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1, General Introduction and Synopsis

The thesis tries to test certain propositions about the applicability
of "economic integration" to a group of small, poor countries, as a means
of increasing.the efficiency and scope of industrialisation. The Central
_ American Common Merket 1s used as a practical example of an integration

scheme, for which these hypotheses can be tested.

The introductory chapter attemﬁts to test the validity of the
'rationale' for integration as it has evolved with reference to developing

countries in general and Latin America in particular,

¢

First, the "téaditional" or "static" customs union theory is rejected
as irrelevant: its assumptions are inapplicable and empirical calculations
indicate that gains or losses in static resource allocation terms are derisory.
Second, the “dynamic" or non-traditional case for economic integration
amongst poor countries is examined.

. The case rests ultimately on a preference for greater emphasis
on manufacturing rather than primary production. A theory of customs
unions based on 'industry preference' has been built up by Cooper and
Massell; Andic, Andic and Dosser, and othefs. Is this préfereﬁce
rational in a Central American context? It was found that commodity
exports did not suffef from noticeably serious fluctuations or unfavour-

able income terms of trade, and that manufactiuring has been inefficient
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in utilising surplus labour, though the level of manufacturing was below
"normal® for countries of that size and level, when multinational x-section

regressions equations were analysed.-

Given "industry preference", rational or otherwise, how should
manufacturing be developed? It was considered that exporting to richer
countries on a large scale was at best an uncertain prospect, 4And at
least with the present distribution of income, the market for "traditional"®
manufactures was largely saturated by local production by 1960, This meant
that intermediate and capital goods industry would have to bte considered,
to produce substitutes for overseas imports. Yet these industries tend
to be subject to economies of scale and local markets are very small.

Regionalisation can perfoxrm the crucial role of market enlargeméht.

A regional market, then;'permits greater efficiency in import
substituting industrialisation through economies of scale; permitting
the establishment of plants=th;t would otherwise have beer below the
technically minimum size, and the diffusion of ‘'external'! dynamic
effects, Calculations of the "normal"™ levels of manufacturing value
added predicéed by a joint market indicate that the level could
be 20 per cent greater than for separate markets, A considerablo
volume of micro-economic data on economies of scale f%ygwailable
ﬁiich indicates the extent to which the necessary level of protection

is reduced by a larger market.

However the rationale for economic integration which is evaluated
in chapter 1 does not necessarily imply that the best form of integration
is a customs union, but, rather, a sclective and planned development of

those gsectors in which economies of scale are important, The second

chapter {ries to assess the development of the Central American Common

Market in this respect, by way of a comparative qualitative comparison

. L e e e 4




of economic integration schemes, In.particular, an attempt was made to
evaluate the widely held belief that the Central American Common Market is
(or was until .its disruption) one of the most advanced and successful
attempts at integration amongst developing countries. This success was
largely confined to securing a tariff-free area (though not one perfectly
s0) and to modest progress in monetary integration and harmonisation of
fiscal incentives. Very little however has been done to evolve joint
planning, é common industrial policy, or a compensation mechanism; and

in this respect the CACM'}ooks less "advanced" than the "Andean group"
or the Turkey-Pakistan-Iran grouping (R.C.D.). It is clear how this
arose, The technocrats who promoted the integration concept wished to
avoid conflict over political matters and over loss of sovereignty.

They therefore took the line of least resistance,

In chﬁpter 3 «an attempébis made to quantify the gains and losses
to'megber states from regional development rather than from development
within national markets. The author's study is the first comprehensive

. ke candint
attempt to calculate gains and lossesusing ™ qrange of known
methods; though there have been three or four pubiished papers deaiing
with one or more aspects, The whole exercise of‘quaﬁtifying gain and
loss is a difficult one: statistica are unreliable and there is a
persistent 'identification problem'. A disaggregated analysis of trade
;lows and particularly of the local value-added content indicates that
previous estimates of the contribution of the CACM (about‘i of recorded
regional growth over 1958-68) are substantiated, It was also felt on
the basis of a detailed‘study of the external tariff that the "costs" of
protection (i.e, trade “diversion") were far less significant than might

be indicated by the nominal tariff., The most important specific hypothesis
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which is tested (and which no other major study has looked at seriously)
is the view that not all members of the Common }arket have benefitted

from membershi% anaxﬁould gain from withdrawal. The author's findings

indicate that Honduras in particular can identify little gain, Much

of its regional exporting would take place anywayys Hhuch of its regional
importing could be converted quite easily into industries using the
national markets Tis losses from customs duty remission on regional
trade and "trade diversion" aresbrOportionately great, Avove all,
the attradtions of "growth pole" éenifés such as San Salvador and |

Guatema?’ have become cunulative,

The quantitative findings (chapter 3) and the qualitative observations
(chapter 2) are now brought together (chapter 4). A 'laissez-faire'
customs union arrangement may bring substantial gains in efficiency and
an impetué to growth but an"unequal distritution of gains casily develops
and is cumulative, In addition, the authord analysis of firm and plant
gize in Central America tends to suggest that uncoordinated development has
resultéd in the‘establishmént of manufacturiné units of small scale,
not only sub-optimal in size but with subsfantial duplication of
capacity, and there is also evidence to suggest that large scale

projects have been discouraged because of competing plans in partner

countriesn, A further consequence of lack of planning has been that

;here have been very few "basic" industries, with much of the industrial
development takingrthe form of plants with high effective protection and
high "import content", ‘fThere is then an evaluation of the instruments
vhich a common market agthority might introduce in these circumstances
to cope with the misallocation of resources and the tendency to

unequal gains, It was considered that some form of "investment policyg

implying confrol by the regional authority over location, Bizezlownership -

\
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of some important industrial sectors, was necessary, Previous experience
Gateal Amoncan :

however is not too encouraging: the)}ntegration Industries Scheme is not a

proven success. Yet it is difficult to see how‘large scale industrial

plants relying on the regional market are likely to develop in ahy other

taka
way; i¥ a balanced distribution of returns is\maintained.

Given the need for a "regional investment policy"™ how should it
operate if we are to avoid the arbitrary and wneconomic allocation
procedure that one would get from a 'package deal' divorced from cconomic

criteria; or on the other extreme, an 1mpossibiy cumbersome framework of

" multinational planning? Models have been developed for establishing the

costs of diffgrent sizes and location of plant on an industry basis and .
this could give us some estimate of the extent to which a 'regional' plant
in a particula: industry was pfeferable in cost terms to 'national' planis
in.various permutations, tradihg off economies of scale against diseconomies

(notably transport costs), A static integer programming model has been

‘used in several contexts similar to this, and an attempt i: made to

apply it here.  Use was also made of a dynamic programming model showing

the gains that might be derived by existing plants coordinating their

~ time phasing 6f in&estment in new capacity in the future, The use of

these models did not involve original work either in the model construction
or the programming but the use of these techniques is new in the
coﬁtext of Central America, and seemed 1o the autﬁor not to stretch

unreasonably the availability of data or practicability,

Using this approach, an attempt was made to do a detailed case study
of two major industries which have been establishedlin Central America,

albeit on the basis of national rather than regional market§ cement
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and petrol refining. It was calculated that delivered cost from the
present given units (exclusive of tax and retail?%g;lesale margins) is
oi“the order of. 10 per cent higher than for an optimal distribution (one
rather than six oil refineries ana two rather than fife cement plants),
if we trade off ﬁransport costs against economies of scale, other things
being equal.' There are of course simplifying assumptions and sensitivity
analysiéﬁio be applied. There are also problems of valuing private

and social costs and benefits; and industries cannot be considered in
isolation (e.g. the pattern of petroleum refining chosen precludes
petrochemical development). The time phase model was also applied and
costs of production in both industries could be reduced by 5~10 per cent

by a judicious planning of capacity expansion,

Research needs to be done on a broader range of industries than that

covered here and the author has tried to extend subsequently the analysis

to cover industries like caustic soda, steel, plate glass and paper.

What the varioué case studies demonstrate is the gain from a
planned development of the 'economies of 5§aie industries', whose
establishment\is the basis for the integration rationale in the region,
and which in the absence of some degree of contr61 or planning are
likely to be established either at sub-optimal sizes or locatiéns, or

"~

in & manner that fails to give an equitable share to one or more states.

Vhether or not the states will accept a degree of multinational
pooling of sovereignty necessary to make a scheme of this kind work is
questionable, and a function of political variables which are beyond the
| scope of the thesis. However it ia certain that without such a sacrifice

of sovereignty no integration acheme will survive anywhere for long.,

\




Diagram Ia Macro economic acpregates in Central America

1, _Gross National Product in 1966 Prices, 1950-70 (Millions of U,S, Dollars)

1950 1955 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969
LAFTA (Total) «033 . :
CACM (Total) %S
Costa Rica 258 373 468 469 500 528 546 593 631 669 1721 776
El Salvador 385 480 583 608 688 713 764 801 845 880 912 940
Guatemala 711 795 1029 1072 1110 1215 1270 1327 1388 1438 1519 1598
Honduras 255 332 429 430 449 460 485 516 536 556 583 602
Nicaragua 242 351 402 428 473 507 538 584 600 624 655 677

2, _Per Capita Gross National Product in 1966 Prices, 1950-70 (U.S. Dollars)

1950 1955 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969
LAFTA(Average)298 344 383 392 395 393 407 416 421 427 439 457
CACM(Average) 230 249 266 266 275 283 288 296 299 302 307 311
Costa Rica ™ 300 363 373 361 372 380 379 398 409 420 437 454
El Salvador 207 225 238 241 264 265 275 278 284 286 286 285
Guatemala 253 240 263 265 266 281 284 288 292 293 300 306
Honduras 176 199 221 215 217 215 220 226 227 227 230 230
Nicaragua 228 287 285 295 316 329 337 353 350 352 354 355

i

3. _Industrial Composition of Gross National Product in Constant Prices
(1966100), 1970 (Millions of U.S. Dollars)

Agriculture Mining Manufacturing Construction Transport Trade Public
Admin,

LAFTA 21,595 5,743 25,310 44454 8,120 19,687 22,459 1
CACM 1,376 24 742 143 270 1,151 1,020
Costa Rica 189 L - 145 38 30 133 263
" El Salvador 261 1 175 34 . 61 257 178
Guatemala 471, 2 235 31 87 504  :316
Honduras 249 11 89 23 45 91 105
Nicaragua 206 10 98 17 47 160 158

e

1970
REYAY 3
4,130,
799
568
1646
620

697

1970
455
315
467
293
515
237
365

Total
Product
07,388
4,7%0
799
968
1,646
620
697

4.  Growth Rates in Real Terms (1966=100), 1960-70 (Percentage per Year, Compounded)

Agriculture Mining Manufacturing Construction Transport Trade Public

Admin,
- LAFTA 440 304 46 446 50 ., 46 53
CACH 3.9 545 6+ 4 50 540 55 4.8
Costa Rica 5¢2 - 6e2. 5¢6 26 20l 7.2
El Salvador 306 0 T+ 5 60 6+0 6e4 39
Guatemala 402 0 - 59 4.0 4+ 4 58 3.8
Honduras 2.7 10+ 7 55 43 56 406 2.8
Nicaragua 44 53 67 45 6.1 62 6+3

Source: United Nations (E.C.L.A.). Mexico.

Ndgs:  LAFTA: Lotz AhsncaPres Trda krea, © .

