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EXECUTIVE SUMMARY

The objectives of this study were:

1. Update the so-called "Checchi Report" (1985) which
dealt mainly with trade and payments in Central
America.

2. Analyse the evolution of real exchange rates for
the region's currencies.

3. Describe and evaluate a program initiated by the
EEC to reactivate the Camara de Compensacion
Centroamericana (CCC).

q. Evaluate the prospects for the Central American
Common Market (CACM) and identify the areas 1in
which ROCAP activities can promote productive
regional cooperation.

Since each of these topics could constitute a separate
study, each section is preceeded by its own executive summary.
Thus, sections may be removed from the overall study and they
will stand on their own.

In the process of addressing these points there is a
secondary objective of examining and responding to recent major.
studies that have been done on economic integration in Central
America by The World Bank (1989) and Zuvekas (1989). Reference to
these are made throughout this study as appropriate.

TRADE AND PAYMENTS

Section 1 reviews the economic conditions facing the Central
American countries through 1989, and focuses on the period 1980-
89. It updares some of the analysis in the "Checchi Report"
(1985). Some major conclusions are:

1. Comparisons of CACM activities are often made with what
they were in 1980. 1980 is not a good year for
comparison. Reasons for this are:

- Coffee prices reached an historic peak in 1977,
but were generally very high for the 1976-8¢
Period. These prices are likely to never return.
~ Other commodities prices were also
extraordinarily high in about 1980 and declined
thereafter.

- Nicaraguan imports from other Central American
countries were extremely high in 1980. These were
so high that they distort our view of "regional"
economic events.

2. Analyses should focus on individual countries rather
than on aggregate data for the CACM. This is primarily
due to the distorting influence of Nicaraguan imports
in about 1980 on the aggregate for the region. Also,
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each country is unique. When we aggregate to the
regional level we lose sight of the special
characteristics of each country. .

3. Integration in Central America, as measured by the
proportion of trade occuring internally, did not
dncrease after about 1979. '

q. Within the region, excluding Nicaragua, (ie. within the
CACM-N) integration, measured by relative trade
proportions, did not decrease until about 1985.
Proportional trade reduction within the CACM-N during
1980-84, was about the same as it was for non-regional
trade, and about what one would expect given changes in
GDP. Proportional trade reduction during 1986-89 was
very large.

5. Proportional trade reduction within the CACM during
1985-89 was probably not due to discriminatory tariff
policy. Countries maintained tariff preferences for
regional trading partners. .

6. Exchange controls and special tzxes and surcharges were
important cdeterminants of proportionally reduced
regional trade. Also, all countries made special
arrangements to manage trade with Nicaragua.

REAL EXCHANGE RATES

In Section 2 we review the derivation of real effective
exchange rates (REER). We then present REER calculations for
Costa Rica, E1 Salvador, Guatemala and Honduras. These are
compared to REER calculations from other sources. No matter the

source the conclusions are:
1. The Lempira and the Salvadoran Colon have appreclated

greatly since about 15890.

b Guutemala's devaluations in 1985 and late 1989 have
allowed a real depreciation of the quetzal of about 50%
compared to 19806. Guatemala's exchange rate management
could be improved.

3. Costa Rica has managed a real depreciation of the Colon
of about 50-60% compared to 1980. Costa Rican exchange
rate management appears reasonably efficient.

We then explore the difference between real appreciation of
an exchange rate and "overvaluation". A currency can only be
considered overvalued if either of two conditions exist:

1. If there is a persistent loss of foreign exchange
reserves, or,
2. the maintenance of foreign exchange reserves 1is

unsustainable.

If a devaluation were to be chosen as a means to adjust to
a sustainable external balance, factors additional to REER
appreciation should be considered. Information available
indicates that real devaluations in excess of the post-1980
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appreciation.in the REER are necessary. Reasons for this include

the following:

1) the cost of resource raallocation has probably
increased in recent years.

2) The internal terms of trade have shifted against
-exports, : :

3) Little ie known about commodity-specific responses that
could be expecteud.

4) Parallel markets have often discounted currencies
sharply once an unsustainable reserve position appears.

5) International market chanyes preclude simply returning
to the relative price structure of the past.

Both Costa Rica and GQuatamaia have devalued and have found
that to sustain their external balances, nominal exchange rates
must adjust by more than enough to simply return to a REER of the
late seventies. Both countries are maintaining exchange rates
that are devalued by about $50-70% more than is necessary to
simply return to the REER of 1980. El Salvador has devalued in
1986, and i{s in the process of devaluing again at the end of
1989. HKonduras too is in the process of devaluation as this
report is written. Indeed, neither El Salvador nor Honduras has
choice, for their external balancee are clearly unsustainable.

CAMARA DE COMPENSACYON AND THE EEC PROGRAM

In Section 3 we review the function of the Camara de
Compensacion Centroamericana (CCC) and the reasons for it falling
into disuse in the mid-198¢és. We then review » program, supported
by the EEC, to reactivate the CCC. The main characteristics of

the EEC program are:
1. Intravregional exporta are subtnsidized with ECUs donated

oy the EEC.
2. Participating central banks offer linos of credit for

payments clearing.
3. Automatic loans are granted monthly to debtor countries

and automatic loans are offered (through the lines of
credit) by creditor countries.

4. Special loans are available for debtor countries unable
to service their automatic loans in the medium term.

5. All loans and credits are multilateral. That is, they
are loans to or credits from the "system". They are not
loans and credits between central banks.

6. An EEC condition for participation is that countries
must agree to specific policy reforms and a speciflic

timetable for pursuing them.

Conclusions on the EEC project include the following:
1. There is no indication that the lack of a clearing
mechanism, or credits for financing trade clearing is a
‘major obetacle to trade.
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The system supported by the EEC would work well where
balances are small and roughly zero over the medium
term. But, bilateral balance, or even regional balance
should not be the objective of policy, Rather,
countries should pursue policies that yield them
overall equilibrium in their.-balance of payments.

A major problem with clearing payments exists between
El Salvador and Costa Rica. Financing of a trade
clearing mechanism may help Hondurae increase its
imports. A new clearing meachanism would do little for
trade between Guatemala and Costa Rica, and between El
Salvador and Guatemala. Nicaragua is in no condition to
participate in the proposed scheme, and Honduras and El
Salvador are in marginal conditfon to do so.

Under some conditione’, the proposed scheme of automatic
loans could lead to paralisis and breakdown for the
system.

Any increased trade that did occur under the system
would be very inefficiently financed, since the program
would automatically finance trade imbalances existing
on already occuring trade, and is not, and cannot be,
restricted to new trade.

To the extent that countries free trade and payments
among themselves as specified in the program, trade may
expand. .

The EEC has insisted that without reform, countries
cannot participate. This is a strong point for the
proposal.

The fundamental problem remains: without a reasonable
reallignment of exchange rates vis-a-vis world' markets,
and without countries pursuit of sound macroeconomic
policles which include exchange rate flexibility, a
cleai2ng wechunism like the one embedded in the CCC
cannot work. With reasonable exchanoe rates and
appropriate macro policies, including exchange rate
flexibility, a CCC-like mechanism may work, but under
those circumstances it would be of only marginal

utility.

PROSPECTS FOR_THE_ CACM

Section 4 analyses prospects for a reactivation of the
CACM. Reasons for the decline in the CACM are:

1.

The protective structure of the CACM was based on
import substitution industrialization (ISI). This
created a strong anti-export bias and increased the
regions vulnerability to economic disturbance.
The economic crises affecting each country beginning in
about 1979-80 were Initiated by:

- Economic mismanagement,

~ Recessions in the developed countries,
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- political/military violence
~ declining international terms of trade

3. Macroeconomic disequilibria brought on by the crises
were worsened by the anti-export biases inherent in
ISI.

Since 1980, each country has pursued different strateglies
toward regaining macro equilibrium. There is almost universal
agreement on what should be done. Main policy measures required
are:

- reduce anti-export bilases,

- liberalize trade,

- reduce exchange controls,

= Mmanage reasonable exchange rate policies,

- edjust fiscal deficite and inflation.
Costas Rica has made considerable progress in implementing these
policies. Guatemala has made less progress. El Salvador has
attempted reform, but is hindered by political/military events.
Honduras and Nicaragua have done little, though the recent change
in government in Honduras will probably bring important reforms
with ft. Easch country must proceed as it is able whether or not
their actions are compatible with the constraints of the CACN.,

The CACM f{s & customs unifon. A custome union requires a
common external tariff and duty-free trade internally. Neither
condition has existed for some time in Central America. Thus, the

CACM in effect, no longer exists.

Section 4 recomnends a strategy for integration without a

customs union. Main lngredients ih that strategy include:

1. A free trade area (FTA) is a preferable form of
economic integration for Central Amerf -a. an FTn
requires duty-free trade internally, but allous
independent tariffs for outside trade.

2. Conditions should be promoted that would lead to an
FTA.

3. An FTA would be promoted if the trade and payments
reforms already begun independently in Costa Rica,
Guatemala and E1l Salvador were to meet the objectives
set by those countries. In fact, 1f they meet their
objectives they will be very close to having a common
external tariff as well.

4, Special attention must be directed toward policy reform
in Hondures and Nicaragua. Neither could now
participate in any formal integration scheme.

5. Subregional trade agreements should be promoted.

6. Any measures that make regional or subregicnal trade
more efficient promotes integration, whether or not
these measures fall within formal agreements.



ROCAP ACTIVITIES

Section 5 recommends several activitiee that ROCAP might
become involved in to promote reglonal integration. These
activities are recommended based on the pointe stated above and
on the limitations facing each country. Activities are based on
the observations that, first, countries must pursue reforms and
do it at their own pace, second, regional free trade can be
maintained and conditions will not be "right" for a common
external tariff for 3-5 years, third, regional trade can be made
more efficient despite lack of formal "integration" schemes.

Activities could include:

1. Activities to encourage reforme in trade and payments.

-~ promote the exchange of comparative information on
reforms, exploiting experience elsewhere,

- support comparative evaluations of effective
protection,

- examine the effect of removing exchange controls,

- encourage cooperation within sub-regional trade
groups, "

- consider alternative integration arrangements,

- support maintenance of a free trade area regionally,

while {ndividual tariff reforms occur.

2. Yrade promotion without formal inteqration.

- Support removal of "obstacles" to trade, other than

tariffs,
- direct attention to removal of transport and

potential energy problems,
-~ promote the interactions now developing between SIECA

and the private sector,
- consider reglonal trading arrangements that could be

strengthened with Panama.
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INTRODUCTION

"The purpose of this study is to provide ROCAP with
recommendations on ways that it can best support regional
integration in Central America. To support these recommendations,
the study examines background trends in economic events and in
economic policy. In so doing, the study examines several topics
which could have been the objects of separate studies. Indeed,
this report is composed of sections which can stand alone as
indopendent studies. Therefore, in addition to the executive
summary which preceeds the overall study, there are shorter
executive summaries for each section. Also, in cases where
sections would be extraordinarily long due to the consideration
of technical background material, the latter is relegated to

appendices. Four parts of the study can stand alone. These are:

SECTION 1: The Balance of Trade and Paymente {n rfentra)
America.

SECTION 2: Real Effective Exchange Rates in Central
America.

SECTION 3: The Camera de Compansacion Centroamericana.

SECTIONS 4-5: Prospects for the CACM, and, A Role for ROCAP.
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Summary 1
17" Bdckground 3
1. frade in Central America 6
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Appendix: Trade and Exchange Restrictions in Central
America. 30

Ve



SECTION 1

THE BALANCE OF TRADE AND PAYMENTS IN CENTRAL AMERICA

SUMMARY :

Section 1 reviews the economic conditions facing the Central
American countries through 1989, and focuses on the period 1580~
‘89. It updates same of the analysis in the “Checchli Report" "

(1985).

1.

Some major conclusions are:

Comparisons of CACM activitiee are often made with what
they were in 1980. 1980 is not a good year for
comparison. Reasons for this are:
- Coffee prices reached an historic peak in 1977,
but were generally very high for the 1976-89
period. These prices are likely to never return.
- Other commodities prices were also
extraordinarily high in about 1980 and declined
thereafter.
- Nicaraguan importe from other Central American
countries were extremely high in 1580. These were
s0 high that they distort our view of “regional"
economic events.
Analyses should focus on individual countries rather
than on aggregate data for the CACM. This is primarily
due to the distorting influence of Nicaraguan imports
in about 1980 on the aggregate for the region. Also,
sach country is unique. When we aggregate to the
regional level we lose sight of the special
characteristics of each country.
Integration in Central America, as measured by the
Proportion of trade occuring internally, did not
increase after about 1970.
The CACM is ev*remely small. Honduras has not been a
member since 1970. After about 1982 Nicaragua has not
been an effective participant. Thus, only three
countries remain: Costa Rica, El Salvador and
SBuatemala.
Within the region, excluding Nicaragua, (ie. within the
CACM-N) integration, measured by relative trade
proportions, did not decrease until about 1985.
Proportional trade reduction within the CACM-N during
1980-84, was about the same as it was for non-regional
trade, and about what one would expect given changes in
GDP. Proportional trade reduction during 1985-89 was

very large.
Proportional trade reduction within the CACHM during

1985-89 was probably not due to discriminatory tariff
policy. Countries maintained tariff preferences for
reglonal trading partners.



Exchange controls and speclal taxes and surcharges have
been important determinants of proportionally reduced
regional trade. Also, all countries made special
arrangements to manags trade with Nicaragua.



Introduction:

The purpose of this section is to provide an update to the
study by Saidi and Loehr (1985), normally refered to as the
"Checchi report”. That study contained a general descr.ption of
economic changes occuring in'Central America, particularly those
assoclated with trade and exchange rates, and this section will
provide an update on these dimensions. The Checchi report also
evaluated a proposal to finance trade balance clearing mechanisms
in Central America, upon which.we will comment again in Section
2.

In the discussion of economic changes in Central America we
believe that it is very important to keep in mind the diversity
of the region and the unique expsrience of each country. No
single country is very similar to any of the others. Thus, we
will rarely refer to data aggregated to tho level of “Central
America". Too often important changes for one country may be
swamped by regional trends. On other occasions, the performance
of one country, when aggregated with the others, c..n give th.
impression that there are regional changes occuring when in fact
they are only in one country. Much information is lost in the
process of aggregation, so, as general principle we will not
aggregate.

1.1 Background

An evaluation of trade and payments in Central America (or
anywhere else) must keep in mind the overall environment in which

changes are occuring. The main feature of the Central Amerlican


http:which.we

sconomic landscape is the severe recession that all countries
entered, beginning in about 1979 or 1980. Table 1.1 shows some of
the recent history on real GDOP und real GDP per capita (PCY). The
period from 1980-84 is approximately the time when all countries
“of the region were clearly ‘in recession. The table shows the
annual rate of change for both GDP and PCY for 1989-84 and for
the years since. The change in GDP was negative over the 1980-84
period in Costa Rica, El Salvador and Guatemala. Honduras and
Nicaragua's GDP was increasing-very slowly. However, in no case
was there positive growth in per capita income.

For most countries economic diffliculties have persisted.
Costa Rica seems to have reversed its negative growth, in both
60P and PCY after 1985, but per capita growth continues to be
very slow. E1l Salvador has eked out some minimal growth of GDP
but remaine more or less stagnant in per capita terms.
Guatemala's recession lasted longer than most of the others, uith'
GOP declining through 1985 and remaining stagnant in 1986, but
PCY declining sharply through 1986..Hondurns Yas done better than
the others in terms of avoiding an overall decline in GDP and
achieving some real growth, but extremely slow growth there
contributes to stagnation in PCY. Nicaragua's case is a bit
different in that its recession occured earlier than elsewhere,
and is attributable to its revolution which occcured in 1978 and
1979. Between 1977 and 1980, GDP declined by about 30% and PCY
dropped by 40%. Thus, the figures in Table i.1, indicating slow

growth in GDP for Nicsragua in the 1980-84 period, represents



slow growth from a severly depressed base. The Nicaraguan
situation deteriorated even further in 198§ and 1986, with GDP
dropping in both years before recovering very slightly in 1987.
Per capita income has dropped in all years for Nicaragua since
‘1978,

The damage that has been done to real per capita incomes in
the region can be seen in Table 1.2. There we show the real per
capita income recorded in 1979 and in 1987 for each country. Data
are those reported in the IMF's, International Financial
Statistics (IFS). Note that per capita income in all countries is
far below what it was a decade ago. Even in the countries that
have been reasonably successful in pulling themeelves out of the
recession of the early 1980s, Costa Rica and Honduras, PCY {s
still about 11-12% below 1979 levele. ELl Salvador's per capita
income is severely depressed, and Quatemala and Nicaragua are not
far behind. Such large declines in per capita income are very
difficult to recover from. To fllustrate, we have calculated ‘the
rate at which GDP would have to grow, assuming population arouwth
rates implied by IMF data,! to return to the 1979 levels of per
capita income over a five-year period. In general, real GDPs
would have to grow at about 5.5 to 7% per annum to achieve that
objective. The Central American countries have not grown at those

rates for a five-year period for over tuventy years. Thus, it is

! Population growth rates were those implied in the
population figures appearing in the IMF's, IFS Yearbook, 1989.
Rates of change were calculated for the 1980-87 period. The rates
assumed were: Costa Rica, 3.1%, El1 Salvador, 1.5%, Guatemala,
2.9%, Honduras, 3.4% and Nicaragua, 3.6%.
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unlikely that per capita i{ncome will recover to 1979 levels for a

very long time.
1:2 Trade in Central America
Jhe qgeneral balance of trade and payments:

An examiration of basic elements of the balance of payments

for the Central American countries reveals four important
features. First, while current account balances have been
persistently negative and large during the last decade, there has
been some tendency toward improvement in the past few years. In
most cases, negative current account balances were largest during
1980 and 1981, and with the possible exception of 1987, current
accounts have improved since. Second, variations in trade
balances roughly explain variation in current account balances.
Third, balances on the services account are persistently large
and negative. Furthermore, services balances do not vary by large
amounts and in general, the negative balances on the services
accounts are larger than the negative trade balances. Thus, it
appears that it is the services balances that set the gener=al
level of the current account balances, while it is the trade
balarice that causes the current acount balance to vary. Fourth,
transfers have become increasingly important.

Table 1.3 shows the data on current accounts and {ts
components, the trade, services and transfer accounts. The data
cover the period from 1979 to 1988B. The table is analogous to

Tables 2.1 through 2.5 in the Checchi report, which carries these



TAOLE 1.1

GOP AND GDP PER CAPITA GROUTN RATES FOR CENTRAL ANERICA
IN REAL TERRS FoR 1900-1908

0P SRONTH:
COSTA RICA - EL SaLvaser COATERALA - nONDURAS NIcaraGu -

1950-1904 -0.3 -3.3 -1.3 (N 1.2
',.' 'c. z:. ‘la. ,.2 ..ll
1906 6“6 3.6 " 2.1 -0.4
"ne 3.0 2.6 1.1 6.2 1.8
190 s 29 ¢ 0 ¢ 1§ 3.9

GIP PER CAPITA GROWT:

1980-1904 2.2 -6.1 -2 -3.1 2.6
1," 'lo, .o’ ',o’ ..oi "0’
190§ 19 -1.0 -2.2 -0.3 -3,
l,.’ .c, .o. ." ‘l‘ “0’
l,.. . .oz ‘ -!'. 4 .c‘ . .l'

SOURCES:  1900-1985 FRON TNE CNECCNI REPORT
J905-1987 FRON 2UVEKAS (1999)
GUNERS : o, INF, IFS COUNTRY TADLES
O, SOP FRON IFS, OIVIOED OY POPOLATION GROWTN INPLIED IN 2UVEXAS
¢. Comara do Industria do Guatesmala (1909)
4. INF estimates (1999)



TABLE 1.2
QEAL PERCAPITA INCORE IN 0LLARS OF 198§

PERCERTAGE
PCY IR 1979 PCY IN 1907  CHANGE IN pCY
CosTA RICA 17 1570 -12.1
tL satvan 1529 1168 -23.8
SUATERALA 1669 1350 -19.1
anovas ”"e ¢ M -11.4
RICARAYUA 1541 1238 -11.1

SOURCE:  INF, IFS YEARBOOIS
8. NGXOURAS' PCY IS FOR 1908



TABLE 1.3

CURRENT ACCOUMT DALANCES IN CENTRAL ANERICA, 1979-1900

CORRERT TRADE SERVICES 3]
ACCOORT OALANCE OALARCE TRANSFERS
cosTA RICA
1979 -550.2 -35.1 -255.3 12.2
1900 -663.9 -314.3 -34.1 1.8
190 -109.1 -0 -38.2 2.1
1902 -97.1 64.1 -3.1 .1
1908 -316.2 -0 -3§59.1 4.9
8] ] -3§1.1 s ~292.% ",
1908 -291.2 -61.9 =202 §3.6
1906 -160.6 -39.6 _ =218 1.3
10 -397.9 -141 S 1IN 105.9
¢ 1908 -142.9 -85 -338.4 2.6
£t satvan 1979 Ul 1.6 -201.6 51.4
190 0.6 1.4 -196.7 ".y
1 <250.4 -100.3 -210.4 6.3
10 -152.4 -11.8 -201.3 1.7
1983 -0 -1.3 -228.1 L8
190 -83.§ -108.6 -172.§ 307.6
1905 -n.? -6 -1§6.3 348.6
1906 116.9 -12.4 -102.1 - 303.3
s 1907 M L H -1 m
¢ 1 -9 - -2 2%
SUATERALA 1979 ~05.6 -100.3 -151.9 126.6
10 -163.3 7.2 -320.3 169.4
1 -§12.7 -248.7 -4 .9
1982 -399.1 -113.9 -341.9 2.7
1303 -223.9 n.7 ~200.2 .6
10 -31.4 -50 -356.1 0.7
1905 ~246.3 -17 -2 19.7
1906 -11.6 160 -260.8 15.1
1 -442.5 -355.9 <008 193.3

1] -446.4 <360 =302 .2



TABLE 1.5 CORTINUED

ncaraon

SOURCES:

1979
- 19
1991
1992
1993
191
1905
1996
1
¢ 19%

1979
4] ])
4]}
1
1909
190
1995
1906
10
4]

CNECCNT QEPORT FOR DATA 1979-190)

CURRENT
accoon

'1’2.‘

-6t

-
.3
«225.2
-374.3
~292.6
-8.2
-265.9
-84

1.2
-319.1
-$14.3

-6
-429.3
-§39.9
-159.4

-693
-142.1
-114.8

TRADE
BALARCE

-26.9

C =150

-114.8
-4.2
-66.9
-141.8
-03.6
1.2
-31.3
8.7

Q)
-352.§
-§22.6
-315.8
-349.5
-113.9
-%.7
-474.3

-5
-611.§

SERVICES
IALance

~105.6
-230.8
-218.4
-254.1
-208.2
-240.1
-260.2
-201.2
-299.1
-340.7

-138.4
-158.5
162
-
-112
-351
=346
RHR
=320
-283.3

14}
TRARSFERS

nd

u.s

a.§
"
"3
2.2
§1.1
0.9
.1
19

"n.¢
123.9
.3
8.4
1.y
0.7
18
146
128.9
19

INF, IFS FOR 1984-1987, EXCEPT FOR RICARAGUA WNICR GOES TO 1906.

0. IRF memo te Executive Board, March 15, 1989

b. Comara de Industria de Guatemals (1989)

¢. Consejo Ronetario Controamericano, Solotin Estadistice 1908

['(’c



figures back to 1969. Notice that the services account for all
countries is negative and in most cases larger in magnitude than
the trade balance. To a large extent the services balance
reflects interest payments on foreign-held debt, though it also
contains. data on other important variablss such as the net result
of drawback operations and profit repatriation. For Costa Rica
net service payments peaked in the 1980-83 period and in
Guatemala in 1981. In both cases net payments on services
accounts have improved, though'only slightly. For Honduras and
Nicaragua, negative services balan?oo continue to grow. Only in
El Salvador has there been an improvement in the net balance on
services account.

Transfers seem to be growing for all countries. Most
important is the case of E1 Salvador where transfers have been
very large. Indeed, transfere to E1 Salvador have occured at such
a8 rate that in 1986 and 1987, the current account was in surplus
despite large trade deficits. While much of the favorable
transfer balance is due to remittances by Salvaddorans living
abroad,? most of it is attributable to AID's ESF program. Surely
the ESF programs are contributors to the improved transfer
plctures for Costa Rica, Guatemala and Honduras as well.

Trade balance fluctuations can be traced in part to

fluctuations in the prices of the commodities that Central

2 Remittances by Salvadorans lifving abroad have been
estimated by AID/El Salvador to be in the range of $458 to $573
million per year. Most of that enters El Salvador unrecorded.
Balance of payments records only about $150 million per year.
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American countries export. Coffee prices are probably the single
most important commodity price for Central America. Coffee prices
peaked in 1977, but were at very high levels for the 1976-80
period. Coffee prices peaked again in 1986, though the peak was
- -eomewhat lower .and short-lived. ‘In- the meantime- (ie. 1981 to
1985) coffee prices were below the levels of the late 1970s, but
were at no time as low as they were before 1976. Or2 can see the
effect of favorable coffee prices on the data. In all countries
of the region, trade balances and therefore current account
balances imprcved in 1986. It may also be the case that the
extra-sharp deterfioration of the trade balances in 1987 were a
result of high coffee prices in 1986. If governments were
convinced that the coffee prices of 1986 would persist, then they
would assume that foreign exchange availability would be as good
in 1987 as in 1986, and they would allocate foreign exchange
accordingly.® When coffee prices failed to stay at 1986 levels,
export proceeds turned out to be "too low", relative to the
foreign exchange asllocated for imports. It is certain that 1989
will not turn out to be a good year for coffee exports. During
the year, the International Coffee Agreement disolved and coffee
prices fell to levels of the early 1970s.

Movements in coffee prices imply that 19580 may be a poor
year for comparing trade-related data on Central America. As

indicated in the preceeding paragraph, 198@ marks the end of the

3 All Central American countries had foreign exchange
controls in 1987. Foreign exchange is allocated according to
government priorities in each case.
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http:short-lived,..In

"coffee boom" of the lste 1970s. It may be unreasonable to expect
that coffee prices will ever again return to the level of the
1976-80Q period, and particularly unlikely that they would return
to their peak in 1977. Other commodity prices reinforce this
.observation. Bsef.prices peaked in 1979-8@, Cotton in..1980,-
bananas in 1980-83 and sugar i{n 1979-80.4 While quota allocations
have much to do with foreign exchange sarnings in these
commodities (particularly with sugar), commodity prices were
particularly high in 1980 or lq immediately preceeding years. For
this reason (and others stated below) we do not believe that
comparisons with 1980 alone are very useful. While comparisons
with 1980 may serve to illustrate some minor points, when it
comes to major questions such as those having to do with changes
in overall trade performance, or growth {n 6DP, comparisons with
1980 (or even with the 1977-8@ porlod5 are rather misleading.
Furthermore, to set out short-term goals that would restore the
conditions of 1980 would be naive at best.

