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Abstract 
 

Ever since the planning stage of the North American Free Trade Agreement (NAFTA) in the 

eighties there has been an incentive to create a free trade agreement with all the American 

countries. The next natural step for the USA has been the Central American Free Trade 

Agreement (CAFTA). This is a very controversial experiment as it is the first free trade 

agreement of this dignity between countries with such immense economic differences. This 

thesis will investigate how the CAFTA will affect the different economic sectors of 

Nicaragua. The studied sectors are the agriculture, the assembly industry and the micro, small, 

and medium businesses in the informal sector. To answer this question interviews have been 

made with representatives from the different sectors. The material obtained from the 

interviews have been  than analysed with reference to theories about free trade, specialization, 

factor mobility and growth, together with information about the experiences from Mexico 

with the NAFTA. The results show that Nicaragua will have comparative advantages in some 

products in the agriculture sector but most likely the agricultural sector will decline. The 

assembly industry will grow as a result of an increase in FDI but there will not be any 

important technological transfers. The micro, small, and medium businesses are more 

orientated to the local market and will not be directly affected.  

 

The institutions play in important role en process of re-allocating resources from declining 

sectors to expanding ones and adapting policies to attract FDI. If they are successful than the 

expanding sectors will absorb the freed labor from the declining ones, this would raise salaries 

which in turn would raise internal demand positively affecting the micro-, small-, medium 

businesses. If the institutions fail to help in the re-allocation process than all the freed labor 

won’t be absorbed by the expanding sectors leaving them with no other option than to migrate 

to the cities and join the informal sector or to emigrate to Costa Rica or USA. This would 

leave the country worse off. 
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1. Introduction 

The Nicaraguan parliament approved the ratified version of the Central American Free Trade 

Agreement (CAFTA) in October 2005. Only the 37 parliament members of the sandinistic 

party FSLN voted against it1. Thus all the countries involved by the agreement have approved 

it with the exception of Costa Rica. The Countries involved are USA, Dominican Republic, 

Guatemala, Honduras, El Salvador and Nicaragua. The agreement endeavours towards free 

trade within the region. All tariffs and quotas are to be eliminated within a few years after its 

implementation. CAFTA is one step towards the Free Trade Area of the Americas (FTAA), 

the world’s biggest free trade area including the whole American continent with the exception 

of Cuba. The negotiations of the creation of FTAA started in 1994 and the plan was to 

conclude negotiations no later than 2005 but the FTAA is far from prepared. One reason for 

this is that many of the Latin American countries now have left wing governments who fair 

the dependence on the USA that the agreement might bring.  

 

There are great imbalances among the countries within the CAFTA in terms of size, wealth 

and level of development which will cause severe changes in many peoples lives within the 

region. For example the USA:s GDP is more than 95 % of the total GDP in the CAFTA 

region, the Nicaraguan share of the total GDP is less than 0,1 %2 . People in the region fears 

the dependence on the United States the agreement will bring. Groups opposing the 

agreement are especially unsatisfied with high US subsidies for agriculture fearing their own 

agriculture will not be able to compete with the low subsidized US prices. 

 

Nicaragua is one of the poorest countries in Latin America. It has been ravaged by a number 

of uprisings and even full-scale civil war that killed thousands of people. The country receives 

a lot of foreign aid which accounted for 14 % of total GDP in 20023.  

 

When the North American Free Trade Agreement (NAFTA) was implemented 1994, 

including Canada, USA and Mexico, the Mexican situation was comparable to the Nicaraguan 

situation today. After the agreement was implemented the Mexican trade deficit rose pretty 

much and some sectors ran out of business, but it went better for other sectors and overall the 

country is doing pretty well. But Mexico is much larger than Nicaragua thus not so fragile for 

                                                 
1 http://www.latinamerika.nu [2006-02-15] 
2 Swedish embassy in Managua, Nicaragua, www.swedenabroad.com/pages/general____24425.asp [2006-04-05] 
3 Goliath Business Knowledge On Demand , http://goliath.ecnext.com [2007-06-02] 
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radical changes.  The implementation of the CAFTA involves many people and many 

countries. Because of that it is very interesting to see how the agreement will effect different 

sectors in Nicaragua and if the country will benefit from it on an aggregate level.  