\'ﬂm‘n;»u._v o N

Total

Product
4+ 6
50
55
52
4+8
3.7
56
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(1)
(2)

(3)
(4)

(5)

(6)

(7)

(8)
(9)

{

D\.oa‘/\/!g BASIC ECONOMIC AND SOCIAL INDICATORS OF DEVELOPMENT IN THE CENTRAL AMERICAN ECONCMIES

Guatemala Xl Salvador Honduras Nicaragua Costa Rica

Rest of latin America

Population&
(millions 1970) 5.18
Real per capita gDP grow‘b%
1960-70 (% ) 2.2
Population Growth (Z,r..) 3
. S

Pate of Inflation
1960-69 (% ¢ .7
Share o§'-Agriculture '3 27.5
in GDP  — Manufacturing F 4 16.0

F
Share of °~ =Agriculture ¥ 64.0
Employment -~ Manufacturing% 14.1

Population Density Population .
per Km? of cultixable land (1970)3 252

L4
Urban pop 1atio§ 1970 - 36
(%“ ( ) . 1
Central Government Tax Revenue ¥ .
over GDP . T.5

3.44

2.5

3.3

2.58

1.7

3.5

10.4

2.02

3.6

3.1

8.5

1.80

2.9

3.9

116

11

(Mexico)

439.0

(Peru)
13.2

(z.A. ¥ Brazil)

2.3

(LAt 3@ gail)

——

(Latin A_J_ngﬁica)

23.4
\9+1
(Mexico)
50
22

o

50 CMaxico)
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)

¢ .
. W ¢
(10) Illiteracy over 15 (1968)

(11) % of school age enrolled
1968

s

(12) Nutrition ©
. “cods. per day per capita

Chazges (1955-67) Tpe

Protelnfper day Q96D

ChazgesQ955-67) b pa
(13) Life expectancy at birth

(yrs) 196%
19sn

(14) Infant mortallty 1968
per 1000 births .

L
(15) Doctors per 10,000 inhab-
itants

(16) Housing with

electric light

sanitary fittings
running water

63 49.2 53
(1969) (1960)
36 52 55

2200 1840 2010
7.8 9.4 -3.4
56.8 44.2 51.0
2.5 -22 . 4.9
47 56.9 42.6
43.6 51.4 . 36.9
28.5 10.4 P 12.7
2.2 2.3 2.1
30.6 19.8
29.5 24.9
22.0 14.6
(1964) (1961)

50.2
(1963)

42

4.2

21.3
44.3
32.9

(1963)

(Mexico)
14.4 23. 0™
62 61 CMowics)
(Mexico) (France)
2610 2560 A 3100
7.9 ’
Hymuo .. (Proaa
57.9 ( > - 100.4 D
7.4
(France)
63.3 : 71.5
56.5 ' '
e
3.3 , NS >
v . (Mexico)
5.7 v\ DD
€8.3 - .
74.5 32.3 (eaco)
54.6 —
(1963)

a. U.N. National Accts. Statistics;
of consumer prices.
U.N. Yearbook of Na tlonal Accts;
data, -

mer tre:
Lat‘gg ,;‘.1c% Demographic Centres

rémyreonomi

IMF Financial Statistics;

b. U.N. Demographic Yearbook;

c. EC'A data;
e. Manufacturing excl. mining but excludes construction and public utilities, from
f. Manufacturlng includes construction but excludes electrlcluy, transport, utilities etc, loczal
g. “Datoc basicos de Poblacion en America Iatina;1970% 0AS (Dept. of

d. Average annual percentazge increase

Social Affairs) from

h. Urban areas are those with 2000 inhabitants or more, data as irn g.; i. Social Indicators
Iatin Americs (1970) and the I.A.D.B.* Socio—economic Process in latin Aperica 1969 based

cn United Nations,

"Population and Vltal Statistics Report, 1°7O and Pan American Union:“American ea Cifms' .
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Note on the Central American economies and Common Market

It is not intended to describe at length the Central American economies
though Diaé. 1. is an attempt to draw together some of the key economic inficaks®
development, and the standard éf living of the people, Central American
statistics are extremeiy unreliable and Appendix I is devoted to explaining

their deficiencies, One must, however, use something.

Equally it is not intended to\describe‘in detail either the history
or institutions of the Common Market, Dampv U st the wedn tweaty
otligations aud fhapter 2 discusses the most important features in a

comparative framework,




Chiapter I, The Economic Theorv of Integration as a Rationale
for Central American Integration,

In this introductory chapter an attempt will be made to review the
theory of "economic integration" amongst'developing countries".(l) However,
in order to show the relevance of different aspecta of the theory, the
assumptions and predictions will be checked against Central American data,
The distinctive features of the theory of integration involving as its basis
a customs union arrangement, is that it must simultaneously dealiwith the two
features of the union: on;, the existence of free or freer trade between
partner states which represents a move towards freer world trade and second a
discriminatory tariff against third countrigs which involves a consideration
of the reasone for protection, The benefits resulting from economic
integration may come from different sources, Lipsey's survey of the
theory lists five: , (1) gains from specialisation, (ii) economies of scale,
(1ii) terms of trade effects (of the external tariff), (iv) forced changes
in efficiency from increased competition, (v); an increase in the rate of
growth resulting from structural changea.(z)

It will fe argued that "static gaing" from freer trade and more efficient .
résource allocation according to comparative advantage are unimportant in
the Central American context, and that "dynamic" benefits are more relevanta
aﬂéj;;ose deriving from economies of scale enjoyed‘in A regional market by
the manufacturing industry which is protected by the external tariff. It

is important, however, to see how the theory has been built up, step by step.

(1) For a basic definition of economic integration, we assume the minimum
existence of firstly, the elimination or substantial reduction of barriers
on trade among partnecs; and, secondly, discrimination against non-members of
the group.

(2) R, Lipsey: "The theory of customs unions: a general survey" Economic
Journal, Sept., 1960 p. 486.

Ay




The Traditional Theory

It has been sald that the main concern of the "traditional theory"
is "to evaluate customs unions from a world welfare point of view using

static effects as a criterion".(l)

Viner in his analysis of cusioms unions sets out a series of prop-
ositions which form.the bagis of the "traditional theory of customs
unions".(2) Viner and those who wrote in a similar vein were dealing
with a model which had the same basic underlying‘assumptions ag the

static theory of comparative advantage.

Within these very unreal assumptions it is shown that regional

~economic integration creates both gains and losses from changed resource

allocation, Trade "creation" is a beneficial effect resulting from
a switch of.demagd from inéfficient protected firms operating nationally
to more efficient firms in a partner state: trade "diversion" occurs
when goods formerly imﬁorted from outside the region arc replaced by
goods from less efficient firms within the union. The net of these

two effects (3) indicates the contribution of the customs wunion to

(1) Yu Min Chou: "Economic integration in less developed countries: !
_the case of small countries" Journal of Development Studies, July 1967, pe 19.

(2) J. Viner: "The Customs Unions Issue" Carnegie Endowment for Inter-
national Peace, 1950, esp., ch, 4; also B, Balassa "Theory of Fconomic
Integration", Allen and Unwin, 1961 (ch. 2).

(3) Alternatively, positive and negative "production effects".

~
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improved global resource allocation, and it will not necessarily be
) ) |

positive.(l) This is one of the implications of the theory of the
’I A

second best: that, given obstruction to trade, a partial movement

towards the "first best" of universal free trade under pareto optimum

conditions will not necessarily result in greater welfare.(z)

This only takes‘into account production effects and assumes demand
curves of zero elasticity and supply curves of infinite elasticity,
However, changes in relative price could clearly éffect the level of
consumption; too, for an individual product, and between products, if
elasticities qf‘demand are positive.(B) Even if production effects are
negative, the consumption effects can still be positive due to the effect
of the elimination of the duty on regional trade, ife. prices to the
consumer may be lower even though procurement is not from the cheapest
source, Geh?els conceived of positive consumptioh effects "as the
response of consumers to a drop in impqrt prices caused by the tariff
removal" i,e, a reduction in indirect taxation if there is no off-

setting excise tax, Assuning a two-product model (one domeatic good;

(1) fThe actual magnitude of this benefit can be simply assessed by cal-
culating changes in the trade flows, Meade demonstrates that if demand
curves are totally inelastic the welfare measure can be obtained by com-
paring the values of diverted and created trade weighted by cost differences
between alternative sources: -

J. Meade: “The Theory of Customs Unions", North-Holland 1955, p.34-36.

Also

B, Bentinks “Estimating trade creation and trade diversion", Economic
Joumal' June 1963’ pp080°93o

(2) R. Lipsey & X. Lancaster: "The general theory of the second best"
Review of Economic Studies 1956-57 pp.ll1-32,

(3) The Vinerian model assumed that demand elasticities were zero and that
goods were consumed in fixed proportion regardless of price, Meade dealt
with cases where these assumptions were relaxed and first introduced
'consumption effects', '

e bk
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one import) he argues that consumption effects must have a positive
welfare effect.(l) Lipsey argues that the end result is indeterminate:(z)
ﬁﬁp. consumption effect like the prbduction effect can work either to
raise or to lower welfare., Meade showed that the net consumption effect
depends on the initial structure of tariffs and the demand elaéticities.(B)
The overall welfare effect will be a combination of production and con-
sumption cffects and in some cases»the consumption effect could outweigh

a production effect i.e. trade “diversion" could raise welfare,

The basic weakness-of this type of partial aﬁalysis(4) is the fact
that the assumptions which underl& the theory are untenable and thereby
render the findings of limited value, TFor example if there are uvnemployed
resources (as in.Central America) then production engendered by "trade
diversion" will result in the movement of labour from a situation of

negative to positive production, generating real income to offset the

' éfficiency'loss. The efficiency factor is still relevant, but only one

aspect of the possible gains, Or under'conditions of economies of scale,
trade "diversion" may cease to be negative if additions to output tend to a

. [
fall in average un;t costs and below the original third country ~ost. For

(1) P. Gehrels: "Customs union for a single country-viewpoinf", Review
of Economic Studies, 1956-57 p.61.

(2) R. Lipsey: "Mr, Gehrels on customs unions": Review of Economic
Studies, 1956~7 p,211. Also R. Lipsey: "The theory of customs unionsi
trade diversion and welfare", Economica Feb. 1957 p,4l,

(3) J. Meade: "The Theory of customs unions" op. cit. pp.40-52.

(4) Attempts have been made to build up a general equilibrium model on
similar assumptions: M. Johnson: "Discriminatory tariff reductions: a
Marshallian analysis" in "Money Trade & Economic Crowth", Allen & Unwin,
1962; R, Lipsey: "A Theory of Customs Unions", Weidenfeld & Nicholson,

19705 J. Vanek: "The Case of Customs Unjons", Harvard Univ., Press, 1965;
N.C, Kemp: "A Contribution to the General Fquilibrium Theory of Prefeyential
Trading", North-Holland 1969,
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this reason we should not attach too much importance to the conditions
for successful economic integration which follow from the static theory.(l)
However, for completeness, they will be listeds

(a) Viner suggested that the more the partners are competitive in
the sense that they produce similar products, the greater the potential
from Yiride creation" gains., Mpl{ower and Morton added that the larger
the cost differences (i.e. "complementarity" in cost) in identical
products the greater the gain ‘coo.(2> Spraes also questions whether over-
lapping economies areubufficient,coﬁditionﬂ for gain and he points out that
the degree of "competitiveness" or "complementarity" is only meaningful

if considered relative'to that of eitra—regional trading patterns.(a)

In the Vineran sense the Central American economies are "competitive"
but in a trivial manner; tbeir exports consist largely of primary pro-
ducts (coffee is 4 leading export of three of the five countries) vhich
are competitive in the world market ané have negligible local demand anyway.,
The concept of "trade creation" is more relevant to locally produced manu-
facturés and foodstuffs which enjoy protection, but which are not important;
and in new {ndustries not yet established.‘ The economies are in fact
neither complementary nor competitives production is geared to tntamal

demand and demand is geared to external production., The theory, there-

-

(1) These predictions are drawn from a variety of sources and are set out
in J. Viner: "The Customs unions Issue" op. cit. pp.52-3.

