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INTRODUCTION

Trade policy can be a powerful tool against poverty. Evidence of the economic gains from greater trade
openness is indisputable. However, as Mexico’s experience with the North American Free Trade Agreement
(NAFTA) demonstrates, trade policy may not necessarily result in poverty reduction without pursuing the
broader development agenda. In discussing how Honduras can benefit from the Central American Free Trade
Agreement (CAFTA), the “National Action Plan for Trade Capacity Building” explicitly interprets “benefit” to
include: “increased and more equitable distribution of the benefits of free trade,” increased market access for
marginalized sectors of the population (especially in rural areas), and additional assistance to sectors of the
economy that are most likely to be adversely affected initially by CAFTA." The stated goals are encouraging.
They reflect a realization that, while CAFT'A may be an opportunity for prosperity, it will not automatically
result in poverty reduction without attention to the issues that particularly affect the poor. This paper outlines
these issues and provides recommendations to USAID to help Honduras realize broad benefits from CAFTA.?

POVERTY IN HONDURAS

In making poverty reduction one of
the Millennium Development Goals,
the international development
community recognized that poverty
is a serious and difficult problem
requiring special attention. Poverty is
also a complex problem for
Honduras even though it qualifies as
a low-to-middle-income country. In
2003, about two-thirds (63.9
percent) of Hondurans were poor
and nearly half were classified as
extremely poor (63.5 percent).’ In
addition to income poverty, other
facets of poverty are apparent in
Honduras. Poor quality and access
to education, health services and
other public services contribute to
Honduras being ranked 115" out of
177 countries in the Human
Development Indicators.” The low
level of human development is
reinforced by a culture of inequality
and lack of voice among the poor.
*Effective poverty reduction policies
will need to take into account the
multidimensional and mutually

reinforcing nature of poverty in
Honduras.

In addition to the aggregate picture,
it is important to understand that the
poor are not a homogeneous group.
While there are a range of common
causes for poverty, different causes
will affect different groups
differently. The different prevailing
causes for poverty result in different
types, levels, and locations of
poverty (extreme, chronic,
transitory, etc.). As with most
developing countries, poverty is
most prevalent in rural areas. With
nearly 75 percent of Honduras’ rural
households below the poverty line,
the National Action Plan (NAP)
declared rural poverty “perhaps the
most critical problem facing
Honduras today and represents the
greatest development challenge
facing the Government.”® However,
urban poverty is on the rise due to
migration pressures. Gender and
ethnic factors also delineate different

poor groups. As in most developing
countries, gender disparities are
widespread in economic
opportunities, access to and control
of resources, in power, and political
voice.” This is one reason why
gender-equality and women’s
empowerment were singled out for
inclusion as a Millennium
Development Goal.

Finally, understanding the specific
income and consumption patterns
of the poor is important in
formulating policies that help to lift
them out of poverty. Food typically
comprises the largest proportion of
household expenditure among poor
groups. The price of staple foods,
particularly maize, is thus an
important issue for poor households
in Honduras. On the income side, it
is useful to remember that poor
households employ complex asset
management strategies, including
diversification of income sources, as
a hedge against risk.
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TRADE AND POVERTY ISSUES IN HONDURAS®

How can CAFTA benefit Honduras
in the broad manner stated in its
National Action Plan? Because the
linkage between trade and poverty
reduction is indirect, various issues
should be considered. While they
overlap, they are categorized here as
macro and microeconomic issues.’
Macroeconomic issues are important
to consider as they deal with
systemic issues. Additionally, their
interaction with the income,
employment, and consumption
behavior of the poor, which is a
microeconomic focus, is also
important.

MACROECONOMIC ISSUES

Economic Growth

Greater trade openness is associated
with greater economic growth,
however, the structure of growth
matters for poverty reduction. “Pro-
poor” growth where the poor
participate in and benefit from
growth is critical."’ While new
investments in capital-intensive and
high-skill labor activities can help
economic growth, they will not
necessarily have the same direct
effect on poverty as activities where
the poor can employ their assets,
most notably low-skill labor.

