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Trade Creation, Trade Diversion and Effective
Protectien in the Central American Common Market

by Larry N. Willmore*

Aggregate analyses suggest that the formation of the Central
American Common Market {CACM) has resulted in little or no
trade diversion, but different conclusions apply when the import
data are appropriately disaggregated. Increases in the effective
rates of protection for consumer goods have led to increased demand
Jor extra-regional imports of intermediate inputs and decreased
demand for extra-regional imports of final goods. On balance, the
CACM is a trade-diverting customs union for non-durable consumer
goods: trade-creating effects are present in Honduras and Costa
Rica, but trade-diverting effects dominate in Guatemala, E!
Salvador and Nicaragua.

A number of economists have concluded that the formation of the Central
American Common Market (CACM) has, on balance, resulted in trade
creation and a more efficient allocation of resources in the region.*
Moreover, no evidence has been found for trade diversion of manufac-
tured goods, with the exception of edible oils and petroleum products,

In sections I and IT of this paper it is argued, first, that such findings
are paradoxical, given that industrialisation in a protected market is the
raison d’étre of the CACM, and, secondly, that different conclusions may
well apply if the import data are appropriately disaggregated. The appar-
ent paradox disappears in section III, where it is shown that there has been
trade diversion in a broad range of consumer goods. A summary of the
empirical results and some policy implications make up the concluding
section of the paper.

I. CENTRAL AMERICAN INDUSTRIAL DEVELOPMENT
(a) Industrialisation and Effective Protection

The conclusion that the CACM is a trade-creating customs union with
little trade diversion is incomnsistent with three salient features of Central
American integration. First, a major goal of the integration programme is
to accelerate import-substituting industrialisation on a regional level, and
it appears that this objective has been successfully pursued. It is unlikely
that industry’s contribution to gross regional product would have increased
from 13% in 1960 to more than 179%, by the end of the decade, had the
CACM not been formed. Import substitution implies, however, a diversion

* Carleton University, Ottawa and Universidad de Costa Rica.
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of trade away from low-cost foreign suppliers to higher-cost Central
American producers. This implication is at odds with a conclusion that the
CACM is characterised by the dominance of trade creation over trade
diversion.”

Secondly, manufactured goods other than processed food account for
most of the expansion of intraregional trade. In 1968, 12-4% of intra-
regional imports were processed food, beverages and tobacco, 76:1%
other manufactures, and only 10:3%, agricultural commocliitie-.s,.3 The
agricultural sector, in which the potential for trade creation w1thout. trade
diversion is very high, is subject to continued tariff and non-tariff barriers to
intraregional trade.* The expansion of trade in manufac‘gu;es I?as resulted
chiefly in intraindustry rather than interindustry specialisation, so _the
effect should be one of lower marginal costs through longer production
runs and a reduction in the variety of products produced in individual
plants* These economies manifest themselves in the substitution of
Central American for foreign goods through the operation of what
Corden has labeiled a ‘cost-reduction effect’.

Thirdly, and most importantly, the common exterqal tariff of the CAQM
provided for a general increase in nominal and effective rates of protection
for final demand goods. Increased protection—even though on a regional
rather than a national level—implies potential diversion of trade away from
non-member countries.

It is not self-evident that Central America has become more protec-
tionist since the formation of the common market in 1961. Although t.he
unweighted average tariff rose from 34% in 1959 to 50% in 1967, with
increases primarily in consumer goods and construction materials,” one
can also cite the fact that approximately half of all extra-regional imports
in Central America in recent years were exempted from payment of _duty.
A much smaller proportion of imports were exonerated from duty prior to
the formation of the CACM, so one recent study concludes that ‘the
overall rate of nominal protection in Central America has fallen and
consequently the overall rate of effective protection’.®

The fact that some purchasers are exempted from payment of duty on
some imports does not, however, necessarily imply a reduction in the rate
of protection in any meaningful sense. Viner demonstrated long ago that
tariff reductions that discriminate among countries may lead to a lea:s
efficient allocation of resources. Similarly, tariff exemptions that discrimi-
nate among users and commodities may well increase rather than reduce
the rate of protection for domestic producers. N

In Central America, governments rarely allow public agencies, charities
and other favoured institutions to import, free-of-duty, final goods that
are available from local producers. Moreover, duty exemptions granted to
local producers under industrial development laws are for the importation
of raw materials, intermediate goods and capital equipment, pot‘ﬁpal
demand goods. Removal of duties on imported inputs, while.malntammg
or increasing the tariff rate on a finished product, necessarily increases the
effective rate of protection for the favoured activity. The effect of liberal
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duty exemptions h.:a.s thus been to increase rather than decrease the rates
of effective protection for final goods produced in the region.® 10

(b) The Imgortance of Tariff Exemptions in Central American Industry

D_ata on import duties exonerated under industrial development laws
are incomplete, but the estimates reported in Table 2 suggest that this type
of fiscal incentive became increasingly common in all five countries during
the pas‘t decade, These estimates probably understate the true level of
exemptions, and the data for each country reflect differences in the ability
to record such exemptions as well as differences in industrial policy.
Nevertheless, available data suggest that exemptions granted to industrial
ﬁm}s amounted to approximately half the value of total revenue from
duties collected by the end of the 1960s.!t

TABLE !

CENTRAL AMERICA ! TARIFF RATES BEFORE AND AFTER THE ESTABLISHMENT
OF A COMMON EXTERNAL TARIFE {PERCENTAOE UNWEIGHTED AVERAGES)

Number of ]
Product Average tariff
categories 1959 1967
1. Nendurable consumer goods
2. Durable consumer goods ??/ gg 14222
3. Fuels and Iubricants 6 63 46
4. Raw materials and intermediate products for
agriculture 7 7 9
5. Raw materials and intermediate products for
industry 77 31 35
6. Construction materials 13 29 73
7. Capital goods for agriculture 7 7 7
B. Capital goods for industry 44 9 11
9. Transport equipment 6 8 9
All commodities 226 ; ;d

Sowrce; IMF tabulations reported in Havelock Brewster, ‘Th i
) i y e Choice betw
Efficiency and Industrial Balance: Protection and Employment in the Central Ameﬁszg
Commqn Market’, Guatemala, April 1972, gection 3, table 1.

