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This paper is inteaded 10 act as an introduction as well as a basic summary of the papers prepared
under the project DP/CAM/01/009 “Asistencia Preparatoria Diagnostico y Propuestas de Accion para la
Modemizacion en Centroamerica” and thus heavily draws on the information provided as well as the
conclusions and recommendations preseated in these papers which should give the reader the possibility
t0 get acquainted with the major findings of the study undertaken.

The purpose of this report is at the same time to put the recommendations and conclusions which
were derived from detailed analysis of special topics and as well as the analysis of some important
industrial subsectors of the region into a wider perspective of industrial and economic policies and to
discuss their overall economic implications.

The paper is first going to lay down the arguments and give some evidence for the reasons behind
a regional approach - in contrast to a purely pational approach - to modemize and upgrade the industrial
sector in Central American countries, as well as for the overall advantages to have the industrial sector
of the countries of Central America integrated on a regional level before completely opening up the
economies of Central America to be fully integrated into the world economy, which will be the ultimate

objective of regional integration in the 1990s.

However, although Central America as well as industry as a whole in Central America will be
clear winners of such regional integration efforts, the gains are certainly not evealy spread and in a
pnumber of cases they can even turn out to be negative for one or the other industrial sector in some of the
Central American countries. As far as the papers prepared under the above mestioned project allow to
give indications of which sectors and which countries are going to iose and which are going to win from
regional integration, the trade-offs for those industrial subsectors in various Central American countries
will be discussed.

Finally, proposals will be made on ways to overcome those potential hurdles. A successful
integration process does not allow for losers, even if the overall net effect were positive. Thus,
mechanisms will have to be created which - if not completely eliminate - at least substantially offcet the
burden for potential losers. Possibilities for such mechanisms will be outlined that are essential for
regional integration to become acceptable for all parties involved and which should enable Central
American countries go ahead with integration efforts that would lead to a viable and competitive industrial
sector in the region.

As will be argued, the real issue and objective for Central American integration is not the
specialization of countries in specific industrial subsectors and subsequent inter-industry trade, which is
neither advisable from a political nor from an economic point of view, but for increased specialization
within subsectors and subsequent intra-industcy trade which should enable Central American companies
to take best advantage of economics of scale and the technological progress that has taken place in the past
two decades. This should lead to higher levels of quality as well as a reduction of unit costs which is
necessary in order for Central American countries to become competitive on world markets and increase
employment opportunities in the medium turn. Thus, this should help to reduce social tensions and assist
the countries of the region to leave the vicious circle of the past and enter into a new era of a virtous
circle consisting of increased investment, increased economic activities and higher living standards for the
people in the region.




The papers prepared under this project clearly demoastrated that de facto all countries and all
sectors investigated - %0 various degrees - arc in need for rehabilitation and upgrading of their productive
capecitics. Detailed diagnostic studies of the situation in the five Ceatral American countries in respect
to food processing, textiles and clothing, in the metal and engineering sector as well as in leather all came
to similar conclusions. Capital equipment in most countries of Central America and in most industrial
subsectors is outdated and other inputs used often do not fulfill the accessary requirements to allow for
efficient production aad the production of high quality manufactured goods which would be competitive
they are still the exception rather than the rule.' :

The couuntries of Central America have in principle four (in practice, however, as will be argued,
only two) major optioas at their disposal to define their industrial policies based wpon a combinstion of
the level of state intervention in the industrial sector as well as the level of effective “regional integration®
of the economies of Ceatral America:

a) traditional interventionist industrial policies based upon import substitution (and stable but
overvalued exchange rates) pursuit jointly by the countries of an internally integrated Central American
area (model of the 1960s up 1o the late 1970s in Ceatral America which has however lost its
attractiveness)?;

b) traditional interventionist industrial policies based upon import substitution and high protection
of the individual domestic markets; (model of the late 1970s and early 1980s in Central America which
led to catastrophic results)

c) free market industrial policies based on deregulation, market determined exchange rates,
strongly reduced import protection, (stronger) emphasis on export promotion and integration of individual
countries into the world economy; (model of the late 1980s in most Central American countries which
helped to create foundations for economic growth but had negative social side effects)

d) liberal industrial policies - but allowing “functional® interventionns to remedy market failures’
- pursued jointly by regionally integrated economies (i.e. abolishing all internal tariff and non-tariff
barriers in Central America!) at low levels of import protection from third countries®, giving due empbasis
to education and training as well as R&D and questions of technology in order to increase the long-term
competitiveness of industry in the region and increase manufactured exports to beth Ceatral America and

' The least urgent aceds for geacral rehabiliation and restructuring of industry were found in Costs Rica which
among Central American countries scems to be - the technologically by far most sdvanced country in the region.

3} Gerardo Zepeda Bermiddez, “Smaller countries’ way to competitivencss: central America in a new world
economic order during the 90°s”, presentation in the workshop “The challenge of the EAl: Maximizing the Beaefits
for SMEs”, North South Center, Miami (USA), 21 May 1992, p. 1.

> UNIDO, Modernizacion del sector industrial en censroamerica: hace la formulacion de un programa de accion,
Vieana 1993, pp. 35-39; and UNIDO, “Trade iniegration and industrial resiructuring, the case of Mercosur®, Vienna
1993,p. 2.

* See Romulo Caballeros Otero, “Reorientation of Central American integration®, CEPAL Review No. 46, April
1992, p. i31.
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third countries, i.c. in particular to the NAFTA countries (USA, Canada, Mexico), the EC, South
American countrics as well as East and South East Asian countrics. The objective of integration is not to
isolate the region from the rest of the world but to stengthen cooperation and regional integration as a
means of penetrating world markets more actively.® Such export led growth strategies based on regionally
integrated markets is to be complemented by cmploymeat strategies predominantly based on modernization
and restructuring of existing firms as well as the creation of new ones, mainly SMEs, thereby giving due
consideraton to the question of efficiency. Such industrial policies (*functional interventions” as opposed
to the old "sectoral intervestions® which were based upon sectoral protection and sectoral subsidies),
mainly ceater on the improvement of the efficiency of local finms aiming st gaining competivesess on
world markets and are intended %0 remedy market failures that may occur due o externalities which are
not properly reflected in the cost/benefit calculations of individual enterprises. Actions to be takea inclade
training programs, assistance in R&D efforts, improved access o financing and credit for modernizaton
and asbsorption of proper technology, improvement in infrastrecture (including transport, energy and
communications) in addition to geneneral government support by securing a stable macro-ecosomic
framework and an adequate Joog-term legislation® (model for the 1990s ?).

As discussed ia the papers, within that broad option of "liberal (market conform) imdestrial
policies pursued jointly by regionally integrated economies, allowing for functional imtervestions”
suthorities in Central America have still the option to follow

1)  a "defensive” transformation strategy or
2)  an “offensive” mfamamymmvdmememfommofmeMW
base in Central America (which has a certain apoeal but also carries some risks)

Both strategies accept in principle the market as the primary allocation mechanism of resources.
Nevertheless, they differ from the traditional laissez faire approach. In the traditional “laissez faire®
approach, the role of government(s) is basically limited to the removal of exogenous market distortions,
in particular the removal of internal trade barriers among Central American states and the provision of
a stable macro-ecconomic framework. This remains also true for both the "defensive” and the "offensive”
transformation strategy. However, in addition, in the "defensive stragegy®, - as discussed in the pepers -
sectors which are poteatially threatened by increased competition from third countries are to be selected
and actively assisted so that they are in a position to regain competitiveness. In the "offensive strategy”
the emphasis for functional interventions is slightly changed. Potentially interesting new industries (in
terms of additional MVA, diversification of the export structure, upgrading of the buman resource base
in order 0 create new comparative advantages for the region, etc.) are 10 be selected and provided with
the necessary so far lacking infrastructure (tclecommunications, transport sysiem, industrial services,
specialized schools and universities 0 draw on a highly educated and skilled buman resource base etc.)
in order to flourish. Specific sectoral policies based on the traditional interventionist approach, i.c. based
upon a system of special customs preferences, special sectoral subsidies, fixed prices etc. which may lead
to market distortions and are not directly linked to improvemeats of competitivencss are however s matier
of the past and not any longer on the agenda of general recommendations. In other words, while "selective
sectoral market-defying interventions” are generally renounced, *fanctional” ("market conforming”) policy

? Eduardo Gidli and Gunilla Ryd, (UNCTAD), "Latin American Integration and the Enterprise of the Americas
Initiative®, Journal of World Trade, Vol. 26, No. 4, August 1992, p_33.

¢ Sce also Gerardo Zepeds Bermidez, “Smaller countrics’ way (o competitiveness: central America in 8 sew world
economic order during the 90's°, presemation ia the workshop “The challenge of the EAL: Maximiziag the Benefits
for SMEs®, North South Center, Miami (USA), 21 May 1992, p. 3.
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interventions, which, of course, bave sectoral implications, are again pervasive, general liberalization
treads potwithstanding.”

Experiments with the first three options ("a®, "b", "c”) were made over the past three decades
with various degrees of success while option “d” is still in its conceptual phase. The origipal
interventionist approach jointly followed by the countries of Central America based on regionally
integrated markets ("option a”) in the region indeed helped the countries to build up an industrial base.
This went band in band with the increase of the share in intra-regional trade from just 6.7 percent in 1960
to 23.1 percent in 1980 with industrial products accounting for about 90 percent of intra-regional trade.*
The import substitution strategics followed in Central America during the 1960’s and 1970s’s - although
in theory rather giving incentives to the creation of large scale manufacturing - resulted (partly for political
reasons) mainly in the establishment of a significant number of small and medium sized industrial
enterprises which could not make use of economies of scale and which did not bave to produce cost
efficiently given the existing strong protection in the regional market. Although thus not extremely
efficicat in pure ecopomic terms, neither in terms of capital nor in terms of labour productivity, these
caterprises played pevertheless a non-negligible role in generating employment due to the fact that
production processes in such small scale industries tended 10 be rather labor intensive.” The non-
achievement of the goal of widespread diversification of the production structure further strengthened the
labor intensiveness of industry. At the same time, however, the strong protection of the domestic market,
rather low costs of financing as well as overvalued exchange rates and exemptions of many capital goods
from tariffs®™ enabled industry to "overinvest”. Subsequent low capacity utilization rates of plants and
equipment were the rule rather than the exeption. In other words, the emerging structure was one of small
to medium sized industrial eaterprises which not only were labour inteasive but de facto also capital
intensive if measured per unit of output produced. All of that was made possible as the pattern of
industrialization that evolved from the "regional integration / import substitution” model was esseatially
inward looking. By providing significantly higher protection for consumer goods than for intermediate and
capital goods, it fostered the establishment of labor inteasive assembly type operations for consumer
goods, that generated employment opportunities but otherwise rather little local value added. Industry
remained highly dependent on imported inputs from the rest of the world and a pet user of foreign
exchange and thus indirectly dependeat upon results achieved in agriculture to pay for its import
requiremeats.” But, evea without strong protection and a strong escalation in the tariff structure such
a structure is likely to have evolved given the the "comparative advantage” of the region in “unskilled
labour”.

The real problem was not the initial taniff structure and protection of the regional market but the
lack of & successful sequencing of subsequent industrial and trade policies which should have led to both

T UNIDO, Modernizacion del sector indnstrial en centroamerica: hace la formulacion de wn programa de accion,
Vieana 1993, pp. 35-39; and UNIDO, “Trade insegrasion and induserial resirucinring, the case of Mercosur®, Vicana
1993,p.3.

* Sec Romiilo Caballeros Otero, “Reorientation of Central American lntegration®, CEPAL Review, No. 46, April
1992, p. 125 and p. 129.

? Gerardo Zepeds Bermiidez, “Smaller countrics” way o competitivencss: central Americs in 8 new world
economic order during the 90°s°, prescatation in the workshop “The challenge of the EAl: Maximizing the Bencfus
for SMEs®, North South Center, Miami (USA), 2] May 1992, p. §.

® UNIDO, “Estrucinra de proteccion ¢ incennivos a la indusirializacion en Censroamerica”, February 1993, p.
43,

" World Bank, Central America at a1 Crossroads, June 1992, p. 3.
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a more liberal trade regime and a reduction in the escalation of the taniff structure in later periods. Ceatral
American countries - like many other developing regions - were actually caught in a classic "developmeat
trap” as consumer industrics that were created by incentives of a sheltered regional market seem to bave
gained influcace within the political establishmeat and prevented a subsequent reduction of the level of
protection (while reaping the consumer reat at the expease of ordinary people in Central America). At the
same time, these firms$ successfully lobbied within the political system to maintain easy access 10 extra-
regional capital goods markets which resulted in the maintenance of the massive escalation in the tariff
stucture, preventing intermediate and capital goods industries - which did not have a similar strong lobby -
to gain the initial inceatives 10 develop and create the forward and backward linkages for industry to
become more seif-sustainable and less of a drain to foreign exchange reserves.'? (nstead, in order to
discourage "superfluous® consumption (and avoid foreign exchasge to be wasted on luxury items) highest
tariffs were levied on luxury goods and it was precisely on those items (e.g. perfumes, cosmetics), where
thus the greatest incentives for the creation of import substitution industries were unwittingly created_”

Despite progress made in terms of trade expansion and new productive investment during the first
two decades of the CACM, it became obvious that the easy stage of import substitution was basically
exhausted by the late 1970s* and that industry in the region had remained in a state of relative
backwardaess, even before the eruption of the crisis of the 1980s.'* Most firms were 100 small to enjoy
economics of scale and the lucrative domestic market further increased their unwillingness to export to
the world market. The anti-export bias of that system - together with negative changes in the terms of
trade of major agricultural export crops and the inability of that system to contribute towards a solution
of the social question - led to the failure of that strategy' in the late 1970s/carly 1980s which was
aggravated by - in the end - useless attempts to stabilize the situation by increasing the inflow of non-
equity funds. This could not prevent the break down of the intra Central American payment settlement
system but contributed to the countries’ major indebtedness.

Subsequent attempts to continue the protectionist approach on a purely national level ("option b")
nearly completely destroyed the remaining rest of intra-regional trade in manufactured products in the
1980s and turmed out to be - next to civil unrest - a major factor behind the economic disaster from which
the countries of the region had to suffer during the 1980s. Especially foreign exchange controls (and -
although less so - other non-tanff barriers to curb imports such as prior desposits and surcharges) had
catastrophic effects on regional trade and industry. Central American countries - ¢ven more than many
other developing countries - had to experience the paradox that the massive (uncontrolled) drive for self-
sufficiency in cach sector on the pational level (as was the idea behind import substitution) actually led

Z The discussion om import substitution and its links to economic integration arc of course more complex and go
beyond the objectives of this paper. Doubts bave been raised about the practical difficulties of achicving forward and
backward linkages with capital good's production once countrics sim sl cxporting outside the region as - ironically -
the crestion of such forward and backward linkages may actually lcad to & loss of competitivencss, st lcast in the
transitiosal phasc. For these and further interesting clements in the discussion on import substituion see Leopoldo
Marmors, Dirk Messaer, “La integracion de Argentina, Brasil y Uruguy: concepciones, objectivos y resullados”,
Comercio Exterior (Mexico), Vol. 41, No. 2, 1991.

% World Bank, Central America as at Crossroads, June 1992, p. 3.

* See Romuilo Caballeros Otero, *Reorientation of Central Amersican Integration®, CEPAL Review, No. 46, April
1992, 9. 12S and p. 129.

" UNIDO, “Economic Integrasion in Ceniral America. an averview of implications for indusirial modernizasion
in the 1990s°, Vienna 1993, p. 3.

“ Sec Romiilo Caballeros Otero, “Reorientation of Central American Integration®, CEPAL Review, No. 46, April
1992, p. 125.
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to even greater dependence on the outside world.”” Of all possible strategies and options, this has been
certainly the worst for Central American countries (and thus the last onc to be recommended for the
future) as the extremely small domestic markets in the region did not allow in most cases for an efficient
industrial production on the national leved if such production had %o conceatrate on the domestic market
only. It is also interesting to notc that in terms of distribution of national income, the interventionist
policies of the early 1980s seem to have actually further aggravated existing imbalances in the income
distribution structure. The economic crisis was exacerbated by the simultaneous contraction of economic
activity in all Central American countries as all countries saw themeselves forced to undertake strong
expenditure containment measures, last but no least due to the shortfall in export revenues.

Given the high level of accumulated debts and the catastrophic economic situation in the countries
of the region (with the exception of socially stable Costa Rica) one country afier the other did mot have
any other realistic option but to discountinue the policies under “option b® and follow the World Bank /
IMF model ("option c”) of dercgulation, devaluation, reduction of import duties, export promotion efc.
in order 1o stabilize their economies and become re-infegraied into the world economy. One problem in
this respect was that these programs (as well as the accession of Cestral American countries 1o the GATT)
were not implemented and coordinated for the Central Americaa region as a whole, but introduced
individually, country by country, thus further weakeaing regional links, although eventually all countries
followed the same policy guidelines (but at different speeds). Another problem was that of "social® costs.
In all Central American countries, except Costa Rica, the inequalities in income distribution widened in
the 1980s, both during the carly 1980s, i.e. during the intcrventionist/protectionist period and during the
late 1980s, i.c. (for most Central American countries) the period of deregulation and liberalization. El
Salvador, Guatemala, Honduras and Nicaragua werc amongst those Latin American countries which
showed a significant concentration and increase of the continent’s poor (next to Brazil, Haiti Peru and
Bolivia).'* In Guatemala for instance, the poorest 30 percent of the population camed just 5.4 percent
of total income in 1987 and by 1989 the incquality in income distribution further widened so that their
share further decreased to just 4.5 percent of total income. However, it is interesting to note that the share
of the 10 percent top carners in Guatemala in total national income remained stable at around 46.5 percent
in the late 1980s. (See Table 1). In other words, if one assumes that the Guatemalean case is typical for
Central American countries, the conclusion would be that the reforms of the late 1980s (liberalization,
deregulation, devaluation etc.) seem to have been in the initial phase mainly to th= advantage of the middle
classes while the country’s poor were not in a position to benefit from the transformation process. To the
contrary, their living standards further deteriorated during the late 1980s. In contrast, income for the
country’s “rich® remained unaffected by the reforms, i.c. on an aggregate level they lost as much as they
gained from the reforms. If one compares these results with the previous period of interventionist policies
on the national level, the striking phenomenon has been that the previous interventionist policies only
benefitted the country’s rich (top 10 percent income carners) who then increased their share in total
income (between 1979/81 and 1987 from 40.8 to 45.5 percent) at the expease of both the middle classes
and the country’s poor."”

