Free Trade in Manufactures among Developing

Countries: The Central American Experience*

L. N. Willmore
Carleton University

Recent studies of the pattern of trade in Europe have provided substantial
evidence in support of the hypothesis that trade liberalization among
industrial countries increases intra-industry specialization.! This paper
uses empirical evidence to test the applicability of this hypothesis to the
manufacturing sector of less developed countries.

According to the traditional textbook explanation of international
specialization, a multilateral removal of trade barriers will cause a country
to shift its resources from import-competing industries to export-
oriented industries in which it has a comparative advantage.? The country
as a whole will thus be able to improve its efficiency of production, but it
will have to bear the cost of reallocation or loss of part of its capital
investment due to the expected decline of import-competing industries.

This traditional interpretation of international specialization has

* The author is grateful to Professor Carl H. McMillan for his encouragement
and suggestions, and wishes to thank Professor Bela Balassa for his comments on
an earlier version of this paper.
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influenced both public opinion and government officials in Central
America. One of the major obstacles to the development of the Central
American Common Market (CACM) has been the fear on the part of the
less industrialized countries (Costa Rica, Nicaragua, and Honduras) that
most of the gains from integration would fall to the relatively more
industrialized countries (Guatemala and El Salvador). Costa Rica, in
particular, at first declined to sign the General Treaty of Central American
Economic Integration because of her protectionist fears.?

The Costa Rican minister of economics, Lic. Jorge Borbon Castro,
defended his government’s decision to remain outside the CACM on the
grounds that (1) the Central American economies are not complementary
but competitive, so existing industries with a comparative disadvantage
will be eliminated, and (2) the gains from free trade will fall to Guatemala
and El Salvador because of lower labor costs, more abundant capital,
and proximity to markets.* Minister Borbon was particularly concerned
with the need to protect traditional, well-established industries which
would face competition from industries of the other four countries. He
concluded that the producers of a traditional product such as beer or
footwear could only be affected in one of three possible ways in the event
of economic integration: (1) the industries of all five countries could
develop equally, with each “maintaining control of the national market”
as if free trade did not exist; (2) a country containing an inefficient industry
could lose that industry because of the competition of imports; or (3) four
countries could cease to produce a good because of competition from a
foreign firm which “establishes a plant or absorbs existing installations in
one of the Central American countries.””®

3 The fears of Costa Rica were, at that time, less justified than those of Honduras
or Nicaragua. See Charles E. Staley, ““Costa Rica and the Central American Common
Market,”” Economia internazionale 15 (February 1962): 117-30.

¢ Costa Rica y la integracion economica Centroamericana (San José: Asociacion
Nacional de Fomento Economico, 1961), pp. 3-36. For a contemporary rebuttal to
Minister Barboén, see the articles by Raal Hess in ibid., pp. 37-54, and Staley, pp. 117-
30.

5 Costa Rica y la integracion economica Centroamericana, p. 19. Professor
Staley, in his criticism of Lic. Borb6n’s argument, did not deny that ‘‘some realloca-
tion of resources would be necessary and to that extent some Costa Rican industry
might be curtailed,” but emphasized that the process would be a gradual one, and
that “along the lines of the comparative cost doctrine, some other industry would be
expanded.” In addition, Staley suggested that Costa Rica, along with Guatemala and
El Salvador, had the greatest potential for industrialization: *“The Central American
region has the potential to develop in time into a region of complementary countries,
with Costa Rica, Guatemala, and EI Salvador producing different types of industrial
goods. Honduras and Nicaragua will continue as suppliers of food and materials™
(Staley, pp. 124-25). For similar examples of the traditional interpretation of inter-
national specialization, see R. F. Mikesell, ““The Theory of Common Markets as
Applied to Regional Arrangements among Developing Countries,” in International
Trade Theory in a Developing World, proceedings of a conference held by the Inter-
national Economic Association, ed. R. Harrod (London: Macmillan & Co., 1963),
pp. 205-29; and R. L. Allan, “Integration in Less Developed Areas,” Kyklos 14
(1961): 330 and passim.
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The hypothesis of intra-industry specialization suggests a fourth
possibility not considered by Minister Borbon in his thoughtful a priori
analysis, namely, that all five countries may continue to produce and
export the same commodity without “maintaining control of the national
market.” With the data now available for the CACM, it is possible to
examine the traditional explanation of international specialization with
respect to the Central American experience. In the empirical section
below, it will be seen that in Central America, as in Europe, a country
can simultaneously produce, export, and import a commodity without
the benefit of protection in a regional market. This pattern of trade
suggests the existence of intra-industry rather than inter-industry special-
ization.

