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CHAPTER 1

OVERVIEW, CONCLUSIONS, AND RECOMMENDATIONS

by

Daniel M. Séhydlowsky

CENTER FOR LATIN AMERICAN DEVELOPMENT STUDIES

Boston University, Boston, Massachusetts



1. The common external tariff is one of many ;ns;ruménts that

orm an__incentive system to economic activity in Central

Ame;ica.

While the common external tariff is one of the oldest and best
known instruments of promotion of economic activity in Central
America, it is far from being the only one. Almost of equal
vintage is the system of fiscal incentives, which provides a
wide range of duty exemptions, particulafly for inputs into
manufacturing activities which are not produced in cCentral
Anmerica. Then there are multiple exchange rates, cuantitative

restrictions, export promotion devices, etc..

To assess the impact of the common externa1 tariff on Central
American economic activity without rerference to the remainder of
the system of incentives would induce substantial error.
However, an integrated analysis is not usually carried out
perhaps because until recently, the non-tariff elements were not
as important. Nonetheless, the iméortance of taking the varied
elements into account can be eaéily demonstrated (see Chapter 2,
Table 2-8). Putting the pieces together provides a very
different sense of net incentives than when the tariff is

examined in isolation.



Reconmendation:

Identify the different elements .forming part of the incentive‘
systenm, examine their interactions, and establish the noté
incentive _effect provided by the system as a whole. 1In this
process,.dpay sbecial attention to the equivalence of different
packages of incentives, particularly to the manner in which the
exchange' rate trades off with tariffs, and the way in which
quantitative restrictions become binding and/or make other‘

instruments redundant.

2. The absolute level of incentive provided by pagticular

instruments and the relative importance ofvdifferent instruments'
has _changed over time. - '

When Central America operated exclu51vely at fixed exchange'
rates, the tariff and the fiscal incentives were the major
element at issue. Even at that. time, their inten51ty
fluctuated. For instance, the specific tariff component of the
common external tariff was gradually eroded over time as a
result of international inflation (see Chapter 2, Tables 2 2 and'
2-3). . When .Central America became subject to its balance of
payments crisis, quantitative restrictions began to be adopted,

and - these - rapidly became the determining restrictive %and



"incentive measures in a’ wide range of sectors.’ However, their
perceived impermanence reduced their impact on allocation of
resources, except insofar as very rapid pay-back situations
could be identified. More recently yet, the use'of multiple
exchange rates, and of repeated devaluations has introduced a
further element of change and instability to the system. At
this point, an entrepreneur that concerns himself only with the
external tariff and the system of fiscal incentives would be
missing. in many cases the most important part of the incentive
system.' The changes in the CET currently under negotiation do
not signify a major departure from the historical situation,
especially when products produced in the region are considered.

(See Chaper 2.)

Recommendation:

Examine the stability of the incentive system over time, as well
as the impact of the changing composition of the incentive
system and the relationship of these to the length of the

planning horizon of businessmen.



3. Thé szstem of igcegtives has hn_anti-expo;t bias.

Two types of anti-export bias can be distinguishqd. The first
refers to the increase in costs of production due to pfotection
on inputs. This 1is called absolute anti-export bias. The
second kind of bias, relative anti-export bias, relates to the
higher levels of effective protection provided on domestic sales
as compared to sales abroad. Both kinds of anti-export bias
exist in the Central American external tariff (see Chapter 2,
Tables 2-8 and 2-9). When substantial excess capacity exists,
as is currently. the case in Central America, absolute
anti-export bias is more important than relative anti-export
bias for it is the former which makes export sales absolutely
unprofitable. Relative export bias is not as important in this
circumstance since the major problem of the“country is not how
to allocate new investment between plants oriented to the
domestic and plants oriented for export, but rather concerns the
problem of wutilizing the plant that is already there‘fof export
production. Relative anti-export bias becomes more important
when investment is an issue, yet some question exists on
' precisely how to interpret measurements of relative anti-export

bias (see conclusion 4 below).



Recommendation:: -

Study;sthe absolute anti-e?port bias in the incentive system and
analee the effectiveness of fiscal incentive systems as well as
more"'recent export promotion policies as factors neutralizing

anti-export bias.

While the general presumption is that higher tariffs on imports,

i.e. greater protection on domestic sales, operates against the:'
sale of va large volume of exports abroadh_such a conclus1on
1cannot"se substantiated under a number of different market
structures. For example, competitive markets with perfect
substitute ability between domestic output and imports require
water 1in the tariff for exports to exist. Likewise, monopolists
producing perfect substitutes of imports as well as imoerfect
.substitutes will export 'more, when domestic protection is
higher. on the other hand, competitive markets for domestics
~ production with” imperfect substitute import goods will: findi

exports increasing when protection is lower. (See chapterﬁs,)

: The range of results which different market structures imply forf

‘fthe relation between protection cf the domestic market and*



expéft‘ vbluhe“make it very difficult to intéfﬁret the meaning of
different levels of effective protection on the domestic market
in terms of their impact on. export sales. It appears that
exports may increase when effective protection goes up but the
same may occur when effective protection goes down. Such
ambiguity in the results also means that it becomes quite
difficult to interpret the meaning of relative anti-export bias
for export growth.- By contrast, absolute anti-export bias

clearly seems to imply lower export levels.

Recommendation:

Investigate more extensively the impact of market structure on

the relationship between import protection and exports;

Establish the relationship between effective protection and
exports under different market structures and isolate the

implications therefrom for relative anti-export bias;

Assertain the type of market structure actually found in the
different branches of economic activity in Central America, and

relate these to the findings on market structure and protection.



As distinct from the ambiguous impact of imporﬁ proﬁéq;ién, the
effect of export supports in promoting the growth of eﬁpbrté”i§5
easy to establish. Export supports counter ahy existing |
anti-export bias and thay further serve to cover the gap betweeﬁ;
the FOB and CIF price. Finally, export supports make it
possiblé for the minimum necessary condition for exporting to be
satisfied, i.e. for the realized export revenue to exceed
domestic cost. In the current situation of extensive excess
capacity, the provision of export supports designed to overcome

preexisting cost disadvantages is absolutely central.

Recommendation:

Investigate the size of export supports required to overcome
cost disadvantages. Analyze how these would vary under
different mixes of incentive packages (exchange rate, domestic

labor taxation, interest rate, electricity priées, etc.).

Determine the fiscal cost of export supports. Distinggish in
this calculation fiscal cost under conditions of substantial
excess capacity, wﬁere the foreign trade multiplier may yield a

substantial fiscal dividend, and a situation of full capaciﬁy



utilization, ‘whep a fiscal dividend from activatioh cannot be -
expected. Assess the length of time it would take for‘eiisting ;
excess capacity to be absorbed, and derive the conséquent time

path for export supports.

6. Businessmen see a large number of factors inhibiting exports

other than the common external tariff.

Businessmen in different branches of economic activity find a
number of specific obstacles standing in the way of their export
sales. Many of these have to do with finding markets,
penetrating them, and establishing sales channels. Others have
to do with the provision of specific infrastructure, the
availability of particular production .proc;sses, etc.. The
remarkable characteristic of the entrepreneurial view relates to
the importance of the specific particular obstacles in
comparison to the more general policy environment (see Chapteffs
for specific details). The implication of these findings is of
importance for the shape of the export demand curve, whiéh
appears to the entrepreneurs to -be quite different from the_
standard infinitely elastic curve assumed for the small countgy
case in most economic analyses. Moreover, it also provides
greater support for the notion that non-price constraints are of

substantial importance in the export process. Finally, the



enﬁfebfeneurial view gives crédencé to the argument that
specific, d;fferentiated policy interventions are needed to
facilitate exports End that these are not easily substituted for

by broad, macro measures. (See Chapter 3, Section IV.)

Recommendations:

Undertake detailed micro-studies to isolate specific obstacles
and difficulties standing in the way of exports from particular
branches of activity. Conduct such studies in other Latin
American countries with successful export track records (e.gq.
Brazil and Colombia) and compare the managerial solutions found
by the successful firms in other countries with those dbtaining

in Central America.

Explore or identify the policy measures which could be adopted
to counteract the specific obstacles .cited by the business
community. Consider the extent to which price incentives can
motivate businessmen to find solutions = for non-price

difficulties, and cost out the resultant levels of support.
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7. National econonic efficiency of production in the

manufacturing sectors of Central America has been fairly good.

Existing empirical results show a remarkable level of efficiency
of manufacturing production. (See Chapter 4.) However, these

studies do include some rather strange results for selective

sectors. They show an enormous dispersion of efficiency within
sectors ranging in many cases from very inefficient to very
efficient. They also indicate substantial differences in the

level of ‘efficiency depending on whether a short run, cycle
dependent  perspective with excess capacity is taken, or,
alternatively, a medium term view with a replication of existing

capital stock is adopted.

The causal role of the CET in these findings is unclear. The
link between tariffs and output itself is ambiguous. (See
conclusion of Chapter 4.) In addition, the standard of
comparison is not unique: if the shadow . price of foreign
exchange 1is used as a benchmark, many firms look efficient: if
the most efficient firms are used as a benchmark, most of them
naturally fall short of the mark. Some firms are inefficient on

either criteria.



1.

Recommendation:

Investigate selected sectors from the point ‘of view of the°
national economic efficiency. Identify to this effect thoseﬁ
sectors where existing measurement contradicts generally held

entrepreneurial views.

Assess and monitor the levels of capacity utilization, and give
preference to production on installed capacity compared to
expansion, unless clear indication of the desirability of the

latter exists.

The substantial difference betwee rke va ow 1ces

particularly during this crisis period, ha v substantial

implications for policy.

The severe scarcity of foreign exchange has raised the alteady
high shadow price of fcreign' exchange; the exténsive
unemployment implies a shadow wage rate well below the market
rate and the extensive underutilization of capacity implies a
zero marginal cost of capital for a significant range of cutpnt,
Purposeful government intervention under such circnmStances‘can
improve the performance of the economy. substantiéliy;'-by

bringing the market signals more into agreement 'Withfithc
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‘underlying f’scaggitieé, “as‘ffevidenced.;'byj;thef shadow?~prioef

measurements.‘f
Rggo =ndation.\

sistematically calculate and monitor shadow prices in Central_
America as a basis for compensatory government intervention.‘
Design a compensatory trade policy intended to make the market _
reflect the national economic profitability of economic activity‘
in response to the real scarcity of resources as indicated_by:

the shadow prices.

important element of export development.

The orderly' and well established manner in, which incentive_
- policy is made, and above all the clarity of the rules by which
liincentives .: pﬁ changed 'are central elements to the commitmentf
{}ofv~business ‘to make ;;‘ investment in export marketing (see,
‘ijhapter 3) { Since complete stability, bordering on immobility,f
'Siis7 not consistent with a changing world in which market prices-

lfand shadow prices as well as market conditions are in continuous

irflux,f;the system of incentives needs to be evolving continuously’?

,%in :order to keep abreast of the new requ1rements. However, this;
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evolution needs to- proceed according to well’established rules

so that it is change within stability,Aand'in:accordance with
the expectations of the economic agents who are subject to this

incentive system. (‘iee Chapter 2 Section V )

Recommendation:

Explore and design procedures which are consistent with Central
American legal and policy-makino traditions and that are
suitable to up-date the systen of incentives with a minimum of .
disruption and with a view to providing business a long-term
stable expectational environment, particularly with regard to

investment in export marketing.



CHAPTER 2

CENTRAL AMERICAN COMMON MARKET,TRADE REGIME ANDlEXRQﬁfléﬁdﬁfoﬁ&j{

(Evidence and [ssues)

"Julio Berlinski(1l)

Janunryklges

il oo L T ..—---——.—————--.-—-———-—---—c——---——-—--—--———-—--

;v(lJlnstituto Torcuato Di Tella,Buenos Aires,Argentina. This -

paper is part of a larger work done in association with the

Cénter of Latin American Development Studies( Boston University

- ) funded by the Agaency for International Development (A.1.D.)
through Checechi & Co.(Kashirgton,D.C.). This Paper draws on my
experience as former advigor to the General Secretariat of the
Central American Corninon Market (S1ECA) as well as on two papers

‘written for the World Bank,(1983)*The Proposed new tariff for

~the Central American Common Market®*, and (1983) "Guatemala, trade

. reqgime and export promotion in manufacturing®. A first draft

~Was presented to a seminar held ot CLADS in December 1935.
“Cumments by D.M.6chydlowsky and J.J.Fernandez are qratefully

&cknowledged. The points of view are my own,
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I.INTRODUCTION

This paper is'intondédftﬁfpﬁavido argonoral discussion 9( 

several issues arising ffbm” tﬁ§*‘trlqo regimes existing {n

- Central America and its roliffoﬁihlp to export promotion.

The trade regimes of the counfrios involved (Guatemala, El
Salvador, Nicaragua, Costa Rica) are not uniform, The basic
multilateral instrument of the members of the Central American
Common Market (C.A.C.M.) is the Common external tariff (C.E.T.)
negotiated in the early 60’s, which at that time also included
Honduras. By the end of the decade the war between El Salvador
and Honduras disrupted the market. Since then Honduras has its
own tariff schedule and trade between Honduras and the rest of
the countries was regulated by bilateral agreements. The

original C.E.T. regulates trade botwoon.tho member countries

and the rest of the world, providing free trade among them.

The .incentive signals of the C.E.T. were modified by the
Use of several instruments like the Convenio Centroamericano de
Incentivos Fiscales and some imposed on a national basis, Among
them, .at an eérly ;tago, nhon tariff vrestrictions, tarirf

_exemptions, non neutral consumption taxes, taxes on traditonal

beoftsg later on,the use of multiple exchange rates and

promotional schemes to non trqdltionql exports were the most

outstanding cases.


http:I.INTRODUCTI.ON

_Thébirédjdﬁk for héuingrsuch a comﬁrohonsiuo approach fs
_boiqu}ginfofc;d byuthd"tqcohtg eprrfbnco fegirding ﬂoxchg&giz#
‘rati rogulafions. Thoyttfdng Ehangos taken place in exéhdﬁéé"
rates brought the impotition'bf duintitativo restrictions (QR(:)
on rdgional trade, as well as it meant an important driv;ng

force for export promotion outside the region.

On the othor.hand, this may be related to the need for
some basic coordination of instruments whicﬁ seems to be
essential when the discussion of the system of incentives in a
Common Market is being made, especially regarding tariff reform
proposals. This is so because, in the past, tariffs have shown t§
be a major part of total incentives provided to import
substitution activities; today, new exchange rogylations in some

countries may compete in the short run for such leadership.

Last but not least, incentives to exports have to be
consistent with protection provided to import substitution. This
instrumental approach to protection, by requiring some symmetry
of incentives to export promotion, may help in attaining some of
the objectives associated with increasing efficiency in resource

allocation.

Section Il is devoted to a discussion of ' the different
instruments used in Central America ;g g§§tro1 imports, promote

fiprrts~hnd to the new fbf@LgH f0xchqd9§;1r€§digjjons.: Section



3.

111,in its turn; déﬁls with the proposed changes in import

protéctidn disé@jsingvthe different reform proposals and recent

negotijtions vis i vis the initial - conditions do;érjbi&’ byv
conventional measures of protection. Section 1V is concerned

with the sources and changes of anti-export bias due to fhﬁf

existing trade regime or to recent changes taken place in the
instruments of trade intervention. Finally, in the conclusions
the principal issues are taken up providing some

recommendations.



L1.THE INSTRUMENTS OF TRADE INTERVENTION

The dlffgropt lnitruhonts used today in the trade regimes
of Cghﬁrbl vAmp?fci are the rqiuxt of decisions taken by the
canfﬁiéi'lnudlqu: some on a multilateral basis, others are

bilateral o national initiatives.

The historical sequence of the different instruments (s
first the introduction of regional measures,the common external
tariff, followed by fiscal incentives providina among other
things tariff exonerations; second, the implementation of
national measures like fiscal incentives, export promotion
(taxatibn) laws, non neutral consumption taxes, quantitative

restrictions, etc.

A.lmport protection

Since the early 60’s import protection in éontral America
resulted from the interdependence of the common external tariff
with some national legislations. In many cases the latter would
affect the ranking of incentives underlying the structure of the

C.E.T.. This was done by trade intervention devises which

affected prices and/or quantities.

i .The cormmon external tariff



The common external tariff (C.E.T.) ha| booh»thb princxpalif'
instrumont used to control imports from the rost of the world lnfﬂ

Central Amorxca. It is a two column lchodulo.'ono is a spocif!d““

rate and the other is ad valorem. The usual short cuts for
calculating the ad valorem equivalent of specific rates for each
country, using the unit value of imports from tﬁo rest of the
world leads to different total ad valorem equivalent rates. So
it is not a surprise that one of the points ¢f the different
reform proposals stressed the need to have an ad valorem tariff.
A long series of those estimates will show the impact of
international inflation, especially after the oil shock, eroding

the ad valorem equivalent of specific rates.

A comparison of estimates made by me at different points
of time can be summarized as follows (see table 2-1)1 a) rates
are higher for consumer goods than for intermediate or capital
goods, b) total ad valorem rates are different for Guatemala and

Costa Rica, either for aggregate or detailed figures, ¢) the ad

valorem rates for Guatemala show in 1981 a figure (19%,including

the effect of the San Jose Protocol) substantially lower than

the same rate for 1972 (27%).

The erosion due to international inflation was not the
shﬁe across industries, since the relative importance of
specific rates in total ad valorem was different. For example

in 1972 those shares were around 67% for Nondurable consumer

%



i TABLE 2-1“”
AD UALOREM EQUIU&LENT OF TARIFFS

B GUATEMQLA - cosre RICA GUATEMALA

o y . SR (1972) H '. (1¢81)
1. Nondukib;o‘cons. goods ”"‘SZ"‘ T" f“ffsﬁfw ” ““ ‘:é§ﬂ 
2. Durable éons. goods 95‘ i_. o JG§}1~;  -, ;;£§ 
3.Fuels, 1ubr1cnnts 26 : éééFﬁ“‘A ;f f;i5?J
4.lntormodiat;'prod.agric. 14 '713; f;s%;QQJ
S.Intermediate prod.ind. 25 57 % ;%5
6.Construction materials 24 }éé‘ - k jt§16;"
7.Capital goods agricdlturo 8 ) 7 | fkyén
8.Capital goods industry 14 18 4§  1?
9.Transport equipment 17 20  in;l\
AVERAGE ' 27 ' 3z " ;f‘f?;s

SOURCE:BERLINSKI,J.(19?4).'Analisis comparativo de algunas
caracteristicas del sistema arancelario aplicado a las
importaciones extraregionales en Centroamerica® and
BERLINSKI J.,(1985),'Guatemala, trade regime and export
promotion in manufacturing", table 2.1.1. 1981 estimates do not
include the surcharge of the San Jose Protocol. Imports from

outside the region were used as weights, No adjustments for .

overvaluation of the exchange rates were made.



goods, S?% qur7 Intermediate produéts to 1ndUitr9"and 9% for
Capitii goods to industry with a t6t01 avorage of 44% ; so
tarxff oquxvalonts in the fxrst two casos dtcroajod more rapidly~

than thc rates concerning capital goods.(l)

'Tjﬁlo 2-2 presents another aspoqt of the J;trOCturo of
incentives related to the size of tariff ixbnéfifﬁ&n;iprovldcd
by fiscal incentives. Regarding the rates, some of the pattern
of table 2-1 remained, especially the escalation of tariffs and
the erosion of rates which in the case of Guatemala meant coming
down from (13 %) in 1972 to ( 7 %) in 1?81. The difference in
rate levels between tables 2-1 and 2-2 is the risult of the high
proportioﬂ ;f imports from the rest of the world oxomptod from
tariff payment, share which in 1981 mmounted to around 34%.

'

Also the “"tax expenditure* aspects of those tariff
exonerations should be stressed. The relative importance of
them compared to total tax revenue was in 1980 the highest for
Costa Rica (14%), followed by Nicarigua and E1 Salvador (11%)

and Guatemala and Honduras (7/9%)1(2)

A warning has to be made here about the estimates provided
in the above mentioned tables:a) the weights used for
/aggfqgation purposes were cif values of imports and b)unit
values of imports from outside the +29ion were used to estimate
the total ad valorem equivalent of tariffs. The first

underestimates the effect on incentives of protective rates,



“ TABLE 2-2
TARIFF PAID

'GUATEMALA cosTA. RIQA " GUATEMALA

| (1972) (1961x¢
1. Nondurablc cons. goods 28 _ *Ii;}
2. Durablo cons., goods ; 36 ‘?éi‘-f ,i; 1i§fu
3.Fuels,lubricants 12 | 8 ’ ' '3
4.lﬁtormediato prod.agric. 9 4 ).
S.lntermediate prod.ind. 8 7 ;l ¢
6.Construction materjals 11 10 3
7?.Capital goods agriculfuro 4 S )
8.Capital goods industry 7 6 ;’ i1
9.Transport equipment 13 e ;
AVERAGE | 13 10~ 7
Tariff revenue forgone/
total tax revenue(X%) 11 35 8

SOURCE1BERLINSK] ;J.(1974),"Analisis comparativo de algunas
caracteristicas del sistema arancelario aplicado a las
importaciones extraregionales en Centroamerica*,
BERLINSKI ,J.(1985) op.cit.,table 2.1.1 and (SIECA
1983)*Consideraciones sobre el convenio centroamericano de
incentivos fiscales al desarrollo industrial ¢y sus protocolos"

Imports from outside the region were used as weights. No
adjustments for overvaluation of the exchange rates were made.
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since low weights are provided to items with high tariff rates)
the iotond may also introduce a downward bias if the unit value
of goods with prohibitive tariffs might be higher than the one

of the domestic quality produced under protection.(3)

A word should be added about the beneficiaries of those
tariff exemptions, especially regarding their effect on domestic
prices of close foreign substitutes or on roduciﬁg import costs.
The former corresponds to a case in which the size of imports is
high, so they may overflow to the open market and in so doing
affect domestic prices downwardj the latter corresponds to the
more general case of dual markets, which in the casa of cost
savings on intermediate and capital goods increases the rate of

return for the beneficiaries of tariff exemptions,

In conclusion, the C.E.T. was designed using as criteria
the type of good involved ,nd the extent of domestic supply.
Lower rates were provided for‘lntormodiato and capital goods
which are basically not produced in Central fmerica, while the
highest total ad ualore6 equivalent corresponds to consumer

goods produced in the area.

Regarding Honduras, after leaving the ClA.C.H., they
legislitod their‘own tariff schedule which was similar to the
C.E.T.. At the same time, preference margins were negotiated
with former partners to provide an equivalent to the prior

existence of regional free trade for which bilateral agreements
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wpfifiigbbde |
ii.Nontariff restrictions

National legnslatlons introducod several instruments which
affoctod the incontivo contont of the C.E.T. structure. This was
done mainly by quantitative roitrictions and import surcharges
of different kinds, including the more common case of ihposing‘
consumption taxes with loubr rates to domestic supply than té
competing imports (4). If for the products concerned, free trade
within the region existed, those additional roitrlctions may
have increased the level of protection. In thfs way preference

margins provided to regional partners were enlarged by national

policies.

The existence of quantitative rostrictl;niiihpifégf tﬁ;§ﬁ
the C.E.T. may not be the rﬁlovant instrument of protééffbgg,;x;f 
{s known that a tariff allows the domestic pr{ééi,@f?;?ﬁi 
importable to increase above the intornational~,136;1;”k.;¥;-
follows:

(a) Pd-PoR(l;t)

Where,Pd: domestic price |

Pox.international prici(bl?)

R 1 exchange rate | .

t 1 ad valorem tariff

In the absence of other instruments, and “if.-tariffsﬂ‘ﬁcfﬁqf

redundant (a) describes the so called 'law of ' ohofLib



oth terns of (a) are alvided by PeR we setr

P-R | =
. ; th ‘ uﬁ"lici t

Thf‘ﬁtirm"ln ‘th loft hand sido would bocom f

taffff' and tho othor one the oxplicit' tarlff‘fﬁ Tho formor;
implicit in the bohavior.vof ontrcpronours; {tﬁfu“ lattcr;
reflecting the nominal 109.1 ratos corroctod (whon roquirod) for
the existence of other prico instruments (/or sxample official
prices of imports) or the ad valoroﬁ iquivalont of other devises
like pre-import deposits. Now if QR’s exist and they decome
relevant what will be found is that the sign of (b) would be an
~inequality, showing that the implicit tariff is greater than thy'

explicit one,

Rogarding QR’“T';‘k'Cintrll Amorica we . may flnd today
oxtrqmo caidi.‘ Let‘m§brofer to two of thoml one would be ‘thq
cﬁso’;qf_‘ Guatomala t of transition from VQR{”  to trade
liborallzatnon ; and thc‘bothor caso would bo the present
adnnnnstratnon of QR’s in El Salvador and Honduras.‘

In a ﬁxddy‘mdééifsf’fho SIECA T coulffprovido some oarly;

m;;;ﬂfimenti (1972) of tho incxdonco of thoso rostrictions in
.trado and productxon of Guatemala(S). Among tho most importaﬁtﬁ
1wor0 1mports of agrxculturo.mxnxng.vogotablo and animal oils,
graxn mill fptoductt, cacao, animal feeds and mh”ufacturo.of

eiactrical‘ lppiiancos; i.e. before the international payment
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’crisxs some seleetcd QR’ oxistod 1

might havo affoctod domostxc rolatiuo pricot}

Afferf the payments crisis, Guatemala introduced in 1982"

import and foreign exchange controls which by the end of 1984
were replaced by new exchanqe rate regulations cum import
libofalization. Some remaining QR’s still exist, some related
to security reasons like guns, others to health like blood or
foods, finally others for more specific sectoral interests like
the cases of coffoe; animal feeds, fobacco, posticlde;, tyres,

etc.

In El Salvador QR‘’s on imports take the form of

generalized licencing plus some .licences administered by the

Ministry of Foreign Trade, especially regarding animals, miik;

grains, textiles,etc.

Another example of an extreme case of QR’s on imports is

provided by Guatemala in the period 1982/84 or better to use a

living example we shall refer to the case of Honduras. Here
imports are classified according to different degroci of
essentiality. To illustrate the relative importance of each
category , 1 have computed them based on 1983 import data. Ffrom
the four most important categories, the fir;i corresponds to

basic consumption, health and education with 14% of total import

value, next priority was petroleum produagti(zaz), the third was

intermediate inputs with 39% and fho»vfprth essentiality is

%aral countrics whxch.'
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capital goods with (1%%). This pittern‘ is similpr“i@ otﬁof

rankings made by diffbriﬁt import control authorities, i.e. duo.}

to employment roasdns prouiding ,tnputi i&"ikf:ting indut!rigjj

has greater priority than investiments in new activities,

Since the disruption of the market Honduras imposed on top
of t(aeir tariff sechedule several surcharges mainly to increase
fiscal revenues. In so doing they have strongly reinforced the
tariff rates: an item with a 20% tariff would pay 81%, while if
the same item is imported by a tariff exempted person or firm it

would piy 33%. On the other hand, bilateral agreements do not

include all trade with Central America. In 19681, out of 13% of

total imports originated in Central America only 61%

corr;spondod to products included in those agreed lists.(6)

Costa Rica has used several devices ' to reinforce the

import barrier provided by the C.E.T.. Among them, the surcharge

agreed in the San Jose Protocol (30% of the C.E.T) is

multilateral, the others involve the “‘"sobretasas temporales”

which were low 2%/10% except in the case of automobiles (200%).