Partial data on the proportion of imported intermediate goods exempted
from payment of duty by virtue of industrial development laws are avail-
able for three countries in Central America (see Table 3), It is Interesting
to note that many of these imports are not recorded in the Uniform
Class1ﬁcati9n of Imports by Economic Use (CUODE) under the category
corresponding to raw materials and intermediate goods for industry
Textiles, for example, are classified as non-durable consumer goods and
component parts for motor vehicle assembly plants are classified as
consumer durables.
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TABLE 2

CENTRAL AMERICA | IMPORT DUTIES EXONERATED UNDER INDUSTRIAL DEVELOPMENT
LAWS, 1960-70 {MILLIONS OF U.S. DOLLARS)

CACM  Guatemala EI Salvador Honduras Nicaragua Costa Rica

1960 72 26 25 0-03 0-5 16
1561 7-8 2-6 23 0-08 02 2:5
1962 11-8 28 26 03 40 21
1963 20-0 51 37 12 34 67
1964 301 54 65 24 4.9 10:9
1965 386 5Q 85 30 71 150
1966 45-4 &3 95 4-1 86 169
1967 511 13-0 10-0 4-2 10:3 13-7
1968 55-6 14-8 10-4 61 12-3 12-0
1969 58-4 13-8 11-0 60 13:0 14-6
1970 77 14-8 10-7 70 127 325

Source: SIECA, E! Desarrollo Integrado de Centroamérica en la Presente Década
(BID-INTAL, Buenos Aires, 1973), appendix 10, table 26, p. 147.

The data reported for three countries in Table 3 indicate that extra-
regional imports of raw materials and intermediate goods increased at a
fast rate (139% to 20%, per annum) in the mid-1960s, but the duty-free
portion of these imports increased at an even faster rate (339, to 629, per
annum). As a result of these disparate growth rates, after 1966 one-half to
three-quarters of intermediate imports for industry were exonerated from
payment of duty in Guatemala, Ef Salvador and Costa Rica (see columns
5 and 6 of Table 3). Data are not available for Honduras or Nicaragua, but
the trend is unlikely to be very different in those two countries.

It is not known what proportion of intermediate goods for industry
was exempted from payment of import duties in the 1950s, but fewer
fiscal incentive contracts were awarded each year to industrial firms in the
1950s than in the 1960s. Central American governments granted an average
of 49 contracts annually from 1952 to 1959. After the formation of the
CACM the number of such contracts awarded each year increased rapidly
from 137 in 1960 to a high of 466 in 1965.12 These contracts exonerate
industrial firms from payment of import duties and other taxes for an
initial period of five to ten years. A contract is almost always renewed
when it expires, so ‘temporary’ incentives have become a permanent
feature of the Central American manufacturing sector.*?

Each government in Central America grants fiscal incentives on the
basis of national legislation, but the formation of the CACM led to an
escalation in tariff exemptions granted to industry. The common external
tariff is in reality a maximum external tariff, because member countries can
exempt industrial firms from payment of duty om intermediate goods,
thereby increasing the rate of protection for value-added in later stages of
manufacture.** When production is threatened by imports from partner
countries (trade creation), it is natural for a government to attempt to
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TABLE 3

CENTRAL AMERYCA: RELATIONSHIF BETWEEN DUTY-FREE AND TOTAL
EXTRA-REGIONAL IMPORTS OF RAW MATERIALS AND INTERMEDIATE GOODS FOR
INDUSTRY, 1961-70 (MILLIONS OF U.S. DOLLARS)

Duty-free
Duty-Free Total tol;c{i xa
@ @ ) @ (5 ©)
Guatemala
1961 58 4-9 .
1962 81 68 gg; %gz
1963 11-9 96 41-4 233
1964 194 153 453 33-8
1965 184 143 52:2 274
1966 18-3 14-0 47-4 25-5
1967 534 384 76-9 500
1968 n.a. n.a. 70-8
Average annual rate o
of increase 1963-67 6254 56% — 192
El Salvador
1963 86 365 275 .
1964 2006 43-0 3136 igg
1965 21-5 48-7 38-9 44.2
1966 311 58-3 43-9 533
1967 35-7 651 489 54-9
1968 35-3 662 49.5 534
1569 42-6 72-7 n.a. 586
Average annual rate
of increase 1963-68 402 — 13% 13%,
Costa Rica
1963 n.a. 31-8 333 —_
1964 17:3 357 355 486
1965 335 51-8 467 645
1966 31-8 48-9 43-1 63-9
1967 371 58-1 437 63-8
1968 464 71-4 51°1 13-4
1569 489 785 n.a. 623
1970 5 102-2 n.a. 70-0
Average apnual rate
of increase 196468 3%, — 20%; 119
Notes:

n.a.—not available.
Entries in columns 2, 4 and 6 refer to raw materials and i i i
in CUODE capanms 2 § and mtermediate goods classified
Entries in columns 1, 3 and 5 refer to actual im i i
: I ) ports of raw mat -
mishate goodlsf, irrespective of their classification in the CUODE, materiels and inter
ources: Alfredo Guerra-Borges, Evaluacion de la Politica de Fomen ]
: es, 1 to Indust,
Guaternala (Instllfuto dg Investigaciones Beondmicas y Saciales, Guate:r?a[lff;T rllgffl?
pp. 25-36; Consej o Nacicnal de Planificacion y Coordinacién Econdmica Prog;‘ama de
Desarrollo Industrial 1973-1977 (San Salvader, September 1971), Tabies 014 apd
§V—20;_Banco Central de Costa Rica, Algimos Indicadores Econdmicos del Sector
Sn%uﬁ:n;{ (Sgn t?s%e 1972]), Al;n 28; 8. Schiavo-Campo, ‘Import Structure and Import
ubstitution in the Centra erican Common Market® :
Tubstitutic ket’, Guatemsla: SIECA/RQCAP,
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improve the competitive position of domestic industry by removing taxes,
including taxes on imported inputs. The difficulty is that partner countries
can and will retaliate by granting similar concessions to their own indus-
tries. Existing national legislation in each of the five countries thus provides
that local firms receive benefits at least equal to those granted in other
Central American countries to actual or potential competitors.'*

These indirect subsidies to industries and the associated retaliation can
create a general increase In imports of intermediate goods from non-
member countries, a bias in import substitafion against intermediate
goods, and an increase in the import content of goods that are traded
intraregionally. In summary, the knowledge that governments exempted
an increasing proportion of raw materials and intermediate goods from
payment of duties, following the formation of the CACM, lends support to
the hypothesis that the observed absence of trade diversion of aggregate
imports is a result of external trade creation in intermediate goods,
combined with trade diversion in final demand goods.