Trade Patterns:

It is a fairly common assertion that trade within the CACM
declined after 1980. On the basis of total value of exports this
is certainly true, but on the basis of trade proportions, it {is
not. In the following exercises wa wiil see some of the utility
in viewing the region as being composed of individual countries

rather than being simply an aggregate of five. Aggregation loses

4 These statemeents are based on the commodity price
information contained in the IMF, IFS Yearbocok, 1989.
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important information. The experience of Nicaragua has been so
different from the other four countries that, when Nicaragu&n
data are aggregated'uith the others, the aggreqgate information
gives a distorted impression of what has occured in the region.

Exports of each of the Central American countries® to. the .
CACM are shown in Table 1.4. The table is calculated in two ways,
The firat iz to take the conventional definition of the CACM as
being composed of five countries. The second is to define the
region excluding Nicaragua, a grouping which we refer to as the
CACHM~-N. The reason for doing thie is to fllustrate that the
pilcture one gets of integration within the region is quite a bit
different when Nicaraqua is excluded.

But why exclude Nicaragua if it {s part of the CACM? First,

in the period 1979 to 1983, Nicaraguan imports from the other

® All data representing exports and importe for Central
America come from the IMF's Direction of Trade Statistics
Yearbooks for various years. At first an attempt was made to use
SIECA's data from documents such ss "Cuatro decadas de evolucion
del Comerclo intracentroamericano" (agoeto, 1989). However those
data have great inconsistencies. Main problems are three. First,
data on exports by one cvuntry are often much different from the
corresponding import fiqures for its trade partner. Differences
are often too large to be explained by the fob/cif Jdifferential.
Second, there are many cases where the imports of one country are
jess than the corresponding export figures for a trade partner.
This of course cannot be explained by any fob/cif differential,
nor does it seem to be explained by the poor recording of the
timing of transactions. Third, The SIECA data do not come close
to matching the data in Direction of Trade. The latter is a well
respected source of trade data, and all data are processed and
"cleaned" in a routine manner. Though some small inconsistencles
remain, these can often be explained by the timing of
transactions.

Thus, we have used data from DOT. To "average out" any
inconsistencies, that is to make all exports equal imports
between partners, we have taken averages of exports and {mports

between pairs of countriss.
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TABLE 1.4
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TABLE 1.5.4
CEPORTS TO RICARAGWA (IN NILLIONS OF DoLLARS) OY:
COSTA RICK EL SALVADOR GUATENALA NORDURAS
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Central American countries increased dramatically. Second, in the
same period, the cordoba became extremely overvalued in real
terms and the other Central American countries sharply reduced
their imports from Nicaragua. Third, the resulting trade deficit
for Nicaragua with the region éould-not bs esttled -by Nicaragqua
for lack of foreiqn exchange. Fourth, Nicarsgqua accumulated large
debte to the other countries of the region. Since it could not
service these debts, the main creditor countries, mainly Costa
Rica and Guastemala, stopped al% trade with Nicaragua, except that
which could be cleared by barter. In the process the clearing
mechanism centcred on the Camara de Compensacion Centroamericana
broke down because it never was designed as a credit source, let
alone the manager of debt arrears. (see the Checch!i report for
details) Finally, Nicaragua is net now a member of the CACM in.
any functional sense, and has not been since® 1984. It cannot
service the old debts accumulated fn the early 1980s. It does not
have foreign exchange available to create confidence among 1its
trade partners that it will clear payments when due and major
changes within Nicaragua to reintegrate itself with the region
will be protracted. For practical reasons, it is necessary to get
on with the task of revitalizing the economies of Central
America, leaving Nicaragua aeide.

Examine Table 1.4. The top part shows intraregional exports
using the conventional definition of the CACM. Notice that
Nicaraqua's regional exports fell off sharply after 1978.

Meanwhile, Nicaragua's imports from the other CACM countries grew
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considerably, to peak in 1980. Indeed, the data in Table 1.5,
part A, show that exports to Nicaragua tripled for Costa Rica and
Guatemala and doubled for E1 Salvador and Honduras, all in one
year (le between 1979 and 1980). These regional exports stayed
relatively high through 1983, after which they were cut back
sharply. This would not make much difference to aggregate
regional trade patterns if exports to Nicaragua were only a small
proportion of exports of the other CACM countries. But this is
not the case. The lower part of Table 1.5.A indicates that
exports to Nicaragua were a rather large proportion of the total
of regional exports for the other countries. The data in Table
i.5, part B, show that for the period 1980-84, all the other
countries ran trade surpluses wlth Nicaragua that dwarf any
previously observed trade imbalances. It wae the accumulation of
these unsettled imbalances that eventually led to the collapse of.
trading relationships between Nicaragua and the other Central
American countries.

Returning to table 1.4 we see the effect of removing the
influence of Nicaragua from the data by examining exports for the
CACM-N. Exports for that four-country group also peaked in 198@,
and declined to 1988, when there was & slight upturn. However,
the drop in intra-regional exports was not as great
proportionally as it appeared to be when Nicaragua was included.
Note that for the CACM, the changes in intra-regional exports
were:

1974-8¢0 +121%
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1980-84 - 39%

1984-88 - 25%

For the CACM-N, intra-regional exports changed by the following

i rrecaentages:

.1974-80 +1562%
1980-84 - 22%
1984-88 - 25%

Within the CACM-N there appesars to be more “integration" occuring
before 1980, in that intra-regjonal exports grew at a faster pace
(162%) than they did for the CACM (121%). Also, when trade
declined after 1980, there was less "disintegration" within the
CACM-N. Intra-regional exports within the CACM-N dropped by 22%,
while with the effect of Nicaragua included, intra-regional
exporte drcpped by 39%. Indeed, 44% of the entire drop in trade
for the CACM is¢ attributable to Nicaragua alone. Furthermore, for
the CACHM-N the drop in intra-regional exports was only slightly
more than the drop in per capita incomes for the region, a result
that one would expect given "normal" income elasticities of
demand for imports. Also, exports for the CACM-N to the rest of
the world fell by about the same proportion, indicating that
there might not have been any "disintegration" at all. There was
& general, worlduide decline in exports, not a decline restricted
to the region. From 1984, the decline in intra-regional exports
is about the same for the CACM as it is for the CACM-N. This is

not surprising since by 1984, most trade with Nicaragua had been

stopped by the other countries.
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TABLE 1.6.4

COSTA RICA, PERCENTASES OF EXPORTS T8:
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TABLE 1.6.0
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TABLE 1.7.4
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Table 1.6 shous export pattornolfor Costa Rica, El1 Salvador,
Guatemala and Honduras (ie. the CACM-N). Patterns are described
in terms of the exports going to either the CACM, the CACM-N, the
U.S. or the rest of the world, labeled "other". Compare the
columne for the. CACM and the-CACM=N.-If we note the proportion of
total exports going from each country to the CACM, we note that
in each case there was 2 dsciline bsginning in 1986. Smaller
proportions of exports were directed toward the CACM in the 1981-
84 period, and much smaller proportione in thes yearc 1985-88. The
plcture is not the same for the CACM-N. The proportion of exports
directed toward the CACM-N does not drop in the 1981-84 period.
Indeed, for three of the countries in the group, the proportion
of exports directed to the CACM-N fncreases. Only in El1 Salvador
does the proportion drop, but there only by a little. Three main
points stand out:

1. If we use the proportion of trade directed internally
as a measure of economic integration, then the level of
integration actually arew for the CACM-N, up until
1984. It clearly declined thereafter.

2. While the data for the CACM seem to indicate a relative
disintegration of trade for Central America starting in
198&. they do not. The data primarily reflect a
disintegration of normal trading relatioiiships with
Nicaragua.

3. The absolute level of trade occuring in the region

declined after 1980 no matter what group is considered.

21



The main decline is cauccd.by.Nlcaragua ceasing normal
trading relationships with the region. Absolute
declines occurred elsewhere, but these were roughly

proportional to declining trade with other world areas.

For. the .reasons indicated above, we do not consider it..

productive to attempt to analyse aggregate data for Central

America as a region, especlally without removing the influence of

Nicaraguan data. Nicaragua is a special case and should be

treated as such. To retain Nicaragua in any aggregate figures

dealing with Central America is to muddle whatever analysis {s

being done.

Tables 1.6 and 1.7 show that important shifts have occured

in CACM-N trade since about 1985. These are:

1.

Intra-regional trade has declined proportionally,
whether we consider exports (table 1.6) or imports
(table 1.7) but the decline began only in about 198S5.
On the basis of regional trade patterns one could not
build the case that there was dieintegration of trading

relationships within the four-country group before

1985.

After 1985 there has been a proportional shift in trade
toward the U.S. Only Honduras increased its proportion
of exports destined to "other" countries and this is
almost entirely due to exports of bananas. Only Costa
Rica imports proportionally more from "other"

countries, but it has not reduced its share of imports
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coming from the U.S. Some of the shift in trade toward

the U.s. 1s probably associated with the components of

AID flows that must be spent in the U.S. This would

particularly affect El Salvador, where the proportion

of ‘trade with the U.S. has increased dramatically.

There is a generally heid belief in Central America that
important trade barriers have been erected that discriminate
againet regional trade, and that these barriers are to blame for
decreased regional trade. The Checchi Report examined changes in
trade and exchange restrictions through 1983 and found that ,
while there were trade and exchagne restrictions, and that they
increased after 1980, they did not generally discriminate against
regional trade. On the contrary, the new restrictions wvere
generally not applicable to regional trade. Furthermore, the
Checchi Report examined the proportions of imports for each
country originating within the CACM. Had trade restrictions been
discriminatory, against intra-regional trade, the proportion of
imports originating within the CACM would have droppend for the
countries imposing restrictione. The Checchi Report found no
evidence of discriminatory restrictions of this kind.
Our Table 1.7 shows the proportions of each country's

imports originating in the CACM-N.S® Signe of having erected new

& Again, it would be very distorting to include Nicaragua 1in
the calculations. That would show that the proportion of imports
originating in Central America, would have dropped starting in
about 1978, with the drop accellerating after 1980. But that is
only the effect of the Nicaraguan trade. The other Central
American countries did discriminate against Nicaragua by cutting
off trade with her, except through automatically balancing
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discriminatory restrictions do not appear until 1985. After that
date, the proportion of imports originating in the CACM-N fell
sharply. This reopens the question as to whether or not effective
and new restrictions on trade and payments have been imposed by
each of .the CACM-N countries.. Surely, this shift could be
explained by other variables but discriminatory restrictions
could be important. In the appendix to this section we survey new
trade and payments restrictions that have been applied since
1984. In general, that survey uncovers no important
discrimination in the form of tariff restrictions, against
imports from the region by any country. Indeed, tariff
preferences for imports from Central America have been retained.
There are some instances where countries have instituted export
promotion schemes which make it more advantageous for their own
exporters to seek markets outside Central Amserice. This {s
particularly true in the case of Costa Rica.

The main discrimination against regional trade was probably
indirect. Beginning in about 1980, all countries of the region
developed severe foreign exchange shortages. There are two
possible responses to this. Firset, a country can adjust the value
of ite currency, which in this case meant devaluation. A new,
devalued value for a currency would then serve as a device to
ration the foreign exchange that is available, while

simultaneously creating conditions that would make more foreign

barter. But this 1s well known and well understood. It should not
blur our vision of what occtired elsewhere,.
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exchange available in future. Except for Costa Rica, all
countries were reluctant to devalue. But even in the case of
Costa Rica there continued to be a shortage of foreign exchange.
It takes time for a devalued currency to increase the avallablity
of forelgn exchange and Costa Rica was staggering under a debt
burden that demanded all the foreign exchange that could be
generated, just for debt service. Secondly, exchange =ontrols can
be ueed to ration foreign exchange. Even with its devaluations,
Costa Rica relied on exchange eontrols during the early 1980's as
a temporary measure to get through its worst crisis years. The
other countries had to use exchange controls because of their
unwillingness to devalue. Furthermore, as their currencies became
progressively more overvalued in real terms, exchange controls
had to be made more limiting. Only those countries able
eventualiy to devalue and maintain the real devaluation (le.
Guatemala and Costa Rica) were able to.relax exchange controls.
Honduras, the country least willing to devalue, currently has the
most constraining exchange controls

The exchange controls, as implemented in each country
probably constituted the main obstacle to intra-regional trade.
To put the controls into effect, each country established lists
of imports, ranked by priority. Highest priority would go to
“necessitles” such as medicines and food; next priority to
imported inputs. Lowest priority went to consumer and "luxury"
goods. But it is precisely trade in consumer goods in which

intra-regional trade had specialized. Indeed, 90-95% of the trade
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among the Central American countries was composed of consumer
goods (Wcrld Bank, 1989:12), the very goods assigned lowest
priority by every country's foreign exchange allocation scheme.
Vulnerability of the Central American economies to these
restrictions was probably heightened because of the 1SIX
strategies promoted by the CACM. Those ISI strategies were
designed to protect highly the production of consumer goods. That
production weec based largely upon imported inputs. Thus, when the
crisise came, production was very dependent on imported inputs and
it was these imports that received priority in the allocation
schemes, so that domestic production could continue.

A final observation should be made from Tables 1.6 and 1.7.
While the economies of the countries of Central America appear to
have achieved significant integration prior to 1985, the degree:
of integration does not appear to have increased after about
1970.7 This statement is at odds with conventionally held vieuws
in the reglon. If we include as part of the operational

definition of integration, proportionally increased trade amw-ng

members, then we can measure progress at integration by observing

whether there are increases In the proportion of trade occuring

among members. It is not enough to measure the absolute level of

trade among countries, for that alone does not tell us anything
about the strengthening or weakening of trading ties among

countries. The proportion of each country's trade occuring among

7 A similar observation has been made by the World Bank
(1989) and by PRODESARROLLO (1989).
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members (ignoring Nicaragua) did not change in any significant
way between about 1979 and 1985. The period between 1970 and 1989
was one of general trade expansion, and trade with the rest of
the world expanded at about the same pace as intra-regional
trade. The countries were participating in- an-overall .expansion
of world trade and trade with themselves was only part of it.
Thus, we take issue with the conventional view that economic
integration becams greater up until about 1980. For us the degree
of integration did not change after 1970.°

The nature of regional integration changed greatly in about
1980. That year marked the peak for Nicaraguan imports from the
region and the accumulation of a debt that has never been repaid.
As a result, by about 1983 Nicaragua was no longer a
participating memter of the CACM. Since Honduras has not been a
member of the CACM since 1978, the departure of Nicaragua left
the CACM as consisting of only three countries. Thus, by the mid-

1980s little remained of the CACM that had been envisioned in the

® One could easily build tie case that the degree of
integration with the rest of the world occured at a more rapid
pace for Central American countries than it did with the region.
If we focus on {nternational transactions rather than on trade,
as a measure of the degree of integration, and furthermore on the
proportions of transactions with the rest of the world versus
Central America, we would see greater integration with countries
outside the region.

Recall the figures of Table 1.3 on the current account
balance for the region. The current account balances are a result
of three kinds of transactions, those having to do with trade,
services and transfers. Capital transactions occur in the capital
account. There are very few intra-regional transactions in other
than the trade account. Furthermore, these non-trade transactions
have expanded greatly since 1970. Thus, the proportion of
transactions occuring within the CACM has declined over the
years. By this measure, integration in the region has decreased.
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196¢0s.
1.3 CONCLUSION

Section 1 reviews the economic conditions facing the Central
American countries through 1989, and focuses on the period 1980-
89. It also updates some of the analysis in the "Checchi Report"

(1985). Some of the major conclusions are:

1. Comparisons of CACM activities are often made with what
they were in 1980. 1980 is not a good year for comparison.
Reasons for this are:
-~ Coffee prices peaked in 1977, but were generally very
high for the 1976-80 period. These prices are likely to
never return. Thus, the Central American countries had
extraordinary foreign exchange earnings and economic
growth. Similar coffee prices may never recurr.
- Other commoditiss prices also peaked in about 1980
and doclined thereafter.
- Nicaraguan imports from other Central American
countiic3 were exiremeiy high in 1980. These were so
high that they distort our view of "region" economic
events.
2. It is more revealing to examine data on individual
countries than it is to examine an aggregate for the CACM,.
This is primarily due to the distorting influence of
Nicaraguan imports in about 1980 on the aggretage for the
region. Also, each country is unique, and when we aggregate

to the regional level ue lose sight of the special
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characteristics of each country.

3. Integration in Central America, as measured by the
proportion of trade occuring internally, did not increase
after about 1979.

4. Within the region, excluding Nicaragua, (ie. within the
CACM-N) integration, measured by relative trade proportions,
did not decrease until about 198§. Proportional trade
reduction within the CACM-N during 1980-84, was about the
same as it was for non-regional trade, and about what one
would expect given changes in GDP. Proportional trade
reduction during 1985-89 was very large.

s. Proportional trade reduction within the CACM during
1985-89 was probably not due to diecriminatory tariff
pollcy. Countries maintained tariff preferences for regional
trading partners. Rather, exchange controls and special
consumption taxes and surcharges were responsible for
proportionally reduced regional trade. All countries made

special arrangements to manage trade with Nicarzruya,.
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APPENDIX TO SECTION 1
TRADE AND EXCHANGE RESTRICTIONS IN CENTRAL AMERICA

The purpose of this appendix is to survey changes that have
been made in the restrictions governing trade and payments within
Central America. This is in response to the commonly held view
that one of the main reasons for a decline in intra-regional
trade is that each country has erected barriers discriminating
against regional trade. Our main source for this survey is:

IMF, "Exchange Arrangements and Exchange Restrictions,

Annual Reports, for various years, 198§ through
1989,

Contrary to the title of this source, it comments on changes {n
tariffs and other trade barriers as well as on exchange
restrictions. To the extent that we rely upon other sources, we
will refer to them in the text. We will survey changes in policy
by country and chronclogically; then assess whether or not there
has been any systematic bias against trade within the region.

One should keep in mind the situation existing at the
beginning of the period under study, which is 1984 to the
present. In 1984, payments clearing through the Camara de
Compencacion Centroamericana (€CC) had all but ceased. Massive
unserviced debts b Nicaragua, primarily to Costa Rica and
Guatemala had caused the latter two countries to begin withdrawal
from use of the CCC. E1 Salvador was having difficulty clearing
payments and Honduras, while {ts trade was small, was recognized

to have an overvalued currency. Both Costa Rica and Guatemala
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were in the process of structural adjustments that involved
devaluations and export promotion. All these factors make 1984 g4
year of considerable uncertainty. See the Checchi Report for
details.

COSTA_RICA

984:

By 1984, Costa Rica had a unified exchange rate. Purchases
and sales of other Central American currencies vere effected on
the basis of quotations in colgnes, taking into account the value
of those currencies in terme of US dollars in the parallel
exchange markets of the respective countries. The effect of this

procedure was to cause a de facto devaluation of the other

Central American currencies as far as trade with Costa Rica was
concerned. Payments to member countries of the CACM continued to
be made through the ccC, though payment was made {n dollars.

Imports were not licensed, though registration was required.
There was an exception made for goods originating within the
CACM, which wvere exempt from the registration. In addition to
regular import duties, which in general were non-existant between
Costa Rica and the other CACM countries, the following taxes were
levied on trade:

1. a stamp tax of 3% of the customs duty,

2. a sales tax of 10% ad valorum (with some exemptions),

3. selective consumption tax of 10,12,50 and 75% depending

upon the "essentiality" of the goods In question,

q, 10% surcharge on capital goods originating outside the
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CACHM,

S. 12.5% surcharge for consumer goods originating outside

the CACM,

6. a 2% surcharge on goods originating in the CACH.

Thus, on the basis of special taxes and surcharges, there is a
clear preference for goods originating within the CACM. The tax
on CACM goods is small (ie 2%) and it is smaller than special
taxes on goods from other areas.

Tax credit certificates (GATs) were made avallable to
exporters of nontraditional exports to areas outeide the CACHM.
CATs were valued at 15% of the fob value of qualifying exports
and are freely negotiable. In addition, exporters qualifying for
CATs also qualify for certificates for increases in exports
(CIEX) The latter are equal in value to from 1% to 10% if the fob
value of the increase in exports over the preceeding year, and
are redeemable in cash (in colones). The provision of CATs and
the CIEX would clearly discriminate against trade with Central
America. These instruments create a strong incentive for Costa
Rican exporters to export outside the reglon if they can.

The only arrangement to discriminate directly against
Central American trade was to extablish special arrangements for
exports to Nicaragua. Exports to Nicaragua were permitted to
Nicaragua only in cases of advance payment in dollars, barter, or
'against letters of credit confirmed by major international banks.
Thie arrangement is clearly in response to the debt arrears

accumulated by Nicaragua and its inability to service that debt
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with Costa Rica.

1985;
Beginning from May 26, 1985, settlements in respect of all

trade with Central American countries are required to be made in
dollars. One should recall the context within which this occured.
Coeta Rica was owed very large amounts by Nicaragua associated
with the {atters inability to clear payments through the CCC. El
Salvador was having difficulties clearing payment and was
experiencing considerable economic chaos at the time. Guatemala
had lost control of the value of the quetzal and great
uncertainty existed there. Honduras had a serious overvaluation
problem, but traded little with Costa Rica in any event. Imports
from the CACM continued to be exempt from registration
requirements, and taxes and surcharges on trade remained as they
were in 1984. The value of CATs was increased for some trade, but
CATs and CIEXs remained unavailable on exports to the CACM. The
old CAT value of 15% of fob was retained for exports destined to
the US, but was increased to 20% for exports to countries other

than the US. Restrictions on payments for exports to Nicaragua

were retained.

1986

Conditions remained the same as they were in 1985, with the
exception of some changes in the taxes and surcharges on trade.
In addition to the taxes already mentioned, special tax treatment
was created for Imported inputs and capital goods. For imported

inputs, if nominal protection is less than 10%, a surcharge is
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added to raise it to 10%x. For capital joods, 1f nominal
protection is less than 20%, a surcharge 1s added to bring it to
208. The surcharge on goods originating in Central America was
changed too. For Central American goods, the surcharge was 2%
provided that the surcharge on similar goods from outside the
reglion wvere at least 2%.

1987

Conditions in 1987 remained the same with the exception that
the protection on importe of inputs and capital goods was limited
to minima of 8% and 10% respectively, by levying surcharges there
nominal rates were less than these amounts. Import surcharges for
consumer goods originating in Central America were eliminated.
1988;

During 1988, conditions remained as they had been with the
exception that the stamp tax on imports was replaced by a tax of
1% of import value. Meanwhile, the maximum tariff rate was
reduced to 80%, as part of a trade reform aimed at reducing the

maximum tariff rate to 40% over three to five years.

1989
The main change during 1989 is that Costa Rica and Guatemala

have agreed bilaterally, to clear payments between them through
the mechanisms of the CCC. By 1989, Guatemala had made
considerable strides in managing the quetzal, and {n fact
imbalances between the two countries were rather small. Thus,
while settlement Is to be in dollars, it Is not necessary for

Costa Rican exports to be liquidated in dollars for each
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transaction.

In summary, in Costa Rica, the measures taken discriminate

against trade within Central America indirectly, mainly through
the operation of the CATs and CIEXs. These are only available to
exporters of nontraditional goods to areas other'than Central
America. Furthermore the incentives created by the CATe are
substantial. To qualify for CATs, the exports in question need
only have a domestic value added of 30%. Thus, exports just
meeting this criterion receive .an export subsidy equal to about
50-67% of domestic value added depending on destination, as long
as the destination is not Central America. CIEXs add to that
subsidy. These factore would tend to reduce Costa Rican exports
to the region, though they would tend to promote exports in
general. Costa Rican exports to the region would be further
slowed by the requirement (beginning in May, 1985) that all
settlement for exports to the region be made in dollars.

The system of taxes and surcharges on imports show a
continued preference for goods from Central America. Costa Rica
has erected a series of taxes and surcharges on imports, which
are the equivalent to import duties. In all cases however, taxes
are either not levied on goods originating in Central /merica or

the taxes that do exist are very low compared to equivalent goods

originating elsewhere.
EL _SALVADOR

1984:

By 1984, El Salvador was in the process of devaluing the
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colop. A legal paralell market for foreign exchange was
established in 1982. Commercial banks were allowed to deal in the
parallel market, but the centrai reserve bank (BCR) was
prohibited from doing so. Nevertheless, since the banking system
in El salvador is nationalized, the parallel market cannot be
considered a "free market". An active black market also existed
(and still exists) in E1l Salvador and the colon In that market
exchanged at a rate of about C 4.20 per dollar at the end of
1984, Part of the process of dgvaluatlon was to transfer
transactions, little by little from the official market to the
parallel market. Indeed, over the next few years, thes struggle
with devaluation would predominate on El Salvador's economic
landscape.

Several steps on the path to devaluation seemed to
discriminate against trade with the CACM. Foreign currency
accounts could be opened by some exporters of nontraditional
exports to countries outside the CACM. This would be to their
advantage because it would protect them from the coming official
devaluation, the size of which was still unknown in 1984. During
the year a series of lists were published, authorizing that
certain percentages of export proceeds could be sold in the
parallel market, for specified types of exports. In general,
proceeds from nontraditional export sales outside Central America
received a slight advantage in that a higher percentage of them
were exchangeable at parallel rates. One must note, that these

were incentives for Salvadoran exporters, who were dealing from a

36



position of competitive weakness. The Salvadoran colon was so
overvalued that despite these Incentives there was not much of an
impact on exporters.

On the import side, preferences were maintained for imports
from the CACM. When imports were transferred to’ the parallel
market, it was imports from outside the region that were
transferred first. Goods from the CACM were also exempt from
import surcharges of 30% on the applicable import duty, and a
selective consumption tax of from 5 to 30 percent, both of which

were charged on imports from other countries.

1985

During 1985, the move toward devaluation continued in more
or lees the sam; fashion. In general the same conditions existed,
except that the proceeds from exports to the CACM were permitted
to be exchange in the parallel market fully. The main feature of
1985 1s probably the confuslok and chaos assoclated with the

proliferation of liets permitting differing proportions of

transactions to be subject to different 2xchange markets. It was
probable that this procedure deterred trade, no matter the trade
partners involved.

62

The cclon was devalued to € 5 per dollar on January 22.

Simultaneously, Imports were increasingly restricted. Priority
lists were published indicating high priority items that could be
imported, and other lists prohibiting the importation of many

items. Importation was also restricted by requiring high prior
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deposits, and restricting the use of means of payment other than
letters of credit. It became a requirement that all imports be
paid for with 90-day letters of credit. However, imports from the
CACM were generally exempt from these restrictions. Payments
‘could be affected in a number of iays unavailable to importers
from other areas. Imports of "nonessential goods" were made
subject to a consumption tax ranging from 10% to 125%, though
most CACM goods were exempt.