Intra-Industry Specialization and Product Differentiation
A convincing explanation of the phenomenon of simultaneous imports
and exports of the same commodity requires the assumption that the
goods in question are differentiated, thus permitting specialization
within an industry along the lines of varying consumer tastes. A country
might, for example, specialize in the production and export of an in-
expensive, standard type of shoe and import the more fashionable styles,
thus registering both imports and exports of a differentiated product. Such
products are differentiated to the extent that buyers have varying prefer-
ences among the competing output of an industry; some consumers may
be willing to sacrifice style for a decrease in price, while others are willing
to pay a premium for the latest fashion. The actual sources of product
differentiation are varied and include, in addition to style, differences in
quality among the competing products, ignorance on the part of the buyer,
and persuasive advertising designed to create “brand name” appeal.®
The hypothesis of intra-industry specialization and trade based upon
product differentiation is particularly applicable to Central America, for
very little of the CACM trade can be explained solely in terms of plant
location or transportation costs.” The majority of the population and most
of the productive facilities are located away from the borders of the five
countries. A recent preliminary survey of the region indicates that more
than half the total number of industrial establishments employing five or
more persons are located in or near the capital cities. The survey included
food processing plants (bakeries being numerically the most important

8 Joe S. Bain, Industrial Organization, 2d ed. (New York: John Wiley & Sons,
1968), pp. 223-50.

7 Grubel (pp. 380-81) notes that simultaneous exports and imports of a com-
modity can be registered even without intra-industry specialization and even if the
products in question are standardized or ‘“‘perfectly homogeneous.” If the frontiers
of the countries under consideration were heavily populated and were centers of
industrial production, a large part of the uniformity of exports and imports might be
explained in terms of the location of factories and markets, without assuming the
existence of differentiable products or intra-industry specialization.
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industry), so there is reason to believe that the geographic concentration
of production is even greater for the industries considered in this paper.®

Intra-Industry Specialization and Trade in Manufactures

Unlike regional integration schemes in other parts of the developing
world, the Central American arrangement has been very successful
during its formative years.® The General Treaty of 1960, which superseded
a number of limited bilateral and multilateral treaties of free trade,
provided for the elimination of tariffs among member countries within a
period of five years (with some exceptions, notably coffee, cotton and
rum) and for the creation of a common external tariff. The General
Treaty became effective in June 1961 for Guatemala, Nicaragua, and El
Salvador, in June 1962 for Honduras, and in September 1963 for Costa
Rica. By June 1966, the five Central American states were united in a
customs union which excluded only a few domestically produced items
from free trade.

As a stimulant to intraregional trade, the CACM has surpassed the
expectations of even its most optimistic proponents. One student of the
Central American economies in the mid-fifties recognized the need to
enlarge the market for manufactured goods but doubted *‘that even the
conclusion of a multilateral free trade agreement among the five countries
would have the effect of substantially increasing inter-Central American
trade in the near future.”'® Contrary to such predictions, intraregional
trade increased, in real terms, from $36.8 million in 1961 to $203.8 million
in 1967 (see table 1).

Exports of manufactured goods have increased at a much more rapid
pace than have exports of agricultural products. Manufactures alone
account for approximately 75 percent of the total increase in intraregional
trade between 1961 and 1967. While manufactures comprised less than
half the total value of intraregional exports in 1961, by 1967 more than

8 The industries consideration in this paper include all manufactures other than
food products (see n. 11 below). The 1968 ““Directorio de la industria manufactura”
lists a total of 6,089 establishments, of which 3,556 are located in the departments
which contain the respective capital cities. An additional 804 establishments are
located in the second most developed department of each country (Secretaria Per-
manente del Tratado General de Integracidon Econdmica Centroamericana (SIECA),
““Anexo estadistica,”” Carta informativa, vol. 86 [December 1968]). It should be noted
that transport costs and bureaucratic delays at the borders still form formidable
nontariff barriers to the free exchange of goods. For an interesting discussion of these
and other problems from the point of view of a Costa Rican businessman, see the
presentation of don Miguel Barzuna in Seminario sobre el Mercado Comiin Centro-
americana (San José: Associacion Nacional de Fomento Econdémico, 1968), pp. 41-48.

9 An interesting comparison of the CACM with the East African Common
Market is presented in Aaron Segal, “The Integration of Developing Countries:
Some Thoughts on East Africa and Central America,” Journal of Common Market
Studies 5 (March 1967): 252-82.

10 Bert F. Hoselitz, ‘“Economic Development in Central America,” Weltwirt-
schaftliches Archiv 76 (1956): 307.
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