. TRADE CREATION AND TRADE DIVERSION

(a) The Concept
In standard customs unjon theory it is often assumed that a common

external tariff exists prior to economic integration. If all imports are
valued at world prices and there are no decreasing costs in the production
of importables, this simplifying assumption implies that the sum of trade
creation {shift from high-cost domestic production to lower-cost produc-
tion in a partner country} plus trade diversion (shift from low-cost produc-
tion outside the region to higher-cost production in a partner country) is
equal to the expansion of intraregional imports induced by economic
integration. Attention is thus focused entirely on the effects of frecing
intraregional trade.

In empirical studies it is neither possible nor desirable to i1gnore the
effects of the establishment of 2 common external tariff. The expansion of
intraregional imports induced by the common external tariff and economic
integration may be less than, rather than equal to, the sum of trade crea-
tion plus trade diversion. Changes in tariff rates and duty exemptions for
imports from non-member countries give rise to trade-suppression (high-
cost domestic producticn replacing low-cost non-member production) and
external trade creation (low-cost non-member production replacing high-
cost domestic production}. But trade-suppression is a form of trade
diversion, for it represents a shift from low- to higher-cost sources of
supply.*® Similarly, external trade creation is a form of trade creation to
the extent that production is shifted to a lower-cost source of supply.

Complications arise when measured ‘external trade creation’ occursin a
commodity that is not produced within the region. There will then be
production effects only to the extent that the foreign commodity is able to
substitute for locally produced goods. In other words, there must be
substitutahility in consumption, if the commodity is a consumer good, or
substitutability in production, if it is an intermediate good.



402 JOURNAL OF DEVELOPMENT STUDIES

Consider the case, for example, of trade diversion in nails combined with
‘external trade creation’ in steel wire, which is an important input in the
manufacture of nails. If steel wire is not produced in the region and if
domestic products such as wood and plastic are poor substitutes for steel
wire, then the ‘external trade creation’ measured by the investigator is not
a form of trade creation at all. Nails cannot be produced without wire, so
‘external trade creation’ in steel wire is necessary if there is to be trade
diversion in nails.

In the present paper, as in previous studies, it has not been possible to
measure the extent to which ‘external trade creation’ represents a shift
from high- to lower-cost production. The reader is thus advised to keep
the inverted commas in mind, for the extent of true trade creation depends
upon how good a substitute the extraregional import is for products
produced within the region.

In summary, allowing for the effects of a common external tariff, gross
trade creation (trade creation broadly defined) is equal to the sum of
integration-induced imports from partners that replace domestic produc-
tion plus the external trade creation that results in the replacement of
domestic production by imports from non-member countries. Similarly,
gross trade diversion is the sum of intraregional imports that replace
extraregional imports, plus the domestic production that replaces extra-
regional imports. The net effect on resource allocation depends on whether
trade-creating or trade-diverting effects dominate,

(b Measurement _
Of the various methods proposed for measurement of trade creation and

trade diversion, the most widely accepted is one that was used by Balassa
in his study of the European Economic Community and later applied by
two different investigators to Central American data.'” The basic assump-
tion of Balassa’s method is that the income elasticities of import demand
would have remained constant over time in the absence of economic
integration. In other words, any change in the relationships between
imports and gross domestic product—measured by income elasticities of
import demand—is assumed to be due to the formation of the common
market.

With this ceteris paribus caveat, a rise in the income elasticity of demand
for total (intraregional plus extraregional) imports is evidence of gross
trade creation,'® i.e. the replacement of domestic production by imports
from partner and/or non-member countries. If a rise in the total import
elasticity is accompanied by a rise in the income elasticity of demand for
intraregional imports, there is evidence of orthodox trade creation, ie.
the replacement of domestic production by imports from partner countries.
External trade creation will be reflected in a rise in the income elasticity of
demand for extraregional imports.

Similarly, a fall in the income elasticity of demand for extraregional
imports is evidence of gross trade diversion. If the fall in the extrareg;iongl
elasticity is accompanied by a rise in the intraregional elasticity, there 1
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evidence of trade diversion narrowly defined, i.e. the replacement of
imports from non-members by imports from partner countries.

The approach used in this study follows Balassa in assuming constant
income elasticities of import demand in the absence of economic integra-
tion; it differs in employing regression analysis in order to test for the
significance of observed changes in elasticities. The technique of ordinary
least squares has been used to fit log-linear equations of the form log
M = log a+b log Y +log u, which is equivalent to M = aY®u where M
is value of imports, a is a constant term, Y is gross domestic (regional)
product and u is a random disturbance term. The coefficient ‘b’ is thus the
income elasticity of import demand, which is constant for all Y.2°

For the purposes of the present study, the pre-integration period of
each Central American country begins in the year 1953 and ends the year
prior to entry into the CACM, i.e. 1960 for Guatemala, El Salvador and
Nicaragua, 1961 for Honduras and 1962 for Costa Rica. The post-integra-
tion period begins in 1961, 1962 and 1963 for these respective countries,
and ends in 1968. Data for years after 1968 are excluded because of the
disruption of intraregional trade following the ‘migration war’ between
El Salvador and Honduras in July 1969. Years prior to 1953 are excluded
because detailed trade data do not exist. For Central Americd as a whole,
the pre- and post-integration periods are defined as 1953-60 and 1961-68
respectively.