1987 :

Conditions remained more or less unchanged in 1987. The only
major change of note was that exporters of nontraditicnal goods
were again permitted to open accounts denominated in dollars.
(normally referred to as "cuentas dolares") These dollars could
be used for their own imports or could be transferred to other
importers who met certain (liminting) criteria. Cuentas dolares

were avalilable to exporters to the CACM.

1988:

During 1988 restrictions on imports uere relaxed and the use
of cuentas dolares was expanded. Exporters of nontraditional
goods also qualified for "certiiicates for discounting taxes",
which were equal to up to 20% of value added in the export
activity. These were not transferrable.

Ouring 1988, El Salvador struck a bilateral agreement with
Guatemala that trade between them could be transacted in whatever
currency was acceptable to the exporter and importer, and at

whatever exchange rate they could agree on. In effect tnis
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created a limited free market in foreign exchange, operating
mainly along the border between the two countries.
1989:

It became clear at the end of 1988, that the colon was
.overvalued and that {ts official exchange rate could not be
sustained at C S per dollar (see Loehr, Protasi and Vogel, 1989).
Thue, during 1989, movement toward devaluation began again. The
use of cuentas dolares was expanded so that more people could
transact in that market. Also, banks were allowed to intermediate
there. By the time the political violence of late 1989 began (on
November 11) most transactions were occuring in this “parallel"
market. The exchange rate then was about C6.40 per dollar.

In summary, El Salvador did not appear to discriminate

agajinst intra-CACM trade. Except for a few short periods,
preferences were given to CACM trade. During the periods when
preferences seemed to have been eroded, the preferences were
related to a changing situation on the road to devaluation. These

episodes were short-lived and probably did little to dam>ge trade
within the CACM.

UATEMALA

1984:

The main feature governing international payments in 1984
was the nature of the then existing three-tiered exchange system.
Guatemala was taking the first steps toward devaluation of the
quetzal by establishing three markets. First was the officaial

market where most transactions occured. The rate there was 1
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quetzal per &ollar. The second was an auction market, where the
central bank would buy dollars from banks and auction them off
periodically. (While this auction market was created legally, no
transactions in it occured in 1984). The third was a banking
market, where the value of the quetzal was .allowed to devalue in
accord with market forces (though it is not likely that this was
a "free market") In the banking market, the quetzal was devalued
by about 50% compared to fhe officlal market by the en{ of 1984.
Most exporters were required to surrender their foreign
exchange at the official rate, though exporters to the CACM were
allowed to exchange their proceeds at the banking rate, an
obvious lncentive to export to the CACM. Payments with regional
countries were still being cleared through the C€CC, though
transactions with Nicaragua were required to be carried out in
dollars. Imports in general require registration with the central
bank, but imports from the CACM are exempt from this requirement.
Imports from Honduras are dealt with in accordance with bilateral
agreements. Finally, all imports originating outside the CACM

were subject to an Import surcharge of 30% of the applicable
duty.

1985
By the end of 1985, many transactions had been transfered to

the banking market. In that market, exchange rates rose to about
Q 2.91 per dollar by the end of the year. Preferences for Central
American trade continued through the operation of the banking

market for exports to Costa Rica, El Salvador and Honduras.
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Arrangements were made for barter transactions with Nicaragua.

1986

By the end of 1986, some stability had returned to the
quetzal. Guatemala instit;ted a "regulated"” foreign exchange
market within which most transactions would occur. The central
bank would Intervene in that market to set the value of the
quetzal, which exchanged there at Q 2.5 per dollar at the end nf
1986. There was retention of tho'banking market, but the premium
on dollars there dropped to onYy a few percent. While export
proceeds from transactiones with Central America were largely
channeled through the regulated market (60%) the remainder
continued to qualify for exchange in the more favorable banking
market.

The main event of 1986 was that on June 6, Guatemala
withdrew from the CCC. Henceforth, trade transactions with other
Csntral American countries were required to be settled in
dollars. In addition, the Central American common external tariff
was reformed ad snme tariffs reduced in the process. Some export

taxes were added, including a 4% tax on nontraditional exports to

Central America.

1987 :

During 1987, there was considerable unification of the
exchange rate at about Q2.5 per dollar. This rate existed in both
the regulated market and the banking market. Bilateral agreements
were struck with each of the regiones central banks on settlement

of trade balances, and transactions in general continued to be in
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dollars. A small tax of 4% was introduced on all imports, though
imports from CACM countries were exempted.
1988:

The exchange rate was unified in the regulated market at Q
2.7 per 'dollar. Otherwise conditions remained the same in 1988.

In summary, Guatemala tended to retain preferences for trade

with Central America throughout the period. The only negative
step in thie regard was withdrawal from the CCC. Exports to the
CACM were generally granted access to the most favorable exchange
rates and imports remained free of duties and taxes that were

otherwise appllsd to imports from other areas.

HONDURAS
1984:

Most of the conditions existing in 1984, are carried over -
from 1983 and before. Honduras is not a formal member of the
CACM. Rather, Honduras participates partially in the CACM by
having struck bilateral agreements with each of the CACM
countries. The bilateral agreements commit Honduras to act as {f
it were a member, but give it more flexibility to pursue policies
that would normally not occur within the confines of the treaty
establishing the CACM. Honduras has never adhered to the concept
of a common external tariff, and has maintained tariffs on
imports from other Central American countries. Banknotes of the
other Central American countries are bought and sold at parity by
the Honduran central bank and payments are settled through the

CCC in the domestic currency of the paying country. In effect,
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the combination of these two rules implies that for Honduras,

payments are settled in dollars.

Import permits are normally required in Honduras. Houever,
the transaction size, beyond which a permit is required is higher
for the CACM (ie. $25,000) than it is for imports from other
countries (le. $5,000). Most imports from outside the CACM are
subject to import duties, but importe from the CACM are also
subject as well. Import duties on goods from the CACM, which are
set by bilateral agreement, are generally less than they are on
goods from other countries. Nevertheless, these range up to 35%.
Some goods are subject to a customs surcharge of 128 of the
normal duty and a consular surcharge of 8% of the fob value.

985
One important change was i{ntroduced in 1985. On March 19. a

parallel exchange market was introduced for trade transactions
with the rest of Central America. Exporters to Central Amerlica
were allowed to retain their foreign exchange proceeds in special
deposit accounts denominated in the region's foiziqn currencies.
Amounts in these accounts could be used for payments for imports
from Central America and could be transferred to to other
importers at freely negotiated exchange rates. The effect of this

latter provision was to introduce a devaluated Lempira to trade
in Central America.

1986:

During 1986, the free market in local currencies was

modified In response to payments problems with Nicaragua and with
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Guatemala's withdrawal from the GCC. The free market continued to
be available to exporters to El Salvador and Costa Rica®.
Honduras struck a special agreement with Nicaragua whereby trade
transactions would be settled each three months, in dollars. The
effect of this is to limit Honduras's credit to Nicaragua, since
the latter was generally the deficit country. Trade transactions
with Guatemala were to be conducted in dollars.

1987;

During 1987, the basis for market-determined exchange rates
among regional currencies was broadened. Trade transactions in
the region were permitted to be carried out in local currencies,
by barter, or from dollar proceeds arising from exports to the
;ogion.1° This arrangement made settlement through the ccC
unnecessary- and Honduras withdrew from participation in the cCC
in February. A bilateral clearing arrangement was agreed upon
with Guatemala whereby outstanding balances were cleared every
two months. The central bank forced a manageable balance with
Guatemala by permitting imports only when exports to Guatemala
had taken place. Transactions with Nicaragua continued to be
carried out under the bilateral agreement struck in 1986.

In December, 1987, a system of CETRAs was Introduced. Under
this system, commercial banks issue CETRAs to exporters when they

surrender thelr nontraditional export proceeds to the bank.

9 The implicit exchange rate in this market at the end of
1986 was L 2.4 per dollar.

1 The implicit exchange rate for the Lempira at the end of
1987 was L 2.7- per dollar.
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CETRAs are denominated in Lempiras, and the holder has
preferential access to foreign exchange at the official rate. The
value of the CETRA is determined by the central bank, based on
the value added in the production activity generating the export.
CETRAs are transferrable once, at a negotiated rate, and must be
used within four months. The effect of the introduction of CETRAs
is to institute a partial devaluation of the Lempira. This
reinforces the partial devaluation associated with free exchange

of Central American currencies introduced in 198S5.

1988:

During 1988, the only major change had to do with the
biroadening of the use of CETRAs. Beginning in August, 1988, the
proportion of CETRAs issued per dollar of roiitraditional exports
was set at.40%. The time period within which CETRAs had to be
used was extended from four monthe to seven. Furthermore,
commercial banks were permitted to intermediate in the CETRA
market. The effect of this was to transfer a significant part of
forelgn exchange transactions to a parallel market.

No important changes occured with regard to exchange

arrangements or trade restrictions specifically aimed at Central

America.

1989
By the end of 1989 important changes had occured in

Honduras. Beginning in about September 1989, the central bank
increasingly lost control of the foreign exchange market. Due to

extreme forefgn exchange shortages at the central bank, attempts
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were made to intervene ln.the market for CETRAS. Intervention was
intended to direct more dollars to the central bank and to keep
the premium on CETRA dollars from rising. Collusion between the"
central bank and private banks was rumored to have kept the CETRA
dollar premium below what the market would have determined. The
response of the private sector was to simply ignore the central
bank. By early 199@, exporters were refusing to deliver their
export proceeds to the central bank and were exchanging them in
the black market instead. Indeed, the central bank had lost its
ability to influence exchange rates by the end of January, 1990,
and the prevailing exchange rate was the black market rate at
about 4 Lempiras to the dollar.?! Thus, by early 1990, a
devaluation has occured in Honduras, statements of the central

bank notwithstanding.

In summary, Hondurae is not a true member of the CACM, but

acts as a member by virtue of a series of bilateral agreements.
Honduras has maintained duties on importe from other Central
.American countries throughout the period, though these duties ar:
lower than those applied to imports from other countries. These
duties generally did not change during 1984-89. Incentives for
Honduran exporters to seek markets in Central America were

strengthened somewhat, though they have been restricted by an

11 AID/Honduras reports that normal central bank procedures
and regulations should cause a flow of about $50-60 million per
month to the central bank. By late 1989 the actual flow had
fallen to about $2-3 million and in January, 1990, may not
surpass $1 million. For comparison, monthly petroleum imports,
which are eligible for foreign exchange at the official rate,
normally run about $5-6 million.
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increasingly overvalued lempira. By early 1990 however, the
Central Bank of Honduras had lost the ability to determine
exchange rates. There has been an effective devaluation of the
Lempira to about 4 Lempiras to the dollar.

An overall summary:

Over the period 1984-1989 there does not appear to have been
any tendency for Central American countries to discriminate
directly against intra-regional trade by the imposition of
tariffs and taxes. The major exception has to do with the export
promotion schemes of Costa Rica, which provide a subsidy to
exports destined outside the reglon. However, even in the Costa
Rican case there are no observable restrictions discriminating
against importe from the other Central American countries. A
second major exception is that of trade with Nicaragua. Payments
difficulties that we have described elsewhere, caused all the
other countries to limit trade with Nicaragua.

Throughout the perfod, many steps were taken that would have
encouraged trade in the region. When countries levied import
surcharges and extra taxes on imports, imports from the CACM were
generally exempt. Guatemala, Honduras and E1 Salvador took steps
to liberalize regional exchange rates. Costa Rica had already
done thie beginning with the steps she took in 1981. Liberalized
exchange rates encourage trade because, in addition to getting
the "prices right", payments imbalances clear automatically.
Overall, one would not expect that changes in trade and payments

restrictions during the 1984-89 perliod would have discriminated
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agalinst Central American trade.

The main restrictions that grew during the pfrlod were
exchange restrictions. These tended to prohibit importes of goods
that were considered to be unnecessary or luxury g;ods. They
tended to discriminate against many final consumer goods. Since
these are the kinds of goods that predominate in regional trade,
there has been an indirect discrimination against regional trade.
Exchange restrictions are therefore probably to blame for much of

the deterioration of trade within Central America.

48



SECTION 2: REAL EFFECTIVE EXCHANGE RATES IN CENTRAL AMERICA

Summary 1
The Real Exchange Rate Concept 4
Real Exchange Rate Calculations 7
Real Exchange Rate Comparisons 12
Appreciation and "Overvaluation® 21
Conclusions 22
APPENDIX A: 25
Real Effective Exchange Rate Derivations
APPENDIX B: 32
Real Exchange Rates and Overvaluation
B.1 Real Exchange Rate Apprecliation
Overvaluation
8.2 REER, Devaluation and Adjustment
B.3 Devaluation and the General Suprp
Response
B.4 1Internal Competitiveness
B.5 Commodity Specific Responses
B.6 International Market Changes

Information from Parallel Markets



SECTION 2
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REAL EXCHANGE RATES IN CENTRAL AMERICA

Summary:

In Section 2 we review the derivation of real effective’
exchange rates (REER). We then present REER calculations for
Costa Rica, El Salvador, Guatemala and Honduras. These are
compared to REER calculations from other sources. No matter the

sourceé the conclusions are:
1. The Lempira and the Salvedoran Colon have appreciated

greatly since about 1980.

2. Buatemala's devaluations in 1985 and late 1989 have
allowed a real depreciation of the quetzal of about 50%
compared to 1980. Guatemala's exchange rate management
could be improved.

3. Costa Rica has managed a real depreciation of the Colon
of about 50-60% compared to 198e. Costa Rican exchange
rate management appears reasonably efficient.

We then explore the difference between real appreciation of
an exchange rate and "overvaluation". A currency can only be
considered overvalued if eifither of two conditions exist:

1. If there is & persistenic lose of foreign exchange
reserves, or,
2. the maintenance of foreign exchange reserves is

unsustainable.

If a devaluation were to be chosen as a means to adjust to
8 sustainable external balance, factors additional to REER
appreciation should be considered. Information available
indicates that real -devaluations in excess of the post -12g89
appreciation in the REER are necessary. Reasons for this include
the following:

1) the cost of resource reallocation has probably
increased in recent years.

2) The internal terms of trade have shifted agalnst
exports.

3) Little is known about commodity-specific responses that
could be expected. .

4) Parallel markets have often discounted sharply
currencies, once an unsustainable reserve position
appears.

5) International market changes preclude simply returning
to the relative price structure of the past.

Both Costa Rica and Guatamala have devalued and have found
that to sustain their external balances, nomiral exchange rates
must adjuet by more than enough to simply return to a REER of the

1
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late seventies. Both countries are maintaining exchange rates
that are devalued by about 60-~70% more than {8 necessary to
simply return to the REER of 1980. El Salvador has devalued in
1986, and is in the process of devaluing again at the end of
1989. Honduras too is Iin the process of devaluation as this
report is written. Indeed, neither El Salvador nor Honduras has a

choice,

for their external balances are clearly unsustainable.
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Jntroduction:

This section analyses movements in real exchange rates for
Central America, oveir the period 1974-1989. The work is divided
into three main parts. In part one, calculations of real exchange
rates for each of four Central American countries, Costa Rica, El
Salvador, Guatemala and Hondurae are shown. Nicaragua is not
shown for two reasons. Firet, Nicaragua has ceased to be a
functional part of the CACM as indicated above. Second, Over the
past several years there has c{isted a panoply of exchange rates
in Nicaragua, with differences bestween individual rates sometimes
becoming as large as a factor of fifty or more. To calculate real
exchange rates under those circumstances would be futile. In the
end the same conclusion would be reached in any event, namely,
that the cordoba has sutfered real appreclation by large amounts
most of the time.

As part of the real exchange rate exercise, the concept of
real effective exchange rates 1s introduced and explained only
briefly, The detailed logic leading “o r2al -~ fact!.a exchange

rate calculations is explained in Appendix A.

In part two, comparisons are made between the real exchange
rates observed in Central America. Comparisons aro also made with
other real exchange rate calculations. Part three discusses the
concept of exchange rate overvaluation as opposed to
appreciation. It discusses the conditions that should be
considered in determining an appropriate exchange rate when

overvaluation exists. Again, technical background material {is



relegated to an appendix (ie. Appendix B).

2.1 The real exchange rate concept

Calculations of "real exchange rates" (RER) are often used
to help evaluate the international competitiveness of countries.
The main ‘idea behind RER calculations is to adjust the nominal
exchange rate for movements in domestic and foreign prices. The
objective is to obtain an index of changes in the relative
purchasing power of a currency, given:

1. changes in the nominal .exchange rate between the currency

of the country in question ( the "home country") and other

currencies, and

2. changes in price levels between the home country and the

outside world.

Just as we would not want to base statements about prices on
only one element in a price index, we would not want to base
statements about the real purchasing power of a currency only on
its real change relative to another currency. Thus, we use the
concept of a real effective exchange rate (REER). The REER
represents a weighted average of the relative purchasing power of
84 currency relative to a number of other currencies. The other
currenclies are normally those of the "home country's" main
trading partners, and the weights normally represent the relative
importance of trade partners in total transactions. In this

study, the price indices used to calculate the REER are those

found in Table 2.1. The loglc behind calculations of the REER lis

found in Appendix A. Finally, the REER is presented as an index
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number so that comparlsons can be made acrose different
currencles. The index is constructed so that a decrease in the
index represents real appreciation of the currency in question.
Intuitively, real appreciation implies a decrease ;n the price of
foreign exchange when measured in local currency. Thus, the index

declines Qhen appreciation écéur;.
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TABLE 2.1
PRICE IRDICES, 1980=100

v.s. i GERNANY C.h et ¢. nome, SYATERALA
PROD.PR.  WHOLESALE IND. PRODS. Pl 1 1 1
1w .59 i .1 .50 04 .9 0.54
1978 - 065 .76 .02 .68 0.%% 0.6 4.61
1976 (1) .o .05 en .5 0.4 06
mnm .n .y .3 0.1 .66 $.N1 076
1 wn .1 0.9 en L L 8] 0
1979 (B 1) 0.5 .9 “u 0.5 (B H 0.9
10 1.0 1.0 1.4 1.0 1.0 1.0 1"
1501 1.0 1.1 1.8 1.9 1.18 1.09 1.13
1 1.11 1.0 1.1 3.6 1.0 1.19 1.13
1903 1.0 1.1 1.16 3.45 148 1.2 1.19
1 1.15 1.0 1.19 .06 1.62 1.3§ 1.23
1985 1.1§ 1.0 1.2 “u 1.9 1.0 1.46
1906 1.11 """ 1.19 “n 2.62 1.46 1.9
" 1.4 i 1.16 5.0 .27 1.60 .1
1" 1.19 0.06 1.18 .n 1.9 1.6 .0
1 1.2§ " 1.2 .4 “n .9 an

SOURCE:  INF, IRTERNATIONAL FINARCIAL STATIST .3, YEARDOOK, 1909

IN THE 0.S., JAPAN ARD GERNARY, WNQLESALE PRICE INCREASES FOR 1909 ARE ASSUNED T BE
€.9%, 3.3% AND 3% RESPECTIVELY,
SEE: TRE ECONOAIST NOVENBER 18-20, 1939,

FOR TNE CERTRAL ANERICAR COUNTRIES, INFLATION RATES IN {989 ARE ASSONED TO DE:
COSTA RICA: SANE AS I {988

NONDURAS: 258, SOURCE, AID/NONOURAS. AID ALSO ESTINATES 16% IN 1980,

EL SALVANOR:20%. SOURCE, AID/EL SALVADOR,

GVATERRLA: 128, SUURCE, DANCO OE GUATENALA, DPTO. IRTERNACIORAL



TABLE 2.2

REAL EFFECTIVE EXCHANGE RATE INDICES FOR CENTRAL AMERICA

1974
1976
1976
1977
1978
1979
1980
1981
1982
1983
19814
1985
1986
1987
1988
1989

COSTA RICA EL SALVADOR

‘1.022
9.953
9.984
1.014
1.040
1.066
1.000
3.311
1.991
1.538
1.602
1.550
1.512
1.596
1.554
1.504

1.289
1.185
1.188
1.148
1.094
1.063
1.000
0.946
0.937
0.822
0.82¢0
e.798
9.805
0.684
e.5860
0.589

GUATEMALA

1.066°

1.046
0.992
0.963
9.959
0.958
1.000
9.961
1.021
0.938
1.16¢
1.617
1.666
1.468
1.475
1.838

HONDURAS

1.937
1.048
1.054
1.035
1.062
1.048
1.000
8.989
9.940
0.814
0.843
2.819
0.759
0.715
0.631
0.523
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2.2 Real Exchangqe Rate Calculations

The results of REER calculations for Costa Rica, El
Salvador, Guatemala and Honduras are shown in Table 2.2. The
weights used in-constructing the lndiceé shown are the share of
each trade partner's total non-oil trade. The choice of weights
does not appear to be a very important one since the same general
picture emergee when alternatives are used. Recall in reading the
tables that a declining index implies appreciation of the
currency in question. Furthermoro.'glven the data supporting
these calculations, not too much importance should be placed on

emall changes of a point or two in the second decimal place.

The REER for Costa Rica show basically, two periods. The
first occurs during 1974 through 198¢; the second 1981 to the
present. In the first period, which entailed a nominal
devaluation in 1974, there is no significant movement in the
REER, and on the basis of that alone, there was no apparent loss
of competitiveness. However, during the late 1970's Costa Rica's
current account balance had deteriorated sharply, in large part
due to large fiscal deflcits. The trade balance had deteriorated
as had the services balance. Costa Rica had borrowed heavily to
support large public expenditures and the "debt crisis" caught up
to Costa Rica in 1981. By that time, despitc what the REER may
have indicated, the situation was unsustainable. (We will have a
more to say about sustainablity below). In 1981, the colon was
devalued from a nominal rate of 8.57 per dollar to over 36 per

7
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dollar by year-end. Since 1981 it {is 1nt;roct1ng to note that
there has been little change in Costa Rica's REER. Continual
minidevaluations have adjusted for the differences between
internal and trade partner inflation.

The Salvadoran colon appreciated in almo&t'bvery-year.

except in 1986 when there was a real depreciation due to the

change in the official exchange rate from C2.50 per dollar to
C6.00 per dollar. Since the data used in calculating the index
included a blend of official and parallel rates for the colon in
the years 1982-85, the real depreciation assocliated with the
devaluation of the official exchange rate in 1986 does not appear
to have been very great. The real depreciation of the colon
associated with the devaluation was effectively only about 5%,
since by the end of 1985, most transactions had been shifted to.
parallel markets. One should note that the shift toward the
parallel market, which occured over the 1982-85 period, slowed,
but did not stop real appreciation of the colon. The trade
welghted index dropped from a value of 1.29 in 1974 to .95 in
1981, indicating about a 26% appreciation in real terms. Thus,
appreciation of the colon is not a phenomenon that has been
confined to the 1980s. Between 1982 and 1985, the drop in the
index was much slower than {t had been in earlier years as El
Salvador began to shift increasingly greater numbers of
transactions into the parallel market.

The most Iimportant observation on these series of numbers is

the last. Real appreciation of the colon since the devaluation in



1986, has been so great that all gains from the devaluation have
been reversed. Indeed., the gains in competitiveness associated
with the shifts to parallel markets during 1982-85 as well as the
gain associated with the devaluation, have apparently been lost.
‘The ‘reason -for thtis' is the very rapid inflatfon occuring tn ‘El
Salvador compared to the relative price stability in the u.sS.,
Japan and Germany and the continued devaluations of currencies in
Buatemala and Costa Rica. The exchange rate that we have used for
1989 reflects a policy fn El Selvador of again shifting
transactions to a parallel market (the so callied "cuenta

dolares") where the colon exchanged at about 6.5 per dollar in

early November 1989.

Guatemala has been a relatively low-inflation country and
80, REER measures do not show much change before about 1984.
However, it is not clear that our supporting data are very good
for the early 1980s. The CPI for Guatemala indicates almost total
Price stability for the 1981-82 period. This is generally a
period of high world-wide inflation, and it is difficult to
believe that some of it would not epilll over to Guatemala. We
have been unable to uncover any reason why the CPI for that
period might be {ncorrect so we are takiné It on face value
here.! Thus, there is implied a real depreciation for the quetzal

in 1982, as inflation hits the rest of the world, but not

! We have had conversations about this with central bank

personnel, former central bank officials, AID and SIECA
personnel. No explanation for the anonolous CPI in 1982 has been

uncovered.



Guatemala.

The first nominal devaluation of the quetzal occured in
1985, amid considerable instability in foreign exchange markets.
After maintaining an official exchange rate of one quetzal to the
dollar for over fifty years, the Bank of Guatemala withdrew from

officially supporting the currency in late 1984 and early 1985.

Guatemalan's had no experience with a free exchange rate and a
chaotic period ensued where the quetzal dropped below four
quetzales per dollar sometime around June of 1985. By year-end,
greater quiet returned to exchange markets, the Bank of Guatemala
had regained reserves, and began again to intervene in that
market. During 1986-~1988 the quetzal was restablilized (and rates
unified) at 2.5 quetzales per dollar.

Again !n late 1989 the Bank of Guatemala withdrew from
supporting the quetzal, and for the same reason as it had in
1985. It had run out of reserves with which to intervene. This
time Guatemalans had some experience with a more flexible
currency. The quetzal devalued, but not chaotically as it had
done In 1985. In calculating the REER we have assumed that an
exchange rate of 3.6 quetzales per dollar existed at year-end,
and this has the obvious effect of showing a real depreciation in
the REER.

One of the main differences between Guatemala and Costa
Rica, the only two countries to have made any real adjustment in
thelr currencies, is that Costa Rica has an exchange rate policy,

whereas Guatemala does not seem to have one. Costa Rica has

10
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institutionallized a process of having minidevaluations to keep up
with relative inflationary differences. Guatemala seems to want
to peg the value of the quetzal, without taking the steps that
would be required to do so. Inevitably, the Bank of Guatemala
runs out of reserves and cannot support a peg. - At that point they
withdraw and let freer markets set a new value for the currency.

Honduras has never had a change in the official exchange
rate. It has had relatively slow inflation, especially prior to
1981, though rates have been h{gher of late. AID/Honduras
estimates that inflation there has been about 16% in 1988 and 25%
in 1989. They also warn that the inflation figures published by
the Central Bank for those years are very inaccurate. Despite the
relatively low inflation in Honduras, compared to that in other
countries of the region, inflation has still exceeded that in
developed countries. Thus, over the p;st ten years there has been
& very gradual real appreciation of the Lempira. Then, beginning
in about 1985 real appreciation has accellerated. Our REER
figures fpr Honduras indicate that the lempira has appreciated by
almost 50% since 1989.