To that we have to add the sales tax, but especially the

selective consumption taxes. The latter rates varied according
to the type of good 1 50% for automobiles,cigarettes,beverages)
products included in other lists paid between 10X and 23%(7).
Regarding the protective effect of those intruments | have
written a paper providing an analytical framework as well as

some estimates. . In 1974 the average nominal tariff rate for
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lelocted ;ctxvxtxes (except coffae and bananas) was 65% comparod
to ?5/ when differential rates of selective consumption taxes
and  ‘sobretasas temporales® were added. Despite thli low
aggregate incidonéo, those addit]onal instrumonps wofn_importaﬁtl
in *"Tyre production® raising the tariff rate (cum7 San JdiiV
Protocol) from 22% to 92% and in "Paper and printing* which frbm‘

23% for the former increased to 50%.(8)

Fihally, we have seen that the C.E.T. was one among the
instruments used for import protection. In many cases the effect
of those non tariff restrictions set at the national level was
of great importance. So they have to be sooﬁ together in order
to have a correct understanding of the price signals concerning
the profitability of investments. In addition, replacing QR’s
by tariffs is needed to provide a clear ceiling to which
domestic prices may rise. Otherwise implicit protection may
fluctuate depending on shocks imposad by exogeneous macro

variables.
B.Export taxation (protection)

Export taxation has been a t;aditional way of providing
revenue to nacional governments, acting at the same time as a
substitute of the income tax for groups generally hard to tax.
Tgose taxes were also used to prevent windfall gains when export
proceeds in domestic eurrcﬁcy show important fluctuations due to

increases in international. prices or changes in the exchange



rltOS.'BQSid;S, notting nominal oxchango rates in countr:ct wlth;
large dispersion in international compotntxvoness may roquiro tof
complement it with oxport taxos.‘ This is ospocially,truo: uhgn;
those products have some weight In the cost of livlng,-fii;
export taxes would act as a hidden subsidy on: domostlc

consumption.

Regarding Guatemala, tax rates in 1984 represented on
average 4% of FOB values for traditional exports. The principal

products involved were sugar, cotton, bananas,etc.

In E1 Salvador exports of coffee, sugar and shrimp are
taxed, becoming their revenues an important source for the
treasury. In the period 1980-85 export tax revenues compared to

total tax revenues represented 21%.

In some countries in addition to taxation of tradltlonni
exports we also found quantitative restrictions affecting tham.
This is mainly related to the need to keep under contrnl their
foreign exchange flows. In Guatemala this involves pronEti
like sugar, meat or wood; in El Salvador exports of coffee and
sugar are requlated ny state agencies who are the only allowed

to engage in foreign trade.

Export promotion laws are generally introduced in order to
provide additional foreign a@xchange when trade regimes give high

incentives to sales to the domestic markets, but in several
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countrios they appcar too latc ‘ haue relulted in substantinlﬂf

offects.

For - specific logxslation rogardxng oxport promotion?*
outside the region we have comparcd some natxonal expcricnccsna)*"

Draw-back: here Guatemala,El Saluador Honduras and Costa Rxca'

have such kind of légiilation. The general idea is fo provide
exporting firms neutrality regarding the system of protection
plus exemptions from income tax. The former is done generally
by tariff suspension mainly on inputs and capital go0o0dsj the
latter is applied for cortaih‘pariod Qf time and in some case

only concerning firms who ngg?t its total production,

b)Rebates on FOB value (C.A.T.)1 here the legislations of .-
antéﬁa;a,Honduras and Costa Ric;‘ have been analized.

Defjnitiohs of non .traditional exports is .being done by

providing a negative list of traditional exports. The size of
the incentives varies, but in all caswvs mentioned, the base for
calculation is the FOB value of exports, being for example 10%

in Guatemala (15% for new goods). In Honduras, the base promoted

is thebincrpmcnt of exports with respect to a base year, while -

‘Costa Rica is a mixed case of the alternatives mentioned where

u&gfind'robatas on exports as well as on their increments.

’Tﬁﬁsﬁa certificates are ‘endorsable and have some maturity period

;béfoténthcy can be used to pay taxes. Costa Rica is frbm the

‘ cases analized the only one with a long tradition in thc use of

.ﬁthat instrumont.' Thoro,in 1983, 404 

were ,n,oy,ng c. AT, comp)4 d with 5% in 1973 <9)

of non tradltional oxports



moh;}@hiﬁ,ﬂ;gﬁb&ft. pfbhﬁfibnﬁ schemes are very siﬁi;ir; They

proOidﬁ*?ibitos on FOB value of

on  §kp6ft increments, also éxemption: on tari?fs _applied to

ihputi and capital goods‘ plus deductions and exemptions on

income and related taxes..

But in some couhtries like Guatemala and Honduras this
only reflects the intentions of policy makers since in both
cases No certificatés were issued. On the other hand, the new
foreign exchange regulations of Guatemala puts in the short run
a question mark on the usefulness of an instrument like the
C.A.T., since the instrumental place of the latter was occupiod
by the share of export proceeds sold in _the free foreign
exchange market. This means overlooking the wvolatility of
nominal exchange rates compared to the need of having schemes
which are able to remove the tax content of traded inputs. WHe

shall come back to this subject when the sources of anti-export

bias wiLl‘bé discussed.
C.Exchange rate regulations

Two attitudes have been recently found in the area
}ogakding foreign exéhango regulations. One favoring the
intfoduction‘of important changes like in the case of Guatemala,

‘fihéffdthbr a conservative approach a» the one followed by

'Th'i>5§  £d9n  ﬁyf‘xhdl ‘illuitrativifﬁ@iimbl};ffqbo§§ 

non traditional &xpofts'dnd/or
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Honddfji?l

f}fNiQ‘ regulatxons An Guatomala atempted 't havo sémol*

ossontnal imports and service; of the debt paymonts at tho oldf?

oxchangc rato funded by the proceeds of tradltlonal cxports.

the other hand remaining imports . and some sharei §f<‘q3Qt :
traditional exports were sent to .the new free market. But, :th;% 
discrimination against those exports outside tho rogion vls a 
vis sales to regional markets was clear from the's;arting rul;s 
(November 1984). There, 20% of export proceeds (miaifSQ# by'Mid
1985) of the former where sent to the free market coméirod, to

100% for the latter.(10)

The basic idea in this soctton in not »fo pfqvido»an
evaluation of what has happened in Guatngla‘but.fo CQntrast it
With the conservative Honduran experience. Thére,the old parity
was maintained by the exchange control authorify through the

increase in capital inflows as well as unilateral transfers.

Hhat is badly needed today is avcomprehensive discussion
‘6{fﬁ£t; interdepaeandence of 1nstrumonts xncludxng the exchange
page. This should be done in ordorb‘fo: arrive at some basic
aéfocment regarding rules of adju;}mfht'fdr exchange rates that

s

may allow the elimination 6? _ QRf§ | on regional tradp.;"
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I11.THE PROPOSED CHANGES IN' IMPORT PROTECTION |

The purpose of thf@ytdcfioh‘isftd p?bQid§ gn'ov54Qtﬁloﬁ}Jf

the proposed changes iﬁ jdﬁq?f protection, 'ihdicitorj of

effective rates will be used when available to take into account.

the effect on valuc added of tariff and nontariffs restrictions.

The vationale for providing tl.ose measurements is to show the

direction in which resources are being pulled by the incentive

system.
A.lnitial conditions

The initial conditions describe the point of refaerence for
the evaluation of the reform proposals., This is important for
the adjustment required when proposals imply a strong
discontinuity from present conditions. Also“ because recent
studies made of the Southern Cone liberalization programs show

credibility to be crucial for success.(11)

It is known that a tariff increases the price of tmpérii;‘

in so doing it may provide incentives to _import competing .

activities which increases their factor rwwards. But, if inputs

are provided at prices higher than the international level,

value added'jdndbr protoction increases less than the hirgyh;'
allowed by outht protection. The measure which incorporat;su
both effect is precisely the effective protection rate. In

fablo_2f3 gn#gstimation~ of effective rates for Guatemala lnd‘
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Costa Rica is provided as an approximation to ~the initial

conditions.

3T561; 2 3 shows that for Guatomala tho auorago realized

rato for 1973 was B?A, comparod to a subttantillly lower figure -

fdr Costa Rica (356%). Processed foods show in both countries
the highest rates (191% and 155%) with a large dispersion. For
Intermediate products and Machinery, effective rates are lower,
The oufstanding pattern is similar to the one discussed
earlier wusing ta?iff.data weighted by imports. Regarding the
1981 tariff figures, the pattern of digpersion of rates is not
different but levels are not the same. Here again the
dispersion of effective rates is associated with the dispersion

of nominal rates.(12)

B.Reform proposals and recent negotiatians

In thx: section. two roform proposals wilii: De prcsen ‘°tﬁ~

¢?b¢‘ elaboratod earlier by SIECA and publilhod around 1982,“ tho‘ '

 5other negotnated around S,

*‘(Guatemala, €l Saluador,Nlcaragua,Co:ta RlcaL acting Honduras ast<”

:an observor.

Gxuon the close as:ociation botwoen nomxnal and offictiuef

krates of protoctlon, in tablo' 2- 4 a comparison is made betueen

vthe_ dxffcront tarxff proposals and th. ‘hﬁii describlng the

;7ear1y 70 s and BO’s situatlonsx   H0.coq1d;H.

"tpmbor 1995 bv & {countriosl

;fthatftho $ucra9is B
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o TABLE 2 3 -
EFFECT!UE PROTECT!ON ESTIMATES FOR DOMEST!C AND REGIONAL SALES

GUATEMALA COSTA RICA  GUATEMALA

(Realized 1973) (Tariffs 1961)

l1.Processed foods i91 135 101
2.Nondurable cons.goods 93 L 89
3.Intermediate products 49 24 50
4.Construction materials 20 18 9
S.Machinery 11 9 19
AVERAGE 87 56 67

SOURCE:BERLINSKI ,J.(1983)," The proposed new tariff for the
Central American Common Market®,tables 2.5 and 2.64 and
BERLINSKI ,J.(1985),0p.cit. table 3.1.5., Those are conventional
partial equilibrium rates. Non traded inputs were considered
100% value added (early Corden measure). It was also assumed
that primary inputs were provided at international prices. 1981
edtimates do not include the surcharge of the San Jose Protocol.
Value added at international prices were used as weights, No
adjustments for overvaluation of the exchange rates were made.
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TABLE 2-4
C.A.C.M. PROPOSED (1982) AND NEGOTIATED (1985) TARIFFS,
ESTIMATED AD VALOREM RATES FOR SELECTED GOODS PRODUCED
IN GUATEMALA FOR DOMESTIC AND REGIONAL SALES

PROPOSED AD VALOREM NEGOTIATED 1985 AD VALOREM
( 1982 ) (ETA 1974) (Average of Part(Guatemala,
I and Part I'l) ETA 1981 )

l1.Processed foods 34 33 33 34
2.Nondur .consum. 47 84 8?7 48
3.Intermed.prod. 25 31 31 24
4.Construction mat. 20 18 30 13
S.Machinery 20 33 24 13
AVERAGE 3 46 36 30

SOURCES:BERLINSK! ,J.(1983 and 1983)op.cit.table 3.3 and table
3.1.5. Negotiated rates for 1985 were estimated based on Consejo
Arancelario y Aduanero Centroamericano (SIECA 1983),"Anexo A del
Convenio sobre el regimen arancelario v aduanero
centroamericano: arancel centroamericano de importacion®, Part
I corresponds to negotiated rates while Part Il are rates in
process of negotiation, they correspond to rates proposed by
Guatemala, El Salvador and Costa Rica. For detailed 1.S.1.C.(4
digits) rates see Appendix table Al. MWeights of production used
correspond to 1972. No adjustments for overvaluation of th:
exchange rates were made.
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by . type of'§bod follquqimilar criteria regarding rate levels -

for the ;dtiﬁitios’ involved, showing lower rates for
intoym}diati and capitalrgoods than for éontumptionA products,
For tﬁ; 20 selected sectors of CGuatemala the rates of the 1982
prdﬁa;illworo concentrated (see table 2-35) in the bracket of wup
to 50%, while the 1974 rates presented a higher dispersion.
That comparison }hows the reduction in tariff dispersion of the
1982 proposal, but no important change seoﬁs to take place
regarding effective .rates (see BERLINSKI,J.(1983) op.cit.).
This is related to the tariff escalation pattern adopted in the

proposal, but also present in the 1974 figures.

The early 60’s agreement regarding the C.E.T. rates
enlarged the domestic market for the existing activities which
provided the basis for faster growth, So Rroposqd rates for
1982 were intended to maintain this pattern being higher for
consumer products than for intermediate and capital goods. On
the other hand, for the activiti=s gselected, the general pattern
of rates coming out from the 1985 negotiations is similar to the
characteristics above mentioned regarding escalation of rates,
but the level and dispersion of the 1985.tarlffs is higher than
those of the 1982 proposal (see again table 2-3). But those
comparisons should be looked at carefully since no adjus tments

for 6vorvaluatioh of the exchange rates were made,(13)

Af ter having a broad picture of the 1985 negotiated rates,

it is useful to look at the detailed rates presented in Appendix
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TABLE 2-5

C.A. C M.,FREQUENCY DISTRIBUTION OF PROPOSED(19B2) AND NEGOTXATED

(1995) TARIFFS FOR DOMESTIC AND REGIONAL SALES
(20 selected sectors of Guatomala)

RATES PROPOSED ETA NEGOTIATED 1985

(1982) (1974) (Average of Part 1

' and Part 11)

1 TO 25 , 45 35 as

26 TO 50 55 35 S0
1 TO 75 0 ‘20 o
76 TO 100 | 0 10 15
SECTORS 20 20 20
MEAN 30 a2 36
s.D. 13 24 | é?
D1SPERSION 43 sg 65

SOURCE: own elaboration based on a sample of sectors selected in
BERLINSKI ,J.(1983) op.cit. teble 3.3..1983 negociated rates come
from Consejo Arancelario y Aduanero Centroamericano (SIECA
1985),"Anexo A del Convenio sobre el regimen arancelario y
aduanero cerntroamericanol arancel centroamericano de
importacion®".Part 1 corresponds to ney.tiated rates.Part Il are
rates in process of negotiation, they correspond to rates
proposed by Guatemala,El Salvador and Costa Rica. For detailed
1.5.1.C.(4 digits) rates see Appendix table Al. Weights of
production wused correspond to 1972. No. adjustments for
overvaluation of the exchange rates were made.

X
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tablf 61,  Table’2 6 providos souoral froquoncy dlstrnbutioni»of~
thom’ fofr tho' sample of. 6? 1.8.1.C. soloctod goods whorogwf
dlstintion was mado rogardxng products nogotiatod (Part 1) and -
in procosgyiof nogotxatxon (Part ll). Total products fdr; the
formcr were 53 of whxch 87% were in the bracket of up t; 50%
rate, our sample contained only 14 products in Part 11 where.
around 2/3 of them were in the 350/100% bracket range. The mean
' of Part | rates was 30% compared to 66% for Part 11, together
with an increase in the dispersion of rates. The breakdown of
rates by type of good show similar charactori:ticsi in Part I
rates for final goods are higher than for iqtormediato products,
while in Part Il this is also the case but in addition rates are

higher vis a vis similar goods of Part 1I.

The data presented in Appendix table Al also gives us the
ébpb?kﬁaity.tgylook at the escalation of rates and stage of
ndg#}igﬁjpnfﬁ} some input-output chains. For example, 1,S.1.C.
>3211;S§{ﬁging,weaving and finishing textiles" with an average
v;tiriff ofﬁﬁ477 (Part I and II) is a very important input to
‘;3213 knxttlng mills* hauing in Part’ ll an 80% tariff on output
f'and 3220 Manufacturo of wear:ng apparol' where a 100% rate will
f be found (also in Part 11y, "The resulting effective rates are
: h19h onough esp;éially:beéausf imported inputs from outside the
  ﬁggion (whxch ropresent around 30% of traded inputs in both
t é§£0£) are asslgned tho low rate (5%) of tho “fiscal floor"*

"(oxcoptxonally 1% or 104). But we also could see that witlhin

1.8.1.C. 3211 the dispersion of rates is also high (the



26,

. | TABLE 2-6 .
C.A.C.M.,FREQUENCY DISTRIBUTION OF NOMINAL TARIFF RATES
NEGOTIATED IN 1985 FOR 67 SELECTED PRODUCTS OF GUATEMALA

RATES . TOTALS PART 1 PART [1
PART 1 1+.aRT I1 (1) (2) (3) (1) (2) (3)

1 TO 25 49 14 17 o0 73 0 o0 14
26 TO S0 38 21 72 0 18 6 0 43
51 1u 75 9 21 11- 33 9 60 0 43
76 TO 100 4 43 0 67 0 0 100 0
PRODUCTS 53 14 18 3 22 o 6 7
MEAN 30 66 34 77 25 0 97 47
S.0. 20 33 13 5 17 0 8 20
DISPERSION 67 . S0 38 6 68 0 8 42

OURCE1own elaboration based on a sample of products selected in
ERLINSK] ,J.(1983) op.cit. table 3.3.. 1985 negociated rates
ome from Consejo Arancelario y Aduanero Centroamericano (SIECA
985),"Anexo A del Convenio sobre el regimen arancelario y
duanero centroa..ricanosarancel centroamericano de
mportacion®.Part | corresponds to negotiated rates.Part |l are
ates in process of negotiation, they correspond to rTates
roposed by Guatemala,El Salvador and Costa Rica.(l)Processed
oods, (2) Nondurable consumer goods, (3)Intermediate products.
f more than one NAUCA 1] item was found within each of the 67
.85.1.C.(8 digits) products, an unweighted average was
alculated. For detailed 1.5S.1.C. rates see Appendix table Al.
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extremes beihg'sx and 70%), calling for a mqfe,prddqétio;iihfpd

approach to know (ﬁi_truébeffdttiu‘fprojqetién}qhiﬁgéﬁgﬁ fﬁf?ﬁhyf

case, this information should be very holpfpl‘sinci fh.fit0ﬁ§k3

presented are among 'seuorql p;oducts which have to follow a
process of negotiation under.tho procedures set by the "Consejo
Arancelario®(14). But given the simi;lr points of view about
Part Il rates of Guatemala, El1 Salvador and Costa Rica it is

difficult to forsee major changes.

In conclusion,.lack of data on the extent of overvaluation
of the exchange rate and on price distortions introduced either
by past or remaining QR’s, makes it difficult to pass judgement
about the tariff negotiated in 1983. But, the evidence provided
would suggest that tariff levels and dispersion are higher in
the 1985 negotiation than they were in the 1982 proposal. Also

the rank correlation between both sets of rates for the 20

selected sectors is low.

UV
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IV.BIAS AGAINST EXPORTS

In thxs sectnon tho sources of bias as woll as tho changos

introducod by tho' nogoi .\:rate. of the C E T.f ppq$the n9w

!oreign exchango rogulatxons will be discussod.

A.Soprcoﬁ.of bias

One of the sources of anti-export bias comes from the fict
that local producers have to buy their inputs ( from local or
imported sources) under protection at prices higher than the
international level, In the absence of export subsidies the
result would be negative effective rates of .protoction for
exporfs outside fho region., At the same time, given to import

restrictions sales in the domestic (regional) market are made at

prices higher than the international level,following generally

the made to measure principle starting frbm input protection.

Taking into account those effects one can consider two

definitions of bias against exports (loavihélasido adjustments

of  overvalued exchange rates): the absolute bias related to
‘export taxation on the input side, the relative bias due to

‘ﬁhfgher rates of protection to domestic sales as compared to

exports outside the region.

A sxmple examplo may clarxfy the measurements invqu,dii‘ﬁﬁ
well 'as thexr concrcto mcaninxng The example (table 2—7)‘u11; f‘

_nbo made undor tho followxng assumptions: ouputs and inpuf‘}af(@_



A)AGRICULTURE

Production
Inputs
Value added

B) INDUSTRY 1
Production
Inputs

Value added
C)INDUSTRY 11
Production

Inputs
Value added

SRR ‘ ' TABLE 2- 7 ‘
Ceey ILUSTRATIVE EXAMPLE ON THE MEANING OF ABSOLUTE AND
' RELATIUE BIAS AGAINST EXPORTS

Pe

1.00
.20
.80

1.00
.60
. 40

1.00
70
.30

where Petinternational price;

80 the anti-export bias

A)AGRICULTURE
B) INDUSTRY I
C) INDUSTRY 11

(1+¢)  (1+s)

1.00
1.30
.925

1.30
1.00
1.73

1.30
1.30
1.30

t1 tariff;

Pe(1+t)

1,00 1.00
1.30 026
. 925 .74
1.00 1.30
1.00 .60
1000 070
1.00 1.30
1.30 .91
.30 .39

L B

ABSOLUTE
Effective rates

to exports
- 7.5

0

- 70?0

(%)

DOMESTIC EXPORTS

29,

Pe(1+s)

1.00
.26
.74

1.00
.60
.40

1.00
91
.09

subsidy(tax);

will be under the assumptions made!

RELATIVE
(C(1+t)/7(1l+s))

Nominal Effective

1.00
1.30
1.30

1.00

1.75

. 4. 33'

MM
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tradables,the nominal rate of exchiﬁ§§ is made oqual,to; one,no -

water in the tariff remains,no quantitative restrictions and no

taxes (subsidies) to exports exists, finally uniform tariff

protection of 30% on.manufacturidg is assumed.

Three activities were included in the oxampio, one
resource based (agriculture) which is an idput into
agroindustries (industry [), while industry II provides inputs
to agriculture. This interindustry framework allows, under the
assumptions made, to draw some conclusionsi i)industry l
internalizes international competitiveness of agriculture
receiving the highest effective protection; i.e. in such a
situation a unform tariff on manufacturing will not produce
uniformity in effective rates. b)absolute bias against exports
is higher in industry Il than in agriculture due to the higher

input coefficient of the former; ¢) while relative nominal bias

against exports is the same for all industries, the effective

bias is higher for industry II.
B.Changes in anti-export bias

Taken Guatemala as an example, the new foreign oxchangé
regulations have aut much emphasis on absolyte bias,
disregarding that in the medium run the¢ relative bias measure is
important in changing the profit equation of the firm.
Otherwise exports will be mainly driven by domestic recessions,

and the moment those are overcomed the trade balance will be
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worse off dus to augmented imports associated with the increase

in domestic activity and the decrease in éxbdftj for the same

reason. This would not be the case if more sy@mﬁlfy is brought

in between prices sold in the .dOmoitic’ m;fkot and exports

proceeds outside the region. 1In which case éapacity may bb@n ba

stretched to satisfy the dqmandg of both markets.

Let us illustrave this point by having a closer look at
the (interaction of protection instruments in Guatemala’s recent
experience, trying to see the eff;ct of several export promotion
measures plus the new foreign exchange rogulnf!ons(lﬁ). An
extimation of the change in effective rates to exports outside
the region (see table 2-8) due to the instrumental changes above
mentioned would show: that the introduction of a 104X C.A.T.(1€)
would have reduced several negative effective rates, while
providing primary inputs at international prices would have
affected especially food and heverages, uwhere there would have
teéen a strong change in sign. A less important change secemes to
hase come from the draw-back due to present tariff exemptions
related to fiscal incentives., Finally, the introduction of tha
fr2e market éxchange rates have had effects, at least, in foods

and textilee profitability,

The Trelative bias measure (table 2-9) would have shoun
‘rgdu;;fgns, on the one hand In the cases of Draw-backs and

C;AﬂI;Yé.'On the other hand, the effect of selling a share {50%)

of é§ﬁ6rf procoedlito the rest of the world at the free markaet



3.

TABLE 2-8 ,
GUATEMALA, ABSOLUTE BIAS, THE EFFECT ON EFFECTIVE RATES TO
EXPORTS OUSIDE THE REGION DUE TO THE INTRODUCTION OF PROMOTION

INSTRUMENTS |

BASIC DRAW- C.A.T. C.A.T. FREE MARKET

1981 4CK and prim. RATE
inputs at
int.prices

1.Nondurable cons. -21 -20 -6 S 3
2.Consumev durables -11 - 6 S S 21
3.Petroleum _.roducts -38 - 8 ~? -7 -202
4.Intermediate prod. -14 =10 | 8 9 ~ 30
S.Construction mat. - 9 - é 3 6 46
6.Machinery -13 - 7?7 6 6 - 4
AVERAGE -=19 ~16 -2 L9 - 14

SOURCE: BERLINSKI,J.(198S),0p.cit.table 3.2.2 and 3.2.3. The
free market rate computed was 3 to 1, the latter being the so
called oficial rate vrelated one to one to the US dollar.
Estimates presented correspond to the situation of mid 1985
where exports outside the region received 50% of their proceeds
at the free market rate, while for this calculation it was
assumed that at the margin the relevant rate for traded inputs
was the free market rate. Draww-backs and C.A.T.’s represent
potential rates. Exchange rates computed in the exercise were
nominal rates. No adjustments for overvaluation of the exchange
rates were made.
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TABLE 2-9
GUATEMALA,RELATIVE BIAS AGAINST EXPORTS,FREQUENCY DISTRIBUITION
OF COEFFICIENTS UNDER ALTERNATIVE EXPORT PROMOTION INSTRUMENTS

BASIC DRAM - C.A.T. C.A.T. FREE MARKET
BIA® 1981 BACK (primary RATE
. inputs at
int.price)

¢ 1 0 0 3 3 8

1 T01.S5 42 a6 60 57 0
1.6 TO 2.0 23 26 18 14 11
2.1 TO 2.5 15 10 10 14 12
2.6 TO 3.0 | 10 11 7 s 19
ym 3.1 11 8 4 8 50

SOURCE: BERLINSKI,J.(1983)op.cit.tables 3.3.3 and 3.3.4. Bias
coefficients result from comparing effective protection
coefficients (l+rate) for domestic (reqional) sales and exports
outside the region.Regarding the exchange rates computed see
table 2-8. No adjustments for overvaluation of the exchange
rates were made.

Wl



3k,

rate, while buying at the margin importables at that rate would

shift activities to high bias brackets associated to increased
protecticn provided to import competing activities. So, in
general absolute and relative b{as would be reduced at the same
time axcept in the case of Guatemala’s new foreign exchange

regulations.

A final word about the offoc} of the 19893 tariff
negotiations on bias agsinst exports. Regarding inputs, Part I
(negotiated tariffs) would provide a lower floor intending to
substitute the effect of discontinued tariff.oxomptions. Rates
were basically set at 5% for not produced inputs and up to 30%
for those where domestic supply existed. S0 the absolute
measure of bias would not show much change. On the other hand,
rart 11 (in process of negotiation) tariffs_ would act as the
ceiling rates since the high proposed levels (in the range of

70/100%) would reinforce relative bias.

In conclusion, absolute bias would have been reduced by
export rebates (C.A.T.) or provision of inputs at international
prices but it certainly was madg smaller by changes taken place
in the real exchange rate. Regarding relative bias, it would
have been reduced by the first two measures, but increased by
any devaluation such as the case of Guatemala and by the 1985
tariff negotiations given their higher protective effect on

import competing activities,.



V.CONCLUSI ONS

Since the early 60‘s import subititugioh lnqq§t}i§11;‘;‘°n *g

(lS[)y*Qas promoted in Central America in ‘thdg ngii i)f6ff

oxitiing fndustrios it meant the enlargment of d6mé$tlc‘markots
bringfng an increase in output and employment;ib)for new
industries the protected market provided the domestic demand
which was an attractive point of departure for any project.

If one would be able to split growth rates regarding the
components above mentioned (existing industries, new products)
we would certainly find a higher weight of the former type of

activities.

As described by several measures in .the text, the
gstructure of the common external tariff was designed to provide
higher private profitability for ssles to the domestic market of

final consumer goods. At the same time this was eased by the

availability of inputs at near international prices due to a

generous system of tariff exemptions on intermediate and capital

qnods. Then tariff escalation was built into the proidétivo,

system. Also national initiatives involved a reinforcement of

trade intervention through QR‘’s, non neutral consumption

taxation and other surcharges. But due to free trade within'tho 

region increasing the protective barriers meant not only'

providing more incentives to domestic import competing

:acfivitiés bu't alsd,fisjné tho preference margin'to sales from

B
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the area.

~ For those reasons export promotion outxidé‘ the ’rogfoh

roqulfbd some compensation schemes to overcome the bias dgéinsx; 

them of the present protoctivo system. On the one hand,

absolute bias should be removed in the short run by okpoft

promotion devices; on the other hand, the profit equation of th6v 

firms should be changed in the medium term, i.e. axport

expansion should be considered a precondition of an import

liberalization process.