This definition of ‘pre-integration’ and ‘post-integration’ periods may
bias the results in favour of trade creation, for two reasons. First, the
income elasticity of demand for aggregate imports falls in the recession
years 1957-61, and this may be due to the fact that domestic producers can
easily satisfy demand during a period of recession, while supply rigidities
cause a spillover into imports during years in which demand is rising
rapidly.®® Secondly, there was considerable trade liberalisation in the pre-
integration period, with annual rates of increase in intraregional imports
averaging 16% in 1953-60 compared to 30%, in 1961-68. For reasons that
are elaborated at some length elsewhere, it is very likely that this early
expansion of intraregional trade resulted in trade diversion rather than
trade creation.*' In summary, the income elasticities of demand for extra-
regional imports may well be lower than ‘normal’ in the pre-integration
period, and this will impart a downward bias to estimates of trade diver-
sion.

(¢) Need for Appropriate Disaggregation of Trade Data

When the income elasticities of import demand were estimated using the
OLS technique, the results confirmed the findings of previous studies that
there is evidence of trade creation and no evidence of trade diversion of
aggregate imports for Central America as a whole.?* At an aggregate
level, industrialisation and the expansion of intraregional trade do not
appear to have been at the expense of extraregional imports. But aggregate
analyses can be misleading, because changes in the structure of trade are
ignored. Import substitution, intraindustry specialisation and increases in
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the effective protective rate for final goods lead to a rise in the income
elasticity of demand for extraregional imports of inte‘rmedl'ate goods and a
fall in the income elasticity of demand for extraregional imports of final
goods. These two effects could conceivably offset each othe_r at the aggre-
gate fevel and account for the virtually unchanged extraregional elasticity
in Central America. o

A disaggregate analysis of trade creation and trade d1vcrs1qn is clearly
needed for any region that combines economic integration with an early
stage of import-substituting industrialisation. The only dlsaggregate study
currently available for the CACM is based on the one-digit level of _the
Standard International Trade Classification, and reaches the conclusion
that ‘manufacturing growth was apparently not of the diversionary
sort, since the average [income elasticity of demand for total imports in
SITC categories six and eight] rose from 0-3 during the pre-integragop
period to 1-3 in the post-integration period’*Ina disaggregate analysis it
is, however, important to distinguish between intermediate and final
goods. Since the SITC is not based on such a distinction, it is preferable to
use the Uniform Classification of Imports by Economic Use (CUODE].

TABLE 4

CENTRAL AMERICA : INTRA-REGIONAL IMPORTS AS A PERCENTAGE OF TOTAL
IMPORTS, BY CUODE CATEGORY, 195868

Commodity category 1958 1962 1964 1966 1968

1. Non-durable consumer goods 69 16-1 28-9 40-5 50-9
2. Durable consumer goods 13 29 52 10-% 151
3. Fuels and lubricants 02 03 10-4 87 83

4. Raw materials and intermediates
for agriculture 37 89 62 11-5 169

5. Raw materials and intermediates
Ilii)r industry 61 14-3 16-6 18-6 20-8
6. Construction materials 33 90 13:0 184 282
7. Capital goods for agriculture 2-5 31 30 6-6 90
8. Capital goods for industry 21 i1 11 31 4-6
$. Transport equipment 11 32 o2 03 0-8
10. Various products 65 3-7 149 23-8 15-9
All Comnmodities 4-1 9-2 138 187 241

Source: S. Schiavo-Campo, ‘Import Structure and Import Substitution in the Central
American Common Market’, Guatemala: SIECA/ROCAP, June 1971.

Table 4 shows the importance of intraregional imports in the supply of
total imports for each of the ten CUODE categories in selected years. For
all commodities, producers within the region supplied nearly a quarter of
total imports by 1968. But only in category I——consumer non-Flurables—
did Central American producers supply more than half of total imports by
1968. This suggests that the expansion of intra-regional trade is more
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likely to have resulted in trade creation or trade diversion for consumer
non-durables than for any of the other CUODE commodity categories.

Table 5 shows the relative importance of CUODE commodity cate-
gories in intraregional trade for selected years. In 1968, consumer non-
durables accounted for 52-59 of all intraregional imports, consumer
durables for 5-8%, and intermediate goods for industry 25-89;.** The
results of the analysis for the other seven categories are not reportefl in
section III below, because the contribution of these commodities to the
expansion of intraregional trade, and thus to trade creation or trade
diversion, is minimal.2*

TABLE 5

CENTRAL AMERICA : PERCENTAGE DISTRIBUTION OF INTRA-REGIONAL
IMPORTS AMONG CUODE CATRGORIES, 195868

Commodily Calegory 1958 1962 1964 1966 1968
1. Non-durable consumer goods 44-9 462 50-0 519 52-5
2. Durable consumer goods 35 32 3.7 6-1 58
3. Fuels and Jubricants 0-4 03 4.6 2-2 1-5
4, Raw materials and intermediates
for agriculture 4-Q 4-8 26 32 36

5, Raw materials and intermediates
for industry 30-5 33-8 30-6 264 25-8
6. Construction materials 60 7-3 59 58 68
7. Capital goods for agriculture 2-4 i-1 0-8 1-0 09
8. Capital goods for industry 5-8 1:5 1-1 2-4 25
9. Transport equipment 12 1:5 0-3 0-1 01
10. Various products 13 0-4 04 0-9 05

Note: Column entries may not sum to 100-0 because of rounding.
Source: 8. Schiavo-Campe, ‘Import Structure and Import Substitution in the Central
American Common Market’, Guatemala: SIECA/ROCATP, June 1971.

