53.9 9.5 8.0 49.1 38.1
Printing 782 76.5 8.1 3.5 13.7 20.0
Chemicals 30.2 28.8 20.3 12.7 49.5 58.5
Petroleum derivatives 70.7 61.2 4.1 38 25.2 35.0
Rubber 50.8 62.6 22.9 11.8 26.3 25.6
Non-merallic minerals 66.2 72.7 10.0 7.3 23.8 20.0
Metals & products 26.1 32.1 13.5 8.4 60.4 59.4
Machinery 11.6 17.7 7.9 4.5 80.5 77.8
Transp. equipment 15.7 12.7 1.2 2.0 83.1 85.3
Other 473 38.6 8.2 6.9 445 54.5

Source: Estimates of the author based on official data.

*Discribution of percentages of apparent consumption in each category of manufaceures.

b .
Includes impuorts from Panama.

other manufactures (38.6%). The increased
dependence of the Central American consumer
on local plants was fairly generalized among
industry subsectors, but not among countries.
The shift from imported to local manufactures is
the result of sharp increases in the share of
demand satisfied by local producers in Costa Rica
and Honduras. In El Salvador, Guatemala and
Nicaragua, despite the existence of widespread
excess capacity, the proportion of consumption
of manufactures supplied by local plants fell
between 1970 and 1985. Only in E] Salvador did
the intra-regional import/consumption ratio
remain constant between 1970 and 1985; in the
other countries it declined sharply (table 3).
As a result of the contraction of intra-
regional trade, consumers in Costa Rica and
Honduras have become more dependent o local
producers, but local producers in all countries of
the region, especially El Salvador and Nicaragua,
have become more dependent on their home
market. The proportion of total output of manu-

factures sold in home markets in Central Amer-
ica increased from 75% in 1970 to 83% in 1985
(table 5). In both years, well over half of the sales
of each of the eighteen subsectors listed in
table 5 were destined for home markets. The
share of output marketed locally in 1985 varies
from 65.8% (chemicals) to 99.4% (beverages).

With depressed demand and barriers to
intra-regional trade, one might expect to see a
surge of extra-regional exposts. Surprisingly, the
proportion of output exported to extra-regional
markets in 1985 was only 8%, lower than the
9.1% recorded in 1970. This result stems from a
decline in the export ratio for processed food
from 19% of total production in 1970 to 14% in
1985. In all other industries, except for petro-
leum derivatives, extra-regional export ratios
rose. The increase in the export ratio is espe-
cially notable for textiles (from 1.3% to 11%)
and furniture (from 0.4% to 9%). Moreover,
studying the detailed statistics available to the
author of this paper, only in Honduras and Nica-
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Table 5

CENTRAL AMERICA: DESTINATION OF MANUFACTURING OUTPUT

(Percentages)”

National markets

Intra-regional Extra-regional

Industry exports exports

1970 1985 1970 1985 1970 1985
Total 74.9 83.0 16.0 9.0 9.1 8.0
Food 74.6 82.5 6.4 3.5 19.0 14.0
Beverages 99.0 99.4 1.0 0.5 0.0 0.1
Tobacco 94.3 95.2 4.6 0.6 1.1 4.2
Textiles 60.4 68.3 38.1 20.7 1.3 11.0
Garment/shoe 84.6 85.9 14.6 8.7 0.8 5.4
Leather 78.4 89.4 21.1 6.4 0.5 4.2
Wood 63.5 65.6 7.7 4.9 288 295
Furaiture 89.5 89.0 10.1 2.0 0.4 9.0
Paper 81.3 86.0 18.6 12.8 0.1 1.2
Printing 903 94.8 9.5 4.4 0.2 0.8
Chemicals 57.0 65.8 395 28.4 3.5 5.8
Petroleum derivatives 87.8 91.5 5.0 5.8 7.2 2.7
Rubber 68.5 81.2 30.8 15.4 0.7 3.4
Non-metallic- minerals 72.3 89.0 27.5 8.9 0.2 2.1
Metals & products 64.1 75.5 32.8 19.4 3.1 5.1
Machinery 58.5 77.2 39.8 19.4 1.7 3.4
Transp. equipment 92.7 84.0 7.1 13.8 0.2 2.2
Other 84.2 81.9 14.6 14.7 1.2 34

Source: Estimates of the auchor based on official data.
:Percentage distriburion of geoss value of oucpur.
Includes exports to Panama.

ragua is there evidence of widespread falls in
extra-regional export ratios between 1970 and
1985. In each of these countries, the domestic
currency was increasingly overvalued with the
result that exports were not encouraged.

~ Although extra-regional export perfor-
mance has shown some improvement, by 1985
10% or more of the region’s output was

exported to third countries in only three indus-
tries: food, textiles and wood. Costa Rica regis-
tered ratios greater than 10% in five industries:
food, textiles, leather, metals and metal prod-
ucts, and other manufactures; El Salvador only in
textiles; Guatemala in food, garments and wood;
Honduras in food, wood and furniture; and Nica-
ragua in none.

Sources of manufacturing growth

In this section the exports/output and imports/
consumption ratios discussed earlier are
employed to decompose manufacturing growth
into a) that part “expected” from the growth of
final demand, i.e., with all trade ratios constant,
b) that attributable to import substitution, and

c) that attributable to export promotion. The
calculations are inspired by H.B. Chenery's clas-
sic paper “Patterns of Industrial Growth” 4

tAmerican Economic Revieu 50:4, September 1960, pp. 624-
G54.
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Chenery, and the researchers that followed
him,’ measured import substitution as a fall in
the ratio of external purchases to total supply.
Since exports are a part of total supply, this
measure has the disadvantage that it is affected
both by changes in imports and by changes in
exports. Any increase in exports is interpreted as
“import substitution” because it decreases the
ratio of imports to total supply.