  

In fact the agricultural sector in Nicaragua stands for 32 % of its total GDP4 and that’s why it 

could cause catastrophic short run consequences if it were to be wiped out by cheap US 

subsidized agricultural products. 

 

1.1 Problem 

What are the long run effects of an implementation of the CAFTA for the different sectors of 

the Nicaraguan economy?  

 

1.2 Aim 

The aim with this thesis is to investigate which effects the CAFTA will have on the 

agriculture, the assemblies and the micro-, small and medium business (also called the 

informal sector).The aim is also to se what does different governmental and non governmental 

organisations think about the benefits and costs of the CAFTA for the different sectors of the 

Nicaraguan economy and to see if the opinions about the benefits and costs differ among 

different groups? These thoughts about the benefits and costs will then be analysed through 

macroeconomic theory about free trade. 

 

A short comparison with Mexico’s experiences from the NAFTA will also be made as this 

could be a guideline for how things will develop in Nicaragua.  

 

1.3 Method 

This thesis is a case study where the Nicaraguan situation is studied. Nicaragua is one of six 

possible cases in the CAFTA but is chosen because of personal interests for the country. It is 

also chosen because it is the one of the poorest countries within the CAFTA which makes it 

even harder for it to make the economical and structural changes that are necessary to be able 

to compete with the USA. The negative aspects of using a case study is that the results can not 

be applied for anything else than to answer the particular problem with this thesis. That is to 

                                                                                                                                                         
 
4 Utrikes Politiska Institutet p. 2 
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say that how CAFTA affects any of the other participating countries lies outside the frames of 

this thesis. 

 

This study is hypothesis-testing study because it uses existing theories about free trade and 

investigates whether or not these theories resembles the reality5 of Nicaragua. The theories 

chosen are the Ricardian model of comparative advantages and the Heckscher-Ohlin theory.  

 

1.4 Data 

To be able to answer the problem both primary and secondary data will be used. The primary 

data consists of information colleted by interviews. These interviews were made with 

representatives from different organisations each representing different sectors of the 

Nicaraguan economy or government. This was only possible to do in Nicaragua. I received a 

scholarship from SIDA (Swedish International Development Cooperation Agency) enabling 

me to travel to Nicaragua for a couple of months to do my interviews. The following 

organisations and governmental departments were chosen: 

- UNAG: Unión Nacional de Agricultores y Ganaderos. (The national union of farmers 

and stock raisers). This is an umbrella organisation representing the small and the 

medium sized producers of the agricultural sector. Its goal is to represent and defend 

the needs of its members6. It was to some extent present during the negotiations of the 

CAFTA. This organisation was chosen as it reflects the thoughts and opinions of the 

agricultural sector at a pretty accurate level.  

-  PLC: Partido Liberal Constitucionalista de la Republica de Nicaragua. (The liberal 

constitutionalist party of Nicaragua). PLC is a moderate rightwing party. During the 

time of the negotiations of the CAFTA the party was in power, they were the ones that 

voted for the CAFTA in parliament elections7. This party was chosen as it reflects the 

thought and opinions of the former government.  

- FSLN: Frente Sandinista de Liberación Nacional. (The sandinistic freedom front). 

FSLN is a leftist party opposing the CAFTA. During the time of its negotiations it was 

in opposition and it voted against it in the parliament elections. However the party is 

now in power after the elections of late 2006. Hence it is the party that has to deal with 

                                                 
5 Denscombe, Martyn 2000 p. 12 - 40 
6 http://www.unag.org.ni/ [2007-11-15] 
7 http://www.plc.org.ni [2007-11-15] 
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challenges with an implementation of the CAFTA8. This party was chosen at it reflects 

the thoughts and opinions of the former opposition and the current government.  

- UNDP: United Nations Development Program. This organisations goal is to help the 

democratic institutions of developing countries and to create sustainable economic 

growth9. This organisation was chosen as it can give an impartial picture about what 

the institutions of Nicaragua are doing to help the economic sectors to re-allocate 

resources.   

- COSEP: El Consejo Superior de la Empresa Privada. (The superior advisory of the 

private enterprises). This umbrella organisation represents private enterprises from all 

the economic sectors of Nicaragua10. This organisation was chosen as it to some extent 

was part of the negotiations of the terms of the CAFTA.  