7 Sec Paul Surecten, “The special problems of small countrics”, World Developmens, Vol. 21, No. 2, p. 200.

¥ Stephen Fidler, “Poverty is Latin America®, Financial Times, 26 March 1993, p. 8

* This deterioration for the lowest income brackets has 10 be scen sgaimst the background of already extremely
uncven income distributions in the regions. Statistics indeed suggest that is all Central American countrics income
distribution is far from bcing considered “even”. A number of indices confum this statement. The UNDP human
development index (HDI) for instance significantly deteriorates once income distribution is taken into account indicating
that income distribution in Central American countrics is far more uncven than in the rest of the world. This also
suggests - and is confirmed by other indicators. The concentration of “poverty” is stronger in Central Americs than
in developing countries in general. Guatemala and Honduras thereby seem to have the most uncven income distributions
and the strongest concentration of poverty in the region. The most even income distribution is found in Costa Rica.
Nevertheless, also this statement nceds some qualifications. Costs Rica has 8 rather strong upper middic class and
compared to other Central American countries 8 rather weak “rich class” (lop 10 percent earmers). Al:bough outright




Seletected countries in Latin America - income distribution:

Share of the “poor® Share of the “rich®
(lowest 30 percent) (top 10 percent)
1987 1989 1987 1989
or earlier or eariier
Guatemsla (1987/89) 5.4 4.5 46.5 46.6
Guatemala (1979-81)) w.n”* “o.8
Costa Rica (1986/..) .ee —ew 38.8 cee
Mexico (1964/89) 7.5 6.2 39.5 43.9
Srazil (1979/89) 5.0 4.2 47.6 51.3
Argentina (1980/89) 9.9 7.9 30.0 35.9
Venezuela (1981/89) 9.3 9.0 315 3.2
Peru (1986/90) 10.7 10.1 3%.9 35.1
Chite (../1989) . 6.7 .- 48.9
Solivia (1986/89) 7.1 6.9 40.3 41.2
Colombia (1960/89) 5.2 6.6 46.9 41.8
Urweighted average 7.5 6.9 .6 42.0
=== -_= =ZT= E

Source: World Bank (Mumen Resources Division), Poverty snd income Distribution in Latin

America: the story of the 1980s, Washington 1993, quoted in Stephen Fidler,
"Poverty in Latin America®, Financial Vimes, 26 March 1993, p. 8

a/ estimate; share of lovest 20 percent in national income was 5.5 percent on
sverage in 1979-1981 and the share of lowest 40 percent uas 14.1 percent.
World Sank, Vorld Development Report 1992, Washington 1992, p. 276.

rT;lc 2: Share of population living under conditions of poverty ﬁ
1980 1990
Costa Rica 25 ) 20
] El Salvador 68 71

CEPAL, Centroamerica el camino de los noventa, January 1993, p. 72.

poventy is certainly less frequent in Costs Rica than in other Central Ameircan countrics, mainly due to overall higher
living standards in that country, the share of the lowest 20 percent in total income seems (o be - if one follows World
Bank dats - cven smaller in Costa Rics than in Guzicmals (3.3 percent as opposed 1o 5.5 percemt). (Sec World Bank,
World Developmens Report 1992, Washington 1992, ),. 276.)




Table 3: Human Resource Development Index for Central American countries
and the impact of income distribution
Bumen Income distribution Percentage
- development adjusted HDI (1959)* difference
Index (1989)"
. Costs Rica 0.842 0.820 -2.75
El Salvador 0.498 0.483 -3.18
Nicaragem 0.496 eee es
Gustensla 0.485 .-- cee
Nonduras 0.473 0.420 -12.84

Source: UNDP, fwoman Developmens Report 1992,p. 93.

o/ The bumaa developmeat index combines indicators for national income, hfe expectancy sad
ecducational sttainment 10 give a composie measure of buman progress; theoretical maximwes 3 1.0.
b/ I income distribution is included in the HDI the values foc Ceatral American cosntries further
deteriorste, indicating that iacome distribution compared w0 the rest of the world is characterized =
Cestral American couatrics by & far stronger concentration of nsticoal weakh i a small proportion of

total population.
Table 4: Indicators for income distribution and poverty
Income share of lowest 40 X Gini coefficient (1975-88) ™ | Population below poverty
of households (1980-88) | ----ccocccecooo tine (1980-89) in X of
---------------------------- total population®
Costa Rica 11.6 | Costa Rica 042 | ---emcmcemcrercrecccccccas
Gutenls 14.1 El Salvador 0.40 | Guatemals n
.. .e Nonduras 0.62 | Nonduras 7
Japen 21.9 . El Salvador 7
Belgium 21.6 Chile 0.46 | Micaragua 20
Sweden 21.2 | Columbia 0.45 | Costa Rica 1720
Germany 19.5 Brazil 0.57 .-
Norway 19.0 .. Central America;
OECD 18.1 Korea 0.36 | unweighted average
Egypt 0.38 | (excl. Costas Rica) 39
Bangladesh 0.34
. Developing countries 32

Sources: UNDP, Himan developmens repors 1992,
Ioter-Anerican  Development Bank, Central American Inicgrasion, process and she regional economy,
March 1993,p. 26.

“ 1 high value signals an uncven income distribution.
Y according 1o UNDP.

“ extremely poor/poor populstion sccording 1o IDB. The income of populstion in extreme poverty
does not cover the cont of the basic food basket. The rest of the poor populstion has an incoms that
is insufficicat 10 supply its basic meeds, i.c. famlly income covers the cost of the besic food basket, but
not that of basic services such as housing, heslth, education, eic. Using that poverty concept of IDB,
the share of the poor populstion ranges in Central America between 71 % and 76 %, (except Conta
Rica 20 %) and the share of extremely poor between 42 % and 63 % (except Costa Rica 11 %).
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Although structural adjustment showed in the countries of the region, in particular in Costa Rica,
overall good results in macro-economic terms such as is reflect | in the growth of GDP (see Table §),
negative side effects (further decline of living standards of already disadvantaged groups in society,
dependence on just one major trading partner, “specialization® in the area of “static® comparative
advantage (i.c. unskilled labor), etc. could not be preventad and should not be neither neglected nor their
effects on society undercstimated. In other words, although the strategy (“option c*) pursued in the late
1980s helped Ceatral American countries to stabilize their economies (i.¢. reduce their structural macro-
economic imbalances) and experience again economic growth, the policies did not solve the “social”
question and by pot explicitly addressing questions of bottlenecks in infrastructure and in the educational
system (including the need to upgrade the skills of the workforce) they do not seem able to guarantee
future growth. Furthermore, by de facto disregarding the potential for regional cooperation this strategy
prevented Central American countries’s industries to get into the position to develop an interdependent
system of intra-industry linkages which are an important prerequisite for industry to flourish on 2 more
solid basis.

Following this line of argument, though with various degress of emphasis, the project papers
advocated the re-establishment of a2 common regional market in coajunction with steady attempts to
improve the human resource base and upgrading of the technological levels of industry (“option d*)
without relapsing into the old interventionist/protectionist model of the 1960s/7Cs .

l Table 5: Growth of gross domestic product (based on values at 1980 prices)

1985 1986 1987 | 1988 | 1989 | 1990 | 1991 | 1992*

I Costa Rica 0.7 53 4.5 3.2 54 35 1.2 4.0
I El Salvador 1.8 0.5 2.7 1.5 1.1 34 3.3 4.5
I Guatemala 0.6 0.3 3.6 4.0 3.7 29 3.2 4.0
[Hondum 2.8 23 49 49 4.7 0.5 2.2 4.5
I Nicaragus 4.1 -1.0 0.7} -12.1 -19} 07| 05 0.5
Central 0.1 1.4 33 1.8 33 23 23 39
America
Latin 2.8 3.7 33 0.8 0.9 0.3 35 2.4
America and
the
Caribbean

Source: CEPAL, Notas sobre la Economia y el desarollo, No. 537/538, December 1992, p. 40.
a/ preliminary figures
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The general recommendations in the project reports have not beea for any major changes in
government policies but mainly for assistance in the implementation process of these policies as the
proposals made under “option (" are basically in line with the policy approach already taken by the
political authorities of the Ceatral American countries in the 1990s.® Already in mid 1990 the Ceatral

. American presideats approved in Antigua® the Economic Action Plan for Central America, ("Plan de
Accién Econémico de Centroamérica™ (PAECA)).2 Its explicit goal was to revitalise the economic

® Sce also Gerardo Zepeda Barmisdez, *Smaller couatries’ way (o competitiveacss: ceatral America in 8 pew world
economic order during the 90°s°, peescatation in the workshop “The challeage of the EAL: Maximizing the Beacfits
for SMEs®, North South Cemter, Miami (USA), 21 May 1992, p_ 3.

* Secc Romiilo Caballeros Otero, “Reorientation of Central American Integratioa®, CEPAL Review, No. 46, Apeil
1992, p. 125.

Z The main clements of the “Central American Economic Action Plan” were the following:

1. New legal and operative frammework for the integration process:

It was firmly established that there was 2 need W0 create & new framework for regiosal integration. Specific
commitments included those oa a Financing Agreement betweea the Europeaa Economic Commuaity and Ceutral
Americaa countrics to establish aa Intra-Regional Trade Payments System as well as the compliance of a scheduled
program for climination of istra-regional wrade barriers. With respect 1o trade wriffs, a singic reunified Central
Amcrican cxternal trade tariff schedule was contemplated.

1. Infrastructure and Trade Integration:

Full support should be given to projects involviag regional corridors relatrd (o transportation, communications, customs
facilitics, ports and energy, 30 as to cuable integrated development inward and out of the region. The infrasturcture
coastruction and recontruction program also included sdministrative efficiency measures to simplify migration and
customs procedures, and the negotiations of multilateral intra-regional trade sgrecments.

M. Regional Coordination for promotia of trade out of the region: Ceotral American countries were asked to
coordinate Ceatral American external affairs and represeatation in term of trade, foreign investment afiraction, tourism
and multilatcral negotiations. In particular common actions should result in:  a) improvements of non-reciprocal
concessions granted by the USA under the Caribbean Basin Initiative (CBI); b) negotiations with the EC o achieve
sunilar treatment as is provided to countries benefitting from the Lomé Agreement (ACP staics) [which is of particular
importance in respect to the agricultural sector (bananas) less to indusiry]; c) in general & better market access 1o
foreign markets.

IV. Active participation of all social sectors in government decision making process

V. Industrial reconversion and modernization policies:

Gradual and selective industrial modemization to improve efficiency in productive activities, promote complementary
‘ among Ceatral American countrics, penetrate new export markets and substitue imports only in arcas where considered

convenicat.

V1. Economic Democratization of public enterprises.

VII. Co-ordinstion of Agricultural policies (including assistance for support and technology services).

VIIL. Regional policy for science and technology:

Design of regional science and technology policies and programs to optimize transfler of expericne and promote regiooal

technological innovation projects, within an intcgrated strategy for new markets, including the strengthening and
restructuing of regional institutions dealing with technological and scientific trsining and research.

1X. Coordination of Structural Adjusiment programs:
Promotc s coordination process for thost macrocconomic adjustment programs under execution in each Central
American country in order to set up the basic sctting for common development in the region.

X. Social compensation programs for economic adjustinent:




integration process as an clemeat in the overall new strategy of openness to the exterior and modernization
of production.”® A year later in July 1991 in San Salvador™ the presidents of the Central American
countries adopted a declaration which foresaw to revert to a common external tanff schedule by 1993
(with a few exceptions, especially for textiles and footwear) respectively by 1995 (after all remaining
exceptions will have been phased out).?

In contrast to previous integration efforts, which go back to the early 1950s® and led to the
creation of the Central American Common Market (CACM) in the carly 1960s based on the import
substitution model and strong sectoral industrial policies, including the forced reduction of competition
in a number of sectors in an attempt to reach levels of cconomies of scale”, the integration of the
cconoruies of Central America in the 1990s is now scen as a precondition to strengthea the competitiveness
of industry which should enable Central American economies as a next step to get successfully integrated
into the world economy.” Key elements of the new apprmach to industrial policies are not any longer
protection and preveation of competiton but “regional imtegration” as well as “restoucturing of the
industrial sector® with the objective of increasing the level of competitiveness of enterprises in Ceatral
America®

Specific programs W miaimize short rus impacts duc to economic adjestment policies, affecting the poorest and most
unprotected sectors of population. The inteation is to fully incorporate low income groups to the development process
by giving them inter alia casier access o capital goods, technology aad trzining, in particular through support being
givea W the mformal sectors of the economics in Central America.

X1. Consuktation forum for external debt and international cooperation; This is intended w0 improve coordinatior
among Central American countries to find appropriate solutions related to questions concerning bilateral or multilateral
debe.

Gerardo Zepeds Barmiddez, *Smaller countries® way 10 competitiveness: cerural America in a new world economic
order during the 90's", preseatation in the workshop “The challenge of the EAI: Maximizing the Benefiss for SMEs®,
North South Ceater, Miami (USA), 21 May 1992, pp. 34.

D See Romilo Caballcros Otero, “Reoricntation of Central American Integration™, CEPAL Review, No. 46, April
1992, p. 128.

% See “La Declaracion de San Salvador®, (ihe joint presidential statement issucd at the San Salvador Summit), E1
Salvador, July 17, 1991.

T The sew common cxtemal tariff will be rather flat and consists of a rate of 5 percent on non-competing capital
and intermediste goods, 10 perceat on competing capital and intesmediate goods, 15 percent on non-competing
consumer goods and 20 percemt oo compeling consumer goods.World Bank, Cerural America a1 a Crossroads,
Washingion 1992, p. 6.

* Gerardo Zepeda Bermiidez, “Smaller countrics” way (o competitiveness: central Americs in & new world
cconomic order during the 90°s”, presentation in the workshop “The challenge of the EAl: Maximizing the Benefits
for SMEs", North South Center, Miami (USA), 21 May 1992, p. 1.

? This was e.g. the case with the *Agreement on Integration of Industrics” that was incorporated into the General
Treaty for the CACM. (Sec UNIDO, "Background report: the implications of regional integration for the industrial
sector in Ceotral America®, Vienna 1992, p. 1))

* Inter-American Development Bank, The new challenges for Censral American developmeni - presentation of the
private sector of Central America, requiesied by FEDEPRICAP, March 1993, p. 6.

®  Inrespect W industrial restructuring (“seconversion industrial ") the presidential agreements of 1990 centered
on two items which clearly show the change in perception of industrial policics that has already taken place: a) the
launching of & program to assist the development and the intcgration of Central America (*Progruma de Apoyo al
Desarrolio y la Integracidn de Censroamérica”), which includes a subcomponent under the tide of “Competitivencss
of the Productive Sectors” (“Comperirividad de los sectores productivos®), as well as b) o program for increased




Economic integration in general as well as restructuring of industry based on a regional approach
is certainly not an objective in itself but is deemed to serve “higher® obiectives if it is to be regarded as
successful and beneficial for the people concerned. The ultimate economic objective is to raise prosperity
of all co-operating units. In how far one can expect economic integration to increase the level of prosperity
will be discussed later.

Farther reaching objectives go beyond questions of economic welfare and are in particular one
of peace policy, namely to lessen the chances of armed corflicts both among couantries as well as within
the countries of the region due to less social tensions as a result of higher levels of prosperity for larger
sections of the population. Although it would not reflect reality to reduce all hostilities in the world 1o
mere "economic” conflicts, studies pevertheless suggest that strong and increased trade links with
neighbouring countries indeed tead to reduce significantly the risks for armed conflicts, mainly due 1o
increased mutual dependence which creates strong anti-war lobbies in all countries, out of mere self-
interest of economic actors who are afraid to lose income in case of war. The existence of economically
integrated regions makes violent conflicts very expensive for all parties concerned and thus acts as a
potential threat to go abead with armed conflicts.® Here comes in again the argument for a regional
approach to industrial policies and industrial restructuring as opposed to a purely national approach. While
unilateral restructuring cfforts for the domestic industry, if successful, are likely 1o - at least in the initial
phase - affect the ‘relative’ level of competitiveness of industry vis A vis neighbouring countries, and thus
could give rise to increased tensions, a regionally negotiated and coordinated approach to industrial
restructuring should help to climinate the emergence of such potential tensions from the very beginning.

The necessity to reduce social teasions and to prevent any emergence of new tensions in the
region, both within countries and betweea countries, in order to be able to reduce unproductive military
expenditure is a particularly crucial item for the success or failure of future development in Central
America. Social tensions have not only led 10 a large number of casualties in the past decade in Ceatral
American countries, they bave also been behind destruction of infrastructure and the “waste” of scarce
resources for (unproductive) military spending both on the sides of governments and guerilla organisations
(which partly also got support from neighbouring countries). UNDP statistics - which only consider
government expenses - document this very impressively. Only Costa Rica which could afford to have the
smallest military expenditure in the region due to the inexistence of {major) social tensions could use
government expenditure for important other purposes, including for social tasks such as health and
education, and provide its people with by far the highest living standards in the region, which is reflected
in the relatively high per capita income figures (see Table 6).

cuvoperation in the ficld of R&D (elaboration of & “Perfit de Proyecto de Inversion en Desarollo Cientifico ¥
Technolégico de los Sectores Producrivos®). (For moze deails see UNIDO, “Modernizacion del sector industrial ca
Centroamerica: hacia Ia formulacion de un programa de accion®, Vienna 1993, p. 2. and p. 49 1)

* For instance, Polacheck (1980), using data for 30 countrics in the 1958-167 period, shoed that dobling the trade
berweea two countries lcads to a 20 percent decline in the frequency of hostilities”, quoted in Willem MOLLE, The
Economic of European Integraticn, (Hants, UK, 1990),p. 9.




Table 6: Military expenditure in Central America

Hilitery expenditure
as X of GDP

1960
Costa Rica 1.2
El Salvador 1.1
Nicaragua 1.9
Guatemals 0.9
Honduras 1.2
Unweigthed
aversge for
Central American
countries 1.3
Developing
countries 4.2

OECD countries 6.4

0.4
35
<8.3
2.6
8.4

8.6

&4

3.5

Military expenditure
as a percent of
education and heal th
expenditure

Source: UNDP, Human Development Report 1992, p. 166 and p. 201.

a/ PPP = purchasing power parity; this calculations attespts to eliminate distortions due to
fluctuations and subsequent over- or undervaluations in foreign exchange rates.




The ceatral question still to be answered is in how far one can expect regional integration tv raise
the overall level of welfare in Central America.

One answer is that a single regional market eaables Central American enterprises to increase their
levels of specialization, make better use of economies of scale and thus reduce unit costs. This should
make Central American industrial eaterprises not only competitive on the regional but also on international
markets, and create new employmeant opportunities in the mid term. The net benefits stemming from the
process of increased specialisation and resource reallocation are thus in direct relation to the firms'® success
in reducing unit costs by rationalizing production, investing in new machinery, adopting state of the art
mapagerial (organizational) and production techaiques, improving the training of the workforce, and
developing suitable supplier networks which enables companies to buy inputs at more competitive prices
from reliable partners®. Although most enterprises will be forced to streamline their production and
reduce the range of products produced in order to reduce unit costs, a large number of then specialized
companies will as an aggregate more efficiently cover all existing markets and market niches, so that
Central America as a whole should be able to produce an even larger varity of industrial products and be

able to better_diversify its existing export _structure, and thus be less affected by cyclical down-turns of
single export sectors.

The pext question to be asked is why do enterprises in Central America really need an
*enlarged domestic” market? Empirical research has shown that irrespective of individual success stories
of rather small countries (such as Taiwan, Singapore, Hongkong, Macoa, Mauritius, Kuwait, Malta etc.),
countries with larger “domestic markets” or countries with a guaranteed access (o a "regional market”
which de facto performs the role of a large "domestic market” - on average - tend t0 enjoy higher
economic growth rates than small economies. This phenomenon is normally explained by higher
productivity growth rates due to _increased specialization. But there are more reasons to explain that
phenomenon. The problem with small economies, such as those of Central America, is that the small
domestic market does not allow to achieve efficient production scales. Even if the domestic market allowed
for a small number of production units, this would not be sufficient to create a competitive environment.
Oligopolistic or even monopolistic market structures would be the rule rather than the exception. Thus,

governments are forced to intervene in the price setting process if they want to avoid oligopolistic
exploitation of the consumer rent. Experience has shown that such interventions casily lead to major_price

distortions and eventually to an inefficient allocation of scarce financial resources. A further waste of
resources is the least Central American countries can afford.® Individual central American markets are
pot only smzll in terms of number of people (ranging from 3 to 9 million), but much more so in terms
of purchsing power which hardly justifies major manufacturing activities unless these activities can be
directed - at least - to the whole of Central America. Even the Common Central American market is still
small by international standards. (In terms of workforce the total pumber does not exceed 360,000* in
formal (large scale) manufacturing. In terms of GDP Central America accounts for slightly more than 1/10
of the domestic Mexican or just 1/5 of the domestic market of a small European couatry such as Austria;

3 UNIDO, "Economic Iniegrasion in Censral Amcerica: An Overview of implications for industrial modernization
in the 19905, Vienna 1993, p. 1.

7 Paul Streeten, “The special problems of small countrics®, World Developmens, Vol. 2§, No. 2, 1993, p. 199.

* For s genersl discussion conceming market failurcs (which are assumed 1o be more prevalent in developing
countsics than in developed economics) as & reason for slow development of developing countrics see Josef Stiglnz,
*Perspectives on econuomic development - markets, market failures and development® The American Economic Review,
May 1989, p. 197.