B, Balassa: "The Theory of Economic Integration”, op. cit.pp.29-49.

Also J, Meade: “The Theory of Customs Unions", op., cit.pp.107-115.

R. Allen: "Integration in less developed areas", Kyklos 1961, pp.315-34.

(2)' M. MoKower and G, Morton: "A contribution towards a theory of customs

unions", Economic Journal, 1953 pp. 33-69. Unfortunately, there has been

a good deal of unnecessary confusion over the use of the concept of
"complementarity" in the two senses,

(3) J. Spraos: "The condition for a trade-creating customs union",
Economic Journal March, 1964 pp.101-108 and also "gomments" by E. Mishan,
Economic Journal 196% p,238 and J. Spraos, Economic Journal 1965 p.241.

e s S S ) et S SR )
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fore, would be pessimistic of the outcome.
(b) A second prediction ig that gains will be greater the higher
wnien,
the proportion of trade with * partnexf, considered ex-ante,
and the less with the world outside. This condition should be taken
together with another which indicates that a customs union is more
likely to raise welfare the lower is the total volume of foreign trade

(1)
as a proportion of GDP. As Central America derives about 15% of its

GDP from foreign trade (i.e. imports and exports) and had onmly 4% of its
2

total trade, intra-regionally, at the inception of the Common Market, it
would appear to fall into the category of "countries which are likely to
lose from a customs wnion .... are those in which a low broportion of
trade is domestic eépecially if %he customs union does not include a high
proportion of their foreign trade".(z) In this respect the Central
Anerican nations have much in common with other underdeveloped areas (in
1958 the proportion of intra-reéional trade in West Africa was 1%; the

Middle East 10%; and Latin America 9%) and less in common with W. Europe

vhere 30% of total trade was intra-regional at the start of the EEC, How-

ever, even if we limit ourselves to "efficiency" gains it is still con-
ceivable that emall volumes of intra-regional trade could be attributable
more to poor transport, lack of knowledgé and non-economic barriers rather
than lack of opportunities for specialisatiog.

(c)'"E&aditional theory suggests that the gains are likely to be

greatest the higher the initial tariffs between the partners and the

lower the common external tariffe. This condition seems likely to be met

in Central America as there are generally very high tariffs on locally
produced manufacturers and agriculture and low tariffs on importagcaPital

g0ods and raw materials (see Appendix 4).

(1) r. Lipsey: "The Theory of customs unions: or penpral survey",
Economic Journal, 1960, op. cit. p. 509,

(2) J. Meadet "Theory of Customs Unions", op. cit. p, 109
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(d) There has also been raised, the importance'of the size of union
as a determinant of success.(l) Common gsense would indicate that the
larger the un{t, the greater the scope for specialisation but there are
limiting factors of transport costs, and negotiating complexities with

large numbers,

Génerally speaking the predictions of the traditional theory do not
offer a very clear indication of gain from economic integration in 1DC's,
and this has been used to cast doubt on the medium of integration.(2) How-
ever, it is more convincingly explained by the unreélistic agssumptions

of the theory! thus, "the traditional theory of customs unions will be of

iittle use for evaluating the desifébility and the possible consequences
of integration among less developed countries"(?) and "I seriously
question the applicability of the generalisations of the theory of customs
unions which relate complementarity, competitiveness and trade patterns to

the potential gain from customs unions".(4) No doubt it could still be

(1) The question of"economic size" is discussed later, in chapter 5.

The question of what constitutes an 'optimum' sized regional unit has bteen
an important policy issue, The CACM is due to integrate ultimately with
LAFTA and there have been discussions of the possibility of incluwding
Panama in the present framework: Tavanits Gomez Ramon: “Aspectos Economicas
de la Vindlacion de Panama al Mercado Comun Centroamericano" Panama 1966,
E, Delgado, F, de Sola and E. Lizano: "La Particinacion de Panama en la
Programande Integracion Economica" Guatemala 1967,

The Dominican Republic also applied for membership in 1968.

(2) R, Allen: "Integration in less developed areas" op. cit, "An extremely
low level of economic development will tend to keep economic benefits to a
minimum ,,. the higher the stage of economic development the greater the
potential gain", pp.315-29,

(3) B. Balassa; "Economic Development and Integration" CEMLA Nexico 1965,
P.35.

(4) R. Mikesell: "The theory of common markets as applied to regional
arrangements ameng developing countries" in "International Trade Theory in
a Neveloping Vorld" Harrod & Hague (Ed.) 1963, ‘ ;

.
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Diag, I-) Case studies of static welfare estimation

Study

P, Verdoorn:

"A customs unions for
Vestern Burope -
Advantages of Feasibil-
lty" World Politics July
1954 pp. 482-500

T, Skitovsky:

"Economic Theory and

¥estern Buropean Integration®
1958 pp.64-70.

J. Wemelsfelders
"The short-term effect of
lowering import duties in
Germany" Economic Journal
1960, pp. 94-104.

B, Balassa & M. Kreinin:
"Trade liberalisation and the
Kennedy Round: the static
effecta® Review of Economics’
%gd Statistics 1967 pp. 125-
138,

A, Singh:

Ph,D, thesis - reference in
Leibvenstein

"Allocative efficiency v. x=-
efficiency" American Economic
Review 1966 pp.392-415,

E. Johnson:

"he pains from free trade
%ith Furope; an estimate":
Manchester School 1958

PP.47-66. .

Case

Effects of a customs
union in West Europe of
Scandinavia, the EEC, and
the U,K: (ex-ante).

Effects on pattern of

trade of Customs Union amongst
EEC countries; Scandinavia &
Britain in 1962: (ex-ante).

Effects of lowering tariffs in

Germany in 1956-7, by more than
50%: (ex-post).

(N.B. this was not directly con-
cerned with a customs union
arrangement).

Effect of Kennedy Round tariff
reductions: (ex-post).

Gains from trade in LAFTA
using Skitovsky measure:
(ex-post).

Effect on value of UK trade
from joining EFTA (est, 1970)
(ex-ante).

Gain to GNP

+05% of
GNP

+005% of GNP
with equivalent
loss to rest of
the world.

+0018)% of GNP

+03% of GNP
(from 5%
expansion of |
trade as pro-
portion of GNP)

.000075% of
GNP

increase in ;
trade of £225m =i
no estimate of |
welfare gain: !
(possibly about |
‘02%)).
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argued that "efficiency" gains represent one element of the gains, though
there is considerable scepticism generally about the magnitude of gains

from a reallocation of resources seen stat. . 1ca11y.(1)

Yot a great many studies have been made, endeavouring to calculate gains
and losses from improved resource auntition. However, the results of
some of them are summarised in Diag. I-1l. Generally, static welfare
effects resulting from tariff reductions are very small indeed when con-
verted into real income terms. However, with the exception of the un-
published Singh study, the calculations refer to the effect of small tériff
reductions on advanced industrial economies - a different situation from
the one which we are studying, but nevertheless, an enviromment in which
from theory, one would expect the gains to be greater, It should also
be remembered that "gains can be realised only if a higﬁ degree of sub-
stitutability of factors and products exists.,. Countries which have trans-
formation probleﬁh will be unable to reap the potential allocation gains
fér trade creation. Specialisation will be increased not by expandings
one iqdustry and contracting another, but simply by destroying the new
unprotected industries and creating unemploymen{t(z)

| If we are concerned witﬁ the benefits of trade creation then it will
be realised most effectively by reducing all tariff barriers through open-
ing any individual economy to free trade. The traditional theory does:
ﬁot begin to explain why we have a common tariff especially at a higher
level than existed hefore integration: it merely assumes its existence,
"These arguments ... are equally arguments for unilateral tariff eiimina-
tion which would have the advantage of entailing ng-losses from trade

diversion“.(3) For this reason, we must look at arguments for maintaining

(1) Tayseer Jaber:; "The relevance of traditional integration theory to
less developed countries", Journal of Common Market Studies, March 1971,
Pp.256-276. He refers to the study by Licbenstein "Y-national v. X-
sectional efficiency", American Economic Review 1960, pp.392-415, which
expresses the view that ... "allocational or "static" welfare gains from

customs unions, or a more "competitive " market structure will be small com-
pared with the dynamic effects", (39274-5), :

T y—
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or erecting a common tariff, From this point of view the case for customs\\

)
unions rests on the following propositiops.(l)

(a) {gn optimal strategy for the area (whether actually optimal /
/

H

or believed to be) is to bias development to industrialisation realized /
by import substitution behind a protective tariff rather than ;;T;ﬁﬁgidised
exports to the world market.(z)

(v) J%s industry is sensitive to 'economies of scale'!, the costs of
protection will be less and gains greater, if the market is as large as
possible. Moreover, we are not solely concerned with internal economies
of scale to the plant, but with a whole range of "dynamic" effects derived

(3)

from the expansion of market size.

See also K. Griffin "The potential affects of Latin American Rconomic ‘
Integration" Inter-american Economic Review Spring 1964, |

(2) K. Griffin & B, Ffrench Davis "Customs Unions and Latin American integ=
ration" Journal of Common Market Studies 1965, pp.13-14.

(3) H, Johnson “An economic theory of protectionism tariff bargaining and
the formation of ‘customs unions", Journal of Political Economy, June 1965 p.
280,

gl) This summary argument is distilled from a whole set of readings which
with differences of emphasis) basically constitute the "dynamic" theory

of integration e.g. R. Mikesell: "The theoxry of common markets as applied

to _regional arranpgement among developing countries”, op, cit.; S. Linder:
"Customs unions and economic development" and H., Kitamuras "“leonomic ;
integration of underdeveloped regions" both in M., Wionczek: "Latin American -
Fconomic Intesration", Mexico 1965; R. Bhambris “Customs unions and under-
developed countries" Fconomica Internazionale, 1962, pp.235-58.