Important changes are in process for exchange rates in
Honduras. By late 1989, the central bank had lost control of the
exchange rate. Exporters were refusing to deliver foreign
exchange to the central bank and were seiling it on the biack
market. Under normal circumstances, the central bank's rules
would imply monthly deliveries to it of about $50-60 million.

AID/Honduras reports that in late 1989 deliveries dropped to

11



$2.5-3 million. In January, 1990, less than $1 million may have
arrived at the central bank. The central bank has therefore run
out of reserves and can no longer influence the exchange rate.
Almost all transactions are occuring in the black market, and it
s only a matter of time -before the authorities recognize that
for all practical purposes, there has already been a devaluation
in Honduras.

In Honduras today the black market rate of exchange is the
predominant exchange rate. That rate is about 4 Lempiras per
dollar. At that rate, the REER for Honduras would return to about
what it was in 1980. For reasons that we will explore below, this
is not likely to be a sufficient devaluation to restore
competitiveness to the Honduran economy.

2.3 Real Exchange Rate Comparisons

Every set of REER calculatione are different from every
other set and ours are no exception. Differences are caused by
the countries that are chosen for comparison, the base years
used, price indices and weighting systems. Thus, we should {insure
that the calculations presented here are comparable to those
produced by others, though we would not expect them to be exactly
the same.

Table 2.3 compares our REER numbere with those appearing in
the Checchl Report, through 1984 (the last year covered by the
Checchi Report). The Checchi Report methodology differed from
that used here in its choice of trade partners, price indices and

weighting schemes. The table converts the Checchi results to a
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base year of 1980, from the original base used then, of 1978.
Results of this study are about the same as those of the Checchi
report for Honduras. Our calculations show less real appreciation
in El Salvador during the 1980-84 period, but that is because we
take into account the gradual ehift of transactiocns-to the
parallel market in that period. The Checchi Report did not. The
Costa Rican figures show a difference for 1981, where our figures
show a much larger real depreciation of the colon than the
Checchi figures do. We have used year-end figures, and the
Checchi report used year average figures. During 1981, the colon
was devalued from 8.57 to the dollar to 36.09 at year end. The

average exchange rate for the period was 21.76 colones per

dollar. Had we too used the year's average exchange rate our REER
fndex would have stood at 1.99, which is very close to the
Checchi result. Finally, in Guatemala there are differences in
our results in 1982 and 1984. In 1984, the Checchi Report used
the official exchange rate of one quetzal per ddllar. Our figures
used the welighted average of the official and parallel rates
which was 1.17 quetzales per dollar for 1984. Thus, our figures
show a real deprecliation of the quetzal for 1984, rather than the
slight real appreciation shown in the Checchi Report. The
difference in 1982 has to do with the still-unresolved issue of
why the Guatemalan CPI shows no inflation in 1982.

Table 2.4 compares our REER calculations with those
appearing in the World Bank study (1989, Table C.8) We have

converted the World Bank figures to the same base as ours for
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TABLE 2.3

CORPARISOR OF THIS STODY WITH CHECCHI

1
1
1976
mmn
1
1979
1
1
1982
1558
194

1974
191§
1976
mn
19
1979
190
198
1
1903
1904

19714
197§
1976
nmn
19
1979
1)
981
1
1903
1

1
187§
194

CRECCHI

1 -

im
1979
1980
1
1"
190
1

1.06
£.0
B
.95
0.9
"
1.0
.
0.9
0.9
0.9

1.
1.0%
1.0%
1.03
1.08
1.0§
1.0
.9
“n
0.05
.

0.9
(8 1]
0.9§
1.8
1.04
1.06
1.0
1.84
1.86
1.67
1.18

.
i.16
.48
f.12
1.1
1.0
1.0
6.8
nu
"
.

TaIS
sTooY

1.06 GUATERALA
1.08
0.9
.95
0.9
0.9§
|
0.96
1.02
0.9
1.15

1.00 NORRORAS
1.05
1.0%
1.0
1.0%
£.08
|
.9
(Bl
6.0
..

1.02 COSTA RICA
.95
.9
1.0
t.n
1.06
|
LI )|
1.99
1.5¢
1.6

1.29 EL SALvaDOR
1.19
1.19
1.1%
1.09
1.06
|
.95
"
.8
0
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TADLE 2.4

CONPARISON OF TRIS STOOY WITH WORLO OANK (1909)

IS
HORLE AN sTooy

19 .9 : 0.96 CUATENALA
1979 0.9 8.9¢
4] 1.0 |
11 0.9 0.9
1902 0.7 1.0
1903 0.0 0.9
196 0.8 1.1§
1985 1.29 1.62
1986 L. 1.56
19 1.23 1.4
1" 1.19 1.4
1978 1.08 1.45 RONOURAS
1979 1.0 1.0%
10 1.0 1
1901 "9 6.9
1982 " (B ]
1903 en LA
1 .73 (N 1]
1905 ] .
1906 .n 076
1 (B 1) 072
1960 (N [ 0.63
1" 1.1 1.00 COSTA RICA
1979 1 ) 1.06
19 nn |
1901 .n 3.5
1902 1. 1.99
190} 1.2 1.54
19 1.2 1.6
1985 1.3 1.58
1906 1.45 1.81
1987 1.66 1.6
1 .n 1.8
197 1.00 1.09 EL SAtVAOR
1979 1.06 1.6
1 1o |
1 N .95
1982 .0 .9
1989 " .0
1904 .1 t.02
1905 en N
198¢ .1 (N
190 .12 0.



TABLE 2.8

CORPARISON OF TNIS STVOY WITH INF FIGURES

i
19
1998
1986
190
19
1909

1
1
1995
1906
19
190
1909

1918
1900
190§
1906
1"
190
1909

i
1"
1985
1906
1
1"
1909

InF
COSTA RICA
.16
1.0
1.
1.9
1.82
1.66
1.%9

InF
EL saLvapee
.06

1.0
1.0
LN
0.66
0.60
0.6

InF
SUATENALA
1.16
1.0
18]
1.9
1.52
1.66
1.59

InF
NONOURAS
.06
1.0
(B}
0.7
066
L1
0.63

IS STHDY
cosTA RICA

1.H

|

1.88

1.81

1.6

1.5%

1.5

mis srony
EL saLvadom

1.09

|

"

.1

0.6

.9

0.50

TaIS stuay
CUATENALA

0.96

1

1.62

1.%6

1.46

1.9

1.0

TALS stamy
ROTOURAS

1.08

!

1.0t

07

(B}

1.6

.52

FOR THE LNF, 1969 OATA ARE OF JURE, 1909



comparison. The Bank figures differ trom ours in that they wers
calculated quarterly, and we only show here the figures for the
fourth quarter of each year. Oure are end—of—ye;r fiqures. The
Bank figure for 1988 is for the second quarter of that year. aur
results for El Salvador are about the same as the Bank's. For
Costa Rica and Guatemala the Bank shows greater appreciation of
each country for the years, 1981-84, .and greater depreclation for
the years 1985-88. The reason for this is that the Bank includes
in its calculations many non-Central American currencies, and
many other than the doll&r. Since the dollar appreciated against
all other major currenclies during the 1980-85 period, currencies
that were pegged to the dollar appreciated as well. When the
dollar depreciated precipitously against other major currencies
during 1985-88, so did those that were tied to the dollar. The
Lempira is tightly tied to the dollar and so it would be expected
to show greater real appreciation 1980-84 in the Bank figures
than in our own. We show greater appreciation of the lempira in
the 1986-88 period than the Bank shows because we are assuming
inflation in Honduras to be greater than what -the official
figures report. Though the Costa Rican colon was adjusted often,
it too would register less depreciation relative to what our
figures show during the 1980-84 period and relatively more
depreciation during 1985-88. The Guatemalan quetzal was pegged
rigidly to the dollar in the 1980 period, and we therefore see

relatively greater real appreciation in the Bank figures than in

ours. Once Guatemalan devaluation began in 1985 one sees real
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dopreciation in the quetzal in both sets of figures. Indeed, the
degree of depreciation is about the same in the two sets of data.
Table 2.5 compares our results with some produced by the
IMF. The IMF calculations were based upon data as of the end of
June, 1989. Thus, ‘their figure for ‘Guatemala in 1989 does not
show the real depreciation that ours does, because they could not
forsee the Bank of Guatemala floating the quetzal in November.
With this in mind, our figures are approximately the same as the
IMF's for Costa Rica, El Salvador and Guatemala. We show
considerably more real appreciation for the Lempira in 1989 than
the IMF does, due to our assumed inflation rate of 25%.
Bilateral real exchange rates (RER) for Costa Rica, El
Salvador, Guatemala and Honduras are shown in Table 2.6. Among
them there are six pairs of countries; -thus six RER. Recall that
if one currency has an RER that appreciates, the other currency
of the pair must depreciate by the same proportion. Therefore,
when the table gives an RER for the exchange rate of Costa Rica
with Honduras (for example), one need only:invert the figure to
get the RER of Honduras with Costa Rica. The RER of Costa Rica
with Honduras, in 1989, was 2.89. Therefore the RER betueen
Honduras and Costa Rica is .35. (le. 1/2.89) The conclusion
either way is that the Lempira has appreciated in real terms

against the Costa Rican colon by about 65% since 1980.
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TARLE 2.6
SUNNARY OF CERTRAL ANERICAN DILATERAL EXCRANGE RATE INDICES

COSTA RICA WITH: CUNTERALA WITH: NONDURAS WITH:

EL SALYVADOR HORDURAS .SUATERALA LLHITH EL SALYADOR  E) SaLvasoR

" .79 1.0 .93 1.0 0.8 0"
1975 .4 .9 6.9 1.0 .9 1.6
1976 (A L (R[] ey LY .85 (B 1
1 . .9 1.0 1.9 0.0 .92
m 0.9 0.9 1.05 .93 .91 L9
1979 1.n 1.4 1.1 (B 1 6.93 1.4
190¢ 1.0 1o 1.0 1.0 1.00 1.0
1m .93 .9 LN} 0.9 1.0 1.5
1962 L1 2.15 '3 1 1.45 N} in
1903 1.9% 1.09 1.7% 1.0 1.12 1.03
1904 1.95 1.95 1.5 1.0 L 1.0
1905 1. 1.9 . 1.0 .n (B 1]
1986 1.0 .0 1.1 1.08 1.64 .9
1) . .} 1.2§ 1.79 1.0 1.2
1580 .50 .46 1.21 .0 .13 1.05
1909 .4 L0 .96 .0 2.8 .03
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General obsrrvationes that can be made on the biloteral RFR-
are:

1. The Salvadoran colon has appreciated against all other

currenclies,

2. The Lempira has appreciated considerably against the

quetzal and Costa Rica's colon.

3. Guatemala and Costa Rica have stayed about cven. ror

most of the 1980-89 period the colon maintained a
slight depreciation ;galnst the quetzal (compared to
1980). Large depreciations for the colon ocecured in
1981-83, when Cost Rica was devaluing the cnlon
officlally. but Guatemala had not yet begun to do so.
Guatemala devalued in 1985, but neve: by ac< much as
Costa Rica had, in real terms, relative to 1980,
Guatemala's devaluation of 1989 was not sufficlent to
prevent real apprecliation vis a-vis the <cotarn.

These observations would lead to the conclusion that, atl
elce equal, Honduras would be running increasingly lairge deficits
with all the other countries and El Salvador would run somewhat
larger deficits with Costa Rica and Guatemala. Costa Rica and
Guatemala should have a trading relationship that is reasonable
stable, except for the years when Costa Rican devaluations
occured without corresponding adjustment in Guatemala. (fe. 1981-
84 and 19R9)

We itote in Table 2.7, where we display the six po~sible
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trade balances. that we get what we expect In the Co~ta Rica vs.
Guatemala case. Costa Rica tends to run a deficit with tuatemala,
and has done so for years, except during the 1981-84 period. Fl
Salvador indeed runs a deficit with the others, bdt vee ] d
expect it to be increasing. Rather, against Costa Rica it ie¢ net
The reason is that Costa Rica is concerned that E]l Salvador will
fall into arrears in settling payments. Thus, Costa Rica requires
that payment by Salvadoran importers be made in advance. in
dollars. The result is reduced trade, and of course a managable
valance, the Costa Rican objective. E1l Salvador improved its
baiance with Guatemala somewhat with its nominal devaluation of
1986, but the defic:- 1ls again growing as the effect of the
devaluation is well offset by Iinflation?. Trade between Honduras
and the others 1is very small. Its deficit with both Guotemala and
Costa Rica is limited by the same requirement applied by Costa

Rica to E]l Salvador. Trade between Honduras and El1 Salvador is

close to nil.

2 £1 Salvador and Guatemala have taken steps to 1emove any
difficulties in clearing payments which are related to cvchange
rates. By a bilateral agreement, importers and exportri~ doing

business across the El Salvador/Guatemala border can - trile
contracts in any currency, at any excha:ge rate at at whatever
prices can be agreed on for the goods. Thus, either ecxrhange

rates of the prices of goods adjust. Trade balances arn
liquidated automatically.

19

.\ "\_\.



TABLE 2.7

TRARE BALANCES BETWEEN CACR COUNTRIES, AS SEEN BY TNE FIRST COUNTRY LISTED:

1
197§
1976
mwn
1
1979
1)
18]}
1982
1903
19
1905
1906
1
190

COSTA RICA
vs.
EL.SALVADOR

-1.5
-4.5
-6.5
-3.§
-12
-19.§
-13.§
"
12.5
16.%
1
22.$
3.5
2.5
5.5

COSTA RICA
Vs
GUATERALA

-12.%
-14.5
-1$
-1
-14.8
-16
-3.5
5.9

!

n
13.§
-6.%
-5.9

-16
-10

COSTA RICA
Vs
NOKOURAS

2.5
1.5
1.§
9.5
1.5
12.§
i1
3]
13
n
L
2.8
14.5
1
1

EL SALVAOOR
Vs
COATENALA

0.5
-9.§
-16
-3¢
-6.5
1.9
-07.§
-117
=78.§
-5
-74.%
-30.5
-23.%
=34.5%
-2

EL SaLvapor
Vs
nenavRes

1] )
- N
- -
L AN

-'os

GUATENALA
Vs
LY

13
1
"
10.5
15
10.§
0.5
n
A
4]
r{J
)
6.3
)
9.5



2.4 Real Excﬁanqe Rate Appreciation and "Overvaluation":

Obrervations of REER are not sufficient to determine whether
or not a currency ls overvalued. REER are ~imple obseri vationa of
fact and do not carry implications as to what exchanac rates
“"ought" to be. The factors that one would want to con-ider in
addition to REER are discussed in Appendix B. In general those
factors include:

1. whether the country's rescerve position is sustainable,

2. supply responses to appreciation and potential

devaluation,

3. internal competitiveness of traded and non-traded
goods,

4, commodity-specific responses,

5. international market changes,

6. information from parallel markets.

After considering these factors for Central America, one is
led to the conclusion that, for those countries that have
suffered from real appreciation, devaluations are called for.
Also, devaluations are likely to have to be greater than that
which is would only restore the REER of 1980. The two countries
that have devalued and maintained real depreciation compared to
1980, Costa Rica and Guatemala, have had to devalue by SOTSOt in
real terms compared to 1980, In order to csustain thei: external
position. El1 Salvador and Honduras are In need of dewvaluation and

real depreciation. If they were to seek real deprecintinns

similar to those of Costa Rica and Guatemala, they would have to

21



depreciate their currencies by about 50-60% in real terms

compared to 198@. This implies an exchange rate of about 5.5 to 6
lempiras to the dollar and about 15 salvadoran colones per

dollar.

2.5 CONCLUSIONS

In Section 2 we review the logic and calculations behind
deriving real effective exchange rates (REER). We then present
REER calculations for Costa Rica, E1 Salvador, Guatemala and
Honduras. These are compared tg REER calculations from other
sources. No matter the source the conclusions are:

~The Lempira and the Salvadoran Colon have appreciated

greatly since about 1988.

- Guatemala's devaluation in 1985 and late 1989 have allowed

a real depreciation of the quetzal of about 50% compared to

1980. Guatemala's exchange rate management however could

probably be improved.

- Costa Rica has mahaged a real depreciation of the Colon of

about 50-60% compared to 1980. Costa Rican exchanqge rate

management appears reasonably efficient.

We then explore the difference between real appreciation of
an exchange rate and "overvaluation". A currency can only be
considered overvalued if either of two conditions exist:

1. If there is a persistent loss of foreign exchange
reserves, or,

2. the maintenance of foreign exchange reserves {s

unsustainable.
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If a devaluation were to be chosen a~ a means to adjuest to
a8 sustainable external balance, factors other than RELR
appreciation should probably be considered. The litt]n bit of
Informatlon that is available indicates that. given the changes
occuring in Central America In the early 1980's,. where all
currencies had a tendency toward overvaluation (excep! fonta
Rica's), devaluations in excess of the appreciation in the REER

were probably be necessary. Reasons for this include the

following:

-,

1) the cost of resource reallocation has probably
increased in recent years.

2) The internal terms of trade have shifted against
exports.

3) Little is known about commodity--specific responses that
could be expected.

q) Parallel markets have often discounted sharply
currencles, once an unsustainable reserve pocition
apprara,

5) International market changes preclude simply returning
to the relative price structure of the past.

In the end the record is mixed. Both Costa Rica and
Guatamala have devalued and have found rhat to custajn their
external balances, nominal exchange rates must adjust hy more
than enough to simply return to a REER of the late scuentica.

Both countries are maintaining exchange rates that ate devalued
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by about 50-70% more than ie necessary to simply retuin to the
REER of 1980. €1 Salvador has devalued in 1986, and f- in the
process of devaluing again at the end of 1989. Indeed. f1l
Salvador had no choice, for its external balance is eclrarly
unsustainable (see Loehr, Protasi and Vogle, 1985). nnnduﬁés too
is in the process of recogniziné the devaluation that has taken

place despite the efforts of Honduran officials to maintain an

unchanged "offlcial" exchange rate.
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APPENDIX A
REAL EFFLCTIVC EXCHANGE RATE DERIVATIONS

Real bilateral exchange rates are determined as rlnllowns. Let
E denote the nominal exchange rate of the currency in qnnqtlon,.
expressed in units of the domestic currency per unit ol the
forelgn currency. In the cas2 of E1l Salvador, E is C5.00 per US$.
about C2.00 per quetzal, and so forth. Let P be the domeatic
price (or a price index) of a bundle of domestic go2od~ and P' the
foreign price (or index) of a bundle of foreign goods. The real
bilateral exchange rate is deffned as:

RER - E x ( P' / P )
This expression states the price of the foreign bundle of goods
in domestic currency relative to the price of the domereatic bundle
of goods. Typically, rather than actual prices we use price
indices, with given base years, to make comparisons of RFR owver
time.

For example, let us assume that we are comparing the El
Salvador's colon with the U.S. dollar, between the yecare 1980 and
1986, In 1980, £ - 2.5 colones per dollar and in 1986, E - 5.0
colones per dollar. If we use a price index, such an the consumer
price index, wr could set the index so that the "base year" s
the same Iin both countries. Thus, if 1980 1s the base year, In
either case the CPI = 1.0@ in 198¢. In 1986 the CPI in F1
Salvador had risen to 2.62 and in the U.S. the CPI had risen to
1.33., Therefoire, the RER in 1980 was:

RER - E x ( P'/P ) = 2.5 x (1.00/1.00) = 2.°
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and the RER Iin 1986 was:
RER - 5.0 x (1.33/2.62) = 2.54
The interpretation of this comparison is that the U.S. goods that
cost Salvadorans €2.5 worth of their own goods in 1980, in 1986
cost Salvadorans €2.54 worth of theilr own goods. If the exchange
rate had not changed then the RER in 1986 would have bheren:
RER = 2.5 x (1.33/2.62) = 1.26

This indicates that U.S. goods that costl Salvadorans (2.5 worth
of their own goods in 1980, would have only cost them C1.26 worth
of their own goods in 1986. Th; reason for this is simple.
Inflation in El Salvador was much more rapid in the 1970 to 1986
period than it was in the U.S. Indeed inflation in El Salvador
was approximately twice as fast. Had the exchange rate not
changed the colon would have experienced a real appreciation
against the dollar. That is, Salvadorans would have been able to
buy relatively more U.S. goods than Salvadoran goods in 19€6 than
they did in 1980, with a given amount of money. In fart they
would have been able to buy about twlce as much in the U.S. as
they could have bought in El Salvador, with a given amount of
colones, when compared to 198@. Changing the exchange rate from.
C2.5 to the dollar to €5.0 to the dollar offset the shift in
relative prices that had occured over the period.

With rigidly fixed nominal exchange rates, movemernts in the
RER are entirely due to movements In the domestic and foreign

price levels. The RER for the domestic currency would fall

(appreciate) or rise (depreciate) according to whethe: the
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inflation rate at home is higher .or lower than Inflat{nn in
forelgn countries. With adjustable nominal exchange rates,
changes in the RFR are attributable to both nominal errhange rate
changes and to movements in relative pricen,

Often RER are expressed as index ndmbers to facilitate
comparisons across countries or across time periods. We will be
doing that in our later Presentations. The important thing to
remember is that the Wway we are calculatlng RER in this study an
increase in the RER, or its index number, implies an increase in
the relative price of foreign goods (a depreciation of the
currency). A decrease in the RER indicates a decrease in the cost
of foreign goods, and an appreciation of the currency. Also, an
appreciation of one currency implies a depreciation of rhe
currency to which it is being compared.

Measures of RERs obviously depend upon the choice of the
measure of ice. Published price indices are not strictly
comparable across countries. The non-comparabiljty arices for a
variety of reasons such as the frequency of observation.
differences in weighting patterns for the goods enter ing the
price indices. price controls, taxes, etc. For these icasons one
would not want to stress minor differences in price index
~hanges., though major relative shifts among price indices
normally reflect real differences in relatjve price bhehavior. Tn

Central America only consumer price Indices are genet nlly

available acrosc countries. Thus, for the Central American
countries, only consumer price indices have been used in real
27



exchange rate calculations in this study. However, wholrcale
price indices are preferable because they reprecent the prices of
tradeable goods, whereas consumer price indices include the
prices of many non-tradeable goods and servicea. Thu-. as
guggested by Edwards (1989), when calculations includr price
considerations in developed countries, wholesale price indices
are used. The price indices used in all calculations are
displayed in Table 2.1 in the main body of this section.

The discussion above has focused on the calculation of

bilateral real exchange rates. It is more useful to cnrnsider the

evidence from multilateral real exchange rates. These are

referred to as nominal effective exchange rates (NEER) and real
effective exchange rates (REER). The MEER 1is an index nf the

domestic currency price of a basket of currenclies, ju=t like a

price index reflects the price of a basket of goods and services.
The NEELR does not adjust for relative price changes. The REER
accounts for both nominal changes in the price of the hasket of

currencies and changes in the relative prices of qood-.

Considering the price of a basket of currencies awvolds
possible pitfall~ or hasty conclusions based only on one
bilateral exchange rate. One does not want to concluder that the
inflaticn rate is 50% per year just because the price of one
commodity has increased by S@s. Similarly. one does not want to
state that a currency has appreciated in currency marlets juat
because {t has appreclated against one currency. The NFIR and

REER are useful indicators because they consider chanqre against
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"relevant” currencies and weight them in order of importance.

The formula for the Nominal Effective Exchange Rat~ jgo:
- wy * L )
NEER, Z ( 4 % Rt f-jt
where Wy = the weight assigned to currency J, Rr = value of anec

unit of a numeraire currency (in this case the US dollar) in
terms of domestic currency at time t, Eje - value of a unit of
the currency of trade partner j at time t, expressed in units of
the numeraire currency (ie. expressed in terms of US$ per unit).
The result of this calculation is the price in local currency, of

a fixed basket of currencies.

The formula for the Real Effective Exchange Rate is:

REERt = NEERe / Pt ’

- Lo (P / )

Pit is the price index for the home country at time t. and Pjy: 1is

where:

the price index for trade partner jJ at time t. The rernlt of the
calculation is the local currency cost of a given bundle of goods
in the trade partner countrles. Throughout the later parts of the
report we express the REER as an index number with ther base
1980=1.09

The NEER and REER have to be based upon prices of other
"relevant” currencies and they must be weighted in order of
importance. Two methodological issues arise. First, which other
currencies should be considered and second, how chould they he
in the

weighted. These questions are similar to those arising

construction of a price index, since one has to decide which
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ftems will have their prices monitored and how each item's price
will be weighted when they are aggregatcd into one indev, nNn the
first issue, the currencies selected for inclusion are those of
the countries uvhich are major trade partners of the Central
American countries. Slnce we eventually intend to compare (Costa
Rica, El1 Salvador, Guatemala and Honduras, we wanted to include
countries with which all four conduct a significant part of their
trade. In this way we could make some statements about the kind
of competition that each country faces in the markets uhere the
others are active.

Most of the trade of Central American countries i=s conducted
with either themselves, the U.S., Japan or Germany. Occasionlly
other countries appear in the trade patterns of individual
countries. Costa Rica has significant trade with Panama, but
Panama uses the US dollar as a currency. Simllarly, monst
countries have considerable trade with Yeneczuela or the
Netherlands Antilles, but those transactions have to (o with oill
imports and are also denomirated in dollars. To the extent that
dollars are already considered In REER calculations {t s not
necessary to include this other dollar-denominated trade. (Though
one might reasonably argue for welghting dollars more heavily in
the calculations). Some countries have trade with Italy, the
Netherlands, the UK and Spain, but others do not. Thu-. we chose
to make the REER calculations, using as trade partner~ only the
other Central American countries, the U.S., Germany and Japan. An

experiment wvas carried out to see 1If REFR ralculationc were
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affected slgnlficantly 1f several of the other countrina
mentioned were dadded. The results were barely affected.

The second problem is to choose a weiqhting «<chemr whiel
represents the relative importance of trade partners. Mo~t of our
di~cussion will be with regard to REERs, u~ing as weiqhts, rhe
relative importance of each country in “the home country's" total
trade over the period 1980-1984. For example, if the U.S.
recelved 50% of El Salvador's exports, and supplied 58% of F1l
Salvador's Imports, it wecuid be weighted .50. We use primarily
the trade weights in our discussions because they appear more
general. However, we have calculated the RFER using two
alternative weighting schemes. One of those uses weights
representing relative Imports and the other welghts represent the
relative 'mportance or exports to tra@e partners. The choice of
welghting scheme makes little difference to our generanl

conclusions.
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APPENDYX B

REAL EXCHANGE RATES AND "OVERVALUATION"

Real exchange rate observations alone are not sufficient to
determine a reasonable exchange rate policy. Other factors are
equally impo-tant. In cthis appendix we will discues thn

distinction between real exchange rzte appreciation and the

'Eoncept of exchange rate "overvaluation". We will then discuss
the use of REEks as a guide to the seftting of reasonable exchange
rates and consider other indicators which might prove useful in

adcdition to REERs.