¥ UNIDO, Global Datahase 1992; a breakdown of the workforce according to Central American countrics and
main ISIC catzgories is given in the annex.
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and even these countries actively sexk integralion into larger regional markets as their domestic markets
are considered 10 be too small*®).

However, if this is the case why should the Central American countries not integrate their
individual economies into the world economy by completely abolishing all tariff and non-tariff
Yarriers? This would remove the anti-eport bias that results from protection of the domestic market, and
would offer them an evea (far) larger market to specialize and make use of economies of scale. Although
such an approach may be attractive, there are good reasons to opt for a2 smooth integration into the world
ccopomy via the re-establishment of a common Ceatral American market which is probably a more
suitable approach for the economies of Central America.

a) First, an anti-export bias is certainly not only dus to the protection of the domestic market by
tariff and non-tariff barriers which create an inceative to concentrate the activities on the protected markets
behind trade barriers; as nearly all countries in the world also protect their domestic (or regional) markets
0 a certain degree and are indirectly assisted in their efforts by natural trade barriers (such as transport
costs, language problems eic.), a certain anti-export bias will always remain. A possibility to overcome
at Jeast the tariff and to 2 certain degree the multitude of non-tariff restrictions created by trading partners
is to actively seck negotiated settlements. A first important step in this direction has been the participation
of several Central American countries in the GATT process®; the hemispheric initiative of the USAY
(ultimately leading - if implemented - to a free trade area all over America) would be an even further
going step in this direction. Through the Agreement of Tuxtla Guti€rrez (11 January 1991), Mexico and
the Central American countries officially committed themselves to the signing of an agreemeant by which
a common free trade area would bhe initiated. The agreement also includes criteria for graduality and
assymmetry in favor of Central America. It has been forseen that this free trade area should be completed
not later than 31 December 1996. It thus should - at least indirectly - also link Central America to NAFTA
(which includes the USA, Canada and Mexico which is supposed to eater into force in 1994). Central
American countries also signed similar agreements with Venezuela and similar agreements with Colombia
should follow suit.*® Nevertheless, irrespective of all these geographically further reaching integration
attempts, a larger "domestic Central American” market remains an advantage for Central American
entrprencurs.”

1 UNIDO, *Background report: the implications of regional integration for the industrial sector in Ceatral
Amcrica®, Vieana 1992, p. §.

% Since the mid 1980s Costa Rica, Guatemala and El Salvador joined the GATT. Nicaragus was member of GATT
since 1948. Honduras announced plaas to join GATT in 1992.

UNIDO, "Modernisation del sector industrial en centroamerica: Hacia la formulacion de wn programa de accion”,
Vicans 1993, p. 48.

Y UNIDO, “Linemientos ae cooperacionsecnicapara un programa de modernitacion indussrial en Ceruroamerica®,
Vieana 1993,p. 7.

*Eduardo Gitli, Gnilla Ryd, “Latin American Integration and the Enterprise for the Americas laitistve”, Journal
of Wosld Trade, Augus: 1992, p. 32.

® Especially in the medium term, extra-regional export efforts of Central American countries will face the
chalienge of increased competition. So fas, most Central American countrics (with the exception of Nicaragua in the
1980s) were granted a privileged sccess 1o the US market through the Caribbean Basin Initistive (CBI). However, with
Mexico joining NAFTA in 1994 most of thosc privileges will lose in importance and are expected to lcad to shifts of
exports in favor of Mexico. (Sce World Bank, Central America at crossroads, June 1992, p. 17.) A positive outcome
of the GATT Uruguay round and the subsequent massive libcralization of world trade is - in contrast to Latin America
a8 & whole - als0 scen rather as a threat than an opportunity for Central Americs. Central American countries would -
if world trade was 10 be seriously liberalized - increasingly face the tough competition from cast and south cast Asian
countrics on the US marker. The samc holds true for the European market. Quota systems so far have held back the
export drive of cast and south cast Asian countrics while the actuai tariffs charged for Central American countries on
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b) Successful individual attempts to integrate the economies of Central America into the world
economy have already been made since the mid 1980s. Especially the magquiladora sector showed good
growth rates ie a pumber of Central American countries. Nevertheless, no country in Ceatral America
demonstrated in the 1980s a siguificant increase of the share of industry in GDP, and some, notably
Guatemala, evea recorded a significant decline. Evea Costa Rica, which staged the most successful
recovery from the debt crisis of the carly 1980s and bas the most advanced economy of all Central
American countries, saw industry’s share in GDP fall over the decade.®® Traditional as well as pon-
traditional exports increased in Ceutral America due to trade liberalization, but these new exports do not
pecessarily bave their origins in the manufacturing sector. They mainly come from other sectors of the
economy, in particular agriculture (see Tables 20, 21, 22, 23, 24)solhalmusamexpomduemm
liberafisation may go hand in hand with some forms of (at least temporary) “deindustrialisation” (as also
scems 10 have beea the case for instance in the southern Cone of Latin America in the 1970s before the
trend could be reversed a decade later).*' Indeed, throughout the 1980s the structure of Ceatral
American exports became increasingly concentrated on traditiopal products. The share of coffec and
bananas in total exports rose by over 10 percentage points to nearly 55 perceat of the total while the share
of exports of manufactures declined. For the region as a whole the share of manufactures in total exports
dropped from 26 percent to 20 percent.? The lesson for the manufacturing sector in Central America
thus seems to be clear. Per se the model of the latc 1980s, based upon export led growth and trade
liberalization but foregoing the option of regional integration may provide overall economic growsh (see
Table 5) but it does not guarantee industrial dynamism which would be the basis for a path towards
sustained growth.®

¢) The major problems associated with such direct integration efforts without first creating strong
intra-industry linkages on a regional level are that the subsequent trade flows are strongly influenced by
existing comparative advantages and jray even delay the creation of new comparative advantages. As was
mentioned earlier, for Central America as a whole the existing comparative advantige - with the exception
of one or two countries - is still the abundant availability of cheap, unskilled labour. The calculation of
RCA (revealed comparative advantage) indices shows very clearly that Central America has not yet left
the stage where it could count - in a hypothetical global free trade environment - on other comparative
advantages than abundant cheap labou: (see Table 7 and Table 8). In contrast to other developing countries
comparative advantages based upon natural resources only play a secondary role which is mainiy due to
both the lack of endowment with natural resources and the often reported law quality of such resources.

manufacwtred goods are negligible. About 30 percento of Central American exports enter the EC duty free, and
additional 7 % are cligible for treatment under the GSP and another 46 % enter st a duty of just $%. (See World Baak,
Ceatral America at crossroads, Juae 1992, p. 19.)

# UNIDO, *Economic Integration in Central Amesica: Aa overview of implications for industrial modernization
in the 1990s°, Vienns 1993, p. 4.

“ UNIDO, "Economic Integration in Central America: An overview of implications for industrial moderization
in the 1990s°, Vicnna 1993, p. 4.

“ World Bank, Censral America as a Crossroads, Junc 1992, p. 8.

“ In this context should also be scen the following statement made by Mr. Romulo Caballeros Otero (Head of the
Economic Developmem Section of the ECLAC Subregional headquarnters in Mexico: “International openness.. must
be understood as s willingness Lo accept criteria of greater competiveness and benefits in trade flows, together with
s policy of market diversification. It is [however] not a synonym for unrestricted liberalization or desegulation’
(Romulo Cabalieros Otero, "Reorintation of Central American Integration®, CEPAL Review No. 46, April 19, p. 131.)




Table 7: Manufactured products with the highest RCA ratios

) Country Sector Factor intensivencss]RCA 1986- |[RCA change
88 1976-78  }from
1976-78
. Costa Rica Leather UL 2.42 0.87 1.55
Wood, Cork NR 0.92{ 0. 0.02
Furniture UL 0.59% 0.48 0.1
El Salvador Footwear UL 0.92 1.61 0.6
Travel goods, handbags |UL 0.09{ 0771 0.8
Clothing UL 0.0% 039 046
Guatemala Esseatial. oils, perfume |HC/T 2.05 0.5, 1.50I
Wood, cork NR 0.73 0.33 1.06
Plumb. heating, lightning [HC/T 06| 233 298
Honduras Wood, Cork NR 3.59| 3.600 -0.01
Furniture UL 0.66 0.21 0.45
A Leather UL 0.1 0.03f -0.08
Eiwagua Wood, Cork NR 0.13 091 078
l Furniture UL 0.4 0.24 0.10
Travel goods, handbags |UL 0.15 20.37 0.22

Source: IDB, based on UNSO, COMIRADE daia base.

NR ... natural resource intensive
UL ... unskilled labor intensive
HC ... human capital intensive
T ... technology intensive




Table 8:

Revealed Comparative Advantage (RCA) ratios of Central American countries

in selected industries: (avg. 1986-88 and changes from avg. 1976-1978)

Costa Rica El Salvador Guatemala Honduras Nicaragua

1986/ | 1976/ | 1986/ | 1976/ | 1986/ | 1976/ | 1986¢ | 19767 | 1986/ | 1976/

1988 | 1978 | 1988 | 1978 | 1988 | 1978 | 1988 | 1978 | 1988 | 1978
Textiles -1.45] -l.ZAI -o.lj 02s] 024 0311 -1.71] -1.88) -2.27] -1.04
Clothing oscl 009 007 o.39l 03s| 009 015 044 053 o053
Leather 240 o8] 2 o6s| 06 o003 -om| 011 06 o7
Footwear | 001 -124 o092 16l o3| o3 06| 07 06 02
Non- 044 092 -1.65] -1.00 o.wh 004 -1.43 -1.sdr -1.s9r 0.98
metallic
minerals

203 -1.30] -1.85 -1.1n| -1.42 -1.421 197 -2.53 -2.77| -1.12

Source: IDB, based on U.N. data and COMTRADE data base.




Statistics also show that Central American countries owed much of their success in exports in the
(1ate) 1980s - after trade liberalization - to an increase of exports yequiring low levels of skjlls. The share
of “unskilled labor™ products ia total exports significantly increased during the 1980s*. This is also
reflected in the fact that the overall share in total cxport earsings which was peid to unskilled Iabor
increased while the share which went to “qualified labor™ fell.® Especially in respect to exposts going
0 OECD countries the share of sechnology inteasive and qualified labour inteasive products declined.*

Industries created upon the existeace of vnskilled labor as the main resource base fulfill a positive
role insofar as they immediately creste empioyment opportanities and thus coetribute to poverty
alleviation. But they ofien do mot belp 10 increase @e techmological level of production and the
manwfacturisg value added, and they often do not lead - at least in the short run - %0 a major wpgrading
of the human resource basc and the development of a skilled babour force. Instcad, there seems %0 be
certain teadeacy towards a perpetuation of the status quo and existing trade flows which may a0t be 1o
the advantage of Central America in the long run.

d) The previous argument can be further substantisted World wide, intra-industry trade has
provea in the past two decades 10 have beea by far the most dynamic element of trade in manufactured
goods. Indeed, there evea scems to be a stong statistical correlation of countries baving high shares in
intra-industry trade and showing high levels of living standards (such as developed countries) and/or
countries showing strong economic growth rates (such as the newly industrialized ecomomies).” Data
indicate that the attempts made by Central Ameircan countries to jndividually integrate into the world
ecopomy in the late 1980s did not contribute much to an increase in intra-industry trade. Compared with
1979 the index of intra-industry trade with OECD countries only slightly increased from 17 to 21 percent,
i.e. far less than the increases expericaced by most other regions and countries, indicating that Central
America was actually not able 0 benefit much from some of the most lucrative elements of international
trade in recent years (See Table 9). The trade structure indeed basically followed traditional petterns
during the 1980s. 2/3 of total imports were capital goods as well as intermediate manufactures while
exports concentrated on agricultural goods such as coffec and bananas (more than 1/2 of exports).
Although the lack of a functioning regional market was certainly not the only reason for that (negative)
phenomenon it nevertheless seems to bave contributed to it. In other words, it can be argued that evea for

* UNIDO, “Estrucrurs de proseccion ¢ incentivos a la industrialivacion en Centroamerica®, Vicana 1993, p. 43.
“ These general teadeacies cas be very well illustrated in the case of Gustemala:

Cost structure of total menufactured exports (Guatemsls) in percent:

....................................................................

1987 1989 1991
wekilled labor 2.9 30.9 38.3
skilied labor 20.2 17.8 15.7
costs for technology 21.4 16.1 13.7
inputs of neturasl resources 35.4 35.2 32.4

100.0 100.0 100.0

Vienna 1993, p. 10.

* UNIDO, ‘Lincamientos de cooperacion tecnica para un programa de modernizacion indussrial en
cemsvoamerica”, Vienns 1993, p. 2.

® UNIDO, “Treade istegration and industrial restructuring - the case of Mercosur®, Vienna 1993, Table 3, p. 8.

“ World Bank, Ceneral America ai @ Crossronds, June 1992, p. 8.
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improved extra-regional intra-industry trade a strong domestic industrial base - which can be streaghtened
due ‘0 improved regional linkages by the existence of a common regioozl market - seems to be an clement
that actually should contribute to stronger participation in lucrative international intra-industry trade

Table 9: Intra-industry trade (ITT) indices of OECD countries with selected regios
1970} 1979
Central America 4.6 17.1
Carribbean 12.# 2.9
Mexico 26.2 3.5
Latin America 10.3 18.3
Africa (excl. Rep. of 6.6] 7.9
South Africa)
Middle East 9.6 8.4
Other developing Asia 9.7 12.9]
"Ex-socialist® countries 359 32.7

Source: IDB, based on U.N. Comtrade data base.

To put it differently, regional integration can be seen as an instrument which - if properly applied
- should help companies working in the region to jmprove existing levels of comparative advaptage

(including the quality of goods produced which needs however to be specifically addressed) so that in the
end they are able to influence trade flows with third countries to the overall acvantage of Ceatral America.

In contrast to the old Ricardo Theorem of the mutual advantages for all parties involved in free trade
activities (which is perfectly allright if one assumes a static environment), it can be argued that the concept
of comparative advantages should not be seen as a static concept only but as a dynamic concept with
comperative advantages teing influenced and changed by actual economic activities being pursued by a
trading partoer. In other words, individual Central American countrics should not bave to concentrate
exclusively on the export for agricultural crops (banana, coffee etc.) or the production of manufactured
goods using cheap, unskilled labor, i.e. fields where they do have a comparative advantage, but they
should be given the possibility to develop comparative advantages in various other manufacturing
subsectors as well. An important point hereby is the “leamning curve® argument®, i.c. the ability of

® *Leamning’ can be considered as an exteenality. For all markets which are characterized by strong externalities
it cannot be ruled out that they may have a tendency 1o resuli in some kind of “market failure” (as can be scen in
respect 1o pollution). Free trade among countries with one lacking the "learning experience” may thus result in sub-
optimal results which in the case of free trade between developed and developing countries would be (o the
disadvantage of the latter. At the same time the reintegration of a developing country into the world ecomomy which
goes hand in hand with (rec trade and unrestricted investment possibilitics may - up to a cenain degree - contribute
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companies to lcam how to produce more efficicntly duc to an increase in output which is facilitated by
the existeace of a larger regional market.® A certain but not dramatic increase in competition is thereby
useful to make companies change and actively look for more adequate technolgies and organizational
methods to improve efficiency and make this a continous process. Regional integration enables companies
to engage in such learning exercises to gain sufficient strength so that companies in the end should be able
10 compete with quality products on international markets.®

¢) Another argument in favor of regional integration as opposed to immediate direct integration
into the world economy is that the industrial interwovenness of an economy (inter- and intra industry
linkages) may have positive effects on total efficiency and the speed technical improvements in one sector
leads to the modernisation of other areas.® For instance, a successful product innovation may stimulate
the suppliers of machines to innovate their production processes, and the suppliers of intermediate products
for machines to design better parts. Thus, starting from some key producers, positive effects will
propagate through the whole economy. Such effects will be the greater, the betier the various parts of the
economy are equipped to respond to such impulses. Although it is questionable whether such aa outlined
mechanism would work in the Central American context, it is clear that given the extremely small
domestic markets it could certainly not work in individual countries. If individual countries were to be
integrated into the world economy most of the stimulative effects from product innovations or a changes
in the demand pattern would simply "leak” into the world economy with no direct reponse to be expected
for the country concemed.

f) A further problem associated with quick attempts of reintegrating a country into the world
economy by fast reduction of import protection is a likeliness of increased unemployment, at least in the
initial phase of the restructuring process, as eaterprises are foiced to reduce the level of their workforce
in the drive to increase the level of efficiency, thereby increasing social tensions. Although increased
unemploymeat in the initial phase of any restructuring process cannot be ruled out irrespective of whether
the restructuring process is due to regional integration or directly due to fast integration into the world
economy, there is nevertheless a valid point in favor of a "smoother” regional approach. Most industrial
sectors in various Ceatral American countries are confonted with similar problems and start in many cases
from similar (low) technological levels of production with often outdated capital equipment. As onc cannot
expect restructuring of industrial sectors to occur over night in Central American countries, the dangers
for industry in any of the countries of Central America to lose out against increased competition are
limited while the expected chances to gain through improvements in the organization of enterprises are
much higher in regionally integrated markets than if those companies had to compete immediately on

*owards a reduction in the existing technology gap and thus help to increase the *learning experience” and hence
eveatually reduce the conditions for the market feilure. H . this p can take a loag tirme and there have beea
raised strong arguments agaiast this occurring &t all. The experiences of Silicon Valley and Route 128 fer instance teod
10 suggent that there are indood important externalitics in the learning and R&D process which do sot favor a fast
spreading of learning cxperience beyond certain regions, at least as long as ooe does ot allow for a free labor
movemeot as well. k has beea argued that especially the “imtcilectual ferment” in such areas contributed to evea more
innovative activity . Some studies of the late 19803 (Robert Lucas, 1988, Joseph Stiglitz 1987, Paul Romer, 1986) bave
thus argued that one of the major differences between the more and less developed areas in the world sctually arise
from “learniag by doing® and limits on the ability 10 rassfer what leaming occurs across international boundaries. (For
a more detailed discussion sce Josef Stiglitz, “Perspectives on economic development - markets, market failurcs, and
development®, The American Economic Review, May 1989 p. 197.)

* UNIDO, *Trade Intrgrarion and Indusiria! Resiructuring: The case of Mercosur®, Vienns 1993, p. 6. Molie,
Willem, *The economics of European integration. theory, praciice, policy”, Hasts (UK), 1990, p. 110.

% An imponant rolc in this context play (quality) standards as well as their verificstion and centification. Such
standards should not be set 100 low and should be slowly incecascd to reach international levels in order not to endanger
the integration into the world economy.

" Molle, Willem, * The economics of European iniegration, theory, practice, policy”, Hants (UK), 1990, p. 111.
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international markets without baving had adequate opportunitics to reach first acceptable levels of
competitiveness in a regional market cavironment. In other words, industrial restructuring uader a system
of regicoally integrated markets should lead to 2 more healthy * cvolutionary” process instead of dangerous
shock therapy which seriously threatens employment opportunities, at least in the short run.

At the same time,_a balance between regional integration and integration into the world economy
has to be found which is certainly not an easy task. The orignal concept of regional integration in the
1960s of massive regional protection and quantitative restrictions indeed supported inefficiencies and
created 2 massive anti-cxport bias which in practice could not be really removed with parallel introduced
export promotion schemes. Furthermore, complete protection of the domestic market enabled both Central
Amexican enterprencurs as well as multinationals operating in Central America to cam monopoly reats
at the expense of Central American consumers, thus further aggravating the effects of existing uneven
income distribution and indirectly coatributing to the increase of social teasions in the region (which then
inter alia also led 10 the need for significast increases in (unproductive) military expeaditures in the region
which only could be "sustained” at the expease cf economic and social progress.