Agriculture and textiles (maquilas)
are labor-intensive sectors in
Honduras with the potential to
expand under CAFTA. The
agriculture sector is Honduras’
largest employer (about 40 percent

of the workforce, 75 percent of the
rural population).'’ Negative
ramifications for the textiles industry
from the expiration of the Multi-
Fiber Agreement are expected to be
mitigated by CAFTA although this
question does not seem to have been
empirically explored yet in a robust
way.

Volatility and Adverse Shocks

Implementation of CAFTA will
require Honduras to introduce
policy reforms that in the short-term
will likely cause macroeconomic
volatility and the elimination of
some firms. Stigliz argues that the
burden of macroeconomic reforms
fall on the poor, who are the least
able to cope with more risks."> This
is because they possess few assets
and are most likely to be self-
insured. Small farmers and women,
plus micro, small and medium
enterprises, are thought to be the
groups most vulnerable to adverse
shocks under CAFTA. Research is
required to confirm the size of these
groups, where they are, and the
extent of possible adverse effects
before appropriate policy responses
can be crafted.

Government Revenue and
Spending

Trade reform may lower
government revenues and
subsequently government spending
on social programs that benefit the
poor. Whether or not trade reform
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leads to lower government revenue
is an empirical question. Reform of
the tax system can create alternate,
less distorting sources of revenue.
The extent to which policy changes
in taxation or expenditures affect the
poor will be a political decision. In
Honduras, HIPC and donor funding
appear to be sufficient to ensure that
social expenditures will be protected
in the future. However, the degree
to which social expenditures actually
target the poor should continue to
be monitored and evaluated.

MICROECONOMIC ISSUES

Transmission of Border Price
Shocks

Prices for goods at the border may
not necessarily translate into local
prices due to mediating domestic
factors such as the exchange rate,
competitiveness in marketing,
infrastructure, regulations and taxes.
Welfare effects for households
through the price channel will
depend on the prevailing mediating
factors, if the household is a net
producer or net consumer, and their
degree of market connectivity.

According to the World Bank’s
“Doing Business in 2005” report,
Honduras’ microeconomic
regulatory regime is much worse, for
example, than Mexico’s.” This
suggests that Honduras’
burdensome regulations could be a
serious obstacle to producers’ ability,



particularly PIMYEs, to respond to
new economic opportunities under
CAFTA." On the consumption side,
CAFTA is expected to lower the
prices of food imports but mediating
domestic factors could prevent poor
households from benefiting from
these lower prices. ” The
monopolistic power of the tortilla
cartel in Mexico inhibited lower
consumer prices despite a 50 percent
reduction in maize prices."®

Household Response

Poor households with little
productive assets and low risk
behavior cannot readily respond to
greater supply opportunities. Poor
groups in Honduras typically suffer
from extremely low education levels,
uneven access to credit, lack of
market information and a weak
voice in the democratic policy

making process. Women, in
particular, are among those most
disadvantaged in this respect. Set
within an environment of likely
adjustment shocks and burdensome
regulations, as discussed above,
these constraints could seriously
inhibit the poor from transitioning

to more productive activities under
CAFTA.

SETTING THE POLICY REFORM AGENDA

Several authors have tried to use
cross-country evidence to
demonstrate how trade leads to
economic growth. Questions about
the validity of this methodology
have led most experts to conclude
that trade’s effect on economic
growth is largely country-specific.
The significance of this observation
is that while a country can learn
from the experience of other
countries, it is up to the country to
address its own institutional,
political, and economic issues in
order to benefit from trade."’

TRADE THAT PROMOTES
PRO-POOR GROWTH

As low-skill labor is typically the
greatest productive asset of the
poor, economic growth in sectors
that utilize low-skill labor is critical
for pro-poor growth. A World Bank
study found that the Honduras
could significantly increase its
agricultural exports to the United
States with comprehensive
elimination of trade barriers under
CAFTA." However, the sector

requires reforms to deal with major
problems of scale, access to capital
and technology, little possibility for
diversification, natural disasters and
declining prices.” Reforms are
underway but there is some doubt as
to these reforms benefiting groups
beyond large producers.”’ Efforts
should also take into account the
rise of super markets and how their
consolidating power could affect the
ability and terms of small producer
engagement.”’

However, agricultural production
may not be the only pro-poor
growth opportunity for rural
households. The IDB suggests that
rural non-farm activities are
becoming increasingly important for

poor households in Central America.

