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I. Introduction The Central American Free Trade Agreement (CAFTA-DR) is one of the key components of the trade reform agenda in Central America. Producers in the region gain preferred access to the U.S. market for a wide range of products but at the same time those tariff and non-tariff barriers protecting them from lower cost U.S. products are reduced. Supporters of CAFTA hope that the reduction of most remaining barriers to trade between the Central American countries and the United States will lead to increased efficiency, greater exports and higher growth rates for the region. Yet many observers remain skeptical about the supposed benefits of CAFTA. They point out that for agricultural commodities Central America already has been granted preferred access to the U.S. market under the Caribbean Basin Initiative signed in 1983, and broadened under several later agreements. And yet under the agreement the countries were thought to have permitted significant reductions in the protection afforded to their own producers, particularly smallholders and producers of basic commodities such as beans, corn, pork, chicken and rice. These could have an important negative effect on incomes of the poor, offsetting all or part of the gains elsewhere in the economy. The purpose of this paper is to shed some light on this debate first by looking closely at the agreement to see what the changes in protection and increased market access to the US market are for Honduras. Second, we use a CGE model to simulate the impact that the CAFTA changes in tariffs and quotas both in Honduras and for Honduran products in the U.S. are likely to have on producers, consumers, wages and national income in Honduras. In a subsequent paper we will use the results from this paper to simulate the likely effect of CAFTA on poverty in the country. II. Patterns of Protection and Trade Prior to CAFTA In order to appreciate the likely impact of CAFTA on the economy of Honduras it is useful to look at the level of protection prior to CAFTA and also production trends in key sectors of the economy. Table one displays statistics on trends in production and tariffs since 1990. As the reader can see from the right hand columns in the table, Honduras underwent a fairly dramatic period of trade liberalization in the early 1990s well before the CAFTA agreement. In 1990 Honduras had the highest tariffs in Central America. Five years later its tariffs were the lowest in the region. This tariff history should be kept in mind when we consider the impact of CAFTA. On average, given the relatively low level of tariffs in 1999, that impact cannot be too great. There could, however, be a large CAFTA impact in particular sectors and commodities where relatively high levels of protection still remained in place in 2005 when the CAFTA agreement was signed. To get a sense of how important that could be one has to look at the disaggregated tariff data in detail which we shall do in a moment. But first, consider the sectoral production and trade data displayed in the table.
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Table II.1: Honduras National Account Data Honduras National Accounts Data GDP/capitaI/Y X/Y M/Y ag 1990 685.7 0.202 0.372 0.399 1995 700.4 0.240 0.437 0.481 1997 1999 2000 713.6 0.261 0.413 0.552 2001 714.2 0.238 0.378 0.542 2002 714.2 0.222 0.380 0.531 2003 720.7 0.234 0.383 0.549 2004 738.7 0.248 0.397 0.588



Tariff Data



shares (current prices) mfg constr utilities mining svc 0.200 0.145 0.046 0.028 0.015 0.566 0.187 0.155 0.048 0.047 0.017 0.546



0.140 0.122 0.119 0.113 0.115



0.170 0.177 0.182 0.183 0.181



0.046 0.043 0.037 0.041 0.037



0.041 0.038 0.039 0.042 0.042



0.017 0.016 0.017 0.017 0.016



average 0.419 0.097 0.097 0.081



dispersion 0.218 0.075 0.054 0.078



0.585 0.604 0.606 0.605 0.609



Source: CEPAL, Anuario Estatistico. Shares for 2004 are estimates based on a chain index from 2003 using country data from CEPAL. Estudio Economico. Tariff data are from Lederman et al. (2002) .



Trade liberalization does not appear to have been much of a boon to the Honduran economy. Between 1990 and 2004 per capita income rose by just 0.5% per year, one of the slowest growth rates in all Latin America. This performance did not reflect low investment. Indeed, according to the table trade liberalization was accompanied by a significant increase in the share of capital formation in GDP. Nor was it due to a failure to increase exports. The export share increased slightly over the decade when measured in current prices and much more when measured in constant prices. Rather the opening of the economy led to a massive increase in the import share not balanced by an equivalent increase in exports, but rather by an increase in the trade deficit. If one looks at trends in the sectoral composition of output, one finds a sharp contraction in the share of agriculture and an increase in manufacturing. Both reflect the rise of the maquila sector. Honduras has the fastest growing and the largest maquila sector in Central America. By 2002 maquila had grown to the point where it was exporting $2.6 billion which comprised xx% of the total of Honduras exports. Meanwhile agriculture managed to grow at only 1.3% per year after 1995, reflecting low prices for its main export crops, natural disasters and an exchange rate increasingly affected by maquila. Honduras does not have high tariffs on industrial commodities. Thus the CAFTA tariff reductions were going to primarily affect agriculture. Yet as the table indicates, this was a sector that had already suffered a quite severe decline in the years before CAFTA. Whether the positive effect of opening the United States to Honduran exports would offset the effect of further tariff reductions of agricultural commodities in Honduras is one of the key questions that we will seek to answer in simulation exercises reported later in this paper. II.2 Trade Liberalization under CAFTA The CAFTA treaty specifies precisely how tariffs on all commodities are going to be eliminated or reduced over time. For each country the agreement contains a long and very detailed list of commodities with both the current most favored nation (MFN) tariff and a tariff category to which the commodity has been assigned. These categories 3



determine how fast tariffs will be reduced over time. Table two shows the categories which are relevant to Honduras. Table II.2: Category A B C D E F G H M N O P



Tariff Categories Under CAFTA Immediate tariff reduction to zero Linear reduction of tariffs to zero over five years Linear reduction of tariffs over ten years. Linear reduction of tariffs over fifteen years Six Year grace period, then reduction of 33% over next four years, then full liberalization from 12th to 15th year. Ten year grace period, then linear reduction to zero over the next ten years. Goods in this category already have zero tariff rate Goods in this category are excluded from tariff reductions under CAFTA, with tariffs remaining at the rates agreed to in WTO. Non-linear reduction in tariffs to zero. 2% in 1st year, 8% per year from 3rd to 6th year and 16% per year from 7th to 10th year. Elimination of tariffs in 12 equal annual steps. Six year grace period and then elimination in nine non-linear steps, 40% from 7th to 11th year and 60% from 12th to 15th year. Ten year grace period, then elimination over 7 years. 33% from 11th to the 14th year and 67% from the 15th to the 18th year.



Source: CAFTA-DR Treaty



For a subset of sensitive agricultural products CAFTA also expands a system of tariff rate quotas (TRQ’s) originally set up under the WTO which define amounts of certain commodities that can be imported free of tariffs.1 In addition for many products safeguard provisions permit a country to apply the MFN tariff level if imports from the US or in the case of the US, imports from Central America exceed the safeguard level. Safeguards are provisions permitted under WTO (and GATT) regulations by which imports beyond the safeguard level can be temporarily restricted if the affected industry can show that it will suffer serious injury from the level of imports beyond the safeguard level. In most cases the safeguard level tariffs fall over time. II.3 Changes in the protection of agriculture based products under CAFTA In Table II.2 we displayed the level of tariffs averaged over all the separate commodity classes. But that does not give the information we want on changes in the level of protection for agricultural commodities or processed agricultural commodities under CAFTA. We now turn our attention to these changes. As we pointed out above, under CAFTA commodities are divided into various categories according to the time profile of programmed tariff reductions under the agreement. Table II.3 shows the amount of trade in each of the tariff categories for all agricultural and processed agricultural products and 1