(2) 1In developing thia theme one is ignoring those arguments which are

. based on the role of integration in helping agriculture; for example the

~ idea that Joint negotiation over commodity exports might improve the terms
of tradej or the argument that there are considerable gains from special-
isation by crop: M, Yudelmann & F, Howard: "Agricultural Development

and Fconomic Integration in Latin America", Allen & Unwin, 1970,

///23) The distinction between "static!" and "dynamic" effects is blurred but
the following is a working distinctions static effects assume that resource
endowments, tastes, technical knowledge etc. are fixed while dynamic effects
are manifested when they are allowed to vary.
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Integration Theory and Industry Preference

The first proposition which is at the root of contemporary integration
theory as applied to developing countries is that there is a preference
within the partner states for a strategy of major structural transformation
including industrialisation by import substitution which should be pursued
behind an external tariff if necessary. There is a very large literature
about the theory of protection which will not be discussed here. It should
be stressed however that there are some arguments for external tariff PYro=-
tection which can be deait with in "static" terms; the "terms of trade érgumgii
“"balance of payments" (2) argument, and the traditional infant industry case.
We are not directly concerned with these 'partizl' arguments, only with the
case for across-the~board application of the "infant-industry" concept in-
volving fundamental structural change, leading %o industrialisation.(3) "The

~ problenm is oﬁe of fostering the structural transformation of these economies;
a disposition to iﬁterpret comparative advantage as something which is not

only changing but which can forcibly be changed; emphasis on the existenée‘

of unemployed resources which traditional theory disregardsy -»- = .

f

(1) It is argued that if 'trade diversion' results in a fall in demand for
the imported foreign product and if the region is a significant purchaser

then a fall in import prices could result., Lven if the argument is theoreti-
cally valid, it is irrelevant to Central Ahmerica which is a marginal purchaser,
M, Flanders: “Prebis¢R on protectionism", Economic Journal 1964, pp.305-320.
R.A., Mundell: "Tariff preferences and the terms of trade" Manchester School
1964, pp.1-13,

S. Arnd t: "On_discriminatory versus non-preferential tariff policies®.
Economic Journal 1968 pp.971-9. '

N (2) It is possible for a tariff to be import saving without being import sub-
stituting in as much as the price elasticity of demand for the imported goods
is positive while domestic supply is infinitely inelastic., Tariffs and control
can be used to change consumption patterns altogether.

D. Secrs: "A model of comparative rates of growth in the world economy",
Econonic Journal 1962, p.45. An example of tariffs being used as an import sur-
charge occurred with the San Jose Protocol, introduced in 1968.

(3) We shall also endeavour not to fall into the fallacy of arguing purely in
terms of "agriculture v, industiry", a faolse antithesis, and a gross over-sim- ;
plification, Nevertheless the line of argument overlaps to a conmiderable
extent: M, Flanders: "Agriculture v, industry in development policy: the
plammers' dilemna re-examined", Journal of Development Studies, April 1969,
pp.171 189, ' '

I. Livingstone: "ypdustry and agriculture in economic GOVelopment“ Journal of
~m—___African Studles. 1966. DN.329=34 e o

Ea_—
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: emphas;s on the persistent trend toward
imbalance drématically portrayed in the statistical estimation of the
"trade gap"; arguments for reducing export dependence in the interests
of promoting domestic stability; and in particular the favourable
effects of protection on the influx of capltal ( ) The Latin American
variant of this approach - "the ECLA doctrine" - rejects the traditional
role of specialisation in primary products for export to the world economy,
in favour of manufacturing for domestic of regional_production ag a more
probable source of sustained economic growth., This case for industrial-

isation will now be looked at more closely, in context,

The traditional basis of the Central American economies has been the
highly specialized export of primary commodities: "In the middle of
the nineteenth century, the long search for new export lines came to a
successful end, From thenv;n, and for the next one hundred ycars the
agricultural economy was to be based.upon the production of coffee and
bananas ...sss The enlargement of the available market through inter-
nationél trade and the growing demand for a commodity which was particularly
adapted to the capabilities of nations resoﬁrces, opened unprecedented

possibilities for economic gain."(a)

(1) P. Robson: "Economic Integration in Africa", Allen & Unwin 1968,
pp.34-35, .

(2) This “doctrine" traces its origin mainly to R. Prebisch e.g. MCommercial
policy in underdeveloped countries", American Economic Review Papers and
Proceedings 1959, pp.261-264.

See also M, Flanders: "Prebisch on protectionism", op, cit,

(3) C. Castillo, "Growth and Integration in Central America", Praeger 1965
Pp.12-13,
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This form of development had repercussions familiar to studemts
’ 1
of "dualiem" in a development context with an absence of "spread"
effect to the rest of the economy: "there gradually emerged the now

familiar inertia of the monocultural economy that has limited the

horizon of possibilities for the expansion and diversification of the &
productive structure of the region. Rallway development for example
solely met the needs of the banana and coffee "F'inque::os"l”2 Though |
the process varied from country to country.e.g. Nicaragua developed

on the basis of cotton later in time, and Honduras's "banana boom" ‘
resulted in a spatial separation of the economy on a NortheSouth basis =
the distortions introduced in this period lasted throughout 1850-1950
leaving the traditional, subsistence sector isolated and backward, a

source of seasonal labour (some forced) and land onto which plantatioﬁ
cash crops could expand at’the expense of wheat and cotton.

However, the main problems of the economy after the 1940t's resulted %
from demand dé}ioiency for the méin export products: "after fifty '
Years of steady growth followed by three decades of ingreasing deficiency
the agricultural economy is no loﬁger capable of performing as it did

(3)

at the turn of the century".

(1) The word is used in the sense of "technological dualism" as used by
Hla Myint: "An interpretation of economic backwardness" Oxford Economic
Papers 1956, p. 463 i
A Lewis: "Economic development with unlimited supplies of labour", op.cit.!
and B. Higgine, "Economic Development," New York 1959, p.59; to refer

to a divergence within an economy, into one sector which is commercial, !
export-oriented and mechanised and another which is based on a primitive |

i

subsistence technology. The term "dualism" is also used to apply to
spatial dualism as in Italy, (V. Lutz: "A study in cconomic development",
Oxford 1962 pp.13-42, and to intcrnational inequalities based on
differcnce in technology (H. Singer: "Dualism Revisited": Paper of the
Institute of Development Studies. Sussex 1970,)

(2) ¢. Castillo, op. cit. p. 19.

(3) c. Castillo, op. cite p. 60,

{
1
i
{
E
f
i
§
i
i
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ﬂzggj pe ] Iﬁa Structure of /bmg Trade of the Central American (ouniries,

Guatemala El Salvador Honduras
1958 1968 1958 1968 1958 1968
Coffee 74.2 73.4 Coffee 84:1 93,6 Coffee 10.9. - 20,8
Cotten 5S¢4 1.0 Cotton 18.1 14.5 Cotton 2.6 3.8
Bananas 13.1 8.0 Bananas 37.6 79.7
Fresh Timber €.5 14.5
Sugar - 8.0 Meats
Others 11.4 83.6 Others 25.2 Miherals
(silver, \
lead etc. 2.5 T.5
Others 8.7 34.0
Total 107.5 226.7 118.0 212.0 7.3 179.0
Nicaragua Costa Rica Central America
Coffee 24.2 22.7 Coffee 50.5 55.3 Coffee 247.2 265.8
Cotton 24.9 59.7 Bananas 26.5 A3.7 Cotton 5.0 119.0
Sold 1.3 5.0 Cocoa 5.8 3.3 Bananas 17.3 88.7 -
sugar - 5.5 Cattle & Timber 10,0 16,1
shrinps - 5.1 neat ‘ 3.2 12.0 Cocoa 5.8 3.3
timber 3.0 1.6 sugar - 8.7 Meats &
Cottcn seed 3.9 3.3 Others 5.6 47.8 cattle 4.7 19.5
Others 16,0 54.3 sugar 2.9 22,2
Others ' 590 7 4110 5
Total 70.4 157.3 91.6 170.8 458.8 946.0

S U . S S

L evmse i .
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Looking at the contemporary economic structure we should first
draw attention to the degree of concentration of exports. As can be
seen from Diag. l-lthe five economies exports are totally dominated by
a few priﬁary products, notably coffee, This can be shown formally by
using an index of commodity concentration (DiagJ.?) though there are
deficiences in this methoéf) Central American exports are seen to be
highly concentrated though no more so than other primary producing
Latin American countries like Colombia and Brazil.(z)

Such a concentrated pattern would in theory be expected from a
system of multilateral trade specialising according to comparative
advantage._ Indeed, it was seen in that light, pre-l1914. By contrast,
an economy so specialised is also highly dependent on the vagaries of
the market for one product, Two specific complaints have been made
regérding such dependence. The first relates to short-term price and
carnings variations when one or two export crops contribute a substantial

rroportion of national income. The second and more important focuses

are not on fluctuations, but on long term trends; the slow long term

- growth of export demand, and the secular decline in export prices. These

two aspects are now briefly looked at, separately{

(1) Notably the fact that many products are split in the standard classi-
fication which would show less commodity concentration than was meaning-
fully the case. However, if we take 100 as the maximum of total concen=
tration, then this is almost approached by Mauritus; while at the other
end of the scale France has the most diversified exports. There are
some richer countries (like Australia) with approaching the same indéx
and some poor ones with much less (like India). It is interesting also
to note the sharp decline in concentration over a decade, partly due to
Common Market trade, but also to diversification into timber, meat and
sugar, The import coefficient is generally low (under 20) as in most
other countries with gencralised import requirements,

(2) Michaely found a strong correlation between export diversification,
development and industrialisation; M. Michaely: "“Concentration of

. Exports and Imports: ¢n International comparison" , Economi¢ Journal

Dec. 1958, PP 722-7360




Sources:
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Diag. . 3.

A table showing differences in Commodity concentration index

amongst a sample of countries: 1954 « 1964.

1954 1964
Honduras 63 43
Costa Rica . 60 50
Guatemala 72 47
El Salvador 86 56
Nicaragua 58 47
Mauritus o 99.5
Colombia ) 85 13
Brazil . 61 54
Australid o1 36
Argentina 29 30
Japan 24 13
UK 19 13
Venezucla - 11
Tanzania ’ 73
© India . 22
France 9

Notes: the index used is the Gini-Hirschmann coefficient of concentration.
The index can be expressed as 100 / Q&ii)z, vhere xij is the value of \\ |
country j's exports of i to the rest o?lthé world and xj represents the
total value of country j's exports in the same period. Commodities are

defined in three digits SITC (Standard Internal Trade) categories. The

index is discussed in A. Hirschmann: "National Power & structure of

Foreign Trade" pp. 6-18,

1954 data and methodology from M. Michaely: "Concentration in International
trade, or else computed from national data (as in OAS: FEconomic Survey

of Latin America, 1962 p. 265); 1964 data from P.J. Lloyd: "International

Trade Problems of Small Countries”, Appendix II and Central American ‘
figures from World Bank Survey (1967) Vol. 2, Table 25 a - f.
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contained in the FAO's Indicative World Plan for agriculture; "the

. Op. cit,.

industrialised countries (B).( .

e e e o e o "
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Deteriorating Terms of Trades

First of all let us take the hypothesis that the export sector
has been a "lagging sector", due to the influence of declining commodity
terms of trade; the essence of the Prebisch thesis.(l) The argument
is very briefly that due to low income elasticities of demand in developed
countries for agricul tural products and (most) raw materialg?)attempts
by the IDC!'s in general to increase output faster tgzg the slow growth
of demand will lead to a fall in prices which because of low price
elasticity will not markedly increase demand; therefore, a secuiar
deterioration of prices over time results in the fruits éf technological
progress being transmitted overseas (to the "centre") from the exporters
("the periphery") while the seme does not happen in reverse trade.. This
is because monopolistic influences in the labour markets of the developed
countries hold up export prices, and the high income elasticity of
demand for manufactures sustains a high growth of demand for their

exports. The general explanations for this unfavourable develomment are

Progressive saturation of per capita requirements in those importing
countries already in higher income levelsj increased competition from
synthetics; competition from production in the high income countries;

import duties on processed products; (and) low allocation of foreign

(1) R. Prebisch: "Commércial policy in the underdeveloped countries",

"The Economic development of Latin America and its principle problems",
Economic Bulletin of Latin America. Feb. 1962 ppe 1 - 23,

(2) The UN World Economic Survey (1968) gives the following figures for
coefficients of income elasticity of demand in developing countries (A) and

A 3B
Food & Beverages o6 o715
Crude Materials o5 e 6
Manufactures 1.9 1.25

Elsewhere the income elasticity of demand for agriculture and food.
supplies in the Central American countries is estimated at .43 FAO
"Agricul tural Commodities Projections 1975-85", Vol II Rome pp.28-33
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exchange in centrally planned economies for cxports of tropical products.( )

Empirical evidence tends to support a pessimistic view.( )

The implications of this for development are essentially that a
slow rate of export growth arrests the rate of capital formation which.
depends upon imported capital equipment unless capital inflows can be

““f““‘ pRgwR

induced. fhi@kresults in a "trade gap", a discrepancy between exports
required to maintain a given growth rate, and actual exports.(B) In an
extreme form (which is not so evident in Central America) the "trade gap"
manifests itself in a gap between imports which are at a f{ixed minimum 9

.