In the calculations reported in this section,
the effects of export promotion on manufactur-
ing growth are separated from those of import
substitution. Any fall in the ratio of imports to
consumption is indicative of import substitu-
tion. Similarly, a rise in the proportion of the
output that is exported is considered to be evi-
dence of export promotion. (See the appendix
for details.)

This decomposition of industrial growth
rests, of course, on arbitrary assumptions that
may be questioned. Output growth is probably
not independent of the level of exports, so in
focusing solely on changes ia the ratio of exports
to output we miss part of the positive effect of
exports on industrial growth. Similarly, one
might argue that import substitution results in
less consumer choice, hence lower demand, so
that the equation ovérstates the contribution of
import substitution to growth. Unfortunately, to
take into account these interrelationships
requires an enormous amount of information
that is not available to us. Such criticisms are
valid, but this decomposition provides a useful
description, and the exercise is intended to be a
description, not an explanation, of reality.

This decomposition of industrial growth
was carried ourt for each of 18 industrial subsec-
tors and each of the Central American countries.
Table 6 reports the results of these calculations
treating Central America as a single unit. Trade
between the five countries of the region is
included with local shipments, but trade with
Panama is treated as exports and imports
because Panamanian output is excluded from
Central American production. All data are in

sSee, for example, Padma Desai, “Alcernarive Measures of
Imporr Substirurion”, Oxford Economic Papers, Novermnber 1969,
pp. 312-324, and Salvadore Schiavo-Campo, “Sustitucién de
[mportaciones en Centroamérica”, La intregracion econdmicu cen-
troamericana, ed., Edvardo Lizano (Fondo de Culcura Econdmica,
Mexico, 1975), vol. 1, pp. 135-163.

current Central American pesos, a unit of
account equal to the United States dollar, so the
calculations measure price inflation as well as
real growth in output and consumption.

Manufacturing output in Central America
grew by more than 2 000 million pesos between
1970 and 1975, and extra-regional export pro-
motion accounted for nearly a tenth of this
growth. Export promotion was concentrated in
the food and, to a lesser extent, the textile and
chemical industries. Our measure of import sub-
stitution reveals a negative effect on industrial
growth in this period, but significant import
substitution does appear to have taken place in
textiles. Trade with Panama had little effect on
overall growth, but the 7 million pesos of import
substitution reflects largely a big fall in imports
of chemicals, while the negative 2 million peso
figure for export promotion is due to reduced
sales of petroleum derivatives.

Between the years 1975 and 1980, nominal
manufacturing output grew by 3 600 million
pesos, but real growth was undoubtedly much
lower because of the inflation in this period. In
sharp contrast with the previous period, promo-
tion of extra-regional exports did not contribute
to industrial growth. On the contrary, the
changes in extra-regional exports had a negative
effect on growth, notably for food, wood 2nd
petroleurn derivatives, reflected in declines in
the proportion of output exported to third coun-
tries. Export promotion of textiles continued,
but its contribution to growth was only 3.8 mil-
lion pesos, much smaller than in 1970-1975.
Extra-regional import ratios continued to rise at
a faster pace, with the notable exception of the
metal-working industries, which recorded sub-
stantial import substitution.

The nominal value of industrial production
fell by more than 500 million pesos between
1980 and 1985. Nearly 40% of this fall can be
attributed to increases in extra-regional import
ratios and decreases in extra-regional export
ratios, a reflection of supply disruptions caused
by armed conflicts and increasingly over-valued
exchange rates in the region. It is of interest to
note, however, that although the lack of import
substitution was widespread, export promotion
continued in textiles and began, stimulated no
doubt by decreased regional demand, in gar-
ments and footwear.
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Table 6
CENTRAL AMERICA: SOURCES OF INDUSTRIAL GROWTH BY INDUSTRY, 1970-1985
(Millions of Central American pesos)”

Sources of growrh

A Panama trade Extra-regional
crual E ted
growth xpechd Import Export Import Export
growr subscicution promotion  substitution promotion

1970-1975
Torcal 2 332.6 21375 7.0 -2.0 -18.8 208.8
Total less food 1502.8 1 470.0 8.4 -2.1 -6.3 329
Food 829.7 667.6 -1.4 0.1 -12.4 175.9
Beverages 142.9 145.4 0.5 -3.1 -
Tobacco 39.3 35.9 0.2 0.1 31
Textiles 1349 110.2 -0.3 0.1 14.1 10.8
Garment/shoe 79.1 73.9 - 0.1 1.2 4.0
Leather 20.2 174 - - 14 1.4
Wood 70.9 68.5 -0.1 -0.2 -4.6 7.5
Furnicure 20.0 18.7 0.1 0.7 0.5
Paper 57.0 47.1 -0.1 - 7.3 2.7
Printing 31.6 329 0.5 -0.2 -2.1 0.4
Chemicals 291.3 294.8 8.0 -0.4 -25.0 14.0
Petroleum derivatives 256.3 266.0 -0.7 -3.6 93 -14.8
Rubber 61.8 57.8 -0.2 0.1 4.1 -
Non-metallic minerals 101.1 91.5 0.1 2.0 5.4 2.1
Merals & products 96.0 90.5 1.0 -0.5 6.3 -1.2
Machinery 58.6 71.8 -0.3 0.7 -15.6 2.0
Transp. equipment 26.2 26.1 0.1 - -0.1 0.1
Otcher 15.5 21.5 -0.2 -0.2 5.7 0.2