The CUODE classification was revised in 1963-64, but SIECA. (the
secretariat of the CACM) bas classified imports for the years 1963-68 in
terms of the old system. There thus exists a consistent historical series on
which to base an analysis. The division of imports between intraregional
and extraregional sources of supply is, however, not known for CUODE
categories in the years 1953-57 and 1959-61. Intraregional imports for
these years have been estimated using data on the structure of trade in
[958, This means that the disaggregate data for intraregional imports in
the pre-integration period are subject to unknown measurement errors. To
measure trade creation and trade diversion it is, however, necessary only
to have good data on total imports and extraregional imports. Extra-
regional imports by CUODE category are computed as the difference
between total imports and estimated intraregional imports. Given the
low volume of intraregional trade in the pre-integration period, this
should not be a serious source of error in estimating income elasticities for
extraregional imports.
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TABLE 6

CENTRAL AMERICA: TESTS FOR CONSTANCY OF INCOME ELASTICITIES OF DEMAND
FOR IMPORTS OF CONSUMER GOODS AND INTERMEDIATES FOR INDUSTRY

Total imports Extraregional imports
Elasticity F Elasticity F.
Pre Post Ratio Pre Post Ratio
merica
Ce]‘r&gﬁcﬁrable consurner 084 1-40 9-74%*  0-68 0-15 5.47*
goods (017 (0-06) (0:23) (0-09)
Durable consumer 122 1-49 0-96 120 1-20 0-00
goods (0-22) (0-16) {0-23) (0-18) .
Raw materials and 176 2-40 9-67%*  1-67 2:19 4-82
intermediates for (0-14) (013 (0-16) (0-15)
industry
ala
Gu]gctﬁﬁiurable consumer 0-90 1-08 0-28 077 0-06 347t
goods (0-32) (0-18) (0-38)  (0-12)
Durable consumer 1-50 1-25 0-18 1-48 1:01 0-5%
goods : {0-54) {0-28) (0-55) (0-30) .
Raw materials and 2-05 320 6:27* 1-91 321 6-96
intermediates for (0-15) (0-42) (0-14) (0-46)
industry
Salvador
ElNon-durable consumer 1-22 1-50 1-07 1-03 0-33 3-30¢t
goods (0-23) {0-12) (0-33) (0-17) .
Durable consumer 2:29 1-19 4.45¢% 2-29 0-83 574
goods (036  (027) (0-36)  (0-33)
Raw materials and 2-66 2-38 0-60 272 2-42 0-83
intermediates for (0-31) (0-16) {0-22) (0-17)
industry
onduras
HNon—durable consumer 0-36 155 17:95%  0-04 0-08 0-02
goods ©25 (013 029 (017 o
Durable consumer 0-66 1-78 16-01%*  0-59 1-63 12:24
goods (0:23) (0-16) (0-24) 017 e
Raw materials and 1-02 2-54 20-66%*  0-96 2:33 14-74
intermediates for (0-26) (0-21) (0-28) (0-23)
industry
Tagua
Nlcﬁon-gduuratsle consumer 1-38 1-26 032 1:29 0-14 10-90%*
goods ©-17) (0-09) (0:22) (0-16) "
Durable consumer 0-35 1-87 13-75%%  0-24 1-63 795
goods (0-36) (0-16) (0-40) {0-20)
Raw materials and 1-85 1-43 106 1-81 1-14 2-67
interrmediates for (0-40) (0-14) (0-43) 0-13)
industry
ica
Colfllgnilurable consumer (-52 1-87 53-36%* (43 0-28 0-51
goods (1-08) (0-20) (0-09) (0-23)
Durable consurner 0-81 106 049 0-80 076 0-01
goods (012)  (045) (012)  (038)
Raw materials and 0-83 1-57 5-00* 079 0:99 0-31
intermediates for (0-19) (0:23y (0:20) (0-27)
industry
Notes:

The fgures in parentheses are the standard errors of the estimated elasticities.

Pre = Pre-integration period.d

Post = Post-integration period. )

(1) indicates that the F-ratio is significantly different from zero at the 909 level of
confidence, (*) at the 95 level, and (**) at the 99 3 level.
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II. RESULTS OF THE DISAGGREGATE ANALYSIS
{a) Regression Equations

The regression equations for Central America as a whole and for each
member country of the CACM are available from the author upon request.
The estimated elasticities and standard errors are listed in Table 6, along
with a test for significance of the difference between pre-integration and
post-integration elasticities.?® The F-ratio relevant to this test is listed to
the right of each pair of elasticities; its critical value is 3-18 at the 909,
level of confidence, 4-75 at the 959, level and 9-33 at the 999 level.

(b) The CACM

For Central America as a whole, there is evidence of both trade creation
and trade diversion in non-durable consumer goods. At the same time,
there is evidence of external trade creation in raw materials and inter-
mediate goods for industry. The estimated income elasticity in the post-
integration period is only (-15 for extraregional imports of consumner
non-durables, compared to 2-19 for intermediate goods. These results are
consistent with the thesis that the CACM is characterised by trade diver-
sion in final goods, combined with external trade creation in the inter-
mediate inputs required to produce these goods.

A guestion arises as to whether the CACM is, on balance, a trade-
creating or a trade-diverting customs union with respect to non-durable
consumer goods. At least one economist has interpreted any rise in the
income elasticity of demand for total imports of a product group as
evidence of net trade creation and improved resource allocation.?” Most
students, however, follow Viner in examining both trade creation and trade
diversion to determine the net effect on allocative efficiency. The question
is, thus, whether the positive effects of trade creation are sufficient to
outweigh the negative effects of trade diversion.

There is no simple answer to this question when, as in the case of con-
sumer non-durables, there is a significant amount of both trade creation
and trade diversion. One approach, which has been used elsewhere,® is to
compare the hypothetical imports that would have been observed had the
CACM not been formed with actual imports during the CACM vyears. If
the pre-integration equations are projected into the post-integration period,
actual total imports of consumer nondurables are U.S.$47 million greater
than hypothetical imports in the terminal year 1968, while actual extra-
regional imports are $52 million less than hypothetical imports. In other
words, the evidence suggests that there was net trade diversion in 1968.
Similar results can be obtained for each year in the post-integration
period. Summing over the period 1961-68, there appears to have been
trade creation amounting to $135 million and trade diversion amounting
to $218 million, i.e. net trade diversion of $83 million in the first eight
years of the CACM .*°

Unlike the case of consumer non-durables, economic integration
appears to have had little effect on Central American imports of durahle
consumer goods. This result is understandable for three reasons. First, and
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most importantly, motor vehicles dominate this category of imports.
Vehicles are one of the few items not included in the common external
tariff, thus any change in demand would not be ascribed to a common
market effect. Secondly, many of the products in this category are merely
assembled in the region and thus are often ineligible for free trade. Thirdly,
the component parts imported by assembly plants are classified as con-
sumer durables rather than as intermediate inputs for industry. It is thus
impossible to distinguish between intermediate and final goods in the case
of assembly activity.?®

{c) Member Countries

The regression results suggest that effects on resource allocation in
member countries have been varied. The elasticities and tests reported in
Table 6 indicate that for Guatemala, El Salvador and Nicaragua the
CACM has been a trade-diverting customs union in consumer non-
durables. Intraregional imports of consumer non-durables appear to have
displaced foreign rather than domestic production, for in none of these
countries is there statistically significant evidence of trade creation.