(fuel, spare parts, capital equipment etc,) for a given growth rate and
exports at fixed mﬁf}gum because of supply and demand difficulties.(4>
However, before accepting such an exireme interpretation one would need
to be convinced of the existence of an "expozﬁ_gaximum", of the im-

possibility of substituting consumer goods by capital goods on the import

side and on the impossibility of affecting the net inflow of capital.

This is not the place to review the whole empirical and theoretical

basis of the hypothesis regarding commodity exports. The question is

(1)  "The Indicative World Plan for Agricultural Development", FAO 1969
Vol,III p.l2,

(2) e.g. A. Maizels: "Industrisl Growth & World Trade" Cambridge 1963
p.409 (Survey) and B. Cohen: "fhe less developed countries exporis of nrimary
Products" Economic Journal 1968. pp.334-343., However this would be con-
tested inter-alia by C. Kindleberger: “"The Terms of Trade" New York 1956

S. Von Harbeter: "Terms of trade and economic develo ment", iri'Ticonomic
Development for Latin America", Ellis & Wallich (ed. p.275-2975 W, Baer
"Economics of Prebisch & ECLAY op, cit. )

(3) s. Veintraub: "The Foreism Trade Gap of IDC's" Princéton Papers no. 48.

(4) s, Linder: "Trade & trade policy for development" in "Theory of economic ;
integgation" in M. Wionezek, xop. cit. f

EW'\Q”“C- Bhw s Ld“\ Aw
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vhether Central America has had this unfavourable terms of trade ex-
perience and vhether it has been paralleled by a short-fall or slow
growth ofyexport earningssl)
If an estimation is made for the post-war period in Central
America(fihg. 1-4), and as far as'het barter terms of trade" are cone
cerned there is a distinctive decline since 1954~55 when the postewar
boom in commodity prices ended. Between 1957~62 the coffee price fell
by 40%; banana prices were also adverse. However, the income terms
of trade which were not so obviously favourable in the "boom" period
for prices are now considerably improved and have more than outstripped
the fall in commodity prices up the middle sixties. This is true even
vhen intra~regional trade is excluded., Cotton exports benefited

rarticularly from volume increases, with the opening up of the Pacific

coastal lands,

(1) This point leads one to the question raised by Wilson and others
that the conventional measure of the "net barter terms of trade"
N = Px where Px is a price index for exports, and Pm is the price index
Pm
for imports) is not & meaningful indicator of the purchasing power of
exports which is better defined by the "income terms of trade"
(I = Px x Qx where Qx is the quantity index of exports). Assuming
Pm
that an individual country is sufficiently small to have no effect on
the world prices, and that it has unemployed land and labour there is
little economic cost (to itself) of expanding its volume of sales, cven
in poor world market conditions. The Wilson study concludes (on the
basis of 1950-65 data) that I is rising substantially in many cases vhile
N was falling (taking the whole world economy there is an obvious
causal comnection): "the rises that have taken place in I often in the
face of deteriorating or static net barter terms afford an encouraging
indication that progress can be made even when on general grounds neither
the initial structure of trade nor the elasticities may have appeared to
be particularly favourable", There is an underlying assumption that
exports have a role as a "vent for surplus". In fact some scarce factors
are tied up even in commodity exporis.

T. Wilson; R. Sinha & J. Castreet "The income terms of trade of develop-
ing countries" Economic Journal. 1969 pp.813-832,

Also G, Meier: “International Trade & Dvelopment" New York 1964 pp.40-45
for the significance of various definitions ofyerns of trade. ’
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Another wvay of looking at this problem is to contrast the
growth performance as it occurred with growth performance as it

could have occurred in the absense of texrms of trade deterioration:

Actual growth of Growth without
GeN,Po: 1960~-68 terms of trade
deterioration A

Costa Rica 60575 602 "\ W
El Salvador 6.1 5.8
Guatemala 5.0 4.6
Honduras 567 ~ 5.9
Nicaragua 7.6 7.9

Source: World Economic Survey 1968 p. 13

There was mommiall deterioration in the performance of the first

three countries as a result of the terms of trade; but an improvement
in the case of tho other two. The early 1960%s, however, was not a
very suitable base period as it was the nadir of the postewar commodity

price deterioration for coffee and bananas,
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Dinge T-4 Commodity and Income Terms of Trade of Ceniral American
Exports, !
Guatemala ' El Salvador Honduras / Nicaragua Costa Rica /
N I I ¥y 1 1 v 1 1 w 1 & v 1 1

1938 - - - 45 30 74 41
1948 7% T4 62 38 92 87 T4 32 77 53
1950 113 97 124 87 112 99 101 53 111 72
1950 118 89 123 Bl 109 98 126 93 12 74
1952 120 2108 il7 82 117 101 116 79 109 83
1953 - - - 119 - 117 101
1954 144 115 164 107 121 85 143 99 133 104
1955 132 116 125 96 121 87 125 126 124 100
1956 241 130 121 97 120 110 128 101 132 79
1957 128 117 120 120 110 100 116 106 120 95
1958 100 100 100 100 . 100 100 100 100 100 100
1959 85 99 97.5 84 10L 94 90 90 88 89 101 90 82
1960 85 105 102 8% 102 95 88 83 8L 90 76.5 85 86
1961 9 92 86 78 101 94 87 100 98 8y 72 81 84
1962 78 94 88 71 116 108 100 98 92 85 79 7% 85 84
1963 73 123 109 72 128 115 112 103 93 -85 8l 81 89 84

1964 8% 132 113 78 152 131 115 115 104 89 95 93 86 95 66
1965 86 154 137 78 172 141 114 248 1%9 97 126 126 80 90 19
1966 90 19% 155 77 162 121 114 187 177 96158142 . 179 102 30
1967 90 172 138 72 166 123 114 200 190 97 165 148 70, 113 88
1968 91 197 154. 15 203 152 . 66 141 - 112
1969 92 72 203 150 : s

> N- COW»MrS‘GE:‘_ %w@%ﬂ»&'ﬂ.
I: Trhawa owen of k.
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Sources IMF Financial Statistics. ,

"
.
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Long period improvements in income terms of trade mask changes
in commodity composition (even if wo exclude common market trade) and
the relatively more favourable.picture shown by the income terms of
trade is ﬁartly due to supply flexibility'as well as increased volumes
of the traditional specialist crops. |

As regards future capacity-foi increasing expdrt receipts most

(1)
sources have been pessimistic  though the picture is variegated.

(1) (2) the 0AS predicted (wrongly) a 2.7% growth rate in export income
over 1962-~67 which could be as high as 5% or as low as Z6; OAS (Pan
American Union) Fconomic Survey of Latin America 1962 p. 295.

(b) Hansen predicted a 3~4% export income growth rate from 1966
¢l ~.5 Re Hansen: "Central America. Regional Intesration and
Economic Development" National Planning Association 1967.

(¢) The World Bank has predicted over 1965~T0 a decline to a 2.%%
growth rate in incomes from exports rising to 4.%5% later: World Bank
Report (1967) ¥Vol. I Main Roport ppe. 11-15.

(4) One can also gain some insight from the national plans which the

following projections for extraregional export receipts.
in traditional exports

(i) E1 salvador: a growth rate of 1,9% onlykis predicted over
1968-72 as against 8,55 for all exports and % for GDP; No growth at all
is anticipated in coffee receipts. This pattern is comnsistent with the

- slowing of growth in the later 1960's in this sector: EL Salvador:

"Plan de desarollo economict y social 1968~T72"

(i1) Guatemala: over 197075 a growth rate of 2,56 in traditional
non~Central American exports receipts is enticipated; with an absolute
decline in coffee receipts: Guatemala: "Plan de desarrollo: 1971a75"

Whereas in these two cases the growth of extra-regional exports has
been below the regional GDP both before and after the planning period
the picture is quite different in,

(iii) Honduras: in the 1969-72 planning period export growth rates
(outside Central America) were to rice 5~@%; though this was following a
period in which banana receipts had more than doubled since 1962,
Honduras: "Analysis de la economica nacional en 1969 y perspectives para

1970-71",

iv) in Costa Rica: 1968-72 planned extraregional trade increases
: of 20% were forecast mainly on the basis of banana growth, following a
: reriod of slower growth when coffee was still the dominant crop. By mid
: . 1971 the predicted growth had materialised. Cdsta Rica: "Provisions del
desarrollo economico y social 1969=~72 y planes del sector publico"

o S,

(v) in Nicaragua: there is no plan but for the early nineteen sixties
therg vas a very substantial cxpansion based on cotton (over 10 p.a.
receipts increase for 1962-67).
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Some crops have favourable prospects, notably bananas. Others have
served as a congiderable source of growth, notably cotton, hut also
sugar. "In this comnnection as in many others in economic analysis,
aggregation is a tool which has greater power than finesse".(l) Only
in the coffee industry is the scene generally bleak and future prospects
are inhibited by the terms of the International Coffee Agreement and
past overproduction leading to surpluses. Part of the 1§oubh&'1s that
coffee is still profitable at existing prices and existing export taxation
plus quotas are an inadequate consfraint.(z) The’ general problem is
- "supply inflexibility as much as demand deficiency for there are many
| alfeinative lines of production such as meét, forest ﬁroducts; seafoods,
f?uit and vegetables with good export prospects and ecoloéical suitability.(B)
There are, however, problems with these "new" producfss(4) competition from
established producers, health regulations, transport and marketing problens,
lack of responsiveness of traditional landownerg?)
, What cannot be doubted is the continued importance of
the'commercial agricultural export sector.(6) Traditional exports still
- contribute well over 15% of regional GNP di:éctly (not counting multiplier

effebts)}ggzais the major source of foreign exchange., The precise point

(1) M., Flanders: "Prebisch on protectionism" op. cit, p.346.

N (2) World Bank Report (1967) Vol. I. Main Report, p., 12-14,

(3) R.M. Stern: "Policies for Trade and Development", International
Conciliation No,.548 May 1964.

(4) See page 43.