Those compensating schemes have shown similarities among
countries. Some have tended to do it through legislations

regarding drav-backs or export rebates like C.A.T.’s or in

others given the scarcity of foreign exchange by thg_'

introduction of a free market Wwhere incfcasing‘sharos of oprft

proceeds would be sold.

Here a distinction must be made between the domestic

resource based industries and the rest of manufacturing

activities. The former is generally supplied with primary
Inputs at interr ‘ional prices, while in the latter a hidden tax

is imposed by sourcing their inputs (domestic,imported) - at

higher than international prices.

‘Concerning relative bias, progress must be made knowing

Eb;fbft hand some ofvthé‘possiblo implications of tariff reform.

6\
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In general terms, relative bias should be ollmin&tod designing a -

systém that prov}des near symmetrical incentives to sazles to thé
domestic (regional) market and to exports outside the 'rcgiqh.
But here the fiscal cost to the treasury would be higher the
higher protection to import competing products is, so export
promotion schemes would have to be funded by increasing taxes
(or deficits); i.e. while the promotion basis for I[SI (except
some tax expenditures associated with fiscal incentives
legislations) has taken place outside the treasury, export
promotion requires an increase in expenditure or to forgo fiscal
revenues which may induce retaliation. This is leading us to the

need to produce in the medium term a tariff reform.

The aim of tariff reform proposals is to change relative
prices between importables anc exportables in Eho economy. This
can be done by simple rules, but given the fiz; of the existing
industries what is .eeded are stable dismantling procedures
and/or preanounced schedules. Here the main problem concerns
the cost of adjustment of existing activities, which may not
survive if profit rates are going down. So, suggostiﬁg the need
for distintion between protection for terminal reasons or to

support certain activities to overcomea the cost of

transformation.

Going back to export promotion ! wanted to stress again
the need to look at it as one anmong interdependent instruments

of trade intervention, some of them set on a multilateral basis

¥
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others national initiatives. How mu:ﬁ”uiigﬁt Ha§ tqgiﬁ'hny of

them is a question which has to bo~angpg;§df§ﬁ;hV"Eountfy by

country bisis, especially after the '1ntrodd¢fl§b”5f'nbw'forolgn,

exchange regulations in some of them.

All of thes; requires the treatment of export promotion in
the C.A.C.M. as a process in which, given the size of existing
industries, policy measures have to be phased as to provide at
an oarly' stage strong export promotion to allow for the
rationalization of import protection (tariff and nontariff
meatures) in the medium term. Also some general rules for
exchange ra.. adjustments have to be agreed on, otherwise QR’s
on regional trade might inhibit economies of scale related to
the enlargement of domestic markets which should have been one
of the driving forces for the negotiation of a.comnon external

tariff.
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'NOTES

(i)SéwrﬁﬁééﬁthSﬁl;J;f19?4),?Analisis cdhphrativo Vdér; aigun.i

caracteristic f"f,‘~sistema arancelario apltcado a las

importacionos oxtrarogionalos en controamoftca . ~lmports from

outsxdo the regxon Wwere used as weights,

(2)Seew -SIECA(1983),“Consideraciones sobre el .conyénjp
centroamericando de incentivos fiscales al dosarrollO’indUitriii

y sSus protocolos’

(3)A simple formula may clarify the bias introduced by using the
unit value of imports from the rest of the world to calculate
the ad valorem equivalent of specific rates. Assuming an
exchange rate one to one to the Us dollar, the tariff revenue of
a pqténtial import woulq:bil. ‘ |
(a) TAR = ESPxKg +ADUXCIF  , where:

TAR:1 tariff revenue(US dollars); ESPi spici(ic‘ rates (per

weight)j Kg.: measure of weightj ADV:1 ad valorem rlte; CIF: ij

uilde of importi}

,Now we divide both terms of (a) by 'CiF }a;8}§§r*tof§3p(’s§ TAR

 ¢$ an ad valorem ratnl

AR £SP

CCIF CIF/Kg

S0 if the unitprice in not a good proxy of the foreign price of

“a’potential i

port competing with domeitic production, a bias in

A
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the estimation will be introduced. Its size will dopond on the

share of the ad valorem equivalent of the specific rate in total

ad valorem tariff. An example may provide an illustration of
the bias expected, in such protection calculations: if french
shoes are imported their unit price may be higher than the CIF
price of competing imports. In such case protection enjoyed by

domestic producers will be underestimated.

(4)Neutral consumption taxes requires the application of the
destination principle (no taxation of exports), also being
imposed on CIF plus tariffs with equal rates to both sources of
supply .See LEITH,J.C.,"Tariffs,indirect domestic taxes and
protection® and MCKINNON,R.I.,"Protection and the value added
tax® in GRUBEL,H.G. and JOHNSON,H.G.(1971) Editors "Effective
tariff protection®,G.A.T.T. Graduate Institute of International

Studies ,Geneva.

(S)See BERLINSK!,J.(1977),"Las .tasas de proteccion efectiva

potencial de la industria manufacturera de Guatemala(1972)°,

table 3.5.1.

(6)See BERLINSKI, J.(July 1985),"Honduras, notas sobre el

proyecto de revision del arancel” .memorandum.

(7)See NOGUES,J.J.(1983),"Trade and factor market distortions in

Costa Ricatoverview and proposals for policy reform®,World

Bank.mimpp.


http:supply.Se

b,

(B)See BERLINSKI J. (19?7),'Los xmpuostos al comercio oxtorior do

Costa Rica ,Hxnistorio do Haclcnda de Costa Rica/CEPAL mxmoo.

(9)Figures taken from MICHAELY,M.(1984),"Trade policies in Costa

Rici|~oualuation and proposals” ,World Bank, mimeo.

(10)In section IV devoted to antji-export bias this is takqn up
because the full fred market rate was also aisignod to imports
where domestic supply existedji.e. regarding the effect on
protection, the same treatement was provided to regional exports

than to import competing activities.

(11)CORBO,V. and DE MELO,J.(1985)"“Scrambling for survival,how
firms adjusted to the recent reforms in Arépntina, Chile and

Uruguay';Norld Bank staff working papers number 764.

(12)About those 1981 tariff figures, intorhatfonal inflation
orod;d the ad Qalorom equivalent of specific tariffs *but the
importance of them in total ad wvalorem rates differs, so rank
correlation (Spearman) between 1981 and 1977 no@ihél rates is
stronger than the ass . . ation of the former t§ earlier tariff

estimates.

(13)The adjustment for ouorvaluation is needed in order to
compare protective vrates through tlme. That 1nuél§gi the

comparison of the oxchango ratos oxistxng in thc‘ years where

A
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oitimafgs-were made, to the exchange brit¢: yh{ch 3w§bld have

.prévifljd if the instruments for tr;dqufﬁiéfoih{idn were
roﬁoﬁ.d.;“ This dopgndii an imporf _“brgi}giﬁpﬁ;”',' export
taxes(protection) and the rolg&dnt é;gé;féfﬁﬁ;; é£f'9p§1y and
demand.See BALASSA,B.  AND 'A‘ssociaf'\és , _V('1§éé,"$3‘,,-o§vq1 opment
strategies in semi-industrial oéonomiod';fhe;‘doﬁn; ,'Hopklns

University Press.

(14) see CONSEJO ARANCELARIO Y ADUANERO CEMTROAMER 1 CANO,
(SIECA-1/D.T.4,Septiembre 198%5),"Resultados de la negociacion
tarifaria y sugerencias sobre otros temas atinentes a la

aplicacion del regimen arancelario y aduanero centroamericano".

(15)This is a measure of impact given the volatility of nominal

exchange rates computed.

(16)This corresponds to the potential effect of a generalized

C.A.T. on FOB value. As mentioned in the text no certificate was

issued in Guatemala,.



APPENDIX TABLE Al

C.A.C.M, NEGOTIATED (19835) TARIFF RATES FOR DONESTIC AND
REGIONAL SALES(20 selected sectors,6? products of Guatomnla)

TYPE OF GOOD AND I1.S.1.C. AVER-

. AGE

1 .PROCESSED FOODS 33
3111.Slaughtering and preparing meat 30

1101 .Carne de ganado vacuno
1105.Despoios comostxbloz de ganado
1108.Sebo
1109.Carne en canal
1201 .Pollos beneficiados
3112.Manuf .of dairy products 39
1100.Fab.de mantequillas y quesos
1301.Leche pasteurizada y homogeneizada
3113.Canning of fruts and vegetables 41
1101.Salsa y pure de tomate y similares
1106.Sopas de legumbres hidratadas(des)
1301.Jugos y nectares de frutas
3115.Manuf.of vegetable and animal oils 19
1101.Aceites comestibles,origen vegetal
1102.5hortening
3116.Grain mill products . 30
1100.Productos de molineria
1101 .Harina de trigo
1199.0tros productos de molienda n.e.p.
1203.Alimentos prep. a basa de cereales "
3118.Sugar factories and refineries 39
1101.Azucar blanca refinada
1103,0tros tipos de azucar

2 .NONDURABLE CONSWER GOODS 8?

3213.Knitting mills 80
1100.Fab. de tejidos de punto

3220 .Manuf .of wearing apparel i00

1100.Fab.prendas de vestir para hombres
l1108.Camisas para hombres
1207.Calzoncillos de punto para hombres
1299,0tros articulos de punto n.e.p.
1402 .Medias de punto para dama

3240 .Manuf .of footwear 7?
1100 .Fab.partes de cuero para calzado
1201.Calzado de cuero para hombres
1208.Calzado de lona o tela

3. INTERMEDIATE PRODUCTS 31
3211.Spinning,weaving,finishing textiles 47
1100.Fab.de filamentos y fibras textiles
1201 .Hilados de algodon puro
1205.Hilados de fibras artificiales y sint.
1301 .Telas de algodon puro o mezcla (<13%)

PARTS

)

30
30

40
30

S0
30

w0
33
35

13(1)

30
30
30
34

45
23(2)

70
80
80

23
20

70

11

80

100
100
100
100
100

33
27
70

o
Y3


http:1100.Fab.de
http:3240.Manuf.of
http:3220.Manuf.of
http:3115.Manuf.of
http:1200.Fab.de
http:3112.Manuf.of

1302.Telas de algodon mezcladas con fibras
artificiales y sinteticas
1303.Telas de fibras artificiales y sinte-
ticas puras o mezcladas entre si
1305.Telas de lonae con otras fibras()>30%)
3311.Sawmills,planing and other-wood mills 10
1100 .Aserraderos,talleres de acepilladura
1101 .Madera blanda aserrada
3412.Manuf.of boxes of paper ' 35
1101.Bolsas de papel '
1104.Cajas de carton corrugado
1105.Cajas de carton liso

3512.Manuf .of fertilizers,pesticides - 12

1110.0tros abonos y fertilizantes n.a.p.
1115.Insecticidas agricolas '

3551 .Tyre and tube industries 30
1103.Neumaticos para vehiculos de rodadura
3620 .Manuf .of glass 24

1204.Envases de vidrio para alimentos
3710.1ron and steel industries 16

1114.Barras ¢y varillas de acero

1118.Laminas de w.ero galvanizadas

1126.Tubos de acero con costura galvaniz.

1199.0tros productos de la industria n.e.p.
3811 .Manuf.of cutlery and hardware 22

1106 .Machetes

1308.Clavos y similares

1393.0tros productos de ferreteria n.e.p.

4 .CONSTRUCTION MATERIALS 30,
3692.Manuf .of cement and plaster - 30
1101.Cemanto portland tipo 1
5.MACHINERY 24
3829.Manuf .of mach.and equipment n.e.c. 36

1202.Refrigeradores y equipos de refrige-
racion industriales y comerciales

1203.Enfriadores de agua

1902.Aparatos de torrefaccion

1904 .Hornos industriales y comerciales

1909.Elevadores,montacargas y sus partes

1912.Bombas para liquidos

1999.0tros productos de la industr_a n.e.p.

L

3831 .Manuf.of electrical industrial mach. IYSJ

1105.Bujias
1199.0tras maquinas Yy accesorios nN.e.p.

AVERAGE i 36

.23
70

, _1§
.10

35

35

35

10
13

25

24 .

18
18

22

30
18

S50
50

- 20

1

70

3s

29

m

70


http:3831.Manuf.of
http:3829.Manuf.of
http:3692.Manuf.of
http:3811.Manuf.of
http:3620.Manuf.of
http:3512.Manuf.of
http:3412.Manuf.of

LS.

SOURCEjown elaboration based on a sample of sectors and
producte xelected in BERLINSK],J.(1983) op.cit. table 3.3,
1985 negotiated rates come from Consejo Arancelario y Adua-
nero Centroamericano (SIECA 1983),"Anexo A del Convenio
sobre el regimen arancelario y aduanero centroamericanos
arancel centroamericano de importacion”.Part | corresponds
to negotiated rates.Part |l are rates in process of neqotia-
tion, they correspond to rates proposed by Guatemala,El
Salvador and Costa Rica. See (SIECA-1/D.T.4,Septiembra
198%),"Resultados de la negociacion tarifaria y sugerencias
sopre otros temas atinentes a la aplicacion del regimen
arancelario y aduanero centrnamericano®. For zome NAUCA 11
items the rate negotiated would be increased if production
in Central America exists as judged by the Consejo Arance-
leario y Aduanero Centroamericanoi(l) for NAUCA Il 15.07 80
01 *"Aceites fluidos en bruto (crudos),para ugso alimenticio,
incluidos de soja desgomado y de algodon neutro",the rate
will rite from 54 to 15%;(2) for NAUCA Il 17.02 01 Ol“"Jarabe
de maiz(glucosa liquida)*, the rate will rise from 3% to
40%. Regarding weights, if more than one NAUCA 1] item was
found within each of the 67 1.5.1.C.(8 digits) products, an
unweighted average was calculated; then weights of produc-
tion were used which corresponded to 1972.No adjustment for
overvaluation of the exchange rate was made.
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I. INTRODUCTION

In order to underStand the. problem of exporting non-traditlonal

products to- third marketsl/ from Central America as seen by the_f

economic agents involved, a series of interviews were carried outff

in Costa Rica, El1 sSsalvador, Guatemala, and Honduras with privateef

and public sector representatives. The purpose of this‘report is,f

to describe the results of these interviews, and to relate them tofﬁ

the existing structure of incentives and policy regimes in each off;

the countries. Furthermore, we will be interested in lookingyat'f

the effects of these incentives on the evolution of non-traditional

exports to countries outside the region.

The structure of incentives to non-traditional exporters
encompasses several policy instruments sucﬁ as exchange rates,
fiscal incentives, institutional ~support, etc. These will be
described in detail for each country together.with the results of

the interviews.
The report will be organized as follows.:section II will discuss

the objective of the interviews and also summarize the results,

section'iII focuses on the public sector perception of the

1/ By third markets we mean those outside the region;



problems; section IV covers the evdiution fof' non-traditional
eprrts to thifd couhtries; section V describes the incentive
schemes and policyvregimes; and finally, the report concludes with
a sumhéry and recommehdations in Séction VI. ’An appendix includes

a detailed description of the interviews by country.

w4



II. INTERVIEWS WITH THE PRIVATE SECTOR
IIa. gbjectives of thg'lntgzgiggg_

The ‘ebjective>‘ef 'the* interviews was to have a sample of opinionsf
that -can be referred to when examining issues related to the"
problems facing exporters of non-traditional goods to third
countries. In particular, it was desired to elicit'the’exporters'
perception of the effectiveness of steps taken by the QOVernnent to
generate this net flow of exports outside the.region;.Thisxwiil
help put into context the different obstacles ’te exborting

non-traditional products to third countries.

Interviews were held with some exporters to third countries, with
exporters to the CACM, and with entrepreneurs who had exportedwbut

currently were not doing so.



IIb, Selection and Re 'ese t

The selection of interviewees. was carried out with cue uelp of
Centro de Investigaciones para el Desarrollo Economico (CINDE, in
Costa Rica, Fundacion para la 1Investigacion del Desarrollo
Economico (FIDE) in Honduras, the Gremial de Exportadores in

Guatemala, and the AID office in El Salvador.

The criteria followed for this selection were:

a) The individual firm or interviewee had had an
'interesting experience' with exports, such as: many problems in
penetrating a wmarket, technological and production problems, tried
many times unsuccessfully, etc. |

b) If possible, interviewees should belong to different
industrial sectora (branches).

c) Given ‘that time was scarce, availability and willingness

was crucial.

The experience with exporters of the promotion agencies mentioned
above was the fundamental element in this process because all the
contacts were made through them. A rather varied set of interviews

resulted.

Regarding the specific individuals interviewed, in El salvador, for
instance, we interviewed the general manager of the most important

holding company which 1is the principal producer and exporter of



shoes in the‘country. Similarly, we interviewed the most important’

exporter of artisanry which has exports of over a million dollarslVr

and is in the process of expanding.

In Honduras, we interviewed the most important textile producer 1n'

the country, with a labor force of 1 200 and whose exports are'

currently small because of the overvaluation of the lempira, among

other things.

In Guatemala, we interviewed a producer of hardware materials, such
as tools and brushes, who is exporting more than two million
dollars worth per year to third countries, up from nearly zero four
years ago. This producer also exports around four million dollars
worth to the CACM. 1In addition, we interxiewed smaller exporters
of food products who stopped exporting to third markets, ineluding

an exporter of marmelades and candy.

In Costa Rica, we found an interesting case - an exporter of
outdoor products who had integrated forward and backward to solve
marketing and production problems, and who exports around five

million dollars worth per year to third markets.

These are some examples whieh do not \exhaust the 1list of
interviews. We refer the reﬁder‘to the appendix for a detailed

description of the interViews;

\



We should warn readers at the outset that even though we believe
the  opinions of those interviewed are fairly répresentative, it is
almost certain that counter-examples may be found. Therefore, onei

- should not jump to policy conclusions without careful thought.

wé‘idlsq held interviews with government officials, especially in
the f‘Féreign Trade HMinistries and the Finance Ministries.’
Fu:thermqre, meetings were held with officials at the "gremiales de.
exédrtadores" and in organizations for promoting exports like
Fundacion Salvadorena para el Desarrollo Economico (FUSADES) in El
Salvador, FIDE in Honduras, and CINDE, Centrs para la Promocion de
‘Exportaciones (CENPRO) and the Economic Planning Ministry in Costa
Rica. In Guatemala, the bulk of the promotion effort is channelea

through the 'gremial de exportadores'.

As can} be seen from Tables 1-4, the sectors of production covered
in the interviews cdrrespond to 32-43%'9f non~traditional Row (rest
of the world) exports in Guatemala, 62-64% of non-traditional ROW
exports in Costa Rica, 28-31% of non-traditional exports in El

Salvador, and 24-27% of non-traditional exports in Honduras.



Table 1: Guatemala - Exports in thousands of Quetzales
CA Central Amerjica, RO Rest of the World

W_= Res t o)
1983 1984
CA / RO CA / ROW
1) Agribusiness 24013 34272 17185 22249
2) Food Process 31030 6238 35593 8945
3) Textiles, Wood, «
etc. 50087 6364 35593 11606
4) Artisanry 801 844
5) Non-traditional
ROW total 1.0800 134700
Exports of sectors
to ROW as percent
of total non-
traditional exports
to ROW (1+2+3+4/5) .43 (43%) .32 (32%)
CA Exports 320924 291432
Traditional ROW 668384 667370
Source: Central Bank of Guatemala, 1985.
Table 2: Costa Rica: Agribusiness, Textiles
and Food Processing Exports to ROW (thousands of dollars)
983 1984
1) Agribusiness (includes
different kinds of fishes,
vegetables, and fruits) 20659 34153
2) Textiled, shoes, furniture 73272 88638
3) Food processiry 3924 4716
4) Artisanry -
5) Non-traditional ROW total 151500 204700
Exporfs of sectors to ROW as
percent of total non-traditional . .
exports to ROW (1+2+3+4/5) 64 (64%) .62 (62%)

Source: Central Bank of Costa Rica, 1985,



1) Agribusiness (includes fresh

shrimp) ) 78876 73108
2) Textiles, shoes, etc. 60157 54081
3) Food processing 48214 46811
4) Artisanry = ‘ -

5) Non-traditional_potal -~ 610915 . 618176

Exports of sectors as percent of
total non~traditional exports ‘ .
(1+2+3+4/5) *»=* «31 (31%) 28 (28%)

* Artisanry exists in El Salvador and is exported, but figures were
not disaggregated enough to be included in this table.

** A Dbreak down between CA and ROW was not available for the
sectors.

Source: Banco Central de Reserva de El Salvador, June 1985,

able 4: Honduras: orts thousands o npiras
1983 1984 _
1) Agribusiness (basically fresh
shrimp) 46573 58346
2) Textiles, furniture, etc. 14558 13099
3) Food processing 8324 9018
4) Artisanry ‘
5) Non-traditional total 289019 293616

Exports of sectors as percent of
total non-traditional exports ,
(1+2+3+4/5) * 24 (24%) 27 (27%)

* A Dbreak down between CA and ROW was not available quﬁthe
sectors.

Source: Boletin Estadistico, Banco Central de Honduras, February



IIc. M

In the appendix to this report a complete account of the interviews

will be found, but ws still believe it useful to summarize the

major aspects.

A) Tvpe‘of activity.‘_
1) Exporting activities can be classified'inffour:main'
branches:

a) What is usually called agribusiness and involves
the production of some non-traditional products in the agricultural
sector (flowers, broccoli. etc.). These activities relate éé'én
abundant. resource in most Central American countries (landifand
also to special climatic features that are not found elsewhere.
The prorortion of imported inputs in this activity is low and at
‘the same time they are treated favorably as far as the exchange
rate 1is concerned. The_market for these products is fundamentally
the U.S.. - Changes in the common external tariff ‘do not have
important effects on them. They are affected by other things like
'the lack of an adequate transportation infrastructure. t |
) b) Food processing activities.l Raw materials for this
'industry are produced by the agricultural sector and in that sense

:,they enjoy the same advantages that were mentioned for agri-

.v'business. However, there are some differences. They do use some

.manufactured inputs 1ike glass and some ingredients that either are,

- not produced locally or have high protection. When inputs.are;not'

-\
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produoed " locally, the common extornal téritf‘is‘irrolovant to these
activities because duty exemptions or rofunds are usually given.
There are circumstsnces, howeYer, wvhen some of the inphts are
produced either domestically or in the region and then enjoy high
protection and sometimes market power; the common e#ternal tariff
then becomes an issue for these exporting aotivities. (What is
known as absolute anti-export bias occurs.) In addition, it may
also be that protection for sales in the domestic market is higher. -
Relative anti-export is then important and should be‘considérodﬁ
when assessing commercial policies.zf In addition to absolute -
anti-export bias, there are several other issues relevant to the
possibility of domestic producers being competitive; theéeiwilljbo—
described later. _ .

c) Textile manufacturing, shoe production,“and
furniture (wood furniture or other types like'outdoor products)
were generally considered full-fledged industrial activity. 1In
most of our interviews, firms were capital intensive when compared
to food processing, for instance. However; this may not be the
case on an industry-wide basis.

Most of these activities evolved in association with
large market opportunities provided by thoxéentrol American common
market (CACM) ; and - prosdnably, the reason they could e#ist
p‘z"ofitablyv had a 1lot to do with the tariff structurs of the CACH.

This is, of coufse, a very general statement and is oertainly not

2/ . See. chapterw 2, section v for definitions, discussion and an
: illustrative example of both kinds of biases.r

N
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’truef for all of the activities.~ But it is a distinctive}

characteristic when one compares | these ; activities ,qithg
agribusiness, for instance, which was geared right trom the start}ﬁ
to third markets.

In general, these activities do have an’ importantif
proportion of their inputs brought from abroad although this isf?
not entirely true for tha wood furniture sector. - |

The- types of problems they face are characteristic of
an infant industry; they are not yet completely prepared to compete
in a demanding market 1like that of the U.S. or Europe.
Furthermore, they are not used to carring out exhaustive market‘
analyses aimed at gquiding their production. These factore
jeopardize the efforts of some of them in selling products abroad.

Technology is another relevant aspect in this'group.
Processes are more sophisticated than thode for the two groups
' nentioned before. Obsolescence may have ocurred because of lack of
competition in the domestic market and substantial investments may
be required for exporting to third countries. However, we were
surprised to learn that most of the entrepreneurs thought that the
investment requirement to 'update' the plant was not important.

d) Artisanry production: here the activity‘vis
exporting a very ‘typical and unique product from the region. In
p*general, these were activities’ carried,out in a very small scale
yand in eome cases evolved into‘ real n‘industries' helped with

special linee ot credits from AID and  other sources. Theiy:
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organization as firms is still quite primitive end relies on supply}_

from subcontractors who are generally family units.

The nature of the problems of these sectors is, of course, very#y
different from those mentioned tor the other three groups. They doii
share some similar characteristics such ‘as those related to |
exchange-rate problens. Regarding the promotion of these
activities into a bigger share of non-traditional exports, there
are, we: think, two 1issues: 1) How to massively market these
products <~ a task which has not yet been tackled in a general way.
(Some isolated tests are being made but they are not widespread )
2) How to transfoim what are essentially family unit firms into 2

more complicated organization with serial production.

B) Stage of the firm in the export process.

When thinking about export promotion, it is also useful to do so in
terms of four groups:
1) those who are already exporting outside the‘CACM;
2) those exporting to the CACM but notvtogthird coontries;
3) those who are willing to export;butzhe%e not been‘ahle to
do so even with considerable effort; |
4) the rest, including potential exporters, without explic1t

interest in exporting at present.
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It seems to us that consideréble effort may be wﬁsfedlifiﬁé
discrimination is made when attempting the implementaﬁion oféﬂf‘
export promotion plan. For exapple, taking members of groupul'tb é‘"
very general session on export markets of the type, 'How to take
advantage of...', may not be very useful. We heard repeatedly ;
throﬁ@hbht the interviews how exporters felt about these activities
and also how much they needed other types of assistance, for
instance:
i) the study of very particular markets for particular
products (not general market analyses):
i1i) the possibility of technological cooperation from firms
that were in the same activity in the U.S. or elsewhere;
iii) connected with the last point, the contribution of
‘national or international expertise to modify certain
very specific processes to make them 'acceptable in world

markets,

For group 3, these general efforts may be useful at the beginning.
But  eventually, they will also need more specific types of
cooperation, iike bringing in a technician from ;bro;d‘ to
collaborate with them for a ‘few months, or poﬁsibly sehding
specialized personnel for training in plants abroad for a period of

time.

Members from group two are quite crucial to the strategy. For

- instance, will they be abie;tpﬂexpgrt the same prpductg théy‘gxport
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‘to the CACM to third countries? Cagﬁél ocbservation tells us that~
tastes may be very different in third markets and in theACAbmf
indicating further need for assistance in carrying out analyseé'Oﬁf

these third markets.

The required adaptation may be costly in some cases and marginal in
others, Governments should probably have scme measure of this when
deciding on the incentive scheme. Answers to this question are not
clear-cut in our interviews, and it is likely that if the sample of
firms were extended, the dispersion of responses would be higher

meriting further research.

Generally, activities that grew under the import substituting
industrialization (ISI) process may require a big effort in order

to be transformed into exporters to outside markets.

As results are increasingly successful with members of the other
groups, a demonstration effect will attract members of group four

into these activities.



IId. Obstacles, Incentives and Other Issues

The appendix provides a detailed description ot answers in theg

different countries. The purpose of this section is to give hf
general ,overyiew.' ' This is accomplished by’ means of tables fivefﬁ'

six and seven.

Issues are characterized as falling into three categories: first,
those incentives or obstacles related to prices or to implicit
subsidization of exports, (Table 5); second, problems internal to
the firm, (Table 6); and third, problems exogenous to the firm,
(Table 7). The extent to which problems ‘internal to the firm are
internal to the sector is not clear and further research is

indicated at a micro level.