B.1 Real exchange rate appreciation and overvaluation.

Rew]l exchange rate (REER) observations are simple. and
rather mechanical, statements of fact. Inkerent {n them are no
Judgements about what exchanye rates ought to be. To say that
exchange rates are "overvalued'" {s to'make a judgement that in
order tn meet some objective, the value of the lorai currency in
international transactions is tco kigh and that it should be
lowered (ie. devalued). The objective that is noimally sought is
balance of payments equilibrium. For our purposes here we will
define balance of payments equilibrium as a balance of payments
position which iIs sustainable in the long run without persistent
loss (or galn) oy foreign exchange reserves. Thus, a balance of
payments position may be sustainable even though it contains a
negative trade balance, If there are offsetting positive flows in

the capital or transfers accounts, and where the positive flows

can be sustained.
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An REER which appreciates may contribute to a balance of
payments situation which is not sustainable, but it does not
guarantee one. For example appreciation of the REER reduces the
relative cost of Iimports and reduces the relative return to
exporting. Thus, imports expand and exports drop, creating a
negative gap in the trade balance. A negative trade balance could
also result from expansive monetary or fiscal policies which take
place in the absence of REER appreciation. In either cace,
assuming a currency which is pegged to some external standard,
imports that exceed exports iImply a loss of foreign exchange.
Whether or not this situation ls a disequilibrium situation
depends upon what happens in other parts of the balance of
payments. The balance of payments is not intended to balance
account by account, but rather, to balance overall, with changes
in foreign exchange reserves serving as a residual balancing
item. Thus, if sustainable changes occur in other accounts, which
provide foreign exchange to match the exchange losses due to the
trade account, then no disequilibrium exists. If no
disequilibrium exists then the currency {s not "overvalued".

When a balance of trade is negative, several sources may
provide the foreign exchange to prevent a net loss of foreign
exchange. Foreign exchange costs of maintaining the negative
trade balance may be covered by private capital flows, foreign
borrowing, grants or other transfers. A negative trade balance
may be a permanent and sustainable situation if any other source

of foreign exchange provides a balancing supply of forrign
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exchange on a sustainable basis. As long as thers is no net
change in foreign exchange, and the situation can be considered
sustainable, there is no disequilibrium. A currency is not
overvalued if the level of grants, loans, etc, needed to cover a
trade deficit, can be considered permanent, even if internal
inflation exceeds foreign inflation and REERs have shown
appreciation.

Much of the discussion above hinges upon the term
"sustainable". Surely, borrouiﬁg to maintain foreign exchange
reserves when trade deficits exist cannot be considered
"sustainable" if by that we mean permanent. Similarly, foreign
exchange reserves that result from ESF flows cannot be considered
permanent either, so exchange rates existing when ESF flows are
present, may not be equilibrium rates even when reserves are
stable and black market premia are small. However, a situation
can be considered sustainable if steps are taken to correct the
trade deficit over time, and if alternative sources of foreign
exchange are managed to cover reserve losses in the meantime.
Again, a currency cannot be considered svervalued {f there is
some sustainabla halancz of payments position which 2an pe
achieved without exchange rate changes.

When imbalances in any part >f the balance of payments
cannot be offset by sustainable, opposite imbalances in o*her
parts, reserves will either be lost or accumulated. The currency
of the country conc2rned can then be considered over or under

valued, relative to some external peg. For example, consider a
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negative trade balance which cannot be offset by sther foreign
transactions. The demand for foreign exchange (the demand for
imports) exceeds the supply of foreign exchange (the demand for
exports). As in any other supply and demand imbalance, the price
of foreign exchange would rise. A rise in the price of foreign
exchange is the same as a drop in the price of the domestic
currency, a devaluation of the domestic currency. If the exchange
rate is pegged to some external standard, the price of foreign
exchange is not permitted to rise. Thus, demand for foreign
exchange continues to exceed supply. and the excess demand is
satisfied by the central bank. There is a corresponding loss of
foreign exchange reserves. The domestic currency is then
"overvalued" relative to the exchange rate that would prevent
reserve losses and restore a sustafnabie equilibrium.

In general, anything that causes the demand for foreign
exchange to exceed.tﬁe supply causes a currency to becgme
overvalued if the currency is rigidly pegged to an external
standarao and if no sustainable, offsetting supply and/or demand
measures exist to prevent reserve loss. Similarly, the reverse is
Crue. Given 1 rijgidly pegged wurrency, anvthing causing the
supply of foreign exchange to exceed demand cause the
accumulation of foreign exchange and the currency will be
“undervalued". It would Ye undervalued relative to the value that
would equate supply and demand.

Appreciarion of the real effective exchange rate makes any

disequilibrium more difficult o correct. Real appreciation
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Sauses the demand for foreign exchange to be greater than it
would otherwise be since it makes imports seem relatively cheap
to domestic residents. Similarly, appreciation reduces the supply
of foreign exchange since exports appear relatively costly to

foreigners. If an appreciated REER is combined with other

[ 2]

problems causing exchange loss, the overall problem is
aggravated. Greater amounts of compensatory foreign exchange are
required for any given problem in the presence of appreciation of

the REER: than in its absence. ”

B.2 REER, Devaluation and_adjustment

— S

In the typical case facing a developing country,
disequilibrium occurs when demand for foreign exchange exceeds
supply (ie. a balance of payments deficit exists) and reserves
are lost in attempts to maintain a fixed exchange rate. The
reason for the deficit may include a number of factors including
an appreciation of the REER. Thus, if devaluation is considered
as a policy measure to help correct the disequilibrium then
changes in the REER may serve as a guide in determining the
amount of the devaluation.

tany probleams would urise in using anly changes in th: REGD
as 3 guide to determining the amount of a devaluation. First, to
recommend a devaluation based upon changes in a REER, one would
have to build a case that the balance of payments existing in the
base year was a sustainable one and that all relevant conditions
existing at the time of the devaluaticn are the same as they wer=

in the base year. Second, structural changes occuring between the

36



base year and the present may preclude returning to some former
productive structure should only changes in relative prices be
corrected. Third, usually changes in the REER were caused in the
first place by monetary and fiscal policies that were inadvisable
but that may be difficult to reverse. Fourth, when there have
been differential productivity trends across countries and/or
sectors, REER may provide little guidance as to haow to improve
competitiveness.

In using REEK indices as a guide to establishing exchange
rates it may be necessary to go beyond restoring relative prices
to those existing in some base period when the country's external
position was considered sustainable. The experience of the IMF
has been (IMF, 1984) that if domestic and externcl conditions are
more adverse than in the base period, as through deterioration in
the external terms of trade or natural disaster, there will
normally be a need for a decline in domestic absorption and an
improvement in competitiveness beyond that of the base period.
The tradable goods sector may have to expand beyond its previous
size. Moreover, in cases of longstanding disequilibrium, during
which the balancz of payments deficit has been “:14 So financable
levels only through severe restrictions. competitiveness may have
to be enhanced beyond the level recorded in any r=2cent period.
The implication is that countries may have to devalue by more
than the amount indicated by appreciation in the REER tto i‘estore
competitiveness,

If one were to try to determine the appropriate rate of
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exchange for a currency, some analysis beyond real exchange rate
changes would be required. The most important considerations
would be those related to:

-general supply regponses

<internal competitiveness

—commodity specific responses

-international market changes

-information from parallel markets.
We will deal with each of these in turn.

B.3 Devaluation and the general supply response.

The primary gain hoped for from devaluation is that
exports will expand and imports contract. The normal reasoning is
that devaluation shifts relative prices in favor of traded goods
and against non-traded goods. Immediately after a devaluation,
import prices rise by the full extent of the devaluation as do
the rewards from exporting when measured in local currency. There
i; therefore an incentive to reallocate resources in favor of
axport praduction or import substituting activities and avay from
non-traded activities. Within each set of activities there will
also b2 3n incentive to shif* Frem activities £hat arz ‘aransi .e
in their use of imported inputs to those that use relatively more
domestic inputs. If there are no constraints %to these resource
reallocations, exports will eventually expand and imports
contract, eliminating the trade imbalancz. In general, a

favorable supply response depends upon:

i) use of idle resource’s,
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ii).increased productivity due to more intensive use of
resources,

1i1i) reallocation of rescurces from non-tradables to tradables,
iv) reallocation within tradables from import substitution to
export activities.

Under most circumstances the first two sources are most
important in getting a favorable supply response from a
devaluation. The second two factors are more important for a long
run response, and are most powerful uwhere resource mobility is
high. Unfortunately, it is likely that in Central America, the
cost of resource reallocation is high and is probably higher now
than it was say ten or twelve years ago. Thus, a devaluation
based upon changes in REER alone are not likely to provoke a

supply response that one would have expected then.

The high cost of resource reallocation has always plagued

developing countries, but is probably particularly problematic
for Central American countries. In large or develco~d countries,

reallocation of existing capacity can be made in *avor of

activirtiszs yieiding net axports. In developed countries, 2xports
are manufactured goods where domestic production is a large part
of total production. Thus, in developed countries. in response to
an exchange rate change, reallocation can occur within existing
industries. In devaloping countrizs whorn 2xpor®t. are mostly
primary products and where domestic consumption is a small part
of reral production, rzsource reallocution usuall, has ty occur
between industries. 0ften reallocation must be between an
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existing, primary producing activity and other activities that
barely exist in the developing country setting. Thus the cost
(including the cost of uncertaincy) is much higher in developing
countries than in developed or large ones.

In Central America these costs of resource reallocation are

probably much higher now than they were ten or fifteen years ago.

The costs have been aggravated by the decline in the importance
of the Central American Common Market and, for El Salvadorand
Nicaragua, they are aggravated, further by the destruction caused
by civil war. In the sixties and seventies, economic activities
were put in place to serve the CACM. Many of these activities no
longer take place or have been sharply reduced. The CACM probably
encouraged the "wrong" activities in the sense that those
activities were not efficient ones with which to enter world
markets. Many of these activities have ceased or have been
sharply curtailed.?® In addition, many other productive ventures

have been destroyed by war and political upheaval. Compared to

3 One often hears the arqument that since investment has
already been made in production equipment. designed to produce
for th2 CACM, rthat that 2quipmen* should not sit idle. Rathzar,
production should be protacted and those activities now idle
should be reactivated.

This statement is in conflict with one of the simplest
principles of e2conomics. Investments in production squipment are
fixed costs. Fixed costs are irrelevant to production decisions.
Decisions fto operate a firm depends upon whether marginal revenue
in most cases, marginal revenue and pric2 ar2 =2qual) exceeds
variable production costs. One of the reasons why Cthere is idle
production facilities in the CACM is that the investments made
are 530 inefficient that variable production costs exceed the
price that can be charged for onutput. Firms that :-annot cover
variable production costs should not operate. Their fixed costs
should be written off.
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ten or fifteen years ago. when Central American countries try to
reallocate resources, they must more often reallocate between a
reduced set of existing activities and a larger set of non-
existing ones. When the éACM was thriving, in response to a
currency reallignment, reallocafiﬁn could also occur among
activities aimed at the raogional market. Now that kind of
reallocation is proscribed. The net result of these changes is
that each country may have less flexibility than it has had in
the past. Resource allocation 1s more costly than it was, and
restoring price relationships based on the past (via restoring
REER values) is unlikely to restore the same level of allocative

efficiency.

The cost of resource reallocation has probably increased for

most Central American countries. Shifts in the internal terms of
trade caused by devaluation may be largely offset by:
~cost increases. This is particularly likely where wage
increases quickly match devaluation-induced price increases
in exposri and import substitution activities.
~Credit restrictions. Cradit is now restricted as part of
Jenerxl =rabilization proagrams. These programs4 are probably
needed for this purpose. Nevertheless it raises the cost of
resource reallocation. Furthermore, credit was implicitly

subsidized in the past.

4 Costa Ricans will claim that there are no credit
restrictions in Costa Rica. This is simply not true. The
government speaks of unrestrictied credit at the same time fthat
it speaks of "guaranteeing" specific proportions of credit to
preferred sectors of activity.
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-The time preferences of investors have probably become much
shorter in recent years than they have in the past. Thus,
resource reallocation, which is a long-run vgnture. would
look increasingly less attractive to investors, all else
6qual.

Structural or technoloqical chanqes may occur, making real

exchange rate changes an imprecise guide to appropriate exchange
rate determination. For example, technological changes may cause
the imported component in production for export to rise relative
to some base year. Returning to the REER of that year will not
restore the same relative cost structure that existed then. A
shift to imported inputs may also occur if domestic inputs become
unavailable, if the cost of domestic inputs rise or if there is a
decline in the quality of domestic inputs. On the surface it
would appear that all these conditions exist to some extent in
2ach Central American country. It is also worth noting that world
trade is now more active in both inputs and final products.
Compared to a generation ago. Firms tend to use mure imported
inputs and sell their final goods in more competitive markets.
Thes» sendi=lon, would argue for :xchang: r~at2 deprecia~isn: that
exceed the real appreciations in REER alone.

Changes in the f2ntral American Common Market (CACM) have
probably also had an impact. A decade agc, inputs purchased in
the CACM could be treated much like domestic inputs. Barriers to
trade within the CACM were low to non-existant, and payments were

easier to affect within the CACM than outside. Now imports from
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CACM countries are much like they are from outside countries.
Some barriers exist to trade and payment is more difficult. The
fact that Guatemala and Ccsta Ricga have made large real
depreciations of their currencies and now let the market -2t
their exch;nge rate levels, makes importing from them much like
importing from anywhere else for Salvadorans and Hondurans. Thus,
for El Salvador snd Honduras, there has been something analogous
to a shift from domestic inputs to imported ones insofar as trade
with the CACM is concerned.

Each of these factors raises the cost of resource allocation
and calls into question the response that could be expected from
a8 return to real exchange rates that existed in the past. It is
particularly important to recognize that the amount of
uncertainty and instability that all countries have gone through
in recent years, must have raised the risk perceived by
investors. Thus, they would apply higher implied discount rates
to their investment decisions and preclude many long term
investments that they would have made in the past.

B.A1: Internal Competitiveness

deforz datarmining un dppropriafte lavel far un 2xchange
rate. one would want to know about the internal competitiveness
of traded goods ersus non-traded goods. Since a devaluartion will
shift the internal terms of trade in favor of ftraded goods
production, one would want to be assured that the terms of trade
are shifted far enough to induce resource reallecation in that

direction. In effect we are interested in the traded goods
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ability to compete with non-traded goods for resources. An
exchange rate level should be sought which raises the
profitability of traded goods production relative to non-traded
goods, and by enough to'provide producers with the incentive to
make the switch.

Macro data on internal terms of trade are difficult to come
by. Usually data are available on traded commodities but they are
difficult to get for non-traded goods. A useful index of the
internal terms of trade, and the relative competitiveness of
traded goods production, is the ratio of the prices of traded to
non-traded goods. Some of these data are available for El
Salvador and were analysed in Loehr (1988). They showed that In
El Salvador there had been a significant shift in the internal
terms of trade favoring non-traded goods between 1978 and 1984.
Some competitiveness was restored to the production of traded

goods when devaluation occured in 1985-6, but that has quickly

eroded.

B.5: Commodity Specific Responses

In many developing countries the production of tradables is
concentrated in a few major commodities. Central American
countries are typical in this regard. One would want to know the
production response that one could expect to provoke from
alternative 2xchange ratas in the important industries. It would
be useful to be able to estimate, for alternative exchange rates,
whether or not major industries could amploy resources to earn
foreign exchange profitably, and if so, how much they were likely
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to produce.

One important method for conducting this kind of analysis is
to employ a so called "domestic resource cost" (DRC) analysis.
The DRC approach is to estimate the cost of earning a wollars
worth of foreign exchange in terms of the amount of domestic
currency expenditure that would have to be incurred. Thus, the
DRC comes up with an implicit exchange rate for each activity.
Any activity that has a domestic resource cost which is belou the
actual exchange rate can expor% profitably. Furthermore those
industries have an incentive to expand production up to the point
where domestic resource cost is equal to the cost of foreign
exchange. DRC analysis allows a ranking of activities in order of
competitiveness (ie. by comparative advantage) and can be used to
construct a supply and demand schedule for tradable goods. As far
as we are aware, no DRC analysis has been done for any of the
Central American countries. Alternatively, studies of so-called
"effective rates of protection" could yield similar insight into
comparative. These studies remain to be done as well.

B.6: International Market Changes

Whan the intarnational tarms of “rad- (TOT)Y hawve shifted
3gainst a country, and the shift is a pernmanent one, adjustment
o th2 new market conditions is required. Unfortunately,
adjustment to a balance of payments disequilibrium caused by a
deterioration of the TOT may be more difficult than adjusting to
the same magnitude of a disequilibruim caused by relatively high

inflation. Adjustment to higher inflation requires simply
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reestablishing initisal relative prices. This may be done by
returning to a real effective exchange rate level that was
consistent with equilibrium before relative prices changed. In
the presence of a permanent deterioration of the external terms
of trade however, adjustment involves increasing the

profitability of traded goods over and above what it was pricr to

the TOT deterioration. Thus, if devaluation is chosen as the tool
for adjustment, a larger devaluation 1s required in the case
where the disequilibrium is due to TOT deterioration rather than
relatively high domestic inflation. There may also be a
complicating factor in that inflation-induced devaluations may be
better anticipated by the private sector, and adjustment may
proceed smoothly. By comparison, TOT declines may be harder to
anticipate and adjustment may be more abrupt and costly.

One frequently encounters the idea that a large part of
Central America's economic problems are due to a decline in the
terms of trade. However, few rellable data exist on the terms of
trade for the regqion. Often, when one hears statement~ about the
terms of trade the speaker 1s really refering to a specific price
that has changed, not to a properly constructed index of the TOT.
This kind of casual empiricisim can obscure policy dinlog more

than enlighten it.

The Central Bank of E1 Salvador (BCR) publishes a series on

the internaltonal terms of trade for El1 Salvador. AID/E1l Salvador

reports that the data are not always consistent with what i=

known about individuvsl prices, and occasionally therr are
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inconsistencies hetween price indices and unit value« in the
BCR's "Revista", Nevertheless, if one is to refer to d.ta 1o
support a statement about the TOT, then {n El Salvador at Jeast,
one must allude to the BCR series. There is no other.

The BCR series only goes through 1984, but indicates that
overall, the TOT have declined for El Salvador. However, an
examination of the individual price indices (see Loehr, Protasi
and Vogel, 1989, for details) that make up the TOT index reveal
that:

1. Almost all variation in the overall export price index
is due to variations in coffee prices. The prices for
the other items that E1 Salvador exports hawve not
changed much and together have not generally declined.

2. The overall import price index rose, but almost all of
the increase was assoclated with petroleum prices.
There are eight other import prices in the index; some
rose: some fell, but none exhibited much of any trend.

3. If one had data for the period since 1984, it would
probably show a slight drop® in the export price index.
since coffee prices in 1989 were a bit below their 1981
level, and the import price index would have dropped a
significant amount due to declining oil prices. Overall

the TOT index probably rose (ie. improved) in the 1984

§ There would have bern a great Improvement in anv TOT indev
for El Salvador in 1986 due to extraordinarily high ceffee pricee
in that year. Unfortunately, those prices have fallen
subsequently.
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89 period.

If there is any conclusion about the terms of trade that can
be reached in the case of El Salvador it is that the problem wikth
the TOT is narrouly based on coffee and oil prices. Also, there
ar2 no very convincing data that the TOT have declined throughout
the 1980s. Data on Costa Ricm's TOT® for the 1980-88 period show
exactly the pattern that we are predicting for El Salvador. The
TOT declined after 1988, stayed depressed 1981-83, roce to a neuw
peak in 1986, at a level more favorable than that of 1780 and
then dropped back to a level approximately that of 19808 during
1987 and 1988. Exclusive of coffee and oil prices the TO0T
probably would not have changed much one way or the other (as far
as exchange rates go, this exclusion is irrelevant). Given that
export and consumption patterns are s}milar In the rect of the:
region to what they are in El1 Salvador and Costa Rica, it is not
likely that the terms of trade is a general problem.

B.7 Information From Parallel Markets

Information from parallel markets is frequently n-ed to help
guide exchange rates in official markets. It is well lnown that
in legal parallel markets, where exchange rates put a premium on
foreign exchange, equilibrium rates fall beatween official fixed
rates and parallel rates. As the volume of transactions becomes
relatively large in the parallel market, the equilibrium rate
approaches the parallel rate. Black markets, where volume is

normally rather small, usually reflect an extreme deptcriation

& Calculated by the World Bank, but provided by ATD.
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for the domestic currency. In some cases (eg. in E1l Salvador in
early 1989) a black market may show only very small premia on
foreign exchange while at the same time overvaluation and need
for devaluation exist. Unsustainable conditions, such as <ales of
reserves by the central bank, very tight liquidity and very large
transfers may drive black market rates to converge with official
rates. This condition calls for devaluation despite lack of signs

from the black market.
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SECTION 3

CAMARA DE COMPENSACION CENTROAMERICANA

Summary:

In Section 3 we review the function of the Camara de
Compensacion Centroamericana (CCC) and the reasons fo) it falling
into disuse in the mid-198@s. We then review a program. supported
by the EEC, to reactivate the CCC. The main characteriatics of

program are:
Intraregional exports are subsidized with Frile donated
by the EEC.
Participating central banke offer lines of credit for
payments clearing.
Automatic loans are granted monthly to debtor countries
and automatic loans are offered (through the lines of
credit) by creditor countries.
Special loans are available for debtor countries unable
to service their automatic loans in the medinm term,
All loans and credits are multilateral. That is, they
are loans to or credits from the "system". They are not
loans and credits between central banks.
An EEC condition for participation is that countries
must agree to specific policy reforms and a specific
timetable for pursuing them.

Conclusions on the EEC project include the following:

1.

There is no indication that the lack of a clearing
mechanism, or credits for financing trade clearing is a
major obstacle to trads.

The system supported by the EEC would work well where
balances are emall and roughly zero over the medium
term. But, bllateral balance, or even regional balance
should not be the objective of policy., Rather, :
countries should pursue policies that vield them
overall equilibrium in their balance of payments.

A major problem with clearing payments exists between
El Salvador and Costa Rica. Financing of a trade
clearing mechanism may help Honduras increace its
Imports. A new clearing mechanism would do little for
trade between Guatemala and Costa Rica. and between E1
Salvador and Guatemala. Nicaragua is in no condition to
participate in the proposed scheme, and Honduras and F1l
Salvador are in marginal conditior to do so.

Under some conditions, the proposed scheme of automatic
loans could lead to paralisis and breakdown for the
system.

Any increased trade that did occur under the system
would be very inefficliently financed, cince the program
would automatically finance trade imbalancee existing

on already occuring trade, and is not, and cannot be,
restricted to new trade.

1
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To the extent that countries free trade and payments
among themselves as specified in the program. trade may
expand.

The EEC has insisted that without reform. countries
cannot participate. This is a strong point for the
proposal. ’

The fundamental problem remains: without a i1easonable
reallignment of exchange rates vis-a-vis woild markets.
and wlthout countries pursuit of sound macroeconomic
policies which include exchange rate flexibility, a
clearing mechanism like the one embedded in the CCC
cannot work. With reasonable exchange rates and
appropriate macro policies, including exchange rate
flexibility, a cCC~like mechanism may work, but under
those circumstances {t would be of only marqinal

utilicy.
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Introduction:

The Checchi Report evaluated the functioning of the Camara
de Compensacion Centroamericana (CCC) and a proposal put forward
at that time (1985) for AID to finance a fund for clearing
payments in Central America. Now, the Europpean Economic
Community (EEC) is planning to provide funding of a type that is
similar to what had been proposed earlier. Thus, it seems
reasonable to review the way the CCC functione and the EEC

program. Therefore, in this section we will first, review the

observations and conclusions of the Checchi Report. Second, we

will describe the program put forward by the EEC. Third., we will

provide a brief evaluation of the EEC program.

3.1 The Camara de Compansacion Centroamericana

Details on the functioning of the CCC can be found in the
Checchi Report. In summary, the CCC was established in the garly
197@'s to facilitate the clearing of payments imbalances within
the CACM. Activities of the CCC are overseen by the Consejo
Monetario Centroamericano (the "Consejo"), and the €Cr is located

at the Central Bank of Honduras. Main features of the CCC were

designed as follows:

1. The CCC would be informed by the regfon's central banks
of all payments transactions. The CCC would then keep a
running record of the transactions and the country-by-
country balances implied.

2. Reqular settlements of imbalances were made crvery six

months (in June and December). In settlemen!. each



country was expected to clear balances 1In foreign
exchanqge (ie. in dollars). However, settlemrnt could be
in any form agreed upon by any pair of central banks.
Extraordinary settlements were conducted whenever any
single cenfral bank had accumulated a balance in its
favor exceeding $12 million.

The CCC was not a credit mechanism. It was a mechanism
through which each central bank offered short-term
trade credits to the other central banks of the region.
If any credits with term; longer than six months arose

out of regional trade, it was a matter between central

banks.

In the early 1980's the the clearing of trade balances

drifted away from the CCC. By the late 1980s only a small

percentage of trade cleared through this mechanism, though the

institution survives. The reasons why the CCC fell into disuse

include the following:

1.

During the 1979-84 period, Nicaragua had evtremely
large deficits with the region, particularly with
Guatemala and Costa Rica. Rather than settle those
imbalances in cash, the central banks of Coa«ta Rica and
Guatemala extended credit to Nicaragua.

By about 1984, it became clear that Nicaragua would
never be able to pay off the trade-related debts that

it had accumulated. These debts totaled aronnd $600

million.
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Honduras too was running cronic deficits with Costa
Rica and Guatemala, and had difficulty at times
clearing payments at the reqular., six-month interval.
El Salvador had similar difficulties, but the
imbalances were not as chronicly large as Hondurasis.

Guatemala had difficulties in making payment. on

deficits accruing mainly with Costa Rica, especially
around 1984 and 1985. This was in large part due to the
fact that Guatemala's international reserves were held
in the form of Nicaraguan dollar-denominated
obligations to the Banco de Guatemala. When it became
clear that Nicaragua would not pay, most of Guatemala's
reserves '"disappeared".

Central banks became unuill}ng to put themselves in a
position again, where unservicable debts may arise
during the course of payments clearing. All central
banks recognized potential payments problem~ in the
region and so each central bank began to incis* op
bilateral clearing, central bank to central bank,
rather than the multilateral clearing offered by the
ccc.

The accumulation of the debt within the CCC system
created a monetary problem for the system's main
creditors, Guatemala and Costa Rica. In the process of
accumulating the debt, payments are made in local

currency to the exporters in surplus countries, without
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any corresponding sale of foreign exchange to the
central banks. (World Bank, 1989:62) Thus, there is a
net expansion in domestic credit. This was nccuring
precisely at a time when both Guatemala and Costa Rica
were in monetary crises brought on by other.factors.
The debt problem made their monetary management task
all the more difficult.