- IADB: Inter-American Development Bank. This regional bank is the main source of 

multilateral financing for economic, social and institutional development in Latin 

America and the Caribbean. Its loans help financing development projects and support 

strategies to reduce poverty, expand growth, increase trade and investment, promote 

regional integration, and foster private sector development and modernization of the 

State11. IADB was chosen as it can give an impartial picture about what the 

institutions of Nicaragua are doing to help the economic sectors to re-allocate 

resources. 

- MIFIC: Ministerio de Fomento, Industria y Comercio. (Ministry of promoting 

industry and trade). This governmental department has objectives which include 

promoting competition, encouraging access to foreign markets, defending consumer 

rights, facilitating investment and helping the private sector to take advantage of the 

opportunities presented by the international market12. This department was chosen as 

it was very much involved in the negotiation of the CAFTA and is now an active part 

in the structural re-adjustment process of the economic sectors to prepare them for free 

trade.  

- CST-JBE: Confederación Sindical de Trabajadores José Benito Escobar. (The José 

Benito Escobar workers union confederation). This union represent workers mainly 

from the informal and the industrial sector. The waste majority of the industrial 

                                                 
8 http://www.fsln-nicaragua.com [2007-11-15] 
9 http://www.undp.org.ni/ [2007-11-15] 
10 http://www.cosep.org.ni/ [2007-11-15] 
11 http://www.iadb.org/countries/Home.cfm?id_country=NI [2007-11-15] 
12 http://www.mific.gob.ni/ [2007-11-15] 
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workers are working in the EPZ:s13. This union was chosen as it can give a fairly 

accurate picture of how the CAFTA effects the industrial and informal sector. 

- INPYME: Instituto Nicaragüense de apoyo a la Pequeña y Mediana Empresa. (The 

Nicaraguan institute for help to the small and medium businesses). This is a 

governmental organisation which goals are to increase productivity, promote 

competition and by other means help the micro, small and medium businesses of 

Nicaragua14. This governmental organisation was chosen as it can give interesting 

answers of how CAFTA effects the informal sector. 

 

Informal interviews were also made with economical institutions such as the Central Bank 

and the University Central America (UCA) to get a more objective picture of how the country 

as a whole will be affected by the CAFTA. 

 

The interviews mostly consist of standardised questions with room for wide answers. 

Standardized questions were chosen as they give all the respondents the possibility to answer 

the same question to make the results as representative as possible15. The answers from the 

interviews will be analysed and the pros and cons with the CAFTA will be compiled. And 

then they will be compared with the existing theories about free trade as well as with 

experiences from Mexico after NAFTA to find out how the different sectors and the country 

as a whole will be affected by the CAFTA. The quality in the results collected from the 

interviews can be measured by the level of reliability, validity and objectivity in the results16. 

Reliability is the extent to which the results of the interview remain consistent if the interview 

were to be made by another researcher or by the same researcher but at another time. The 

level of reliability in these particular answers should be regarded as relatively high because of 

the fact that I don’t think that I as a researcher in anyway affected the respondent’s answers. 

But if the same questions were to be asked in the future some of the answers could be 

different depending on how the respondent have experienced the effect of the CAFTA on 

their native country. Validity is an element of social science research which addresses the 

issues of whether or not the researcher is actually measuring the right things. It also concerns 

the question to what extent one may safely generalize the conclusion derived from the 

interviwed persons to the country of Nicaragua as a whole. Off course the respondents can 

                                                 
13 http://www.tco.se/6ab6ce09-735f-4e53-9761-7b6ee6ecb973.fodoc [2007-11-15] 
14 http://www.inpyme.gob.ni/ [2007-11-15] 
15 Ryen p. 50 - 85 
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only give answers about how their specific organisation is  experiancing the CAFTA. But by 

gathering answers from many different organisations the results of this thesis should give a 

fairly accurate picture of how the respondent believe that CAFTA will effect the different 

economic sectors of Nicaragua. Hence one could generilize the the conclusion derived from 

the interviwed persons to the country of Nicaragua as a whole. The objectivity is determined 

by how much the answers are submitted to the respondents personal values. This is a problem 

with data based on interviews. To get around this problem this tesis is based on various 

interviews. Furthermore the answes are compared with existing statistics to secure accurecy.  

 

Secondary data on existing trade and trade partners from the ministry of economics and the 

central bank will also be used. The thesis will try to focus on the data collected from the 

interviews to get a better picture of how people on grass root-level in different sectors will be 

effected by the CAFTA.  