When reading the tables it is natural to do so horizontally and to
compare. This' may be incorrect because we are comparing across
opinions of different individuals. The vertical reading is, of
course, the one that ranks the problems for a particular activity
and is thus more appropriate. Having said this we should also
point ‘out that once the whole picture is clear, we can address some

.o:,the 'horizontal' issues.

ﬁReplies are classified indicating an item is:
l) extremely important,

2) important,,‘


http:answers.in
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3) irrelevant.

There are added comments where appropriate. Untortunately, there
is some abritrariness in the ditterence between extremely important
and - inmportant. Ex~post it was necessary to create’ this
classification to highlight the difference between points just made
. and made emphatically by the interviewees.

The -thrust of the arguments made by the private sector as well'as
our interpretation can be summarized as follows:

1) A pattern of answers was found in the same branches
across countries which explains why, when discussing the results,
we do so for each branch without reference to the country.
However, for rererence, separate tables for each country will be
found. ([See the appendix.) -

2) For some activities, like 'textile, furniture and shoe
manufacturing', every aspect seems to be extremely important. This
may reflect a branch which is affected by the closure of the CACM
to its exports and a depressed domestic market. Presumably, the
point on the business cycle is relevant for the type of answer
obtained. (See Tables 5, 6, and 7.) o ; " ) |

3) Typically, in other branches where the CACM .or domestic
ymarket conditions are less relevant (agribusiness), the answers are
‘remarkably different. This may also tell us something about ‘what
i likely to happen in the event ot a resurgence ot the domestic

market - or CACM, (i.e., exporting activities may be affected
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differentially) The design of a long-run incentive echeme should
probably take this into account.

4) Agribusiness seems to basically tace two problems, one
related to infrastructure (transportation, etc ), and the other to
price incentives (especially financing given their inherent
competitivenese as a resource-based industry). Technical
cooperation in the production of some products was also seen as
important. For instance, in El Salvador we found a firm that was
establishing a joint venture with a U.S. firm to receive assistance
in technology to produce candles. (See Tables 5 and 6, and in the
appendix, Table 13.)

5) In food processing, the situation was perceived as more
complex. Presumably, marketing and provisione of some inpute at
world prices together with sales prices (exchange rates, etc.) were
the most relevant ' issues. When referring to marketing, we are
including development of products appropriate to new tastes, etc..
In Table 13 we describe the break-through of an entrepreneur in El
Salvador who received technical assistance from an executive of
Beatrice Foods. (See appendix.)

6) Artisanry has peculiar problems that relate to
diversification of products and financing. These are emall firms,
and their capital structure is not prepared to maintain an export
activity that requiree credit to buyers. In the appendix, we
'describe the case of a company in El Salvador where this problem is

becoming acute. (See also Tables 5 and 7.)

’\(\



OBSTACLE OR

ATIVITY

Textile, Furniture, and

INGENTIVE . ___Aaxibusiness = ___Shoe Mapufacture

Exchange-Rate
Incentives

Taziffs on
Inputs

.

Financing

Fiscal
* Incentives

laportant: even though the
{nhezrent cospetitiveness of
prisary products makes them
less vulnerable.

Izrelevant,

Izportant: even though
it is not a fundemental
obstacle. Sometimes
scheme involves the
financing of farmers by
the exportezs, but s/he
does have access to
credit,

Important.

Ixtremely important: most
of the time, favorsble
treataent ‘s the difference
between competitive and
non-competitive,

Important: {n some special
cases, like outdoor pro-
ducta, firms had to reach
an agresment with the
dosestic supplier to ob-
tain competitive prices
oo some inputs.

kxtremely important:
high ‘real collaterals’
to firms that have high
investaent in working
capital; lack of insu-
rance policies that
could alleviate previous
problea.

Extremely important:

in this sector we got
cooments of the crucial
importance to them of
tax waivers, ete.,
especially in Costa Rica
whers profit taxes are
Quite high,

'064 Précdhlxu

Extzesely important., -

Izportant: in some of
the firms it wes even
crucial because the
price of glass domesti-
cally supplied was com-
pletely out of line with
world price and it is an
important input.

Ixtresely important:
impossihlity of post-
export financing implies
loss of coapetitivene:s
agsinst more aggressive
sellers with credit
lines at their disposal,

Isportant.
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AILIBANTY and

Izrelovant:

and by this we pean
relative to the other
thres sctivities.

Irzelevant.

Loportant:

problems of liquidity
from sending product
until receipt of pay-
ot 80~-00 days; too
long given structure o!
firms in need of f{rman:
cing; currently some
special lines are bein
made available,

lmportant .
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7) The”‘textile, furniture and shoe manufacturere appear to_

regard a11 incentives and obstacles as relevant. An exception 15};

made for an outdoor product firm that is integrated backward and

'forward - backward into the production of its inpute, and forwardfz

into the marketing of the product in the U s.. A good example of afi

successful 3joint venture was round in Coeta Rica ae described inf?

Table 14. (See appendix.)

8) Transportation is an aspect that appeared coneistently 1n?*

the interviews. This is a subject which may. require more research‘

and certainly some action.

9) The specificity of incentives, as opposed to across the
board and general types of measures, was emphasized throughout most
interviews. |

10) Technological obsoleecence appears to be an issue in the
textile and shoe industries. This may be relevant when attempting
a transition from the CACM to the world market. When designing

incentives, it would be interesting to have a measure of this

obsolescence across industries. We found a firm in Honduras with
liquidity problems that precludes access to new money for financing
new equipment. (See Tables 5 and 13, and appendix ) ’

11) The common external tariff seems to be diluted, in the
perception of entrepreneurs, with all other policy'inetruments; In
the short run, the impact does not seem to be important due to the
fact that most inputs used in export producte are duty-exempted

(absolute anti-export bias). Howeyer, in the 1ong run, the

P
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relative anti-export bies generated by the tariff structure is
likely to have allocational effects. :



INCENTIVE = ___Ascibubioess

Toebno!.ouéd.‘ ﬁni’m .
mlolucmuv DR S

OBSTACLE OR

Problexms of Irrelsvant.
Scale in Pro-

duction or

Market

Marketing lsportant: because of its
speciel nature there is o

lot of family business

among those who buy the

products in U.8.; personal

dealings are important,

ACTIVITY L
Textile, Furniture, and Yood ononu'u‘ -

~—hoe Mapufacturiog .

Isportent: this was the
only activity where we
found vommente about
technological obsole~
scence and the need for
extra invostaents to
become competitive.

Isportant: sll eserial pro-
duction reliss heevily on
largs scsle production for
reducing costs, and even
the techuology is designed
for that.

Extremely important:
changing froa protscted
market where must things

would sell to ocme that is
very demanding and parti-
culer in ite tastes.
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. ‘Artissnry snd

Astivities gohnd‘
!rul.nnt;.»:‘ S Zl"x'r.ui‘w'mt:v.’ :
Izrelevant oo the pro- Irrelevant.

duction sids, May be im~
portant on demand side;
looking for special small
markats is one way to
avoid this,

Extremely important: you
cannot coxpate with big
world food producing

firms, but then epecial
segmants and places of
the market have to be
found.

Important: the change
from emall family
business to large scale

involives, among other’
things, new product de-
velopment and analysis
of desands in world
macket,



OBSTACLES AND
INCENTIVES

Trintpor
tation

Domestic
Infrastructure

Assistance in
Developing New
Products,
Improving Old

Stability

in Profite and
Political
Stabilicy

Supply of
Domestic
Inputs
(Inferior
Quality, ete.)

Cooperation
from the
Government
and Other’
Institutions

——Alribuniness
Important: especially the
infrastructurs is not
adequate for shipping
refrigerated products,
etec.; coats are mot s
crucial obatacle,

Important: especially
transportation ineide the
countries, and specialised
transportation (like re-
frigerated) to the outaide.

Izzrelevant,

Important: even though
instability comes mostly
from world markets
(commodity prices).

Izrzelevant,

Important.

Textile, Purniture, and

Extremely important: two
reascna: 1) very high
coats, 2) tight delivery
schedule that cannot be
complied with,

Important: port facilities
and internal tranr-ortation
ere blamed as inauequate,

Important: this has to do
with learning from the mar-
kot, tastea, ete., which
vary compared to domestic
ones,

Ixtremely important: most
firms need to expand thair
foreign markets and are
operating at low levels of
capacity; stability is
erucial for deing adle to
expand with confidence,

Ixtremely important: this is
why there is a strong incen-
tive to integrate vertically
and this is observed very
often; or special arrange-
sents are found between
suppliers of inputs and
producers.

Inportant: especielly the
Beed for technical assis-
tance and market analyses
for the design of Bew pro-
ducts plus special lines
of credit,

Food Processing
—ASSAViLieR
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Artisanry and
Related

Ixtremely importent:
necessity of bringing
these costs dowm oz

imposaible to compete.

Isportant.

Extremely important: it
is almost impossible to
compete with treditional
food producers ib tradi-
tional products; thie
aspect of the business
48 crucial,

Isportant: these are
more flaxible than te:-
tiles given their labor
intensive nature; expun-
sion or contraction cun
be done without high
costs, '~

Extremely important:
raw materials have to
be of certsin quality,
#ost of the problems,
though, come from in-
puts used for peckesging
in some cases, this {s
found to be & v. Ty roal
handicep,

Ixtremely importent:

most 0f the interviewues
found thet technical
assintance in developing
products, etc., was
crucial; special programs
helped with this, (AID
with governments)

Irrelevant,

Izzelevant.

Extremely {mportant:
again, this has to do
with expanding e
fenily business to s
large scale firm with
product diversification

Irzelevant: these are
highly flexible firms
that can rapidly adjus:
to the ups and downs of
market and prices.

Irrelevant,

Extramely isportant:
in providing assis-
tance for the transi-
tion into lazge scale
production,

A
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We already mentioned the fact that conversations were held with;
government officials and other relevant export promotion agencies.t
In some oases, because many departments or agencies were involved;.
we had to make some choices. In COsta Rica, we met with members ofk
CENPRO and the Economic Planning Ministry. Conversations were also
held with the Director of CINDE, a private export promotion
agency. In El1 Salvador, the same was done at FUSADES and the
Foreign Trade Ministry; and in Honduras, at FIDE and the Finance
Ministry. In Guatemala, the Gremial de Exportadores was very
helpful in giving us their opinions and providing a channel for
obtaining interviews with exporters.l/ |

The following points arise from all these conversations:

i) The incentive policies implemented were not part of an organized
industrial policy. There 1is no sense of priorities as to which

sectors or products should be encouraged the most.

ii) Connected with the point above, it was not explicit whether or
not authorities felt that new products or existing ones should be

prioritized. The feeling was that there was unused capacity in

3/ Guatexpo, the former official export. promotion agency has been
absorbed by the Direction of Foreign Trade. SRR
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fthe economy and also opportunities for investment. Interestingiy'

enough, the new investment may have temporary negative impects on.

the balance of peyments initially because there is no domestic

‘capital goods producing sector.~' There was a vague notion of

foreign direct investment as a pertial solution for this problem.

iii) Taking into consideration the original expectations in the

public sectors, the results have been poor. Most officials feel
that incentives are enough but that they misjudged the time
required for the prooess to take place. Others think that even in

the long run results will not be spectacular and they'mention the

fact that the major trade flows will take place between developed

countries.

.

iv) It also appeared that policies were not coordinated enough and
in some cases some agencies behaved in an opportunistic fashion.
For instance, AID devoted money to a project that involved
abolishing surcherges at Costa Rica's ports. These surcharges
were effectively abolished, but subsequently, the base rates were

increased.

With regard to the lack of coordination of policies, Costa Rica
has the following agencies following independent promotion
efforts:

Minex,

Cenpro,

G
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fﬁxinistry of Economics - Foreign Trade Divisiox

}¥Central Bank - Foreign Trade Department

;iPrivate entities (with of:icial support)
S Liga Agricola - sugar cane -

. Oficina del Cafe
;SEconomic Planning Ministry

'?CINDE | i

Ditferent Chambers.

v) Connected with: the previous point, some projects have not beenl

implemented because several vagencies attempted to carry out the»

same, project. 'AID devoted one million dollars to establish an

insurance fund for exports in Costa Rica. The national insurance -

a'agency and the Central Bank could not decide how to implement it
’and the money sits idle -at the Central Bank. ,

vi) Governmentiofficials believed that credit lines for investment
in new plants-were more necessary than those for working‘capital.
This belief contradicts perceptions in the private sector and
Aprobably  stems from indecisiveness regarding the fundamental
,priorities, i.e. taking advantage of existing ‘unused capacity

versus developing new products with new- investment, etc..

vii)

4gjactivities was perceived;”s'an important‘handicap, especially:the

o’

\
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requirement that real assets be pledged as security which seemedgé

to. run counter to the idea of a development ba;;?

viii) Government officials believe it is important to establish_

joint ventures with foreign firms to take care of marketing andff

production. However, the - firms are - in a better position toT

establish such ventures than the: government 5/

ix) officials were in general very conscious of most problemS’:

cited by private firms (bureaucratic structure not flexiblew

enough, internal transport costs, port costs, etc.), but did,not

see a very quick, easy way out of this.

In some success stories in Southeast Asia, a high»ranking official,

would get  together frequently | with the most impoytant

representatives of the private sector to find out what problems.

could be solved in a quick fashion. This type of contact is

non-existent in these countries and would be recommended.

The bureaucratic nature of all these official organizations make
them very suspicious of the private sector. This ie enhanced by
the overlapping of activities and the general inefficiency of

management.

ug/"' Profits would be the incentive for the foreign firms. Maybe
soma other incentives can be instituted by the government and/or

»AID.

il



t.&;, 8: Velue of Tovsl Central Americen Exports, 1073-1985, excluding Nigarssuy 7:"
“rotaL GUATEMALA EL SALVADOR HONDURAS obsu RICA
.XEAB. nsm‘ ‘26 doll, nem.  ‘Z6.doll. nem.  ‘Z8.dell. pom.  ‘26.doll, ¢ ‘26 dol},
,197551 102566 2003713 623621 849803 513377 534767 203260  30586.5 493308 s1aesej
1076 2463832 2463832 760333 760333 720227 720727 391831 391831 592941 362041
1977 3471921 3275396 1160218 1004345 072762 917700 310777  As1885 ' 620164 781286 .
1978 320009 2013217 1111602  975080.5 630083 353476 f"eb1§ji s27082 884907 758680
1976 3004219 3026323 1217076  9A3469.8 1031720 799783 7ﬁh7 $u&';§uwu 720288
1080 4008412 2726810 1472796 , 1001902 720044 489825 anb° 5a¢’, 1001742 juuﬂ;
1981 3320076 2073608 1108241 683273 490833 306770 712799  AASASD - 1008103 630064
1982 3017553 1630968 1083800 660833 A07SS2 248307 . 635783 399565 670018 530741
1963 3120026 1884804 1110354 673707  A8TA00 203615 e20763 308030 862400 '_'Siégiéy
1984 3315800 2077535 1122300 667154 705100 - A15AB3 . 733800 433873 052600 ‘561524;
1985+ 2054130 1125000  64A062 723000 820000°  ASOAS0. . 920000 526700

3588000

413017

27

Source: Sieca - Marzo, 1985,

Dollars of 1876 valus was obtained .pplyin; the wholesale price index of the U.S. from the International

Financial Statistica - 1088,

* Projection by CEFSA in September 1985,

%
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IV. EVOLUTION OF NON-TRADITIONAL EXPORTS T0 THIRD COUNTRIES

For réference, we will give a brief description of the evolutionf~

of non-traditional exports. In particular, we want to 1ook at‘h

what happened to non-traditional exports, to the Trest of théﬁ

world, and to the level of intraregional trade. This is shown in}'

Tables 8 through 11l.

Several points arise from looking at Table 8.
a) It is a fact that Central American exports took a sharp
fall between 1979 and 1983. This is true for their nominal value,

and especially when we 1leck at their value in real terms. El,

Salvador is the country where this is most evident and Costa Rica
follows. In the case of El Salvador, political factors may have

been the crucial obstacle.

Other factors that account for this fall in exports are:
i) a fall in prices of commodities and volume of
traditional exports, especially in E1 salvador, Guatemala,
and Honduras;

ii) a decrease of intra-regional trade.

The fall in prices, can be seen in Table 9. Coffee, sugar, and
cocoa are the commodities most affected by the fall in prices.

The changes in volume of traditional exports is shown in Table 9a.

gﬁb
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The fell ie unequivocal tor the moet important treditional exportsf

of ell countries except Costa Rica.

To ;lluetrete the 1mpa££aﬁé§*or the velue:chendee, note thet~for;
Honduree,- bananas and coffee account for 56% of total exports, for

El Salvador, coffee and cotton account for 66% of total expcrts,;

for Costa Rica, bananas and coffee account for 45% of total
exports; and in Guatemala, coffee and cotton account for 40% of

total exports.

The decrease in intra-regional trade can be seen in Table 10.

b) It 1is remarkable that even though exports to Central America

keep falling through 1984 and 1985 (Table 10); this is not the
case for total exports (Table 8). This implies of course that the
participation of trade with the rest of the world is increasing.
The question that follows is, what is the role of non-traditional

exports in all this? For the answer, let us look at Table 11.

In Costa Rica, non-traditional exports to third markets increased
by 36% between 1980 and 1984. In Honduras, there was a 19%
decrease' in which the appreciation of the Lempira surely played a
role. In Guatemala, there was a 40% increase between 1983 and the

projection for 1985 made in September of 1985 by CEFSA.

o0
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Coffee

Guatemala (quetzales R RI
per quintal) 361 268 254 254 280
Costa Rica (dollars per e e T
quintal = 220 pounds) 158.9. .114.6 116.14 97.6. 110.1

Bananas
Guatemala (quetzales °

per quintal) 7 1 15 14 1e
Costa Rica (dollars Per TR TS 0 CAR s i 3
metric ton) 213.0 224.0° '225.24 237

Raw Meat

Guatemala (quetzales R T SO
per kilogram) 2.61 2257 2.10 1 77~ l.42 .
Costa Rica (dollars P e LT
per kilogram) 2.72- 2.23 2419: 2 29; S 2.32, .

Sugar , \

Guatemala (quetzales S S F e
per quintal) 33° .43 21 29 . 32
Costa Rica (dollars O R T S LU L
per quintal) - 25,86, 26.8 13.9 20.3  15.1

Cocoa
Guatemala (quetzales

per quintal) 208 204 144 152 . 151
Costa Rica (dollars , ’ R R S NI
per quintal) 89.2 61.8°  55.35' 56.64  63.83

For Guatemala, average prices.

For Costa Rica quotations cited by CEFSA., . ’

Sources: CEFSA, July 1985 for Costa Rica; Banco Central de
Guatemala, Boletin Estadistico, December 1984.V»
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able : Pe nta ange Volume
Ixaditional Exports between 1979-84
. Honduras [El Salvador (Costa Rica Qg_mLate
Bananas. -37% +4% +17%
Coffee -23% -22% +52% -11%
Meat -72% -86% +21% -46%
Cotton -42% ) -69%
Sugar +13% +118% +23% . +80%

Cocoa . -68%

Source: Elaboration on the basis of statistical reports of Central
Ranka af tha ronntriaa Aitad
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c) The role of non-traditional exports to third_cbuntries;has bééﬁjﬂ'
very important in maintaining the level of'ovefﬁlluexpprts'at a
time when exports to CACM countries fell sharply;u Figures for E;
Salvador reflect other factors playing a negative role, i.e.,

political.

d) The results yet to be seen are whether or not this increase in.
extra-regional exports. continues to offset the decline of
intra-regional trade plus the fall in the value of traditional
exports. Furthermore, the dquestion remains: what will be the

effect on extra-regional exports when and if the CACM recovers?

In some cases, the evolution of non~traditional exports may be
seen as disappointing given the incentives that were put into
place recently. Several things should be kept 4n mind:

a) Most of these incentlves came to offset a
traditional relative anti-export bias, They do appear to be
quantitatively very important, but so is the effective rate of
protection for most of the products which are now to be exported
to third markets. This consideration is relevant for the
longer-run. In the short-run, the absolute anti-export bias is
not very important given that most of the imported inputs that go
into the production of exports are duty-exempt.

b) The process of becoming an export industry to
third markets is a slow one. Learning may take a long period of

time, and most of the results are yet to be seen.

O



33

YEAR' value I total value X total value X total wvalue X total value I total value X totsl

1875 1478,7 76.83 443.8 23.07 l68.2 26.98 141.7 27.81  26.3 9.07 107.2 21,74
1876 1934,4 78.45 531.4 21.55 189.0 24,86 176.0 - 24,43 35.6 g.11 130.6 22.03
1977 2820.5 81.24 831.4 18,78 222.4 19.17 211.6 . 21.78 43,4 8.51 172.8 20.99:
1878 2492.5 . 77,88 716.4 22,32 254.9 22,94 233.5 . 37,02 49.1 8,17 178.6 -20.66
1979 3102.6 78.47 801,5 20,53 299.6 24,62 286.6 25,84 - 60,0 8.32 - 175.3 18.77.
19680 2954,.6 . 73.72 1053.7 26.28 403.7 27.41 295,7 41,08 I 85.8 0.1 270.% 26;991
1981 2455.0 73.83 8635.9 26.07 355.3 32,08 208.4 42,07 63.9 9.25 '238.0 23:51
1982 2304,1 76.36 713.3 23,64 320,0 29.33 174.2 42,73 51.8 7.81 167.1 19,21
1983 2406,9 76.93 722.0 23.07 320.9 27,61 164,8 ° 33,83 61;3 9.28 187.0 31.70f
1984 2800, 4 80.70 681.1 '19.3 291.4 25.13 170,0 24,11 47.7 6.48 172,0 18,05

1985+  3028.0 84,40 360.0 15.6 250.0 22.22 140.0 18,23 35.0 4,26 135.0 14.67

Source: Estadisticas An-littcnl.dcl Comercio Intracentroamericano, Sieca - er;B 1985,
CEFSA Consultores Econowicos y Financieros, Costa Rica, September 1885,
* Projection by CEFSA in September 18835.

able H ¢ Role of Non-traditional Exports t ird Countries

(millions of dollars)

GUATEMALA EL _SALVADOR RONDURAS COSTA RICA
Non-Trad. Non-Trad. Non-Trad, Non-Trad.
: to Thizrd Total to Third Total to Third Total to Third Total
Year Total Markets CACM Total Markets CACH Total Markats CACM Total Markets- cacH
1880 1472.8 n.a, 403.7 720.0 71.9 295.8 813.8 130.4 83.9 1001.6 150.4 270.3
1981 1109.2 n.a, 355.5 480,8 66.2 206.5 712.8 108,35 65.9 1008.1 171.0 238.0
1982 1083.8 n.a, 320.0 407.3 54,8 174,2 655.7 87.0 51.9 870.3 160.86 167.2
1983 1091.7 110.8 320.9 T A87.4 55.7 164.7 660.7 78,1 61.3 862.4 151.5 1&7.1
1984 1132.2 134,7  291.4 780.9 82.4 170.0 735.8  10s5.1 47,3 952.6 2047 172,0

1985+ 1125.0 155.0 250.0  723,0 80,0  140,0  820,0  100,0  35.0.  920.0  210:0 135.0°

Source: SIECA various reporta, i

CEFSA raport on Central Anc:tcln lttultton, 8-pto¢bc: 1983, .
n.a. = Not available ) s
* Projaction by CEFSA in Septembar 1905.
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‘ c) The world market is in the middle of or coming ouﬁﬂ
of ai‘recession which accounts for a very competitive world market%
where dumping and restrictive practices are quite common. |

' d) Results from the CBI initiative should not'ﬁé]
gxpggtgd to be spectacular. True, these countries can now avoiax
qustﬁé imposed on others, but most of the exemptions either
already existed or amount to a small percentage. Having access to
a market 1is, of course, very important (absence of quotas), but¥

then competitiveness is crucial for selling at a profit.
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Table 12 contains a description of the incentive scheme under the
following headings: fiscal incentives, exchange rate incentivee,a
financial and related incentives, and institutional‘incentiveei{
Where one of these headings does not appear, it means there are noc

incentives of that sort.

This description is not intended to be a thorough analysis of the
incentive system. In particular, it is not clear whetner some
measures are superimposed on others. For instance, the“draw-back
policy may be applied together with the CAT or ‘they nayvbe
exclusive of each other. Similarly, the profit tax exemption may

or may not apply depending upon the circumstances.

Furthermore, there are some implicit subsidizations that we do not
capture. In some cases, national commercial agencies subsidize
domestic -producers by selling at a 1loss. There are also eone
general incentives to produce a particular item that have not been
taken into account, they are important for the absolute

anti~export bias but irrelevant for the relative anti-export bias.

These considerations are outside the scope of this study but are

very important and indicate an area for further research.

| 5/ -  This section is an’ update of U.N./ECLA: . "Centroamerlca° La
Exportacicn de Productos Industrialee..;" (E/CEPAL/MEX/1983/L 10)

o\
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The description does show that the schemes adopted by the

different countries are very similar. The practical applicatidh
may result in different monetary incentives resulting from, for
instance, superimposition of incentives in some countries and

exclusicnary incentives in others.

One aspect of Guatemala's system is of interest. Non-traditional
exports outside the region are discriminated against because they
receive only 50% of the proceeds at the parallel exchange rate,
while the same exporfs to the CACM receive 100% of the proceeds at

the parallel exchange rate. Furthermore, an entrepreneur

complained about the disincentive of a new tax on the

'extra-benefits' from devaluation. (See Table 15 in the appendix:

Food Products.)

It 1is necessary to point out that some of the incentives mentioned
in the tab%e have not been implemented. 1In particular, what we
call 'Tax Cancellation Certificates' (See Table 12.) Costa Rica
is the only country with some history in its application. The
existence of an active stock market in this country facilitates

the transferability of this instrument.

The question remains as to how useful the incentive will be in
countries where no stock market exists and transfers may take
place at very -higﬁ premiums. it is fair to point out that the

experience in Colombia and Peru shows that this problem is not

0f5



37

féieVant. Bahké‘trddé thgsg certificates, which makes them highly
liquid and’ the prémiuﬁ is the normal one for discounting

operations.



FISCAL

v

21 Salvedor

Gonta Rics

Qusteaals

Honduses

a)

duties: qualified indus-
tries may bring inputs uoed
in the production of
exports into the country on
& tsoporary basis without
import duties; #uty free
import of goods into fres
trade sone,

b) kxemption of direct
taxes: qualified activi-
ties will bs exempted from
the payment of profit
taxes; total exemption of
poywmont of taxes on firm'e
sseets and weelth,

¢) Fxemption of indirect
LaXea: no export taxes tor
Bost producte (non-tredi-

. tional}.

INCERTIVES
IR EXCHANGE
RATES

 APRLIED

d) Isx cancellation
Sertificates: certificedo
de compensecion tributeria:
up to 101 of the fob velue
of export can be deducted
from taxes.

a) Free remittance in
foreign curreacy of

funde frcm exports to
countries outeide the
region ellowed to foreign.
firms,

b) Non-traditionsl ex-
porte tu Centrel Amer-

ice receive the pars-

1lel zete.

¢) Non-traditionsl exports
to third countries .
receive certein com-
poeition of officiel

and parellel eccor-

ding to composition of
imported inpute.

Q) i

futies: refund of taxes
paid oo inputs; duty free
import into the country of
inputs ; refund or
exemption from tax for
econcmic stabilisation; to
introduce and process all
class of materials destined
to be exported to third
markets.

b)

Laxey: exemption of 100I of
profit taxes om mst profite
of quelified ectivities
obtained from non-tredi-
tionel exporte: sxeaption
from taxes on firm's

sssets for quelified
sctivities,

e)

Laxes: refund of seles
taxes and other taxes on
inpute, raw materiels,
sachinery, equipment and
spare parte for products
thet will be exported; no
taxes on exports for moest

products,
d) Iex cancellstion cer=
fification: Certitficado de

Abono Tributario (CAT)
equivelent to 15T of the
Lob price of exports;
Certificedo de Incremento
de las Exportacionss (CIEX)
up to an equivelent of 10%
of tue increment in the fob
velue of export with respect
to & bees year.

a) Froe remittance in
foreign exchangs of funds
originsted in exports
allowed to foreign firws.
b) Coete Rica hes ¢ unified
exchange rete system.

o) Exeset'qo of Ameort du-
£122: suspeusion for a year,
renewable, of customs du-
ties and other taxzes on in-
puts and other articles, in-
cluding sasmples, furthermore,
capital goods needed for
said industries could be
s0ld after five years;
exsaption of nationsl and
mmicipal duties for intro-
ducing and pricessing goods
in the free trade some.

b) Exsmotion of indizect
faxep: totsl exemption of
profit taxes for inctare
from sele of axports.