1975-1980
Total 3 622.5 4117.1 -30.0 10.0 -165.9 -309.0
Total less food 25176 2 660.8 -21.9 8.2 -99.0 -30.5
Food 1 104.9 1 456.3 -8.1 2.1 -67.0 -278.5
Beverages 324.9 319.7 -2.2 0.1 7.1 -
Tobacco 93.8 95.2 - - - 1.5
Textiles 112.2 115.2 -0.7 2.0 -8.0 38
Garmeat/shoe 186.1 197.4 -0.6 1.9 -8.4 -4.2
Leather 31.8 29.7 -0.1 - - 23
Wood 63.7 81.7 0.2 - 8.8 -27.1
Furnirure 59.1 54.9 -0.1 -0.5 48
Paper 82.1 98.4 7.5 0.3 -7.9 -1.2
Printing 72.6 79.8 -0.1 0.1 -6.5 -0.7
Chemicals 265.8 319.5 -7.9 9.3 -47.3 -7.8
Petroleum derivatives 557.3 668.9 1.3 -5.7 -91.1 -16.2
Rubber 160.9 1504 0.2 -0.2 6.0 44
Non-merallic minerals 157.8 154.4 - <25 5.8 -
Merals & products 141.8 147.6 -1.4 1.2 -11.5 5.9
Machinery 129.1 80.6 -1.8 0.8 44.2 5.2
Transp. equipment 57.4 33,6 -03 0.1 234 0.6
Other 21.2 33.7 -1.1 0.9 -13.2 1.0

1980-1985
Total -574.1 -352.6 -3.7 7.7 -131.6 -93.9
Tocal less food -516.6 -461.0 -7.9 4.7 -112.2 59.7
Food -57.5 108.4 4.1 29 -19.5 -153.5
Beverages 3.7 2.1 1.7 -0.5 4.5 0.1
Tobacco 1.6 0.5 - - 0.1 1.0
Textiles -85.3 -70.7 -0.5 0.5 -30.5 16.0
Garment/shoe -76.0 -87.2 -1.1 -1.2 2.1 11.4
Leather -3.4 -0.7 - - 0.4 -23
Wood -44.4 -57.5 - -0.6 0.1 135
Furniture -13.5 -17.0 - 0.1 1.0 2.5
Paper 26.1 124 6.9 0.2 33.5 17
Printing -18.6 -20.1 0.5 0.5 -0.1 0.6
Chemicals -29.5 84 6.1 2.6 -48.5 1.9
Petroleum derivarives -120.0 57.1 -21.8 3.2 -57.7 134
Rubber 4.9 164 -0.7 04 -143 31
Non-metallic minerals -31.9 -32.8 -0.4 0.2 -0.7 1.8
Metals & products -45.4 -55.8 1.0 0.9 6.2 23
Machinery -33.7 -40.3 1.7 -0.3 10.0 4.8
Transp. equipment -58.1 -32.3 -2.4 -24.0 0.6
Other 6.9 -0.4 1.2 -0.7 6.6 03

Source: Estimates of the author based on officjal data.
°Expected growth is eszimated with constanc crade ratios.
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In summary, in each of the three five-year
periods, nearly all industrial growth can be
attributed to that which would be expected with
constant trade ratios (table 6). In other words,
neither import substitution nor export promo-
tion was of great importance as a source of
growth in those periods. Nonetheless, it is inter-
esting to note that there was a generalized
absence of extra-regional import substitution
during those 15 years, whereas some export pro-
motion was evident in 1970-1975 and, to a lesser
extent, in 1980-1985.

The decline of the Central American Com-
mon Market (CACM) began in the early 1970s.
Costa Rica, Guatemala and Honduras show con-
siderable substitution of intra-regional imports
in the 1970-1975 period, and all five countries
registered falls in intra-regional export promo-
tion. The 1975-1980 period was one of recovery
of intra-regional trade owing to exports from
Costa Rica and Guatemala to El Salvador and
Nicaragua as well as to increased trade with
Panama. In 1980-1985, however, integration
declined rapidly, as a consequence of restrictions
on intra-regional imports and export restric-
tions due to problems with the intra-CACM pay-
ments system. Guatemalan industries, which
gained most from the 1975-1980 expansion of
intra-regional trade, were most affected by its
subsequent contraction.

Regarding extra-regional imports, the 1970-
1975 period shows a varied experience by coun-
try: Costa Rica reveals considerable import
substitution, while Guatemala shows strong
import expansion and the other three countries
are in intermediate positions. The strong expan-
sion of external purchases in Central America in
the 1975-1980 period was due entirely to
imports of Guatemala and Honduras, for the
other three countries record positive import sub-
stitution in this period; in the 1980-1985 period,
however, the import expansion is attributable to
Nicaragua and, to a lesser extent, El Salvador, a
reflection of supply disruptions, hence increased
need for imports, in those war-torn countries
(table 7).

Extra-regional export promotion contrib-
uted significantly to the growth of manufactur-
ing output in all countries except Nicaragua in
the 1970-1975 period. In 1975-1980 the contri-
bution of extra-regional exports was negative in
all five countries, and in 1980-1985 it was nega-
tive in all countries save El Salvador (table 7).
Nevertheless, if food products are deleted there
is evidence of export promotion in Costa Rica
and El Salvador in the 1980-1985 period.
(Detailed calculations are not shown here, but
are available from the author upon request.)

Intra-regional and extra-regional
trade patterns

A well-known feature of the Central American
Common Market is the surprising uniformity of
intra-regional exports between the five coun-
tries. They all tend to produce and export similar
products, and it is difficult to identify a country
which dominates output in any given industry.

6See L. Willmore, "Free Trade in Manufactures among
Developing Countries”, Fconomic Development und Cultural
Change 20:4, July 1972, pp. 659-670, and "El Pactén de Comercivy
Especializacion en el Mercado Comun Centroamericano”, in Lu
Integracion Lcondmicu Centroumericuna, ed., Eduardo Lizano
(Fondo de Cultura Econdmica, Mexico, 1975), vol. 1, pp. 214-231.