/ These are products that are politically sensitive and or produced or consumed by the poor.
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the level and changes in the average tariff in each of the categories. For example in category A, tariffs are eliminated immediately while in B they are reduced to zero in five equal installments over the first five years and in C over the first ten years. Note that these averages are all weighted averages of individual tariff rates, where the weights are determined by the share of the commodity in total imports. As is well known this method of averaging can seriously under estimate the average level of protection when there are tariffs so high that they choke off imports. The last category in each table is comprised of all the commodities which have quotas which in Honduras is mainly yellow corn, chicken and dairy products. Certain commodities like beans, corn and rice are of particular importance to either the income or the consumption of the poor. We have used the information on tariff categories and initial tariffs in table two to calculate the time path of tariff reductions for a number of these “sensitive” commodities and show the results in the second half of table II.3. Note that the table shows only the tariff level, not the impact of quotas which we will discuss in a moment. Other than white corn in several countries, tariff protection for all of these sensitive products will disappear over twenty years. But for most products, the liberalization will be very gradual, much of it occurring at least ten years after the treaty goes into effect. This is important. In Central America many have protested that CAFTA will hurt small farmers by reducing protection of commodities of particular importance to smallholders and the poor. The evidence in the table makes it quite clear that this will not the case, at least for the first five to ten years. It seems that the Honduran negotiators of CAFTA were not willing to impose shock treatment on their producers of these sensitive commodities. But it is also clear that over the long run, the reductions in tariffs for these commodities are considerable. Domestic producers are given a fairly long time to adopt new crops or new and more efficient production techniques. But in the long run, they will have to adjust to a far lower level of protection, particularly in rice, beans, poultry and dairy. The table also makes clear the high level of protection afforded to domestic producers of sensitive products, particularly dairy, poultry and rice.2 This pattern may, at least to some extent reflect the desire by the Central American governments to protect their producers from subsidized exports from the United States. A recent study estimated that subsidies in the US amounted to 41% of the value of production of rice, 50% for milk and 32% for corn.3 Table II.3: Tariff Reductions in CAFTA
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/ This pattern is observed both in Honduras and in the other Central American countries. See Morley (2005). 3 / Monge et al (2004).
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Table 3: Tariff Reductions In CAFTA Trade Average Tariff Rates Tariff Category Imports Exports No. prod Pre CAFTA First year 5th year 10th year 15th year A 26000 192298 365 0.127 0.000 0.000 0.000 0.000 B 5908 30360 124 0.140 0.112 0.000 0.000 0.000 C 15670 9227 175 0.166 0.149 0.083 0.000 0.000 D 16685 50656 137 0.147 0.137 0.098 0.049 0.000 F 78 10 7 0.150 0.150 0.150 0.150 0.075 G 107545 830 235 0.000 0.000 0.000 0.000 0.000 N 4510 0 10 0.139 0.127 0.081 0.023 0.000 O 869 379 4 0.150 0.150 0.150 0.090 0.000 Quota 50482 1514 33 0.416 0.416 0.416 0.416 0.277 total 227747 0.136 0.119 0.107 0.097 0.061 total without rice and yellow corn 0.072 tariffs on sensitive commodities



yellow corn white corn rice beans beef pork poultry dairy



Pre CAFTA first year 5th year 10th year 15th year 20th year 0.450 0.450 0.450 0.302 0.000 0.000 0.450 0.450 0.450 0.450 0.450 0.450 0.450 0.450 0.450 0.450 0.252 0.000 0.150 0.140 0.103 0.050 0.000 0.000 0.150 0.120 0.000 0.000 0.000 0.000 0.150 0.150 0.150 0.090 0.000 0.000 0.549 0.520 0.455 0.411 0.230 0.000 0.121 0.118 0.116 0.113 0.055 0.000



Source: Morley (2005).



Tariffs in Categories A and B are either eliminated immediately or over the first five years of the agreement. Products in these categories are broadly comprised of prime cuts of beef, fish, flowers, various fresh fruits and vegetables, potatoes, and inputs to processed food such as soups and dog food. For the most part, these are not products in which US imports compete with local producers. For fish, fruits and vegetables it is unlikely that US prices would be competitive with local product even at a zero tariff. The picture in beef is more complicated. Central American cattle growers do not now produce prime cuts of beef, so the increase in tariff-free imports should have little effect on local producers. In fact, because CAFTA grants beef import quotas in the U.S., the treaty is on balance likely to be favorable to them. Category C commodities are those with a ten-year linear tariff reduction schedule. This group is comprised primarily of processed foods. D and F category commodities have a very gradual reduction of tariff protection over either 15 or 20 years. Thus whatever impact CAFTA will have on producers in these two categories will necessarily be quite drawn out. The bulk of D category products are what could be called processed agricultural commodities such as animal or vegetable fats, candies and products made from sugar, products made from chocolate, leather, flour, beverages and products made from vegetables or fruits. In Honduras the category also includes also potatoes and some beans. The F category where there is a ten-year grace period followed by ten-year tariff elimination is comprised completely of dairy products. The table tells us that the treatment of different agricultural commodities under CAFTA was anything but uniform. Over half of imports either had no protection prior to CAFTA (category G) or had tariff rates set to zero upon ratification of the agreement. A second group of commodities will have their tariffs lowered, but the process will be quite
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gradual. Finally for several sensitive commodities such as white corn, rice, poultry and dairy, tariffs are either not lowered at all, or not lowered significantly until at least ten years after ratification. We now allocate these tariff reductions across the sectors which we are going to use in the CGE based simulations presented later in the paper. (See table II.4) As in the previous tables, the average tariffs shown are the weighted averages of individual commodity tariffs where the weights are the import shares of the commodities in question. The table gives a good idea of which sectors still had high levels of protection prior to CAFTA, and how that protection is slated to change over the next twenty years. As the reader can see, trade liberalization in the 1990s reduced protection in all manufacturing sectors other than textiles and processed food to a low level. Other than textiles, all the sectors which had significant tariffs were agricultural which means that for the most part, further trade liberalization under CAFTA will primarily affect agriculture. Tariffs go to zero in all sectors by year twenty, but the process is not uniform. As we already saw in table 3, liberalization for subsistence commodities does not begin until almost ten years after ratification. Protection does drop very rapidly for textiles and bananas, but since these are both export sectors it is not clear how important this change in protection really is.



Table II.4: Tariff reductions by sector Base Year tariff Bananas 15.00 Coffee 12.22 14.16 Sugar Mining 4.07 4.30 Livestock Lumber 0.52 Non-traditional exports,veg fruit 12.40 5.31 Animal and veg oil Subsistence ag-includes grain and beans 15.91 Processed food,incl fish,beverage and tobacco,dairy 9.27 Textiles 13.44 5.38 Paper Chemicals 4.16 4.64 Metal, machinery and minerals Other manufactures 7.83 6.87 Elect. Water and gas Construction 8.26



Table 4: Tariff Reductions by Sector Year 1 5 10 15 0.00 0.00 0.00 0.00 8.83 5.67 1.70 0.00 13.19 9.33 4.51 0.00 0.00 0.00 0.00 0.00 2.18 1.37 0.35 0.00 0.02 0.01 0.00 0.00 7.58 3.84 0.28 0.00 4.66 3.30 1.61 0.00 14.97 12.90 10.90 5.46 5.18 3.84 2.57 0.87 0.71 0.40 0.00 0.00 2.80 1.18 0.00 0.00 1.17 0.63 0.00 0.00 2.48 1.30 0.00 0.00 5.05 1.99 0.00 0.00 0.00 0.00 0.00 0.00 2.93 1.63 0.00 0.00



20 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 1.87 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00