¢) Exemption of indizect
1axes: exemption of consump-
tion taxes on some inputs;
no export taxes for most
products.

8) Non-treditionsl ex-
porte to third countries
receive 30X of the pro-
coede at the parallel
cate,

b) When exported to CAM
countries, they receive
100X at the parallel gete.

o) Exsmption of $axes:
tesporary import regims
export products; this .n
cludes importing machines for
these purposes; beneficiaries
of this decree will not be
oligible for other laws of
export prcwmotion; profits
from exports under this re-
sime will not pasy taxes for
& ten year period, if the
fire {s industrial and all
ite production is exported
to thizd countries genera-
ting direct employment,

b) Iax cencelletion ger-
Sificetes: CEFEX ~ Cortitica-
do de Fomento de Lxportacio-
nea - can be used to pay in-
direct taxes and it has a 3
yoeor velidity; to non-tradi-
tionel products exported
with & minimm national
valus edded of 20 and to
firms whose export volums
excoeds 75T of the base year
(calender year previous to
the enectment of this law =
1882); the CIFEX will be of
102 or 13% ec:ording to na-
tional velue udded. (CEFEX
will apply for non-tradition-
Bal exports to CACHM if no bi-
laterel agreeamesnt. applies).

‘or

a) There are no officisl
exchenge rete incentives;
one hears of different
srrangements, like letting
the exporter keep certain
amount of dollers and ex-
changs them in the black
market, etc.,



FINANCIAL,
COLLATERALS
AND

INSURANCE |

INSTITU-
TIONAL
JHCINTIVES

NEW

Ll _Salvador

a) Bpecial line of export
credit - Banco Central.
b) Special line of pre-
export credit - Janco
Central,

¢) Guaranty fvad for
export credits,

d) Credit insurance for
axports. It was not
possible to establish to
what extent these are
operational incentives
and if their amounts are
significant,

a) Instituto Salvedorena
de Comercio Ixtwrior
(crested by the Ley de
Fomento de Exporta-
ciones).

b) Fundacion Salvadorens
para ol desarrolle
(FUSADES): AID funded,
provides technical
asaistance of different
kinds to non-traditional
exporters.

a) Tax-free sone of San
Bartolo.

b) Fiscal incentives for
commercial enterprises in
the exporting business,.

a) Formation of a oenter
of Export Documents
{(Centro Unico de Docu-
sentscion de Ixporta-
tiones), that will cen-
tralize legal aspects
concerning exports,
b) Totsl exeaption of
profit taxes for proceeds
that can be asttributed to
exports for a period of

. This will aleo
be true for tax on firm's
asaets,
¢) All exemptions applied
to producers will also
apply to trading companies
that export non-trsditional
products.,
d) Firms thet provide ser-
vices required and orien-
ted to promote non-tradi-
{onsl products abroad
will be exempted from
profit taxes. Certificado
de Abono Tributario (CAT)
can be up to 301 of FOB
velue depending om:
national value added,
volume of labor used,
contribution to diversi-
ficetion of products and
nazkets, foreign szchange
goneration.

a) Credito post-smbarque:

program for financing indus-
tzial sales - Banco Central.

b) Credito pre-exportacion:

progren for financing indus-
trial sales - Janco Central.

e) Fondo de Fomento de las
Ixportaciones - Banco
Central, Credit insuramce:
Acuerdo Instituto Nacional
de Begundos (not yet put
into practice).

a) Technical Assistance and
promotion: Centro de Promo-
cion de exportacionas y de
Jdas inveraiones.

a) Free tzeade sones of in-
dustry and commerce: sona
procesadors de exportacihn
de MOIN,

b) Internatiocnal marketing:
creation of the consorico
de exportacion de productos
Costarricences 5.A., 1080,
¢) Alr and sea transporta-
tion: participatiom in
NRAMACAR and LACSA,

a) Tax cancellation cecti-~
ficate for 3501 of the

ssount paid for equity of
non-traditional exporters.
These exportors should be

selling abroad 1002 of their
production. Up to 252 of tha
net profits will be exempted

on this account,

b) Export contract: this is
an instrument for coordina-
ting benefites and acte as o
guarantee for 12 years as
for the above aoncessions.

¢) Temporal admiasion regime
(1084), Suspend all kinds of
taxes on materials that will

Costa Rice

Guatemala -

a) Fondo de Gerzantia
para otorger avales,
Kot yet operatiomsl,

a) Guatexpo existed uncil
tecently and hea been

absorbed by the Direccion

de Coadrcio Exterior.

b) The ‘Cremial de Exportadores’
providas assistance to euporters
and chuanels somo AID mrney for
thesa purposes.

a) Tax-free scue Santo

Tomas de Castilla,

b) Incentivos fiscales para
empresas cowercislas de axporta-
ciom.

Moat of the fiscal
as: 1) total export industrial incentives are part

8) Firme will be classified
firme: thosa that devote ell of & new lew of 1084,
their production to exports

outside the region; 2) partial

export-industrial firme: thoss

that devote only pert of their

production fnr markets outside

the region.

b) Profits related to export

cctivitios will be tax-exeapted

for a period of ten yearas,

¢) Certificedo de Abono Tribu-

tario: not emplementad yet.

be imported to be transformed

and re-exported.
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The instability of policy instruments is a major concern when
considering export promotion. Commercial policy is one aspect of
export promotion closely connected with others (fiscal incentives,
exchange rates, etc.). At some point it may even become
irrelevant given the instability of complementary instruments,
such as the exchange rate policies. To describe these policies in
detail would take another study. However, as an example, we will

review the situation in El salvador since 1982,

El Salvador has had a tradition of fixed exchange rates as have
all other Central American countries. By the end of the 1970's it
appeared that this rate was not sustainable for several reasons:
a) oil shocks; |
b) reduction of the value of exports due to diminished
production and a fall in their foreign prices;
c) an important fiscal deficit financed through money
printing, affecting inflation and therefore the value of

the colon vis a vis other currencies where inflation was

more benign.

In August of 1982, a parallel market was created. This was
remarkable given that for fifty years the colon had been fixed at

2.50 to the U,S. dolla:.



@la

Between August of 1982 and June of 1985, three exchange rates
coexisted &/ R
a) to import 'essential' goods (medicines, tertilizers,:
pesticides, wheat, raw materials for oils and butter,:
oil and capital goods), dollars could be obtained at the
official exchange rate of 2.50 colones per dollar;
b) for non-essenﬁial goods (which are contained in "lista
G"), even though the parallel market could bhe used, in
practice the black market rate applied at the margin.
This rate oscillates and has reached the level of 11
colones per dollar;
c) for the rest of imports, dollars coﬁld be obtained at
the parallel rate which was set at 4.50 coloﬁes per

dollar.

On the export side, the situation was as follows:

a) traditional exports (coffee and sugar) within the
international quota, received the official exchange
rate;

b) Central American exports received:

| 1) the official exchange rate before Decamber 1984;
2) from December to March 1984, 50% at official

exchange rate and 50% at the parallel rate;

&/ This information was taken from a report by FUSADES
WReflexiones de 1la politica cambiaria: sintesis de una charla."

Octubre 1985, El1 Salvador.

\&¥
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3) from March 1984 ‘to June 1985, 308 at the official”\;ﬁ
o exchange rate and 70% at the parallel rate; R
, 4) from June 1985 100% at the parallel rate;
c) non-traditional exports. to third countries received a
: ‘mix of the official and parallel rates according to

- their coumposition of imported inputs.

In _June of 1985, changes were introduced involving the parallel and
black markets. The latter was indirectly recognized because now
fluctuations in_ the parallel rate would follow those of the black

market rate.

With regard to exports, a certain portion of traditional exports
j:illion for coffee

would receive the parallel rate (up to $90 U s.
and $17 5 U.S. million for sugar) Non-traditional exports would
receive the parallel rate irregardless of: their £inal destination.
Furthermore, most of the financial transactions (royalties,

transfers, etc.) would be valued at the parallel rate.

An interesting phenomenon appeared in the coffee market. coffee
exports outside the quota received a higher rate than exports
iwithin the quota (a mix 'of official and parallel rate). This
resulted in E1 Salvador not fulfilling its export quota.

"The description of the situation in El Salvador indicates the

‘Lchanging signals faced by the;;domestic producer when making

M
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decisions. These. changing signals may create a eituation where the¥

whole incentive system becomes ineffective in its attempt to

reallocate resources. El Salvador is a gcod example of a process

that is going on in other Central American countries.



a
VI, SUMMARY AND RECOMMENDATIONS

Total Central American exports fell between 1980 and 1985. This is
true for their nominal value and especially when ve look at their
value in real terma. Two things account for this°
;opl) decrease of intraregional trade;
2) fzll in prices of commodities, and volume of traditional
exports in some cases 1like E1 Salvador, Guatemala, and

Honduras.,

Exports to the rest of the world in 84-85 show an upward‘trend.
(éee Table 10.) Non-traditional exports seem to play a role in
this phenomenon. (See Table 11.) The fall in intra-regional trade
was 8o sharp between 1980 and 1984 (30%) that offsetting it with an
equal increase in exports to the rest of the world was a very high
target indeed, especially given the circumstances of low commodity

prices, and a very competitive market for non-traditional products.

Total exports in 1985 remain, in nominal terms, 10% lower than they
were in 1980, even though non-traditional exports to third markets

have increased by 12%.

If was expected that a sharp increase of non-traditional exports
outside the region would offset these negative factors. Thisfdid

not occur. Given the small base ofonon-traditional exports fo the

\Qﬁb‘
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uhfééiiétic hope.

There are many policy instruments which interact and c@héﬁéfus§§f£§g
prbmoté exports. Most Central American countries haye institutéd”%f
variety of export incentives consisting bésically of: s
1) Exemption of import duties to inputs of export activities
2) Exemption of direct taxes on profit for export
activities, Profits considered are those related to the
export activity itselft. N
3) Exemption of indirect taxes like sales taxes and other
taxes on inputs.
4) Tax Cancellation Certificates in domestic currency (like.
the Certificado de AbonovTributario, aetc.). V
5) Incentive exchange-ratebv;pplied. Most.countfies
have several exchange r@tes and apply a f&Vorable one to
non-traditional exportq_ to third countries. Noticé also
that exports to the CACM countries receive at least the
same exchange incentive as thosé to third countries. (See
case of Guatemala, Table 12.) Also notice that in some
cases, disincentives are introduced with the incentive
system. For inséance, in the case of Guatemala, a tax was
introduced on thé 'extra-benefits' from devaluation. (See
Table 15 in the appendix - Food Products.)
6) Financial incentives (loans, insurance, collateral).

7) Insfitutional'assistance of different kindas: technical

o

AP
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assistance, marketing assistanqe,‘ technology transfer
assistance and simplification of export procedures.
8) Services 1like tax free zones, more efficient and less

costly air and sea transportation.

An overvalued currency counteracts other export incentives in some
countries, (for instance, Honduras). Moreover, the instability of
exchange rates results in the whole system of incentives sending
confusing signals to producers. This is so because most policy

instruments are complements.

Most of. the expected results are yet to be seen, however, some
countries have been very successful in their programs (Cosﬁa
Rica). The reason for the slowness of response is that the

learning process is in most cases a costly and difficult one.

With regard to the Common External Tariff and non-traditional
exports, we mentioned this as one of many instruments in the effort
to promote exports. Its effect is then diluted in the whole
ir_entive scheme, particularly in the perception of entrépreneurs.
It was clear in the interviews that other instruments predominate
in their perception, such as exchange rates, transportation costs,

infrastructure, etc..

It is also fair to point out that the absolute antl-export bias is

not so important because most inputs used in export products are

e
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duty-exempted. However, in the long-run the relative anti-export
bias generated by the tariff structure is 1likely to have an

allocational impact.

Effective rates of protection for the domestic market for most of
the products that are supposed to be exported remain, in general,
fairly high. In the long-run, this may encourage production for
the domestic market instead of production for third markets because
profitability to the 1local entrepreneur will be .higher in
production for the doméstic market and investment will be allocated
accordingly. To summarize, the tariff system has different effects
according to the activity. However, in the short-run, it does not
seem a crucial element in export promotion. This is not to den&
its relevance for the long-run. It is precisely there, and in its

role as resource allocator, that its importance lies.

Most of the aqther obstacles found are already well known such as
transport costs, financing, etc.. Here there'exist institutional
probiems that héve to be solved. For instance, a very conservative
banking system is supposed to be acting as a development bank; in
general, this will be a contradiction in terms. Most of the
infrastructure, ports, etc., are quite ineffective in carrying out
an efficient and smooth export process. Furthermore, transport

costs appear to be an important constraint in many cases.

There are several other issues that can only be overcome with

\pﬁ
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entrepreneurship and initiative. ﬁost of thé‘ uuc¢es§és‘f¢und
involved these elements and we are afraid that there is no good
substitute for <them, not even an éxcéllent incantive sYstém.
Helping those individuals with initiative to succeed will probably
have demonstration effects on others and bring out similar elementé,

in then.

As far as policy implementation is concerned, we thought it useful
to distinguish four types of activities:

1) agribusiness; 2) textile, furniture, and shoe manufacturing;
3) food processing activities; 4) artisanry and related
activities. This will help in pointing out distinct problems.
pertaining to each activity. .

It seems also that those actually or potentially involved in export
activities could be usefully divided into four groups:
1) those already exporting non-traditional products to third
countries;
2) those exporting to the CACM but not to third countries;
35 those that are willing to export but have not been able"
to do so, even with considerable effo:t:
4) the rgst includes potential exporters without explicit

interest in exporting at present.

When implementing any policy geared to promoting exports we think
that these four categories should be kept in mind. Why?
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‘their problems may be quite different es it appears from

“c7the interviews,

2)

,3)

4)
5)
6)

7)

'general types of policies directed at all ot them may ‘e
.uselees becaus: of the lack of specificity;
most of the exporters interviewed needed asbistancejinif

very specific areas: assistance to develop e,specifici"

line of production or to solve a particular technoloQica

problem, analysis of very specialized segments of the
U.5. market or world market, etc.

to direct general policies like conferences, etc., at-
these individuals may be a waste of time; |
success stories, in general, involved joint ventures
that permitted shared technology, marketing, etc{:
efforts to generate more of these type of ventures mey
generate very good results in a short time:

lack of specific knowledge of a process, technology,
etc., has to be solved by some knowledge transter or
technology transfer. This can be done by eliowingetne
training of specialized personnel in U.S..plents; orfthe

direct assistance of a U.S. technician or‘expert with-

experience in the field. The U.S. firm perticipeting1in

these exchanges should‘heve‘efrery;reel incentive to“ti

~cooperate.

The‘ proolem of designing a more'specialized or specific incentive

o seems B complicated.,t

'solving these

IS
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institutionai problems ie'; crucial it exporters or would-be”.
exportere are to evolve to a new level of entrepreneurship and

competitiveness.»

It appears that official policies are not coordinated enough. Some
agencies may also be behaving opportunistically and attempting to
go against the export promotion procese.. (See the case of Costa
Rica, page 25.) A more centralized control may be needed adding to
the credibility of the public sector's approach. Furthermore, the
complementarity of instruments in the incentive echeme should be
recognized in order to avoid confusing signals from uncocrdinated

policy implementation.

Another method would be for the .responeible parties of the

centralized organization to have hiweekly or monthly meetings with
the most important representatives of the export sector in order to
identify problems and directly intervene in their solucion. _This

method constitutes part of the'story behind well-known eucceeees,

\\V
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HE INTERVIEWS: ORG ' D

a) Type of activity, from the economic point ‘ot view it ise
interesting to note what - type of resource is exported.j;
Furthermore, it g very different to deal with an exporter who hasﬁi
a high- component of imported material as intermediate inputs versusi
one who takes advantage of competitive production of primarygg

products and,processes then.

b) Differsnces in profits from selling inside the CACM and in thirdil
countries. here the presumption is that ths producer behaves like a
discriminating monopolist, covering fixed costs on domestic sales-
and selling abroad at variabls cost. The question was oriented toe

'see if this was the relevant way of looking at ‘the world.

c) Stability of profits from selling abroad: this'questionfwasv
oriented to determine: | | L
1) real exchange rate effects on revenues from exports,

2) stability of other promotion policies.

_yd) Percentage devoted to third countries. This gives an idea of

;;how important the activity is for the firm. Wes‘%“o'trisd to find'

,fout the absolute dimension of the plant.

"fe)f‘ An open question that aimed at learning; which wafé;gtng

‘fundamental obstacles found by the firm asAaniexporter..

\Q&
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'f)‘ Another partially open question wes designed to get further

information on the company's context. Wes the export direct or
fthrough a trading company? | Was the CBI or GSP used? Was the
produot different inside and outside? Is ;the plant labor or
capital intensive? When did the firm start to produce and when to
export? Is ownership completely national or not? This giyeS‘a
general ideal of the type of activity of the firm and thef
initiative of its management. Presumably, a joint ventnre witnf
foreign ownership could be more successful in foreign markets given

their experience.

W



IMPACT OF COMMOM

STABILITY OF
FROFITS IN

SELLING ABROAD

PERCENTAGE
DEVOTED TO
THIRD

COUNTRIES

FUNDAMENTAL
ORSTACLES

Non-traditionsl: agricultural products with scme processing (sesame,

honey, etc), In general, thes) are very labor-intensive exports.
They alsc generate employment in the primary sector,
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Non-traditiomal industrisl (ohci’l.
textiles); 1002 mational owmership

Only Foreign market for these producta.

Very unstable: 1) fluctuation of commodity prices in foreign
markets; 2) variations in policy (foreign exchange receives
parallel rate),

All production is devotsd to third countries,

1) Agricultural sxports have not beon so sffected by the collapse
of C.A.C.M.. Industrial firms have been the ones affscted by uni~
lateral decisions of protecticnisa in CACM. 2) Exchange rats
incentives (parallel market) have besn fundamentel for our exports.
3) Marketing of these products is {mportant, involves a lot of
personal reletionships beceuss family businesses are involved; trips
to New York to deel directly. 4) In general, banks are not involved
in the transactioms. 3) Major problem: attespt by the govermment to
establish ginipup export price. (ne has to register in C.Bank
axpected receipts of foreign exchange. Then commodity prices
fluctuate end the C.Bank is reluctant to accept lower receipts.

8) In general, goverrment officialis do not collaborate.

1) The system involves financial eand technical assistance to the
farmor producing the primary good. This is carried out by fim
itself. 2) Currently in process of joint venture with Boston firm to
produce candles. Thay would provide technology and we would provide
labor and rew materiale. 3) Currently new incentives; change of

., Export Promotion Lew: a)total exeamption of taxes for ten years; tu

b) special credit: low retes and long terms. 4) Parcentage of non-
treditional exports of this kind is omall, even though market is
Teally important. 3) To offeet the fall of traditional exports will
be difficult, in eight years the volume of production of coffee fell
from 3 million quinteles to 2.5 million quintales. It tekes time t.o
develop agricultural industry, (Chile, 10 to 15 years). 86) Credit
incentives are becoming very importent with new line for exportsrs
with money provided by AID. In any case, real interest rstes are
very low, MNominal are around 10X and inflstion 20-25X, 7) Kow we
are in prograa of Genetic research to increase yields.

Differeotiatad products, The product fo
foreign market is different from that
for the doaestic market, Given
drew-back..,,., common external tarlff
does Dot affect beceuss suppliers are
foreign.

Currently 1002 of velus of exports at
pazallel rate end iamported inputs are
paid 302 official and 501 parallel
rate. This is important incentive.
Thers is uncertainty about changes in
this policy.

1 to 2%, &nd expected to increass to
xeplace lost CACM market,

1) Nundamental obstacle is transporta-
tion costs. 2) Yo camply with dates of
delivery. U.8. market {s very demandin
on this is3ue,

1) Incentives to export ars not profit
but the acquisition o? foreign exchange
2) Tranaport costs are very high
caspared to those of other exporting
countries, (for instance, Braszil).

3) Shoes ars pot covered by CBI.

e
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FUNDAMENTAL

Non-traditional industoy: .labor intensive in majority of lines:
labor tpkcq 0£71200; value of machines approximately 840 million,

55

Bon-traditional industriasl - food
processing: this is a labor inten-
sive sctivity; tried beans, jala-
peno peppers, etc.; sales of 87
adllion,

1) Local production s s181des. exports to have sccess to forsign ex-
change. 2) Local ssles bring 20-252'more ‘profits than sales abroad.

1) Through FUSADES, AID uses experience of exporters to promots
other non-traditicnal exports. 2) If industry qualifies as met
exporter, no payment of import duties is required. 3) Certificado
Abono Tributario (CAT). Is not yot in effect, unknown promotional
effect, 4) Politicel problems in country so important that ecopenic
problems are secondary to government. Rules are Dot clear. 5) Thera
is no formal contact between govermnment and private sector.

8) Products of El Salvador in world market are naturally discrimi~-
nated against becsuse of uncertainty, 7) Uaavailabllity of foreign
exchangs to by imported inmputs is fundamental.

1) This is s vertically integrated firm. 2)Origipally firm was orge-
nized to supply the CACM, When problems aross, CACM weist from 40-50%
of the market to 10-13 of the market, Currently sales to third
countries are 1-21 and expected to increace, We are using 60-65% of
installed capacity. 3) Sales are through broker. It is not posaible’”
to be exclusive supplior of given market. 4) Lxperience was ecquired
through licenses of Wolberg, Brown Shoe, etc.. Furthermore, firm
started with assistance of Generel Shoe Corporation of U.S.A..

3) Insurance and financing is not sufficiently developed. 8) Tech--
nologically there are no problems, this is standard {n ths world.

1) We do po sell seme product in-
side and outside becauss with some
products we sell inside, we just
carmot compete outside (hot sauces
and ketchup).

Profits are relatively stable,
concerned stbout stability of
incentives; currently getting
basics at undervalued rate
(electricity, oil, aetc.); not

- olear bow long this is going

to last.

1) 85X domestic market

131 third countries. Q) fixed
costs are small, so {t {s

Dot possible to decreass average
cost much by volume.

1) Our cepital structute is such that
we canti¢ compete against the Del
Montes, etc., with all advertisanent
thess people cen do, 2) Credit can be
obtained at reasonable rates and this
ia pot an obstacle. 3) Lessons to be
learned: got marketing help right
away; now there are organizstions who
help (FUsADES),

1) CAOM was obviously an unfeasible
market in the medium run. Unilatersl
devaluations chenged competitivenass
completely from one day to the next,
2) Lots of ercors at the beginning to
got into U.5, market. Brokers would
make one sale and then no follow-up,
etc.. 3) Finally with help of FUSADES
brought a marketing executive from
Beatrice Foods. Defined marketing
policy on the basis of this asaistance.
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thousand,

' iiau.'m'.; food processing: 80-90 1".@1&7’.@‘.‘, tized ig@igi ‘ot 880

oy

" Artessn and regional products:(birds

sade of cloth and similar erticles).
In 1 1/2 yours we went fromw 50 units
daily to 450 wnits daily, 500 workers:
200 in fectory snd 300 in housshold
enterprises,

Bottles from U.S, without taxes but shipment cost ia too high,

This {s reslly a problea of natural protect

costs,

ion becauss of transport

1) Meetings orgenised to “"sell abroad"” are too general and do not

halp much. 2) Need of mors specislized type of arrangements. 3) Pro-

blem of vary high competition in axport sarket and suppliers of
slass face little competition in their own production. 4) Incentive
used in finencing: ‘Linea de Ixportacion’, interest is 2 points
lower then otherwise. 3) AID sffort (FUSADES) need mors specific
directions: what market is availabls, what product you havs to
produce, can we produce this here? 8) Transporation costs grucigl.
7) Pricewise, we are devalued but still getting basics at non-
develued dollar (oil, slsctricity, etc.), Oreat incentive but not

going to last long.

1) Need to find certain niches whers big ocnes do mot go. 2) Market
certein products that require s lot of hand labor, certain climatic
conditions available here or mroducts that people have not been
Producing for other ressons. 3) We had not thought in food service
market (resteurants, bars) and it turned out to be the best.

4) Current arrangesent: we send products to s warshouse in U.8,

end broker sells the product from there.

1) Prices are the seme, Originally
wers lower inside, thie provided roco
for arbitretion which ccurred,

2) Toreign inputs are minimal,

3) Yoreign exchange is received at
parallel rate. ’

1) 9352 of the products sre exported
extre-reagionally. 51 go to stores in
hotels, airports, etc., so they end up
abroed also. 2) 1,200,000 U.S, dollars
are exported yearly,

1) At tirst, urtistic emterprise, no
sense of warketing. 2) Kow, everything
is dovs through distributors, 3) In
Sept. ‘83, & sole importer was designa-

.ted. This avoids price war in the case

of seversl distributors. 4) Reform of
diotribution channels parmits us to get
feed-back on what goss on o the
markst. 3) Zundazontal prodlem was lack
of knowledge of the market. FUSADES.
helpcd us make contact with Anerican
coopany (8tine Winder). 8) Tranaspor-
tetion hes not been an obatacles.
Recently, sirfares wimt from official
market (in dollars) to parallel markst,
but there is still no problem. 7)
Competitors sppeared with the same
products from Taiwan snd we bad to
lowor costs to compets. This imolved

snginsering changes in the plant.

1) FUSADES provided technical assis-
tance to be able to grow, 2) Currently,
proparing new articles and testing the
warket, (30 new products). 3) Expan-
sion was financed with owvmn funds.

4) There are some liquidity probleas,
but there should not be any problea in
gotting some pre-sxport loans that

are AID lines,
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Non-traditional industrisl, (furniture, outdoor products). Joint
venture with U.5, firm, 30X national osmership. U.u. firm is sespon-
sible for marketing. Costs Ricans are responsible for production
sales of spproximately 5,000,000 U.S. dollars yearly. Fixed copital
$350,000, 120 workers.

Trader of non-traditional goods to non-
traditional markets. 8 years in the
business. Trades 2,000,000 dollars a
ysar,

1) All imported intermediste inputs are duty-fres. 2) Provision of
tubes, which is done domestically, is competitive. This is so given
specisl arrangesment with supplisr. This firm is its most {mportant
customer,

1) The government bas tried to institutionalise this stability
through the export contract that guarantees incentives for 12 ysare,
2) We are new in this businses and have not expesisnced exchange
rate instability.

All of the production is devoted to the U.5, markst.

1) People thst supplied us with the inputs domestically had to leam.
Thers were saame logistical problems with suppliera in the U.8, 2)
Institutions devoted to export promotion do mot have a clear picturs
of what they have to do. 3) Our own feeling is thet they should
help thoss who are already exporting to improve. 4) Process of
bringing e non-oxporter to exporting is slow and very costly, so
this should be ths second priority. $) Fundedental to facilitating
export process (Diminish the degrse of buresucratiszation of the pro-
cess). This hes not beun done yet wven though the officisl policy
18 clear tn its export orientation. 8) Internal trameport tariffs
are amonget the highest in Latin America. 7) Port cost is very high
and very inefficient. 8) Financing: thers are spscial lines, but
still the system is very conservative, requiring 120% of real colla-
teral. This firm hes enormous working capital and rot many assets,
80 requiresent is real obstacle. @) Profit tax incentive is very
important because this tax is very high. 10) Basic measures required
from government: Priority 1: a) real export strategy with implecen-
tation and not so much "behind the desk™ discuasion, (support exis-
ting exporters); b) "demonstration effect™ will attract prospective
axporters; c¢) market snalyses are nscessary but not global; very
specific markets for some products (the Wyoming market foz outdoor -
furniture, for instance). Priority 2: e second group with potential
that is willing to icvest and export.