 

1.5 Delimitation 

The aim with the thesis is to study the effects of the CAFTA on the Nicaraguan economy. 

Hence the study is limited to Nicaragua and won’t take into consideration how the CAFTA 

will affect the other participating countries.  However it is expected that these countries will 

be affected in a similar fashion as they are very alike when it comes to size, GDP and 

economic composition. As this is an economical study it will not consider the CAFTA:s 

possible effect on Nicaraguan politics, democracy or other social aspects.  

 

1.6 Disposition 

The first part of the thesis consists of an introduction and a presentation of the problem and 

which method will be used to investigate it. The second part will follow with an explanation 

of the theories that are being used together with the empirical investigation. In the third part 

the free trade agreements, CAFTA and NAFTA are explained and also the political and 

economical history of Nicaragua. In the fourth part the empirical investigation will consist of 

three parts, one part for each investigated sector. A summary of the material gathered from the 

respondents will follow by a comparison with theory and experiences from Mexico for each 

economic sector. The fifth part contains conclusions that give answers to the problem. 

 
 

                                                                                                                                                         
16 Ryen, A p. 136- 154 
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2. Theory 

Classical economists Adam Smith and David Ricardo were the founding fathers of the free 

trade theories. According to them economies could benefit a lot from trade with each other. 

According to the advocates of free trade all the trade regulating elements such as tariffs, 

quotas etc should be abolished. Much of the world’s trade today takes place within about sixty 

overlapping arrangements that reduce barriers to trade17. The theories have been modified 

since the days of Ricardo by economists like Heckscher and Ohlin. An extensive explanation 

of the theories that are used will follow emphasizing the situation for developing countries. 

 

2.1 Ricardo’s comparative advantage  

Ricardo developed the theory of comparative advantage. The theory assumes two countries, 

two goods and only one factor of production; labor, which yields constant returns to scale18.  

A country has a comparative advantage in producing a good if the opportunity cost of 

producing that good in terms of the other good is lower in that country than it is in the other 

country19. A classical example follows. Home is producing good Y with the cost of two hours 

of labor and good X with the cost of 1 hour of labor the opportunity cost of producing good Y 

is two and for good X it is 0,5. If the opportunity cost for producing X in Foreign isn’t lower 

then Home has a comparative advantage in producing X. Foreign is producing good Y with 

the labor cost of 3 hours and good X with the labor cost of 6 hours. Thus the opportunity cost 

of producing good Y is 0,5 and two for good X. Hence Foreign has a comparative advantage 

in producing good Y even though Home has an absolute advantage in producing both goods.  

  

Production cost 

 Home Foreign 

Good Y 2 3 

Good X 1 6 

 

Alternative cost 

 Home Foreign 

Good Y 2 0,5 

Good X 0,5 2 

                                                 
17 Gibb 4 -7 
18 Markusen p. 84 
19 Krugman & Obstfeld p. 12 
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If both of the countries export the good in which they have a comparative advantage the trade 

will benefit both countries.  The trade would lead the countries to specialize in goods were 

they enjoy comparative advantages. For trade to occur the price must land somewhere 

between the autarkic relative prices for good Y and good X which in this example would be 

between 0,5 and 2 for both goods20. The relative price after trade is determined by the relative 

supply and the relative demand21. The relative wage rate on the other hand is determined by 

the country’s productivity. If the price for a unit of good Y is one unit of good X than the 

workers in Home will earn the value of one unit of good X per hour because that is the good 

they will produce in an open economy. The workers in Foreign on the other hand will produce 

good Y and will earn 1/3 of the value of one unit of good Y per hour22.  

 

The total world production of both goods increases with trade and both countries derive gains 

from trade as a cause of the specialization23. Home could produce good Y directly but instead 

one could say that it produces it indirectly because it trades good X for good Y24. Because 

Home produces good X more efficiently the trade allows the country to consume more than it 

did before trade. The same can be said about Foreign.  According to the Ricardian model 

small countries gain more from trade than big countries do. If for example Home were to 

increase its productivity by getting more labor or increasing its technology the price of its 

export good X would fall. That is to say Home’s terms of trade would deteriorate. On the 

other hand Foreign would gain from this as it would get cheaper imports25. 