Source: authors estimates



III: Modeling the Impact of CAFTA We are going to use a recursive dynamic general equilibrium model to predict the impact of CAFTA on the Honduran economy. The main reason for doing this is to incorporate the general equilibrium effects of the changes introduced by CAFTA on the prices, output and employment across different sectors of the economy. As we have already seen trade liberalization under CAFTA is mainly limited to tariff reductions in various agricultural commodities. Those changes will obviously affect prices, output and employment in 7



agriculture. But those changes will also have indirect effects on urban consumers, government revenue, prices, the balance of payments and the exchange rate which may well be larger than the direct effect of the tariff reductions in agriculture, as well as second round effects. III.1 The recursive dynamic CGE model4 Recursive dynamic CGE models have been used in Chenery et al (1999) and El-Said et al (2001) to analyze different development strategies in Korea and Egypt, respectively, in Lofgren (2001) as a tool to model changes in poverty resulting from various policy alternatives, and finally in Thurlow (2003), who developed a recursive dynamic model for South Africa. These models are solved in two stages. The first is to find a solution for a one-year equilibrium using a static CGE model. In the second stage, a model between periods is used to handle the dynamic linkages that update the variables that drive growth. The intertemporal equations provide all exogenous variables needed for the next period by the CGE model, which is then solved for a new equilibrium. The model is solved forward in a dynamically recursive fashion, with each static solution depending only on current and past variables. The model does not incorporate future expectations; instead the behavior of its agents is based on adaptive expectations, as the model is solved one period at a time. The variables and parameters used as linkages between periods are the aggregate capital stock (which is updated endogenously, given previous investment and depreciation), the population, the domestic labor force, factor productivity, export and import prices, export demand, tariff rates and transfers to and from the rest of the world (all of which are modified exogenously). The dynamic model used in this research follows the models developed by the International Food Policy Research Institute (IFPRI).5 This model for Honduras is solved for 1997 (the base year for the data) and then solved recursively year by year until the year 2020. This allows us to compare growth trajectories under different policy scenarios as well as track changes in policies such as tariff levels which change slowly over time. Most CGE trade models are solved for just the final comparative static equilibrium changes resulting from a change in tariffs. However under CAFTA the tariff changes are gradual to give affected sectors the time to make adjustments, so tracking the timing of impacts of the changes is an important part of the analysis. III.1a. First step: the single period solution: The static CGE model used in this part of the research was built based on the standard model used by IFPRI (see Lofgren et al, 2002), which follows the neoclassicalstructuralist tradition originally presented in Dervis et al (1982). Basic data for CGE models are obtained from a Social Accounting Matrix (SAM). A SAM is a 4 5



/ This section of the paper is taken from Piñeiro (2006). / Lofgren et al (2002) and Thurlow (2004).
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comprehensive, economy-wide data framework, typically representing the economy of a country. The CGE model has three components. The first shows the payments that are registered in the SAM, following the same disaggregation of factors, activities, commodities and institutions shown in the matrix. The second has the equations that represent the behavior of the different institutions present. The third has the system of constraints that have to be satisfied by the whole system covering the factor and goods markets, the balances for savings-investment, the government and the current account of the rest of the world. Each producer maximizes profits under constant returns to scale and perfect competition. There are two factors of production, labor (differentiated by skill) and capital. Production is related to factor inputs in a constant elasticity of substitution function (CES) production function, which allows the producers to substitute these two inputs until they reach the point where the marginal revenue of each factor equals the factor price (wage or rent). The second choice the producers make is the amount of intermediate inputs they will use. This specification is made assuming fixed shares that specify the appropriate amount of intermediate inputs per unit of output and labor/capital (value added. Finally, output prices depend on the value added (cost of L and K), intermediate inputs and any relevant taxes and subsidies. Figure III.1 shows the flow of a single commodity from producers to final demand. First, there is the combination of goods from all producers into an aggregate commodity output. This is achieved using a CES product demand system with the intention of leaving the option to the buyers as to how much to buy of each individual product (maximizing their consumption). The aggregate output is sold domestically or internationally. The producers’ allocation between domestic sales and exports is specified via a constant elasticity of transformation (CET) function, assuming imperfect transformability between exports and domestic sales. The producers will sell their products to the market with the highest profitability. The domestic price is the international price times the exchange rate plus any possible export taxes or export subsidies. The domestic good is combined with imports to produce the composite commodity. For this the Armington6 specification is used, which means that the domestically produced and imported goods are imperfect substitutes. Figure III.1: Flow of goods from producers to the national composite commodity
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/ Armington (1969). Commodity Output Activity n
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In this model there are four institutions, households, enterprises, government and the rest of the world, which do three things: (i) produce, (ii) consume, and (iii) accumulate capital. Households save a constant coefficient of their disposable income and buy consumption goods. They have ownership of the enterprises and they work in those enterprises. As a result, household income is the sum of salaries, profits and government and rest of the world transfers. Household consumption of goods and services is determined by a linear expenditure system (LES). Firms buy intermediate goods, hire factors of production, produce commodities and services, and sell them in the market. Government receives taxes, consumes goods and services and makes transfers to households. The capital account collects the savings from the households, firms, government, and rest of the world and buys capital goods (investment). Closures and Assumptions on factor supplies: The closures are the mechanisms which determine how various macro constraints are satisfied. (i) Honduras has a flexible exchange rate, which means that foreign savings is fixed. (ii) For the government, the level of consumption and income taxes are fixed across simulations. (iii) In equilibrium total saving must equal total investment. There are various ways to guarantee this. In all but one of our simulations we fixed the saving rates of households and government which makes total saving and investment positively related to the level of income. (iv) In the labor markets, we have assumed that there is an excess supply of unskilled and semi skilled labor and a fixed real wage rate. We also assume that within each period labor is mobile across sectors, which means that real wages are equal across sectors for these two types of labor. For skilled labor a supply curve was added making wages as well as quantities endogenous to the model (iv) Capital, is fully employed and sector specific, which means that profit rates are free to vary across sectors.



III.1b. Second step: between periods In the second step of the recursive model the linkages between periods are introduced. This is done by solving the static model for one specific year and then updating the capital stock, population, domestic labor force, factor productivity, export and import
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prices, and export demand parameters. The updated model is then solved again for the following year and so on. The model used in this research is based on Dervis et al (1982) and Thurlow (2003). Total capital accumulation is endogenous. It is calculated as the last period’s capital stock plus total investment minus depreciation.7 The allocation of new capital across sectors is done by adjusting the proportion of each sector’s share in aggregate investment as a function of the relative profit rate of each sector compared to the average profit rate of the economy as a whole. Sectors with higher (lower) average profit rates will get higher (lower) shares of the available investment. Over time sector profit rates should converge. Growth in the labor force by skill class is exogenous and related to population growth which in turn is based on calculated growth projections taken from national data. For unskilled and semi-skilled labor, the total size of the available labor force does not affect the solution in any period because in the simulations the rate of growth of employment is less than the rate of growth of total supply. Finally, productivity growth, real government consumption and transfers, world price of exports and current account balances are set exogenously based on observed trends. For investment we have two different treatments depending on the simulation. In the CAFTA simulations related with reduction in tariffs, changes in the maquila scheme and import quotas we used a saving-driven closure in the single period solution. In the FDI simulation we imposed as a constraint that the addition to FDI all be devoted to fixed investment. Therefore in this simulation total saving is investment driven. To summarize, the dynamic accumulation process is: 1. Updated by exogenous trends (labor force growth, productivity changes, capital stock growth and population growth). 2. Updated by economic behavior (distribution of investment by sector, distribution of labor force by sector and category). 3. Updated by implemented policies (changes in tariffs, import quotas, and FDI as result of implementation of CAFTA. With the use of general equilibrium models we are able to use these scenarios for the economy and project the growth paths of the endogenous variables and compare the “base year” path (in which there are no CAFTA-related changes in policy variables) and the paths obtained with the proposed policy changes. The simulations run with the Honduran model give us the growth path for the Honduran economy for the period 19977



To get an estimate of the base period capital stock in 1997, we assumed a lifetime of 12 years for capital where all the depreciation occurs in the final year. With this assumption the estimate of the capital stock in 1997 is completely independent of the assumed initial capital output ratio and depends only on the level of investment observed between 1984 and 1996. With that assumption the initial level of capital turned out to be 2.26 times the level of GDP at market prices. In the dynamic simulations we set depreciation in year t at 8% of the capital stock so that the transition equations at time would depend only the solution at time t-1.
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2020 under a number of different policy alternatives. These paths are compared to the one obtained with the Base simulation (in which no exogenous policy changes were included) to see the impacts of implementing various CAFTA policies. For this exercise we modified the transfers from the enterprises to the rest of the world in such way that they were eliminated by the year 2005 in all the scenarios including the “base”.



