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Synopsis:

Any student in an entry level economics class, as well as many liberals, would tell you that
free trade, based on the law of comparative advantage, is mutually beneficial to each country’s
economy. Many United States presidents and high-ranking U.S. government officials, including
Hillary Clinton, have used this notion to rationalize free trade agreements such as the North
American Free Trade Agreement (NAFTA) in 1994 and The Dominican Republic-Central America-
United States Free Trade Agreement (CAFTA-DR) in 2005. This year, the Obama Administration
is continuing this trend with the Trans-Pacific Partnership (TPP). Before jumping on board with
the facade of free trade agreement benefits, it is important to examine how past free trade
agreements have impacted the developing economies of Latin America. Unfortunately, these
agreements have turned out to be tools used to assert U.S. dominance over economically weaker
countries by damaging their agriculture sector, taking advantage of cheap labor, and increasing
their migration to the United States.

What is CAFTA-DR?

CAFTA-DR was approved by the U.S. Congress on July 27, 2005, and has since established
an imbalanced, pro-corporate, trade agreement among the United States, Costa Rica, El Salvador,
Guatemala, Honduras, Nicaragua, and the Dominican Republic.? This trading partnership has
continued the free trade tenants from the North American Free Trade Agreement (NAFTA) and
has brought some of the same detrimental consequences to its member countries that NAFTA
brought to Mexico.2 Advocates of the agreement— including former President George W. Bush—
claimed it would promote stronger trade, investment ties, prosperity, and stability in the region.3
To achieve these goals, CAFTA-DR mandated reform to laws that protected certain monopolies
and implemented protection of Intellectual Property Rights.4 Additionally, CAFTA-DR prohibits
participating countries from enacting new environment protection laws, but does not stop
countries from waiving existing laws to encourage investment, even if this change is in violation of
international regulations.5 All together, these provisions provided Central America with a legal
framework that favors foreign trade and investment over protecting and prioritizing domestic
companies.® In other words, rather than a fair free trade agreement, CAFTA-DR created an unfair
commercial agreement to advance U.S. interests which materialized through investment into low
wage labor sectors such as manufacturing industries, like the famous maquiladoras. As with
NAFTA, this framework proved to be damaging to the developing economies of the Dominican
Republic and of the Central American countries. (To read more about the impacts of NAFTA please
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refer to COHA’s article “The North American Free Trade Agreement: A Qualified Failure For
Mexico,” or the Center for Economic Policy and Research’s “Did NAFTA Help Mexico? An
Assessment after 20 Years.”)7.8

During the Washington panel arranged by the Americas Society and Council of the
Americas in December 2015, the World Bank Senior Director of Trade and Competitiveness and
former Minister of Foreign Trade to Costa Rica, Anabel Gonzalez, trumpeted the apparent success
of CAFTA-DR. She noted, “the results have been quite impressive in terms of mobile penetration
and the reduction in prices for (telecommunication) services— not only for consumers but also for
foreign investors who require these types of services. Overall, the story has been a very positive
one,” while she advocates that, “countries like Costa Rica and Panama should also be members of
TPP.”910 However, she failed to discuss the imbalanced shift in trade, the displacement of
thousands of family farmers, and the manufacturing industry shortcomings. She also failed to
mention that due to this “positive story,” one million people from these three countries have left
their homes since 2010 in search of better living conditions in the United States and Mexico; many
of these migrants are children who contribute to the unaccompanied migrant crisis currently
occurring at U.S. borders.!* This article will assess these economic repercussions on the region and
what this could mean for the future of free trade.

Foreign investment

CAFTA-DR undoubtedly let foreign investment flow into the member countries, especially
Costa Rica and Honduras, which has created a net job increase and lowered consumer costs. Table
1 shows the growth of foreign direct investment as a percent of GDP in Central America and the
Dominican Republic.