It thus seems o be important pot to repeat the same mistakes again in the new integration efforts
in the 1990s. Indeed, the new common external tariff, which will not exceed 20 percent™, can te seen
as a an adequate response 10 previous negative experiences with too high protection of the regional market.
The new common external tariff, to be fully phased in by 1995, will be rather flat and coasists of a rate
of § percent on non-competing capital and intermediate goods, 10 percent on competing capital and
intermediate goods, 15 percent on non-competing consumer goods and 20 percent on competing consumer
goods.* The reduction of import duties for goods originating in third countries 10 a maximum 20 percent
should indecd prevent Ceatral American industry not to lose sight of international developments and
prevent it from "exploiting” Central American consumers (as well as from de facto contributing towards
the creation of an underground economy based on lucrative smuggling activities) and from making
(completely) uneconomical allocations of scarce capial as happened in the past. A remaining moderate
protection from third countries imports - as will be achieved with the 20 percent ceiling on the common
external taniffs® - can be justified oo the grounds that Centrai American industry is certainly
disadvantaged in respect to a number of essential inputs.

The studies undertaken bave indeed skown that Central American industry has to cope with high
energy costs (with electricity prices between 40 and 100 percent higher than prices charged in the USA
or Mexico and petrol priccs more than double of what is charged in Northern America), bigh interest rates
(more than 20 percent in a sumber of Central American countries), high transport costs, as well as
deficiencies in respect o0 the telecommunication sector™.

From an industry point of view, all these input prices are certainly far to high to guarantee “fair
competition®. This is why calls have been made to reduce them to international levels. Insofar the distorted
prices are due to bottlenecks in the infrastructure (ports, roads, telecommunication lines etc.), the price

® Inter-American Development Bank, The new challenges for Ceniral American developmens - preseniation of the
privase secior of Ceniral America. requiesied by FEDEPRICAP, March 1993, p. 2.

* World Bank, Censral America at a Crossrouds, Washizgton 1992, p. 6.

® For s daailed analysis of the tasiff sisucture in Ceniral Amcrica sce UNIDO, “Estsuctura de proteccion ¢
incentsvos a la indusirialization ca Centroamerica®, Vienns 1993,

¥ UNIDO, “Modemnizacion del sector meialmecanico ceniroamericano: Potencial de cooperacion, necesidades,
y limitociones”, Vienna 1993, p. 13.
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margins vis a vis "international” input prices may be taken as an indication for the urgeacy and priority
in respect to the improvement of the local infrastructure. However, given the actual factor endowmeat
in Central America, one has to be careful to recommend aay further interference in the local price system,
even though this might be tempting from a purcly “industnial® perspective. High (nominal) interest rates
bave indeed helped to mobilize and repatriate funds which otherwise would pot have beea available at all
for industry to even consider modernisation and expansion, and high encrgy costs are certainly also a
reflection of the lack of domestic resources in this field.” Interest rates and energy prices at for instance
the lower US-levels could indeed give wrong incentives to industry in Central America to concentrate its
activitics in energy and capital intensive lines of production instead of labour intensive but low energy
consuming fields of manufacturing which should be Central America’s logical priority areas given its
factor eadowment.

However, taking the patters of relative prices in the region for granted, calls (or the maintenance
of moderate tariff protecticn (such as the envisaged maximum 20 percent) vis-3-vis third countries, in
order to smoothen the transtion of whole industrial subsectors.

B) Im ional trade in manufactured

Given the poor economic situation in all Central American countries in the 1980s which led to
mutual loss of confidence concerning the ability and willingness of neighbouring CACM countries to settle
opea bills, major attempts had beca made in all countries of Central America to re-direct trade flows away
from the regional market towards markets overseas. (Apart from the special case of Sandinista-Nicaragua
this meant increased cfforts to penetrate the US market). A whole range of export incentives was
introduced for that purpose which oaly applied to overseas markets and thus created an anti-CACM bias
in respect to exports. At the same time, import restrictions through non-tariff trade barriers (such as
restrictions in the use of foreign exchange) mainly applied to consumer goods. As consumer goods are
among the prime export products of Central American countries, such trade barriers affected intra-regional
trade more than extra-regional trade. This is why intra-regional exports of manufactured products
(measured as an uaweighted average of all five CACM countries) declined from more than 50 percent of
all manufactured exports in 1978 to slightly more than 30 percent a decade later (see Table 11), or from
13 percent of domestic production to just 4 percent (unweighted average) (see Table 12). Such levels of
both intra-regiopal as well as extra-regional trade are rather small, especially if compared with small
countries in Europe (such as Denmark, Belgium, Luxemburg, Netherlands, Sweden, Norway, Finland,
Switzerland, Austria etc.) which not only in absolute but also in relative terms are far more strongly
integrated in their respective regional markets and are thus able to overall export a far higher proportion
of goods domestically produced. (See Table 14).

Apart from the special case of Costa Rica which indeed very successfully managed to boost extra-
regional exports in the 1980s, the decline of exports to the region in general went haod in hand with
declines in extra-regional exports (from 12 percent of production in 1978 to 8 percent a decade later). (See
Table 12). In other words, Central American countries did not only suffer from the mutual loss of markets
in the region but they also lost in exports of manufactured goods to extra-regional foreign markets. Thus,
if the weakening of regional cooperation has led to a loss of competitiveness, which also affected extra-
regional trade negatively, increased trade relations within Central America based upon free access to a
once again united regional market should indeed assist Central American companies to become more
compelitive in international business as well.

"n this connection is interesting 1o note that the highest interest rates for industry (26 - 32 percent) are actually
found in Costa Rica, the most advanced and most successful country of Central America, while El Salvador is st the
bottom in Central America with just 14-15 per cent. Interest rates in Gustemala range from 20 to 21 per cent and in
Honduras from 22 to 26 percent
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Exports of Central America to the rest of Central America
1975 1980 1985 [1986 1987 1988 1989 1990
Exports to Central 536.4] 1,129.2] 487.8 417.& 506.1 549.00 651.7] 633.9
America (in million
Central American
|
in % of total exports
2.8 23.1 12.9] 10.3 133 13.8 15.4 14.4
21.7, 27.0f 15.2 9.3 9.9 11.0 10.8 9.1'
26.6| 275 14.1 11.7 20.2 23 .0 36. 26;I
26.2 26.6] 193 18.3 23.7] 22.9] 22.8 23.1
8.6 9.9} 2.5 2.1 3.1 2.7 4.0 40
24.7 16.7 8.0 6.2 6.4 8.1 8. i1.3

ECLAC and SIECA, quoted in Romiilo Caballeros Otero, Cepal Central America,
CEPAL Review, No. 46, April 1992, p. 129.




Table 11: Percentage of total manufactured exports of individual countries going to Ceantral
America:
1978 1987
Costa Rica 494 244
El Salvador 753 53.7
Guatemala 58.5 49.L]
Honduras 2.2 11.0
Nicaragua _ 49.4 18.3
Unweighted average for for Central 51.8 344
American countries
Source: UNIDO, Economic integration in Central America: An overview of implications
for industrial modemization in the 1990s, Vieana 1993, Table 4.
Ilable 12: Percentage of total manufacturing production exported to: I
Central America Rest of the world ‘
1978 1987 1978 1987
Costa Rica 85 4.4 8.7 13.6
E! Salvador 18.0 6.5 59 5.6
Guatemala 213 8.8 15.1
{ Hopduras 53 1.1 18.6
Nicaragua 12.6 1.1 129
Unweighted average for 13.1 4.4 12.2
Central America _

UNIDO, Economic integration in Central America: An overview of implications
for industrial modemization in the 1990s, Vienna 1993, Table 4.

——




[ Table 13:: Shares of CACM countries in total intra-regional exports
i 1984 1986 1989
- Guatemala 39.7 46.0 40.1
: - El Salvador 21.7 218 28.7
- Costa Rica 26.8 241 21.8
- Honduras 6.6 45 49
- Nicaragua 5.2 3.6 38
Total 100.0 100.0 100.0
Total intr»- = gional exports 719.2 417.6 633.8
(in milli-n US-dollar)
Source: The Economist Intelligence Unit, Centrzl America - Country Profile, 1991/92, p.

9.




Table 14: Level of integration into the world economy: Trade flow balances - central
American countries compared with small European couatries (1989)
Import cover Trade dependency ratio Exports ip pereent of
(export/import ratio) (exports and imports in % |GDP
of GDP)

Costa Rica 78 59 259
IEI Salvador 54 304 10.5

|
kliangm 25 36r 7.2I
Guztemala 80| 9I 4.0|
Honduras 110! 49F 257
Central America H;C.G 14.7
unweighted average
"Small® European
countries
Norway 114 53 28.2
Switzerland 88 63 295
Sweden 105 60| 30.7
HNethedands 103 96 438.7
lDenmark 105 61 31.2
Finland 95 47 229
Austria 84 56 25.6
Belgium 101 128 64.3
‘Average "small" 70.5 3s.1
European countries
’Source: UNDP, };an Development Report 1992, New York 199Tp. 164 and p. 199.
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Despite a raassive decline in intra-regional trade in the first half of the 1980s, the relative weight
of intra-regional trade in manufactured goods remained above average. Around 60 perceat of non-
traditional manufactured exports (manufactured goods excluding food, textiles and clothing) went in the
late 1980s to the region as opposed to a share of less than 15 percent for total exports. (See Table 20 and
Table 22). This gives a good indication of the importance of a functioning co-operation on the regional
level for the manufacturing sector, in particular once intemal trade restrictions are abolisbed.

One of the results of the analysis of existing intra-regional trade flows is that trade within the
region is heavily underrepresented in subsectors which are importamt in terms of output and
"overrepresented” in relative terms in those subsectors which are of minor importance in terms of
production.® This results from the strong weight of gross output of food processing in the industrial
structure of Central American countries. Food, beverages and tobacco account for around half of all
manufacturing output in Central America but represent less than 15 perceat of total intra-regional exports.
Very similar resource endowments available for food processing in all countries and the lack of adequate
warchouses in the tropical regions of Central America to store perishable food products for a prolonged
period of time make progress towards major inter-regional specialization in food processing difficult. Even
in industrialized countries, food products in general tead to be processed close to where they are harvested
or produced. Nevertheless, like in other industrial sectors, there is a lot to gain from enlarged intea-
industry trade in food processing, especially due to the climination of still severe restrictions in respect
to trade in raw material inputs. But this potential should be assessed with caution. Aggregate figures
indeed seem to hide as much as they reveal. For food products targetted at Jocal consumption, cooperation
is pot as negligible as aggregate figures on food trade suggest. Using the broad SITC categories (which
do not distinguish between processed and unprocessed food items), one can see that if one excludes major
export crops (coffee, banapa, fruits) the share of interregional trade in food items is evea slightly above
the overall trade average (see Table 20, Table 23) even so it does pot reach the lev of interregional trade
in manufacturing in general (See Table 22 and Table 21).

By contrast, intra-regional trade is strong in chemicals (subsector 35, i.e. chemicals, plastics,
petroleum derivatives and rubber) which accounts for around 20 percent of total manufacturing production
in Central America and for nearly 35 percent of total intra-regional exports. Other sectors which are
strong in intra-regional trade and which should benefit from a stronger integration thrust are paper, textiles
and “raetal products, machinery and equipment”.

¥ Sece UNIDO, “Economic Integrasion in Ceniral America. an overview of implications for industrial modernization
in the 1990s”, Vienns February 1993, p. 12,




Table 15: Manufacturing exports of Central American countries

Maunufactured exports in % of Share of manufactured exports in
pominal GDP total exports in
) Avenage Average Averages Averages
1970-75 1985-1987 1970-75 1985-87
) Costa Rica 48 54 215 21.1
B Salvador 5.1 23 29.8 18.3
Guatemala 53 27 26.7 183
Honduras 1.5 0.8 6.9 39
Nicaragua 33 0.6 16.1 6.0
Central 4.0 24 202 135
America
(unweighted
average)
Latin America 1.5 3.0 14.5 28.2
Sources: IDB based on United Nations Statistical Office, COMTRADE data base for trade,

IDB for GDP data.




Table 16: Manufactured exports in percent of domestic production (1987) (CA = Ceatral
America; ROW = rest of world)

- Costa Rica El Salvador

Source: UNIDO, “Economic Integrasion in Central America: an overview of implications for industrial modemnizasion in the
19905 Vicana 1993, Table Al w0 AS.




31

Table 17:

Net-manufactured exports (1987) in million dollars (expots less imports
(CA= Central America; ROW = rest of world)

Costs Rica Et Salvador Guatemala Nondurss CAOR
CA RO CA ROV ujlw ROM ROW
-2.9 8.9 §-18.0 -2.6 § 18.3 £6.8 154.6
-15.8 4.7 10.8 6.0 6.2 -27.6 -30L0.0
1.6 93§ -8.7 -0.9 2.6 39.4 4.0
-4.0 -88.4 § 13.6 -39.2 8 -7.3 -35.9 -241.3 |
1.7] -376.2 -] -2T2.1 | K29 -£98.1 -325.0 -1,808.8
3.8 -12.5 -8.9 -10.3 8.9 ~14.7§ -46.1 -11.6 -58.7
7.4 -87.3§ -4.7 -53.3§ -2.6 -77.8 ) -2.0 -40.7 -298.7
Metal 0.2 -396.2§ -1.5§ -270.9 -1,570.2 I
Other 1.5 -8.6 0.9
1.5] -870.3
1,836.0 2,274.5 1,837.2 1,2717.9 9,715.2
-2.26| -36.34 ] 2.95 ~47.30 §-1.67 | -33.77 §-2.03 | -54.50 -40.5

Source: UNIDO, “Economic Imegration in Central America: an overview of implicadons for industrial modernization in the

1990s8° ,Vieona 1993, Table Al 10 AS.

=




Table 18:: Structure of manufactured exports (1987, based on nominal US-$ data) in per
cent (exports to all countries)
Costs El Salvador | Guatesala fon~ Nicaragus CACH Latin
Rica duras America

Total msrw- 736.7 526.6 673.4 336.8 162.1 2,435.6 65,4910
factured

exports

(mio. US-$) _ . 1

) - 4 T T

of which

inX

Food 59.6 6.4 67.2 7.2 a8.0 0.7 2.9
Beverages 0.8 0.2 0.1 0 0.4 0.3

Tobacco 0.1 0.1 0.1 2.0 0.4 0.3

Textiles 2.5 8.5 4.4 0.8 3.0 4.1

Weoring 6.0 0.8 1.3 0.8 1.2 2.5

_apperel

Leather 1.0 0.2 0 0.2 0 0.4

Foot eer 0.6 2.0 0.8 0.1 0.1 0.8

Wood 1.0 0.1 1.3 12.4 0.5 2.4 1.2 I
furni ture 0.7 0.1 0.3 0.6 0.2 0.4 0.1
Paper 1.0 3.7 0.8 0.9 0 1.4 2.2
Print. & 0.4 0.4 0.2 0.1 0 0.3 0.3
Publ.

Ind. Chem. 2.8 2.3 2.3 0.8 3.1 2.3 7.5
Other 4.3 5.0 1.5 0.8 0.1 5.7 1.3J
Chem.

Petrol. 1.6 1.6 0.1 0.5 0 0.9 12.1
Refin.

Nisc. 0.1 0.1 0 0 0 0 0.1
petrol.

fRubber 33 0.1 2.0 0.4 0 1.6 0.6
prod.

Plast. 1.9 0.9 1.2 0.1 0.1 1.1 0.2
prod.

Pottery, 0.2 0 0.4 0 0 0.2 0.2 I
Chine

Glass 1.3 0.1 1.5 0 0 0.9 0.5
Oth. non- 0.2 0.1 0.3 0.8 0 0.3 0.6
meal min.

fron & 1.5 0.1 1.4 0.4 2.1 1.0 5.3
Steel

Non-ferr. 0.2 2.5 0.1 0.1 0.1 0.6 6.6
metals

Metal prod. 1.6 1.1 1.2 0.5 0.4 1.2 1.0
Non-etectr. 1.1 0.6 0.5 0.1 0 0.6 6.1
machin.
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Table 18:: Structure of manufactured exports (1987, based on nominal US-$ data) in per
cent (exports to all countries)

Costa El Salvador | Guatemala Non- Nicaragua Latir
Rics duras Americs

Electr. 3.4 1.1 0.9 0.1 0

machin.

Transp. 0.2 0.1 0.2 [ ] 0

equipm.

Prof.t 0.3 0.1 0.1 0 0.4

Scient.

goods

oth. 2.3 0.5 0.3 0.5 0

monuft. _

Total 100.0 100.0 100.0 100.0 100.0

Source: UNIDO Global Datsbese 1992.




in per cent of sanufactured exports)

Table 19:: Structursl changes in the export pettern of Central American countries

Costa Rica €l Salvador Guatemala Bondurss Nicarague
Sectors 1975 1987 1975 1987 1975 1987 1975 1987 1975
Totsl maru- 316.4 ] T36.7 AR.2) S526.6 | 486.9 ) 673.4 } 12.2] 336.8] 228.5
factured
e Us-3)
of wuhich
inX
62.1 59.6 64.3 76.4 66.9 67.2 51.5 77.2 66.3
0.1 0.8 0.1 0.2 0.1 0.1 0.1 0 0.1
0.2 0.0 0.1 0.1 0.3 0.1 1.1 2 0.7
4.5 2.3 8.4 8.5 6.2 4.4 2.8 0.8 6.5
1.8 6.0 1.6 0.8 2.0 1.3 0.7 0.8 0.5
0.5 1.0 0.4 0.2 0.2 0 0.4 0.2 0.4
0.5 0.6 1.7 2.0 1.3 0.8 0.1 0.1 1.2
0.9 1.0 0.1 0.1 0.8 1.3 23.2 12.4 3.2
0.5 0.7 0.4 0.1 0.1 0.3 0.2 0.6 0.3
1.7 1.0 2.6 3.7 1.8 0.8 0.5 0.9 0.2
0.2 0.4 1.0 0.4 0.3 0.2 0.1 0.1 0.1
8.3 2.8 3.6 2.3 2.2 2.3 3.6 0.8 11
4.8 4.3 3.7 5.0 6.8 11.5 3.0 0.8 1.5
0.1 1.6 1.2 1.6 0.1 0.1 7.1 0.5 0.5
0.1 0.1 0.2 0.1 0.1 0 0.1 0 0.2
1.9 3.3 0.1 0.1 1.6 2 0.2 0.4 0.3
2.4 1.9 0.2 0.9 0.7 1.2 0.5 0.1 0.6
0.1 0.2 0.1 o 0.1 0.4 0.1 0.1 0.9
Glass 0.1 1.3 0.1 0.1 3 1.5 | 0.1 0.1 | o1
Oth. non- 0.1 0.2 0.2 0.1 0.2 0.3 1.7 0.8 0.6
metal min.
Iron t 1.2 1.5 1.0 0.1 0.9 1.1 1.4 0.4 1.9 2.4
Steel
Non-ferr. 0.2 0.2 1.0 2.5 0.1 0.1 0.4 0.1 0.2 0.1
metals
Metal prod. 2.5 1.6 1.3 1.1 1.1 1.2 1.4 0.5 1.8 0.4
Mon-electr. 1.0 1.1 0.8 0.6 0.3 0.5 0.1 0.1 0.2 0
mechin.
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Table 19:: Structursl charges in the export pattern of Central American countries
(in per cent of sanufectured exports)

Costa Rica El Salvador Guatemala Rondurss Ricarsgus
- 3.7 3.4 2.3 1.1 1.9 0.9 0.1 0.1 0.6
0.1 0.2 0.5 0.1 0.5 0.2 0.1 0.1 0.1
0.1 0.3 0.1 0.1 0.1 0.1 0.1 0.1 0.2
2.3 2.3 0.8 0.5 _ 0.3 0.3 0.1 0.5 0.1
11.40 10.87 | 1.8 weoery 12.29 12.83 10.20 *w.34 12.28
catration
index’

Source: UNIDO Global Datsbese 1992.