 

However the real world differs somewhat from the Ricardian model. For example there are 

many more factors of production than labor. And the marginal productivity for labor or for 

most other factors of production isn’t constant. The Ricardian model also assumes that the 

labor force in the two countries can move from the in-productive sector to the sector which 

enjoys the comparative advantage very easily.  In reality labor isn’t that flexible.  Furthermore 

the model neglects the possible role of economies of scale26. Furthermore there is always a 

                                                 
20 Ray p. 628 
21 Krugman & Obstfeld p. 16 -17 
22 Krugman & Obstfeld p. 22 
23 Markusen p. 86 
24 Krugman & Obstfeld p. 20 
25 Markusen p.93 
26 Krugman & Obstfeld p. 32 
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risk that a country can get stuck in producing the good in which it initially enjoys a 

comparative advantage.  

 

2.2 Heckscher-Ohlin model 

The Ricardian model assumed two goods and only one factor of production. The Hecksher-

Ohlin model adds one more production factor which is capital. Thus we now have two factors 

of production; capital and labor. The same two factors are used in the production of both 

goods27. Hence technological differences in the production of each country are not the source 

of comparative advantages in the Hecksher-Ohlin model as it is in the Ricardian model28.  

This assumption favours the possibility that trade is solely based on differences in supplies of 

capital and labor29. 

 

Again we assume two countries (Home and Foreign) and two goods (Y and X). Home is 

capital abundant and Foreign is labor abundant. That is to say they are relatively well 

endowed in the ratio between capital and labor, and vice versa; (K/L) 
h
 > (K/L) 

f
. The 

production of both goods requires labor (L) and capital (K) but the production of Y is capital 

intensive and the production of X is labor intensive; (K/L)
 x
 > (K/L) 

y
. It is the cost of capital 

(r) and the cost of labor (w) that decides how much will be used of each one. The input choice 

depends on the ratio of these factor prices30. Hence Home has a comparative advantage in 

producing Y and Foreign has a comparative advantage in producing X. That is to say a 

country has a comparative advantage in the production of the good that requires relatively 

much of its abundant factor31. 

 

When opening for trade the residents in Home will observe the that price of good X is cheaper 

in Foreign than it is at home, likewise the residents of Foreign will observe that the price of 

good Y is cheaper in Home than it is in Foreign. Thus there will be an incentive for residents 

of Home to buy X in foreign and for residents of foreign to buy Y in Home32. The changes in 

demand that implies from the trade will shift the production. The countries will start to 

produce more of the good which uses relatively much of the abundant factor in its production 

                                                 
27 Krugman & Obstfeld p. 68 
28 Ray p. 631 
29 Markusen p.99 
30 Ray p .632 
31 Markusen p.99 
32 Markusen p. 105 
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and export it and than import the other good. Because trade leads to convergence of relative 

prices33 the relative price of Y will rise in Home and decline in Foreign and the opposite will 

happen for X. The new world relative price will be established somewhere between the two 

autarkic relative price levels.  

 

Figure 1 

The Heckscher-Ohlin model 

 

Source Markusen p. 105 

 

The effects of trade are depicted graphically in figure 1. The initial increase of production of 

Y in Home can be seen in the movement from A
h
 to Q

h
. Foreign in the other hand will start to 

produce more of X which can be seen as the change between A
f
 and Q

f
. The new equalized 

price ratio can be found at an intermediate level of p*. Notice that because of the concave 

shape of the production possibility curve both countries are still producing both goods. 

According to the Heckscher-Ohlin model trade doesn’t lead to perfect specialization34. The 

gains of trade can also be spotted easily in figure 1 by looking at the new indifference curves. 

Both of them lye further away from 0 than they did before. Now they actually lye outside of 

the production possibility frontiers.  

 

                                                 
33 Krugman & Obstfeld p. 76 
34 Markusen p. 99 



 11 

By exporting the capital-intensive good and importing the labor-intensive good, Home 

implicitly exports the service of capital, its abundant factor, and imports the service of labor, 

its scarcer factor. According to the Heckscher-Ohlin theory there is a clear tendency towards 

complete equalization of factor prices35. But in reality this is not the case. Reasons for this can 

be that countries are initially radically different in their capital to labor ratio. Another reason 

can be the technological differences which the model neglects. Prices of goods also don’t 

converge totally because of trade barriers such as tariffs, import quotas and other 

restrictions36. But in a clearly theoretical context this argument has no point.  