(5) "Latin America"; Oct. 1971 refers to the large scale nisuse of World |
. Bank development funds by cattle ranches in Central America as being typical
of efforts to diversify in the large-farm commercial sector,

=z

(6) However, it is also of note that recent discoveries of bauxite (Costa
Rica) and nickel (Guatemala) will introduce a new source of foreign exchange
earnings,

(7) The Guatemalan Plan 1969-72 p,30 makes an assessment of the multiplier
for exports as 3+6 as compared with 2:72 for Government consumption and 128

for Government investment. These figures seem improbable, and more plausible
values are discussed in ch, 3,
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at which one should continue to invest scarce resources (capital, gkilled
labour and also seasonal labour) in this sector rather than manufacturing
is ideally a matter for a general equilibrium programming model,(l)
l{momums in the absence of such planning tools one can merely say that there is a
predisposition to believe that at least after an initial infant-industry

period) . resources could be more productively employed in manufacturing

than in traditional exports, where there are diminishing returns, especially
in Guatemala and El Salvador. There is some, if qualified, support for

accelerated industrialisation, from "terms of trade" deterioration.

- Export Instability

The other basic objection to specialisation of production in

primary products for the world market is that it results in excessive
"instability". Indeed, the World Bank introduce their survey of the
Central American economiesuby saying "“variations in exﬁorts which have con-
stitutedA18-22% 6f GIP in the last decade have markedly influenced invest-
heqt, imports and national output".(z) It is argued that these fluctua-
tions are inevitable given the commodity concentration of trade} and the
low grice'elasticities of demand as well as the uncertainties in.

‘_“dh;_'u; in supply which are characteristic of fhe main export

products,

(1) Consideration of potential returns to scarce factors is in marked
“contrast to the “vent for surplus" approach to the traditional export
sector - which assumes an infinitely elastic supply - and which rcquires
abundant land and zero opportunity cost for the employment of factors. i
DY e - Hla Myint: "The Classical theory of international trade in underdeveloped
: countries" Economic Journal 1958 p.317.

(2) World Bank Report (1957) Vol. I Main Report: Summary & Conclusions p.(1)

~
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However, recent empirical work (hotably by McBean) has cqst
considerable scepticism on the degree of severity of this problem
in general:(l) "while not denying that problems of export instability
can be serioué for some couniries, recent statistical work in the field
has cast doubt on the frequently argued premise that the magnitude of
fluctuations in export earnings of LDC's is significantly larger than
that of developed countries and has questioned the seriousness of the
damage caused by export instability to LDC's in general".(z) MacBean
made a study of 45 LDC's and 18 DC's over a twelve year period using a
Coppock index (the log variance about a trend curve), In all cases the
figure is below that for the average of the LDC sample and even below
that of the D¢ sample. ‘ ‘

Diagram I-5 showing measurement of instability of
export values by Conpock index

I, MacBeén . I Brb. and Shiavo-Campo

A1 countries (mean) 21-8 (St. Dev, 11+5

45 LDC's 231 (St. Dev, 12+9 LDC sample (mean) 13+4

18 DC's 17-6 (St. Dev, 71 IC sample 6.2
Costa Rica 14+ 3 . Costa Rica 12.6
Guatemala " 107 "+  Guatemala 9.9
Honduras - -, 16-1 Honduras 132
Nicaragus “Cbnlus’ 14.2 sNicaragua - 1446
El Salvador 1%.9 El Salvador 8+4

;\\§f ; (1) A. MacBean: "Export Instability and Economic Development" London 1966

also J. Coppock: "Concentration in International Trade", New York 1962,
B, Massell: "Export concentration and fluctuvation in export earninga:
X-section analysis", American kconomic Keview March 1964 Pp.47-63.

(2) A. MacBean, Jbid.
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Further tests have been carried out over a longer time period 4
(1946-66) using the MacBean sample and indexgl) The "stability" of

[aw—

the developing countries export proceeds is even more emphasised.
3 :

\

\
In every case except Nicaragua the economies are more "stable"

than in the MacBean atudy, and all five economies are more "stable" than
the USA, France or Ausfralia. It is still possible to argue that the
measurement of instability used is defective, as there are different
measures.(2) However, Kingston using a different measure (the average %
deviation) shows that the Céntral'American ecénomies with one exception,
have more stable export proceeds than a 112 ﬁorld sample average or a

19 Latin American country average over 1948-65, while Venezuela, Brazil

3)

and Argentina have much worse problems.( The evidence of NacBean and

others is equally negative when they try to correlate instability with the
staﬁility of the ecqnomy in géheral, or to spécific components of it, i.e. i
régarding the effects rather than the degree of instability. The author |

ran a correlation between ch.nges in export earnings and changes in GNP

over the'1950~67 period.(4)

R ety .wawh&'
(1) G. Erb and S. Shiavo-Campo: "Economic Instability 1level of development

and_economic size of IDC's." Oxford Institute of Statistics 1969 pp.263-283.

(2) Unpublished paper by Susan Turnbull, Glasgow University.

J. Clark Leith, "A decline in world export instability: a comment"
Oxford Institute of Statistics August, 1970, He uses "deviations from a
connected linear trend" as a measure of instability and finds significant
discrepancies from other measures,

(3) R. Kingston: "Instabilit and ort Proceeds of Selected Latin é
American Countries, 1948-65", PhD, 1970 (Microfilm), . ?

(4) This procedure ignores lags; which may be significant,

e i et s e 12w o e eern ettt e teeoc)
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Correlation coefficients

Honduras *47 (significant at 90% of confidence),
Costa Rica: +15
Guatemala *36 (significant at a 90% level of confidence),

San Salvador +33 (significant at a 90% level of confidence). (

Direction of fluctuations

Honduras ‘ (12 out of 17 fluctuations the same way)
Costa Rica (7 out Qf " " " onoow
Guatemala (12 out of L "o
San Salvador (7 out of 16 " weoow "

Except for Honduras (wﬁich also has consistently high instability
indices) these are rather poor correlations though the results are of
limited value because of the appioximations and smoothing which (one
suspects) distort the official national accounts.

One is inclined to treét the "instability problem" as not of serious
dimensions, = Some ¢f the insiabilitx,which is of quantities rather than
price?is absorbed domestically by buffer stock arrangementis, marketing
board policies and counter cyrclical pélicy, but in fact theré is no evidence
that these are vitally important, More probable is the stabilising influence

of expafriate ovnership (in bananas especially) which can ensure that some !

et |
instability of export proceeds is borne by head office and is not reflected ]

-

in the receipts of the local operation.(l)

(1) Mlso much of the instability which existed generally prewar has been | .
largely eliminated by successful counter cyclical policies in the richer '
countries: L,E, Stekler: "Effects of U,S, Business Fluctuations of Inputs
of Primary Commodities" Yale Economic Essays - Vol, 9 No,2 1969 Pp.202-289

Central American central banks also hold smaller reserves than most other
countries,

RBeserves as % of GDP as % of Trearts

1961 1971 1961 197
AL 5 6:6 41 53
Wasturn Hemisplua 3.8 46 36 46 ,
4——— El Salvador 4+4 6+4 21 30 '
¢ —— Guatemala 53 50 40 33 ?
e Honduras 32 31 17 10 . i

Duna: TMF Fvoassld Svioy .
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The two most important arguments for a reorientation of develorment
away from agriculture, namely the alleged secular deterioration of terms
of trade and instability of the main exfort crops, have been dealt with aqgff ?
the latter, if not the formeriwere found not wholly convincing in this con-~ l
texthJ:bessimism about commodity exports has led to a rethinking of overall
development strategy based on one hand on restructuring (towards new exports

-

and/or industry) and on the other to more self-sufficiency and less trade,

The import-substituting industrialisation (I,S.I.) approach covers both
simultaneously, Diversification on the supply side to produce new agri=-

.. cultural exports is another possidle strategy.

Traditional Agriculture

Another possibility is import substitution with an emphasis on agricultureg
effecting a transformation of the traditional food producing subsistence agri-
culture and food producing commercial sectors,(l)using productivity raising
inputs such as fertilisers, e¥tension services, farm machinery and improved
seeds, Without doubt there is an unsatisfied demand for locally produced
foodstuffa'and this has sﬁi}t over into imports in the past‘as can be seen
below;'fhough it should be stressed that there is no economic argument for

sélf-aufficiency in foodstuffs rather than any other sector.
+ e T

Diagram I~6 showing imports of foodstuffs from outside
Central America: and intra-regional trade in foodstuffs

Outside Intra~-trade
. 1259 58+ 6m 18+1m
1961 61+6m 18+ 4m
1966 T1e6m 55¢1m

Source:s "El Commercio Regional de la Production Agropecuario en Centro-
America® SIECA. 1968, :

~

(1) About half the overall Central American agricultural production is
destined for the local market; $623m. out of 81,250m. in 1965, but it is
difficult to separate out food and non-food elements.

’
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To substitute thgggrﬁzuld save substantial foreign exchange and of -
the £72m. spent in 1966, #30m. was on cereals, g0m on dairy products,
#4.2m on livestock food, ¥5m. on salt, 2m. on fish, and a good decal
of this could be substituted locally at least in the long run. Critical
observers have long recognised the basic stagnation and weakness of the
traditional agricultural sector which is a consequence of the ?dualistic!’
nature of the econor gl) Not only has the traditional sector been neglected
technologically, but its earlier efficienéy undermined by the loss of
better land to the plantations, by competition (from imported vhest for
example) and by the disruptive effect of seasonal plantation labour (which
used to be forced) on the efficiency of foodstuff productiongz) The
Central American economy became sucked into a vicious éircle: "the pro-
ducing sector was left with an insufficient amount of resources to main-
tain a reasonable degree of self=8ufficiency eeecsececes and in the absence
of government measures co.ese food shoriages were met increasingly with ime
rorts from abroad ... these policies tended to perpetuate the isolation
of the'{bod sector from the money economy and to favour the production
of'export crops",

of thg various factors which contribute to the present defects of
subsisiégééhggbéﬁction are smail land-holdings, poor soils, archaic methods
of rroduction, lack of credit and Wthe most important because of the

pervasive nature of its impact is that of land tenure. Studies testify

~.to the under utilisation of fertile acreage among many large holdings and

(1) The "dualimm" of Central American agriculture is described in relation
to Guatemala's coffee economy in K. Griffins "Reform and Diversification
in a coffee economy-the case of Guatemala" in P, Strceten (Ed.) "Unfashion=
able Fconomicss ®ssays in Honour of T. Balogh", Weidenfeld 1970 pp.75-98

(2) ¢. Castillo, op. cit. pp. 38-42. The general magnitude and effect of
migrant seasonal labour (in Guatemala) is described in R. Adams "Crucifi-
cation by Power" Austiny,Texas, (1970) pp. 124~137.

(3) C. castillo, op. cit. p. 43.

v s
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Y 4 ' o &
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the over~intensive cultivation of poorer soils cmong the smaller

farmers".(l) But this naturally raises political issues which strike
K at the bas?s of thepower of the ruling groups in Central America which
a is largely vested in land ownershipgz) Suffice it to say that in the
/ . present political and social structure, traditional agriculture is un~

likely.to respond rapidly to productvity raising inputs.