Aggrepate analyses provide no evidence of trade diversion in Guatemala
or Nicaragua; but the results are different when the import data are
appropriately disaggregated. In Guatemala, trade diversion of consumer
non-durables has been compensated by external trade creation in inter-
mediate inputs for industry. In Nicaragua it is exterual trade creation in
durable consumer goods that has offset the trade diversion of consumer
non-durables.

The results for Honduras are particularly interesting because it is often
asserted that this country left the CACM at the end of 1970 due to dis-
satisfaction arising from trade diversion.®* The present analysis does not,
however, provide any evidence of trade diversion in Honduras. For con-
sumer non-durables, the income elasticity of demand for extraregional
imports is not significantly different from zero before or after entry into
the CACM. The low elasticity in the pre-integration period is a reflection
of Honduras® protectionist commercial policy, which included quantitative
restrictions on imports as well as tariff barriers. The significant rise in the
total import elasticity from 0-36 to 1-55 is evidence of orthodox trade
creation, i.e. the replacement of Honduran production of non-durables by
lower-cost imports from partner countries. Furthermore, there is a large
and significant rise (from 0-96 to 2-33) in the income elasticity of demand
for imported intermediate goods, which is evidence of external trade
creation in inputs for Honduran industry.

In Costa Rica, like Honduras, there is evidence of trade creation in
non-durable consumer goods and little evidence of trade diversion. The
demand for extraregional imports of consumer durables and intermediate
goods appears, however, to have been affected very little by the CACM.
Costa Rica is the only country for which there is evidence of orthodox
trade creation (rather than external trade creation) in raw materials and
intermediate goods for industry. Costa Rica’s income elasticity of demand
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for total imports of intermediates was, however, quite low in the pre-
integration period and is still, with Nicaragua, much lower than that of
the three northern countries.

(d) Remaining Aggregation Problems

It is surprising that there is evidence of external trade creation in inter-
mediate goods for only two of the five countries, given that one-half or
more of these imports were exempted from payment of duties by the end of
the period under study. This result may stem from two distinct causes,
First, intermediate goods are often classified as consumer goods because of
deficiencies in the trade data and because it is sometimes impossible to
record the final destination of an imported good in a market economy,
Secondly, it is quite possible that external trade creation in some inter-
mediates has been compensated by trade diversion in other intermediates
which are more easily produced within the region.

A related problem of aggregation and classification lessens the impor-
tance of the observed external trade creation for consumer durables in
Honduras and Nicaragua and the trade diversion for the same category of
commodities in El Salvador. These results appear to be caused by an
exogenous upward shift in demand for motor vehicles in the first two
countries and a downward shift in demand in the third. The regression
equations could be re-estimated with imports of consumer durables less
motor vehicles as the dependent variable. This has not been done here
because in any case ‘consumer durables’ is a very hetero geneous commodity
category that includes an unknown but important proportion of inter-
mediate goods.

1v. CONCLUSION
(&) Summary of the Empirical Resulis

The evidence now available for the CACM indicates that there has been
substantial trade diversion of non-durable consumer goods, an important
commodity category that accounted for 529, of intraregional trade by the
end of the period under study. External trade creation in intermediate
goods compensated for trade diversion in final goods and accounts for the
observed absence of trade diversion in agpregate studies. There was
considerable compensating trade creation in consumer non-durables, but
on balance the CACM appears to be a trade-diverting customs union for
non-durable consumer goods.

For member countries there is also evidence of both trade creation and
trade diversion in consumer non-durables. Honduras and Costa Rica have
experienced trade creation, while the other three countries have experienced
trade diversion. Moreover, there is little or no evidence of trade diversion
in the two ‘trade creation’ countries and little or no evidence of trade
creation in the three ‘trade diversion’ countries.

These empirical findings are summarised in Table 7. No inference of
trade creation or trade diversion has been made unless there is at least a
90% statistical probability that the relevant jucome elasticity changed
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following economic integration. It should be emphasised that the results
for consumer non-durables are biased against trade diversion because (1)
a number of recession years were included in the pre-integration observa-
tions, (2) the expansion of intra-regional trade in tbe pre-integration
period was probably trade-diverting, and (3) some of the inputs for indus-
try have been classified as non-durable consumer goods.

TABLE 7

TRADE CREATION AND TRADE DIVERSION IN CENTRAL AMERICA

Raw materials

Non-durable Durable and intermediates
Country consumer goods consumer goods Sor industry
CACM Trade creation** External trade
and creation**
trade diversion**
Guatemala Trade diversion® External trade
creation**
El Salvador Trade diversion*® Trade diversion®*
Honduras Trade creation** External trade External trade
creation** creation**
Nicaragua Trade diversion*® External trade
creation**
Costa Rica Trade creation** Trade creation**

Notes: * Inference of change in the relevant income elasticity at the 90% or higher

level of confidence.
*x Inference of change in the relevant income elasticity at the 95% or higher

level of confidence.

The results for consumer durables are included where changes in income

clasticities are statistically significant, but this category of goods is so
heterogeneous that it is difficult to infer that resource allocation was
affected by trade diversion or external trade creation. It is, however,
interesting to note that extraregional imports of consumer durables
agpravated Nicaragua’s balance of payments problems in the 1960s. In
February 1969 fiscal and balance of payments problems in Nicaragua
provoked a brief crisis and a closing of the border to intraregional im-
ports.
Although there is significant evidence of external trade creation in
intermediate goods for only two countries, this may be due to the fact that
many imported inputs for industry are classified as consumer goods.
Since an increasing proportion of intermediate goods were exempted from
import duties in the CACM, one would have expected evidence of external
trade creation in each of the five member countries.