Table 1: Foreign Direct Investment as a Percentage of GDP, 2000-2014

Costa Rica 2.6 2.8 3.9 33 43 4.3 6.5 7.2 7 3.5 51 5.2 6 6.7 52
Honduras 5.4 4 35 49 6.2 6.2 6.6 7.9 8.7 3.4 3.1 59 5.8 5.8 6.7
Guatemala 1.2 24 | 05 0.6 1.2 2 2.1 2.5 1.9 1.8 2 24 25 2.5 2

Nicaragua 5.2 2.8 3.9 3.8 43 38 4.2 51 7.4 52 5.6 9.6 7.3 7.5 75

El 1.3 2 3.3 0.9 2.3 3 1.3 7.7 4.2 18 -05 0.5 1.9 1 1.9
Salvador
Dominican 4 4.3 3.5 2.9 41 3.3 4.3 5.1 5.7 3.5 2.6 3.8 5.6 2.6 3.7
Republic

Created from: World Development Indicators
Series : Foreign direct investment, net inflows (% of GDP)
Source: The World Bank: World Development Indicators'?

Take Honduras for example: after former Secretary of State, Hilary Clinton, played a
deciding role in the prevention of former President Manuel Zelaya of returning to office in 2009,
there has been a push to embrace CAFTA-DR’s foreign investment provisions.3 In fact in 2011, the
Honduran government hosted an economic conference called “Honduras is Open for Business”
and advocated for “charter cities,” which are meant to be economic zones governed by foreign
governments or multinational companies.’4:5 OFRANEH, a Honduran minority rights
organization, stated “a small group of elite businessmen and politicians are trying to auction off
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parts of the country to foreign capital in order to create islands of affluence surrounded by a sea of
poverty and violence,” in reference to charter cities and increased foreign investment.® The
Human Rights Watch specifically cites Palm Oil and food companies as instigating violence in land
battles, resulting in more than 9o murders this past year.'7 This proves CAFTA-DR is a rigged pro-
corporate agreement that only benefits large multinational companies, and drives out the smaller,
local industries within the region.

Shift in Trade: Dislocating Family Farmers

Perhaps the most drastic impact of CAFTA-DR has been the shift in trade patterns. Prior to
CAFTA-DR the United States was operating a trade deficit with the member countries, meaning
the U.S. imported more products from these countries than the U.S. exported to them.® Under
this agreement, the U.S. is now operating at a trade surplus, exporting more than importing.19
While this does not account for a large proportion of the United State’s massive economy, it has
had a harmful impact on the livelihoods of citizens in the Dominican Republic and Central
American countries.

The most notable shift has occurred in Honduras, which went from being a net exporter to
a net importer as a result of CAFTA-DR.20 Honduras fully implemented the clauses of the
agreement, at which point Honduras was operating with a 30.4 million USD trade surplus with
the U.S. In 2007, only one year later, Honduras operated with a trade deficit of 549.3 million
USD.2t Graph 1 demonstrates how Honduras trade with the United States has drastically shifted
under CAFTA-DR. Original data lists exports and imports from the U.S. perspective; however, the
Graph 1 presents the trade balance from the Honduras perspective.

Graph 1
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Most of the goods exported to these countries consisted of agriculture goods, such as grains,
which impacts on the domestic agriculture industry within these developing countries. During
CAFTA-DR discussions, the Bush Administration ignored warnings from Oxfam that 5.5 million
central Americans depended on agriculture for their livelihood (1.5 million depended on the rice
industry alone).23.24 Additionally, U.S.-Latino organizations such as the League of United Latin
American Citizens (LULAC) and the Labor Council for Latin American Advancement (LCLAA),
opposed CAFTA-DR during its creation because of its devastating impact on the agribusiness of
these countries; the shift in agricultural trade indicates that their fears have been realized.25 U.S.
farmers are privileged with government financial help (subsidies), advanced technologies, and
genetically modified organisms (GMOs), which all contribute to larger farms and exponentially
more food at a lower cost. With that said, it is impossible for small family farmers in Central
America to compete with the U.S. agriculture industry. As a result of this unfair agriculture
competition, United Sates agricultural exports to Honduras, Guatemala, and El Salvador have
increased by 78 percent since CAFTA-DR was passed.26 Graph 2 demonstrates how agriculture
exports from the United States to the member countries has dramatically increased since CAFTA-
DR’s implementation.

Graph 2
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In addition to unfair competition, the agriculture industry from domestic family farmers,
United States food imports could be harmful to the future of food security in these countries. Not
only does the well-being of the economy rest in the hands of the United States, but so does the
populations’ access to food.