IV. The CAFTA simulations The dynamic model we have described in the previous section is recursive. It solves the system of equations for all the endogenous variables for each period, and then updates those variables such as the capital stock, labor force, tariff rates which change over time, either because they are endogenous in the model, or because they are policy variables such as tariffs which change over time. In each of our simulations we run the model from its 1997 base, using the observed values for all exogenous variables up to 2005, and then inserting the changes introduced by CAFTA in 2005 and beyond. We ran each simulation out to 2020 and present the results in the form of growth rates of all the endogenous variables of interest from the 1997 initial values. In each of our tables we display the initial values for each variable and the annual average growth rate from 1997 to 2020. There are five simulations. BASE: This is the projection of the economy without CAFTA. It is our best estimate of how the economy would grow in the absence of CAFTA, and therefore it is the counterfactual with which each of our CAFTA simulations should be compared. CAFTA-tariffs: In this simulation we change all the sectoral tariffs according to the time patterns shown in table 4. Since these tariff changes vary across both time and sector, in this case it is useful to show explicitly the time path of the response to the changes, rather than just the twenty-three year average rate of growth. MAQUILA- Textiles are an area of potentially large benefits but equally large and uncertain risks because of the expiration of the Multifiber Agreement in January 2005. In the past, (before 2000) in Central America maquila was almost entirely limited to the assembly of clothing from imported inputs. From 1984, with the passage of the Caribbean Basin Economic Recovery Act, the maquila industry was exempted from the world-wide quota system then in force. But its products were not exempt from U.S. tariffs until the passage of the Caribbean Basin Economic Recovery Expansion Act in 1990. With the passage of NAFTA in 1994, this advantage was partially offset by the more generous treatment of Mexican producers with regards to rules of origin. The Caribbean Trade Promotion Act (CBTPA) passed in 2000 extended to the Central American countries the market access conditions for maquila granted to Mexico under NAFTA with similar liberalized restrictions on rules of origin. Imports of knitted or shaped apparel were permitted free of tariffs provided that the intermediate inputs from the yarn forward were produced in a CAFTA country.8 This has had a major impact on production in Central America. But the CBTPA has a sunset provision. It will expire in 8



/ Tee shirts and socks were subject to a maximum tariff-free import ceiling.
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2008 unless CAFTA is implemented. What CAFTA does for textiles is to make permanent the liberalized rules of origin for inputs to the maquila industry granted temporarily under the CBTPA. To model the impact of these provisions of the CAFTA agreement, we keep the level of intermediate imports to the textile industry at the observed level of 1997 prior to the passage of the CBTPA. Then starting in 2005 we reduce these intermediate imports to the very low levels observed after 2000. This simulation then shows the positive effect of domestically producing a greater share of the intermediate inputs to the booming maquila industry. QUOTAS- For imports into Honduras certain commodities of particular importance to the poor, either as consumers or producers, were given special treatment under CAFTA. Tariffs for these commodities were typically quite high prior to CAFTA, and the rate of tariff reduction under CAFTA in most cases will be slow as shown in table II.3. But CAFTA also established tariff-rate quotas (TRQs) in many of these commodities making possible faster liberalization that is apparent from the tariff category in which these commodities were placed. These are the commodities in which CAFTA could have a significant effect in the short run since it permits tariff-free imports up to certain quantitative limit as soon as the treaty is implemented (or in the case of chicken legs, in year three). In addition the United States granted tariff free importation for quantities of certain commodities from Honduras. We now look at the most important of these commodities and then ask what the impact of the TRQs is likely to be in practice. For Honduran quotas we are interested in the effect of the quota on domestic prices and producers. It is easy to show that quotas only have an effect on domestic prices and output levels if they are larger than the amount previously imported. (See Morley, 2005) If they are smaller, they are effectively a transfer of tariff revenue to the importer. In the Honduras case yellow corn is the only product where the initial quota is bigger than the level of imports. But there is no yellow corn production in Honduras. For pork and chicken legs the quota is approximately equal to the level of imports, but both are quite small relative to the level of production which means that if there is a price effect it must be small. Therefore in the quota simulation we will assume that these quotas have no effect on the domestic price of imports. The other possible impact of the quota component of CAFTA is the favorable effect of liberalized quotas in the United States for certain Honduran exports. As in the import case, expanded quotas in the U.S. only affect the domestic price and production in Honduras for products for which the CAFTA quotas are larger than the current level of exports. That is the case for sugar, beef and some dairy products. The value of the additional quota is equal to the US tariff times the international price times the quantity of imports permitted into the US market tariff-free. In addition there is a change in the market clearing domestic price of these commodities where the size of the change depends on the size of the liberalized quota compared to the initial level of production. The details of the value calculations are as follows. The initial quota for beef was 525 metric tons per year growing by 25 metric tons per year. Initial exports to the US were less than that. A recent study (Angel, 2005) shows
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them at 303 metric tons. In that case there are two effects, the value of the quota and the effect on the market-clearing price. First the value of the quota. That is the tariff times the average price of beef times the quota. The tariff for beef was 26.5%, the average beef price for exports was $2329 per metric ton and the quota was 525 metric tons. That makes the value of the quota equal to $324,000. For the effect on the price we note that the quota is very small (less than 1%) relative to the total supply of beef in Honduras. 9 In this case we can ignore the effect of the quota on the market-clearing price. For the case of sugar, the tariff is 33 cents per kilo on out of quota imports. The quota is 8,000 metric tons, so the exemption is worth $330*8,000=$2.4 million. As with the other quotas, we will treat this as a transfer to domestic households from ROW. In fact if we had households by rural, urban we would put the transfer into the rural household account. Note that the quota grows at 160 metric tons per year, so that the value of the transfer has to be adjusted accordingly. For milk the value of the quota is the tariff times the quota. The tariff is 77 cents per liter of milk. The quota is 560,269 liters, so the value of the quota is .77*560,269=$431.407. Note that the quota is growing at 5% per year. For milk the quota is not big enough that we need to worry about its effect on the domestic price. There were no milk exports in 2002 so this is a case where the quota will affect the market-clearing price. According to the Todd-Winter paper, the average production of milk in Honduras between 2000 and 2003 was 589,344 metric tons. The quota was expressed in liters. One liter weighs about 2.3 pounds, so the quota in metric tons was 560,260*2.3/2200=585 or about .1% of total production. The quotas can be lumped together to give the net quota transfer. It is the following in millions of dollars: Sugar- $2.4 million Beef- $0.324 million Milk- $0.431 million Total $3.1 million



FDI- It is relatively straightforward to model the impact of trade liberalization under CAFTA. But there are many additional items and agreements under CAFTA that have to do with the treatment of foreign direct investment. All are aimed at defining and protecting the rights of foreign investors with respect to the protection of intellectual property, and expropriation. For many observers these conditions are seen as excessively generous to foreign investors. It is beyond the scope of this paper to make a complete analysis of the net benefits or costs of these FDI provisions on the Honduran economy. Since no one has a very clear idea of just how much additional foreign direct investment Honduras can expect to receive under the new CAFTA legal conditions, as a first approximation we simply increased by 25% the observed level of FDI that came into 9



According to Todd et al (2004), Honduras produced 147000 metric tons of beef. which implies that the quota amounts to less that 1% of total supply.
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Honduras between 2000 and 2004. This gives rise to two effects. The first, and less important one is the simple balance of payments effect of an increased inflow of foreign resources. The second, and more important effect is on total capital formation. These inflows go to capital formation. Therefore in this simulation we change our savinginvestment closure to insure that these inflows directly increase investment. V. Results Our model projects that the Honduran economy will grow at a relatively slow rate of 3.06% per year from its 1997 base up to 2020, or at slightly lower rate between 2005 and 2020 because of big increases in the level of transfers between 1997 and 2005. The model reproduces quite well both the observed growth rate and fluctuations in the growth rate between 1997 and 2005 which gives us some confidence in the simulations of the effect of CAFTA. In Figure V.1 we show various projections of real GDP at market prices starting in year 2000. The solid line is the baseline showing how Honduras will grow in the absence of CAFTA. The remaining lines show the effect of the CAFTA tariff cuts, the liberalization of rules of imports for maquila, and an increase in FDI.10 As the reader can see other than FDI each of these effects is positive, but none of them is large, particularly tariff cuts and quotas. The tariff cuts for example while positive add less than 0.02% to the overall growth rate. Higher tariff free quotas for sugar, beef and dairy in the United States are like a small foreign exchange windfall to the economy. While that windfall is positive it does also tend to appreciate the exchange rate, discourage exports and encourage imports, both of which reduce the net positive impact of the quotas themselves.