7. Even in 1990, some of the conditions exist which caused
the clearing mechanigm to fall into disuse. Nicaragua
has not undergone the reforms necessary to participate.
Honduras has maintained an overvalued currency and has
been very slow to make adjustment. El Salvador has been
unable to stop the tendency toward overvaluation of the
colon, and political instability there throuws
considerable doubt on what the future trading
relationships of E1 Salvador will be.

The proposal for creating ~ fund, with AID support, to
finance clearing trade balances in fthe region, thereby
reestablishing a role for the CCC, was criticized for the
following reasons:

1. The main problem causing trade imbalances wana
misalligned exchange rates. The financing facility
would do nothing to adjust exchange rates.

2. Any credit flowing from the financing schemc would go
to those countries with the most overvalued currency.

This would act as a "reward" for not devalulng when the



latter is called for. In practice, credit firom the
financing would have gone to El Salvador to cover its
imbalances with Costa Rica and Guatemala.

3. There was no indication that the cleariné mechaniem
‘stimulated trades, and trade stimulation was the

primary, hoped-for benefit.

4. There were no trade promotion policies or merasures
associated with the proposed financing facility.

S. Providing financing for the CCC would be an inefficient
way of stimulating trade even {f there were some trade-~
stimulating measures associated with the program, since
the financing would have to cover existing trade

imbalances resulting from existing trade. There is no

practical way to separate imbalances resulting from new

trade as opposed to existing trade.

For the reasons stated, the Checchi report recommended
against AID financial support for the CCC.

3.2 The EEC program

The main sources of information that we have on the EEC
project come from interviews with EEC representative«. in San
Jose, including interviews with the EEC ambassador, Fernando

Cardesa G. Interviews were supplemented with three main

documents.

1. Acuerdo, between the Central American minister«
responsible for economic integration, president~s of central
banks and representatives of the EEC. Signed on R,
September, 1989. This document contains three "anexoa"
describing how the program would function. These were signed

on the same date,



2. EEC document entitled, "Proyecto para la récupﬂraclon del
comercio intrarregional en centroamerica" dated 7/067/89.

3. Consejo Monetarjio Centroamericano, "Esbozo sohie el
programa de reactivacion del comercio intracentroamerjicano,

que ha sido elaborado con l1a colaboracion de la
Comicsiondelas Comunidades Europeas”". (no date, bnut about

November 1988)

The scheme designed by the EEC retains most features of the
already-existing CCC, and retains supervision of the tc€ by the
Consejo. Furthermore, any preexisting debt among the Central
American countries is precluded from access to financing flowing
from the system. Features of the EEC program which change
institutions and procedures include:

1. The Acuerdo names a "banco agente" which is the Banco
de Guatemala. The banco agente is to hold and manage
any funds dedicated to the program and/or arising out
of its operations. It also recieves and make~ any
payments assoclated with the operation of the program.

2. Any debts and or credits arising out of the program are
multilateral. That is, debtor countries contiac. debt
with the system, not with individual central bank~.
Creditor countries lend to the system, not to
individual central banks.

3. Each central bank creates a line of credit to the
system. The line of credit is in local currency and the
amount varies by country. Quotas of each country,

specified iIn dollars, are:

Costa Rica 30 m{llion



El Salvador 30 million

Guatemala 35 million
Honduras 15 million
Nicaragua 15 milllon

Thus, a total of $125 million in lines of credit are
available to the system, to be managed by the Banco de

Guatemala.

4. The EEC plans to contribute 120 million ECU ($142
million) over the first three years of the cperation of
the system. Contributions each year must be Aapproved by
the Europpean parliament. For 1990 45 million ECUs ($53
million) has been appropriated.

5. Liquidations of trade imbalances will be done monthly.
Liquidations will not be in cash, but in the form of

automatic loans. Each month, when balances wjith the

system are determined, debtor countries receive an
automatic loan for the amount of their deficit. The
automatic loan is to be amortised nv'er no more than
three years, in quarterly installments.! Comntries with
net credits to the system each month, make an automatic
loan to the system. These too are amortised over no
more than three years with payment quarterly.

6. During the first months of operation of the ~ystem,

automatic loans are limited to one eighth of the

1 The effect of this is also to create a three-month grace
period for each automatic loan.
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10.

deficit country's quota, per month. The sum of
automatic loans is limited to 100% of cach tountry's
quota.

Special loans are available to countries whnro

automatic loans have summed to 75% or more of their
quota. Special loans cancel the outstanding balance of
automatic loans and are amcv tized over five years, with
semi-annual payments2 Granting of special loans will be
contingent upon the recipient country taking steps to
eliminate its payments imbalance.

All loans are denominated in dollars and carry an
interest rate equal to LIBOR (6-month) pPlus one percent
for debtors, and LIBOR for creditors.

A counterpart fund is established gradually. Each
month, the banco agente remits to each central bank a
sum of ECUs equal to 10% of that country's reqional
exports. The central banks simultaneously derposit with
the system (ie. with the banco agente) an amount in
local currency equal to the value of ECUs received.

The value of deposits in the counterpart fund are
protected from devaiuation by the following procedure.
Firet. each central bank declares an exchange rate.
Second, If an exchange rate is changed, a nru rate is
declared. Third, after a new rate is declared. an

amount of local currency is deposited to return the

2 Thus, a six-month grace period.
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toéal value of the deposit to what it had been in
dollars before the new declaration.

11. Particlpation in the system is limited to thonse
countries which agree to a set of reforms and specific
steps that will be taker to remove all barriers to

trade and payments in the region. Participants must

also agree to pursue macroeconomic policies that are
consistent with operation of the system.

3.3 Observations on the EEC proqram.

The main features of the EEC program have to do with the
extension of credit and the development of the counterpart fund.
One of the main things to note iIs that the credit offered by the
program is not credit backed ugp by hard currency, yet the credit
is denominated in dollars. Whenever an automatic credit is given,
it involves a loan to a debtor country and a loan to the system
by a creditor country.® This is similar to what had occured under
the old clearing mechanism, except that then the period within
which the "automatic credits" existed was up to six months. lindar
this scheme the period is up to three years. Security for the
country automatically giving a loan (a surplus country) is that
the system will make good on its promise to pay as sprcified.
Security for the system is the promise that the debtor country
will repay as specified. Thus, the ultimate success of the system

relies upon the willingness and ability of debtor countries to

3 The country which automatically offers credit to the
system may not be the country with which the country
automatically receiving credit runs a bilateral deficit.
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repay thelir loans.

Note that there is no role in the automatic credit scheme
for hard currency (ie. ECUs). Rather, the ECUs are used to help
denerate a counterpart fund. As ECUs are paid out, a fund
denominated 'in local currency accumulates. In the short run,
before the counterpart fund develops, the ECU contributions of
the EEC are on deposit with the Banco de Guatemala to quarantee
payment to creditor countries. The current plans are for a three-
year program and the EEC expecEs that at the end of three years,
the counterpart fund will be of adequate size to handle any
credit needs. Implicit in all this is the presumption tﬂat

currencies making up the counterpart fund will ‘e acceptable as a

means of payment. This implies the expectation that Central

merican currencies will be convertable with each other by the

end of a three-year period. In the meantime, for the first three

years of the program, ECUs will normally be on deposit as
guarantee to creditor central banks.

Special loans, which are amortized over five years. and
which absorb automatic loan balances, go to deficit countrie-.
There is no corresponding "special loan" that central banks must
offer to the system. Since a special loan wipes out the automatic
loan balance for a deficit country, the deficit country can keep
recieving automatic loans after receipt of a special loan.
However, there is nothing like a "special repayment" that ic made
to creditor countries, nor are they required to offe:r cpecial

loans to the system. Thus it is possible, that after a special
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loan, debtor countries are receiving new automatic loans. while
the balance of automatic loans extended from creditor rountries
exceed the limits placed on this kind of lending. The acuerdo
directs no attention to this problem.

What ‘incentive do creditor countries have to offer automatic

loans to the system, when the system's ability to repay those
loans is ultimetely a function of a debtor country repaying its
loans? At first there 1s a clear incentive. During the first two
years, the banco agente will regmit to each country an amount in
ECUs equal to 1a8% of its regional exports. Thus. the creditor
reLeives hard currency and the promise to pay for any trade
imbalance in the future. In return the creditor country
contributes to the counterpart fund in its own currency. Debtor
countries too receive ECUs equal to 10% of their exports and are
therefore in better condition to service their debts to the
system. In either case, countries earn extra hard currency with
regional exports. To receive the extra ECUs a country must be a
participant in the program and must agree to the automatic loans.
When the program ceases to remit ECUs in relationship to
exports it is not clear that creditor countries will have an
incentive to participate. Then, when they offer an automatic loan
to the system, they will receive Iin return a promise to pay a
balance in dollars from a system that owns no dollars. The
promise to pay will be only as good as the confidence that theo

creditor has in the debtor's ability to service debt in hard

currency, combined with the confidence that the system will use
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hard currency received from debtors to repay the creditor.
Unfortunately, this is the very condition that faced the CCC
before when confidence broke down and the payments mechanism
became moribund.

The system proposed by the EEC would work adequately where

balances were small and where balances were zaro over the medium

term. (ie. over a year or two) If balances were approximately
zero over the course of a year or two, then countries receiving
automatic credits for a few months, would have them cancelled in
other months when they were running surpluses. Part of the EEC
plan is to place conditions on participating countries, requiring
them to make adjustments that would bring balances to roughly

zero. There is a problem with this. The balance of payments is

not desiqned to balance, country by cecuntry, nor reqion by

reqion. Indeed, the balance of payments need not balance trade at
all. The only balance of concern is that the way balance is

achieved be sustainable. In fact, all countries of the region,

especfally Costa Rica, and to a lesser extent Guatemala and El
Salvador, are taking steps to achieve balances that are
sustainable, by opening themselves to world trade. There is no
reason to believe, that a result of this opening will bhe trade
balances in the region that are approximately zero.

We have created an example to demonstrate some of the
problems that the system proposed might encounter. It is labeled
"Example 1".Consider the case of El Salvador. In 1988, [1

Salvador ran a deficit with Guatemala of about $50 million, $2
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million with Costa Rica and about $1 million with Honduras. That
implies a monthly average deficit of about $4.4 millinn. Since in
its first year, the system will only affer automatic credits
equal to one eighth of a'country‘s quota, automatic ciedits would
be limited for El Salvador. €1 Salvadors quota s $3@ million.

Therefore it qualifies for monthly automatic credit of only $3.75

million. If all country's are members of the CCC system, then
they must have removed trade barriers between them and other
members. The reason for E1l Salgador°c small negative balance with
Costa Rica is that the latter has imposed payments re<trictions
against €1 Salvador. If Costa Rica is a participant, then it must
have removed these restrictions and a trade imbalance of about
$20 million is likely to open in favor of Costa Rica. This is
approximately the imbalance existing before the imposition of
these restrictions in 1986. In any event, El1 Salvador will only
qualify for $3.7% in automatic cr.dit per month.

Note that El Salvador's ability to receive automatic credit
is not changed by Costa Rica's participation, but ite deficit {a.
When normal trade is opened up with Costa Rica, E1 Salvador's
deficit opens by about an additional $18 million, which falls
outside the CCC system and presumably must be attended to out of
current resources. But this is not even the thrust of this
example.

In the table that we have labeled Example 1, we make the

following assumptions:

1. El Salvador receives $3.75 million Iin automatic credit
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per month.9
2. The automatic credits are amortized in quarterly
payments, over three yeoars, at LIBOR plus 1% ({e. at

9.4% as of the end of 1989). Fach month's automatir

loan is treated as a separate loan.

4 Surely there are conditions attached to E1 Salvador's
participation in the scheme. Presumably, if E1 Salvador is making
the adjustments required. i1ts deficit may fall. However, the
monthly deficit assuming "normal" trade with Costa Rica would at

first imply a deficit of almost $6 million per month. This could
fall considerable and still be in excess of the $3.75 million

that El1 Salvador qualifies for as an automatic loan. TIn any
event, adjustment takes time, and our example ls for an 18 month
period. Whether significant adjustment could take place in that
time period is questionable.
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EXARPLE 1. EL SALVADOR RUNS $3.75 N DEFICIT WITH THE SYSTEM

URCONSTRAINED
PAYRERTS  AUTONATIC  SPECIAL SPECIAL SPECIAL TOTAL
NONTRLY o AyTo LOAN . Lonn L0AR toan
NORTH INBALANCE LOARS BALANCE LOANS  AMORTIZATION BALANCE BALANCE
1 .18 .0 .15
2 .18 0.46 .50
3 .18 0.3 10.91
| 3.78 0.45 1.2
§ 3.15 0.4 n.n
¢ 3.8 LN un.n
! 3.1s .y 23.06 23.06 23,06 23.06
! 3.1% " L H .05 2.0
L] 3.78 0.06 1.50 ] un
10 3.1§ .Q 10.91 2.4 .4
1 115 0.4 14.32 .82 .9
12 3.1% o 1n.n 2.0 42.54
13 .18 1.84 .4 1.93 .48 Q.2
i .18 R 23.86 21.45 45.51
15 3.15 .89 .9 .02 .15
16 .18 1.26 29.66 21.99 51.65
1Y 3.5 1.2 2.3 .18 54.54
1 I 1) 1.3 35.11 2.3 §7.4§



3. It is assumed that interest is paid monthly.*

4. It is assumed that loan principal is amortized in equal

installments.

The table shows figures for an 18 month period. In each
month the deficit financed by automatic credits is $3.75 million.
An automatic loan balance grows, and column 4 shows the
accumulation at the end of each month. The accumulation is the
result of taking on a new automatic loan in each period adjusted
by any payments that have occured.

Under this scenario, El Salvador would qualify for a special
loan in the seventh month of operation of the scheme. A country
qualifies for a special loan when the balance of its automatic
loans exceeds 75% of {ts quota. Thus, in the month when El
Salvadors automatic loan balance exceeds $22.5, 1t qualifies. The
scenario assumes that a special loan is given® for the full
amount of the outstanding automatic loan balance existing in the
month when El Salvador qualifies (ie. in month seven). This
creates a special loan balance, and reduces the automatic loan

balance to zero. The automatic loan balance then begine to

accumulate as it had from the start. We have assumed that the

8 This makes the calculation easier. 1f interest were to
accumulate during the months when no payments are due, or if
interest is capitalized at the end of grace periods. the
situation described in the example gets worse.

8 The presumption is that even if El Salvador ha~ agreed to
take steps to adjust, seven months is too short for the
adjustment to have paid off. The whole idea of the sprcial loans
is to provide more time for adjustment to work.
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special loan carries the same interest rate and that amortization
occurs over flvé years. Payments are assumed to occur cach six
months, and interest accumulates through the six-month period to
be paid with the regular payment.

Note that by the end of 14 months, El Salvador would qualify

for another special loan. If it did not receive one its automatic
loan balance would quickly exceed E1l Salvador's quota (ie. by
month 17). By month 18, €1 Salvador owes the system about $57.5
million. (This figure is little affected by receipt of another
special loan in month 14)

Whether or not the system breaks down after 18 months
depends largely upon whether the countries that have been
offering automatic credits all along continue to be willing to do
so. Recall that E1l Salvador has deficits with all three of the
other countries. However, automatic credits must be offered only

by countries with a surplus vis-a-vis the system, so Honduras, a

deficit country with the system, would not be offering automatic
loans. As trade existed in 1988, 94% of Fl Salvador'« Central
American deficit was with Guatemala. If 94% of the automatic

loans by the system to El Salvador were matched by automatic

loans by Guatemala to the system, then Guatemala would have lent
at least $54 million to the system. It is intended that automatic
loans by central banks to the system be limited to 190% of their
quota, but in this scenario, automatic lending by Guatemala
greatly exceeds its quota. Indeed, automatic lending by Guatemala

exceeds its quota by month 11. In fact Guatemala's automatic
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lending to the system would be greater than this example alone
implies. In 1988. Guatemala ran trade curpluses with hoth
Honduras and Costa Rica, so some additional automatiec lending
would be associated with ‘that. A final observation i« that the
EEC will have put into the system only 45 million ECU= (353
million) in the first year. It 1is presumed that this amount gets
paid out to generate the counterpart fund. We should assume that
another 40 million ECUs are contributed in the second year as
well. By the time 18 months haYe passed however, much of that
contribution will too have been disbursed. Thus, the outstanding
debt of El Salvador ($57.5 million) will most likely exceed the
total amount of hard currency in the system by a considerable
margin.

Under this scenario, the Banco of Guatemala is likely to be
an unwilling participant. El Salvador.has run up a debt with the
system, not directly with the Bank of Guatemala. Furthermore, the
ability of the system to service the loans made automatically by
the Banco de Guatemala would be in question. Where would hard
currency come from to service this debt? Guatemala would be in no
need of the soft currencies accumulating in the counterpart fund,
for it runs a trade surplus with all the other reglonal
economies, so these would not be reasonable for loan <ettlement.
Tf Guatemala chose to limit automatic credits as soor as the
credite that it had offered exceeded {ts quota, how would the
system functlion? The documents are unclear.

The example 1llustrates another Important observation on the
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program. In the example there is no trade expansion. fCredit is
given, payments are cleared, the system is used. In fart the
system is overused and would probably break dewn given the
overuse. Nevertheless, the example is based con 1986 trade with no
assumptions about trade increases. If the prograh results {in

trade increases, the financing of those increases will be

extremely inefficlent, because the financing offered applies to
existing trade as well as new trade. Th~ two cannot effectively
be separated. Also, the program could give the illusion that it
is doing something productive, since it will be used (at least at
first), even though what it is doing may simply be shifting

payments clearing from one mechanism (or set of mechanisms) to

another.

The example fllustrates that there may be some difficulties
associated with running the program zs it is described in the
documents. But one could also question the need for a formal,
multilateral clearing mechanism in the first place. Examine the
trade and clearing mechanisms set up among the regions countriecx.
One would not see any overwhalming reason for a multilateral
clearing mechanism.

Nicaraqua could not now participate without substantial

reforms that she is not now apparently willing to make.

Honduras, has a deficit with Guatemala and Costa Rica, but
it always has had. Even in the early 1970's, long before

trade declined and the payments mechanism fell into disuse,
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Honduras ran a deficit with these countries. Furthermore,
the deficit today is not much different in size from what it
was then. An improved payments clearing mechanicm would
probably boost imports into Honduras, but is gnlikply to
help Honduran exports. The main problem for Honduras is a
considerably overvalued exchange rate and not a lack of
payments clearing mechanisms per se. Honduras has a surplus
with El Salvador, but the total amount of trade is so small

that it is lnconsequentia{.

El Salvador has run a large deficit with Guatemala
throughout the 19806s. However, those two countries have
recently worked out an arrangement (Acuerdo de Tela) whereby
settlement is facilitated. Both have agreed that importers.
and exporters on both sides, can buy and sell currencies
freely, and can strike contracts in any currency that is
agreeable to them. Thus, there are currently no payments
restrictions between Guatemala and E1 Salvador that require

special mechanisms.?

7 The arrangement between Guatemala and El Salvador has an
automatically balancing mechanism built in. That is, there ias a
free exchange rate between the colon and the quetzal. Even where
both governments choose to peg their currencies, traders are free
to deal in the otherwise black market. If black market rates do
not provide incentive for one party to a transaction. the prices
of the goods are adjustable. With adjustable exchanqge rates and
prices. exchange occurs and payments clear automatically. In
practice, border trade between the two is conducted in dollars.

The private sector response to the arrangement betuween
Guatemala and El Salvador is very positive. They respond
favorably to being able to settle transactions as they pleasre,
with minimum central bank involvement. Both central banks require
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Between El1 Salvador and Costa Rica there are fndeed
barriers to trade. Costa Rica has restricted exports to El
Salvador except insofar as Salvadoran importers can pay. in
advance, in dollars. This arrangement forces a batance
between the two, which is costa Rica's objective. but
probably limits trade®. A smoother payments mechanism would
probably be trade promoting but without a realliqnment cf
the Salvadoran colon, an expanded clearing mechanism would

turn out to be a mechanism to finance Salvadoran imports of

Costa Rican goods.

Guatemala and Costa Rica have already reached bilateral

agreements on clearing trade imbalances. Indeed, the CCC is
used as part of the clear ing mechanism. Perhaps as a result,
trade deficits between the two countries, as a prrcentage of
total trade have been declining since the early f0s. To the
extent that the EEC-financed project came into being {t
would simply replace a system that is already in place and
functioning. No increase in trade could be expected from
simply rearranging the clearing mechanism.
Unfortunately problems have arisen with the arrangement
between Guatemala and Costa Rica. On February 1, 1990. the Banco

de Guatemala announced that the Costa Rican authoritiea have

only tha% trade be registered for statistical purposen. See
CEPAL, (198B9)

® In fact total trade between the two is greater than it was
in the early 1980s.
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suspended the agreement to settle payments in local currency.
Henceforth only dollars will be used in settlement. It is likely
that instability in the exchange rate for the quetzal {n early
1990 has provoked this move on the part vf Costa Rica. Once the
quetzal regains some stability and the central hank of Guatemala
is better able to specify clearly a foreign exchange tate policy,
the Costa Ricans should once again agree to settlement in local
currency. The Guatemala/Costa Rica arrangement illustiates that
where currencies have been realligned to reflect something closer
to equilibrium values, payments clearing occurs spontaneously. No
special mechanism is needed. Where reallignment has not occured.
or instability due to a lack of policy direction exists. no
special mechanism can help much.

The EEC program contains in it the proviso that
participating countries must agree to undertake specific steps
toward removing trade barriers among themselves. The discussion
of specific steps and timetables for action are currently under
discussion by ministers for integration. Furthermore, it is the
intention of the EEC Commission to withhold participation from
countries that fail to honor the reforms and/or the timetable
agreed to. This is a very positive attribute of the EEC program.
However, it is not clear how quickly countries are willing to act
and the incentive to action associated with the program is very
small compared to the reforms that would be needed. Particularly
in Nicaragua, Honduras and E1 Salvador there are basic.

structural problems that exist, and governments have been very
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slow, and usually reluctant, to take the steps compatible with
free trade and payments between themselves and partner<. Without
reform, and even with slow-paced reform. the system propoced by
the EEC will quickly break down, along the lines illu-tiated in
our Example, above.

3.4 CONCLUSION

In Section 3 we review the function of the Camara de
Compensacion Centroamericana (CCC) and the reasons for it falling
into disuse in the mid-1980s. We then revieuw a program, supported

by the EEC, to reactivate the CCC. The main characterjatics of

the EEC program are:

1. Intraregional exports are subsidized with ECUs donated
by the EEC.

2. Participating central banks offer lines of rredit for
payments clearing.

3. Automatic loans are granted monthly to debtor countries
and automatic loans are offered (through the lines of
credit) by creditor countries.

q. Special loans are available for debtor countries unable
to service their automatic loans in the medium term,.

5. All loans and credits are multilateral. That is, they

are loans to or credits from the "system". They are not
loans and credits between central banks.

Conclusions on the EEC project include the following:

1. There is no indication that the lack of a clearing

mechanlsm, or credits for financing trade clearing is a
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major obstacle to tradg.

The system supported by the EEC would work well uwhere
balances are small and roughly zero over the medium
term. But, bilateral balance, or even regional balance
should not be the objective of policy, Rather,
countries should pursue policies that yield them
overall equilibrium in their balance of payments.

A major problem with clearing payments exists between
El Salvador and Costg Rica. Financing of a trade
clearing mechanism may help Honduras increace {ts
imports. A new clearing mechanism would do little for
trade between Guatemala and Costa Rica, and between El
Salvador and Guatemala. Nicaragua {s in no condition to
participate in the proposed scheme, and Honduras and El
Salvador are in marginal condition to do so.

Under some conditions, the proposed scheme of automatic
loans could lead to paralisis and breakdown for the
system.

Any increased trade that did occur under the system
would be very inefficiently financed, since the program
would automatically finance trade imbalancer existing
on already occuring trade, and is not. and cannot be,

restricted to new trade.

To the extent that countries free trade and payments
among themselves as specified in the program, trade may

expand.
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The EEC has insisted that without reform, cnuntriec
cannot participate. Thie is a strong point for the

proposal.

The fundamental problem remains: without a teasonable
reallignment of exchange rates vis-a-vis wor ld markets,
and without countries pursuit of sound macroerconomic
policies which include exchange rate flexibility, a
clearing mechanism 1ike the one embedded in the ccc
cannot work. On this point we are at one with the torld
Bank (1989: 68-70) With reasonable exchange rates and
appropriate macro policies, including exchanqe rate
flexibility, a cCC-like mechanism may work, but under

those circumstances it would be of only marginal

utility.
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SECTION 4

PROSPECTS FOR THE CACM

Summary:

Section 4 .unalyses prospects for a reactivation nf the
CACH. Section S5 recommends several measures that ROCAP can take
to promoete regional cooperation. Reasons for the decline in the
CACM are:

1. The protective structure of the CACM was based on
import substitution industrialization (IS1). This
created a strong anti-export bias and increased the
regions vulnerability to economic disturbance.

2. The economic crises affecting each country beginning in
about 1979-80 were initiated by:

- economic mismanagement,

- recessions in the developed countrie-,
~ political/military violence

~ declining international terms of trade

3. Macroeconomic disequilibria brought on by the crises
vere worsened by the anti-export biases inherent in
ISI.

Since 1980, each country has pursued different strategles
toward regaining macro equilibrium. There is almost universal
agreement on what should be done. Main policy measures required
are:

- reduce anti-export biases,

- liberalize trade,

~ reduce exchange controls,

= manage reasonable exchange rate policies,

~ adjust fiscal deficits and inflation.
Costa Rica has made considerable progress in implementing these
policies. Guatemala has made less progress. El Salvadnr has
attempted reform, but is hindered by political/military events.
Honduras and Nicaraqua have done little, though the recent change
in government in Honduras will probably bring important reforms
with it. Each country must proceed as it Is able whether or not
their actions are compatible with the constraints of the CACM.

The CACM is a customs union. A customs union requires a
common external tariff and duty-free trade internally. Neither
condition has existed for some time in Central America. Thus. the
CACM in effect, no longer exists.

Section 4 recommends a strategy for integration without a
customs union. Main inqgredients in that strategy Include:
1. A free trade area (FTA) is a preferable form of
economic integration for Central America. An FTA
requires duty-free trade internally, but allows

1



independent tariffs for outside trade.

2. Conditions should be promoted that would lead to an
FTA.

3. An FTA would be promoted if the trade and payments
reforms already begun independently in Costa Rica,
Guatemala and El Salvador were to meet the objectives
set by those countries. In fact, if they meert their
objectives they will be very close to having a common
external tariff as well.