 

The income distribution effects of international trade for a country with capital as the 

abundant factor, leaves owners of capital as winners, and labor will loose, and vice versa. 

Over time, there will be a shift of employment in declining sectors to expanding ones. Labor 

and other factors of production are immobile on the short run and represent a temporary, 

transitional problem (which is not to say that such effects are not painful to those who lose)37. 

 

2.2.1 Critical view of the Hecksher Ohlin theory 

Even though the Heckscher Ohlin theory is far more advanced than the Ricardian model it 

lacks the empirical evidence of its existence which the Ricardian model has. The theory 

clearly predicts that there should be much trade between developing countries and countries in 

development, also called North South trade but in reality this is not the case, or at least this is 

not the dominating form of trade as it only counts for 10 % of the total world trade38. The 

relative amount of trade amongst developed countries has actually increased39. Preferences 

might be one reason for this. As countries get richer they start to demand products that 

demand more technology to produce which poorer countries don’t posses.  According to the 

theory developed countries like for example the USA should export more capital intensive 

products than it actually does, as it is capital abundant in relation to a developing country. 

One reason why this doesn’t occur might be the immense differences in technology which 

makes the American labor force much more productive than its counterpart in the developing 

                                                 
35 Krugman & Obstfeld p. 78 
36 Markusen p. 107 
37 Krugman & Obstfeld p. 77 -78 
38 Krugman & Obstfeld p. 84 
39 Ray p 636 also see p. 621 -627 
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world. Hence one could say that USA is actually labor abundant40.  This is not accounted for 

in the theory as it neglects technological differences.  

 

Parts of the trade between developed countries is so called intra industry trade, which 

basically means trading one manufactured good for an other41. There are many reasons for 

intra industry trade to emerge. For example economies of scale present great opportunities for 

developed countries to gain a lot from trade with each other.  Even perfectly homogenous 

products are traded in huge quantities because of the producer’s pursuit for market shares42.  

Another trade damper between developed and developing countries is the fact that developing 

countries usually have a big demand for the product in which the have a comparative 

advantage, for example food. The food consumption is usually bigger relative to GDP in 

developing countries than it is in developed countries. This consumption raises the prices and 

therefore makes there production less attractive for potential foreign importers43. Other more 

controversial trade dampers are the developed world’s enormous agricultural subsidies.  

Furthermore the theory assumes constant returns to scale and therefore it can not explain the 

actual trade between developed countries that occurs because of the possible gains from 

increasing returns to scale that makes developed countries specialize their production even 

more44.  The possibility of emigrations is also overlooked in the theory. The emigration could 

obliterate possible trade45 as the trade in Heckscher Ohlin theory is an indirect way of 

changing factors of production. 

 

Although the overall pattern of international trade doesn’t seem to be very well accounted for 

by a pure Heckscher-Ohlin model, North-South trade in manufactures seem to fit the theory 

better. That is to say the manufactured products of the developed world are far more skill 

intensive than the manufactured products of the developing world46. 

 

Furthermore the theory neglects capital mobility. Since the deregulation of the capital markets 

it much easier for developing countries to get access to capital and technology. This explains 

the important part that foreign direct investment (FDI) plays.   

                                                 
40 Krugman & Obstfeld p. 85 
41 Markusen p. 107 
42 Ray p. 640 - 642 
43 Ray p. 637 
44 Ray p. 641 
45 Markusen p. 107 
46 Krugman & Obstfeld p. 83 
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2.3 Trade and growth 

The relative prices, that is to say the terms of trade determines what a country will produce. 

The ambition is to reach the highest possible level of welfare which means that changes in 

terms of trade has direct effects on a country’s welfare. Economic growth in the world can be 

both good but bad for a country. It is good for a country if it means that it can export to a 

larger market. But it can be bad if it means that the competition for the exporter increases47.  

 

Growth is shifting the production possibility frontier outward for a country when the 

resources increases or are used more efficient. Biased growth takes place when the production 

possibility frontier shifts out more in one direction than in the other. We can look at growth 

biased toward cloth in figure 2, and in figure 3 there is a growth bias toward food. The 

production possibility frontier is shifting from T
1 

to T
2 

in both cases.  