(b} Policy Implications
The finding of external trade creation 1n intermediate goods confirms

the general view that ‘Central American industrialisation is skin-deep, so
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to speak. There is scarcely any production of capital goo
category of intermediates. There have come into Existeicec;slg;gtehzdl;?bg
of plants, many of less than optimum size, which have bitten off a tin
chunk of val}le acllded at the finishing end of the processing peration’ '”y
Dutj_( exemptions in the past may have appeared to be an attractive wa); to
submdlze production, but their adverse effects on the economy are now
being fqlt. These indirect subsidies have penalised existing and potential
production .of intermediate goods and have encouraged the establishment
and expansion of plants that are highly dependent on imported inputs
Memper countries of the CACM recogrised very early the need-to
harmomse fiscal incentives and to prohibit tariff exemptions for inter-
me_d1a_te goods produccd in Central America. But the realisation of these
pb}ectwes requires a degree of co-operation that appears to be absent
in chtra] Arperica. The stormy history of the Agreement on Fiscal
}anenjtlve?, _whlch was signed in 1962, ratified in 1969 and is not yet fully
eﬁ'cctwc,_xs in part due to the problem of enforcing limits on tax concessions
granted in five independent countries. Similarly, article IX of the Treaty
of Managua, and numerous agreements since, prohibit exemptions from
Pagm;:nt Iof import duty for products available from Central American
industry. In recent years, violation i i
industry. In fecen tl};c T tions of this rule have been a serious source
Developing countries can realise gains not only through trade creation
but _als_o—.perhaps primarily—through efficient trade diversion. Regionai
spec1a.hsat1‘on can reduce the cost of import substitution, a cost that can
be very high in the autarkic industrialisation of small economies. In
Central America, many of these potential gains have not been reafised
because of an unplanned and undesired industrial policy that grants too
much protection to some industries and too little to others. While all
memb_cr coyntries agree collectively that the indiscriminate granting of
ﬁ.sca] incentives should end, each one separately has an incentive to cheat
either in the hope that partner countries will continue to follow the rules,
or out of suspicion that they are already cheating. ’
- The‘ opﬁmist might hope that lack of co-operation in limiting fiscal
incentives is a problem unique to Central American integration, but
instinct suggests that this is not the case. The Andean Group ret‘:ently
agreed to establish a minimum common external tariff intended primarily
to end the ‘tariff exemptions that have been widely employed, in particular
m.C]:ul‘e and Peru, to encourage the establishment of dome;tic industries
using imported inputs’.>* Time will show whether or not the Andean
Group is more successful than Central America has been in ending this
practice.

APPENDIX

SOURCES OF DATA
The disaggregate import data are from Salvatore Schiav ¢
le impor o-Campo, ‘Import Struct;
and Import Substltutlon‘m the Central American Common Market’, Gu:ftemala ut1:9u71ie
Appendix Table A-2. With the exception of El Salvador, the Gross Domestic Pi—oduc{
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series are from International Monetary Fund, International Financial Statistics, supple-
ment to the 1971 issues. The GDP data were converted to U.S. dollars at the official rate
of exchange except in the case of Nicaragua, 1953-62 and Costa Rica, 1953-61 because
of dual exchange rates that were in effect. A proxy exchange rate for Nicaragua was
calculated by giving the official rate a weight of 0-7 and the fluctuating free market rate a
weight of 0-3. The proxy for Costa Rica was calculated as the ratio of the dollar value
of imports to their ¢.i.f. value in domestic currency. The GDP series for El Salvador
is from Schiavo-Campo, Appendix Table A-5, and the original source is the Central
Reserve Bank of El Salvador.

Notes

1. See Wilford [1970], Nugent [/97/} and Schiavo-Campo [1971).

2. Schiavo-Campo’s research ‘confirms the co-existence, in the CACM years, of two
interconnected phenomena: the substitution of regional production for extra-area
imports and the expansion in the regional market size which made it possible’. Yet the
same author claims, paradoxically, that ‘the results of earlier studies, leading to the
conclusion that net trade creation (more efficient resource allocation) has resulted from
the CACM, are confirmed by the findings of the present study’. [Schiava-Campo 1971,
pp. viti, 911

3. The source is Rosenthal [1973, p. 19 and Table 11]. If one’s definition of ‘manufac-
tures’ is restricted to categories 6 and 8 of the Standard International Trade Classifica-
tion (SITC), then ‘manufactures’ accounted for 47-3% of the value of intraregional
imports in 1968,

4. On the failure of economic integration in Central America’s agricuftural sector,
sez Lizano [1972).

3. For a detailed discussion, see Willmore [/972].

6. In Corden [1972].

7. See Table 2. Average tariffs for individual countries are not shown because the
basic pattern is the same in each country.

8. Brewster {1972, section 3].

9. Tt is interesting to note that the secretariat of the CACM recognises that ‘the
rising proportion of customs franchises for raw materials and intermediate goods given
throughout the past decade caused an increase in tariff protection for consumer goods;
in other words the effective protection tended to rise during this period’ [SIECA 1973,
Appendix 2, p. 15].

10. Any attempt to measure changes in effective rates of protection is hampered by
lack of data in Central America, particularly by tbe absence of input-output tables,
Nugent [/968) has made a conservative but rough estimate of effective protection for
non-durable consumer goods in the CACM. Using weighted average tariffs on extra-
regional imports of inputs for the years 1964-66, ‘semi-hypothetical’ input coefficients
and a low assumed nominal rate of protection (S0%), Nugent arrived at an estimate of
154% as the protective rate for value-added in consumer nondurables. Applying the
same input coefficients and nominal tariff to the 1960-63 data in Nugent’s paper yields
an estimate of 126%,. This increase in effective rate of protection is to be expected wben
an increasing proportion of inputs is exempted from payment of import duties,

11. There are no data available on profits taxes exonerated under industrial develop-
ment legislation. A World Bank mission estimated, however, ‘that income taxes paid by
the industrial sector averaged far less than 1% of total industrial output in 1963 or
roughly 4-6%, of profits. These estimates, based on fragmentary data, confirm the
mission’s general impression that much of the potential for easing the fiscal squeeze by
tapping the rapidly growing industrial sector was squandered by the indiscriminate
granting of fiscal incentives in addition to poor tax administration and large-scale
evasion® [(J[BRD 1971, p. 15].