4. Special attention must be directed toward policy reform
in Honduras and Nicaragua. Neither could nou
participate in any formal integration scheme.

5. Subregional trade agreements should be promoted.

6. Any measures that make regional or subregional trade
more efficient promotes integration, whether or not
these measures fall within formal agreements.

Section 5 recommends sevefal activities that ROCAP might
become involved in to promote regional integration. These
activities are recommended based on the points stated above and
on the limitations facing each country. Activities are based on
the observations that, firet, countries must pursue reforms and
do it at their own pace, second, reglional free trade can be
maintained and conditions will not be "right" for a common
external tariff for 3-5 years, third, regional trade can be made
more efficient despite lack of formal "integration" schemes.
Activities could include:

1. Activities to encouraqe reforms in trade and payments.

= promote the exchange of comparative information on
reforms, exploiting experience elsewhere,

= support comparative evaluations of effective
protection,

- examine the effect of removing exchange controls,

~ ercourage cooperation within sub-regional trade
groups,

=~ consider alternative integration arrangements,

= support maintenance of a free trade area regionally,
while individual tariff reforms occur.

2. Trade promotion without formal inteqration.

—~ Support removal of "obstacles" to trade, other than

tariffs,
- direct attention to removal of transport and

potential energy problems,
= promote the interactions now developing between STECA

and the private sector,
- consider regional trading arrangements that could be

strengthened with Panama.



9.1 WHAY HAPPFNED TO THE CACM?

Before one can begin to prescribe policy for the rentral
American region, one must understand the principles upnn which
the CACM foundered. Much has been written on the subject (eg.
World Bank, 1989) and we provide only a reminder here.

The main characteristic of the CACM in its early years was
that it was based on a principle of import substitution
industrialization (ISI) supporged by a common external tariff
(CET). When first estat'lished (in 1961) the CET tended to be set
at levels which were closer to the highest levels already-
existing in the region, rather than being set at the average. In
the early years (uP until about 1970) there was an increase in
industrial production as countries exploited .the protected
internal market. By the late 1960's however, growth fram further
import substitution had been largely exhausted (Bulmer-Thomas,
1979: PRODESARROLLO, 1989). The ISI in the CACM did not meet its
objective of promoting industrialization. Rather. the bulk of
manufactured exports by Central American countries remained
internal. Most manufactured producte exported by Central American
countries were sold to CACHM partners. Furthermore, about 90-95%
of manufactured goods were consumer goods. No transition was made
from serving the small, internal market, to export activities

outside the region.

Protection of manufacturing activities within the CACM at

times has been extreme. Nominal tariff rates, which ranged up to



about 100% on many goods, though typically 70-80%, did not
represent the true levels of effective protection in the reqgion.
One important practice raising effective protection was the
tendency to give duty exgnerations to imported inputes., yet
maintaining duties on finished goods. Adding to this were

quantitative restrictions, overvalued exchange rates, and

differential taxes. Estimates of effective protection have put
levels at rates exceeding 280% in some cases.!

The economic crises, into.which all countries entered 1in
about 1978-1980, were precipitated by a combination of bad luck
and economic mismanagement. Commodities prices had been very high
in the late 1970's. These provided ample foreign exchange,
revenues from export taxes and from the import duties that were
collected on the resulting importe. Beginning in about 1978,
commodities prices fell. Coffee prices began the slide, but it
was followed shortly thereafter by other important prices such as
those of sugar, cotton, meat, bananas and others. At the same
time growth had slowed in the develonped countries; recessions
occured there in 1980-82, and the demand for Central Amerlican

exports softened. As the terms of trade shifted adversely, and

1 The World 8ank (1989) cites studies placing effective
protection in Costa Rica at 288% and another at "over 700%".
Monge and Corrales (1988) put effective protection in Costa Rica
at over 500% on manufacturing activities aimed at the domestic
market. Effective protection has been put at 178% in Honduras
after taking into account non-tariff barriers (World Rank, 1989).
Some sectors in Honduras may be protected by effective ratec
exceeding 300% (PRODESAROLLO, 1989:95) PRODESAROILO al~o shows
that in E1 Salvador exportables receive negative effertive
protection averaging abdut 29% while importables are subject to
effective protection averaging 41%, but ranging as hiqh as 2R2%,
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demand for Central American exports dropped, current account and
fiscal deficlts occured simultaneously. Fiscal deficit~ brought
on inflation and, with currencies pegged to the dollar,
currencies became greatly overvalued. As a stopgap mea-ure,
countries resorted to borrowing internationally to keep levels of
public expenditure from falling despite fiscal deficites. This
added fuel to the inflationary fires and, when interest rates
reached historic high levels in the early 1980's, countries were
burdened additionally with heavy debt service,

Economic mismanagement pr;vailed in the crises. Governments
consistently ran fiscal deficits that wvere financed through
{nflationary monetary emmisions by central banks. Unused to
inflation of the magnitude then observed., most countries
responded with sets of administrative controls to ration credit,
control prices, allocate foreign exchange, limit imports, etc.
All were reluctant to devalue their currencies, and all but Costa
Rica remain reluctant even today. Honduras has not yet yielded to
reasonable economic principles on its exchange rate, and El
salvador and Nicaragqua are very slow to yleld. Guatemala does s0.
but only after much celf-destructive delay. In general, 2 failure

to adjust or slowness to do so, has slowed economic recovery in

the region.?

2 1t has been shown statistically that the deterioration of

the current account of the balance of payments in Central America
is due to a combination of domestic and external factors. Tailure

to correct budgetary deficits and to adjust currency value=~ have
been the main domestic problems. Deter ioration in the
international terms of trade and, in the early 1980-. clow growth
in the developed countries were the main external fartors causing
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A final stroke of bad luck was the political violence and
instability that hit the region starting in about 1978 uifrh the
Nicaraguan revolution and persisting in El1 Salvador today.
Guatemala too suffered conditions approaching civii war in the
early 1980's and is not yet: free from political ‘turmoil. Since

part of the main problem in Central America is a fiscal one, the
necessity to maintain internal stability, and indeed in two cases
to wage civil war, lends to fiscal problems. In the cases of El

Salvador and Nicaragua, civil war is probably the most important

»

contributor to fiscal problems and the growth problems that flow
from them.

Under the pressure of the economic difficulties of the early
1980's, policies associated with the CACM proved an additional
burden. The ISI policies of the CACM had diverted the region from
developing an export orientation in products other than the
traditional ones, the prices of which were now in retreat. Levels
of effective protection had become so high that developing an
export orientation had become particularly difficult. lhen
foreign exchange became scarce, those choosing to not dewvalur
their currency were pressed to allocate foreign exchange to those
uses felt to be of high priority. Continued purchases of the
consumer goods which the CACM had promoted were no longer high
priority. Finally, differences in the rates at which 1rgional
currencies appreciated in real terms caused bilateral payments

imbalances to develop very quickly and for institutione such as

deterioration in the current accounts. See Loehr (1987}
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the CCC, which were not designed to deal with these problems, to
become of litrle use.

Throughout their period of difficulties, the Central
American countries have demonstrated a persistent preference for
maintaining regional cooperation. The signs-of this are abundant.
First, during the period when Nicaragua was in great need of
imports from the region, and had no ability to pay for them,
Guatemala and Costa Rica allowed Nicaragua to accumulate arrears
(recall Section 3). This was done in spite of difficulties in
these two creditor countries, and was based on the faith that
Nicaragua would correct its problc=ms. Only when the latter faith
disolved and the problems of Guatemala and Costa Rica persisted
were these two forced to cut normal commercial ties with
Nicaragua. Second, institutions set up to serve the CACM continue
to receive support from each country, albeit irregularly and in
somewhat reduced amounts. Third, countries have struck htlateral
agreements (eg. between Costa Rica and Guatemala) or 9ubreglon§1
agreements (eg. Tela Agreement) on an ad hoc bacsis as rconditions
allow. Finally, regional meetings and conferences on trade in the
area continue to be well] attended, and as the private sector is
increasingly involved they too show considerable enthusiasm for
maintaining reagional preferential trading ties. (see CEPAL,
1989) These indicate a continual search for the means for
productive regional cooperation. Overriding this intere=st however
is the realization by each country that, as their econnmic

difficulties persist, they can not afford to relinquinh any of



the policy iﬁdependence that {s normally associated with economic
integration. One must ascsume that those Central American
countries that were able to resume "normal" economic qrowth,
would again show considerable interest in re-formalizing =ome
form of economic integration.

The questions before each of the Central American countries
now are two. First, what must be done to restore economic growth.
Second, given what must be done to restore growth, is there a
role for economic integration and the CACM. The first question
has already been answered resoundingly by each country. To
restore growth each must take steps to promote exports. This
recommendation is not new (see Bulmer-Thomas, 1979; Lizano and
Sagot, 1984) but most countries have been slow to take serious
measures in this direction. The main Fteps toward export-oriented
growth are:

- liberalize trade,

- reduce exchance controls,

- adjust exchange rates and maintain exchange rate

flexibility,

- reduce price distortions caused by internal controls on
prices, interest rates, directed credit, arbitrary
requlation, antiquated fiscal systems, etc.

It has become clear to most countries that the anti-export bias
imparted by the protective structure of the CET, combined with
each country's domestic'modlflcations of protection cannot be

offset by simply offeriny special export incentives. Monge and



Corrales (1988) have shown that in Costa Rica, despite export
incentives (fiom CATs, CETXs, etc.) exporters still face
disincentives when compared to producere for the dome~tic market.
Schenone (1988) has demonstrated the same factor for r1 salvador.
-The fact that even Costa Rica's export promotion measures, which
have been very aggressive, cannot offset the general anti-export
bias of the CACM's ISI strategy, lends support to the idea that
the entire ISI approach must be deserted to open the Central
American countries to export merkets abroad.

As it has exfisted in the past the CACM is incompatible with

what countries must do and with what they are now doing to
restore growth. The import substitution orientation of the CACHM
is not compatible with much of the trade liberalization that must
accompany an export orientation. The CET cannot survive as it has
been in the past. Schenone's assessment of the case of El
Salvador (1988:77) pertains in the case of each of the countries

of the region:

"La adhesion de El Salvador al arencel externo comun
centroamericano es un serio obstaculo a la reduccion del
sesgo anti-exportador y la apertura de la economian hacia los

mercados mundiales."
The main objective of the remainder of this section is to search
for points of compatibility between what countries must do to
restore growth and a reactivation of economic integraticn in

Central America.

4.2_TRENDS IN INDIVIDUAL COUNTRIES

Each country in the region is taking steps to reactivate its



own growth. Recent history has shown, that when the Central
American countriec are confronted with a choice to either act
independently to foster their own growth or to defer to regional
interests, it is the former that is chosen. None of the countries
of the region are now designing policles specifiéally because’

they promote economic integration. Rather, all countries are

acting in their own self interest. Regional considerations
account for little. That is not to say that what is in the self
interest of individual countries 1s incompatible with economic
integration. Rather, it is said eo that the reader can understand
best the motiivations of policy makers in each country. The
economic conditions faced by each country are such that policy
makers must ildentify what is best able to promote their own
country's welfare and then to take appropriate action without

waiting for any group approval.

In Costa Rica, tariff reform is well underway. The objective

of reform is to decrease the level of protection and its
dispersion. Over the years, Costa Rica had imposed several layers
of import surcharges and special taxes and fees, which made the
level of import protectjon, in tariff-equivalent termc. much
different, and higher than the CET. Because of these tariff-
equivalents, Costa Rica has not adhered to the CET since the late
1970's. ( Lizano and Sagot, 1984) Costa Rica began a structural
adjustmert program in 19R5. One of the first steps war to impose
surcharges on imports where tariffs were very low, thereby

reducing tariff dispersion. At that time tariff ceillings
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(including sdrcharges) were about 200%. (World Bank, 19R9)
Beginning in 1987, top tariff rates would be reduced, at six-
monthly intervals, over three years, to a top rate of 10%. over
the same period, a target'tariff floor was set at 5% and moe«t
exemptions would be discontinued.?

Costa Rica has also made considerable progress in adjusting
the value of the colon and administering continued adjustments
that are compatible with export promotion. Mini-devaluations now
occur frequently to keep up with relative purchasing power
differentials between Costa Rica and a group of trade partners.
One result of successfully adjusting the value of the colon is
that many of the most cumbersome exchange controls have been

eliminated.

El Salvador was at a point of transition when viclence and

open warfare, recurring in Novembver, 1989, interrupted progress
on economic reforms. The Cristiani government came to power {n
June, 1989 with the intention of taking steps to open the country
to trade. The main ingredients in that program were a roordinated
tariff reform and currency adjustment. (See Schenone 1988a and
1988b and Harberger and Wisecarver, 1989) The tariff reform is
similar to that in Costa Rica in that it is designed to reduce
the overall level of protection and to reduce disperslon._In

October, 1989, steps were taken to reduce maximum tariffs to 50%

3 Exceptions have been made for textiles, garmen!s and
shoes, where adjustment is to occur over five years inctead of
three. Essentlal medicines may be subject to duties of less than

5%.
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and, where they are lese than 5%, minimum tariffs were to be
raised to 5%. Within eighteen months tariffs would be adjusted
further to 20% maximum and 15% minimum. Furthermore it was the
government's jntention to eliminate all Auty exemption-, excrpt
to exempt duties on inputs to production for export, uithout
distinction between exports of traditional and non-traditional

goods.*

Simultaneous with the liberalfzation of imports was to be
devaluation in real terms of about 40% from the real exchange
rate of late 1988. This was to be accomplished by devaluations in
excess of inflation at each point when the tariff structure was
adjusted. In the early months of the Cristiani administration
there were currency adjustments that constituted a devaluation in
everything but name. Most trancactions were shifted over from
official markets at C5 per dollar to the banking market (cuentas
dolares) at about €6.4 per dollar as of mid November, 1989. It
was the intention of the government to let the colon devalue more
in that banking market. Furthermore, for the first timr. E)
Salvador's government was willing to consider entering into a
standby arrangement with the IMF to help the country's
adjustment. Meetings wer2 held in early November 1989 to discuss

the conditions that the IMF would attach to a standby agreement.

9 There is a side benefit to these reforms in that the
measurec proposed would raise revenue. Currently, tariff revenue
as a percent of imports Is only about 5% and revenue as a percent
of dutiable imports Is only 8%. This is due to the laige amount
of imports that enter El Salvador under duty exemptionsa.
Exemptions applied to over half of all goods imported prior to
the Cristiani administration.
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One of those was that the colon would be devalued to ~nomething in
the area of C7.5 per dollar by early 19990.

Guatemala has begun pursuit of tariff reforms that are
similar to those begun in Costa Rica. Tariff ceilings that have
been as high ' as 150% have now been capped at 708%. It is
Guatemala's intention to establish a range for tariffec of 5% to
40%, and to do that over a three-year transition period.

Guatemala has not been as explicit as either Costa Rica or
El Salvador in terms of how lt‘ulll manage exchanqge rates. There
does not now cseem to be an exchange rate policy other than
occasionally allowing the free market to set a new value for the
quetzal. The occasion that brings this about has been (in both
1985 and 1989) when the central bank has run out of reserves and
exhausts its ability to influence exchange rates. It i<
encouraging that Guatemala is willing to adjust the value of the
quetzal when it becomes fundamentaly overvalued, but the methods
used to seek new values could be more efficient and lees
disruptive.

Honduras has not reformed tariffs in the same way as the
other countries. Recall that Honduras has not been a regular
member of the CACM since it withdrew in 197@. Its reginnal trade
functions on the basis of a series of bilateral agreements,
Honduras has not adhered to the CET and has traditionally levied
tariffs against Central American imports (albeit at reduced
rates). By the early 198@8's, Honduras's tariff revenue had been

seriously eroded due to the fact that many duties were specific
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duties and they had been eroded by inflation. Also, the number of
duty exemption< was very high. About one half of all imports were
duty exempt. To restore revenue, Honduras began to levy a series
of surcharges., which by the mid-1980s accounted for about 75% of
all tariff revenue.

For Nicaraqua tariffs are irrelevant. Nicaragqua has

established a centrally managed economy within which tariffs are
no longer a means of protection. In addition, exchange rate
policy has been very poorly handled. Inflation has been very high
and the Cordoba has normally been éxtremely overvalued. Multiple
exchange rates exist with large differences between legal rates
and usualiy an enormous premium on dollars in the black market.
These conditions are simply incompatible with any form of normal,
market-oriented trade and with the kind of economic integration -

that might occur in the region.

In conclusion, the examination of individual countries leads

to the observation that each has determined that it is in 1its own

best interests to set an independent tariff policy. Nn countrv

now adheres to the CET and none plan to do so. CEPAL (1989)
quotes an unidentified viceminister as observing that "de hecho
hay hoy dia cinco aranceles en Centroamerica.” Tariff adjustments
where they are occuring are moving countries toward lower tariffs
with less dispersion. Honduras and Nicaragua have been reluctant
to liberelize trade, whereas the other countries are planning

significant reforms. Exchange rates are also being adjusted and

made more flexible. Again, Honduras has done so only slowly as
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has El salvador. Nicaraqua may be beginning greater exchange
flexibility. Meanwhile Guatemala and Costas Rica have made
considerable strides on this dimension.

The main observation that one can make, baced upon_the

actions of each country, is that the CACM does not now exist. The

main pillars of the CACM originally were the CET and freedom from
duty within the region. The CET no longer exists, and apparently
has not existed for some time (Lizano and Sagot, 1984:67). Since
about 1980, countries have Impq?od extra duties and surcharges
which are equivalent to tariffs. 0ften these measures carried
names other than "tariff" so that the i1llusion of a CET could be
maintained. Tariff-like protection has also been afforded by
selective consumption taxes which have fallen on many goods, some
of which are produced In the region. Since about 1986. countries
have been more willing to drop the illusion that there is a CET
in the region. All countries are now in the process of revising
tariffs and tariff-1like equivalents.

Remnants of duty-free trade within the region still exist.
In many cases of surcharges and special taxes, trade within the
CACM has been exempt. In most cases, since duties within the CACM
were zero, when minimum duties are imposed in an effort to reduce
tariff dispersion. duties within the region are set at minimum
levels. Exchange controls are probably the most restrictive
element in regional trade. However, removal of exchanqe controls
is part of the overall trade liberalization in each country.

Furthermore, exchange controls become unnecessary in those
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countries that successfully adjugt the value of their currency.
Therefore, exchange controls are likely to be reduced ot dropped
entirely in the course of trade and tariff reform. Thu~. while
there 1s not nou free trade internally in Central Ameiica. the
main impediment to trade is likely to disappear or be :educed
sharply.

If the countries of the region are successful in achieving
the reforms they have specified, conditions will be much improved
for once again formalizing some form of integration scheme. The
reformers, Costa Rica, Guatemala and El1 Salvador, are ceeking
lower tariffs and less dispersion. In the process they plan to
dismantle exchange controls and better manage exchange rates. The
latter factors are primarily responsible for the disintegration
of the CACM. Furthermore, the reformers are after tariff
structures that are very similar. Within three to five years,
Costa Rica and Guatemala plan to have the same tariff «rructure.
In effect they will have a common external tariff. El “alvador's
plan is somewhat more ambitious than the other reformer -, but F1
Salvador is likely to have greater difficulty in implimentation.
After reform, the reformers should be able to reestabli~h some
kind of formal integqration scheme involving common ex!'rrnal
tariffs, without the anti-export bias that had been inherent in
the CACM's CET.

4.3 IS THE CACM VIABLE?

The Central American Common Market (CACM) ic a mi-nomer. The

regional economic grouping in Central America has never been a
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"common market", for that term implies integr$tion beyond
anything that has ever been attempted in the region. A common
market iIs a reqgqional economic grouping that not only nsrablishe;
free trade among members.and common external tariffs tnward third
countries, but also encompasses common institutions in taxation,
monetary affairs, customs, fiscal policy and a number of other
areas,

The CACM. at it'e peak, could bast be described as a customs
union. A customs union is defined as a regional economic grouping
of countries within which there i{s free trade and which impo<es a
common external tariff on importse from non-members. The cus toms
union that was the CACM does not now exist. Whether or not the
customs union can and should be revived depends upon the benefits
to be expected from a customs union. To assess the viahility of
the CACM we would do well to keep in mind some of the
characteristics of a customs union and some of the conditions
necessary for one to prosper. It is not our intention here to
reproduce a theor~tical trecatise on the costs and benefite of a
customs union. That is available elsewhere. (see Allen, 1961:
Robson, 1984) Rather, we will review some aspects of customs
unions, skipping theoretical material, but focussing upon what
can be expected of a customs union and the conditions that affect
our expectations.

The potential galns from a customs union fall generally into

four catagories. These are:

1. Improved resource allocation.
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2. Cotst improvements assocliated with achieving economies
of scale.

3. Terms of trade improvements achievable by countrieec
acting together rather than separately.

4. Other gains ascociated with improved income

distribution, technological advance, economic growth,
economic stability, and provision of public goods.

We have listed the fourth cat:gory, which may be tarmed
simply "other", as a collection of effects which may occur, but
which are not addressed specifically by economic theoty. In this
fourth catagory, there may exist benefits (and costs) but
economic theory has little to say about what they are. The
idiosyncracies of each case will determine whether or not net
benefits exist in the "other" catagory.

Economic theory does have sometﬁing to say about the first
three areas for possible gain. We will deal with them in reverse
order. First, the terms of trade effect can occur if the customs
union is larqge enough that collectively the countriez involved
have some price effect over the goods that they import. Where the
customs union countries occupy & large segment of the market for
any single import there may be a favorable terms of trade effect.
In the case of the CACM there is not likely to be a significant
terms of trade effect oweing to the small demand placrd on the
world supply of most goods, even by the CACM as a qroup.

The second factor deals with economies of scale.

Theoretically, economies of scale would be available to the CACH,
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since the combined regional market is so much larger than the
market of any single country. However, one cannot over ly
generalize about the avallablity of economies of scaln, for each
good has a unique production function and the possibilities for
economies of scale vary widely. For the production of many goods,
even the combined Central American market is not large enough to
achieve economies of scale. One need only recall that the
combined regional GOP 1§ only on the order of $30 billion, which
is roughly equivalent to that of a medium-sized city (of about
1.7 million people) in the U.S.® Furthermore, since demand in
Central America reflects the low per capita income of the area,
the demand for industrial goods would be much less than it is in
a U.S. or Europpean city with an equivalent GDP. It is in the
industrial goods catagory that economies of scale might be
expected to exist, but it is precisely in industrial goods that
markets are rather small in Central America®. Thus, the
opportunities for achieving economies of scale may be rather
limited in the region.

Finally, comes the question of the effect of a customs union

on allocative efficiency. Economic theory conventially measures

S The combined Central American GDP is about the equivalent
of the gross product of a city somewhat smaller than Denver,
Colorado and about the same as that of Vienna, Austria.

& Also, tachler (1989:14) has shown that growth in
manufacturing in developing countries is not related !n market
size. Apparently, even very large developing countrier- de not
possess markets large enough for economies of scale to be an
important factor in manufacturing growth. His work doers show that

growth in manufacturing is positively related to an export orientation
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the potential for benefits from a customs union in terms of the
balance between "trade creation” and “"trade diversion". Trade
creation is defined as the shift In the source of supply of a
good from a high-cost supplier to a lower -cost supplicrr. The
opposite is trade diversion. Trade creation may occur when two
countries join a customs union, and where before, both produced
the same goods, protected by their individual tariffs. Upon
creating a customs union, thereby eliminating tariffs between
them, the high-cost producer of the goods in question will begin
to import from the lower-cost union partner, and reduce its own
production. The shift from the high-~cost producer to the lower
cost producer is trade creation. For the union as a whole, it
improves allocative efficiency because production is reduced {n
the least efficient location and increases in the more efficient
location?. Trade diversion occurs if, after creating the customs
union, one of the members begins to import something from another
member, what it used tv import from some third country. The
reascn for liiporting fivom the third country before forming the
union would have been that that country was relatively more

efficient than the union member and could therefore sell at a

lower price. Thus, where there is trade diversion, imports shift

7 tlhile there is a net efficlency gain for the union, nne
should note that the union member from which trade is shifted
suffers a loss in employment and production, while the country to
which trade is shifted gains on these dimensions.
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from a low-cost supplier fo a higher cost cupplier.®

It hae long been known that few groupings of developing
countries possess the conditions that would promote tirade
creation over ftrade diversion when forming a customs unijon. (see
Allen, 1961; Lachler, 1989) The conditions for raising the
likelihood that trade creation will predominate after forming a

customs union are:

1. The larger the economic area included in the customs
union, the closer the elimination of internal tariffs
comes to free trade. The larger the area, the greater
the probability that the area will include the low cost
supplier of many products.

2. Relative to pre-existing tariffs, the lower the common
external tariff (CET) the more likely it is that trade
creation will occur., With a "low" CET, and free
internal trade. most shifting of sources of supply will
be internal, from high-cost suppliers to lower-cost
ones. A relatively high CET will cause many union
members to switch from outside sources of supply to

higher-cost internal ones, thereby causing trade

8 Note too that the costs of trade diversion fall ‘
differently upcn countries. The country which ceases tn buy from
a low-cost, world supplier and diverts trade to a higher-cost
union partner, pays more for its imports. Prior to uninn,
importers paid world price plus whatever import duty was due.
After union they pay a price that is higher than world price, but
pay mo import duty. Thus, importers may even pay lese in total,
but the country pays more and reve ue from tariffs falls.
Meanwhlle, the country to which trade Is diverted see< a rise in
production and employment. One country loses while the other
gains. It can be shown that losses exceed gains.
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diversion.

3. Where countries produce and trade similar items before
the formation of the customs union, there i« greater
opportunity to shift from high-cost to low-rnst sources
of supply after the union is formed. Where ;ountrles
produce different ftems, it indicates that before the
union, each is already being supplied from low-cost
suppliers elsewhere. In the latter case, trade
diversion will result from forming a union.

4, Where prospective union members both produce an {item,
the greater the production cost differences in the
areas where production overlaps, the greater the
potential for shifting to a lower-cost source of
supply.

The Central American region is typical of many groupings of
developing countries in that i{t does not posess the
characteristics that would lead to a high likelihood of net trade
creation. Nor were these conditions in tact when the CACM was
first formed in 1961. the economic area within the CACM is not
large. When the CACM was first formed, the CET tended to reflect
the upper range of protective levels then existing in the region.
(World Rank, 1989) Whereas most of the countries in Central
America produced some similar items before forming the CACHM,
these ltems tended to fall in agrlcultpral and food ptoducts
catagorjies. Unfortunately, it was not in these products that the

individual countries wanted to specialize, and most agricultural
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goods were excluded from internal duty-free treatment. Individual
countries attempted to set up.industrlal activities to produce
items that were different from what was produced elsewhere in the
region. Tndeed, the internal policies of the CACM were almost
explicitly desiqgned to cause trade diversion, by estahlishing
industries that would divert purchases from low-cost ~uppliers in
the rest of the world to the higher-cost suppliers in fentral
America.