Job Creation

Foreign investment and the relocation of multinational companies into the Dominican
Republic and Central American countries have displaced families working in rural areas, however,
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they have also created many jobs in factories, or maquilas. Though these industries mostly
assemble clothing, some also assemble imported parts in order to (re-)export them to the United
States.28

Multinational companies often take advantage of the low costs of production and,
conveniently, the low wage labor.29 Rather than protecting human rights, under CAFTA-DR the
United States has only protected laws maintaining low costs of production. In fact, the former U.S.
ambassador to El Salvador, Mari Carmen Aponte, has been accused of pushing pro-corporate laws
by “threatening to cut [U.S.] development aid to the country.”3° Moreover, these multinational
companies will probably move when a lower cost option presents itself. For example, the TPP may
persuade many of these companies to move to Vietnam where the cost of labor is about 52 cents
USD an hour, in comparison to the average cost of labor which is around 1.33-1.54 USD per hour
in Honduras.3%32 While Mexico claims to have an even lower labor cost, the reality is multinational
companies are not loyal to any country and these free trade agreements enable them to exploit
workers for foreign profit.33

Some of these effects can already be seen since apparel imports from Honduras, Guatemala,
and El Salvador were lower last year than the year before CAFTA-DR was passed.34 This is
reminiscent of how the maquila industry grew so rapidly in the early years of NAFTA, but a crisis
between 2001 and 2003 led to massive layoffs.35 Similar to the food security problem, this trend
could be detrimental to these developing countries since such a large proportion of their economy
has become dependent on these multinational companies. In other words, CAFTA-DR has crippled
the Dominican Republic and Central American economies by making them reliant on the United
States’ economy.

One of the consequences of the weakening of the agricultural sectors and the creation of
jobs in magquilas is the dramatic increase in urban population. This movement can be seen in
Graph 3: when CAFTA-DR was implemented, there was a sharp increase in the the rate of growth
of urbanization in all the member countries.

Graph 3: Urban Population (Percent of Total Population)
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Another harmful effect of foreign investment, encouraged by CAFTA-DR, is its dramatic
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impact on the environment. Manuel Pérez-Rocha, an associate fellow at the Institute for Policy
Studies, discussed how mining has taken over 14 percent of territory in Central America as a result
of the foreign investment law reforms from CAFTA-DR, at the congressional briefing in December
2015.37 Not only did Mr. Pérez-Rocha talk about how mining for foreign profit is destroying a large
amount of land in these countries, he also pointed out how CAFTA-DR was used as evidence to sue
El Salvador and Costa Rica for their environment protection regulations that have limited the
amount of foreign mining permitted.38

Poverty and inequality

The boom of investment that took place in these countries enriched a domestic minority.
While poverty rates have been slowly declining in Latin America, inequality has continued to
plague these countries.39 Investments through the free trade agreement were supposed to
encourage domestic business to decrease economic disparity, reduce poverty, and inequality;
however, it has mostly favored wealthy locals. As shown in Table 2, 20 percent of the population
still accounts for half of the income in these countries.! Table 3 demonstrates the lack of change
in the Gini index for the member countries; this indicates there has been no change in income
distribution since the introduction of CAFTA-DR.2

Table 2: Income Share Held by Highest 20%

Costa Rica 49.6 521 54.5 54.9 54.4 56.1 53.8 3.9 53.9 54.4

Honduras 61.2 . 60.6 60.3 59.6 55.8 57.6 61.2 61.1 57.7
El Salvador . 55.6 51.2 51.2 52.2 51.7 50.0 48.7 48.2 49.8
Dominican . 56.7 57.0 54.2 54.4 545 52.8 53.0 51.6 53.1
Republic

Created from: World Development Indicators
Series : Income share held by highest 20%
Source: The World Bank: World Development Indicators*

! Data not available for Nicaragua or Guatemala

2 World Bank Gini Index definition: Gini index measures the extent to which the distribution of income (or, in some
cases, consumption expenditure) among individuals or households within an economy deviates from a perfectly
equal distribution. A Lorenz curve plots the cumulative percentages of total income received against the cumulative
number of recipients, starting with the poorest individual or household. The Gini index measures the area between
the Lorenz curve and a hypothetical line of absolute equality, expressed as a percentage of the maximum area under
the line. Thus a Gini index of O represents perfect equality, while an index of 100 implies perfect inequality.
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Table 3: Gini Index (World Bank Estimate)