To some degrée there is no conflict between emphasis on industry
and simultanedusly in traditional agriculture, There is some comple~
mentarity in respect of inputs b ought in by industry and also in so
mach as the better income distribution resulting from land reform and
investment in peasant agriculture would lead to a higher demand for con-
gumer goods, while increased incomes from industry would lead to a highex
demand forAfobdstuffs. 5 This is one of the components of the "balanced

(4)

growth' approach to developnent. But there isla conflict too, over the
allocation of ﬁcarce capital resources: agriculture could not be cx~

. pected to prosper with land reform alone, only with the application of
feeder roads, drainage systems, storage facilities, rural education and

(5) '
irrigation. ~ Also the protection (rather than oubsidisadion) of either

(1) R, Hansen:~ "Central America. Regional Intesration and Economic
Dovelopment" National Planning Association, Oct. 1967 p. 11,

(2) The sociology of Central American interest groups is discussed in
Je. Nye: "Central American Common Market" Carnegie Endowment for Internate
ional Peace, International Peace, International Conciliation No. 562

~ . New York, 1967.

© " This matter is discussed in greater length in Appendix II

(3) B.F. Johnston & J. Mellor: "The role of agriculiture in economic
develoyment A.E.R. 1961 pp. 566-~593. As far as food stuffs are concerned
some additional demand will certainly be required since even if all the
overseas imports could be substituted this would only add 1% to the
present agricultural product destined for local markets (i.e, about £700m).

5 ' (3) R. Xurske: "Problems of Capital Formation in Developing Countries"
1953.

(5) United Nations: "A Central American Common Market for Agricul iural
Conodities" Economic Bulletin for Latin America Vol. VIII No. 1 1965
P 1,
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agriculture or industry would tend to turn the terms of trade against

the other. As the level of protection of consumer goods is very high

and that on newly produced agricultural inputs (e.g. fertilisers;

machetes) is significant, it is probable that with industrialisation

the deterioration would work against the peasani.(l) As with the agricul=-
tural export cgector, the trade-off betwcen investment in traditional
agriculture and manufacturing is not clear.ojfUntil there is a major
political change relating to the Central American cowntryside it is

likely thai‘any comparison would be-unfavourable to the traditional

agricultural sector.

Labour - absorbtion by Industry

There are several other arguments that have been advanced for an
accentuation of industrial development, One 1s the existence of a
pool of 'surplus labour' in @he agricultural sector which diminishes the
productivity of agr¥iculture and can only be used efficiently by with-
dréwing i; from agriculture, A moderate form of this argument is that
the marginal productivity of labour is lower in agriculture than else-
where (psually assumed to be the 'modern' industrial sector). Another
version isﬁihgzaégg marginal productivity ié zero or negative in agricul-

ture.(z) Labour is abundant, capital sc¢arce; and with a rising population,

(;) I. Little, T. Skitovsky and M. Scott: "Industry and Trade in Some "\\
Developing Countries" OECD 1970 p.346-47.

. (2) A. Lewis: "Development with unlimited supplies of labour" The Man-
S~ - chester School of Economics and Social Studies; May 1954 .. }

G. Jorgensen: "The Development of a Dual FEeconomy", Economic Journal, June
1961, pp.3%09-335, Fei and G.Ranis: "Development of the Surplus Labour
Economy", Homewood 1964, The argument is summarised, criticised and updated /
by B.F, Johnston: "Agriculture and Transformation in developins countries:
a_survey of research: Journal of Economic Literature, vol,7, 1970.

s
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a limited area of fertile land and fixed production coefficients

there is a deterioration of the situation over time especizlly under
conditions where over-use of the land.produces erosion, Labour
saving technical innovations (tractors or the "green revolution!

high yield seeds) improve the yield of a fixed acreage of land, and
add to the ﬁ;ol of surplus labour. If (unskilled) rural labour has

a zero social opportunity cost, its transfer to indusiry, at whatever
money cost, is justifiable: "in as much as the output of industrial
products can be increased by an underveloped country without reducing
the output of agriculture tﬁen this is a net gain in real income to the
economy. And this is regardless of the inefficiency of the industry
since the alternative is to let resourses stand idle“.(l) Protection
(or subsidisation) enters this argument in as much as market pricing
is held to overstate the opportunity cost of labour (because of

maximum wage legislation or uﬂionisation) go disfavouring industry

& 3 e it RN -;-v'\"
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value added wowld (indivectly) offset this imbalance,(?)
et
Does Central America conform to a surplus-labour model? -First,
the population is employed overwhelmingly in agriculture (Diag.I-7a).
As far as unemployment is concerned there is little statistical data
and 1ittle attempt by governments to draw attention to the existence of

unemployment in their plans or statistical reports.(3) Open unemployment

(1) s. Dell: "Trade Blocks and Common Markets", London, 1663, pp.192.

(2) E. Hagen: "An economic Justification for protectionism®, Qudrferly
 Journal of Economics, November 1958 pp.494-514,

(3) 0f the 1969~72 Plans only that of Costa Rica even discussed the
manpower implications of forecasts made (pp.91-101).

Y
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Diagram I-7a showing officially registered unemployed as a percentaece
of the "economically active" population (Al and as a percentage of the
population (B)

A B
Guatemala 1o 5% 519643 . 7%
El Salvador 5% (1961 2¢4% (8% in San Salvador of economically
active; 1961-68).
Honduras 6% (1961) 2+ 8%
Nicaragua 1e7% E1963) - 8%
Costa Rica 6+8% (1963) Ze 4%

Source: SIECA; Quinto Compendio Estadistico 1967 Cuadro A - 1405
Unemployed in the City of San Salvador from p,20-22, Indicatores de Conaplan
April - June 1969.

Notes: the "economically active" population consists of people over 10 years: for

Costa Rica it is 12 years and over.

Diagram I-7b showing Mactivity rates" of men and women:

"economically

active® personal as a percentage of population in a given age group,

Guatemalas Total population:

Economically active

L[4

Fl Salvador Total population

Economically active

Honduras Total population
Econ¢xzilzilmractive
Nicaragua Total population

Economically active

Costa Rica Total population

Economically active

Source:
fbduaiad

Notes:' : BEconomically active" does not include students and housewives and family

- workers,

1950 11964
2,790,000 4,285,000
_ 968,000 1,317,150
34+ 5% 31%
1950 1961
1,856,000 2,750,000
653,000 807,000
35% 29%
1950 1961 -
1,368,000 1,885,000
647,000 568,000
A7% 30%
1950 1963
1,055,000 1,535,600
330,000 476,000
31% 3%
1950 ' 1963
800,000 1,336,000
281,000 00,000
35% 30@

International Labour Organisation Statistics,

1968

ga,soo,ooo;
1,480,000
0%)

1969
"G
—(24%)

1968
2,360,000
?

?

1968
(1,840,000
800,000
329%)

)

1,520,000
000
1%

969
5
6
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Diagram I-T7c showing labor force distribution of CACM countries, by class
of worker, latest census.

Guatemala Honduras ¥l Salvador Nicararua Costa Rica

Qlass of worker 1964 1961 1961 1963 196%
A1l classes

Number (thousands) 1,292¢2 5680 807+1 .475+0 395+ 3

Per cent 100+0 10040 100-0 1000 100-0
Employers 4¢3 1.4 1.9 30+3 3¢5
Self-employed 3042 379 21.7 183
Wage earners and
salaried employees 459 398 67:0 562 653
Unpaid family workers 1644 79 13.2 100
Not classified 19:6 46 15 *3 2.0

Note: Because of rounding, sums of individual items may not equal totals,

Soemm———

Source: National population censuses.

g ——
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is not high (Diag.I-7a) but in the cases where statistical data is
more reliable (Salvador & Costa Rica) there is indication of 8-10%
unemployment in the capital city, and E.C.L.A. belleves that the “open"
rate doubled from 2+5% to % from 1955 to 196’?1) Participation rates are
low and generally declining (Diag.I-7b): in part this is due to a greater
amount of education amongst the 10-15 year olds, but in Honduras and
El Salvador the large falling off in participation rates is due mainly
to women withdrawing from the labour force.(z) There is an abundant in-
direct evidence of underutilisation of labour: l; Honduras well over %r“ ﬁﬂ*,
one half of those “"economically active" are unpaid - "family workers" éﬂb“' |
or self-employed~. Then there is the waste of time due to seasonal
fluctuations in activity in the country side: "there are no published
andavailable:historical data on the length of work per year in any of
the Central American countries and there wags very little information
on the length of the working week",(a) but evidence guggests that both
are short.(4) The unemployme;t equivalent is estimated by one source

at between 30-40% (5) b f

(1) TUnited Nations (E.C.L.A.). Annual Report (1970) p.S59.

(2) The overall participation rate in Latin America (1950-65) has remained
steady at about 35% of the population,

Estaban Ledemans "Towards a policy on Rumen resouxces in the economic and L
pocial develonmsut, of Tatin America": ILPES Chile 1968 p.10. |

(3) U.S., Department of Agriculture, Batelle Institute: "Projections of 4
- Supply and Demand for Selected Aericultural Products in Central Ameriea
through 1980", 1969 p.10.

(4) Evidence summarised in Irv, Beller: "Latin America's unemployment v
problem". Monthly Labour Review Nov. 1970. The U,S, Dept: of Labour g
Report 345, "Labour in the Central American Common Market Countries", E
notes that in Costa Rica 479% of the economically active population are
idle for up to 8 months,

(5) "Elementos para la elaboracion de una policia de desarrollo con inte-
gracion para America Latina" ILPES Santiago 1968, (p.9) and

Manuel Gollas-Quintero: "Underemployment and the marginal productivity of
labour in the traditional sector of the dual economy in Quatemala'.

. Ph,D, Wisconsin (1967) (Microfilm). A recent publication; E, Thorbecke &
A. Stoutjesdyk, "Employment and Qutput: a Methodelosy Applied to Paru and

‘ Qnaiggaég;-(OECD 1971), estimated that effective labour use in Cuatemala
WaB had Ve
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Diagram I-8¢ showing changes in employment by sectors (1) (by % of

economically active).

1950 1264
Guatemala Primary 68+ 4 66
Agriculture (68+2)
Secondary T 1443 14
Manufacture (11.5)
Tertiary 173 20
El Salvador Primary ° 64+1 53¢ 5
' Agriculture  (638) (59:4)
Secondary 156 17-7
Manufacture (12:3) (12.8)
Tertiary 20+ 3 22+8
Honduras Primary 776 63 8(2)
Agriculture (76-8) - (63'5)
Secondary 11.2 11-1
Manufacture (9-4) (8+5)
Tertiary 11.2 251
1950 1964
Nicaraguas
Primary 687 59+ 6
Agriculture  (67:7) - (58:7)
Secondary 142 157
Manufacture (11-4) (11-7)
Services 170 247
1950 1964
Costa Ricas .
- Primary o 55 9 490
Agrieul 1T {55 6) (48-7)
Secondary 16+6 1846
, (11+5) (11+6) -
Services 27:5 32+ 4

)

Sources: - UN Demosraphic Year Book 1955 (for 19%50)

World Bank Report (1962) Vol., II Statistical Appendix Table 6 (for 1964)
and Datas Basicas de Poblacion en America Latina 1970.

Latest Estimate
1966

645
(62+0)

1645
(14.1)
190 -

60+ 5

171
(12+8)

22+ 4

10:5
23+5
1967
58+ 0
18:8
23.2
1966
48+0
2044

316

1969 figures for Kl Salvador from ILO Yearbook,

Notes: (1) Primary sector includes agriculture, mining, forestry, fisheries,

Secondary includes manufacturing; construction and utilities,

banking, government personal services, transport (except for Guatemala where transport

is a 'secondary' activity).
(2) ECLA adjustment for agriculture employment.