The weakening of economic integration in the
1970s and 1980s had only a small effect on this
uniformity of trade patterns. As can be seen
from the statistics reported in table 8, rank
correlation coefficients calculated from dara for
80 four-digit ISIC industries fell only slightly for
pairs of countries, and in all cases remained
positive and highly significant. The rank correla-
tion between Panama’s exports and those of
each of the five countries increased substantially
over the 1970-1985 period along with the
increasing trade of Panama with Central Amer-



58 CEPAL REVIEW No. 38 / August 1989

Table 7

CENTRAL AMERICA: SOURCES OF INDUSTRIAL GROWTH BY COUNTRY,
1970-1985

(Millions of Central American pesos)®

Sources of growth

A Intra-regional” Extra-regional
crual
Expected
growth he Import Export Import Export
growt subsritution promotion substitution promotion

1970-1975

Total 23326 2 137.5 7.0 -2.0 -18.8 208.8

Costa Rica 613.9 562.6 28.1 -30.4 20.1 33.6

El Salvador 447.5 407.8 -1.8 -35.0 -8.2 84.8

Guatemala 541.9 485.7 30.0 -30.9 -21.3 78.5

Honduras 267.3 218.6 46.2 -8.2 -9.2 19.9

Nicaragua 461.9 467.1 2.8 -17.9 6.3 3.5

Percentages"

Total 100 92 - - -1 9

Costa Rica 100 92 5 -5 3 5

El Salvador 100 91 - -8 -2 19

Guatemala 100 90 6 -6 -4 14

Honduras 100 82 17 -3 -3 7

Nicaragua 100 101 1 -4 ! 1
1975-1980

Total 36225 4117.1 -30.0 10.3 -165.9 -309.0

Costa Rica 11458 11349 -25.1 70.4 34 -37.8

El Salvador 513.3 659.8 -67.2 -6.3 53.0 -126.0

Guatemala 831.1 925.0 237 118.3 -170.6 -65.4

Honduras 729.8 768.2 26.6 5.2 -38.6 -31.6

Nicaragua 407.2 559.5 -104.7 -30.3 21.5 -38.9

Percentages®

Total 100 114 -1 - -5 -9

Costa Rica 100 99 -2 6 - -3

El Salvador 100 129 -13 -1 10 225

Guaremala 100 111 3 14 -21 -8

Honduras 100 105 4 1 -5 -4

Nicaragua 100 137 -26 -7 S -10
1980-1985

Total -574.1 -352.6 -3.7 7.7 -131.6 -93.9

Cosra Rica -13.8 -61.6 122.5 -111.7 393 -2.3

E! Salvador -11.5 16.5 73.7 -47.3 2725 18.1

Guatemala -445.5 -373.9 17.6 -92.6 28.0 -24.7

Honduras 20.7 439 1.3 -38.0 40.8 -27.3

Nicaragua -124.0 -15.2 2385 -48.5 -248.9 -49.9

Percentages’

Total

Costa Rica

El Salvador

Guatemala

Honduras 100 212 6 -184 198 -132

Nicaragua

Source: Estimates of the author based on official data.

“Intra-regional trade includes Panama and for Central America it is only trade with Panama.
Expected growth is estimated with constant trade ratios,

‘Percentages are not shown for negative growth.
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CENTRAL AMERICAN ISTHMUS: COEFFICIENTS OF RANK CORRELATION

Table 8

FOR INTRA-REGIONAL EXPORTS OF MANUFACTURES

Costa Rica
1970
1985

El Salvador
1970
1985

Guatemala
1970
1985

Honduras
1970
1985

Nicaragua
1970
1985

Panama
1970
1985

Costa Rica El Salvador Guatemala Honduras Nicaragua Panama
0.724 0.755 0.654 0.676 0.340
0.558 0.783 0.511 0.466 0.571
0.724 0.652 0.685 0.629 0.402
0.558 0.588 0.646 0.591 0.546
0.755 0.652 0.697 0.612 0.277
0.783 0.588 0.591 0.469 0.566
0.654 0.685 0.697 0.652 0.264
0511 0.646 0.591 0.608 0.456
0.676 0.629 0.612 0.652 0.289
0.466 0.591 0.469 0.608 0.349
0.340 0.402 0.277 0.264 0.289
0.571 0.546 0.566 0.456 0.349

Sousce: Calculations of the auchor based on official staristics.

Note: Spearman rank correlation coefficients, daca for 80 ISIC industries ranked by the value of intra-regional exports. Alf coefficients are

statistically significant at the .02 level, and coefficients larger than 0.277 are statiscically significant ac the .01 level

CENTRAL AMERICA: COEFFICIENTS OF RANK CORRELATION FOR

Table 9

EXTRA-REGIONAL EXPORTS OF MANUFACTURES

Costa Rica
1970
1985

El Salvador
1970
1985

Guatemala
1970
1985

Honduras
1970
1985

Nicaragua
1970
1985

Costa Rica El Salvador Guatemala Honduras Nicaragua
0.073 0.360 0.300 0.341
0.384 0.532 0.472 0.265
0.073 0.487 0.104 0.333
0.384 0.541 0.496 0.301
0.360 0.487 0.405 0.475
0.532 0.541 0.478 0.420
0.300 0.104 0.405 0.420
0.472 0.496 0.478 0.310
0.341 0.333 0.475 0.420
0.265 0.301 0.420 0.310

Source; Calculacions of the auchor based on official statistics.

Note: Spearman rank corvelation coefficients, data for 70 industries (1970) and 73 industcies (1985) ranked by the value of excra-regional
exports. For 1970, all coefficients are statiscically significanc at the .01 level except those for El Saivador-Costa Ricz and El Salvador-
Honduras. For 1985, all cuefficients except Costa Rica-Nicaragua are statiscally significant at the .01 level. Punama is not included

owing to lack of comparable data.
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Table 10

CENTRAL AMERICA: COEFFICIENTS OF RANK
CORRELATION BETWEEN INTRA- AND
EXTRA-REGIONAL EXPORTS

1970 1985

Costa Rica 0.489 0.545
El Salvador 0.435 0.672
Guatemala 0.502 0.542
Honduras 0.400 0.517
-Nicaragua 0.507 0.539

Source: Calculations of the author based on official statistics.