Figure V.1: Projections of real GDP 270
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We do not show the quota line on the graph because the effect is so small that the line is indistinguishable from the baseline projection.
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Source: author worksheets



These results confirm what we already should have expected. Past trade liberalization in Honduras reduced average tariffs to a level where the further reductions resulting from the CAFTA agreement simply are not large enough on average to have much of an impact. On sensitive products such as corn, beans and rice, either the tariff reductions permitted by CAFTA are not large, or they are spread out over a long period. In either case the net effect on the overall growth rate is small. This does not mean necessarily that the effect on particular sectors is not large, or at least larger as we shall see in a moment. Table V.1 shows the rates of growth of the main macroeconomic aggregates in the different simulations assuming that government saving is fixed.11 The last column on the right shows the combined effect of all of the changes other than FDI while each of the other columns shows the separate effect of each of the changes. The table confirms what was already implied in figure V.1. Tariff reductions and liberalization of quotas both have positive effects on growth but the effects are very small. Trade liberalization does make the Honduran economy more open, increasing the rates of growth of both exports and imports, but the positive effect on the growth rate of GDP is small. In contrast, the liberalized rules of origin for maquila do have a significant impact on the growth rate of the economy. CAFTA makes permanent the CBTPA rules of origin for the intermediate inputs for many lines of textile exports to the United States. In our simulation we made permanent the sharp reductions in imported inputs to the maquila sector that were observed in Honduras after 2000 when the CBTPA went into effect. This alone raises the level of output in 2020 by about 38% relative to what it would have been in the baseline simulation. Maquila alone brings the growth rate up from 3.06% to 4.5% per year. If one compares the All CAFTA column in the table with the maquila column, one sees that virtually the entire positive impact of CAFTA on the growth rate is due to maquila. Table V.1: Rates of growth of macroeconomic aggregates is CAFTA simulations Absorption Private Consumption Fixed Investment Government Consumption Exports Imports GDP (market price)



CAFTA MAQUILA QUOTAS ALL CAFTA FDI INITIAL VALUE BASE 1997* Annual Percentage growth rate (1997-2020) 74.10 3.35 3.47 4.62 3.35 4.72 50.80 3.33 3.44 4.73 3.34 4.82 15.87 3.67 3.81 4.69 3.67 4.81 5.42 3.42 3.58 4.39 3.43 4.54 28.06 2.40 2.64 3.40 2.40 3.60 32.00 3.22 3.40 3.98 3.23 4.13 70.17 3.06 3.19 4.46 3.06 4.57



6.35 6.18 8.08 5.84 6.28 6.19



Source: authors worksheets.
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/ We also ran a set of simulations where we dropped the assumption of fixed government saving. This change had very little impact on the results which means that even though the loss of government revenue from tariffs is significant in an accounting sense, whether or not that loss is offset by an increase in other taxes or a higher government deficit makes little difference in the overall growth rate or the sectoral composition of output.
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There are several further growth patterns that should be noted. First the rate of growth of domestic spending or absorption exceeds the growth rate of production in all the simulations which implies that an increasing share of domestic spending is supplied by imports in both the base line and all the CAFTA simulations Since the rate of growth of exports is less than the growth rate of the economy, this implies an increase in the trade deficit. This pattern is misleading. In the base year 1997 there was a very large negative transfer from Honduras enterprise to the rest of the world. This transfer was eliminated by 2005. In our simulation we adjusted the transfer account so that it followed the observed balance of payments data. That means that there is a very large positive change in the transfer account permitting a rapid increase in imports and a decline in exports up to 2005. After 2005, the trade deficit is assumed to be fixed in real terms. Since real income is rising, the trade deficit as a fraction of total income is falling. Using a 2005 base, exports grow at 4% and imports grow at only 2.6% in the base simulation. In fact, the rate of growth of exports exceeds that of both the economy and the rate of growth of imports after 2005 in all the simulations. The impact of CAFTA on sectoral growth rates The sectoral growth rates of trade and domestic production are displayed in table V.2. As the reader can see, trade liberalization under CAFTA increases exports, imparts and production in both the primary and secondary sectors. The impacts are all small, but they are all positive. Thus, despite the fears of some that the rise in imports due to falling trade barriers would more than offset whatever expansion there was in exports, our results suggest that this will not happen. The sectoral effects of maquila are more complex. Liberalized rules of origin on intermediate inputs in maquila cause a big reduction in imports to the textile industry. On balance one might have expected this to appreciate the exchange rate causing exports to fall and imports to rise by enough to offset the reduction in textile imports. But that is not what happens. Instead there is a significant increase in national production, employment and demand which is large enough to require a depreciation of the exchange rate to induce more exports and choke off some of the demand for imports.12 Effectively the economy becomes slightly more closed by import substitution in the textile industry and the increase in employment that this makes possible increases demand and output in all other sectors. Table V.2: National Production and Trade



12



The import share rises from 40.7% in 2005 and 47.4% in 2020, and exports grow at 5.3% per year after 2005, compared to
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INITIAL SHARE BASE 1997* Exports Agricultural sector Primary sector Minery Secondary sector Manufacturing sector Food Industry Imports Agricultural sector Primary sector Minery Secondary sector Manufacturing sector Food Industry Production Agricultural sector Primary sector Minery Secondary sector Manufacturing sector Food Industry



100.00 26.53 29.18 2.65 47.91 47.85 25.74 100.00 9.59 20.22 10.62 39.68 39.44 0.00 100.00 43.18 43.21 0.03 19.72 13.19 4.88



CAFTA



MAQUILA QUOTAS ALL CAFTA Annual Percentage growth rate (1997-2020)



FDI



1.96 1.97 2.08 2.60 2.60 2.88



2.23 2.26 2.54 2.86 2.86 3.09



2.64 2.63 2.55 3.76 3.76 4.27



1.96 1.97 2.08 2.60 2.60 2.88



2.86 2.86 2.91 3.98 3.98 4.45



5.76 5.77 5.88 6.12 6.12 6.40



3.39 3.16 2.94 3.23 3.23 3.57



3.65 3.40 3.16 3.45 3.44 3.64



4.66 4.28 3.91 3.44 3.43 4.64



3.39 3.16 2.94 3.24 3.24 3.58



4.91 4.50 4.11 3.62 3.61 4.71



6.49 6.45 6.42 6.4 6.4 6.72



3.26 3.26 2.29 3.08 2.88 3.14



3.37 3.37 2.59 3.24 3.05 3.30



4.57 4.57 2.90 4.21 4.04 4.43



3.26 3.26 2.29 3.08 2.88 3.14



4.66 4.66 3.10 4.35 4.18 4.57



6.36 6.36 6.02 6.41 6.17 6.51



Source: author worksheets.