' messured by the standard deviation; the lower the mmber, the more diversified is the export
structure; any reduction of the figure thus indicates an increase of diversifiutim-
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Table 20: Exports of Central American countries - all goods (iacl. agricultural, mining and
manufactured products)
1965 1970 1975 1980 1985 1986 1987 1990
Total 749.5 1,096.2 2,295.7 £,665.0 3,500.5 3,873.3 3,669.9 4,555.3
exports
(mio US-3)
Index: 16.8 K95 51.4 100.0 8.4 86.8 82.2 102.0
1980 = 100
— -
7.8 2.2 B4 5.4 5.5 1.7 “w.1 “u.6
37.0 *®.7 32.5 35.7 37.% £3.9 £2.1 43.0
0.5 0.5 0.9 0.4 1.3 1.4 1.6 3.4
.- 0.2 0.9 0.6 0.6 0.4 0.4 1.4
37.6 35.4 3%K.2 36.7 39.5 45.6 &1 47.8
1.3 2.3 3.8 3.4 4.6 4.8 £.6 4.5
America and
excl. Mexico
and Central)
3.4 2.2 24.0 23.0 21.6 5.3 3.7 21.5
14.0 7.6 7.0 3.1 5.2 5.1 3.6 3.2
Rest of the 5.9 6.3 7.6 8.4 13.6 8.5 9.9 8.4
world _
Source:

Vorld Bank, Central America at a Crossroads, Washington, June 1992, Table 4.




Table 21:

Clothing and textiles exports of Central American countries

1965

1970

1975

1986

1985

1986

1967

Exports of
textiles and
clothing
(million $)

24.0

68.1

119.3

259.2

135

107.1

146.3

—
Index:
1960 = 100

9.3

100.0

41.3

Exports of
all goods
(million 8)

749.5

1,096.2

2,295.7

4,465.0

3,500.5

3,873.3

Share of
textiles and
clothing in
total
exposts

6.2

5.2

5.8

3.2

2.8

Textiles and
clothing
exports
going to
(in X):

Central
Americs

0.7

2.0

5.9

30.9

53.2

1.6

0.1

1.4

1.7

0.1

0.1

0.1

0.1

0.7

2.1

9.7

6.1

32.4

55.0

Aserica and
Caribbean

(= Latin
America
excl. Mexico
and Central)

0.6

1.5

4.2

5.9

6.6

EEC (9)

0.3

2.5

3.6

5.4

1.9

Japen

0.2

0.1

0.1

Rest of the
world

0.1

0.3

1.2

0.3

0.3

1.4

Source:

Vorid Bank, Central America at a Crossroads, Washington, June 1992,

Table 4.
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Table 22: "Non-traditional menufactured exports® of Central American countries
(manufectured goods excluding clothing and textiles and excluding food
items; SITC 546-65-6808-84+9-971 Rev. 2)

I 1965 1970 1975 1980 1985 1986 1987
Non- 63.5 165.9 398.5 867.2 S17.6 461.1 545.
textiles,
non food

ts
(million $))
Index: 7.3 19.1 £6.9 100.0 59.7 53.2 63.0
1980 = 100
Exports of 749.5 1,004.2 2,295.7 4,465.0 | 3,500.5 | 3,873.3 | 3,660.9
all goods
(million $)
Share of 8.5 15.2 17.4 19.4 14.8 1.9 14.9
non-
traditionat
merufactures
in total
non-
traditional
menufactured
exports
going to
{in X):
Central 90.6 8.4 80.4 7.1 689 59.2 59.1
America
USA 3.5 3.0 3.5 8.3 11.7 18.2 18.1
Canada 0.1 0.0 0.1 0.1 1.1 0.1 0.4
Mexico 0.1 0.5 4.2 1.8 1.2 1.8 0.5
NAFTA 3.7 3.5 7.8 10.2 14.0 20.1 19.0
South 3.2 5.3 8.4 10.1 15.5 18.1 18.9
America and
Caribbean
(= Latin
Americs
excl. Mexico
and Central)
EEC (D) 0.7 0.6 1.1 2.0 1.2 1.3 1.5
Japan 0.0 0.3 0.1 0.1 0.0 0.1 0.1
Rest of the 1.8 0.9 2.2 0.5 0.4 1.2 1.4
world

= .|
Source: Wor(d Bank, Central America at 3 Crossroads, Washington, June 1992,
Table 4.
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Food exports of Central American countries (processed snd unprocessed);
total value of exports (in million US-doliar) and share going to Central America

(in X)
1965 1970 19755 1980 1985 1966 1987 '
Value in 57.4 156.5 232.3 535.1 586.4 627.4 752.7
mio $
Index 10.7 293 3.4 100.0 109.6 173 160.7
1960 = 100
Share 1.8 1.4 0.9 3.1 1.1 1.3 1.0
going to
CAM in X
Value in 85.9 154.6 2291 508.4 563.2 59%4.5 726.5
mio $
Index 16.9 30.4 £5.1 100.0 110.8 116.9 1429
1980 = 100
Share 0.5 0.0 0.2 0.3 0.0 0.0 0.0
going to
CACM in X
Value in 283.8 347.3 543.8 1,365.8 | 1,326.2 ] 1,343.5 1,222.2
mio $
Index 20.8 5.4 39.8 100.0 97.1 98.4 89.5
1960 = 100
Share 0.2 0.1 0.1 0.0 0.0 0.1 0.0
going to
CACM in X
Value in 105.2 205.8 597.7 807.0 529.4 576.5 591.6
mio $
Index 13.0 25.5 74.1 100.0 65.6 71.4 .3
1980 = 100
Share 38.6 9.7 11.;8 20.5 14.0 12.2 16.9
going to
CACM in X ]
Share of 17.8 26.2 3.4 5.4 15.5 10.7 14.1
st
exports
going to
CACM
World Bank, Central America at a Crossrosds, Washington, June 1992, Table
h.
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C) Ways to foster industrial restructuring and regional integration

The reports contain a number of proposals to streagthen the process towards industrial
modernisation and regional integration. In the following a discussion some of them will be highlighted.

An important precondition for a successtul reorganisation of industry is to establish transparent
and barmonized rules for competition in the regional market. So far, the lack of such rules on the regional
level has led 10 a certain degree of uncertainty which is likely in a oumber of sectors to have unnessarily
prolonged the de-industrialization process of the 1980s.® Successful industrial and commercial policies
do not only have to tackic questions of tariffs and rules that govern foreign trad: (such as “rules of
origin®) but also question of technical standards and norms, the certification and control of standards as
well as general competition rules including antidumping rules®™, anti-trust legislation, legislation
concerning mergers and acquisitions, rules concerning the rights of consumers, including rules of what
has to be written 0n etiquettes and what is allowed to be sold on the regional market taking into
consideration heakh and safety requirements of goods sold.* An important role in the respect also plays
the subsidization of enterprises. In principle government interference in the markets by granting enterprises
subsidies cannot continue except in special cases.© Some enterprises may be deemed to play a strategic
role on social or other grounds. The creation of mechanisms or iastitutions on the regional level - perhaps
taking some of the EC institutions as a model - may be considered as a way t0 handle these exceptional
cases in non-adversarial ways. If subsidies have to be granted, their potestial distorting impact on
competition on the regional level should be minimized.

Regionally integrating and liberalizing the economies and reducing state interference in respect
to prices and ownership - which is a precondition for successful attempts to modemize the industrial sector
in Central American countries -, is not equivalent with calling for a full scale “laissez faire approach®
which eventually may lead to less competition instead of more. Competition which should lead to progress
for the people in the region and to increases in their living standards needs strong governments to secure
markets to function efficiently. Thus, in the EC for instance competition policy played from the very early
start a decisive role. Early experiences in MERCOSUR also clearly showed that mere liberalization and
abolition of trade barriers, while leaving the private sector completely alone to adjust, can have negative
side effects and even be counter-productive. Industry immediately started to negotiate private cross-border
sectoral agreements that had an built-in bias towards restrictive trade practices and trade diversion. Thus
eventually governments had not other choice but to interfere in those negotiations at the sub-sectoral level
(and take a clear stand on questions such as local content requirements, rules of origin etc).®

The lesson for Central American governments is therefore, that regional integration and
liberalization of intra-regional trade has to go hard in hand with governments - at the regional level -
taking inmitiative to clearly define the rules of the game. At the same time the reports emphasized that
governments do not have a direct role to play in the restructuring process of enterprises, neither on the
pational nor on the regional level. Restructuring of enterprises remains a task to be fulfilled by industry

# UNIDO, *Competividad de la agroindusiria de Centroamerica®, February 1993, p. 18.

“UNIDO, “Industrial Modcmization in the Central American Textile Industry: The potential for regionel
cooperation”, February 1573, p. 40.

“ UNIDO, “Compenividad de la agroindusiria de Centroamerica®, February 1993, p. 18,
@ UNIDO, “Politicas para la reesiructuracion industrial de centroamerica®, Vienna 1993, p. 17.

® Sce UNIDO, “Trade integration and indusirial resiructuring, the case of Mercosur®, Vienna 1993, p. 13,
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itself. Assistance should be maialy given through private industry organizations, including Chambers of
Commerce . *

Other industrial policy proposals cousist of ideatifing nuclei to promote comparative advantages
at sectoral levels, mainly making use and assisting institutions such as chambers of commerce or other

associations of tre ’> and industry. For R&D, existing laboratories are other potential “puclei® for further
development and specialization on the regional level.®® Such "nuclei” on a subsectoral level may be
identified in respect to joint export promotion activities, total quality management, technical assistance,
technology management, research and development activitics at the regional level, joint techno-economic
intelligence activities® to gain and make use of information conceming possibilities to iucrease
competitiveness at the enierprise level, etc.® Such institutions should also fulfill the role of information
exchange as the project papers suggest that there is still little information available on the poteatial for
complementarity and specialization both within the countries and within subsectors in various countries
of the region.® The basic idea is to strengthen existing (private) institutions at the subsectoral level in
the region to supply industry with cost effective services for the whole of Central America. In the initial
phase these puclei will have to be subsidized. They will have to offer their sexrvices free or at seasibly
reduced prices in order for the business community to get acquainted and learn to make best use of
services available. But the level of subsidics should thereafier be continously reduced with private industry
taking progressively over the cost for the operations, which should also allow for the seizing of such
operations in case demand is not sufficiently strong. This is not only important to reduce the financial
burden for governments but it also to give right incentives to those services that are really in demand and
prevent that industry in the end - just because services are free of charge - is supplied with services it does
pot really need (or can make efficient use of) while being deprived of services which are necessary to
guarantee a prosperous development of the firm.®

Among the greatest needs in all sectors one finds training and upgrading of the human resource
base. For nearly all sectors and countrics one finds already some type of training programmes. However,

in many cases these programs do not fulfill the expectations of industry concerned. First of all a stronger
participation of industry in the establishment and running of such programme skould help to adapt actual
training to the actual needs of industry. Furthermore, there is an urgent need to technologically upgrade

“ In most countrics the trends are already going thet way. Costa Rica, for instance, bas already abandoned its
experiments with mixed private-public sector institutions and handed over the industrial reconversion programme to
the Chamber of Commerce. In E} Salvador, the ministry of indusiry has de facto handed over its industrial reconversion
programme 1o the Association of ladustrialists of El Salvador. In Guatemals, the industrial reconversion programme
already started under the leadership of the Chamber of Industry. Honduras and Nicaragua have already announced plans
also to follow that model. (UNIDO, °Poliricas para la reestructuracionindustrial de Censroaamerica” , February 1993,
p. 18.)

© UNIDO, "Modemisacion del sector metalmecanico centr icano:
limitaciones®, February 1993, p. 47.

cial de cooperacion, necesidades y

I d

“ In this context UNIDO’s INTELL project may be an interesting stasting point. See
UNIDO, Comperividad de | Agroindusiria de Ceniroamerica, February 1993, pp. 54-55.

“ For more details concerning this proposal scc UNIDO, *Comperirividad de la agroindusiria de Cenuroamerica®,
February 1993, pp. 50-60.

“UNIDO, "industris! Modernizatior in the Central American Textile Industry: The potentiai for regional
cooperation”, February 1993, p. 38.

* For more details concerning this proposal see UNIDO, ° Compeiirividad de la agroindustria de Centroamerica®,
g this p
February 1993, pp. 50-60.
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existing training centers.™ In this field the international community should assist the countries of Ceatral
America. Again, 2 regional approach could save costs and extend the overall quality and offer of the
training opportunities available with specific skills being taught in different ceaters in Central Americs.
The same applies to specialization in technical ficlds at university levels.” Special empbasis should be
given to training for "Total Quality Management™ and "Technolgical Management®.”

Both regional integration and restructuring of the industrial sector can be fostered through a
massive strengthening of support given to the subcontracting exchange ("bolsa de subcontraiacién™) on
the regional level” which has beea set up by FEDEPRICAP (Federation of Private Industry of Ceatral
American and Panama). Indeed, a successful implementation of that idea into general practice might be
one key to a fast and successful rehabilitation of industry in Central America given the global trends
towards flexible specialization which put a premium on successful intra-firm cooperation. A major problem
with the successful implementation and transformation of this idea into practice so far has been a lack of
tradition of cooperation and of trust betweea firms, both at the national and the regional level. ™ The
existence of deep rooted suspicision of competitors and a general unwillingness to share experience bave
been clearly revealed in interviews with managers.™ In addition, there is a major problem concerning
the perceived quality and consistency of products from suppliers from the region.™ This problem exists
both between firms within individual Central American countries and is even more pronounced betweea
firms of different countries. For instance, firms in general are still very reluctant (o join together to supply
large export orders because they individually fear that their potential partners would not be able to
guarantee the quality of their contribution. Instead, firms indicated their willingness - if necessary - to
cooperate with firms outside Central America, due to the belief that imports from outside the subregion
(always) have better quality than similar products products within Central America.” In order to change
this mental barrier towards cooperation a programme of seminars should be organized acquaint managers
on international trends and enhance their awareness of the need for such cooperation™ and to establish
informal contacts among players in the regional market. So far, enterprises seem to be only relatively well
connected with each other on the national level through trade associations, family ties and personal

™ Sce for example UNIDO, "Modemisacion del sector metalmecanico centroamericano: poteacial de coaperacion,
accesidades y limitaciones”, February 1993, p. 43.

™ UNIDO, *Modemnisacion del sector metalmecanico ceniroamericano: poiencial de cooperacion, necesidadesy
limitaciones® , February 1993, p. 45.

7 A pilot project in this respect has already been started in Costa Rica under the title of GEGESTI (and with
support of UNIDO) which could be expanded to cover all Central American couatrics. (Sec UNIDO, Compeninividad
de la Agroindusiria de Censroamerica, February 1993, p. §5.)

™ UNIDO, “Modcrmisacion del sector metalmecanico centroamericano: p ial de cooperacion, idades y
limitaciones®, Februasy 1993, p. 19.

* In this cultural context onc can also sec the "golden rule” applied by Ceatral American industrialists which asks
entreprencurs Lo “avoid partners® wherever possible. (UNIDO, Competividad de la agroindusiria de Ceruroamerica,
Vienna 1993, p. 52.).

PBUNIDO, “Indusirial Modernizarion in the Central American Textile Industry: The potensial for regional
cooperasion®, February 1993, p. 36,

® UNIDO, Modernizacion del sector metalmecanico ceniroamericano: potencial de cooperacion, necesidades y
limitaciones, February 1993, p. 5.

UNIDO, °Indusirial Modemization in the Ceniral American Texiile Indusiry: The potential for regional
cooperation”, February 1993, p. 36.

PUNIDO, °Industrial Modernization in the Ceniral American Texiile Indusiry: The potenrial for regional
cooperarion®, February 1993, p. 38,
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friendships, creating both formal and informal information channels; however similar links on tte
subregional level range from weak to non-existent.

Finally, it bas been made explicit that in nearly all central American countries burcaucratic delays
to obtain the necessary permits to open up new businesses are rather the rule than the exception. The time
and costs connected with the registration of new enterprises is excessive. Although in this respect a
regional approach is not necessary, it bas to be made clear that this is *regional” problem to be addressed
by all authorities in Central America.™

D) Hurdles to regional integration

Allhoughinvingsuonglyemphasizedtheovmll advantages of a regional appraoch for Central
Amcrics, it does not automatically follow that each sector in each country is a potential winner.

Regional integration should lead to more competition, thus compelling firms to upgrade their
efficicncy and expand the scope for intra-industry soecialization. The increase of competition may
however endanger the survival of firms and put at risk entire industrial subsectors in individual countries.
The idea of a successful regionally integrated Central American market is one of increased intra-industry
specialization with enough companies in any small market scgment lo guarantee a competitive
caviromment, but not one of too strong "inter-industry”® specialization which would lead to a major
reallocation of whole industrial subsectors in the region and thus to 2 conceatration of whole indus{rial
subsectors in one or the other country.

Although threats of inter-industry specialization leading to the failure of whole industrial
subsectors in individual countries cannot be completely ruled out, they seem to have been more “real” in
the past. In the past such threats had to be taken seriously especially due to the drive of companies to
produce everything by themselves while engaging in vertical integration efforts. Moderm forms of
organization tend to avoid emphases on vertical integration which often prevents achicving low-cost
production systems. Many large companies in developed countries have already changed to what is called
“"lean production” systems, concentrating their activities on those areas where they have a strong
competitive advantage while subcontracting out other tasks to specialized firms. A precondition for such
systems to work is the existence of both large enough markets as well as firms ready to take up the
challenge to fight for the new emerging market niches. In other words, with the emergence of ever more
complex industrial systems under the conditions of free markets, systems which are characterized by an
ever larger number of intermediate stages and specialized tasks to be fulfilled, one can hardly assume that
for all of those different stages and tasks along any production chain, one country in Central America
would always offer the most cost effective preconditions.

Indeed, the investigations undertaken for that project clearly show for each subsector quite
significant differences in the factor endowment, the quality of inputs and factor prices in the different
countries of Central America. This is confirmed by UNDP and World Bank statistics. (Sce Table 24 and
Table 27). Central American countries differ from each other significantly in respect to salaries, the level
of skills available for manufacturing enterprises, energy costs, capital costs as well as the quality and
prices of various material inputs which indeed should open for each country specific niches to operate
efficiently in a common Central American market.®

® UNIDO, Poliricas para la reesiructuracion indusirial de Centroamerica, Vienna 1993,p. 17.

® Sece UNIDO, ‘Industrial modernization in the central American textile industry: the potential for regional
cooperation”, Vienna 1993, pp. 4-27.

Sec UNIDO, “Modernizacion de! sector metalmecanico centroamericano: potencial de peracion, idades y
limitaciones®, Vienna 1993, pp. 13-16.
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In terms of electricity prices (and encrgy prices in general) Costa Rica and El Salvador are within
Central America the two most competitive countries in contrast to Honduras and Guatemala. However,
not only the actual price of electricity but also the reliability of electricity supply is an important factor
in determining a country’s attractiveness for industry. Costa Rica is in this respect by far the most
advanced country in the region.

Costa Rica is also the country with by far the highest salaries and wages in the region. However,
in return it is also the country with the best developed human resource base in the region. In other words,
any integration of the markets in Central America is likely to lead 10 a loss of low-paid/low skill/low
productivity jobs in Costa Rica in favour of neighbouring countries. On the other hand, Costa Rica would
benefit from the integration for all kinds of R&D and technologically more advanced production
activities in the region, where it has a comparative advantage ™ It is of course questionable whether a
concentration of high-tech activities in Costa Rica is or would be acceptable to other countries in the
region. A decentralization of technology activities, including the foundation of regional research institutes
in other Central American countrics and/or their spread over various Central American countries would
thus probably be a politically more advisable approach, irrespective of existing comparative advantages
for Costa Rica in this area.

One of the crucial clements in respect to restructuring is the availability of funds at
reasopable costs. Interviews with managers in all investigated subsectors reveal that the lack of cheap and
casily available finance was generally considered the most severe hurdle towards successful restructuring.