Note: Spearman rank correlation coefficients, data for 80 I1SIC
industries ranked by the value of intra-regional and extra-
regional exports. Exports to Panama are regarded as intra-
regional. All coefficients are statistically significanc ar the
.01 level

ica. The calculations in table 8 refer only to
manufactures, but this category of goods
accounts for more than 90% of total intra-
regional trade.

Since 1970, manufactures have typically
accounted for 20% to 25% of Central America’s
extra-regional exports, so it is interesting to see
whether the countries display the same unifor-
mity in extra-regional exports that they do in
intra-regional exports. The rank correlations
were therefore calculated with figures for some
70 industries which registered extra-regional
exports (table 9). When these statistics are com-
pared with those of table 8, it is apparent that
the partern of extra-regional exports is less uni-
form among countries than the pattern of intra-
regional exports. Nevertheless, the correlations
show a marked increase over time for all pairs of
countries except those paired with Nicaragua,
and almost all the coefficients in 1985 are highly
significant in a statistical sense. These results
can be summarized by stating that the unweigh-
ted average of the rank correlations for extra-
regional exports increased from 0.33 in 1970 to
042 in 1985. For intra-regional exports, the
unweighted average for the same pairs of coun-
tries, excluding Panama, fell from 0.67 in 1970 to
0.58 in 1985.

The Central American countries resemble
each other in both intra- and extra-regional
exports because each country exports to extra-
regional markets manufactures that are similar
to those it exports to the regional market. The
correlation coefficients between intra- and

extra-regional exports for each of the countries
was in the 0.40 to 0.51 range in 1970 and
increased to the 0.51 to 0.67 range in 1985
(table 10).

Another way to demonstrate the similarity
of intra-regional exports is to calculate, for each
of the 80 industries, the amount of “trade over-
lap”, ie., the exports and imports of a particular
trade category that offset each other, and to
express this as a percentage of trade turnover.
Suppose, for example, that an industry in a coun-
try registers 35 000 pesos of intra-regional
exports and 5000 pesos of intra-regional
imports. The trade overlap would then amount
to 10 000 pesos which, expressed as a percentage
of the 40 000 peso trade turnover, is 25%. This
is an index of what has come to be known as
“intra-industry trade”, the simultaneous export
and import of goods classified in the same indus-
try or commodity category.’

The estimates for intra-regional trade indi-
cate that intra-industry trade, as a percentage of
trade turnover, fell in every country other than
Panama between 1970 and 1985. For Central
America and Panama as a whole, intra-industry
trade fell more than 10 percentage points, to
43% in 1985. Only 37.7% of Panama'’s trade in
manufactures with Central America was intra-
industry in 1970, but in 1985 Panama's index
was 47%, second only to Costa Rica's 53%
(table 11).

The indices of intra-industry trade are much
lower for trade with third countries than they are
for trade within the preferential trading area of
Central America and Panama. The indices also
remain far below those of the newly industrial-
ized countries (NICs) of Latin America and
Asia8 even though they rose markedly in Costa
Rica and El Salvador between 1970 and 1985.
Because of the increased intra-industry trade, of
these two countries, the weighted average index
for extra-regional trade in Central America rose
from 6% in 1970 to 10% in 1985.

"The term "trade overlap” is due to J.M. Finger, "Trade
Overlap and lncra-Industey Trade”, Economic Inguiry 13, 1975,
pp. 581-589, and chis index of intra-industry rrade was suggested
by H.G. Grubel and P.J. Lloyd in Intra-Industry Trade, Macmillan,
London, 1975, p. 21.

#See G.G. Manrique, “Iatra-Jndustry Trade between Deve-
loped and Developing Countries: the Uniced States and the NICs”,
Journal of Developing Areas 21:4, July 1987, pp. 481-494.
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Table 11

CENTRAL AMERICAN ISTHMUS:
INTRA-INDUSTRY TRADE IN MANUFACTURES

(Percentages)

1970 1975 1980 1985

Intra-regional trade
Central American

Isthmus 53.6 543 47.7 433
Costa Rica 60.9 612 650 530
El Salvador 562 610 534 436
Guatemala 598 556 414 427
Honduras 38.1 395 429 351
Nicaragua 458 425 283 216
Panama 37.7 519 478 47.2
Extra-regional trade

Central America 6.2 7.8 8.6 103
Costa Rica 2.5 6.6 7.5 135
El Salvador 48 100 123 14.7
Guaremala ©10.2 73 102 106
Honduras 87 102 5.8 6.3
Nicaragua 4.8 5.7 8.0 5.9

Source: Calculations of che author based on official statistics.
Note: Extra-regional export data were not available for Panama.

In Central America, as in any small economy,
exports are much less diversified than imports of
manufactures. The increase in intra-industry
trade with outside countries thus reflects
increasing diversification of exports, so that
exports of manufactures are coming to resemble
imports of manufactures. In 1970 Central Amer-
ican countries registered extra-regional exports
in 41 industries, on average; in 1985 all countries
sold outside the region goods from 54 industries
on average. As a result of this diversification,
exports are much less concentrated in a few
industries.

In 1970 three industries accounted for pro-
portions of extra-regional exports of manufac-
tures ranging from 71 % in Guatemala to 90% in
Costa Rica. Especially important were “manu-
factures”™ such as chilled beef and frozen
shrimp. By 1985, the concentration of exports
was substantially lower for all five countries.
Costa Rica and E[ Salvador —the two countries
with the greatest increase in intra-industry trade
ratios— also show the greatest fall in the con-

Table 12

CENTRAL AMERICA: LEADING THREE INDUSTRIES IN
EXTRA-REGIONAL EXPORTS OF MANUFACTURES

(Percentugpes)”
[SIC Description Costa Rica El Salvador Guatemala Honduras Nicaragua
1970
Total leading three 90.8 76.5 71.1 78.6 88.4
3111 Meat 55.0 35.6 25.7 54.9
3114 Seafood 4.2 27.6 12.3
3115 Vegerable oil 10.1
3118 Sugar 31.6 38.8 273 21.2
3311 Wood 398
3529 Other chemicals 8.2
3530 Perroleum refining 13.1
1985
Total leading three 48.0 54.7 66.6 65.6 71.7
3111 Meat 29.6 14.1 35.3
3114 Seafood 10.9 25.5 8.3 29.2
3118 Sugar 7.5 15.6 44.2 15.6 238
3121 Other food products 12.6
3211 Texriles 13.6
3311 Wood 20.8

Source: Culculations of the aurhor based on official statiscics.