Even if the conditions exist for achieving net trade
creation, this is only a necessary condition for welfare
improvements within a customs union. It is not a sufficient
condition. Net trade creation ;s the result of having summed the
gains from trade creation with the losses from trade diversion.
Any customs union will have both simultaneously. While on
balance, trade creation may predominate for the union overall, it
is not likely that trade creation will occur for each member.
There will be some gainers and some losers among members, and
some equitable way of distributing gains and losses must be found
before one can unambiguously state that there has been a welfare
improvement. Trade diverting shifts will be particularly of
concern because the countries diverting their trade will lose

tariff revenue and pay more for their imports. (for drtails see-

Robson, 1984)
In Central America it is not likely that conditiones exist

that would promote trade creation through the formation of a

customs union. Indeed, it is not likely that these conditions
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exist in most of the developing world (Allen, 1961; anrnoq.
1978) and not likely that these conditions existed when the CACM
was formed. If these conditions do not exist, and customs unions
are formed anyway, trade diversion, and welfare deterioration
will result. In the words of one student of economic fntegrat!on
(Robson, 1984:151) "...integration among developing countries may
appear at best irrelevant and at worst positively harmful."

Most studies of static efficlency in the CACM conclude that
on balance, trade diversion has occured. Cline and Delgado (1978)
reason that on balance trade diversion predominated early on in
the CACM?, but expected dynamic gains to yield net benefits in
the longer run. The World Bank (1989: i, iv) and Baran (1989)
conclude that trade diversion has exceeded trade creation.
Furthermore, those who have studied the dynamic effect of
integration in the CACM generally conclude that the import
substitution phase of integration had run its course by the late
1970s. Dynamic gains were found to be either extremely small

‘Brada 2+ Mendez, 1988), had been pretty much exhausted early on

® Cline's method of estimating trade creation and diversion
(Chapter 3 in Cline and Delgado, 1978) probably counted some
trade diversion as trade creation. The method observed the change
in the ratio of imports to total consumption and defined trade
creation as that change times consumption. But the ratio can also
change due to trade diversion. When trade is diverted., regional
imports appear cheaper to regional importers because lhey
cnntinue to pay the CET on imports from outside the reqion,
do not pay duties on imports from the region. Thus, they may
increase their total imports as trade is diverted. Cline's ratio
would thereby rise as a result of trade diversion, not Lrade
creation. Cline recognized most of the problems with his
measurements, but admits that little could be done about them due

" to data limitations.

but
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(Bulﬁér—Thomas. 1979) or were based upon very fragile conditions
(Bulmer-Thomas, 1979; Viatsos, 1978). Mendez and Rousslang (1989)
are able to show statistically, that when one takes into account
the imperfect cubstitutability between goods produced in the CACM
and goods produced outside the CACM, the CACM would have
increased welfare for its members by disolving itself as of 1979.

4.4 INTEGRATION WITHOUT A CUSTOMS UNION

As we indicated in section 4.2, the customs union that was
originally the CACM, no longer ;xists. Each country has gone its
own way in setting tariffs independently of the others. Yet, a
remnant of the CACM remains, and that i{s a general abcense of
tariff barriers within the region. Thus, the CACM now resembles a
free trade area (FTA), which is defined as a grouping of
countries that have eliminated tariffs among themselves, but
which each maintain independent tariff policy vis-a-vis third
countries,

The question that immediately arises i{s whether the Central
American countries are better off with an FTA, rather than the
customs union that they had before? Indeed, in some cases it can
be shown (Robson, 1984) that an FTA is preferable to a customs
union in terms of expected efficiency gains.

An FTA requires that countries involved establish rulec of

origin. Since each maintains its own tari{f? policy, without rules

of origin, imports from third countries would simply enter the
FTA through the member country with the lowest tariffs. However,

even strict rules of origin cannot prevent "trade deflection",
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which refers to an indirect replacement of internal production
with goods originating outside the FTA. t'® Trade deflection
offsets some of the trade diversion that is normally a-sociated
with a customs union. |

It can be shown (Robson, 1984: 21-30) that on the basis of
efficiency, a free trade area is better than a custome union
because of trade deflection. Furthermore. trade deflection cannot
be prevented by rules of origin. The limiting case, where and FTA
and a customs union are equivalent, is where the customs union

sets a CET which is equal to the lowest tariff existing among

1® To fllustrate trade deflection, consider two countries, H
and L, that form an FTA. Assume that the importation of some good
M, is protected by a tariff in each country, but that the tariff
on M is higher in H than it is in L. Thus, the price of M is
higher in H than it is in L, and the marginal costs of production
are higher in H than in L. Upon forming the FTA, H will shift
some of its purchases of M to L. This would be trade diversion
since before, H would have bought M in world markets from the
cheapest source of supply. Country L must then increa<e its
production of M to serve the H market, and L will continue to
serve the H market as long as the price there is higherr than it
is at home. In fact, producers in L will use as much as their
capacity to serve H as they can because the price in L is limited
by the lower tariff therc- If L uses all -of its production
capacity to serve markets in H, satisfying the rules of origin,
it can nevertheless satisfy its own demand by importing M. As
long as H retains the higher external tariff on M, it will pay t
to export M to H and supply its own needs from imports. This is
trade deflection. The trade diversion that occured when H began
to import M from L instead of importing it from world markets, is
offset by trade deflection. The latter redirects purchases of M
ba~k toward the lowest co=t source of supply.

Suppose that Instead of an FTA, L and H had f~.raed a customs
union and set a common external tariff on M equal to rhe average
of the two pre-existing tariffs. Thus, the CET is higher than L's
original tariff. Again there will be trade diversion in favor of
L, but now there can be no deflection to offset it. Producers in
L face the same price in L and H. Increases in production in L
are stimulated by increased protection, but there is a welfare
loss equal to the full extent of trade diversion.
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members. This is important in the Central American cacr, cince
the CET set by the CACM tended to be nearer to the higher tariff
levels that preexisted in the region. Furthermore, reeatablishing
the CACM as a customs union would probably ental} agreeing to a
CET which is higher than the minimum tariff now existing for some
members. Compared to a CACM with high average tariff Jevels, (le..
a high CET) a FTA in which some members have lou tariffs {s
preferable from a resource allocation perspective. 1In general:
“...the customs union altérnative is inferior to the free

trgde area alternative. This conclusion is in fact generally
velid for the alternative of a tariff-averaging customs

[y

union and a free trade area, irrespective of the particular
market conditions assumed." (Robson, 1984: 27)

Conditions in Central America are probably conducive to
forming-a free trade area. While non-tariff barriers now inhibit
trade; there are still few tariff barrfers in the region. It
would probably be productive for those countries pursuing reforms
to keep the duty-free intrareqional trade that they now have. A
common external tariff would probably hinder reform where it is
occuring. so formation of a customs union now is not likely to be
productive. Therefore, formation of an FTA should be considered
by the reforming countries now. In three to five yeares when
reforms have run their course, it may be appropriate to reform a

custome union.

4.5 A STRATEGY TOWARD INTEGRATION IN CENTRAL AMERICA

The strategy developed here is based on several
observations. First, it is more productive to examine the
conditions affecting individual countrie« than it is to try to
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examine aggregate conditions for "Central America“. After all,
there are only five small countries involved and each is unique.
Second, the CACM no longer exists. There is no custom= union in
Central America. Third, Central America never possessed and <till
does not posess the conditions necescary to form successfully a
customs union. Fourth, there may be gains from a free trade area
in Central America. fFifth, all countries of the region would gain
improved prospects for economic growth if they opened themselves
to international trade, managed - more flexible exchange rate
policy and achieved macroeconomic stability. Sixth, all countries
have demonstrated a continuing interest in strengthening regional
trade ties. However, given their own current economic
difficulties none can afford to relinquish the policy
Independence that would be required by formal economic
integration. Finally, each country will pursue jits own interests
related to resumption of its economic growth. Régional
considerations are not now of great importance in deciqning each

country's growth strategy.

The strategy suggested for improved integration in Central

America is:

1. Admit that the region is composed of five, independent
countries, each of which will pursue what it identjfies as
its own best path to economic growth.

2. Nicaragua is a special problem. Its macroeconomic problems
are enormous and solutions to them are distant. UWithout

reforms in Nicaragua it cannot participate in any meaningful
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economic fntegration in the region. Any integration strategqy

that requires waiting for reform in Nicaragua is doomed to

inactivity.
Honduras has not been a member of the CACM, it trades little

with the others and has never conformed to the constraints
of the CET. Honduras has not offered duty free trade to
other regional nations. It is the most in need of reform of
the other four countries. Honduras has been very slow to
open jtself to trade and ;o pursue policies promoting
exchange rate flexibility and macroeconomic stability.
Pressures are mounting for Honduras to initiate reforms.
Meanwhile the other three countries should not wait to begin
their own reforms. Delay by any country implies that
eventual integration is delayed. Also, each country will
have to reform at its own pace anyway. The policy sequence
required, trade liberalization and removal of exchange
controls and quantitative restrictions makes macroeconomic
control all important. The ability of each country to reform
will be determined by their ability to gain macrocconomic
control over their own fiscal condition.

El Salvador seems to have the willingness to reform, but is
frustrated by the civil war. Expecting E1 Salvador to
condition its policies on any regional integration schemes
is naive.

Guatemala and Costa Rica have initiated reforms of their

tariff and trading systems, exchange rate determination and
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macroeconomic management. They should be encouraged to
continue. Fortunately, both are seeking the same tariff
reform, roughly over the same period.

When Costa Rica and Guatemala, and if El Salvador. complete
the reforms that they have begun, they will have the basis
for forming a free trade area. In fact they will he very
close to having formed a customs union since all are seeking
similar reforms, though they are doing so at their own pace
and they are doing it to achieve primarily domestic
objectives. Creation of conditions compatible with a free
trade area are coincidental.

Guatemala, Costa Rica and El Salvador should agree that
after they have reformed their trade and payments systems,
it vould be in their combined interest to form a free trade
area. They should make it clear that if Honduras and
Nicaragua reform as well, they would be willing to welcome
those countries in the FTA as well. Currently, without
substantial reform, Honduras and Nicaragua simply cannot
effectively participate in any reasonable regional trading
arrangement.

No attempt should be made to distort the reforms occuring in
Guatemala, Costa Rica and E1 Salvador to induce them to
conform to some preconceived concept of economic
integration. Rather, each should.be encouraged tn reform as
best they can based purely on national interests. It is

important that each country that is willing and able to
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11.

reform, should do so with haste. They should not wait for
others.

As they have been reforming, Costa Rica, Guatemala and E1
Salvador have normally made provisions for regional trade.
That is, they have taken steps to insure that regional trade
remain duty free, no matta; what happens with thetr
individual tariff structures. In fact, as each country
approaches i{ts individual tariff goals, it becomes
progressivly easier to of%or duty-free treatment to regional
trading partners. The dialog among these three countries,
about maintaining duty-free treatment for each other, while
pursuing their own tariff objectives has not been very well
focussed. Focus should be encouraged.

Sub-regional arrangements which provide some elements of
integration should be encouraged. For example, Costa Rica

and Guatemala have agreed bilaterally to clear trade

imbalances occuring betueen them, and this is being done
through the CCC. The Tela Agreement, between Guatemala, El
Salvador and Honduras, commits the three to allowing trade.
between them to be conducted in national currencies and/or
in dollars, at whatever exchange rates are found agreeable
to the transacting parties, without intervention by central

banks1!, Subregional agreements are valuable to integration

11 The Tela Agreement has been of considerable bcnefit to El

Salvador and Guatemala. There is a "border market" exlsting
between the two where goods and currencies are exchanged in a
relatively free market. Since the prices of both goods and
currencies are flexible, trade automatically clears. The
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12.

13.

14.

in the region because they recognize that across-the-board
agreement on all issues is not practical, but that there are
some areas in which regional cooperation can continue in
ways that are compatible with national interests. They also
allow expression of a continued interest in close economic
ties within the reglion.

There will be a major payoff to the non-~-reforming countries
from the reforms of those that are successful. Successful
countries will remove exchange controls and special taxes
and surcharges. These are now a major barrier to trade in
the region and will benefit all countries whether they
reform or not.

After the reforms that are now under way in Guatemala and
Costa Rica run their course, both countries will have the
basis for a customs union between them. Both will have the
same tariff structure. They will have few mutual barriers to
trade. They will have reasonable means for payments
settlement without need for special institutions. Indeed,
they have already agreed bilaterally to many of these
conditions.

Guatemala and Costa Rica should not be encouraged to form a
customs union, despite the fact that they will have one
coincidentally. They should be encouraged to formalize a

FTA. They should be encouraged to hold membership in the FTA

arrangement has not been particularly useful for trade with
Honduras, since the Lempira is widely recognized to be very
overvalued and unstable. (see CEPAL, Octubre de 1989:12)
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FTA. They would not be consistent with a customs union.
6iven the civil war In El Salvador it must be ascumed that
reforms there will occur more slowly that they will in Costa
Rica and Guatemala. When reforms are complete, hopefully
within three to five years, the question of setting a common
external tariff among reforming countries should be
reopened.

Regional activities could be initiated to seek integration
outside the confines of a traditional customs unjon. Many
bar;lers to trade exist in the region that have nothing to
do with whether or not a eustoms union or FTA exict.
Activities can be aimed at the provision of regional public

goods and/or at reducing the cost of trading in the region.

Some problem areas that come to mind include:

- environmental problems,
- bureaucratic problems at borders,
- health and safety requirements that differ across

countries,

- documentation for exports and imports could be
standardized,

- transportation problems could be addressed.
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SECTION S
A ROLE FOR ROCAP

Over the next three to five years ROCAP would do well to
maintain a broad view of "economic integration". 1In the past.
economic inteqration has been viewed as the formation.
majntenance and growth of the CACM, where the CACM was defined as
a specific set of customs treatment creating a customs union. The
CACM nouw exists in name only. Nevertheless, economic integration
can proceed outside of the constraints normally associated with
the CACM. Economic integration should be redefined to include any
measures taken to promote improved economic linkages among the
Central American countries. Over the next three to five years,
these linkages will be promoted best by focusing on non-tariff
issues and by allowing tariff issues to be settled by the normal
evolution of each individual country's tariff reforms. Costa
Rica, Guatemala and E1l Salvador have bequn reforms that will
eventually lead to improved conditions for formalizing regional
trading arrangements. Honduras is probably about to begin reforms
that are similar to those of the other reforming countries.
Nicaragua is in need of reform, but is reluctant to begin them.
Without reform, Honduras and Nicaragua are incapable of entering
into any integration scheme, whether we refer to the traditional
CACM or the integration schemes that may come out of the reforms
elsewhere.

Within three to five years, conditions in the reqion should

be compatible with reinstituting a formal integration
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arrangement. Reforms in each country are being pursued
independently, but they all lead to similar results. If they are
successful, reforms will create conditions that would make
economic integration more productive than it has ever been. All
reforming countries intend to remove anti-export biases. All seek
lower tariffs with less dispersion. The tariff floors and
ceilings that all are seeking are similar, so & common external
tariff should be almost an automatic outcome!. All seek removal
of exchange controls and reasonably managed exchange rates. At
that time agreement to a CET would not have inherent in 1t the
anti-export bias that the former CET had. In the mean! ime, there
is little reason for maintaining duties on interregional trade. A
free trade area can exist among reforming countries while they go
about revisions in their overall trade and payments reqimes.
ROCAP should act on the principle that trade within the

region should compliment trade with the rest of the world, rather

than substitute for trade with the rest of the world. The CACH

attempted to substitute regional trade for world trade and has
failed to support growth in the region. Each country is now
attempting to emphasize world trade and none will be enthusiastic
about participating in regional integration schemes if they are
not complimentary with their individual efforts to open
themselves to trade. ROCAP's approach should recognire:

1. Individual countries are, and will be, modifying their

! Costa Rica and Guatemala are seeking exactly the same
tariff structure. If théy are successful, they will have a cemmon
external tariff automatically.
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tariff structure, normally seeking lower average
protection and less dispersion in protection.

2. After individual countries have roformeq their tariff
structures, something which will occur over three to
five years in Costa Rica, El Salvador'and Guatemala,
conditions will be much improved for creating
complimentarity between regional and world trade.
Indeed, in the process of reform they will create
conditions approximating a common external tariff.

3. Formal integration schemes, such as a free trade area,
are likely to be compatible with the reformed tariff
structures that reforming countries seek. However,
formal integration schemes are not necessary to
increase the complementarity between regional and world
trade. Other means of regional cooperation are
avajilable.

The general approach that is suggested therefore is to encourage
individual countries to reform their trade regime, (point ane
above). In so doing, conditions are created that improve
prospects for regional trade (point two). Meanwhile steps can be
taken to improve the complimentarity of'reglonal and world trade,
outside the confines of a formal integration scheme (point
three).

5.1 Encouragement to trade regime reform:

Individual countries are often thwarted in their efforts to

reform their trade regimes by a lack of basic analysis and by
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unfamiliarity with the experience of similar countries. The

bilateral AID missions normally provide technical assistance on

trade reform and other issues aimed at the specific conditions of

the countries in which they operate. That technical asaistance

infrequently takes a comparative approach to trade regime reform.

Many AID officiale and their staffs lack information on the

details of trade regimes and trade reforms occuring elsewhere.

They normally have some passing knowledge of these, but

systematic knowledge is lacking. Furthermore, policy-makers in

each country often lack information on what measures are

reasonable to implement and how to implement them. ROCAP can

develop a comparative perspective that can support bilateral AID

missions and policy-makers in the region. Some activities

include:

1.

Mechanisms for the exchange of experience among
participants in economic reforms could be created. It
is frequent that public officials are in agreement that
certain steps shculd be talien in general but they are
uninformed on the specific steps that should be taken.
Much effort is wasted reinventing measures that have
already been applied elsewhere. Also, confidence is
often less than it could be if officials believe they
are attempting something that has never been tried
before. The experience of neighboring countries, or
other similar countries is often partially

transferrable, but officials are often uninformed.
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Efforts should be made to get people toqgether to
focus upon speciflic issues, where there is some
experience to be exploited. For example, Costa Rica now
has considerable experience managing a flexible
exchange rate. Central bank personnel (and others) in
other countries lack confidence that they too could
manage a flexible exchange rate. They would benefit
from communication with Costa Ricans who already have
this experience and who are well informed as to what
will happen should flexible exchange rates bhe
attempted. Another example has to do with financial
reforms leading to positive real interest rates. Those
involved normally span the public and private sectors.
Questions arise immediately-as to how financial reforms
should be carried out. What operational difficulties
should be expected? Are there management problems? What
Institutional reforms are required? What about timing
and policy connrdination? There ar; other Latin American
countries and people who have experience with these
issues. Regional participants in reform would gain by
knowing about their experience.

AID personnel in the bilateral missione? often

2 The bilateral AID missions must take the lead in helping
countries pursue trade and trade-related reforms. There is little
direct role for ROCAP. The reforms called for require action on
many dimensions, and policy packages must be designed that are
comprrinens ve and suitable for the specific conditions facing
each country. Policies in one sector (such as in the trade
sector) cannot easily be separated (and normally not separated at
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lac.. systematic, compatrative studies of the reforms
with which they are working. They usually have a
general knowledge of alternatives, but lack detalls of
the specific steps that may be recommendable given the
experience of comparable countries. ROCAP could provide
comparative studies and/or access to people with an
explicitly comparative view of solutions to problems
facing each country. If ROCAP were to get into this
activity, etudies should be narrowly focused on

substantive issues. For example, comparative studies on

"trade reform" would be too broad and not of much use.
Studies or. .ome subset of trade and payments reform

would be more useful. (For example, a focused s tudy

could be on procedures to liberalize exchange rates for
current transactions while simultaneously retaining
controls on zapital transactions until full
liberalization can occur)

Estimates of effective protection in each country are
often unavailable. Currently each country has cnly a
vague notion of the level of protection offered by
thelr current trade regime. Countries are modifying

their tariff structures and inventing export promotion

all) from policles elsewhere. For example trade policies have
revenue impacts, thus, trade policy is Intimately related to
fiscal policy, public budgets, taxes and tax reform., finance,
etc. Only the bilateral missions are close enough to each
situation to clearly assist in designing policy packages suitable
to each country.
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mechanism without very good information as to how these
affect incentives for trade. Protection is being
changed by adjustments in tariffs, exchange races,
exchange controls, etc. with little more than faith
supporting the conclusion that these uill meet the

objectives of reform. Ultimately we will want to know

how reforms have affected protection in the region and
whether reforms remove anti-export biases. Without
systematic study of effective protection, and how it ie
affected by the reforms as they occur, we will not be
able to make any strong statements about overall
protection. Reducing effective protection is considered
a prerequisite for developing competitive export
activities. In this case there i{s the added benefit,
that reduced effective protection can provide the basis
for a more market-oriented regional integration
movement.

There has been a begining in th: study of
effective protection in the region. The SIECA/ROCAP
research program has produced one important study on
the subject (PRODESARROLLO, 1989). That study is only a
beginning and follow-on projects are suggested in {t.
Also, work by Monge and Corrales (1988) estimates
effective protection in Costa Rica and Berlinski has
made estimates for Honduras. Their work could be

extended to the regional level. On the regional level,
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éstimates could be made in ways that are comparable. As
it now stands, studies are not directly comparable
across countries. These efforts should not be "one-
shot" efforts, but should be used to monitor progress
in reducing effective protection in th? region.

Studies should also be done on the effect of exchange
controls on effective protecticn and regional trade.
Exchange controls have probably been the single most
destructive influence on regional trade. Furthermore,
whether or not formal integration schemes are in
effect, exchange controls will continue to affect
regional trade. This information ie also useful to each
country because they are probably being damaged
individually by the existence of exchange controls.
ROCAP can encourage trade-and-payments-related
agreements within sub-regions of Central America.
Currently only Guatemala, Costa Rica and El Salvador
have conditions and policies in common that may serve
as grounds for sub-regional agreements. For example,
the Tela Agreement has been useful to improving trade
and payments settlement between Guatemala and El
Salvador. Guatemala and Costa Rica have cooperated in
payments clearing. There may be grounds for
incorporating E1 Salvador into the latter arrangement,
These arrangements are important because they take into

account the reforms occuring in each country and set
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precedent for broader agreements in the future.
Particular attention may be directed to the
payments arrangements between Guatemala and F1 Salvador
for border trade. This arrangement seems to 1epresent a
"free market", is almost unaffected by central bank
regulation, and seems to be suitable to entrepreneurs.
The arrangement may well serve as a model of a simple,
effective way to encourage regional trade. However,
little is known about the arrangements that
businesspeople are making and how well the arrangement
serves them. A carefully done study of this arrangement
should be welcomed by regional policy makers.
Studies could be begun on the alternative forms that
formal integration measures-will take. Particular
emphasie could be focused on a free trade area. Such
studies should take into account the likely eovolution
of trade and payments regimes in each country and not
assume that the CACM will simply be "reactivat:4" as {t
existed in the past. Sub-regional integration schemes
should be considered. Indeed, only three countries
could now participate in formal integration schemes.
(ie. Costa Rica, E1 Salvador and Guatemala.)
As countries reform their tariff structure they should
consider maintaining duty-free treatment for regional
trading partners. In effect, a regional free trade area

could be maintained while reform occurs. Currently

42



there exist no studies. of this possibility, nor are any
being done in the individual countries. ROCAP could
study the effect of maintaining a FTA while each
country reforms its tariff structure. Such a s tudy
should consider an FTA which applies to the region as
whole and, alternatively, applies to some subregions.

7. ROCAP should clearly distinguish between two elements
that have been associated with "economic integration"
in the region. These,are, 1. the common external tariff
and, 2. duty-free trade internally. ROCAP should
disassociate itself from programs and policies that
cling to the common external tariff. ROCAP should take
care that when the term "integration" is used, it is
not meant to imply a common external tariff.

5.2 Trade promotion without formal "Inteqration":

The activities specified above are designed to encourage
individual countries to make reforms that will eventually make
more formal integration rossible, ‘Meanwhile, there are steps that
can be taken that would make regional trade more efficient no
matter what the formal integration schemes are. These mezsures
would improve regional trade even if the countries never again
get together in a formal agreement. Also, they are complimentary
with world trade because they would improve the efficiency with
which the Central American economies operate. Activities which

come to mind, but which do not constitute a comprehensive list

include the following:
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Support should be offered for the removal of non-tariff
and non-financial barriers to trade. An important study
by SIECA has already identified many obstacles to trade
that are largely bureaucratic. The "Estudio sobre los
obstaculos al comercio en centroamerléa" (Zepeda, 1989)
has identified problems associated with customs and
border croseings, transportation, documentation,
bribery, smuggling and others. Attention to these
problems would make an important contribution to making
trade more efficient within the region. SIECA should
suggest specific steps toward alieviating these
problems and ROCAP should consider supporting steps
toward this end.

Particular attention should be focused on problems of”
transportatlon. All businessmen in the region complain
of transportation difficulties. ROCAP may begin by
taking an inventory of the transportafion problems and
idertify those that are amenable to sclution. If some
of these problems can be solved by international
agreement, then ROCAP should support steps necessary to
strike agreement zmong the requisite countries.
Throughout the region there is concern, that once
economic growth resumes there will be a severe shortage
of electric power. A shortage of electric power would
greatly inhibit almost any export competitiveness that

is developing In the regfon. ROCAP {s involved in
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assessing the power sector in the region and should be
encouraged to continue doing <o. Specifically, RoOcCAP:
may become more active in seeking regional transmission
and power sharing agreements.

Within the past few months, SIECA has been opening a
dialog with the private sector. This has been
represented by a series of conferences and meetings.
This seems to be the first time that SIECA has drawn
the pFivate sector into developing its own view of
“integration". Without this interaction, SIECA is in
danger of becomming a peripheral organization. Only 1if
private sector concerns can be incorporated in SIECA's
activities, will the organization be able to resume its
role in charting a course for developemtn in the
region. Thus, this new dialog should be encouraged.
1990 may be the right time to examine possible recglonal
linkages that can be formed with Panama. It is obvious
that changes will occur in Panama. Also, AID/Washington
and the congress will be looking for i{nitiatives that
affect Panama. Panama has existing billateral treaties
with the other Central American countries. Tt is
possible that these bilateral treaties can be
"multilateralized" so that Panama is integrated into
the free trade area that will probably evolve in
Certral America. Furthermore, with proper rules of

origin, it is' possible that a free trade arrangement
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with Panama would create a demand for exports by the
other regional nations (though that remains a matter
for research to determine). By at least looking into
this issue, ROCAP may be able to sieze upon an
initiative that would be "popular" in Washington and be

of service to export promotion for the region.
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