¢ that are not raally intarestod but are there.
Currently, ell priorities are in the sema bag and this is very
ineffective.

1) U.S. firm had experience in production and cent two specialists.
We had stveral problems at the begiimming with buresucratic
procedures and financing. 2) Somaone cams from Sweden and ordered
$1,500,000; we carmot provide that amount immedistsly. Furthermore,
smaller markets arc not Imosm, and hers is where ths government
could help. 3) There is in this country all the framework and
infrastructure for an export insurance system, but thia hss not
besn implementesd. This insurance could serve as collatsrsl when
financing exports. 4) Most of the financing up to now hes been for
capital goods and pot sapital. Capital goods will mot bs
working if I do not have financing for the rest. 3) Four points:
a) Connsction with market where ons wants to eell should bs {irp;
possible representstivs or joint venturs. b) Financing should be
less conservative, c¢) Eliminate buresucratic barriers. d) Institu-
tions should help those slresdy exporting so thst they improvs.

Lessons: 1) Transportation rates to U.S
and the Caribbean are extremely high. I
cost 813-30 per TN in s chartered ship,
while traditionsl lines charged 38100 pe
IN. 2) Only way to to get to Caribbesn
islands which are a natursl Costa Rican
market is through these low rates
obtained through chartering ships
instead of treditionsl lines. 3) Pro-
ducts we are looking for: high value
added, different from thoso in markat,
intensive in labor, compatitive price,
products which big producsrs do not wan
to get into, products that are not- only
for minorities, do pot get in products
whors massive production gives sdvan-
teages . 4) Products may not be competi-
tive (even if they ere FOB) because of;
traneport costs, financing, peckaping
is very expensive here (FOB price of
pinespple box = 86.350 while the package
(box) = 82),

1) Firet, Carilbean Islands used as
test: a) They «re net importers of
products we axport. b) They have
dollars availabls. Ko payments prob-
lema, ¢) Fot 80 demanding in quelity
and quentity. d) It is & school where
one can learn to export, e) It's an
'open merket’, anyone can export there,
80 in that sonse it 1a & real test.

£) We had trensportation svailable,
Chartered ships thet carried cement and
hed some fres space. 2) We are agents
of big U.5. trading companry. They are
looking at this region because of
Qquotss to other countriea. J) CBI not
very big impact because majority of
products alrsady in Generalized

Bystem of Prefsreacss (GSP),

4) Buggestion: mesasures should be more
direct: take producer to US, Guatesala
oto., to sse how production is carried
out. Bring technical assietance tc the
farmer - sameocns who will teach him in
a ocouple of weaks) how to produce.

C
N
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Non~traditicnal industrial: food processing (candy,
marmelsedes, etec.).
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Non-traditinmel industrisl, (brushes,
tools),

1) Foreigners cannot compete here becauss of transport costs, but
there is s lot of domestic compstition. 2) No big difference in
price ouside and inside,

1) The govertment hes not heen consistent in its policies. For
instance, new fiacal regime was introduced in March of 1083, It
lasted & wesk and was abolished. 2) Need to unify exchange rate to
bs mors compstitive.

Plant is currently producing for intsrnsl market omly.

1) Nen-trsditionsl exports to third countries receive 50% at
parallsl rets snd 503 at offical rste. 2) Pirms thet uxport more
than 302 to third countries have ths right to a fiscal orsdit that
has not besen rsturned in a long time. 3) Important predlem,
acquisition of forsign exchangs for inputs. 4) It is not possibls
to supply ths whols American market. We have to direct cursiives to
small portions of it.

1) It 4is not possible to give finmicing to the buyer becsuss dollszs
have to be in Gustemals 43 days sfter sale is made, otherwiso, 12 a
month is charged to sxporter. 2) Quslity requirsments are very
different in U.S.; we went to FDA in Weshington to find out,

3) Problems: s) Transportstion - nonopolised and lack of transporta-
tion to Europe. b) Packaging - very high costs. If exchange rats
wers unified, this problem would be less relevant. o) Credit.

252 devoted to third countries. Up
from nsarly gerc four ysesrs ago.

1) Iundemental problems had to do with
penstrating the American market and
learning appropriats tschnology. 2)
Sometimes cae ends up with small dis-
tributors in the U.S,, and this way msy
be lsss cospetent and reliable than
esteblished ones. 3) Problem of trans-
port to U.B. i{s big for us.

Suggestions: 1)Organize s systea
through whish an American cowpany can
be ‘sponsor’ of firm here. This will
help with tschnology, marketing, atc..
2) This system should give incentive to
U.8. firm sad benefits should be
mutusl, 3) Problem of selling what U.5.
needs, difficult to find this out for
individurl small firm in Guatasala,

4) Have possidbility of access to appro-
prists tschnology which currently ia
difgicult,
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Non-traditional {ndustrial - food products, (tomato paste, ste.),
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Non-traditional industrial, (marbls).-

Difference betwesn unitary profit inside and outside ia very
important. Quantity was the incentive to sell outaids.

loported inputs are paid at parsllel rate, 352 of inputs are
imported,

1) Leck of knowledge of international market: a) We produced o
concentration that is not the one scld to the rest of world,

b) Learned through mistakes and thie wes very costly, 2) Why no
export insurance company?: a) It would use existing financial
system. Guarantes to bank with which exporter already operates,
(Ko new bureaucrecy needed.) b) It would not require great effort,
covering contingency losses.

1) Local producer used to ssall quantitise and large unitary
profits. Concerned about going to compotitive market and modifying
structure of costs and prices. 2) We becams more competitive inside
through our export market. 3) This ie new plant with up-to-date tech-
nology. No extra investaent wae necess.cry to get into intermational
market. Prioritiss: s) Given devaluation level, this is incentive
enough as far as price is concerned. b) Currently, govermnment i3
charging ¢ tux on extra-bonefits from devaluation. This ie a sreat
disincentive, c) Information systems on specific marksts.

702 {s exported to third countries.

1) Transportation costs: ) Italy -
Miami less then Guatemals - Miami,

b) Axgentine - Miemi less than
Guetemala -~ Miami, 2) Administrative
probloma are tremendous for someone who
who s starting. To export to Central
Americen is juet one step.

1) Integrated fram quarry to final
product, 2) Cbeoleocence of technology
is not imjortant, We are operating with
15 year old technology but still
competitive.

AN
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Zable 16: Activities Represented = Sendures

Non-traditional industrisl, (wecod chemicals): been in buainsas
for 15 years. 600,000 metric tons of exports yearly. Technology
in: labor intensive et forest leval; capital intensive in plant,

Non-traditional industrial (textiles).
Btarted {n 1050. Vertically integrated
1200 workers, 50,000,000 SU.S. valus
of plant,

1) Proportion of imported inputs is 81 of costs, (not important).
2) Percentage of final product for domestic market is negligible.

Two problems: 1) Commodity pricas have been coming down recently.
2) The Lempira {s extremely ovarvalued, The parsllel market rate
is 40-302 above official rate, and we keep receiving officisl
rate.

05X for export.

1) Ixports have a tax of 1% FOB. 2) Very important problem: to
obtein dollars for buying imported inputa. Requested dollaras {n
June and still weiting (end of October),

1) Now there is AID financing for 20% of exports.

1) To subsidize exports with local pro-
duction beceure in many cases we do not
even cover variable costs. 2) Prices
in here similar to those in

Panems. Thers are price controls

On certain products. 3) We have
problems in domestic market becauss
Guatemala is competing with low

prices given their fevorable exchange
zate policy.

Problem of ovarvelued lempira
i3 very important. Profits keep
going down,

- 131 to Caribbean, Raiti and U.S,,

1) Bominal interest rates are at
10-202 while inflation is 4-5I.
2) Export insurince is too sxpensive.
3) Transportation costs probably the

.biggest obstacle.

1) Lew of export promotion is not
operative: a) 152 subsidy on export
increment (problems with this .
Beasurs); b) duties not paid equivalent
to 25T of value of imported inputs.

2) BSuggestions: &) supply of imported
impyts should have more continuity;

b) transportation cost should be
brought down Lo standards enjoyed by
Zurope, atc.; ¢) interest rates for
financing working capital should go
down. d) export financing should be
more actives with loane of 6 wonths to
8 yoar. 3) lmpossibility of keeping up
with payments of loans from inter-
national organigation. This implies no
access O new miney needed for new
oquipment to keep us competitive,
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_Common sense indicates thatf#ifirm or producer will be efficient

'when he can- compete in the. mazket place., In a small, less
developed country that means that the producer will be efficient
when his costs divided by the exchange rate are no greater than
the price at which a comparable good can be acquired from the
rest of the world, or, if he should be producing an export good,
then costs divided by the exchange rate should be no greater than

the. price ‘at which the product can be sold on world markets.

This common sense view is indeed correct when we are dealing with.

a fully competitive economy in- the absence of government
.intervention, externalities,‘_indivisibilities, etc.. In more
‘vrealistic , situations, ”bhthe.i -simple ~eguivalencev between

‘competitiveness and efficiency breaks down.

'cAhsider,j for example,r the‘ usual case of a small economy which ‘

g;trades in world markets, but»which levies a differentiated tariff

1fon its inputs. a; In such a *ase, the domestic producer acquires

fbimported inputs at;a price,higher than that obtained in the world

1Emarket by at least“lth" amount of the tariff. Domestic inputs

,fwould be acquired‘at*a"price higher than that of equivalent goods

4on the world market as well because domestic producers of these

| goods are protected from import competition by the existence of a.



tariff.ﬁb_o Thus,‘ as matter of natural course,é the cost 'fr

production of the domestio industrial producer will be higher asf

a result of the existence of import tariffs on the inputs used inu
thef production process. Naturally, when the domesticf
indusnlialist wishes to sell his product, the higher cost of?ﬁ
inputs will be compensated for or perhaps more than compensatedf

for by 'the tariff on the output. The net effect on the value.

added in <the process of the tariff on the output and the tariff

on the input is what has come to be known as the effective rate

of protection. In such a situation, however, the domesticvfirmV

is fully able to compete in the market, however, it is generally

accepted as inappropriate to regard competitiveness under such

conditions, i.e. behind tariff walls, as an adequate indicator of -

efficiency. Yet to convert' ' the cost of such a producer to
foreign exchange, say dollars, by the simple process of division
through the exchange rate, and to then compare the result with
the import price is also not appropriate. For, when such a

division by the exchange rate is undertaken, the cost raising

effect of the tariffs on the inputs is 1left out . of the

calculation. Thus, the cost in dollars to the producer are
overstated. What' would be more appropriate, is to net out the
tariffs on the inputs as part of the conversion of costs ko
dollars. In the absence of such an- adjustment, domestic

producers will look inefficient simply because 'of the wrong



deflation, regardless of their real efficiency.h The resultingi

misperception has been called the "inefficiency illusion" l/

The analysis of the effect of input tariffs on efficiency
assessmentsvrincluding the inefficiency illusion is complicated by

the "fact  that one producer's inputs tariffs are another

producer's output tariffs and thus it is necessary to look at the

whole tariff system together. While the need to take
interdependence into &account has been well recogniszed in the
effect of protection 1literature, its analogue in the assessment
of prodnctive efficiency has not yet received equally widespread
recognition. Yet it is well known . that levying a tariff is

equivalent to a partial devaluation, for the importer does not

really distinguish ' between a situation in which a dollar's worth
of imported merchandise costs 1% pesos because the exchange rate
is 10 and there is a 50% tariff levied at thé customs house, and
the situation where the exchange rate is 12 and the tariff is

25%, or the situation where the exchange rate is 15 and no tariff

at all is levied. 1In all cases, the "commodity exchange rate" is

‘15, which is a total cost the user will need to pay per dollar s
| worth of import. When a differentiated tariff is integrated in
.Athis way with the existing exchange rate if this be a single one,

aor with the various exchange rates if there be several, a full

"exchange rate gygtem" ggn he visualized. This exchange rate



system will consist of as many different items as there are}f
positions in the tariff nomenclature with different rates. Byf'
the same token, when a particular producer operates in theim
systen, the weighted sum of exchange rates applying to his inputd‘

purchases would constitute his cost exchange rate, whereas the‘

weighted rate on his outputs will represent his sales exchange
rate. With a system of protection providing positive effective
rates, the sales rate will' be above the cost rate. Note,
however, that while the positive effect of protection is usual
for the domestic market, the same does not hold true for export
sales, where it is quite common to have a negative effect of

protection. In that case, the sales rate will be below the cost

rate. This results because the cost rate has been raised by the

tariffs on the inputs, while the export sales rate is only higher
than the financial rate by whatever the export promotion
incentive might be, which is often lower than the tariffs 2/

In the Central American case, the exchange rate system includes a
_three-way differentiation. On the one hand, there is moderate to
.high jprotection'of outputs; on the other hand, tariffs are low on
inputs if not produced in the area: finally, tariffs for inputs
produced in the area are somewhat lower than tariffs on ouputs.
It follows that cost exchange rates are 1likely to be
,substantially above the financial exchange rate, unless” an

enterprise uses only imported inputs in his production process, a



rather rare situation. In consequence, when cost of productionf

' in 'local currency are divided by the (tinancial) exchange rates,

to derive a cost in dollars for comparison with the CIF price of
comparable imports, an inefficiency illusion will result, because

an inappropriately low exchange rate has besen used for the

conversion. Knowledge of the respective cost exchange rate would'

be needed in order to make a proper comparison.

Unfortunately, the inefficiency illusion is not the only reason
why competitiveness in world markets as usually calculated is not

a good measure of efficiency in the real world of Central

America. A second, and rather powerful reason arises from the -

pricing of 1labor. In the competitive labor market and at full
employment, the wage payed in the market is a good indicator of
the scarcity value of labor. In conditions where there is
substantial unemployment or under employment as occurs in Latin
America, - it is well recognized that the real scarcity value of
labor is lower than the market wage. The latter is held up by a
varjety of social arrangements which include minimum wage
legislation, union management contracts, work sharing, etc..fQIn
'taking the- firm's' costs as =& starting point for efficiency
calculations, it is 1inevitable that labor should be costed at
1whatriit actually gets paid, i.e, at the market rate. If that
market rate overstates its real scarcity costs, however, it will

also be true that the costs-non¢ the which the efficiency



calculation is based will *be“‘inflated bybithe,vcorrespondingg

lamount : thus adding a’

illusion.:f

Sonething‘ similar may occur with capital. Whereas it is
generally thought that in less developed countries capital is
subsidized for business use, in comparison to its roal scarcity,
at the same time there is also abundant evidence to indicate that
there 1is widespread underutilization of capacity.Q/ With such
underutilization, marginal costs, i.e. costs of production on

already installed capital, are obViously much lower than costs

that involve increasing installed capacity. Thus, it is

appropriate in such}circumstances to exclude fixed costs from the
efficiency calculation. "Accounting data usually present average
costs and thus would again signify a starting point forfan
efficiency 'calculation which involves an upward bias- and

therefore another contribution to the inefficiency illusion i/ o

In the event that capacity is not underutilized and capital is
indeed subsidized for the use of the firm, then it would be an
offset to the inefficiencyfillusion equivalent to the incidence
of that subsidy. However, once again, there is a further element

operating in the opposite direction, arising from the cost of

working capital. Working capital in the production process

essentially consists of embodied labor and raw materials. Iﬂ35°

gto,‘the inefficiency’

Nl



far ‘gs these have an‘aécumulated? cost Aé a result of tariffs,
labbf market imperfections, fétc.,' working capital requirements
will be correspondingly enlafged and the privéte cost will be
corregpondingly larger thgn:~£he social cost, thereby ggaip_

raising ’ the; ‘inefficiency illus:l.on,

In some, the manner in whiCh'faCtof'remuherapiqnsrargtééterﬂihed
in the usual LDC combines with the effeét of ihﬁnt €;;;fféjt6‘
make market competitiveness a very poor indicator of “economic

efficiency. Fortunately, a more appropriate indicator is

available and to this we now turn.



II. NATIONAL ECONOMIC EFFICIENCY

A measure of national economic efficiency needs to be based on .
evaluations jo:‘ output and input which are independent off

distortions in' the domestic market and which' allow comparabilityf

across different products.

~The ﬂlogical starting point for evaluating output in a small:
trading econony is world price. To that extent,A national'

economic efficiency departs from the same initial point’as the

more simple competitiveness calculation. Once having valued
output at world price, the material inputs used in the production

process are also valued at their worlid prices and the resulting

amount is subtracted from the value of ouput at world prices..

The difference can be interpreted as value added by the domestic

production process. but measured at world prices. Alternatively,

vit can be regarued as the foreign exchange saved or earned by

assembling the product domestically. Now, it will be immediately
obvious that the calculation of such a world priced value added

or‘ such foreign exchange production can be calculated for a wide

.»range of products, and since a dollar is a dollar, it makes then

Cunit of product comparable across a wide range of outputs,’{s,;fa~

¢

fIn order to transform a set of inputs into an output, primary

nfactors 'of production will be required,,i e., laborpandzcapital

v



of"‘various‘ kindsj; eed to be used. Thue, there will be a costfg

attached to producing“theivalue added (foreign exchange) Theseﬁf

costs are properly measured at the true ecarcity values of laboﬁfi

and capital in the economy, more commonly called shadow prices.

When the cost of domestic factore at these shadow prices is

expreseed as a ratio of the foreign exchange generated, we obtain |
a number called the domestic resource cost of foreign
exchange.i/ This ratio tells us how many ‘!'pesos' worth of
domestic resources at shadou pricee it costs to produce a
dollar's worth of value added, priced at international prices.
Since the shadow prices of factors measure the true scarcities,
they are free of the distortions which affect the narket prices
and they are also applicable across the _economy to a wide
spectrum of activities. Hence, the domestic resource costs of
foreign exchange measure satisfies the independence requirement

for a measure of national economic efficiency.

’with the domestic resource cost of foreign exchange (bﬁ¢)
‘measured, it is possible to order activities from the«leaet
vcostly to the most costly. Naturally, the least costly will‘he
the most efficient activity, and the most costly will be the
least efficient activity. Somewhere along the line, an activity.
will become too costly to be worth doing. That cut-off poin“ is

_ given by the marginal socia. utility of foreign exchange, also
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known as the'shadow price of foreign exchange. We can therefore
conclude that activities which have a DRC less than the shadowi
price of foreign exchange are efficient and activitias which have1
a DRC above the shadow price of foreign exchange are notl

efficient;§/

The domestic resource cost ot toreign exchange can be calculated
at various levels of economic aggregation. | Thus, it can be
calculated at the firm level for a single of the firm's products
or for all the firm's products together. Likewise, it can be
calculated at the level of an economic sector at whatever number
of digite of classitication seems appropriate to the exercise at
hand. Moreover, it is possible to examine jointly a cluster of
activities with suppliers and users all considered as one total.
complex. For convention's sake, the analysis of a single sector,
typically at the two to four digit level of aggregation yields an
index called the direct domestic resource cost of foreign
exchange. Correspondingly, when a whole chain of production is
aggregated together so that one looks at direct and indirect
value added entering into a product, the resulting measure ie
called the - total domestic resource cost of forelgn exchange.
Because ‘sectors differ in productivity, the DDRC and the TDRC for
.thee same sector will typically also diverge and the orderings of
sectors are unlikely to be the same. Which one is appropriate to

examine depends on the question being asked. It‘the guestion



relatee to single sectors, taken separately rrom their suppliers,_

théhibDRC‘ is the appropriate index. If on the other hand, thegi

question _is one of expansion of a sector and its supplyingfr

activities togetherg,g~then‘_,the TDRC 'isw the appropriate;:

indicator.Z/

DRC calcuiations can also differ by the nature of the world

prices used. If a country has a range of trading partners from
whom similar merchandise can be bought at different prices, the
DRC will depend in good part on which of these "world prices" is
used as the bench-mark for comparison. In the case of an

economic integration area such as the Central American Common

Market, this question arises quite clearly with regard to.

intra-area trade which 1is transacted at prices which are above
world market prices by some margin of preference. The options in
this case are to regard purchases and saleslto partner countries
within Central‘.America as transactions undertaken at ‘'"world
prices." Or, alternatively, it is possible to deflate those
prices to make them equivalent to those corresponding to third

countries. Again, which of these assumptions are appropriate

depends on the question being asked.

The shadow prices used can also differ according to the
circumstances. One typically wishes to measure marginal social

‘cost of factors for the initial conditions to which a decision
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corresponds..f"But"stch eituations can vary quite substantiallyf,
across the economic cycle or across a policy cycle, or even”o

acrossv time. Taking cyclical and policy elements into account;}

yield so-called "second best" shadow pri- ss. Taking time into
account would iovolve a time series of DRC's or alternatively, a
present wvalue calculation. Whether it is desirable and necessary
to go to that level of sophistication depends once again on the
nature of the question being asked. Present practice has so far
concentrated on obtaining representative point estimates which

have not incorporated variations across time.

When the national economic economic efficiency calculation as

reflected in a DRC computation is compared to a simple .

competitiveness analysis in which the total costs are divided by
the financial exchange rate, some common elements as well as a
number of differences stand out. The main common elements are

three:

(1) both calculations take the observed cost structure of.
production as given;

(1i) neither ﬁsually deals with non-existing industries,
for no cost data is usually available for them,

(111) both use world prices as reference points.

The differences, on the other hand, are quite suostaﬁtial. The
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princlpal oﬁeefaﬁe!

(i) national economic efficiehcy is usually COmputed'En“a h

value added basis, while competitiveness operates on a
total cost basis; |

(ii) national economic competitiveness operates with the
shadow prices of factors, where competitiveness uses
market rates:

(ii1) national economic efficiency uses the shadow price
of foreign exchange as a benchmark, while competitiveness

uses the financial exchange rate.

Given these differences, it is not surprising for national .

economic efficiency calculations to produce substantially
different results from simple competitiveness analysis. This
difference involves not only a difference in level of assessed
efficiency but also a difference in ordering of sectors: there is
every reason to suppose that sectors ordered from most to least
efficient according to DRC will bear 1little similarity to an
ordering of sectors from most to least competitive. It follows,
therefore, that a sector might be quite uncompetitive in the
marketplace and yet be quite efficient and also vice-versa, a
sector may be nationally inefficient but at the same time be

competitiye in the marketplace.

TnéSe differences are usually accounted for by the effects of

Qﬁq
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protection and market distcrticns cﬁfcompetitiveﬁese. The lack'
of correlation of market competitiveness and national economin
efficiency means that there 1is no effective substitute for a;
direct measurement of national economic efficiency. To'they
results of recent measurements of this kind for Central Americe;

we now turn.
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IiiI. EMPIRICAL MEASUREMENTS OF NATIONALVECONOMIC EFFICIENCY

"~ FOR CENTRAL AMERICA ﬁ’““

¢alculations for total DRC's are'available“on a conparable basis

for Guatemala and Honduras. 8/ Both eete of calculatione have,

been undertaken at the firm level and then aggregated to the

four-digit 1ISIC claeeification level. Shadow pricee used are of‘~

the second-best variety, and observed prices for international
transactions have been regarded as world pricen, i.e., no
adjuetment has been made ‘to prices of trade within Central

America.2/ Since the original data are at the firm level, a

dispersion 1is obeerved in each sector. Classifying eectore‘into_

efficient or inefficient ones on the basis of their average DRC
therefore did not seem appropriate. .'Rather, 'a sector was
considered efficient if 80% of its gross vaiae of production‘in

domestic prices had DRC's which wereilower‘than the shadow price

of foreign exchange;: CorreepOnding1Y} a eector was regarded as

inefficient if 80% or more of its output had a DRC above the
shadow price of foreign exchange, or a negative DRC. 1In between
these two categories a gray -area was defined, of eectore;in

doubt.

Data for Gaatemala are shown in Tables III.l and III.2. They
correspond to early 1983, and are measured in quetzales per

dollar. Note that there is a distinction in that Table III.l

“1

\'J

A
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TABLE I11.- 1 - et

' ncrusr:c nzsounc: cosr or ronzxcn :xanncs IN rnzAsncarunuui
Quotznlol po: Dolllx) : o

%Iégé ; !££1e10h£'50e£6:i

7. '3111 . Slaughter of Cattle & P:opltltlon‘otlﬂolg st
3113 Canning of Fruits and Vegetables

3114 Fish & Seafood

316 Preparation of Milling products

3117 Preparation of Bakery Products

3118 Production and Refining of Sugar

3119 Production of Chocolate and Swaats
- 3121 Various Foods v

3122 Concentrates

2131 Alcoholic Beverages

1N Beez

3134 Sodas and Non Alcoholic Beverages

21l Spinning, Weaving, Finishing of Textiles
3212 Textiles exc. Clothing

;213 Knit. Products exc. Clothing

3215 Rope

3219 Other Textiles n.es.s.

3220 Clothing exc. Shoes

3231 Tanring and Leather Finishing

3232 Preparation and Dying of Bides.

3233 Leathex Products

3240 Shoes exc., of Rubber and Plastic

3320 Hooden Furniture

3411 Pulp, Paper, Cardboard

3503 Textile Subproducts

3511 Basic Chemicals exc. Fertiliger

3512 Fertilizers & Pesticides

3513 Resines, Plastics, Fibres, exc. Glass
3s2l Paint, Varnist and Lacquer

3522 Pharmiceutical Products and Medicines
;5523 Cosmetics ‘

3529 Cheaical, n.e.s.
© 3530 Petroleun Subproducts
asio Coal and Asphllh.Subp:oductl
3ass Tires and Innertubes
asse Rubber  Products exc. Tires and Inno:tuhol
3560  Plastic Products S
3610 Products of Clay, Ceramic and Porcelain’
. 13620 Glass and Glassware _
3691 Clay Products for Construction AR ). .
3699  Concrete, Stone and Other lon-Hotlllle Ptodl.-' 0,11 0




asie

3710
3720
38l
3812
3813
3019
3823
3820
el
3832
3834
3839
3843
3asl
3852
3901
3908

3112
a1
3319
3412
3420

3140
3214
3419
3573

TABLE 111 - 1
(Continuation)

GUATEMALA
!!:iclcnt Sectors

Basic Iron and Steel Products

Basic Non-ferrous Metal Products »
Knives, Band Tools and Ferrous Products
Metal Fuvniture and Acces.

Structural Metal Products

Metal Products n.e.s. exc. Machinery
Wood and Metal Working Machinery
Machines and Mechanical Equipment n.e.s.
Electrical Machinery and Equipment
Radio, TV and Commnunication Equipment
Lighting Fixtures

Electric Equipment n.s.s,

Busses and Motorized Vehicles
Professional and Scientific Equipment
Photographic and Optical Equipment
Jewelery and Accos.

Toys, Office Equipment and Other n.s.s,

Doubt,ful

Milk Products

Wood Milling and Working

Wood and Cork Products n.e.s.

Packaging Materials of Paper and c::db01rd
Printing and Publishing

Inefticient

Tobacco Products

Carpsets and Rugs

Pulp, Paper and Cardboard Products
Powder and Hairsetters

0.13
0.10

0.28

L0021
'o za{'
0,22
o
0.00.
0515" :
0.49 -
0,47
0.15:
0.41 -

0.3

;“0.22 
'11>Q717'

- 0,18
0.21
0.38"
Lo,

0,19

o
-1, 39=

0,41

0,81

te

s
0,30
. =0, zo]'
o.;ai
017
0,18
0,88
047

0.18
0,41
0.13

0.35
- 0.28

0.18 -
10,23
=23.50

0.47

o,oq?f3i
20.50
1508

"2,28

0.40
0,92
-0 2‘ :
0. 8.
-3, 20
0,18
1,18
0,47
0,18 .
0.41.
10.39
0,76
1,00
0.20°

15b
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3111
11
3114
3116
3118
u2
3122
131
3133
3134
211
3212
3213

13215
3219
3220
2
3233
3240

Ml
3503
3s12
3513
3s21
3522
3523
3530
3540
3551
3539
3560
3610
3620
3601

3710
3720
811
3812
3813
3818
3823

CTABLE 111 -2
 GUATEMALA
(Quetzales per Dollar)

1 Efficient Sectors

Slaughter of Cattle & Preparation of Meat
Canning of Fruits and Vegetables

Fish & Seafood

Preparation of Milling products
Production and Refining of Sugar

Various Foods

Concentrates

Alcoholic Bevargges

Beer

Sodas and Non Alcoholic Beverages
Spinning, Weaving, Finishing of Textiles
Textiles oxc. Clothing

Knit Products exc. Clothing

Rope

Other Textiles n.a.s.