Note: The absence of an entry does not indicate the absence of expores, but rather that the industry does nor rank among the leading three

exporeers. Extra-regional exports exclude exports to Panama.

“Perceatages of rotal extra-regional exports.
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centration of their exports. The share of the
leading three industries in Costa Rica's exports
fell from 90% to 48%, and in El Salvador’s from
76% to 55% (table 12).

In summary, the intra-regional exports of
the Central American countries have always
been diversified and similar in pattern from one

country to another. They are now beginning to
diversify their exports of manufactures to coun-
tries outside the region, and in each country the
pattern is beginning to resemble somewhat that
of extra-regional imports and, to a much greater
extent, the pattern of the extra-regional exports
of other Central American couatries.

Protection and trade

The intent of the common external tariff agreed
among the Central American countries in the
1960s was undoubtedly to protect their manufac-
turing industries against competition from
imports from countries outside the region. “Cen-
troamérica, al construir el Mercado Comun,
enuncié desde el principio una politica de indus-
trializacién y desarrollo, ‘hacia adentro’, y como
parte de ésta se concibieron distintos instrumen-
tos, de los cuales el mas importante fue un aran-
cel de clara orientacidén proteccionista, unido al
régimen de libre comercio.”® Nevertheless, stu-
dents of Central American integration believe
that much of this protection has never been
utilized. They suspect that Central American
producers sell their goods at prices considerably
lower than the CIF import price plus tariff. To
the extent that this is true, the tariffs may con-
tain considerable “water” and could be reduced
with no effect on domestic output, imports or
consumprion.

Central American producers may fail to
price up to the tariff for a number of reasons.
First, they may price their products lower than
the tariff-inclusive international price because of
real or perceived quality differences between
their products and those of foreign producers.
Second, they may maintain low prices as a hedge
against a future fall in import prices. Third, they
may find themselves competing with contra-
band that does not pass through the customs
house. Fourth, they may face competition from
duty-free imports authorized by governments,

"SIECA, El desarrollo integrado de Centroamérica en la pre-
sente décuda (BID/INTAL, Buenos Aires, 1974), vol. 4, p. 38.

especially if they are producing capital goods or
intermediate goods. Fifth, competition among
the region’s producers may force prices of Cen-
tral American products down, so that imported
goods are no longer attractive to the consumer.
Only this last case is a true example of tariff
redundancy, of water in the tariff. In the first two
cases, any reduction in tariff rates would allow
importers to gain market share at the expense of
the region’s producers, while the second two
cases are examples of erosion of the legal tariff
resulting from duty exemptions or smuggling
activity.

Owing to a dearth of price comparisons
between Central American products and
imports (or potential imports), no study has yet
been undertaken of the structure of actually util-
ized protection, although there are a number of
studies of the structure of legal protection. Such a
study done recently for Costa Rica!? is exception-
ally careful and detailed and has the advantage of
calculating not only the legal rate of protection,
but also what the author calls a “real” rate of
protection when tariff exemptions are taken
into account.

It is not clear which tariff —legal or real in
the Costa Rica stcudy— is most relevant for our
purposes. The legal tariff on textiles (ISIC cate-
gory 3211), for example, was 46% in 1982, but
importers were exempted from payment of well
over half the duties in that year, so the duties
collected as a proportion of the value of extra-
regional imports was oaly 19%.

“Marvin Taylor D., Estruciura de la proteccion al sector
industrial en Costa Rica (DISEGRAF, Fernandez Arce), San José,
Costa Rica, 1984.
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This 19% rate is regarded as the "real” tariff
in the Costa Rica study, but no one actually paid
it. Manufacturers of clothing enjoyed a zero rate
of duty because imports for further processing
were generally exempt. Stores purchasing cloth
for direct sale to the consumer paid the full legal
tariff, i.e., 46%. The 19% ‘‘real” rate is thus an
average applicable to two very different types of
consumer. Perhaps both rates should be used:
the low one in calculating effective rates of pro-
tection of the clothing industry and the higher
one in calculating nominal and effective protec-
tion of the textiles sold to final users. This possi-
bility was not considered by the author of the
Costa Rica study, so the “real” rate (19% in the
case of textiles) is used, even though this under-
estimates the tariff protection.

The way in which the average tariff for each
industry was estimated in the Costa Rica study
also underestimates the real protection rate. In
the absence of detailed data for consumption or
production of individual products, imports were
used as weights to obtain average rates of protec-
tion in each four-digit ISIC industry. Import
weights are generally suspect for this purpose
because imports are affected by tariff protection:
high tariffs, which do a good job keeping out
imports, receive low weights; but what is more,
prohibitive tariffs receive zero weights. Never-
theless, it is quite possible that the author used
total imports rather than extra-regional imports
as weights. In this case, there would be no syste-
matic tendency to underestimate protection, for
high rariffs result in a diversion of trade from
extra-regional to regional suppliers.!!

Taking the estimates of the “real” rate of
protection of each Costa Rican industry in 1980
and 1982 as data, table 13 reports the results of
weighting each rate by five different variables:
production, intra-regional imports, intra-
regional exports, extra-regional imports and
extra-regional exports. Tariff rates were gener-
ally lower in 1982 than in 1980 because the Costa
Rican government removed a number of import
surcharges and import deposit requirements fol-
lowing a sharp devaluation of the national
currency.

"If coral imports were used as weights, this could explain the
lack of any significanc correlation becween nominal protection and
imports within each four-digic induscry. See Macvin Taylor,
op. ci., pp. 37-42.