Caution is however needed when dealing with capital cost data. First of al} eaterprises need both
the availability of capital (easy access to loans and to capital markets) and reasonably low interest rates
to make investmeat profitable. Very low or even ncgative interest rates, however, are no real help for
enterprises if this takes place under conditions of severe credit rationing, and even worse, if it relies on
centrally planned capital allocation mechanisms. This indeed scems to have been the case in various
Central American countries in the past.

High nominal interest rates do not necessarily mean high capital costs and are not enough of a
proof to justify calls for a reduction of interest rates. The only correct measure for the actual burdea of
capital costs for industrial enterprises are “real interest rates®, i.c. nominal interest rates less inflation ®
Those can only be determined ex-post. As the countries of Central America - with the exception of E1
Salvador - successfully managed to reduce their respective inflation rates during 1992, real interest rates
significantly increased for industry. This left the region with real interest rates of around 9 percent on

See UNIDO, “Competitividad de la agroindustria de Centroamerica, Vienna 1993, pp. 5-46.
See UNIDO, *Modemizacion industrial en Centroamerica: el subsector cuero y calzado, Vieans 1993.

B See also UNIDO, “Modemnisacion del sector metaliwecanico centiroamericano: Potencial de cooperacion,
ne :sidadesy limitaciones®, February 1993, p. 9 and p. 45.

2 Given s price increase (inflation ratc) “p” and & nominal interest rate *i°, the rea) interest rates should be
correctly calculated as r=((100+i)/(100 +p)* 100)-100. In order to obtain a mere idea of magnitudes of the levels of
real interest rates, onc can simply deduct the inflation rate from the nominal interest rates, i.c. ¢ =i-p. The following
calculations in the tables use the (simple) latter approach.

Nominal interest rates as presented in Table 24 were those prevailing for industry in mid 1992, In order to arvive at
the real interest rates, the inflation ratcs based upon (the only availsbic) December to December figures of the
consumer price index based on information provided by CEPAL were calculated. (This means that the calcuiated real
intcrest rates for industry in 1992 are likely upwards biasscd).
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average, which are rather high by international standards.® Especially enterprises in Honduras seem to
have been hit by high real interest rates in 1992. In contrast, enterprises in El Salvador should have been
easily able to repay their debts given the existence of negative real interest rates.

Results differ slightly if based on IMF data. According to this set of data real interest rates were
in Central America on average slightly less than 7 percent in 1992 after just 1 percent in 1991 and
negative values for 1990. Against this background it becomes indeed understandable that the “high cost
of capital® was such a cause of concern in nearly all enterprises visited in 1992. The highest real interest
rates in 1992 were registered in Honduras, followed by Guatemala and Costa Rica. El Salvador showed
slightly negative real interest rates. (For Nicaragua no data bave been available). Over the whole 1986-
1992 period, however, it is interesting to note that by far the highest real interest rates had to be borne
by companies in Costa Rica (!), followed at some distance by companies from Honduras. Companies in
El Salvador and Guatemala on the other hand cajoyed - on average - even pegative real interest rates.

An interesting phenomenon in this context was that Costa Rica - despite extremely high real
interest rates - enjoyed by far the highest invesiment rates in the region (24 percent of GDP in 1989 as
compared o just 13-16 percent of GDP in the other Central American countrics). (See Table 26). Apart
from social stability, a further factor behind that positive result seems to have beea Costa Rica’s high
saving ratio (21 percent of GDP) which was favoured by such highly attractive interest rates. (High real
interest rates also prevented capital flight in contrast to other Ceatral American countries in the 1980s).
In El Salvador or Guatemala where negative interest rates prevailed, the saving the savings ratio was
significantly lower (between 6 and 8 percent) than in Costa Rica. In between the two extremes of Costa
Rica and El Salvador was Honduras. Honduras had compared with Costa Rica both Jower interest rates
and savings ratios while compared with El Salvador both interest rates and savings ratios were higher. The
domestic financing gaps for investment (savings rate less investment rate) had a clear positive correlation
with real interest rates. They were small in Costa Rica, slightly larger in Honduras, high in Guatemala
and particularly large in El Salvador. As over a prolonged period of time, in no country major deviations
between the investment and savings ratios can be sustained there remains certainly an argument in favor
of positive real interest rates in order to create the financial basis to enable investmeat, evea if this may
not be recognized by industry. Data suggest that the easy availability and the easy access to funds scems
to be ultimately of more importance to industry thaa the actual costs in terms of interest rates. Calls made
for major reductions in the level of interest rates are certainly understandable and justified from the
. perspective of specific industries which have to bear the burden of high financial costs, but extreme care
has to be taken in order not to frighten off private depositors by subsequent declines in (real) interest rates
which could do industry in the long run more harm than good. Any proposed interference in the interest
setting mechanism would have to be done - if regarded as unavoidable in order not to endanger the future
a whole subsector - with utmost care which might call rather for investment subsidies instcad of
administered reductions in the level of interest rates. Furtiermore, the more the markets of Central
America become integrated, the harder and the less successful are likely to be measures taken on the
pational level to interfere in a market determined interest setting mechanism. Thus, any (unavoidable)
interference wil! bave to be done as a co-ordinated action on the regional level.

® Excluded from that analysis was Nicaragus duc tv lack of dsta available.




Table 24: Factor prices in Central American countries in 1992 (in US-$, unless otherwise
stated)
Costa El Salvador | Guatemala | Nicaragua | Honduras | Central
Rica America
(un-
weighted
average)
Minimuam 153 84 3 50 40 74
salary®
Electricity 0.072 0.069 0.102 . 0.11 0.09
(per KWh in
L)
Nominal 26%-32% 14%-15% 20%-21% 2%-26% n%
interest rates
for industry
Inflation 1991 253 9.8 10.2 TI5.4 214 16.7*
Inflation 1992 18.1 16.3 11.6 22 54 13.0
Real interest 8$%-14% -2.8% 10%-11% - | 17%-21% 9%
rates 1992 to -1.8%
for mdustry
Source: UNIDO, Modernizacion del sector metalmecanico centroamericano: Potencial de

cooperacion, necesidades y limitaciones, Vienna 1993; inflation data: based on
consumer price index; CEPAL, Notas sobre la economia y el desarrollo,

December 1992, p. 43.

a/ In all countries additional charges amount to about 1/3 of the salaries.
b/ excluding Nicaragua
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Table 25: Real interest rates in Central American countries
Coumtry 1986 1987 1988 1909 1990 M 1992 1986-1992
avg. **)
. Costa Rica Lending rate 1.8 23.8 8.7 9.2 32.6 38.9 28.5 2.1
Consumer price 1.8 130.7 157.9 1840 219.0 281.9 343.3
index (1985z0)
) Inflation ns| 169 28] 11s] wo| as7] 28 19.4
Resl intmeest®) 10.0 6.9 7.9 12.7 3.6 10.2 6.7 9.7
Et Selwvedor Lending rate 1%.0 17.0 17.0 18.5 21.2 9.7 16.4 7.7
Consumer price 131.9 164.7 197.3 232.1 287.8 329.2 .-
index (1965=0)
Inflation 31.9 2%.9 19.8 17.6 2.0 %4 16.8" a3
Resl interest -17.9 -7.9 -2.8 0.9 -2.8 53 -4 -3.6
rate *)
Gatemls Lending rate 13.2 1.0 15.2 16.0 33 3%.1 19.4 9.3
Consumer price 136.9 153.8 170.5 189.9 268.1 357.1 ..
index (1985=0)
Inflation 36.9 12.3 10.9 1.4 41.2 3.2 1m.6"° 2.5
Real interest -B.7 1.7 4.3 4.6 -17.9 6.9 7.8 -3.2
rate *)
Bondheras Lending rate 16.1 15.5 15.4 5.4 17.1 21.9 21.6 17.6
Consumer price 1064 106.9 111.8 122.8 151.4 202.8 220.7
index (1985=0)
Inflation &.6 2.4 &.6 9.8 33 34.0 8.8 12.5
feal interest 1.7 13.1 10.8 5.6 6.2 -12.% 12.8 5.1
rate *)
- Nicaragm Inflation 767 1,347 33,547 1,689 . 13,490 wms 2.2 .-
Central Lending rate 16.3 17.6 19.1 19.8 B.6 8.7 2.5 2.9
) America
Inflation 213 %.1 %.0 3.8 2.9 7.6 “u.s 8.9
Real interest -5.0 3.5 5.1 6.0 -3.3 1.1 6.7 2.0
rate *)
Source: INF, International Financial Statistics, March 1993,

a8/ CEPAL, Notas sobre la econamia y el desarrollo, Decesber 1992, p. 43.

*) simplified calculation: lending rate (ess inflation rate
. **) simplified calculation: srithmetic average
**e) excluding Nicersgus
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Table 26: Relationship between interest rates and investment and savings in Central American countries
Real interest | Real interest | Gross domestic Gross damestic | Financing gap
rates (average | rates investment in X of saving in X of of investment
1986-1992) 1989 GOP (1989) GOP (1989) in X of GOP

Costs Rics 9.7 12.7 26 21 3

EL Salvador -3.6 0.9 16 6 10

Guatemala -3.2 4.6 1% 8 )

Ronduras 5.1 5.6 13 1" 2

Central America (avy.) 17 12 S

Developing countries S 26 -1

Industrial countries 3 3 0

Sources:

1993, CEPAL, Notas sobre la economia y el desarrollo, December 1992, p. 43.

WP, Numen Development Report 1992, p. 175; INF, International Financial Statistics, March
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[hble 27:

Factor quality (mmen resources/technological level)

Costa Rica b l&atenl- icaragua as loping Ilmhstrialiud
Lvador tries tries

5.7 4.1 4.1 4.3 3.9 3.7 10.0
93 B 55 .- 3 n .3 98
8 M . P4 n 80 a8 close to 100
41 26 21 37 32 n 41 &
2.7 1.7 .o 0.9 0.5 1.5 1.2 9.4
26 28 .- 38 38 3R 3 35
. 1.4 1.4 .. 1.9 1.6 8.9 81.0
4.4 2.0 1.8 3.9 4.9 3.4 2.2 5.9
39.9 . .. 16.0 20.7 S5 17.2 20.0
26 13 4 . 12 14 13 100
31 6 3 .. 3 1 6 100

UNDP, Humen Development Report 1992, New York 1992 and World Bank, World Development Report

1992, Washington 1992, p. 274.




Practical hurdles on the way towards regicnal integration result from a number of non-tariff trade
barriers that still pessist although some progress in dismantelling those restrictions since the mid 1980s
bas already been accomplished.

Nevertheless, especially quantitative restrictions have become a highly distorting element in
regional trade (as well as intra-regional trade). The case of Guatemala for example showed that as of mid
lMadpiMnmwofMWﬁﬂMmﬁMMmsﬁnmbjedhspedﬂﬁm
{"licencias previas®) or evea outright prohibitions to import. Such quannunve:&neuonsnﬁeutbemlc
industry, pbarmaceuticals, pesticides, electrical and electronic equipment (including radios), metalic
products etc.® Restrictions of this kind are among the first to be abolished if the aim is to foster regional
links.

By far the most important non-tariff trade barriers are administrative delays and red tape in intra-
regional trade activities. A streamlining of procedures is urgently needed.

Other trade barriers include the so-called surcharges ("sobretasas™) which officially bave beea
raised for fiscal reasons only but which act exactly like tariffs. In some but not all countries such
surcharges excluded imports from other Ceatral American countries.® However, those surcharges are
progressively being phased out. They have already been reduced up to 1992 to just between 3 and 10
percent, and should thus not be any serious barrier to trade in the future.™

In a some Central American countries one also finds specific consumption taxes which can go over
100 percent (Nicaragua); however, in most cases they do not surpass 30 percent”. Although these
consumption taxes are officially not directly linked to imports it can be claimed that they de facto fulfill
a similar role as import duties, if they arc introduced on products which are not produced in the country.
In how far existing consumption taxes indeed act as an impediment to regional trade is not clear and still
peeds further investigations.

Furthermore, restraints to regional trade are also found in foreign exchange legislations. Exporting
companies in Central America are often forced by their national authorities to request their foreign clients
to pay their bills within a very short period of time afier delivery (on average approximately within one
month).® In addition, in some countries (c.g. Guatemala) rules were established that deposits have to
be made in advance with the pational banks with the subsequent loss in interests by the importing
company. Of far greater importance is and will remain the actual foreign exchange policies pursued by
individual countries in Central America. With open markets, small changes in the relative value of
currencies vis a vis other countries in Central America can dramatically increase or decrease the
"competitiveness” at the expense or to the benefit of regional trading partners. A coordinated policy on

* UNIDO, Estructura de proteccion ¢ incentivos a la industrializacion ca Centroamerica, February 1993, p. 27.

© 1n Honduras for example, such surchages were not raised on imports from other Central American couatrics.
See UNIDO, Estructura de proteccion e incentivos a la indusirializaion en Ceniroamerica, February 1993, p. 16.

* UNIDO, Esiructura de proteccion ¢ incentivos a la indusirializacion en Ceniroamerica, February 1993, p. 16.

” 1n Honduras consumer taxes range from 10 percent (alcohol, perfumes, toys, clectrical gadgets, eic.) to 20 and
30 percent for cars with high cylinders. In Costa Rica consumer taxes range from O to 75 percent depending on the
degreecof ity ("basic needs concept”), in Nicaragua they range from 1S percentto 110 percent (cars). The highest
rates in il countries are for cars, oil, beer, wine, alcohol and tobecco. (UNIDO, Esiructura de proteccion ¢ incensivos
a la industrializacion en Ceniroamerica), Vienns 1993, p. 21.)

® Gustemala: 45 days, EJ Salvador 40 days, Honduras: depending on the product between 30 and 120 days,;
Nicaragua: 5 days, Costa Rica: depending on the good between 30 and 360 days. UNIDO, Esiructura de proteccion
¢ incentivos a la industrializacion, Februnry 1933, p. 22
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the regional level which belps to maintain the competitiveness of Central American products vis a vis the
rest of the world while - if aecessary - carefully readjusting internal Ceatral American currencies to take
sccount of differeaces in inflation rates is of greatest importance.

Problems bave also beea ideatified in respect to exports. Not only in respect to imports but also
for a number of export items Cestral American couatries (such as Guatemala and Honduras) in the past
introduced quantitative restrictions or liccaces which are still in use, in particular for aw materials (such
as wood and meat) or other agricultural products (in particular sugar).® Scrap as an input for the iron
and stee] industry has beea another product category for which trade has been restricted on the export
side.*™ Furthermore, export duiies oa traditioaal export items were often used for (mainly) fiscal reasons
in the past. These export duties have already lost significantly in importance or have been even abolished.
(They however tended in any case to affect more extra-regional than intra-regional trade). A (small)
problem still poses the promotion of non-traditional extra-regional exports by CAT systems (“certificado
de abono tributario™) which in one way or another exist in all Central American Countries.” The
objective of such systems was to compensate for the existing anti-export bias by subsidizing extra-regional
exports. Formulated in a different way, this was equivalent to a government policy aiming at redirecting
pon-traditional exports away from markzts in Central America to markets overseas. However, the decision
has already been made in a sumber of Central American countries (¢.g. Costa Rica and Nicaragua) to
phase out these specific promotion schemes for extra-regional exports by 1997%, parallel to the reduction
of the anti-export bias by means of reduction of import duties and the depreciation of currencies which
already has taken place. Similar problems like those resulting from the drawback systems (such as the
CAT) were also ideatified in respect to the maguiladora system (“frec zones™). Such mechanisms have
played and play an important role to boost extra-regional exports. However, at the same time they often
preveat the creation of linkages to the domestic economy and in even more so the creation of linkages to
the region as a whole. Without endangering the operations of such overall successfully working schemes,
attempts should be made, pevertheless, to better integrate the local Central American economies to
significantly increase the supplics to these free zones with inputs from Central American countries other
than just unskilled labour.

E) Trade-offs for Central American countries and industries engaging in a regional integration

y is of competitiveness of major industrial subsecto

Although there are good reasons to expect regional integration to lead to more intra-industry
specialization and intra-industry trade instead of mere inter-industry or inter-sectoral specialization - as
was argued in the previous chapier, it would not reflect reality to assume that eventually all industrial
sectors in all Central American countries will be winners due to the integration process. Normally one can
assume that competitive sectors will be to gain most from regional integration while non-competitive
sectors are doomed to lose.” Thus, in this chapter the competitiveness of various sectors will be
discussed in order to obtain some indications on the possible implications of regional integration.

® Sec UNIDO, Modernizacion del secior indusirial en Centroamerica: hacia la formulacion de un programa de
accion, February 1993, p. 47.

® UNIDO, Modemizacion del sector metalmecanico ceniroamericano: Potencial de cooperacion, necesidades y
limitaciones, February 1993, p. 1.

* See UNIDO, Modemizacion del sector indusirial en Centroamerica: hacia la formulacion de un programa de
accion, February 1993, p. 47.

% Gustcmala: 45 days, El Salvador 40 days, Honduras: depending on the product between 30 and 120 days;
Nicarsgus: S days, Costa Rica: depending on the good hetween 30 and 360 days. UNIDO, Esiructura de proteccion
¢ incendivos a la indusirializacion, February 1993, p. 22,

® Sec UNIDO, Economic Iniegration in Central America: An overview of implications for indussrial modernizasion
in the 19905, Vienna 1993, p. 22,
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The diagnostical papers prepared under the project for the agro-industrial subsectors, the textile
and clothing industries, the leather and footwear industries and the metal- and engineering industries show
in a detailed way the strengths and weaknesses of these industries in Central American countries and their
specific restructuring needs. Further detailed information based upon UNIDO statistics on the competitive
strengths of the main industrial subsectors is found in the background paper to regional integration and
restructuring in Central America. In addition, the overview paper discusses the main industrial subsectors
and their levels of competiveness. Here it was argued that without further restructuring taking place,
greatest benefits of regional integration due to trade liberalization would accrue to Costa Rica, followed
by Guatemala and El Salvador while the weaker economies in the region, i.e. Honduras and Nicaragua,
could turn out to be losers.™ Thus, in order not to endanger the integration process, efforts of regionai
and intermational institutions should focus on improving both the social and physical infrastructrure
(including training programmes for skilled workers and managers to upgrade the human resource base in
Ceatral America) with special emphasis being given to the weaker countries in order to compeasate them
for any poteatial losses due to the integration process.”™ Although the basic pattern of competitiveness
with Costa Rica leading, followed by Guatemala and El Salvador (or El Salvador and Guatemala) and
Nicaragua and Honduras lagging behind, is reflected in several industrial subsectors, but it is certainly not
valid for all subsectors.

In the following paragraphs the main findings of the amalysis of competitiveness of the four
subsectors investigated, will be summarized. If one assumes that existing competitive streagths and
weaknesses will become even more pronounced in the process of integration, the following picture
cmerges:

- Agroindustries

The revealed comparative advantages in agroindustries which account in Central America for
about 45 perceat of MVA (1990)™ in respect to trade with the USA bave been the following:

* The actual outcome of integration is of course not necessarily only a question of competitivencss. Thus, i bas
also becn argued that Costa Rica which in the carly 1990s had the highest tarifTs, would be most strongly bit by the
reduction of external tariffs to just 20 percent by 1995 while other Central American countries already reduced their
tarifls as part of their structural adjustment programs. This line of argument is not necessarily correct as Costa Rics
traditionally put less emphasis on non-arifl trade barriers than its Central American necighbours. Thus, while Costa - -
Rican industry will be sffected by reduced tariffs, the industries in other countrics ase likely to be affected by less non-
tanifl rade barricrs. Nevertheless, the problem from a theoritical point of view is that Central American countrics are
going to experience both regional integration and liberalization of extra-regional trade in the 1990s. In this chapter only
the results of regional integration will be discussed; not discussed will be the overall combined effects of regional
integration and extra-rcgional trade liberalization. In the subscctoral papers those issucs have been analyzed as well
but they do not seem Lo really significantly change the overall picture.

® See UNIDO, Economic Integrarionin Ceniral America: An averview of implications for indusirial modemizarion
in the 19903, Vienna 1993, p. 24.

* UNIDO, Giobal Database 1992.