Clothing exc. Shoes

Tanning and Leather finishing

Leather Products

Shoes exc. of Rubber and Plastic

Pulp, Paper, Cardboard

Textile Subproducts

Fertilizers & Peaticides

Resines, Plastics, Fibres, exc, Glaes .
Paint, Varnish and Lacquer i
Pharmaceutical Products and Medicines
Cosmetics

Pestroleum Subproducts

Coal and Asphalt Subproducts

Tiree and Innertubes ‘
Rubber Products exc. Tiros and Innertubes
Plastic Products ‘ .
Products of Clay, Ceramic and Porcelain
Glass and Glassware

Clay Products for Construction

Beaic Iron and Steel Products

Basic Non-Ferrous Metal Products

Knives, Band Tools and Ferrous Products
Metal Furniture and Acces,

Structural Metal Products e
Metal Products n.e.s. exc. Machinery .
Hood and Metal Working Machinery

1 0.25

0,17
0,88
as
L 0,877 €
0,21
70,337 0
Lok
0.7
02
,0.18
0.28

" _DOMESTIC RESOURCE. COST OF FOREIGN EXCEANGE IN THE MEDIUM RUN

C Min

0,28
L 0,48 10,7
0008

0,30 0.7
0.23
0.33
0.28
048 L
07
N 0% 2 e
S 0089
0,25 G
0.3
003
B Oﬁciif
087
0,32
0.11.
0.66
£ 0,37
S 0,17
0.04.

1.12

0.26
0.22

15¢
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3112
a1y
3110
3232
3311
3319
3320
3812
3420
as1t
3529
3609
3909

3140
3214

R 13U

3573

CTARLE NI - 2
" (Continuation) -

. GUATEMALA

"‘zfzxchdz55cho£-“ L

‘Hhéhinol and Mechanical equipment n.e.s.
“Electrical Machinery and Equipment

Radio, TV and Communication Equipment
Lighting & Fixtures

Electric Equipment n.e.s,

Busses and Motorized Vahicles
Professional and Scientific Equipment
Photographic and Optical Equipment
Jewelery and Acces,

Doubtfui ,

Milk Products

Preparstion of Bakery Products

Production of Chocolste and Swests
Preparation and Dying of Hides

Wood Milling and Working

Wood and Cork Products n.e.s,

Wocden Purniture Lo
Packaging Materials of Paper and Cardboard
Printing and Publishing

Panic Chemicals exc. Fertilizer

Cheniical, n.e.s,

Concrete, Stone and Other lon-HotnLqu’f#od;.‘rn

Toys, Office Equipment and Other n.e.s. -
Inefficient

Tobacco Products

Carpets and Rugs _
Pulp, Paper and Cardboard Products
Powder end Hairsetters

1,07 LM
0.61  0.61
0.26 0,30
0.58  0.58

0,18 0.50
0.55  0.93
0.80 1,60
0.3v 0,35

S 0,49 3,18

(6.0 -1.67-
L1021 2,48

0.96.  2.65

0.79 1,06
1,10 2,48

' -0,92 - -0,28 °

115 2,08
1.90° .-0.30

8,26 ~4.39
;0,81 2.54

o' 0,84 =10.63

0.6 11.33

0,87 40,72

5.58

0,40 ¢ -
et

154

\\ﬂ\
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tabulates TDRC for the short run, i €y using existing installedfi
capacity, which is priced at zero,‘while Table III 2 shows TDRC;5
for the mediunm term, which assumes a replication of existing",
capital equipment,' at existing levels of technical productivity. -
The shadow price for foreign exchange tor 1983 was estimated at

Q2.103 for the short run and Ql.424 for the medium term.19/

When the total value of production in etficient sectors}is
summed, one finds that 88.7% of Guatemalan industrial production
was efficient in national economic terms in 1983 for the short
run, while 82.5% was also efficient in the medium term. On the
other hand, 1% was inefficient in the short run, and 1.1%°
inefficient in the medium term. Sectors in doubt grouped 4.7% of
production in the short term and 10.8% in the medium term. 5.6%

of production was not covered by the sample.

Tables III.3 and III.4 show the comparable data for Honduras“in
1983.. In this case, we have total domestic resource cost per
dollar measured in lLempiras, with a cut-off point at a shadow
price of L2.97 for the short run and L2 44 for the medium run.
}88% of production was efficient vfor,the short term, and 56.1%
efficient for the medium term. 2. 9%*ﬁas inefficient in the short
term, and 12.6% ineffient in the medium term. The sectorsiin
~doubt comprise 8.6% for the short term and 27.2% for the;medium

term. 4.1% of production waseekcluded from the sample.

3 \
\Q\\,



DAMESTIC RESOURCE

lasiet

Ay

Tz
‘3113
3114
3118
3118
3117
13118
3119
3133
3140
211
3213
311
3320
3419
3420
asn
3s22
3s23
as20
3551
3560
3602
3609
as12
3e19
3822
3832
3839
3843
3909

3121
3220
13310
3559
3811
3813
3844

3131

Sec

Table III - 3

BONDURAS

COST OF FOREIGN EXCHANGE IN THE SB

(Lexpiras per Dollar)

tor

”'Sinu;hhor of Cattle & Preparation of Meat

Preparation of Meat Products n.e.s.
Canning of Fruit and Vegetables

Fish, and Seafood

Vegstable and Animal Oils and Fate
Preparation of Milling Products
Production of Bakery Producte

Production and Refi
Production & Refini
Beer

Tobacco Products

Spinning, Weaving and FPinishing of Textiles

ning of Sugar
ng Chocolate & Sweets

Xnittwear exc. Clothing
Sawuills and Woodworking
Wooden Furniture and Acces.

Pulp, Psper and Cardboard Products, n.e.s.

Printing and Publishing

Basic Industrial Chemicals exc. Fertilizers

Pharmaceuticals & Medicines

Cosmetics

Chemical Producta n.e.s.
Tires and Innertubes

Plastics

Production of Cement, Calcium & Plaster

Concrete, Stone and Other Non-Matallic Prods.

Metal Furniture and Accea,

Metal Products, n.e.s. exc. Machinery
Machinery and Iquipment

Radio, TV and Commmication Equipment
Electrical Equipment n.e.s,

Busses and Motorized Vehicles

Other Manufacturers n,e.s.

Various Foods
Clothing exc. Shoes

Doubt ful

Wood and Cork Producte n.e.s.

Rubber Products eXxc
Knives, Hand Tools

. Tires and Innertubes
and Fsrrous Products’

Structural Metal Products

Motorcycles and Bic

Alcoholic Baverages

ycles .

Inefficient

"Min

0.42
oz
0,03 3,
0,50
10.58.

042
0.20.
1,23

ORT. RUN.
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msic

3117
3118
3133
3140
3211
31
3418
3511
3s22
3520
3682
3808
812
3822
3843
3908

‘3112
3115
3118
3213
3220
3319
3320
ass1
3560
3811
3813
3819
3832
3838
3844

k3B &)
3l
Sdl121
3121
3420
3s23
3559

" Slaughter of Cattle & Propnrltlon o! Hc‘ 3

i;ii‘7‘f Fish, and Seafood .

Table III - & -

EONDURAS

(Lcmplrll per Dollar)

Sector

Production of Bakery P;oduptl
Production and Refining of Sugar
Beer

Tobacco Products

Spinning, Weaving and Finishing of Toxtilol
Samnills and Woodworking

Pulp, Paper and Cardboard Products, n.e.s. .
Basic Industrial Chemicals exc. Fertilizers
Pharmaceuticals & Medicines

Chemical Products n.e.s.

Production of Cement, Calcium & Plaster
Concrets, Stone and Other Nou-Metsllic Prods.
Metal Purniture and Acces,

Machinery and Equipment

Busses and Motorized Vehicles

Other Manufacturers n.e.s,

Doubtful

Preparation of Meat Products n.s.s.
Vegetable and Animal Oils and Fats
Preparation of Milling Productq'
Knittwear exc. Clothing

Clothing Fxc. Shoes

Wood and Cork Products n.e.s.

Hooden Furniture and Acces.

Tires and Innertubes

Plastics

Knives, Hand Tools and Ferrous Products
Structural Metal Products

Metal Products, n.e.s, exc. Machinery
Radio, TV and Communication Equipment
Electrical Equipment n.e.s.
Motorcycles and Bicycles

Inefficient

Canning of Fruit and Vegetables
Production & Refining Chocolnbc & Svoobl
Various Foods .
Alcoholic Bevarages

Printing and Publishing

Coametics oo
Rubber Preducts exc. Tires and Tubes
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DGESTIC RISOURCE COST OF FOREIGN D(CEMG! IN TE! HEDIUH RUN
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0,78
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154
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fo 95

,z 52
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-1, ao‘

2,48

3
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1,88
1.20

1,08
1.3¢

1,30

2.62

1,52 -

1,72
0.57
1.71
8.40
192
1,98
2.18
0.70
1.13
1.94

2.00
2.11
4,38
2,85
6.68
2.74
1.58

2,24 -

2,04
2, 58
'2# 24
2,34
1,30
4.30
2.47

8.21
3.00

4.50
=2.60
3,28

3.77
-8.50

Max

1.5
1.88

232

1.2

1.39

-2.77
-25.71
ll.1°
2,28

0,57

2.02
-1,58

1,98
2,40
41.62°
e
1,42
~0.70

5.11

_2.85.
=8.47 .

10,37
-3.49
7 70
2,50
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-11.12
-7.38
-52.97
3.4
2.80
-0.45
-1.82

=0.44

3,172

-5.02
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419
" 4,20

1,37
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It is worth reflecting on the relatively large proportion of'
production that is found in efficient sectors in both countries,
particularly in the short run. Some of this efficiency reflects
the underemployment of lapor. Another part reflects the
existence of large amounts of unused capacity, some of it due to
the depression reigning in Central America. Yet another part
reflects the scarcity of foreign exchange (high shadow price)
which was particularly noticeable as the comnon Market ran into
trocble in the.BO's. The medium term figures remove one of these
elements, namely the underutilization of capacity, replacing it
by an assumption of the need to renovate equipment. Even‘so,lthe
percentage of efficient sectors for Guatemala is qtite.
considerable and still respectable for Honduras.

Were calculations to be undertaken on somewhat different
assumptions, perhaps reflecting different circumstances, the
results would naturally change. O0f particular interest in this
regard is the impact on the computations of taking the Central
American price as given. If these were to be replaced by third
country world prices, the value of sales to Central America would
be reduced, and the cost of inputs bought from Central Anerica
would be reduced as well. These adjustments would affect the
DRC's in opposite directions; which effect predominates depends
on tne relative importance of sales to and procurement from the

Connon Market for individual firns-and sectors. It is very hard

V{\
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as a result ﬁq‘gueéstim&te”the”impact although one might expect -

that for Guatémala, sales predominate over purchases and thud_

DRC's would rise, while the opposite would occur in Honduras. It u

is possiblé; morever, to undertake sehsitivity analysis to test ;

the stability of the results to various permutations and;

combinations of the assumptions. Thus, in the case of Guatemala,

for example, reducing the world value of output by 15% in the
short run calculation, transfers about 25% of production from
efficient to doubtful but only increases measured inefficiency by
1/.%. Recall in this context that the doubtful group

comprises a circle range running from 79.9% efficient to 79.9%

inefficient. For Honduras, the comparable excercise transfers.

1l4% production to the doubtful category and adds nothing to the
inefficient group. Even after this correction, Guatemala appears
as having 66% of industrial production in the efficient group in
the short run, while Honduras has 70%.

Various specific sectors alsq raise question marks that bear
further detailed examination. For instance, in Guatemala, it ais
surprising to find that sector 3112, milk products, is in the
AOubtful category, and furthermore that it is very capital
" intensive (compare short and medium term DRCs). The answer
probably 1lies in the difficulty of identifying a world price for
fresh milk, on the one hand, and in the type of milk products

involved (e.g. canning) on the other. One would also have
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expected wood related production to be efficient. However, total

DRC group the whole string of related activities togather. Thus,
efficient activities in the <chain of production may be

overwhelmed by other less efficient ones. Moreover, wood related

activities clearly include a number of very efficient proddcéfs

(e.g. min. DRCs).

In Honduras, wood related products appear in the doubtful group
despite the country's endowment with forests. This finding m&y

have the same explanation as in Guatemala, although the fact that

forest exploitation is nationalized may also play a role.

Alcoholic beverages (sector 3131) also presents questions,
however, in this case, the bottles seem to be at fault rather

than the distilling.

No doub£ further examination would reveal additional anomalies.
Yet the overall results are 8o robust to sensitivity analysis
that they cannot be dismissed on the basis of casual examination
of some sectors. On the other hand, further research would

certainly appear to be justified.

\\\i\’,)\



IV. PROTECTION AND EFFICIENCY

quf différeht kinds of eftects of nrotection on efficiency are“:
 ﬁsua1iy distinguished: (a) allocative 1ne££1ciency, 1 e.,.gthgg;
allocation of resources to one sector rather than another bec#usei?
of the tariffs, and, (b) X-inefficiency, i.e., the oparation atf 

more than minimum cost levels.

The DRC calculations presented in the previous section bear dn
the question of the allocative efficiency of Central American
industrial production. Whether one regards this as good or bad
depends in good measure on what comparison benchmark one wishes.
to use. There is no question that a range of efficiency exists.
Thus if one chooses to compare all production to the most
efficient of existing plant:, then surely a-lot of inefficiency
exists, On the other hand, if one compares costs of production
to the shadow price of foreign exchange, then a very large amount
of efficient production exists. By the same token, if one starts
from the assumption that the common external tariff was the prime
determinant of the allocation of resources, then one could argue
that the tariff was bad insofar as it fostered some inefficient
vinduétries, but one could also argue that it'was good insofar as
1£ made possible some efficient industries, indeed apparently a
rather larger voluﬁe of these than the others. However, a

definitive Jjudgement would require ' much more to be known about
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the actual empirical effect of tariffs on the allocation of

resources in 'Central America as well as on the tipping points in

the region, 1i.e., tariff levels below which no output would be

forthcoming and no investment would take place. Moreover,
information would be required on the evolution of costs over
time, as well as of the speed of such evolution. Finally, it
would be necessary to arrive at a judgement of the extent to
which the observed situation and the associated shadow prices
reflect the short =run «crisis and thus overstate normal

efficiency.

The DRC data do clearly indicate that a theoretical expectation
that protection 1leads to inefficiency does not receive clear

support from the data.

On the question of X-inefficiency, the DRC calculations shed very
little 1light. It could very well be that with lower tariffs,
quantities of inputs requiredl for the production process would
also be lower and therefore the DRC's would be lower. The only
plece of information that may have bearing on this issue comes
from the range of variation of DRC's within sectors. However,
.this range must be interpreted with care, for even at the
four-digit sector level, there is still substantial
differentiation of product and therefore of process within each

sector.  On the other hand, it is cdnébling to note that even if



the vteriffs heve induced some X-inefficiency, 88 7% in Guatemalag¢

and 88% in Honduras of existing industrial production areff

nonetheless efficient in the short run, snd 82 5% and 56 1% are,

efficient in the medium term.

On balance, the conclusions that one can arrive at from the DRC

studies are the following: the case that protection has heen bad

for industrial efficiency in Central America is not proven; the

case that protection has been good for Central America is not

proven either! However, the evidence is stronger on the first

point than on the second. For if tariffs had been bad for Central

American efficiency, we shouldn't see so' large a fraction of _

efficient output. 'By contrast, the existence of precisely such a
large fraction of efficient production could be regarded as the
result of a learning process induced by the tariffs. However, to
adequately substantiate such inference, information on changing
productivity would be needed, consisting at a minimum ofiDRc
observations at different points in time for the sane

enterprises.
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FOOTNOTES

Y, For early statements, see Diamand, Marcelo, Doctrinas
Economicas, Desarrollo e Independencia, Buenos Aires: Paidos

1973, and Schydlowsky, Daniel M., "Latin American Trade Policies

in the 1970's: A Prospective Appraisal", Quarterly Journal of

Economics, May 1972.

2/ See Schydlowsky, "Latin American Trade Policies in the

1970's: A Prospective Appraisal", Quarterly -Journal of Economics,

May 1972 for a detailed discussion.

For Latin America, generally, see Schydlowsky, Daniel M.,
"Capital Utilization, Growth, Employment, Balance of Payments and
Price Stabilization", Planning and_Short-term Macroeconomic

» Jere Berman and James lanson, eds.,

Ballinger, 1979; or "The Short Run Potential for Employment
Generation on 1Installed Capacity in Latin America" in

esources , volume 4, Latin America,

Victor L. Urguidi and Saul Trejo Reyes, eds., Hong Kong: The

MacMillan Press, Ltd, 1983, pp.311-347. For Costa Rica, see the

above as well as "Utilizacion de 1la capacidad instalada vy
contratos de 1licencia: Restricciones o posibilidades para la
reactivicion industrial", Ennio Rodriguez and Anabelle Ulate Q.,
Documento de Trabajo numero 35, May 1982, University cf Costa
Rica, Instituto de Investigaciones en Ciencias Economicas.

4/ If in addition to fixed capital, firms also hava contractual
debt, the calculation is further complicated. Payment of
interest and amortization on such debt may well be a necessary
part of the firm's cost calculation, since lack of sufficient
profitability to service such debt will lead to bankruptcy. By
comparison, from the economy's point of view, bankruptcy only
signifies a transfer.of assets from one economic &agent to another
and thus should not enter into the calculation. Consequently, a
further source of inefficiuncy illusion would arise.

5/ This ratio was originally presented to the professional
community in Bruno, Michael, "The optimal choice of
import~-substituting and export promoting projects", in Planning

the External Sector: Techniques, Problems Policles, New York:

United Nations, 1967. For a more recent review see Schydlowsky,
Daniel M., "A Policy Maker's Guide to Comparative Advantage',

World Development, April 1984.

&/ Note that if we have an activity where the value vf ouput at
world prices is less than the cost of the inputs at world prices,
we will have a foreign exchange losing activity rather than a
foreign exchange saving activity. Such activity is also known as
one with negative value added at world prices. When taking the
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ratio of the domestic resource cost to the net loss of foreign
exchange, we will come up with a negative number. Such a number
will be algebraically smaller than the shadow price of foreign
exchange but nonetheless indicates an inelficient activity
because it loses rather than saves foreign exchange.

2/ For discussion see Balassa, Bela and Schydlowsky, Daniel M.,
"Effective tariffs, the domestic cost of foreign exchange and the

equilibrium exchange rate'", ; omy,
February 1968; Bruno, Michael "Domestic Resource Costs and
Effective Protection: Clarification and Synthesis", Journal of

Political Economy, 1972; Lucas, Robert, "On the Theory of D.R.C.
Criteria", Journal of Development Economics, vol. 14, 1984.

8/ Levy, Santiago, Rodrigo Parot, and Daniel M. Schydlowsky, "La
Ventaja Comparativa de Corto Plazo en la Produccion Manufacturera
de Guatemala", Boston University, Center for Latin American
Development Studies, mimeo, January 31, 1984; Levy, Santiago,
Rodrigo Parot, and Daniel M. Schydlowsky, "La Ventaja Comparativa
de Corto Plazo en la Produccion Manufacturera de Honduras",
Boston University, Center for Latin American Development Studies,
mimeo, Canuary 31, 1984.

9/ Chapter II, section 6 of each.study discusses the issues of
this approach in detail.

10/ The estimate for the medium term shadow price is lower than
the estimate for the short run shadow price as a result of
assuming that excess <capacity will deécline over time.
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I. INTRODUCTION

It‘;ieﬁ’intuititely (obVioue that import protection must affect;
export 'Eupply.‘ However, there is more than one effect at work,f
and not all effacts operate in the same direction. For example,:
import protection makes the domestic market relatively moref
profitable than the ‘export market thus, one would expect thist

to indicate a Vnegative effect on export volume., On the other‘

hang, it may well be that without import protection, no
production would occur at ‘all, and therefore no exportable
surplus would be available. Therefore, protection would have

positive effect on export volume. Likewise, - an_‘import
protection system will generate a revaluation of the exchanée
rate under some circumstances. That will, in turn,.depreee the
domestic prices of exportables, and thereby the costs of later

stages of fahrication of exportables. Now, the7revaluation of

“the exchange rate should reduce exporte, while the lowering of'

costs of processing industries would act in the oppoeite

direction.

:In general, it is usefui to distinguish_two different levele of

hmportr_protection on.;export supp:y; (i) specific

,effectsh'of '

ﬁeffects, ':Hgfaleo can be ’thoughttofﬁas partial equilibrium

;effects,{ and which refer to ?thefﬂdirect impact of tariffs on



‘prices.:and costs;’and (ii) global effects, which also might beﬁ
called general equilibrium 'ef‘ects, which comprise on the onet

hand,v the effects of one firm's output being another firm' ?

input, i.e. all the issues surrounding effective protection, and

on the other, the impaot of the protection system on the

exchange rate and on aggregate demand. The two sets of effects
are not independent of each other; Thus, the global effects are
the result of the accumulation of the specific effects. At the
same time, the global effects also modify the specific effects.

The specific effects of import protection naturally depend on
the conditions in the market to which protection is applied. 1In
turn, the state of the market will be determined substantially
by the following elements:

(i) shape and level of domestic and export demand curves

for the product being protected;

(11) whether imports are perfect of imperfect substitutes

of domestic production;

(1ii) shape and level of cost curves of domestic produc-

tion and supply of imports; |

(iv) market structure, i.e. perfect competition, monopolyi}

monopolistic competition, etc..

Ae' can be seen, the above set. of elements yield a rather 1arge

number of computations and permutations. of thoqe).this_pgper



will isolate a few to treat in depth. The followiﬁg sections
will concentrate on analyzing the specific effects of protection
on _output and on inputs in domestic markets which are either
perfectly competitive or monopolized, and when domestic
production and imports are alternatively perfect and imperfectii
substitutes. A final section will touch briefly on the globall
effects involving effective protection, exchange rate, andh

aggregate demand adjustments.



~IT. PERFECT COMPETITION . =
A. The Perfect Substitute Case

(1) - Product Protection

COneider the standard supply diagram‘{shown in Figure 1.

Domestic demand is ehown as DD, and domeetic eupply as SS,.
The equilibrium price ie ehown as Pel.v 'If we make the small
country assumption, world supply will be aihorizontal line at
the level of the CIF price. Given an initial tariff of T,
supply in the domestic market will be at the curve indicated by
CIF + T;. Under these conditions, there will be Q; supplied
by domestic producers, Eq demanded by domestic consumers, and
the difference will be imported. As the(induetry matures, the
cost curve shifts downward, and the domestic market looks as
shown in Figure 2. We still have demand in the domestic market
as DD, but we now have S5, as a new supply curva. »Thie means
that the equilibrium price will be Pez at which demand and
eupply will equate in the domestic market. There will be no

imports, and there will be water in the tariff equivalent to the

numerical difference between the price at’ CIF + Tl and Pez.

For exports to occur in this more mature market, the realized

expert revenue must }be abgyelithe /prieem.gez, otherwise, no

O
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doﬁéstip suépliérgyill belptgpgfed,to éélilabréqd. ?hﬁs;.@h_the |

assumption ‘thﬁt‘ fherg a:e.‘éqﬁé'export suppdrfé,‘VA~ngid~ﬁd§efi
expdrf déﬁand'iPFoB. + 8 ‘gréater than Pe,. The relevant

situatién ’iﬁ shown in Figure 3, where domestiél~produc£16n ’

appég?s as Q,, domastic consumption appears as E,, and the

difference is exported.

Figure 3 indicates the only conditions under which exports can
occur in a competitive market. Therefore, it is useful to
examine it in a little greater detail. Notice in particular the
following features:

(i) There is water in the tariff. 1If therg ware no water
in the .tariff, the CIF + T price would Se below the FOB + S
price; that would mean that it would be profitable to import
merchandise for reexport in unprocessed fashidh,

(1i) The tariff (T) has to be greater than the export
supports (S) whenever the CIF and FOB prices are equal,
otherwise, reexport will result. Since the aésumption of no
.rvansportation is usually made in studies of protection, a
situation in which exports can ‘occur will 1lead to measured
relative anti-export bias. If'one were to assume, instead, that
the CIF price is greater than the FOB price, there is some room
for the tariff to be less than the export supports, in so far as
it does not ove.power the "natural protection" given ‘by

transportation costs.

\\D
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(111) 1 “the tariff is eufficiently lower then the export
suppofte, ox, ;s indicated before, if there is no water in the
tafiff, then reexports will occur. If export supports are only
available for domeetic production, and ere ‘entorced by a
cerfiticate of.origin, indirect reexporting will occur; domestic
consumers will buy imported goods in preference to domestic
production, and domestic production will be exported in
preference to being sold on the domestic market. As a result,
the country will incur excess imports at the CIF price and
excess exports at the FOB price. With the latter being lower

than the former, then a loss of foreign exchange will ensue.

Now consider as an alternative the case of constant cost of
production, which may be a better approximation of modern
industrial process than the more standard upward-sloping supply
curve. The case '0of such a market is ehoﬁn in figure 4. Again,
DD is the demand, SS is the supply, ane imports come in at CIF +
Ty Domestic price will now settle at Pe,, and the quantity
domestically produced and sold will be Q. 'Notice that in the
diagram no imports come in, there is water in the tariff, and
excess capacity of the amount Q4QF exists. Were T, to be
lowered so that CIF + T, were below the horizontal part of the
cost curve, domestic production would shut down, and the whole

of domestic demand would be satisfied from imports.



For exports to take place in this market, it is necessary once
again for export revenue (FOB + §S) to be greater than the
domestic price, which in this case is exactly egual to the
constant cost of production. Once again, it will ke true that
for exports to occur, water must exist in the tariff, that the
tariff must be greater than the export supports, except insofar
as a CIF price exceeds the FOB price, and that if these
conditions are not adhered to, reexports directly or indirectly

will ocurr.

One might think that these results are dependent upon the small
country assumption on the export side, i.e. that an infinitely
elastic ‘demand curve at FOB + S is essential. Thus, it is
useful to modify that assumption and examine the effect. A
certain amount of empirical data indicate that from many small

new ' exporters, the world market is really not an

undifferentiated whole. Rather, new exporters sell into

barticular market niches, on the basis of geographic or other
differentiation. Thus, the demand curve facing a new exporter
might be thought of as consisting of a number of downward steps
of limited size, such as depicted in Figure 5. Naturally, as
exporting experience grows, the length of these steps, i.e. the
size of each particular market, expands. But at any moment in
time, the price elasticity in each market is extremely low or

perhaps nonexistent.



When such an export market is incorporated into Figure 4, we~,;
obtain ‘a market shown in Figure 6. Notice that the total demand

curve now comprises portions coming from the downward-eloping s

domeetic demand curve, and portions cominq from theik

step-function uorld market demand. Under these market
conditions, excess capacity need not be fully used up by export
sales, even 1if these contribute to a significant extent to the
level of output. For exports to occur in any market, the

relevant FOB + support price must exceed domeetic price which,

in turn, equals domestic costs. However, in thie caee, FOB +

support prices can exceed the CIF + tariff price, because
reexport will not be as profitable ae export’:of domestic
products until installed capacityv”ie fullf utilized. Hence,
water in the tariff will only be required for exporte to go

forward when there is no excess capacity.