Costa Rica 453 457 474 511 509 499 489 478 493 495 491 51 | 48.1 486 48,6 49.2

Honduras 574 555 .| 541 588 587 | 584 595 574 | 562 557 516 | 534 | 574 574 537
El . 499 513 511 515 507 474 479 454 452  46.7 459 445 424 418 435
Salvador
Dominican . . 52 | 504 | 50.1 | 521 52 50 | 519 | 487 49 | 48,9 | 47.2 | 474 | 457 | 47.1
Republic

Created from: Poverty and Equity Database
Series : GINI index (World Bank estimate)
Source: The World Bank: Poverty and Equity Database**

Tables 2 and 3 demonstrate that CAFTA-DR has not assuaged inequality or poverty in the member
countries.

Drugs, Violence, and Forced Migration

The rising levels of inequality, especially regarding the destruction of subsistence
agriculture, are extremely important to understand the economic consequences of CAFTA-DR. It
has exacerbated many of the immigration and drug trafficking problems that the U.S. faces today.
While political corruption and civil wars are also key components in these regional problems,
CAFTA-DR has certainly contributed to economic disparity. Without an increase in economic
opportunities, more and more people look to establish their livelihoods through drug trafficking,
gang violence, or emigration northward.42 The American Immigration Council cites high levels of
crime and violence for pushing people to migrate out of their home country.43 More and more
families and children have made the choice to risk their lives on the journey to the United States
in pursuit of a better life in recent years; 63,000 unaccompanied children, mostly from Central
America, have come to the southern border of the United States seeking better opportunities than
the ones offered in their home countries.44 The U.S. presidential election has focused a great deal
on reforming immigration policy to keep further undocumented people out and to reduce drug
trafficking; however, this only focuses on the symptoms of an economic disease facing Central
America known as Free Trade.

The future of CAFTA-DR and Free Trade

By evaluating CAFTA-DR nearly 11 years later, it is clear that this agreement has not only
failed to bring economic prosperity to the region, but has also opened the doors to foreign
investment with little or no protection for Central American land, resources, workers, further
fueling internal displacement, violence, and migration. Rather than establishing free trade for
mutual benefit, CAFTA-DR implemented an imbalanced commercial agreement that favored US
corporate interests.

Some member countries have taken steps to improve their own situation in regards to
CAFTA-DR. For example, earlier in May, the presidential candidates for the Dominican Republic,
including recently victorious incumbent Guillermo Moreno, agreed the stipulations of CAFTA-DR
need to be revised. In an interview with the Dominican Republic magazine, Hoy, the men
discussed this proposed revision by working with La Confederacién Nacional de Productores
Agropecuarios (The National Confederation of Agricultural Producers) in order to create laws
protecting the production of rice, beans, meat, garlic, onion, sugar, coffee, and other food
products.45
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It is clear that international leaders are also taking note of issues surrounding free trade in
developing countries. Researchers for the International Monetary Fund (IMF) acknowledged the
economic downfalls of liberalized trade stating that “The IMF also recognizes that full capital flow
liberalization is not always an appropriate end-goal, and that further liberalization is more
beneficial and less risky if countries have reached certain thresholds of financial and institutional
development.”4¢ This statement highlights that policy advisors need to take into account the fact
that disproportionate productivity can have negative impacts on lower-income countries.

Although World Bank Senior Director of Trade and Competitiveness, Annabel Gonzalez,
claims that an eventual membership in the TPP would be good for Costa Rica’s economy, the reality
is that the TPP could likely result in deeper economic disparity and worker exploitation.4” The fact
is, the TPP, like CAFTA-DR, could hurt developing economies because it could allow the United
States to take advantage of low production costs while dumping subsidized agriculture goods into
these countries. As IMF researchers have said, “Policymakers, and institutions like the IMF that
advise them, must be guided not by faith, but by evidence of what has worked.” 48 The United States
government must consider the failures of CAFTA-DR while moving forward with free trade.

By Jennalee Beazley
Research Associate at the the Council on Hemispheric Affairs
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