53

able 28: Revealed Comparative advantage of agro-industnial exports to the USA (1989);

(any figure larger thaa 1 indicates a comparative advantage)

lCom Rica &2 satvador Guatemala [l;nduras
17.2 3.9 16.2 183§
7.2 0.8 0 l:l
27 144 6.5 30.4 I
38 p ) 9.6 1.7 I
rozen vegetables 39 53 18.9 1.8 I
123 24 4.8 10.9
30.5 6.2 80.4 26.6
74 18.2 24.6 13.1
10.2 83.3 53.8 144
111.5 1] 70.5 2573
I{’I;3IDO, Competividad de la agroindustria de Centroamerica, Vienna, February
1993, p. 47.

In the paper it was argued that an integrated regional market for agroindustries is likely to lead
to specializations of Ceatral American countries in the following fields:

Costa Rica: milk products (including cheese), meat, oil, fish
El Salvador: packaging industries for food products, fruits
Guatemala: processed and frozen vegetables and fruits
Honduras: fruits, oil and vegetables

Nicaragua: meat

The basic problems for non-traditional products of the agro-industry (i.e. all products excluding
banana, coffec and sugar) are the low quality and high costs of material inputs as well as the lack of
effective distribution channels.”

This general statement needs some qualifications. In respect to meat production, Nicaragua for
instance has a rather good quality of inputs (especially cows) although it lacks "genetic™ quality.
Furthermore, the ex-ante selection and classification of meat news to h# improved to guarantee quality
of output of meat processing plants. Next to Nicaragua Costa Rica 1s a!so well placed for meat processing.
Guatemala has a significant production of meat but so far has not been able to control effectively the

7 UNIDO, Comperirividad de la agroindustria de Crnironmerica, Febeuary 1993, p. 30.
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slaughtering activities. Products destined for the local market are still far from fulfilling international
standards.”

Processed vegetables play an important role i Guatemala. 8 caterprises are specialized in
freezing operations and a number of enterprises is specialized in the processing of vegetables into tin
products. Major problems are found in the backwardness of the agricultural sector which limit the progress
of the processing industries. Capacity utilization is thus rather weak (59 percent). The Ievels of hygene
must still be improved. Sigaificant problems are found in the whole production chain, starting with the
specification of seeds, inspections, correct use of agro-chemicals, etc.

Processed fruits (pineapples, melons, mangos, strawberries etc.) are important export articles or
at Jeast have the poteatial to become important export products in all Central American couantries, in
particular in Honduras and Costa Rica”. Studies undertaken have shown that export industries based on
such fruits (plantation and packaging) in Guatemala promise rates of return of betweza 20 and 30 percent.
Especially for exotic foods the markets are still rapidly growing in industrialized countries. Bottlenecks
are mainly found in the transport system.

The production of vegetable oils has significantly increased in Costa Rica, Guatemala and slightly
in Honduras. It decreased in Nicaragua and El Salvador. Especially Costa Rica seems to show clear
comparative advantages in this field. Investment projects (especially in the field of palm oil production
and processing) with rates of return of around 40 percent are no exception.'®

The same is true for fish processing. Also in this area Costa Rica is leading. Nicaragua is strong
in the catch of fishes but it does not have an important fish can industry to process fishes. In respect to
sea food other than fishes ("camarones™) El Salvador and Honduras register comparative advantages.

Concerning milk products, Costa Rica is by far the the most advanced producer in the region.
However, milk as raw material is rather expensive, ranging from $0.2 in Costa Rica to $0.32 in
Guatemala as compared with $0.1 in New Zealand or Uruguay, or $0.15 in Argeatina and Chile which
does not give Central America much chances to specializ~ in processed milk products. Apart from Costa
Rica, producers of milk are only renumerated for quanti., delivered but not for quality of their product.
Correct labels for milk products so far are only compulsory in Costa Rica and Guatemala.

_ One problem which has to be addressed explicitly in respect to agroindustries are the actual effects
of assistance in kind by the international community which can have distorting effects on the local markets
and endanger economic developmeit. For instance milk powder has been distributed to the population in
various countries. It was subsequeatly bought up cheaply by some local enterprises, mixed with water and
fresh milk and sold again as fresh milk on the domestic market. Irrespective of the question of legality,
there is a danger that such practices could severely distort in future not only the domestic but the regional
markets of Central America as well, reducing the incentives of enterprises and agriculture to invest and
expand their operations in this field.'”

Reasons for specialization in the field of agro-industries are to be found inter alia in the necessity
to create effective distribution channels as well as due to increased demands of industrialized countries in
respect to quality requircments and health norms to be fulfilled for goods being allowed to enter

® UNIDO, Comperirividad de la agroindusiria de Ceniroamerica, Februsry 1993, p. 31.
® UNIDO, Competitivad dc la Agroindustry de Centroamerica, Vienna 1993, p. 46.
® UNIDO, Competitvidad de la agroindusiria de Centroamerica, Vienna, February 1993, p. 45.

'™ UNIDO, Comperirividad de la iagroindustria en Centroamerica, February 1993, p. 11.




55

industrialized countries which ask for significant investments (high-tech laboratories) that are certainly not
economical if made by every single small enterprise in each country.

- Textiles and clothing

One of the striking facts of the analysis of data of the late 1980s was that on an aggregate level
in textiles - in contrast to clothing - all Central American countries show a comparative disadvactage. The
most competitive country within the region in textiles (i.e. the country with the least comparative
disadvantage) is El Salvador, followed by Guatemala. In the case of clothing Costa Rica shows the
strongest revealed comparative advaatage, followed by Guatemala (see Table 29). Textiles and clothing
account in Central America together for about 8 percent of MVA.™

On a more disaggregated level one can see that El Salvador has a comparative advantage in yarns
and in non-garment textile products. The other countries cach have a specific strength in particular areas
within the garment industry with Guatemala leading in women’s clothes, Costa Rica in mea’s clothing and
knitwear, and Honduras in underwear (see Table 30).

Costa Rica is furthermore particularly strong in wool clothing, suit-type coats for men and in
skirts. El Salvador is competitive in cotton yarns (both carded and combed) and cotton towels. Guatemala
has a comparative advantage in knit fabric. The main garments in which Guatemala is the leader are
women and girl’s coats, suits, trousers and skirts. In general, Gutamala has a revealed comparative
advantage in women's outwear. Honduras is strong in cotton sheeting and cotton twills as well as in cotton
shirts, trousers for men and boys, cotton underwear and brassiers.

As far as different processes within the production chain are concerned, El Salvador is strong in
spinning. It has the largest spinning industry as well as the two most modern mills in Central America.

Honduras shows strengths in some woven cotton fabrics and Guatemala in knit fabrics.'® It is
interesting to note that in contrast to general trends Costa Rica has been reported to be technologically
relatively backward in both spinning (with the exception of polyester yams), weaving and finishing.'®
In the garment industry there is evidence of some specialization potential by different types of products
with Costa Rica relatively strong in wool products, more sophisticated men’s wear, Guatemala in
women’s outwear (both cotton and synthetic fibres) and Honduras in underwear and less sophisticated
cotton men’s wear (shirts and trousers).

Given the economic difficulties of_Nicaragua in the late 1980s Nicaragua did mot show any
comparative advantages. The quality of yarn produced was reported to have been very deficient, and
quality control totally inadequate. The technological level in weaving was reported to have been even more
backward than in spinning. Lack of spare parts restrained operations to 50 percent of capacity in weaving.
In knitting out of three (state) firms one had to be closed down because it was totally obsolete and quality
control in industry was reported to have been neglected. In finishing the situation is even worse.
Technological backwardness and poor quality because of poor raw material inputs is also a charcteristic

18 UNIDO, Global Database 1992.

® Scc UNIDO, Indusirial modernization in the Central American sestile industry: the polential for regional
cooperation, February 1993, pp. 29-31.

1% See UNIDO, Industrial modernizarion in the Central American texiile industry: the potential for regional
cooperasion, February 1993, p. 5.
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of the output of the clothing industry." However, this negative description of the status quo does not
mean that Nicaragua could not develop comparative advantages within the textile-clothing industry in the
1990s, given the fact that Nicaragua is still the second largest producer of cotton in Ceatral America after
Guatemala. In any case, past performance in textiles and clothing as well as in other sectors does not
necessarily have to be useful indicator for the future potential of that country'® which until recently had
put most of its efforts into military defence.

Revealed comparative advantage in textiles and clothing for Central American
countries (RCA measured by the normalized net export ratio - 1986-88)

Textiles ‘Clothing
-1.45 0.55
0.16 -0.07
0.24 035
-1.71 0.15
-2.27 0.53

UNIDO, Industrial modernization in the Central American textile industry: the
potential for regional cooperation, February 1993, p. 29.

' See UNIDO, Indusirial modernization in the Central American textile indusiry: the potensial for regional
cnoperarion, February 1993, pp. 24-28.

1% e UNIDO, Indusirial modernization in the Ceniral American texiile industry: the potential for regional
cooperion, February 1993, pp. 29-31.
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Ll'able 30: Revealed comparative advantage for selected textile and clothing products 1
Costa Rica El Salvador vatemala onduras
- 1.5
15.0
en’s outwear not 28.7 9.1
'omen's outwear 20.7 16.3 23.6 15.0
253 85.0
knit non- 3.3
473 11.3 750

UNIDO, Industrial Modernization in the Central American textile Industry: The
Potential for Regional Cooperation, Vienna, February 1993, p. 30 (neasured by
the Balassa method, based on UNCTAD data).

- Leather and footwear

The leather and footwear industry, which contributes around 2 percent to MVA in Central
America'’, showed in recent years, in particular in Costa Rica and E! Salvador, that it has significant
potential to expand. In Guatemala the footwear sector showed goods results while the leather industry has
obvious problems. In Honduras the industry is stagnating and in Nicaragua it declined and only slowly
starts to regain strengths. (See Table 31, Table 32 and Table 33). The best export potential for Central
American footwear is in male mocassins, in the "working shoe segment® and in “cappelladas”
(uwm-)-lﬂ

' UNIDO, Global Database 1992.

'WUNIDO, Modemizacion indusirial en ceniroamerica: el subsector curea y calzado, Vienns 1993, p. 20.




58

UNIDO, Modernizacion industrial en Centroamerica: el subsector cuero y calzado,
Vieana 1993, pp. 83 ff.

ll‘able 31: Leather and footwear industry (gross output in US-§)
Costa Rica El Salvador Guatemala Honduras

1987 27.2 440 311 21.2
- 1988 28.1 540 323 22.7 1
1989 38.2 62.2 346 18.2 jl

) 1990 403 58.3 34.1 19.2

1991 41.0 63.1 35.6 19.7

verage 10.8 9.4 34 18

ual growth
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I‘rable 32: Gross output of tanneries in US-$

Costa Rica El Salvador Guatemala Honduras
14.2 26.0 17.2 12.1
14.4 36.3 16.8 12.4
189 39.8 17.5 10.6
20.8 38.1 17.0 111
21.1 39.4 17.4 11.8
10.4 1.0 0.3 0.6

growth

UNIDO, Modemizacion industrial en Centroamerica: el subsector cuero y calzado,
Vienna 1993, pp. 83 fT.

——

able 33: Gross output of footwear in US-$
Costa Rica El Salvador Guatemala Honduras
1987 9.9 4.5 10.7 8.2
1988 10.6 13.7 123 9.5
1989 15.3 17.6 13.6 6.9
1990 14.9 16.4 13.6 7.6
1991 15.5 19.1 14.8 8.4
verage 11.9 43.5 8.4 24

i
W N N S I B

urce: UNIDO, Modemizacion industrial en Ceatroamerica: el subsector cuero y calzado,
Vienna 1993, pp. 83 ff.

Although the leather and footwear industry should have potential to expand in the future, that
expansion is restrained by low priority given so far to these very dynamic industrial subsectors. The skills
of the workforce are generally very low which is both true for qualified personnel and "medium*® qualified
personnel. Training facilities in this field are either inexistent or extremely badly equipped to fulfill their
tasks. Investment into this sector was extremely poor in the 1980s which contributed to Ceuntral America
losing its competitive strength in this sector, a trend which only has started to change again in the early
1990s. Basic cost accounting techniques are often unknown which repeatedly leads to wrong managerial
decisions. Companies tend to produce a wide range of products in small quantities, neglecting possibilities
of specialization and subsequent cost reductions. Other major problems for the leather and footwear
industry are shortages in the quantity and especially quality of locally available raw materials as the best




&0

skins tend 10 be exported and not further processed. Furthermore, the classification system for the raw
materials Joes not (yet) work.

Based on 1987 data the RCA analysis bas shown that ia respect W0 competitiveness of pramary
goods exports (hides and skins, including the initial phases of leather processing) Costa Rica is clearly
lcading, followed - at some distance - by Honduras and El Salvador. The overall most competitive
countrics in footwear are located in El Salvador and Guatemala, followed by those ia Costa Rica. (See
Table 34). However, in recent years a shift took place in favor of Costa Rica aad El Salvador. (See Table
31, Table 32 and Table 33).

It bas beca pointed out in the paper that in terms of employment and industrial output leather and
footwear play a rather important role in all Central American countries bet Costa Rica.™ Nevertheless,
Costa Rica’s compcetitiveness vis a vis its Ceatral Americaa seighbours is stroag in leather and in some
quality segments of the footwear industry; for mass production of cheap but low quality footwear Costa
Rica is beatea by other Central American countries.'® Despite its revealed streagth in leather exports,
productivity rates of the Costa Rican leather industry arc still behind those of icading industrialized
countries sach as Italy, Spein or France. In contrast to other sectors, the technological level of Costa Rican
cuterprises in the leather and footwear sector is rather low and eaterprises show a low degree of
specialization. The Costa Rican leather and footwear sector is characterized by a large sumber of small
and mediom sized enterprises which are still mostly using traditiosal (mot techaology imteasive) crafts
techniques. Like in other Central American countries, Costa Rican manufacterers are negatively affected
by the lack of kigh quality inputs on the local market as high quality leather teads to be exported. Skill
levels of the workforce - in contrast to other sectors in the coustry - are rather low. There is also a need
for upgrading of design capabilities. (All of these reported shortcomings are bowever not a unique feature
of Costa Rica but generally valid characteristics of all Central American coustries).

El Salvador _has certainly some strengths in mass footwear, although leather has to be imported
(including from Costa Rica) to guarantee basic quality standards. El Salvador is in particular competitive
in male moccasin shoes. Nevertheless, in direct competition with export products from countries such as
the Republic of Korea, Taiwan and China, - which are specialized in 2 samber of similar market niches
as El Salvador - the shoe industry of El Salvador (as it is) is not yet in a position to maintain market
shares unless protected by import duties on the local (regional) market and import restrictions for El

> Salvador’s major Asian competitors on the US market. In other words, while El Salvador is in principle

likely to gain from regional integration in respect to footwear, this is not necessarily the case if such re-
integration into a common Central American market went paralie] with a complete opeaing of the regional
market. On the other hand, EI Salvador has competitive streagths to gain from further regional integration
efforts that go beyond the borders of Central American countries (in particular NAFTA). However, any
general liberalization of world trade (such as would be the case after a successful conclusion of the
Uruguay round in the GATT negotiations) is not necessarily to the immediate advantage of El Salvador’s
shoe industry.

W UNIDO, Modernizacion indusirial en ¢entroamerica: el subsecior curo y calzado, Vieana February 1993, p. 14.

'® UNIDO, Modernizacion industrial en entroamerica: el subsecior curo y cal:ado, Vienna February 1993, p. 27.
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The same is basically also true for Guatemala. While the kather industry bas beea stagoating in
Guatemala, the footwear industry showed signs of dynamism and plays an overall important role. For
many years Guatemala used to have the largest production capacities for footwear in Central America, a
position it now lost o El Salvador and Costa Rica. More than other Central American countries,
Guatemala has been affected by fow quality of domestic raw matenial inputs. Ouly imports (mainly from
Costa Rica, El Salvador and Mexico) are in general of acceptable quality. The level of technologies used
is mostly outdated and the skills of the workforce tend to be very low. The local tanneries are generally
very old and ihey process hides and skins rather inefficiently. Quality considerations so far hardly have
played any major role.

Like in other Ceatral American countries, footwear masufacturers in Honduras are confronted
with only low quality inputs that are domestically available as better quality hides and skins (and partly
leather) are immediately exported. Measures takea to upgrade the workforce bave $o far not fulfilled the
expections. Both leather and the footwear industry stagnated in rocent years.

Nicaragua suffered a severe decline in the leather and footwear industry in the 1980s. From
15,000 to 20,000 employees in the early 1980s, the industry was compelled to reduce its operations which
allowed to employ just 6,000 employees in the carly 1990s. Increased competition from China, Taiwan
and Korea, (mainly via Panama) was inter alia responsible for the decline in Nicaragua’s footwear
industry. Four of the six tanneries in the country had to cease their operations in the 1980s, and the
remaining oncs bave to cope with equipment that is largely outdated, i.c. both technically as well as
economically obsolets. At the same time, Nicaragua is relatively well placed in respect to the quality of
its raw materials (hides and skins) which should enable good quality output of finished products once the
technological obstacles in manufacturing are solved.

Table 34: Revealed comparative advantage of leather and footwear vis a vis the world
(1987)
Costa Rica El Salvador Guatemala Honduras Nicaragua I
Leather 1.4 0.24 0.02 0.30 0.07
Footwear 0.57 1.92 0.70 0.06 0.05
Source: UNIDO, Global Database 1992.

RCA according to the Balassa methods;
RCA > 1 indicates a revealed comparative advantage.

RCA = (/X)) | (Xu/X,)

X = valuc of exports; j = sector whose competitiveness is being measured; i =

the country whose competitiveness is being measured; m - all manufactures; w =

world




- Metal- and enginecring industries

On an aggregate level, the metal and engineering industnies (ISIC 37 and 38) account for 8 1/2
perceat of MVA in the region.'"' The most advanced country in engineering in the region is certainly
Costa Rica'?, followed by Guatemala and El Salvador. The overall least competitive industries are
found in Hooduras and Nicaragua (see Table 35, 36, and Table 37). The analysis of revealed comparative
advantage shows that vis a vis the rest of the world, no Central American country has special strengths,
if measured or the aggregate level.

In geaeral terms, Costa Rica shows relative competitive strengths in fabricated metal products and
clectrical machinery. Costa Rica is especially in technogical terms far ahead of its ncighbours; the
incorporation of electroaics, in particular CAD (computer aided design) is the norm and not the exception.
Costa Rica is also clear keader in respect to0 industrial robots. Costa Rica has still significant capacities to
expand its production of injection moulds ("moldes de inyeccion”™) and extrusions for plastics and rubber
(“extrusion de plasticos y hules®). The local production of electronic circuits has further helped Costan
Rican enterprises to upgrade their capital equipment.'® While Costa Rica is most advanced in the field
of engineering, it is far less so in the early stages of metal production such as in the case of rolling mills
("laminacion®).

Good progress on the way towards modernization has also been reported from Guatemala.
Guatemala has its strengths in fabricated metal products. Rolled products as well as wiredrawing
(“trefilados®) are produced efficiently in terms of economies of scale and technological level, giving
Guatemala a comparative advantage in particular in sheets and plates ("lamina”). Furthermore, Guatemala
is the country in Central America in which the willingness of management to cooperate with other firms,
exchange information and search for complementarities to increase competitiveness seems to be largest.
(sece Table 35, 36).

El Salvador _ has overall a similar level in the metal industries (metals and engineering) such as
Guatemala. The relative streagths of El Salvador are in non-ferrous metals and in fabricated metal
products. Despite - for Central American standards - respectable output figures, El Salvador suffers from
rather low levels of skills of its workforce, outdated equipment, a lack of quality control as well as a lack
of standards to guarantee certain minimum levels of quality.'"* However, El Salvador, like Guatemala,
has already started to moderuize its industry. More than in Costa Rica or Guatemala, there seems to be
a strong reluctance towards cooperation with other firms. It is characteristic for firms in El Salvador to
aim at the largest degree of autonomy possible, producing whatever they can themselves, thereby
disregarding cost considerations. This is especially true for agro-industries which often engage in
metalworking operations, irrespective of costs.