Table 13

COSTA RICA: NOMINAL AND EFFECTIVE
RATES OF PROTECTION

(Weighted averages)
Nominal Effective
Weight protection protection
1980 1982 . 1980 1982
Production 38.0 31.5 186.6 1833
Incra-regional
Imports 32.1 243 1350 1200
Exports 31.0 260 1369 1115
Extra-regional
Imports 24.8 20.2 1263 1041
Exports 333 299 1537 2703

Sousce; Calculations of che author based on official trade and
production scacisrics and estimates of nominal and
effective protection (Corden method) in Marvia Taylor
Dormond, Ertructura de la proteccibn al sector industrial
en Costa Rica (DISEGRAF Ferndndez Arce, San José,
1984).

Note: In gn artempt to weighe tariffs by rrade and oucpur ar free
trade prices, intra-regional trade and outpur destined for
domestic or regional markets was deflated using the
nominal tariff of the corresponding 4-digit ISIC category.
Incra-regional trade is trade with other Cencral American
councries and Panama.

Raw materials and inputs for industry tend
to have very low tariffs or to be exempted from
payment of tariffs. Thus the effective rate of
protection, i.e., protection of industrial value-
added, shown in table 13, tends to be much
higher than the nominal rate of protection.
Furthermore, average protection —both nomi-
nal and effective— is lower when weighted by
intra-regional trade than when weighted by pro-
duction. This indicates that the manufactures
traded within the region tend to receive some-
what less protection than those destined for
home markets. Weighting each industry’s rate
by extra-regional imports reduces average pro-
tection, because high tariffs discourage imports.
Surprisingly, average protection when weighted
by extra-regional exports is nearly as high as
when weighted by production. In one case
—effective protection in 1982— the extra-
regional export-weighted average rate actually
exceeds the production-weighted rate by a con-
siderable margin. If tariff protection is a disin-
centive to export, one would expect
extra-regional exports, in the absence of subsi-
dies to be concentrated in industries with low
rates of protection.
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Table 14

COSTA RICA, EL SALVADOR, GUATEMALA AND NICARAGUA:
NOMINAL AND EFFECTIVE RATES OF PROTECTION

(Weighted averuges)
Costa Rica El Salvador Guaremala Nicaragua
Nominal Effective Nominal Effective Nominal Effective Nominal Effective

Production 42.1 90.9 39.4 86.6
Intra-regional

Imports 38.3 86.1 37.9 82.0 35.9 76.8 35.9 73.6

Exports 35.6 74.4 38.9 85.0 35.9 78.4 32.6 67.9
Extra-regional

Imports 314 60.3 317 64.6 30.8 61.2 30.1 58.6

Exports 41.8 100.1 46.3 93.2 39.9 89.1 40.6 106.9

Source: Calculations of the auchor based on data from SIECA and each country.

Note: Ourput and trade data are for the year 1985, but the new external tariff was not implemeated uncil 1986. 1n an actempt w weighe
wariffs by trade and output ac free trade prices, intra-regional rrade and outpuc destined for domestic or regionat markets was
deflated using the nominal tariff of the corresponding 4-digit ISIC cacegory. Disaggregate production data were not available for El
Salvador or Nicaragua. Intra-regional trade is trade with other Central American countries and Papama.

In 1985 the four members of the Central
American Common Market agreed on a new
Common External Tariff that was implemented
in three countries in 1986 and in the fourth
(Nicaragua) in 1987. SIECA has made some
rough estimates of nominal and effective protec-
tion for four-digit ISIC industries, so it is possible
to repeat the same exercise of alternative
weighting schemes for each of the four coun-
tries. It is important to emphasize that these
calculations, reported in table 14, are not com-
parable with those of table 13 for two reasons:
first, and most important, the SIECA calculations
start from an unweighted average tariff of all
final goods and of all inputs, unlike the import-
weighted procedure used in the Costa Rica study;
secondly, the Common External Tariff does not
cover all industries, and those industries that are
subject to national discretion are excluded from
the calculations.

The results using estimated rates of the new
Common External Tariff cotncide with the find-
ings for Costa Rica in 1980 and 1982. Average
rates of protection weighted by intra-regional
trade are lower than those weighted by produc-
tion. Protective rates weighted by extra-regional
imports are even lower, but those weighted by
extra-regional exports are highest of all.

That extra-regional export-weights should
produce the highest estimate of protection
would appear to be counter-intuitive. Nonethe-
less, there are three possible explanations for

this result, and they are not mutually exclusive.
First, it may be evidence of considerable “water”
in the external tariff: producers in export indus-
tries are competitive and have no need for the
high protection accorded their activities. Second,
producers may price discriminate between
regional and extra-regional markets, charging
local consumers for the fixed cost of production
and employing lower, marginal cost prices in
competitive export markets. Third, and most
important, the four-digit ISIC industries are very
heterogenous, so exports and imports (or poten-
tial imports) are often very distinct products.
Consider, for example, ISIC 3114 “Canning, Pre-
serving and Processing of Fish, Crustacea and
Similar Foods™. This industry enjoys extremely
high rates of protection, yet also registers high
levels of extra-regional exports. The exports,
however, consist largely of frozen shrimp,
whereas imports cover a wide range of goods
from salted cod to smoked oysters and caviar.
Those who freeze and export shrimp need no
protection at all, whereas factories processing
tuna and sardines for the local market may
require considerable protection in order to com-
pete with imports.!2

17The effective rates of protection for the seafood indusery
were infinite in 1980 and 1982, implying negative value-added
when inputs and vutputs are measured a¢ free-trade prices. ln chis
case —and all orher cases of extremely high protection— 1 arbi-
trarily used a protective race of S00% in the calculations reported
in table 13.
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Summary and conclusions

In the 1960s Central American manufacturing
grew rapidly by producing locally goods that
were previously imported from outside the
region. By the end of that decade, possibilities of
import substitution were generally considered to
be exhausted and the ratio of extra-regional
imports to apparent consumption of manufac-
tures ceased to fall in the 1970s and 1980s.