In table V.3 we show the effect of the different CAFTA simulations on production by the disaggregated sector included in the CGE model. The full detail of exports, imports by sector in the different experiments is relegated to annex 1. This table helps to understand why the Honduran economy is relatively insensitive to CAFTA. Consider agriculture. CAFTA has a positive impact on exports and production of coffee, bananas and lumber but it has virtually no effect on the subsistence part of agriculture (that is the production of corn, beans, rice and other commodities produced by the poor). Since this subsistence sector comprises over 80% of total agricultural production in Honduras, the production of agriculture as a whole is insensitive to CAFTA. Similarly, maquila has a big positive effect on textiles, but the base period level of production in textiles is not big enough to give the entire manufacturing sector a big push forward. The fact that the tariff reductions and TRQs granted by Honduras under CAFTA do not cause significant price reductions in the short run does not mean that domestic producers will be unaffected by the agreement in the long run. In the long run the level of protection for many important commodities will be eliminated. But the tariff reductions are gradual which will give farmers time to adjust and to become more competitive. What will be critical from a policy perspective is that this time is used wisely to increase productivity, switch to more profitable crops and take advantage of the new export opportunities opened up by CAFTA.
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Table V.3: Production annual percentage change INITIAL SHARE BASE 1997* PRODUCTION BAN-C COF-C MIN-C LIV-C NTA-C SUB-C ALI-C TEX-C PAP-C CHE-C MET-C OMA-C EWG-C CON-C COM-C HOT-C TPT-C FIN-C PER-C GOV-C OTH-C TOTAL



0.71 1.20 0.03 0.91 6.94 33.44 4.88 2.13 1.33 1.83 1.14 1.88 1.72 4.81 14.10 2.94 4.53 3.08 1.19 4.77 6.46 100.00



CAFTA



1.30 2.23 2.29 3.21 2.81 3.41 3.14 2.96 2.51 2.63 2.99 2.50 2.93 3.63 3.00 2.76 2.94 2.87 3.01 2.97 3.02



MAQUILA QUOTAS ALL CAFTA Annual Percentage growth rate (1997-2020)



1.72 2.51 2.59 3.35 2.93 3.52 3.30 3.08 2.65 2.78 3.12 2.85 3.10 3.78 3.15 2.92 3.15 3.00 3.14 3.07 3.13



1.77 2.97 2.90 4.74 3.86 4.79 4.43 4.51 3.31 3.58 3.95 3.33 4.09 4.68 4.01 4.57 3.76 3.76 3.97 3.71 3.91



1.30 2.23 2.29 3.22 2.81 3.41 3.14 2.97 2.52 2.63 2.99 2.50 2.93 3.63 3.00 2.77 2.94 2.87 3.01 2.97 3.02



FDI



2.13 3.21 3.10 4.84 3.95 4.88 4.57 4.61 3.42 3.69 4.05 3.63 4.23 4.81 4.14 4.67 3.93 3.87 4.09 3.79 4.01



4.59 6.83 6.02 6.39 6.15 6.41 6.51 6.23 6.03 5.41 6.23 5.95 6.10 7.09 6.61 5.94 6.64 6.02 6.15 6.32 6.33



Source: authors worksheets.



Foreign Direct Investment One of the main purposes of the CAFTA agreement was to attract more foreign direct investment to Central America by reducing or eliminating the risk of expropriation, or other unfavorable actions by national governments that specifically targeted foreign enterprises. These components of the agreement have elicited a good deal of unfavorable comment within Latin America because they appear to infringe on the sovereignty of host country governments. Our purpose here is not to enter into this dispute but rather to make a rough estimate of the effect on the economy of these components of the agreement, assuming that they in fact succeed in attracting more FDI. This exercise is somewhat different from what we have done so far, because we have no observable econometric basis on which to make an estimate of the response of foreign investors to the new CAFTA incentives for FDI. In our FDI simulation we assume an increase of 25% over the observed capital transfers to Honduras between 2000 and 2004. Furthermore, we made all this additional FDI a net addition to domestic capital formation. In other words here we have made the saving-investment closure investment driven. Consider now what the FDI simulation tells us about the effect of additional inflows of foreign direct investment. Compare the FDI column in each of the tables with the base simulation. By assumption we are both increasing total saving and forcing more of it into investment. As a result the share of investment in GDP in 2020 rises to 34.6% compared to only 25.5% in the base run. That additional capital coupled with the additional employment it induces leads to dramatic increases in production in all sectors. Overall the growth rate of the economy jumps from 3% to 6% (See figure one) Instead of
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growing by 4% per year between 2005 and 2020, exports now grow at more than twice that rate (9.4%). No one should take these results as a firm prediction of the likely effect of CAFTA on either FDI or growth. Rather it is a way of emphasizing the central importance of investment to future growth in Honduras under CAFTA. If the more favorable treatment of FDI really does bring in more foreign capital, and if that foreign capital is invested in new capital, this will have a dramatic positive effect on the development prospects of the Honduran economy. CAFTA and domestic factor markets. Consider next the impact of CAFTA on wages, employment and the rate of return to capital. The available data permit us to disaggregate labor by education, gender and type of employment (wage versus self employment). They do not unfortunately permit a rural urban breakdown.13 As noted above, we have assumed that there is an excess supply of labor, both male and female with less than ten years of education. That implies that we are assuming that the base period level of real wages for these types of labor is fixed. The simulations then determine the amount of employment of unskilled or semiskilled labor that is consistent with the supply of skilled labor and capital as well as the other macro constraints. Table V.4 displays the changes in employment of unskilled and semi skilled labor by gender and labor type in our different simulations, while table V.5 shows what happens to relative wages. Table V.4: Labor employment



13



/ In a later paper we will combine information from a recent household survey with the results reported here to get an estimate of the impact of CAFTA on rural and urban incomes.



20



INITIAL 2000 2005 2010 2015 2020



male unskilled and semiskilled labor Baseline TARCUT1 MAQUILA QUOTA ALLCAFTAFDI 7.13 7.13 7.13 7.13 7.13 7.13 7.71 7.71 7.71 7.71 7.71 7.85 9.01 9.15 10.32 9.01 10.43 10.52 10.42 10.68 12.59 10.43 12.83 14.87 12.10 12.53 15.37 12.10 15.81 21.33 13.93 14.55 18.61 13.94 19.29 28.84



INITIAL 2000 2005 2010 2015 2020



self-employment of unskilled and semi-skilled male labor Baseline TARCUT1 MAQUILA QUOTA ALLCAFTAFDI 25.62 25.62 25.62 25.62 25.62 25.62 30.17 30.17 30.17 30.17 30.17 28.82 36.87 37.22 43.09 36.89 43.35 38.76 41.84 42.46 51.30 41.86 51.84 55.03 47.77 48.85 61.60 47.81 62.66 79.11 54.21 55.85 73.48 54.26 75.26 107.00



INITIAL 2000 2005 2010 2015 2020



employment of female unskilled and semi-skilled wage labor Baseline TARCUT1 MAQUILA QUOTA ALLCAFTAFDI 1.37 1.37 1.37 1.37 1.37 1.46 1.46 1.46 1.46 1.46 1.69 1.71 2.04 1.69 2.05 1.97 2.01 2.54 1.97 2.58 2.29 2.37 3.13 2.29 3.21 2.64 2.75 3.83 2.64 3.96



1.37 1.46 1.91 2.78 4.02 5.47



self-employment of female unskilled and semi-skilled labor Baseline TARCUT1 MAQUILA QUOTA ALLCAFTAFDI INITIAL 3.86 3.86 3.86 3.86 3.86 3.86 2000 4.33 4.33 4.33 4.33 4.33 4.34 2005 5.15 5.23 6.15 5.16 6.20 5.95 2010 5.90 6.04 7.46 5.90 7.59 8.45 2015 6.76 6.99 9.02 6.77 9.25 11.87 2020 7.71 8.03 10.84 7.72 11.21 15.88 Note: These are units of employment not numbers of jobs. Source: authors worksheets.