So far, the technological level in metal producing and engineering is lowest in _Honduras. On
an aggregate level, Honduras does not show comparative advantages in any major subsector, it does not
kave much of specialization. Nevertheless, Honduras shows in a few product categories, such as
production of keys highly promising results. Honduras is furthermore a producer of electrical lamps, of

""" UNIDO, Global Datsbasc 1992,

"1 UNIDO, Economic Integration in Central America: an overview of implicarions for industrial modernization in
the 19903, Vienns 1993, 9. 19

" UNIDO, Modernizacion del sector meralinecanico ceniroamericano: polencial de cooperacion, necesidades y
limitaciones, February 1993, p. 37.

% UNIDO, Modemisacion del secior meialmecanico ceniroamericano: potencial de cooperacion, necesidades y
limitaciones, February 1993, p. 8.
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some agricultural machinery, and it bas ap industry to treat metals agaiast corrosion ("industria corona®)
which might be interesting for other countrics in the region to cooperate with.

Like Honduras, Nicaragua does not show any comparative advantages in “metalmechanics™ on
an aggregate level. During the Sandinista regime, the industry was largely nationalized. As beavy industry
- following the socialist development model - was given priority, Nicaragua’s metal and eangineering
industries are characterized by excessive capacities in terms of both machinery and personnel. At the same
time one finds that in many firms the equipment is outdated or outright obsolete. In general, the industry
in Nicaragua suffers from high operating costs, irregular quality and supply of inputs and a geaeral lack
of motivation among the workforce. Nevertheless, also in Nicaragua positive exceptions exist, such as at
IMEP, a producer of agricultural equipment, or SOLNIK, a producer of electrodes, which operate
efficiently in their respective markets.'® First attempts to improve the overall situation by privatization
have been initiated.

" UNIDO, Modernizacion del sector meialmecanico ceniroanericano: potencial de cooperacion, necesidades y
limitaciones, Vienna 1993, p. 12.
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Table 35: General qualitative evaluation of competitiveness of enterprises in
"Metalmechanicas” in Central America

Points:

1 .... needs much atteation

2 ... deficient
‘ 3 .... acceptable but needs attention
4. ... good
l 5 .... very good
I Costa Rica El Salvador | Guatemala Honduras Nicaragua
Technology 3 3 4 2 2
Quality 3 3 3 1 |
Production 3 3 3 2 1
LMarkct 4 4 3 1 1
Price 2 2 2 2 4
Finances 4 3 4 3 2
I Management 4 3 3 2 1
I Human Resources 4 2 2 2 3
Technical 4 2 2 1 3
Assistance
Total (highest 31 25 26 16 I8
score is best)
Technology: level of technology used, maintenance programme,
Quality: quality control mechanism, accomplishment of norms I
B l Production: capacity utilization, production control mechanism
Markets: market projection methods, market research, and follow up activities
Prices: price level, cost accounting, competitiveness
Finances: debt/equity ratio, liquidity, possibilities to obtain new funds I
Management and administrative capacity, organisation of enterprise
. organization
Human Resources: | professional level of training schemes, in-house training, national training
programmes
Technical ability to make usc of technical assistance granted, programmes available
assistance

lrSource: CEPAL, Reconversion Industrial En Centroamerica, April 1990, p. 113.
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cooperacion necesidades y limitaciones, February 1993, p. 44.

Table 36 Additional qualitative evaluation of factors determining competitiveness of
enterprises in "Metalmechanicas® in Central America
Points:
1 .... deficient
2 .... acceptable but still needs attention
3. good
Costa Rica El Salvador | Guatemala Honduras Nicaragua l
Productive 3 3 3 2 2
versatility
Level of 3 2 3 1 2
modernization
Technical skills and 2 2 2 1 2
effectiveness of
hnical teaini
Level of 2 2 2 1 1
administrative skills
"Complemeatation” 2 2 3 1 1
Total (highest score 12 Il 13 6 9
is best)
Results of geaeral 31 25 26 16 18
qualitative
evaluation
(Table 35, 36)
Grand Total 43 36 39 2 27
Productive Ability of companies to change production lines fast to react to market
versatility changes
Modernization Technological level of production (including steps initiated which will lead
to modermization)
Technical skills and | Actual level of technical skills of the workforce (including those in
effectiveness of laboratories)
technical training
Skills of measured in terms of ability to make adequate market projections and have
administration sufficient technical knowledge etc.
"Complementation” | willingness of managemcnt' to cooperate with other firms, exchange
information and scarch for complementarities to increase competitiveness
Source: UNIDO, Modemizacion del sector metalmecanico centroamericano: potencial de




vis a vis the world (1987)
Costa Rica El Salvador | Guatemala Honduras Nicaragua
0.38 0.02 0.26 0.10 0.47
0.10 1.04 0.03 0.05 0.02

I;Tablc 37: Revealed comparative advantage in basic metals and engineering (ISIC 37 and 38)

0.28 0.39 0.17 0.08 0.31

0.51 0.35 0.14

0.07 0.04

UNIDO, Global Database 1992 (Balassa measure; RCA > 1 indicates a revealed
comparative advantage).

As has beea pointed out, regional integration is to the overall advantage for Central America, but
not necessarily for each subsector in each country. Without any interference in the market process, the
most competitive industrics, i.c. mainly those situated in Costa Rica, El Salvador and Guatemala are likely
to gain most from regional integration efforts while the weaker economies (in most subsectors Honduras
and Nicaragua) could turn out to be losers. Such a scenario is extremely dangerous for the success of long-
term cooperrtion among CACM countries. Following the general Pareto-criterium, the integration should
have as a firn minimum constraint not to make any participating member worse off. At the same time,
it has to be emphasized as well that an "even” spreading of gains among all members might not be the
solution as it actually reduces the incentives for individual members to improve efficiency and/or prompts
them to reconsider their participation in the "club’."¢

' The relevance of this argument was indircctly confirmed in Europe. Opinion polls suggest that one of the
reasons behind the negative vote on the Maastricht treaty by the Danish electorate (1992) was that the treary conceming
s European Union also forcsaw & significant increase of funds to be channclied from “rich northern Europe” to “poor
southera Europe” ia order to increase internal coherence.
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Despite a number of well known shortcomings, the EC is nevetheless a good example worthwhile
to be seriously studied for possible applications within the Central American context. The stronger
members with the most competitive industries (in particular Germany but also some other "northern”
countries), which poteatially also are the main beneficiaries of an extended "domestic® market, have in
the EC model de facto agreed to pay in more and receive less out of the common pool than the weaker
members. With the membership fee linked to some indicators of wealth creation or use of wealth (in the
EC a combination of value added tax, external tariffs and GDP), and part of that money being allocated
for structural or regional funds'”, a redistribution mechanism was created which indecd channels some
of the gains of regional cooperation to disadvantaged areas to improve existing low levels of physical
infrastructure and/or to support the creation and running of re-training facilitics that are necessary to cope
with those unmployed which have lost their jobs in the wake of the restructuring process that was
prompted by increased competition due to the abolition of trade barriers. In other words, those structaral
and regional funds do not aim to maintain existing structures but to assist industrial subsectors and whole
regions to accelerate the necessary restructuring process by primarily enabling redundant labour to shift
back again into arcas where there is "real” demand and to improve infrastructure (transport systems,
teleccommunications systems etc.) in order order to remove obstacles for new economic activitics to
develop.

Of course, any such redistribution system of “integration gains® is not without problems. First
of all, it is in most cases difficult to determine how much individual countries or industrial subseciors
really gain from an enlarged "domestic” market. A larger "domestic” market may not only boost intra-
regional trade but also help to increase extra-regional exports and increase the purchasing power of the
population, thus increasing the sales on the original domestic market as well. Thus, there is a bias in
underestimating the potential gains, reducing individual countries’ readiness to allocate funds for
infrastructure investment and upgrading of skills in neighbouring countries which is however a
precondition to strengthea regional coherence.!'® On the other hand, there is always the danger of large
burcaucracies emerging in managing the redistribution process which in the end may cost a lot and
significantly reduce the potential gains from cooperation.’ Furthermore, there is always the possibility
that countries in one way or another start cheating, playing with statistics or de facto allowing tax evasions
on items which are subject to common taxation, etc., thus reducing the overall contribution into the
common pool. Even more sophisticated possibilities to betray one ncighbour exist in using the common
funds, with in addition the possibility of Mafia like organizations to emerge which in cooperation with
local politicians (who are secking reelection), specialize in attracting those common funds.

Although certainly not without problems which need to be carefully addressed, a regional
redistribution system of additional wealth created through improved regional cooperation should
nevertheless be seriously considered, with funds raised being used to help to reduce the negative - but
often unavoidable - side cffects of restructuring of the industrial sector, prompted by increased
competition.

"7 There is for instance & Europcan fund for regional development, a Europeas social fund and a European
agricultural fund.
See Kopeining, M., “Die Suukiurfonds sollen all Mitglicder auf Binnanmarkiniveau heben - die Euro-Milliarden fur
dic SchluBlichter der EG”, Kurier, 25 March 1992,p 7.

% In contrast, the losses duc 10 the climination of 8 common rcgional market - as was docuraented in this paper -
are far more obvious and casy to detect.

"* Despite frequent criticism raised, the EC administration only costs member states 5 percent of the EC budget
or 0.05 percent of member states’ GDP; however for organizations covering a smallcr area the actual fixed costs may
be higher.
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Oupe of the main preconditions for such a system to work in the Central American context is a
dramatic improvemeat of the statistical base which so far seems to be based on rather crude estimates.
This should alsc include national statistical offices checking, and if necessary asking third sources (national
banks, international organizations etc.) to correct obviously wrong figures. So far, statistics published by
different sources concerning Central American countries differ siguificantly from one another which
reduces overall credibility of any figure presented and is thus likely to render intra-regional transfer of
funds difficult.

In order to gain some ideas of possible magnitudes of such regional redistribution systems, the
EC example may give some interesting insights. The EC spent some $70 billion within the 1987-1993
period (or $12 billion a year'™, and it is supposed to spend some 14 billion ECU ($18 billion) in 1993
alone'') on structural funds. Far less redistributive - but of significant importance for the technological
progress and thus the creation of new jobs - are also common funds to foster and support R&D
cooperation among enterprises and between enterprise, laboratories and universities. (ECU 5.7 billion for
1990-1994; i.c. some $1.8 billion a year).

Although such figures may sound impressive but irrelevant for Central America, they are certainly
not irrelevant if analyzed in relative terms and insofar give some good indications about the “EC
compromise” in respect to the redistribution of integration gains to disadvantaged regions. So far the total
EC budget accounts for only about 1 perceat of GDP'2 of member states of which some 11 percest are
used for regional policy and 8 percent for social policy (i.e. some 19 percent of the EC budget flows into
various structural funds) and a further 4 percent is directly allocated for industry, energy and research
(break up for 1990).

In other words, excluding the controversial EC agricultural policy that costs the EC some 60
pcreent of its budget - but which of course also has some important regional redistributive effects -
between 0.20 and 0.25 percent of EC member states’ GDP is used to be channelled through the EC to
secure coberence and to redistribute gains from close regional cooperation.'” If one assumes for Central
America a similar share of some 0.2 percent of GDP for regional redistribution purposes to reduce some
of the negative side effects of regional integration and structural adjustment, those structural fands for
Central America would have to have - based on 1990 figures - a magnitude of some $50 million p.a.'
which is certainly not a dramatically large sum, considering that the inflow of development assistance in
the late 1980s was alone some $1.4 billion p.a." Funds at such magnitudes should also be relatively
casy set up. In the initial phase of increased regional cooperation additional contributions by the
international community should also be considered. It has however to be made clear from the very outset
that those 0.2 percent of GDP could only be an addition to national programs to assist the restructuring

1® Sec Kopeining, M., *Die Surukturfonds sollen allc Mitglieder auf Binnanmarktniveau heben - dic Euro-
Milliardea fir dic SchluBlichter der EG*, Kurier, 25 March 1992, p. 7.

0 Amt for amtliche Verdffeatlichungen der curopiischen Gemeinschafien, Die exropdische Gemeinschaft 1992
and danach, Luxembourg 1991, p. 14.

'2 Amt for amtiche Verdffeadichungen der curopdischen Gemeinschafien, Die europdische Gemeinschaft 1992
and danach, Luxembourg 1991, p. 31.

' It is interesting to note in this context that overall social redistribution (“social security”) on the national level
within member states remains with some 25 per.cizt of GDP far la: ger than any cross border regional re-distribution.

'* GDP in current dollar for Central America was $25.9 billion in 1990 according to UNIDO, REG database 1992.
For a more detailed break up of GDP figures scc UNIDO, Background repors: the implicarions of regional integration
Jor the indusirial sector in Cerural America, Vienna, July 1992, p. 6.

B OECD, developmens co-operation, Paris 1990, p. 224,
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process of industry. It also has to bc remembered that the actual GDP in Central America is indeed
extremely small. In order to illustrate this point: if calculated on a per capita basis instead of as a
percentage of GDP, EC equivalent structural funds for Central America would have to have a magnitude
of some $900 million p.a. instead of just $50 million. In other words, those 0.2 percent of GDP are more
of a lower limit than a basic guideline for the next years, i.e. in the initial transformation phase of
increased regional integration higher funds are likely to be needed to assist Central American companies
and regions in their restructuring efforts and to contribute to schemes which aim at re-training employees
and upgrading the skills of redundant labour. In the medium term, with GDP in Central America rising
again to more acceptable levels, those funds should however not automatically grow in line with GDP but
be slowly reduced in relative terms, i.c. meved back te the EC level of some 0.2 to 0.25 percent of GDP,
in order not to endanger long-term cooperation among CACM countries and make it attractive for the most
competitive countries (in particular Costa Rica) not to leave the "expeasive® club. More detailed proposals
on a subsectoral level of how to use those funds to strengthen and technologically upgrade existing
institutions are made in the papers of that project.

E) um and conclusions

In this paper it was argued that irrespective of increased efforts of Central American countries to
seek a stronger integration into the world economy, Central American economies and in particular Ceatral
American industry is to gain from an enlarged "domestic” market. The aim is to increase intra-industry
cooperation in order to increase the overall levels of efficiency of industry in Central America and make
it internationally competitive. The first precondition is to remove existing internal trade barriers which
were created during the 1980s. Like internal non-tariff trade barriers external non-tariff trade barriers, in
particular quota systems or outright import prohibitions, should be abolished as well. This however does
not mean to leave Central American producers without any protection. Moderate external tariff trade
barriers such as the envisaged maximum 20 percent import duties certainly have to remain in place at
least for a transitory period (which is of importance for many industrial subsectors which have to face
direct competition from highly efficient Asian competitors which operate in some of the same market
niches as Central American producers.) Of significant importance is also the monetary policy which needs
to be coordinated and has to find an equilibrium between guaranteeing the international competitiveness
of industry in Central America and maintaining a degree of monetary stability (ir order not to endanger
the inflow of foreign investment) while at the same time not distorting intra-regional trade by unilateral
depreciations by individual members of the CACM that go beyond inflation rate differentials. Of less
immediate importance is the coordination of fiscal policies as long as in all countries massive fiscal and
trade imbalances can be avoided (which is in any case a condition imposed upon Central American
countries by all IMF/World Bank stabilization and structural adjustment programmes).

Although the general tendencies towards liberalization and deregulation have been certainly
necessary, care has to be taken, in order not to further aggravate the already extremely fragile situation
of people in the lowest income group brackets. The answer in this regard should however not be the
subsidization or special protection of enterprises or industrial subsectors working with outdated
technology, but to actively assist affected industrial subsectors to accelerate the transformation process and
become competitive. Some of the gains from regiunal integration should be used explicitly for that
purpose. Thus, in addition * -:tional programs it has been proposed - following the EC example - to
allocate in the iong run som .2 to 0.25 percent of GDP of Central American countries (with part of
those funds as well as additiviai tunds provided by the international community) to special structural funds
on a regional level which should assist enterprises to retrain their workforce, or be used for sector specific
local r:training schemes as well as to improve bottienecks in infrastructure (transport, telecommugications,
energy supply etc.) in order to create preconditions for new economic activities to emerge. The
governmeats on their part have been called to carefully investigate their bureaucratic procedures and
reduce as much as possible red tape in order not 10 hamper the entrepreneurial spirit. More detailed
proposals of how to use such funds effectively, including an improvement of R&D facilities and the
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upgrading of the workforce by more specialized sub-sectoral training institutions have been discussed in
other papers of this project. A general idea put forward in this respect has been to identify already existing
"nuclei” to promote comparative advantages in the region. As a general principle, it has thereby been
repeatedly emphasized that there was in most cases no need for new institutions to be created as the
institutions that are necessary to fulfill the envisaged tasks basically already exist in Central America, but
that there was an urgeat need for upgrading existing institutions as their operations so far have been
heavily restraized by lack of funds, available buman resources and inadequate modern equipment.

Furthermore, it was made clear that an enlarged domestic market does not automatically function
by itself. Apart from providing training facilities and improve the level of infrastructure, the governmeats
bave also to explicitly lay Gown i rules of the game, i.e. harmonize technical standards and norms as
well as the certification and control of such standards, determine rules of ongin, create an efficient merger
and acquisition legislation, lay down anti-trust rules, rules concerning the rights of consumers, etc.

After baving suffered severe setbacks in the general development process during the 1980s,
Central American countries have already started to regain strengths and engage in 2 transformation process
of their industrial structure. Although still a lot has to be donc and the need for support by the
international community persists as Central America is still far away from economic levels which could
guarantee the bulk of its population decent living standards, Central Amexica is basically on the right track
and there seems to be for the first time in a decade a general consensus of what kind of actions to be taken
and what kind of economic policies to be pursued, and that regional integration and cooperation is a
preconditions for future success. Although regional cooperation is far from being an easy task, improved
regional cooperation and restructuring of the industrial base together with improvements i agriculture and
services and an overall stronger quality consciousness are likely to be the only options available for
Ceatral American countries to leave the vicious circle of poverty, social instability and even more poverty,
in which those countries were trapped in the last decade.




Appendix .
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Table Al: Workforce in large scale manufacturing in Central America (in thousand)

Manufacturing subsector Costa Rica El Salvedor Guatemals Hondures Nicaragus CACH

I1S1C 1980 1990 1980 1990 1980 1990 1980 1990 1980 1990 1980 1990

31 Food, beverages 1.7 34,6 12.3 5.4 87.4 100.4 18.6 26.3 17.1 23.3 157.1 190.0

32 Textiles, 15.0 30.5 3.7 2.5 1.2 2.4 7.9 9.1 10.8 8.6 38.6 52.8
clothing

32 Leather, footwear 1.8 5.0 9.1 7.6 3.1 3.4 2.0 1.9 1.3 1.5 17.3 19.4

33 Wood, furniture 4.2 6.4 0.6 0.4 3.6 5.6 10.9 13.0 1.4 1.2 20.7 26.6

34 Paper 3.5 5.9 3. 2.3 5.0 5.4 3.2 4.2 0.9 1.6 15.7 20.4

35 Chemicals 8.3 16.6 4.8 5.3 10.6 15,3 4,3 7.4 4.4 5.3 32.6 49.9

36 Non-metal. 2.6 4.8 1.4 1.1 6.0 5.6 3.0 2.6 1.4 1.9 V4.4 16.0
minerals

37 Basic metals 0.3 0.2 0.8 0.7 1.3 1.2 0.1 0.6 0.2 0.1 2.7 2.8

38 Machinery, 8.2 12.5 2.9 2.5 7.9 7.8 4.2 4.6 2.5 3.9 5.7 31.3
transport
equipment

39 other 0.5 1.7 0.4 0.3 0.4 0.6 0.6 1.2 0.1 0.2 2.0 4.0

3 Manufacturing 64,2 116.9 39.2 25.4

Source: UN1DO, Global Database 1992. —