Most of the industries producing simple con-
sumer goods such as beverages, tobacco, clo-
thing, shoes, wood and furniture now have
extremely low ratios of extra-regional supply, so
further import substitution will have to come
from capital and intermediate goods. Textiles is
anexception in that it s one light industry where
there is room for import substitution. Extra-
regional imports supply nearly a third of the
textiles consumed in Central America even
though there is considerable excess capacity in
this industry. This meagre import substitution
in textiles compared with other simple manufac-
tures did not occur by accident: textiles are inputs
for the clothing industry, and the governments
of Central America have followed a policy of
tariff exemptions for the importation of inpurs.
Nonetheless, the new Common External Tariff
has eliminated the practice of granting this type
of rariff exemption, and this should encourage
greater substitution for imports of textiles.

In the 1970s manufacturing grew at a slower
pace than it had in the previous decade, but it
continued to grow more rapidly than other sec-
tors of the Central American economy. None-
theless, it was internal demand and not import
substitution that fueled the growth of manufac-
turing. The ratio of extra-regional imports to
consumption of manufactures actually rose in
this period, and there was little promotion of
exports of manufactures to markets outside the
region. The model of industrialization based on
the substitution of imports in an expanded
market began to falter, and this became most
evident in the crisis of the 1980s.

During the decade of 1970-1979 intra-
regional trade began to contract in relative terms
and the contraction accelerated after 1980. With

the loss of markets in neighbouring countries,
and given the absence of incentives to export to
countries outside the region, the industrialists of
Central America turned to their home markets.
In 1970, they sold 75% of their production to
local consumers. In 1985 this proportion
increased to 83%.

Although the Central American Common
Market has not been transformed into a plat-
form for exporting manufactures to the rest of
the world, there have been some gains in the last
two decades. All five countries now export a
much wider range of manufactures than they did
a few years ago. In intra-regional trade the struc-
ture of exports in each country has always been
similar to that of their imports. This similarity is
now becoming a feature of extra-regional trade
in manufactures as well. Moreover, exports of
manufactures to third countries are very similar
to exports to countries of the region. This sug-
gests the possibility that producers have learned
to export in the protected Central American
market and, with some incentives, could turn to
extra-regional markets,

Lack of success in promoting extra-regional
exports of manufactures is usually attributed toa
high level of tariff protection. Tariffs allow the
Central American manufacturer to sell high cost,
low-quality products at high prices and make
exports to competitive overseas markets unat-
tractive. If this is true, one would expect the
average protection for those manufactures that
are exported to be much lower than protection
for goods sold in the regional market.

Surprisingly, the available data appear to
indicate that extra-regional exports of manufac-
tures receive, on average, higher rates of protec-
tion than intra-regional exports. This might be
interpreted as evidence of a lot of “water” in the
external tariff: Central American industrialists
produce at low cost and have no need for such
high rates of tariff protection. It is also very
likely that this result is due, at least in part, to
statistical shortcomings. At the available level of
disaggregation (four-digit ISIC) industries are
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very beterogenous, so that very dissimilar pro-
ducts are included. The seafood industry (ISIC
3114), for example, has a high rate of protection
but is also a big exporter. A detailed analysis of
this industry shows that exports are mainly of
frozen shrimp, while imports include more
highly processed products, especially canned
goods. Although it is true that shrimp exports do

not need protection, canned tuna and sardines
may require high protection if they are to sur-
vive. The rates of protection employed for the
present study, are averages for entire industries.
Further research is needed with desagregated
data and, preferably, comparisons of Central
American prices with international prices, and
not just legal cariffs.

Appendix
Sources of manufacturing growth

Consider the following accounting identity:
(HQ=D+X-M,

where Q is the output or production of an industry, D is home demand or apparent consumption, X
represents exports and M is imports. Let the absence of import substitution be represented by a
constant ratio m of imports to apparent consumption:

2)m=M/D=M/ (Q-X+ M),

Similarly, lec us assume that the absence of export promotion requires constancy of the ratio of
exports to Jocal production:

3Hx=X/Q.

Once we have values for apparent consumption and output in a base year and a terminal year,
observed changes in imports and exports (AM and AX) can be divided in to changes attributable to
growth in demand or production (AD or AQ) and changes attributable to changes in the ratios myx.
It is easily shown that a change in imports is identically equal to the sum of two terms:

(4) AM = m, AD + (m; —mg) D,.

The first term on rhe right is the import ratio in the base year (m;) multiplied by the change in
demand, whereas the second term is the change in the import ratio multiplied by consumption in the
terminal year (D,). The ficst term is thus the "expected” growth of imports given growth of
domestic demand, whereas the second is a measure of import substitution, i.e., the deviation of
imports from their expected level. Similarly, the observed change in exports is equal to expected
export growth plus a measure of export promotion:

(5) AX =x, AQ + (x; —xp) Q.

Expected exports equal the base period export ratio times the change in output, whereas export
promotion is the change in the exporr ratio times the output of the terminal year.
Equation (1) can also be written in deviation or change form,

(6) AQ = AD + AX — AM,
where AQ = Q, - Q,, AD =D, -D;, AX =X, - X, and AM =M, - M,,
Subsritucing the expressions of equations (4) and (5) for AM and AX,
(7) AQ = (1 —mp) AD +x, AQ — (m; —m,) D; + (x; —x4) Q.
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The first two terms on the right-hand-side (R.H.S.) of equation (7) represent the change in
output atcributable to “expected” growth of consumption and exports; their sum is the change in
output consistent with constant trade ratios. The third term is 2 measure of import substitution and
carries a negative sign, since a decrease in the import ratio has a positive effect on local production.
The last term measures the contribution of export promotion (an increase in the export ratio) to
overall growth.
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