We can now conclude the analysis of import protection under

competition by noting that if tariffs alone are reduced, while‘

export supports are maintained, trane-ehipment and reexports

will result in the small country case. If both,tariffe and

export supports are reduced, imports wiil~go up, exporte'uill‘go‘

down, and if the liberalization is pureued far enough, domestic;

output may shut down all together. Maintaining a tariff with‘

'water in it and at a sufficient level to exceed the export

. eupportse, by a appropriate margin ie therefore clearly a

D
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requirement for exports to exist under competitive conditions inﬁﬁ

the domestic market as long es the small country essumption isﬁﬁ

meintained or when no excess cepacity exists.

(2) Input Protection

A tariff on an input reises costs directly if the input used iscf
imported. It ‘also raises costs if the input used isz
domestically produced but is import competing. Thus, input ;

protection shifts the cost curve upwards and to the left. This
can be seen in Figures 7 and 8. In the former,, the
upward-sloping nature of the supply curve causes exports to fall

whereas the same result hclds true in the cost casa only insofar

as marginal costs rise at capacity. IWere a supply perfectly;.

L-shaped, no effect would occur.

If the small country assumption is abandoned, and a

step-function is adopted for export demend, the effect of inputvf
'protection will vary depending on where the export steps‘ere°
iloceted compared to the cost curve. This can be seen'in,Figures

¢ and 10, 'In the first of these, marginal demand is’entirelY

domestic. . ‘Thus, as costs shift upwurd‘ fromfss'to;sls, the
ﬂdomestic ‘price rises and domestic'_consumptionk falls as
indicated. on the other hand, in‘the situation'shosn.inyFigure
10, costs have risen by enough to make the last tepsorjerport
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.sales unprofitable.ﬂ Thus, in this alternative, both exports and

domestic demand have gone down.g

:Sincerinputvnrotection either'reduces export supply or'leaves'itf

, unchanged by the sanme token, input liberalization either

vincreases exports or leaves them unchanged. It should be noted,

however, that one producer's input is another producer's output

hence, an input tariff will have the effects on output in the
‘suppling industry corresponding to the conditions obtaining in
that market.

B.VThe;lmperfect Substitute Case

(1) Product’ Protection

When d°m°5ti° °UtPUt“'and3'import‘””re imperfect"”

f’each other, ‘no. import supply appears in the domestic product

imarket diagram. _: Rather,, the demand curve for the domestic

{product is a function of the price of imports, and therefore of

' protection.fsT This can be seen in Figure ll. For exports tol

‘foccur, The FOB + s price has to be greater than the domestic
,market equilibrium price Pe.“ Where this equilibrium prico is
'fsituated depends on the level of demand, which in turn depends
t';f'on the tariff of the imported imperfect substitute. When that
‘tariff is reduced from say Ty to le, demand shifts to the

“ﬁﬁtitutes off



IOa'

_?ﬂs T Figure 12




.11,?

left’:are indicated _in the diagram. Pe talls toQ§e1,iand;
exportabie' surpius ‘appeers, equal to Elqlf =' The lower the
tariff on the 'imported substitute, presumably the less demand
there will be for the domestic good, and therefore the greater
the export supply. Naturally, the greater the elasticity of
substitution between the domestic good and the import
substitute, the greater the impect of the tarift onvthe movementf

of the domestic demand curve.

A number of further relationships between the price of the*
domestic product and the imported substitute are worth pointing
out:
(1) the lower the tariff on the import, the less does theis
export support need to be, because the domestic equili-
brium price rests crucially on the tarif?;
(ii) there will be two-way trade in the similar goods. S
while the import substitute will be imported, the domes-i’
tic product will be exported;
(iii) unless the tariff classification is very fine and/or
the quality aifference can be adequately quantified, it -
will appear as though there is water in the tariff:
:Lhowever, this water simply represents the unidentified
quality difference; | R
(iv) the tariff on the import has to be greater than thetfi

export support on the domestic product by an amount ‘
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' .sufficient to prevent reexport of the imported good.

Notioef in this regard that while export supports raise the price

‘of7tthe domestic product in the local market, they reduce the

prioe, in the foreign market. Thus, higher export supports will

1ower‘ the amount of the domestic product sold domestically,
shifting demand toward the import. However, if the export
support were to become greater than the tariff, it would be
obvious ' that the foreigner would be delighted to buy back his
own product at a 1lower price. Indeed, the difference between
CIF and FOB is once again crucial in the extent to which such a
prerkport bias is sustainable. Certificates of origin can be

helpful . in preventing direct reexport:; however, indirect

reexport through excessive domestic consumption of imported

goods and excess export of the domestic substitute cannot be
prevented -thereby.' The possibility of reexport places a limit,
therefore;nlon the.‘extent to which tariff reductions on the

1yp§:§§aquaa,wfiikétimﬁiate exports of the domestic substitute.

ulThe effect of the floor on the tariff of the imperfect imported

usubstitute provlded by the export eupports ie seen more clearly
i{in the conetant ooet oaee shown in Figure 12.‘ For exports to
}Yoccur, FOB + S has to be greater than domeetic costs, which are
also equal to the domestic price.v If tj is high enough, say
greater than t#*j, then domeetica oemend will be so great that
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there will be no exportable surplus. On the other hand, if thef?
tariff is 1ow :enough, reexporte of imported goods uill preemptff
the ,eele ‘abroad of domestic production. Therefore, at eome‘

point the foreign demand curve, ‘indicated in the diagram as FOB

+ S, becomes a function of tariffs. Whether with such a tariff,
say t#**j, there ie any domestic demand left for the domestic
product is open to question. 1In principle, it is possible that
even at a price of the imported good below the cost of
production of the domestic substitute, there will be some
domestic consumers who prefer their own native home product. On
the other hand, it is equally possible that at such a price, all
buyers would prefer to buy the import. Such situations are

indicated in the diagram as the D(t**j) and the Dl (t*"4).

In conclusion, when imports are imperfect substitutes for
domestic production, raising tariffs on theuimported goodiwiil
lower export supply, while 1lowering such a tariff will reiee

export supply up to a point where reexporte become profitable.

At this point the export of the domestic good will be wiped out

all together and domestic production may cease as well.

Now, consider further the case where export demand is not
infinitely elastic at the FOB price, but the country faces a
step-function‘,such as that shown in Figure 13. Now, the tariff

level on the competing import will regulate excess capacity in

N
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the domestic market rather than exports, provided only that the

‘tafiff. on the competing import is high enough to make the priée
df ”the import absclutely greater than the cost of production of
the domestic substitute, after quality‘ differencas have been
considered. Were that not the case, reexports would arise, and

doﬁestic‘ production would be wiped out completely unless sgﬁe

fraction of domestic users maintained product loyglty“to.thé;

home good.
(2) Input Protection

The tariff on a product which is an imperfect subgtitute of a
domestically produced input will uniformly raise the price of
the domestic product. Therefore, the cost of the user
industries will  uniformly shift upward, ~and the analysis
undertaken for the perfect substitute case holds fully. No
special analysis is therefore required in this case. Note
again, however, that while no difference exists with regard to
the situation of such a product as an input, in its own produqt
market such differences will exist, as a@a;yzed in the previggs

subsection of this chapter.
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~ I1I. MONOPOLY

(1) Product Protection

Consider the standard monopoliet maximiZing profits shown in

Figure 14. Equating marginal revenue to marginal cost will

yield an equilibrium quantity of output Qe and the corresponding

domestic price of Pe. Now, if imports enter the picture, the N
effective demand curve for the monopolist and therefore aleo'theff
effective marginal’ revenus curve wili change. They will nowﬂ?

appear as shown in Figure 15. The marginal revanue curve nowd‘

runs partially along the foreign supply curve, at a level ofhci?
+ T, then is discontinuous and continuee on down the domestic
marginal revenue curve. As drawn in Figure 15, the domestic
equilibrium is not effeCted by imports. But as the tariff rate
is lowered, the 'localuproducer loses his monopoly power. When
the tariff is low enough to bring the price of imports below the
_,domestic unconetrained equilibrium price Pe, to the 1eve1 CIF +
'iTl- in Figqure 16,' the domestic price/quantity equilibrium will
g]be' modified, quantity produced will go up, and price charged
liwill come down._ :Ae can be seen, marginal vost cuts marginal

tfrevenue in a diecontinuoue section, and therefore the import

’Oprioe,' as’ modified by the tariff,)Tl, hae.effectively eet the
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domeetic price.. Notice, however, thet the price charged ie

etill higher than the one which would rule under competition.,”7ﬁ

nou conaider the possibility of exports. since:the'broducerie
a monopolist in the domestic market, he 'wiiif be eble to
discriminate between the merket, in which he ie lole eupplier,
and the rest of the world. Therefore, he will equete merginel
revenue in both markets, and equate thoee>in turn to merginal
cost. In the absence of import interterence on his domestic
market, the situation 1is described in Figure 17. Notice that

the marginal revenue curve now has three segments; one running

along the import competing esupply line CIF + T, ancther running-

down the domestic, marginal revenue curve and the third one
running along .the export demand curve FOB + S. Equilibrium is
found where this composite marginal revenue“curve is cut by the
marginal cost curve which occurs at volume Qe. Discriminating
between markets indicates that domestic sales will bevet a
quantity E, and are priced Pe. In turn, export volume will be

QG-E.

If the tariff is lowered, one can immediately see that it willl
start impinging on domestic price when it fells below Pe in‘

‘ ﬂFigure 17. At that point, the marginal revenue curve will

coneiet only of two discontinuous segments, one running along_

the CIF + T import supply curve and the other running along thei'
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- Figure 17

Figure 18
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FOB + s _export demand curve.l This ie ehown in Figure 18.'iTne

equilibrium Quantity of output ie not changed eince thie still

”ariees rrom the intereection ot the marginal ccct curve and the‘

i marginal revenue curve in its export eegment. However, the
'dietribution between domestic market and exportn had beén
modified. With price now lower in the dcmestic narket, more
volume gets eold in this market to the -detriment of exports.
Thus, import 1liberalization has reduced export supply through
its reduction in domestic monopoloy power. It follows that
export volume will be an inverse function of the tariff between
two 1limits, the upper given by the domestic monopoly price and
the lower one given by the FOB + S price at which point
reexports will become profitable. Notice further that nowhere
in this process do imports actually come into the countryl The
threat of their contesting the domestic market is sufficient to

affect the monopolist's behavior and the supply of exports.

Substituting constant marginal cost for a range rather than
rising marginal cost throughout does not change the analysis.
In turn, were export demand facing a downward step-function,
exports might or might not be affected by import liberalization,
depending on whether excess capacity existed initially and
whether or not the increase in domestic demand pursuant to
liberalization eliminated it altogether. In the event that

imports caused enough of a price.reduction to more than absorb



‘a8 they do in the standard case:

(2) Input Protection -

“?fbtééfion ‘to a monopolized input will.hd?e,effedts depen&ing‘ohﬁ

thé5”priée changesvoccuring in that input's market. 8Since tariff
incféaseé unifbrmly increase the domestic market price up to the
poinﬁ of unconstrained monopoly profit maximization, by the same
token increases in protection will raise the cost of user
industries accordingly. In turn, as marginal cost rises, the
equilibrium 1level of output will fall. Higher marginal cost
should also mean supply restriction to the local market and an
increase in price, provided that import competition, as
represented by CIF + T does not prevent such & price increaae
from occuring. Exports will be the residual in the story. If
domestic sales have gone down, exports will dacrease by less
than the fall in production. On the other hand, if the domestic
price has been constrained from rising by the import
qompetition, then exports will bear the full brunt of the fall
in production. If excess capacity existed initially, it may ﬁe
this variable which absorbs the cost increase depending on the

qxtent of such excess capacity and the relative position of the

supply and demand curves.

existing excess capacity, exports would fall in the same vay

Y
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B. The Imperfect Substitutes Case

(1)~ Product Protection .

Demand with impertect substitution between domestio production¢3

'and imports behaves in the case of monopoly exactly as it ‘does

iin the case ot perfect competition, i e., the higher the tariff

uon the import, the greater is the demand for the domestic .

product and the 1lower the taritf on. the import, the lesser the
demand for the domestic product. In other words, the demand

curve will shift to the right or to the left depending on the

level of tariff. In the monopoly case, however, what matters,

for market equilihrium is marginal revenue, and therefore it

ibecomes crucial to know how the marginal revenue curve shifts as-

a result of the movements in the tarif: on import-competinq;

'goods.

The relationship between marginal revanue and demand depends onf
fthe price ,elasticity of the latter. The higher the price;
Felasticity, the closer will marginal revenue be to demand, and'

the lower the elasticity, the greater the gap between marginal

revenue and', pzice. Interestingly enough, ¢the own. price

'lelasticity forﬁ any one of two imperfect substitutes depends on‘
;the relative price of the two substitutes. Thus, as the price—‘
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of imports comes down, pursuant to a tariff reduction, theil

demand elasticity for the domestic good will rise and the*

opposite will happen when the price of the import goes up. This
is- intuitively plausible if we bear in mind that a reduction in

| the price of imports eroqes the monopoly power of the domestic

producer. Moreover, as elasticity rises, the gap between,

marginal revenue and price narrows. Thus although the demand

curve shifts to the left, the marginal revenue curve shifts to
the right! The consequence is that pursuant to a reduction in
tariff on the import good, oomestic price will fall and the
domestic quantity produced will rise. This can be seen in
Figure 19 where the equilibrium for the domestic monopoly moves

from Qe, to Qe, while price comes down from Pey to Pe,.

Consider now the effect on exports. Figure 20 introduces tne.

standard small country export demand curve at Fob + S.

Equilibrium output'will be at Qe, where marginal cost intersects
with marginal revenue of exports. Sales in the domestic market
will be at E, ' for the higher tariffs, their. volume derived by
equating the original domestic marginal revenue (MRO)'to Fob +
S. When the tariff on the competing inport is lowered, the
demand curve shifts to the left to D; and the marginal revenue

curve shifts to the right to MR,. Now, the domestic offtake

uill be E;, and the corresponding domestic price Pe;. E,
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is larger than Eo and exports fﬁiifbeSifﬁé;3¢5ffésbéﬁdiﬁéﬁ

-amount.“

’The situation does not change it we assume constant costs except‘
.that we must be aware that at full capacity, marginal costs turn~
vaard. ‘Such a situation would be illustrated in a diagramd

"exactly 1like Figure 20 except that the marginal cost curve wouldf

be a lying-down "L" with the short leg at Qe.

In the case in which the demand curve is a downward-facing step,h

function  two different situations need to be distinguished° (i)
the monopolist sells his marginal unit of production on the
domestic wmarket, and, (ii) the monopolist sells his marginal

unit. to one of his export markets. In both cases, when the

tariff comes down, domestic price will fall; domestic marginal

revenue will rise, and volume sold on the domestic market uill
increase. When export sales are not marginal, the increase in
domestic marginal revenue will signify a new higher equilibrium
output for <the monopolist. At the same time, since exports are
intra- marginal, ‘they will not be effected, If exports are the
marginal 'market, then at the margin, marginal revenue is not
kaffected and"output stays constant. By the same token, with
domestic sales higher, exports will fall., It is possible also

jfor decrease in domestic sales “to shift the monopolist's

imarginal market from domestic to export._«In othar_words, the,



increased ealee of the domestic market may lead to an increasef

in output which is insufticient to eatiety th‘:

to the local market. The shortfall ie then eatistied by exportf

reduction.

In sumnary, the case of impertect substitutes is analytically‘
more complex than that of perfect substituten, but the,

qualitative conclusions are the same. Lower taritfl on importsu

produced by a local monopolist will lead to lower: axportq,

The Appendix provides mathematical proof of the proposition put

forward.
(2) Input Protection

In the case of monopolized imperfect substitutes, there is:a
clear relationship between the leuel of the tarift of the import
good and the price of the domestic good: tne'higher the tariffg,
the higher the domestic price, and vice versa. sino;'this
relationship is exactly the éame} as in the case of perfect
substitutes and the case of competition, this category is no

different from from those already discussed.

dditional sales;
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IV. GLOBAL EFFECTS o

A. Effective Protection

' The purpose‘ of effective protection calculations is 'to”putij:

together the impect of protection on output and protection on

ihpute, to'eecertain the net impact on the lavel of output and on

the returns received by value added.

In the case at hand, .our interest focuses on the effect of
different 1levels of effective protection for domestic sales on
the volume of exports. _Evidently, this effect will be a
combination of the effects of tariffs on output and tariffs on
inputs. In turn, since the effect of tariffs on inputs is
uniformly negative, i.e., the higher the tariffs on inputsythe
less will exports be, the qualitative nature of the'effective

protection result will depend crucially on the effect of the

tariff on output. When the effect of a tariff increase is to
raise exports, then it will be necessary to determine whether

the output or the input effect predominates. Unfortunately,

that is precisely the effect for most of the cases of market

‘organization examined.

The principal case in which protection on competing]imports

Atlowere exports is that of the competitive market withoimperfect:
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ldbéﬁi#ﬁﬁgg} 'fiihiffhigﬁé;ée}‘Q‘hiéhééztérif: incroases-domeqtic, -
deﬁéﬁ&f Aﬁd‘f;ﬁﬁéffédﬁégs‘eipértébie suppiy. At the zame time;~g:
'¥hi§h :in§u£  ﬁa;ifffiraisesvmarginal cost and thereby reduces the -
;tgtal sﬁﬁply,_ leaving even 1less for export; Traditidn;lﬁﬁ
éffective protection measurements will give irpobr indiéator qf'l
these combined effects, for effective prbtection is reduced
eitﬁ;r when output tariffs fall or input tariffs rise. Howe#er,
when ouput tariffs come down in this type of market, exports
will rise, while .when input tariffs rise, exports will fall.
Thus in this kind of market, as effective protection falls, -
exports may either rise or falll This is not whaﬁ would
intuitively be e#pected.

A diff;rent situation occurs in the case of monopoly with
perfect substitutes. Here it is clear that it input protectibh
goes up, exports will fall, while if output protection falls,
exports also fall. Now effective protection will fall because
output tariffs are lower or input tariffs higher. Both yield
lower exports. Thus, in this type of market, lower effactive
protection is associated with lower exports. The correlation is

again counter-intuitive.

It follows from the above that changes in effective protection
&ra not by themselves a good measure for the effect of taritfé

i{ on éxport supply. It 1is necessary, rather, to distinguish



changos in tariffs on outputs from those on inputs and to pay:

attention as well to the struoture of the narkots that are atfl

issuo."
B. General Equilibrium Effect

Changes in export volume, be it up or down, imply changes in the
overall balance of trade and balance of payments situation.
Therefore, the effects will not stay contained in the sectors in
which they occur, rather, further changes in the general
economic environment will ensue. These can take two major
forms: (1) modifications in the exchange rate, and, (ii) changes
in the 1level of activity. It is useful therefore to briefly
explore whether such changes reinforce or offset the initial

changes in exports caused by modifications in tariffs.

Consider first the exchange rate adjustment. Assume that the
initial effect of a change in tariffs is to increase exports.,
Since this implies an improvement in the balance of trade, one
would expect the exchange rate to appreciate. Appreciation will
mean an increase in imports and a decrease in exports until the
balance of payments is brought into equilibrium once again. The
adjustment will be shared on the import and export sides in

accordance with the relevant elasticities. Unless the

elasticity of imports to the exchange rate is zero, inpottqui;lf,>
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-beer ecme cf the burden of adjustment: therefcre, the induced .

reduction in expcrts will be lees than the criginel increase in

exports which set ‘the whole process in motion. Thus one can

conclude that the general equilibrium exchange ratoc effects of
an increase in exports will induce an offsetting reduction in

exports, but less than its original size.

Now consider incorporating the original change in tariffs.
Assume we are analyzing a case in which tariff reductions have
lad to reductions in exports. In that case we find pressure on

the exchange rate both from the initial liberalization as well

from the reduction  in exports. We know that the resulting .

devaluation will lead to a reduction in imports and to an
increase in exports propcriiional to the respective elasticities,
, with the secondary reduction in imports being smaller than the
increase in imports due to the initial liberalization. What is
unclear is whether the devaluation induced by the liberalization
has a sufficient export-hoosting .effect as to overwhelm the
direct impact cf the liberalization in reducing exports. If the
net effect continues to be a reduction in exports, then this
reduction will be further diluted by a "second round"
devaluation. Should the effect be an increase in exports, tnen
a '"second round" appreciation will occur which will dampen the
.ultimete net effect of increased exports (but alsc produce more

imports). In sum, the total effect of liberalization on
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_eipofts,‘ aftef.fthe ‘general equilibrium effects through 'ﬁhe
exchange rate are taken into account, depends entirely on the
elasticities ’in the specific markets and in the foreign exchange
m&rket, without the possibility of making any a priori

statement.

Consider ndw the income adjustment. If a sector's exports grow
as a result of liberalization, as in the cas; of a competitive
markét with iﬁperfect substitutes, a foreign trade multiplier
will ensue, and the increases in domestic demand will reduce
exportable surplusses. However, because some of tha adjustment
will take place on tﬁe import 'side, <through the marginal
propensity to import, the induced reduction in exports will be
less than the initial export increase. Thus, the activation of
the economy resulting from the initial expof% increase will not

reverse the sign of the effect.

When the impact of the initial 1liberalization is taken into
account, the situation gets more complicated. Consider the case
of a monopolist where reduction in tariffs causes exports to
fall. The initial reduction in tariffs, however, also causes a
deflationary effect on the economy. The resulting foreign trade
nultiplier effect will move domestic demand éurves to the left,
and increase exportable supply. Given the appropriate
elgsﬁigities, it is possible for this deflationary effect to
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overwhelm the microeconomic specific effect in the market. Were
that not the case, if exports fell, then a futher deflationary.

balance of trade multiplier would come into play, and exports on

that basis would have fallen, even though somewhat less than
Othérwise expected. On the other hand, if the specific sectoral
effects are overwhelmed by the deflation; and exports go vp,
they will set in force foreign trade multiplier which somewhat
reactivates the economy, thus dampening the growth of exports.
Again, the overall effect cannot be specified unless the
marginal propensities to import and to consume domestic exports
as well as the relevant income elasticities of these different

demands are known.

&
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CONCLUSIONS |

Tariffsv have a range of different effects on exports.- While thejj
preceding analysis shows that tariffs on input invariably raiseq;

,costs and thereby discourage exports, different outcomes can be

found from changes in output tariffs. Depending on market

structure, a reduction in an output tariff may increase or.

,decrease exports. Correspondingly, an increase in output

tariffs may increase or decrease exports-as well. Effective

protection, as a_result, does not have a direct correlation with‘

export levels. A fall in effective protection may be associated
with an increase in oxports or with a decrease in exports,

depending (1) on whether it is the output tariff or the input

tariff which cause a change‘in}the effective rate and (ii) for -
the output tariff,-what,thefnature of the market for the product .

:is.

As a restlt of this ambiguity, the” standard measures for

Qanti-export ' bias are open to questionable interpretations."

:While the absolute anti-export bias, measuring increased inputs

‘costs appears %o be associated uniformly with falls in exports,

the same cannot be said about relative anti-export bias.f'ln '

some cases, having a higher effective protection on domestic

sales than on export sales will stimulate exports,,in other

cases it will hinder them.. It all depends on the struoture ofng

3the market!
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When a whole range of tariffs change at the same time, i.e, when

large scale liberalization or tariff reform is undertaken, thé

general équilibrium effects become particularly important. Under

such circumstances, the modifications of the tariff system as a
whole will show up in particular markets as changes in aggregate

demand or in ‘the exchange rate and may well overwhelm the

particular adjustments specific to that market, reversing the

effects that one would otherwise find. This analysis in some sense

corresponds to a generalization of the effective protectioh

analysis which is usually undertaken.

In sum, the analysis of market structure needs to be incorpo;ated'

into the analysis of tariffs, to have more reliable predictionsrofvf

the effect of tariff changes on the division of 6utput between the

domestic and the foreign market. No conclusion on the effect of
tariff changes on exports can safely be 'drawn without having
information on what fraction of economic activity falls under which

kinds of market.

The cases analyzed in the preceding sections cover only competitive

and monopolistic markets. However, reality also shows a wide range

of industries operating in a monopolistic competitive fashion,
others in which oligopolists operate and in others in which
producers do not maximize profits but exhibit various kinds.of
satisficing behavior. It is to be expected that those.ma:ket

modalities are likely to predgnt particulit adjustment'patternéfto
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‘changes in ﬁf@tectioh'&s weil each would have to be analyzed in iﬁé.
.own right, for it is ﬁnlikely}that Qné‘éonld.oxtrgpqlata tﬁom the'
'analyses of competitive and nonopolistic markets to those other -

modalities.
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Coneumere have a utility tunction where they trede-otf domestic
and foreign goode with a given velaeticity of eubetitution;;
Their problem will then be'; ' o S
Max U (D,M) = (D" + M )1/p
S.t. PpD + ByM = Y
where: ’

D - Domestic goods

M = imp_w_ed.goods
6= Y1-p is the elaeticity of substitution between."
| goods. O < P < 1 :, ' ’ ‘;’( B

PD'PM - Prices of domeetic and imported goode.

Y = Income devoted to the comsumption of the composite.

Utility functions are invariant to monotonic traneformationS[

therefore we will work with,.

r
U(DM)-D + M

iThe first order conditions are 1/
| ' (1)PD9’1 'kPD- 0

i 7 Second order conditions are Q#ﬁiﬁfiéd!Qféfﬁ5aﬁViﬂﬁé?i¢r
‘solution. SR VRS LI L



=0 \Nis the ragrange

) ¥ - PpD - Byt =0  Maltiplier
.M o Pp /1a

Py

We  would like to relate the price elasticity of demand facing
tne‘ firm to the elasticity of substitution between goods. With
;this in mind find: | .

9 D ~TPy \0‘1-1 (Pul-d + Pplaaﬁ)‘ - PD-G '(1_0_)  PD"'d- ]’

From heref;yéi’gofto:thé price elaétidifyféf}A§ﬁ§ﬁdiﬁﬁiéﬂag§}ﬁ§ﬁ§ht

(8) Bp = + (1-0) [“'ir&"'"i:a"]

Now we have the' expression for the price elasticity of demand in

‘terms of . .

.~ In other studies & Ep =( becauéé-the assumption is that there

o 2/ Martin Weitzman "The Simple Macroeccncmics of Profit Sharing"

American Economic Review, Dec. 1985. Elhanan Helpman and Paul
Krugman "Market Structure and Foreign Trade: Increasing Returns,
Imperfect Competition and the International Economics", The MIT
Press, Cambridge, 1985.
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v are vmany products (P's) 3y&§§hﬁeftfjtheifuﬁii§e§ efe?the?E£ﬁe;ﬁﬁéé

We rao not want to assume this for this study because thisf

disconnects the relationship between Py and Ep that is importantf

in our analysis.

The domestic firm will be facing a demhn#?CurVeebfféﬁe?fdlipﬁinéf

fornm,

(6) Qp = A Pp . PDl T+ 23M¥n¢,'
and will set the P that satisfies,

(7) Pp [1 - #--------------é-;f-—----4-s].i‘?rbs+s

where PfOB is the export price and s the expert‘sqppgrt,
EFFECTS OF CHANGES IN Py ON Ep

'HTe;find'this out partially differentiate (5),
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Ae: one would expect intuitively, a fall in the price of importei
(decrease in tariffe) will increase the elasticity feced by thef
domestic producer, decreasing his monopoly pcwer. The result of
vthe perfect substitute case goes through in this case also. Theg
decrease in monopoly power will imply falling Pp and increasedT

Qp, with the subsequent decrease in exports.

A NUMERICAL EXAMPLE

Take (6) and (7). In (6) there ere a series of shifting factors in
A that will be consioered equal to one.
Initial equilibrium:
d =3
Qp = 1
Pp = 1
Epl = 2
Pprop = +5
Decrease Py by 50% (decrease tariffs), and the new equilibrium

will be:
0 =3
¥ Qp, = 1.5
Ep, = 2.49
Py, = +85
By, = -5

/\P\
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The result 'as expected is:

Consequently, exports are decreased in’ the new equilibrium.