Unskilled and semi-skilled labor in Honduras is concentrated in self-employment in small farms in the countryside and in the informal sector in the cities and towns. In the baseline simulation employment growth is slightly higher than the growth rate of the population (3% for male wage labor and 3.3% for the male self employed and slightly less than that for females in each category. By assumption there is an excess supply of unskilled labor willing to work at the constant real wage. Under those conditions the increase in the supply of capital permits a relatively rapid increase in the employment of the unskilled, particularly in the FDI simulation. In all the simulations the growth rate of employment is higher than the expected rate of growth in the supply of unskilled labor which implies that in the absence of CAFTA or some other policy change, the pool of unemployed unskilled labor should fall in Honduras.
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As the reader can see, trade liberalization by itself (CAFTA column) has a positive effect but the total impact is small. That is consistent with the relatively small size of the production impacts under CAFTA. As before, what does make a difference is maquila. By 2020 maquila will create an additional 22 million units of employment for males and 4.3 million for woman raising the growth of employment for both sexes to around 4.5%. Increased FDI also has a very significant positive effect particularly for male wage labor. That is because of the strong link between investment and the construction sector which is a big employer of unskilled wage labor. When one compares wage trajectories or wage differentials by skill category, our results suggest that there will be a slight rise in earnings inequality, with or without CAFTA. (See table V.5). The supply of skilled labor is projected to rise by 2% per year, somewhat less than the increase in the demand for skilled labor. As a result, real wages for the skilled rise in all of the simulations, including the baseline. Since wages for the unskilled and semiskilled are fixed by the assumption of an excess supply of labor, there is a decline in the relative wage of the unskilled. In the baseline projection by 2020 the unskilled lose 12% relative to the skilled. Trade liberalization makes the wage pyramid for the employed slightly less equal. That is because it increases the growth rate of employment of the unskilled, and the wages of the skilled. CAFTA increases the earnings of both the skilled and the unskilled, but for the latter the improvements come in the form of more jobs at the same wage while for the former the improvement comes in the form of higher wages only. The maquila and FDI simulations accentuate this picture. Both of them increase the growth rate of the economy by a significant amount, and as we can see, the faster the economy grows, the faster wages of the skilled grow relative to the unskilled. That increases earnings inequality. But at the same time there is a higher rate of growth of employment for the unskilled and semi-skilled of both sexes. The unskilled are better off because more of them have jobs and the skilled are better off because all of them have higher real wages.



Table V.5: Relative Real Wages
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unskilled/ skilled wage earning male TUWM/TSWM TRNSFR INITIAL 2000 2005 2010 2015 2020 unskilled/ skilled wage earning female



1.00 0.99 0.96 0.93 0.91 0.88



TARCUT1 MAQUILA QUOTA ALLCAFTA FDI 1.00 1.00 1.00 1.00 0.99 0.99 0.99 0.99 0.96 0.94 0.96 0.94 0.93 0.91 0.93 0.90 0.90 0.87 0.91 0.87 0.88 0.84 0.88 0.83



1.00 0.99 0.95 0.88 0.82 0.78



TUWF/TSWF TRNSFR INITIAL 2000 2005 2010 2015 2020 unskilled/ skilled non wage earning male



1.00 0.99 0.96 0.93 0.91 0.88



TARCUT1 MAQUILA QUOTA ALLCAFTA FDI 1.00 1.00 1.00 1.00 0.99 0.99 0.99 0.99 0.96 0.94 0.96 0.94 0.93 0.90 0.93 0.90 0.90 0.87 0.91 0.87 0.88 0.84 0.88 0.83



1.00 0.99 0.94 0.87 0.82 0.77



TUNM/TSNM TRNSFR TARCUT1 MAQUILA QUOTA ALLCAFTA FDI INITIAL 1.00 1.00 1.00 1.00 1.00 2000 0.99 0.99 0.99 0.99 0.99 2005 0.96 0.96 0.94 0.96 0.94 2010 0.93 0.93 0.90 0.93 0.90 2015 0.91 0.90 0.87 0.91 0.86 2020 0.88 0.88 0.84 0.88 0.83 unskilled/ skilled non wage earning female TUNF/TSNF INITIAL 2000 2005 2010 2015 2020



TRNSFR 1.00 0.98 0.96 0.93 0.91 0.88



TARCUT1 MAQUILA QUOTA ALLCAFTA FDI 1.00 1.00 1.00 1.00 0.98 0.98 0.98 0.98 0.95 0.93 0.96 0.93 0.93 0.89 0.93 0.89 0.90 0.86 0.91 0.86 0.88 0.83 0.88 0.83



1.00 0.98 0.93 0.87 0.82 0.77



1.00 0.98 0.93 0.87 0.81 0.77



Source: authors worksheets.



Capital The growth of capital is central to understanding our projections of the likely effect of CAFTA on the economy. In table V-6 we show how the stock of capital is expected to grow over time and how the gross rate of return to capital changes in the different scenarios. In the baseline simulation investment starts at 22.6% of GDP and grows to 26% by 2020. As a result there is a slight capital deepening as well as a slight reduction in the rate of return. Trade liberalization (TARCUT1) slightly raises both the growth rate of capital and the rate of return. However, as the reader can see the time path of the rate of return is not linear. In all the simulations it peaks in 2005. After that the increased rate of capital formation drives the rate of return to capital back toward or below its initial level. Maquila has a big impact on the profitability of capital and its growth rate. Upon adoption of the liberalized rules of origin which we first incorporate in the model in 2005, the rate of return to capital jumps from 10% to 15%. From there to 2020 the rate of growth of capital increases to 4.5% per year. That is enough to bring the rate of teturn back toward its initial level, but at much higher levels of employment for the unskilled and higher wages for the skilled.
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The FDI simulation shows what happens when there is a really rapid rate of capital formation. Not only does the rate of growth of the economy double, but there is an increase in the rate of capital deepening. Not surprisingly this rate of capital formation is so high that it drives down the rate of return to below its initial level. BASELINE 1997 2000 2005 2010 2015 2020 rate of growth



158.878 165.951 190.374 229.282 272.74 319.541 0.0308



1997 0.102 2000 0.113 2005 0.118 2010 0.108 2015 0.103 2020 0.099 Source: authors worksheets



Table V-6: The Supply and Return to Capital TARCUT1 MAQUILA QUOTA ALLCAFTA FDI Stock of Capital 158.878 158.878 158.878 158.878 158.878 165.951 165.951 165.951 165.951 165.951 190.374 190.374 190.374 190.374 212.745 230.238 240.576 229.343 241.407 342.834 275.57 301.31 272.879 304.067 517.789 325.316 370.903 319.765 376.942 716.349 0.0316 0.102 0.113 0.123 0.113 0.108 0.105



0.0375 0.0309 Return to Capital 0.102 0.102 0.113 0.113 0.159 0.118 0.144 0.108 0.137 0.103 0.133 0.099



0.0383



0.0677



0.102 0.113 0.163 0.149 0.143 0.138



0.102 0.122 0.14 0.102 0.091 0.086



Factor Shares To better understand the distributional implications of CAFTA, it is useful to look at what happens to factor shares in our various experiments. We know that trade liberalization, maquila and FDI all increase the growth rate of the economy. We know also that the skilled get higher wages, capital a higher rate of return and the unskilled, more jobs. How does all this translate into shares of GDP. Table V-7 gives us the answers. In the baseline simulation, both skilled and unskilled labor gain relative to capital for which the fall in the rate of return exceeds the increase in capital intensity. In the short run, CAFTA benefits capital at the expense of both skilled and unskilled labor. In all the simulations in 2005 the capital share rises relative to the baseline, especially in maquila and FDI. But that is not the end of the story. We know that there is a big increase in capital formation too. That drives down the rate of return in all the simulations so that by 2020 the share of capital falls from its peak in 2005, and is in fact below its initial level in all of our experiments except maquila. 14 Thus while CAFTA favors capital in the short run, in the longer run (to 2020) trade liberalization favors skilled labor at the expense of capital, while maquila favors capital at the expense of unskilled labor which tells us that the rate of growth of employment, even though quite large, is not as rapid as the growth rate of the economy. In FDI the situation is reversed. Here the decline in the profit rate after 2005 and the increase in employment are so rapid that both skilled and unskilled labor gain at the expense of capital.