12, No fiscal incentive contracts were signed in Costa Rica or Honduras in the
period 1952-59. See IBRD {1971, annex table 35).

13, For details, see IBRD [1971, pp. 14-15] and Joel {1971].
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) 14, Nlcaragqa, for example, granted exemptions for containers and raw materials
imported by juice canners when the high tariff on the fina! good was replaced with a
lower CACM tariff [Watkin, 1967, p. 93).

15. See Yoel [1971, pp. 23] and 248].

16. ;[‘his point has been made by Krauss (/972, p. 421]. Decreasing costs can also
result in trade suppression, as is demonstrated by Corden [1972).

17. Balassa [1967, pp. 1-21], Wilford {19707 and Nugent [1971, section IIB]. For a
survey of empirical studies of trade creation in Burope, se¢ Balassa [1967, pp. 1-5] and
Williamson and Bottrill {1971, pp. 325-32].

.18. Balassa [1967, p. 5, n. 3] has unfortunately used the term ‘gross trade creation®
with reference to increases in intraregional trade. Qthers, perhaps influenced by Balassa’s
use of the term ‘gross trade creation’, have interpreted any rise in the income elasticity of
demand for total imports as evidence of net trade creation (see, e.g., Wilford 1970, p.
63). One must ask, net of what? The measure is certainly not net of trade diversior;.

19. It would be preferable to include a relative price term in the equation and to
deflate both Y and M, but reliable price data are not available for Central America.

20. See Nugent [1971, section IIB].

21. Details are in Willmore [1275].

22, There is, however, evidence of trade diversion in El Salvador, extermal trade
creza.;,ioTn in Honduras and trade creation in Costa Rica [Wiflmore 1975],

. The pre-integration period was defined as 1956-61 and the post-i i i
as 1961-67 [Wilford 1970, p. 67]. postrintegration period

24, T‘hcle trade figures for durable consumer goods understates the importance of this
category in domestic production. In 1968 Central American production supplied 98%
of the apparent consumption of furniture and fixtures, 409, of electrical appliances and
239 of automotive products {assembled vehicles and replacement paris). The source is
TBRD (1971, annex table 52).

25 With the exception of fuels and lubricants [CUOQDE 3], changes in income clas-
ticities were not significant at the 90% level of confidence. There has definitely been
trade diversion and no trade creation in petroleum products, but these are not freely
traded in the CACM,; intraregional trade was due alinost entirely to exports from El
Salvador under bilateral agreements with Guatemala, Honduras and Costa Rica.

26. See Chow [1960).

27. See Wilford [1970, pp. 66-68], where it is asserted that there is net trade creation
anddmore efficient resource allocation in foodstuffs, raw materials and manufactured
goods.

28, Balassa [1967], pp. 11-15] and Williamson and Bottrill [1971, p. 328].

29, This is a conservative estimate, for intraregional trade is valued at protected
Central American prices rather than at world prices. The excess price of Central Ameri-
can production thus results in an oveiestimate of trade creation. If, for example, Central
American prices for traded consumer nondurables are 209 higher then c.i.f. world
priiltigs, net trade diversion would be an estimated U.5. $142 million rather than $83
rmillion.

30. Inability to distinguish between intermediate and final goods represents a serious
obstacle to the measurement of trade creation and trade diversion. The two types of
goods are often grouped together even at the seven-digit or ‘product’ level of the Central
Aumerican Uniform Tariff Nomenclature, a classification system based on the SITC. The
problem is not limited to consumer durables; inputs for such non-durables as cosmetics
and pharmaceuticals are also indistinguishable from final goods in existing trade data.
Rut the lumping of input with cutput is much more common in the case of consumer
durables because of tbe importance of assembly operations in that commodity category.

31. See, for example, Holbik and Swan [1972, pp. 8 and 36). For the argement that
Honduras® discontent arises not from trade diversion, but rather from the effects of
E%c;i ]creation on Honduran production, see Willmore [1974] and Lizano and Willmore

32. IBRD [I971, p. 9L

33, Balassa [1973].
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The Dual and the Exchange-constrained Economy

by Susan Hill Cochrane*

Nelson's model of the exchange-constrained economy is compared
with Eckaus’s model of the dual economy. The purpose of this com-
parison is to illustrate the similarity of the models in explaining
unemployment of one factor as the result of the composition of
demand and the scarcity of a second factor. Both authors agree to
this point. However, Nelson emphasises that unemployment arises
from price rigidity while Eckaus maintains that technological limits
of substjtution are also important. Policy implications differ depend-
ing o#t whether Nelsor’s or Eckaus's assumptions are accepted.
Currie has suggested that the redistribution of income may reduce
unemployment in both circumstances.

The problem of unemployment, open or disguised, has attracted almost as
much attention in development economics as the process of economic
growth. Two rather complex models have been constructed to give some
insight into the problem. In the 1950s the model of technical dualism was
developed. It was used to show that certain supply and demand conditions
could generate full employment of one resource or factor and unemploy-
ment of a second factor. It was also shown that no simple increase in
apgregate demand could eliminate such unemployment. In the 1960s
Chenery and others developed a model of the exchange-constrained econ-
omy which showed, among other things, that the requirements of economic
growth and the domestic and foreign resources available to a country may
be such that growth could occur only at the cost of domestic unemploy-
ment.

In a recent article, Lauchlin Currie [197]] implicitly compared the
problem of unemployment in a dual economy and an exchange-con-
strained economy. In addition, Currie suggested a solution to the unem-
ployment problem which has not previously been examined in the context
of these models. In this paper, Nelson’s model of the exchange-constrained
economy [J970] will be explicitly compared with BEckaus’s model of
dualism [1955). The implications of Nelson and Eckaus will be discussed
in the context of Currie’s new solution.

Eckaus and Nelson devoted their articles to describing the technical
conditions that prevent certain economies from obtaining the desired
composition of output without unemployment. The key to both discussions
is the existence of a scarce factor: capital in Eckaus’s model and foreign
exchange in Nelson’s model. Despite the basic similarities of the two models,
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