Moreover, women are more likely to
be employed in non-farm activities.
Currently, rural non-farm income
comprises 22 percent of rural
income in Honduras.”

Magquilas are another important
sector for low-skilled workers in
Honduras. A World Bank model

estimates that the elimination of U.S.
tariffs under CAFTA could result in
a short-term increase in
manufacturing exports of 25 percent
($559 million) compared to their
current level.” Nearly all of the gains
would likely occur in the apparel
sector (99 percent). The accuracy of
this prediction has yet to be seen but
this is good news for Honduras.” It
may also be an opportunity to
gradually convert low-skill maquila
workers to more high-skilled
industries.

NECESSARY
COMPLEMENTARY
POLICIES

The East Asian experience is often
cited as the classic example of how
countries can “trade out of poverty.”
But studies have shown that trade
was only one element of the
development strategies of these East
Asian countries. Egalitarian policies
in land reform and education played
important roles in positioning the
countries to take advantage of their
new outward orientation. The need
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for complementary reforms is also
evident in Mexico’s experience
under NAFTA. Esquivel et al (2002)
found that the southern states that
benefited least from NAFTA had
low levels of infrastructure,
education, and institutions.”
Moreover, complementary reforms
and innovation must be continuous
in order for countries to move from
one-off static efficiency gains after
trade liberalization to dynamic long-
term growth.”

The crucial lesson for Honduras is
that greater trade opportunities is
only one aspect of the development
picture and complementary reforms
must accompany CAFTA in order
for the country to progress
developmentally. Reforms in areas
complementary to trade are planned
or underway in Honduras either as
part of the Poverty Reduction
Strategy Paper (PRSP) or
Millennium Challenge Account
(MCA) process. Investments in
education, health, and infrastructure
are some examples. These
investments are being made mostly
through the central government at
the macro level. Given, Honduras’

CONCLUSION

struggle with good governance, the
challenge will be ensuring that these
investments positively and
meaningfully affect the poor at local
levels. Linkages between the
CAFTA and PRSP processes may
help keep policy reforms focused on
poverty reduction.”’

As mentioned above, a critical public
good for broad-based economic
growth is strong institutions. There
is some hope for improved
governance in Honduras under
CAFTA. Implementation of
CAFTA will require the government
to introduce a range of reforms, for
instance in customs. These efforts
could reduce opportunities for
corruption and improve
transparency. Mexico’s experience,
however, is cautionary. Despite early
progress, a stalled reform process
and contract enforceability problems
inhibited Mexico from fully
benefiting from NAFTA. This is
one of the reasons why a World
Bank report on lessons from
NAFTA concludes that free-trade
agreements are complements and
not substitutes for a friendly policy
and institutional environment.

SAFETY NETS

Adjustment assistance policies are
important for helping the poor
overcome adverse shocks. They not
only can arrest a household’s decline
into poverty but can also help bring
them out of poverty if a transition
component is included (often called
productive safety nets or “cargo
nets”). An ideal model for rural
households would be programs that
“incorporate the diversity of rural
household activities and aim for
long-run economic growth and
vitality.”” Adjustment programs
should also be well-targeted as they
can be captured by the non-poor
and can become disincentives to
productivity.

Honduras’ budgetary constraints
make this policy area a challenge.
However, as Mexico’s experience
under NAFTA shows, the absence
of adequate adjustment assistance
can result in greater poverty,
increased pressure on natural
resources, and increased migration.

Poverty is a broad and complex problem in Honduras. As in most countries, causes for poverty are multi |
dimensional and involve not only economic but social and political constraints. CAFTA represents new
opportunities for poverty reduction in Honduras. However, greater trade openness is only one aspect of the
development picture. Complementary reforms, particularly in infrastructure, governance, and education, are
necessary to allow the poor in Honduras to participate in economic growth. Pro-poor growth or where
economic growth is structured so that the poor are able to utilize their assets and benefit from growth is also
very important for policy makers to keep in mind. Finally, while CAFTA will bring new opportunities,
Honduras should expect some adverse effects as part of any adjustment with trade liberalization. Safety nets,
especially productive safety nets, are important in helping the poor overcome these adverse shocks. Productive
safety nets can even help them move into economic activities that could lift them out of poverty.
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