14



Note that the experiment called ALLCAFTA is dominated by maquila.
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Table V-7: Factor shares as percentage of GDP (at factor cost) initial unsk+semiskilled baseline 0.594 labor TARCUT1 0.594 MAQUILA 0.594 QUOTA 0.594 ALLCAFTA 0.594 FDI 0.594 skilled labor baseline 0.125 TARCUT1 0.125 MAQUILA 0.125 QUOTA 0.125 ALLCAFTA 0.125 FDI 0.125 capital baseline 0.281 TARCUT1 0.281 MAQUILA 0.281 QUOTA 0.281 ALLCAFTA 0.281 FDI 0.281



2000 0.598 0.598 0.598 0.598 0.598 0.578 0.117 0.117 0.117 0.117 0.117 0.117 0.285 0.285 0.285 0.285 0.285 0.306



2005 0.601 0.595 0.577 0.601 0.574 0.562 0.114 0.114 0.108 0.114 0.108 0.113 0.284 0.290 0.315 0.284 0.318 0.325



2010 0.604 0.597 0.582 0.604 0.577 0.590 0.121 0.121 0.115 0.121 0.115 0.128 0.276 0.282 0.303 0.276 0.308 0.282



2015 0.603 0.596 0.581 0.603 0.575 0.596 0.125 0.125 0.120 0.125 0.120 0.136 0.273 0.278 0.299 0.273 0.305 0.268



2020 0.602 0.594 0.579 0.602 0.574 0.599 0.128 0.129 0.124 0.128 0.124 0.141 0.269 0.277 0.297 0.269 0.302 0.260



VI: Conclusions Honduras has been stuck on a slow growth trajectory for many years. Our results suggest that CAFTA will not do much to change that. The trade liberalization measures contained in the agreement do have a positive effect on growth and employment, but the effect is small. Thanks to trade liberalization in the 1990s tariff barriers simply were not high enough prior to CAFTA to have a big growth impact when they are dismantled. Critics have complained that smallholders would be hurt by the removel of tariff protection for sensitive products such as corn, rice, beans and pork that are produced and consumed by the poor. Our results do not support this view. Both agriculture in general and subsistence agriculture in particular grow faster under CAFTA that they could be expected to otherwise. The increases in the growth rate are not large, but they are positive. One reason for this is that the removal of tariff protection for these commodities in CAFTA will be very cautious and gradual. Far and away the largest impact of CAFTA comes from its treatment of maquila not the removal of barriers to trade in agricultural commodities. Here perceptions matter. CAFTA does not actually change current conditions for the domestic textile industry. Rather it makes permanent the liberalized rules of origin enjoyed by the industry since 2000. In the popular mind that may not seem like much of a benefit since the country already has it. But without CAFTA the temporary benefits granted in 2000 will expire. Our results say that if that happened, growth would fall by 1.4% per year and employment for unskilled and semiskilled labor would fall by 26% relative to what it can be expected to be with CAFTA15. Those are big effects, but one must keep in mind that they do not take into account possible changes in external conditions due to the end of the multifiber agreement in 2005.



15



This percentage is the difference between total employment for the unskilled and semiskilled male and female labor in 2020 in the maquila experiment compared to the baseline in 2020.
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One of the main rationales for the CAFTA agreement was to attract more foreign direct investment to the region. Our results strongly support this position. If foreign direct investment really does increase in response to CAFTA to the degree that we have assumed in our CAFTA experment, the impact on the Honduran economy will be dramatic. Economic growth and employment of the unskilled could both virtually double, and while this is undoubtedly an overly optimistic projection, it does point to the critical role of increasing the rate of capital formation and technical progress in the Honduran economy. To the extent that foreign capital can help to achieve this goal, it will provide a powerful push to growth and employment. CAFTA improves the employment prospects for the unskilled. Our simulations assume an excess supply of unskilled labor. In all the CAFTA simulations job creation is positive, small in the case of trade liberalization but substantial for maquila and FDI. At the same time, since there is an increase in the demand for skilled labor, wage inequality increases. Thus CAFTA increases the earnings of both skilled and unskilled labor. The unskilled are better off because more of them have jobs, and the skilled are better off because all of them have higher real wages. In the short run, CAFTA benefits capital at the expense of both skilled and unskilled labor. In all the simulations in 2005 the capital share rises relative to the baseline, especially in maquila and FDI. But that is not the end of the story. It turns out that in the longer run, increases in capital formation drive down the rate of return, so that by 2020 the share of profits in GDP is below its initial level in all but the maquila experiments. In the long run trade liberalization favors skilled labor at the expense of capital, while maquila favors capital at the expense of unskilled labor. In FDI the decline in the profit rate after 2005 and the increase in employment of the unskilled is so rapid that both skilled and unskilled labor gain at the expense of capital
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Annex One Table A-1 Growth rates of trade by sector INITIAL SHARE BASE 1997* EXPORTS BAN-C COF-C MIN-C LIV-C NTA-C SUB-C ALI-C TEX-C PAP-C CHE-C MET-C OMA-C EWG-C HOT-C TPT-C FIN-C GOV-C OTH-C TOTAL IMPORTS BAN-C COF-C MIN-C LIV-C NTA-C SUB-C ALI-C TEX-C PAP-C CHE-C MET-C OMA-C EWG-C CON-C HOT-C TPT-C FIN-C PER-C GOV-C OTH-C TOTAL



CAFTA



MAQUILA QUOTAS ALL CAFTA Annual Percentage growth rate (1997-2020)



FDI



7.71 7.08 2.65 0.40 11.28 0.06 25.74 5.26 2.64 1.20 0.44 12.57 0.06 8.09 4.82 1.00 5.33 3.67 100.00



1.01 2.01 2.08 2.92 2.45 3.02 2.88 2.19 2.30 2.25 2.70 2.23 2.67 2.50 2.69 2.43 2.60 2.74 2.42



1.49 2.33 2.54 3.12 2.58 3.17 3.09 2.34 2.48 2.45 2.91 2.71 2.83 2.68 2.95 2.52 2.70 2.84 2.67



1.38 2.68 2.55 4.93 3.21 4.57 4.27 3.31 2.95 3.11 3.50 3.00 3.40 4.60 3.29 3.00 3.11 3.47 3.46



1.01 2.01 2.08 2.92 2.45 3.02 2.88 2.19 2.30 2.25 2.70 2.24 2.67 2.50 2.69 2.44 2.60 2.74 2.43



1.80 2.95 2.91 5.08 3.32 4.69 4.45 3.43 3.09 3.27 3.68 3.41 3.53 4.71 3.51 3.07 3.19 3.55 3.66



4.39 6.66 5.88 6.27 5.93 6.19 6.4 5.93 5.93 5.01 6.03 5.72 6.02 5.82 6.5 5.63 6.05 6.22 6.01



0.03 0.00 10.62 4.73 4.82 0.01 0.00 6.46 3.54 7.58 6.35 15.51 0.15 0.08 2.27 11.95 2.00 1.65 0.25 21.98 100.00



3.37 3.94 2.94 3.42 3.36 3.55 3.57 3.39 2.87 3.04 3.26 3.32 3.17 3.76 3.41 3.34 3.38 3.37 3.65 3.38 3.27



3.62 4.21 3.16 3.68 3.63 3.71 3.64 3.65 3.12 3.30 3.48 3.48 3.52 3.99 3.51 3.46 3.56 3.49 3.76 3.50 3.46



4.37 5.14 3.91 4.51 4.80 4.66 4.64 -24.56 3.92 4.08 4.37 4.32 4.73 4.92 4.47 4.47 4.65 4.42 4.75 4.49 4.06



3.37 3.94 2.94 3.43 3.36 3.56 3.58 3.40 2.88 3.05 3.27 3.32 3.17 3.76 3.42 3.34 3.39 3.38 3.65 3.39 3.28



4.62 5.42 4.11 4.75 5.06 4.81 4.71 -24.37 4.13 4.30 4.56 4.47 5.05 5.14 4.56 4.58 4.80 4.52 4.85 4.60 4.21



6.06 8.13 6.42 6.49 6.5 6.5 6.72 6.46 6.21 5.85 6.42 6.66 6.17 6.86 6.23 6.85 6.47 6.53 6.81 6.47 6.48



Source: authors worksheets.
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