(3) Approximations of the Inter American Development Bank.

Tertiary includecs commerce
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However, the modellof endemic surplus labour, and the related problem .
of factor price distortion conflicts with local experience in several ways
and furthermore industrialisation is not an entirely self-cvident solution.
First, rural labour does not have a zero opportunity cost in as much as
seasonal peak labour requirements on plantétions are substantial; a "paradox
of scarcity with underutilisation of labour".(l) Second, employment is not
'costless' as complementary inputs such as capital and skills, housing and
infrastructure are required and may be under-valued both when used by planta-
tion agriculture and industry, and may make the labour supply less elastic.(g)
Third, it is very doubtful if the marginal productivity Ar labour is zero‘
in rural areas even if we ignore seasonal requirements from plantationss
IR assumes extreme land scarcity so that returns to the fixed factor have
in fact become negative, but in Central America land is not universally \ :
scarce and rectification of the uneven distribution of 1and;ownership would h;}§j
release considerable unused "hacienda" land. Fourth the 'factor price dis- 4
fortion' may work more decistvely in terma-of a ‘traditional v, modern' ﬁ ;
sectér analysis rather than for 'agriculture v. industry' in as much as modern |
industry like the plantation sector, has access to cheap credit from exﬁatriate

banks, duty free inputs of capital goods etc. and 'traditional' or artisan

industry whic:xiEiﬁybstantial in Central America does not, but has acceas to

(1) c. Castillo: op, cit., p.43. Unskilled labour is in great demand between
November and March; in Nicaragua and Guatemala for cotton; in Costa Rica

for sugar, coffee and cotton. This phenomenon has given rise to the notion
of "labour-slack" rather than "surplus labour". L. Reynolds; '“Economic ‘ 4

Development with surplus labour; some complications" Oxford Economic Paper :
March 1969 pp,89~103, B

- e e

(2) The crucial importance of skilled labour is emphasised in H. Myint: The
. Bconomics of Developing Countries" London 1964 p.137 and W. Baer and-N. Hé;;;,
WEmployment and Industrialisation in developing countries", Quarterly Journal ‘
of Economics Feb,1966, p.100.
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cheaper non wnion (often family) labour on similar terms to much

of the agricultural sectog%) Fifth, and related to the last point, the
considerable range of capital-labour intensities within the manufactufing
sector means that the possible "ahsorbtion" of labour by industry will
depend on which sector within industry we are discussing. Many ‘inter-
mediate! industries like chemicals have a very high (and relatively fixed)

(2)

incremental capital~labour ratio' ‘and even modern light industries could

result in a net loss employed . of labour if they displace existing artisan
producers operating very labour~intensive processeg?) The employment
available may vary considerably in composition and unskilled male local
labour maybe a relatively small component of that demanded.s Therefore,
the argument is not one of fagriculturev. industry' but a more specialised
argument about factor proportions in different sectors and projects.
Central American experience(as far as can be seen) is not conducive to

the view that 'modern'.industry can absorb the supply of 'surplus laboux'.

., L
From Diag.I< %it can be seen that the rate of growth of manufacturing

employment is much less than the growth of output and less even than the

growth rate of population. The rate of increases of employment is greater

(1) In #re’pamufacturing sector the % of employment in manufacturing con-
tributed by the artisan sector was (in 1960) Guatemala 64%, El Salvador
56%, Honduras 70%, Nicaragua 76%, Costa Rica 56% i.e. the majority, (bear-
ing in mind the doubtful nature of much of the statistical material; and
the arbitrary classification of artisan establishment as having 5 or
under employees).

-, (2) There is an cnormous disparity between marginal and average capitale

labour ratios. The average industrial investment is about 3150v200 per
vorking person, but in 1960 it was estimated that new investment pexr
worker in manufacturing predicted by the development plans wass
Guatemala #3,000m; Bl Salvador §2,40Ca: Honduras $2,2003: Nicaragua

#4,0003; Costa Rica §7,200...

(3) Whole industries like glue, rope and shoes are exceedingly vulnerable
to this kind of substitution of modexrn for traditional techniques, Othex
industries such as textiles, basket-making, carpet and blanket=-weaving,
pottery and Jewellery; all exist in Central America and have been adversely
affected by competition from the "modern sector". However there is on
inevitable conflict between the need for higher productivity and efficiency
on one hand (especially if exporting is envisaged) and full employments
After all "any society ', if it could rid itself of enough technique and
capital, could keep everyone of its embulatory members fully employed
grubbing for roots and berries" (A quote of J.P, Lewis reproduced in

United Nations “Ihe need for an Fyport-Orionted Pattern of Indugtrialization!|

|
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Diagram I-9a showing averagze annual increases in employment by the three
main sectors (Agriculture, Industry & Services) during the 19%0's & 1960's,

Country Output Population Increases Employment
Costa Rica
(21950-63) 4 3% 4+ 00 Agric. 201%
Industry 4¢1% Total/
2 Fh
Services 4¢2%
Honduras
(1950-64) 2:8% %0 2% Agric, 10 2%
Manu, 2019
Services 16%
Total 2:9%
Nicarasua
(1950-63) 4o 2% 30 2% Agric.  1.8%
Manu, 30 3%
Servicea 5+6%
Tolol 2s8%
El Salvador
(1950-69) 3«3
- ‘ 2'9% Agric, '9%
Manu, 2¢1%

Services 1+8%
o Total 1s2%

Guatemala

(1950-64)  53% 3 2% Agric.  1.93
Manu, 2¢12
Services 33

Total 2+ %%
Source: the National Development Plans,

N -
gt Y

Diagram I-Ob showing Sectoral Productivity Differences (product per man
employed in current d). B

1960 . 1970
A Agriculture Industry Services Agriculture Industry )
' . . Services
Guatemala 4446 115+ 7 3114 422 1348 261+ 6
- E1 Salvador 55:6 128-8 188+ 4 4643 150.8 182+ 3
Honduras 61+8 1923 1976 575 25240 146+ 6
Nicaragua 60+ 2 1352  © 191.0 498 1557 1692
Costa Ri!-‘fac A Sl 4 1327 169+ 6 454 1571 150-1

Source: 41970 Annual Report -
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in industry than agriculture with a much greater increcase in output; which can

be explained part by capital intensive processes. Taking the reglon as a whole,

between 1950 and 1968 the industrial product rose by 6+8); industrial product-

ivity by 4+1% end thus employment in industry by 2¢7%. On the other hand there

are indirect benefits because of the derived demand for construction services
and agricultural inputs which may make industrialisation seem more generally
a good generator of employment.
Commercial agriculture absorbed only a small fraction of the increased
1

“labour force, partly as a result of slow growth, partly because the large

rlantations do not, for many crops, employ labour intensive techniques., In

practice 'surplus labour' was absorbed in small part in industry and more in the -

urban "service sectogy s street peddli?g, domestic service, shining shoes

and other forms of underemﬁloyment thch are visivle in the capital cities of
most developing counéries:, the service sector "ig largely a sponge which ab-
sorbs tﬂe'excess population of the rural areas and its growih represents vir-

tually no increase in economic welfare".(l) The productivity of the service

sector (on average) 1s, with industry much higher than of agriculture (Diag,I-9b}

but less so at the margin,

There may be a good argument for subsidising the more intensive use of

unskilled labour relative to capital .(in industry, agriculture, construction or

whatever) iq¢23i55a39 correct for any factor ﬁrice diatort§on, but this would
. not necessarily result in an industrial bias and indeed practical experience
in most developing countries is conducive to peaé&mism regarding the role of
inigstrialisation.(e) Nevertheleas in the absence gprqulytignggy;ghagges
in sbciety, there is an 1mmedia£;";;;bigawgf eﬁpiﬁying the urban underemplg&ed
in productive work and industrialisation (with velated services and supplier

sectors) offers the only avenue open.(B) And the situation is continually

deteriorating: in 197q,un¢mployment (recorded) had risen in El1 Salvador to

(1) AKX, Griffin: "Reflections on Intin American development™ 0xford Economic
Papers March 1966,p.2, P2

(2) D.seers: "The role of industry gf’dcvelapmentx some falaciecs", Journal
of Modexn African Studies 1965, p.404.

UNIDO: "Recent overall prosress in industrialisation achieved by develo ing
countries" U.N, Bulletin of Industrialisation ang Producivity No,13 p.1l,

(3) This position is adopted by others neverthole t f the dircct
contribution of industry: R, ss sceptical o

Sutcliffe: "Industry & Development® oxford 1971 p.58
A
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10+ 5%, double that of 1961,-.

External Economica

One of the moot powerful and frequently rcpeated arguments for greater
emphasis on manufacturing industry is that industrialisation brings in its
train substantial "externalities®, such that there is a divergence between
social and private returns justifying government subasidy or protection for the
sector in general. Whereas internal economies of scale in one plant or firm

can be dealt with in an essentially static framework

.4 the existence of "external economies" can be used
to constitute a case for industrialisation in general, 'External economies'
rigbrously (and statically) defined refer to the effect of the expansion of
one f;rm resulting in reduced input costs (or increased input efficiency) to
another firm; but the notion has been used more generally to refer to "the
most important contribution is not its (industry's) immediate production seees
and immedicate social benefits but perhaps even further, its effect oﬁ the level
of education, skill, way of life, inventiveness, habits, store of technology,
creation of reward.a(l) Others have argued that because of the “primitive"
nature of the economies of many developing countries the scope for external ec-
onomies is greater than in advanced economies.(z) But on the otﬁer hand high
cost production creates direct "external diseconomies™ and competition for
scarce factfﬁ&fﬁfhm:pnt;uphbrioes of scarce factors generally and creates bottlei
necks. PFurthermore the existence of external economies cannot be confined to .i
manufacturing and is likely to be manifest in construction, electricity, gas, i

transport, services etc,though they are probably unimportant in the primary

producing sector.(B) Nor can exterﬁalities be quantified and this limits the

usefulness of the concept,

e i aerton

(17 1, Singer: "The distribution of gains between investing and borrowing
coustries"™, American Economic Review Papers & Proceedings, lay 1950, pp.473-485,
A distinction is usually made between "pecuniary" and "technological" external-
ities (T.Skitovsky: "Two_concepts of external economies” Journal Political
Economy 1954,pp.146~151), The former refers to the cffect on the level of skill
technical knowhow, etc., on cheapening costs,. ©

(2) H.W. Arndt : "External economiés in economic growth" Economic Record, Nov,
1955, p.202, M. Fleming: "Externdl economien and the doctrine of Ybalanced
growth", Economic Journal, June 1955,p.249,

(3) R.Bardhans "External economies, economic development and the theory of

P

A e o

protection" Oxford Economic Papers, March 1964, p.52.
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Another point of the argument concerning "external economies" is

the theory of linkages of Hinchman&%) It is argued that industry has a.
uniquely powerful role in setting upk"linkages" or o "input/output"
connections, backward to the producers of inputs and forwards to those
industries of which the product is an input. To give an example, the
establishment of a caustic soda plant in Central America should provide an
incentive to produce soap and paper pulp which use caustic soda intensively
and should enable economies of <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>