Figure 2     Figure 3 

Growth biased towards cloth  Growth biased towards food 

 

Source Krugman & Obstfeld p.99 

One reason for growth bias is technological progress in one sector of the economy, which will 

expand the production possibilities more in that sector than in other sectors. Another reason is 

an increase in a country’s supply of a factor of production. For example an increase in the 

capital stock resulting from saving and investment will produce biased expansion of the 

production possibility toward products that demand relatively more capital in their 

production. The bias will be in the direction of either the good to which the factor is specific 

or the good whose production is intensive in the factor whose supply has increased. Thus the 

same consideration that give rise to international trade will also lead to biased growth in a 

trading economy. 

                                                 
47 Krugman & Obstfeld p. 93 - 99 
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If we look at growth in one country there are also different effects. Disproportional increase in 

the exported good is export-biased growth and vice versa. If a country is big enough to effect 

world prices than export biased growth worsens the country’s terms of trade to benefit the rest 

of the world. That is to say a significant amount of the benefits of growth is passed on to 

foreigners as lower prices on their imports. Import-biased growth on the other hand tends to 

improve a country’s terms of trade at the rest of the worlds expense48. In theory the effects of 

export-biased growth could make a poor country worse off than with no growth at all due to 

the worsening terms of trade, this phenomenon is called immiserizing growth. For this to 

occur the country has to be very sensitive to price changes which means that it has very steep 

supply and demand curves. When growth occurs in a developing country the increase in 

consumption of food and other primary goods is disproportional. Developing countries 

generally produce proportionally more primary goods than secondary goods but the 

consumption increase is usually directed towards secondary goods. Hence the income growth 

has a negative effect on developing countries terms of trade.  The uneven income distribution 

in developing countries further strengthens the effect of disproportional consumption increase 

towards imports of luxury products49.  

 

Transfers also affect the terms of trade. If Home for example would transfer some of its 

income to Foreign than homes income is reduced and therefore it has to reduce its 

expenditure. Foreign on the other hand can increase its expenditure. Home will import less 

from Foreign and correspondingly Foreign will import more from Home. Hence foreign aid 

can actually worsen the receiver country’s terms of trade50. But all countries tend to have a 

relative preference for their own good. USA for example produces 25 % f the world output. If 

spending patterns were the same all around the world USA would only spend 25 % on their 

own goods and 75 % on imports but this is apparently not the case. Obvious reasons for this 

are the barriers of trade and the existence of nontraded goods51. 

 

2.4 Trade policy 

To reduce the negative effects on the terms of trade that income growth has on developing 

countries they should slowly move their production towards other products. But to make 

                                                 
48 Krugman & Obstfeld p. 101 
49 Ray p. 650 - 655 
50 Krugman & Obstfeld p. 105 
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changes in the production pattern in developing countries is hard due to the lack of 

functioning credit markets and other externalities such as bad infrastructure and the shortage 

of human capital. The two main ways for a developing country to change its production 

pattern will now bee explained. 

 

2.4.1 Import substitution 

The methods for achieving growth in a country by substituting imports with domestically 

produced goods are the use of tariffs and quotas. Tariffs are increased on consumption 

products and decreased on inputs for domestic production. Quotas work the same way except 

here the prices aren’t changed by a tariff but they will rise due to the decreased supply. The 

static welfare effects of such measures are depicted below. 

 

Figure 4                 

Static welfare effects of a tariff 

 

 

 

 

 

 

 

 

 

 

Source Krugman & Obstfeld p.220 

The imposed tariff makes the domestic producers gain the square a, and consumers lose the 

squares a + b + c + d but the government will gain the square c as a direct effect of the tariff 

payments. After gains and losses are accounted for the triangles b and d represents 

deadweight losses for the country imposing the tariff. A quota affects an economy in a very 

similar manner but here the square c won’t go to the government, instead it will go the ones  

who have the privileged right to import a curtain product52.  

 

                                                                                                                                                         
51 Krugman & Obstfeld p. 107 
52 Ray p. 657 - 667 
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The dynamic welfare effects of import substitution are essential in the infant industry 

approach. These dynamic effects are: Learning-by-doing: the protected domestic market gives 

producers time to get increase their productivity. Spillovers; the creation of infrastructure and 

human capital for one sector may spillover and help other sectors. Increasing returns to scale; 

increased marginal revenue due to increased production53.  

 

Import substitution is more common in big countries because they have larger domestic 

markets. 

 

2.4.2 Export promotion 

Small countries will enjoy limited gains from import substitution as they have small domestic 

markets from where to learn how to raise productivity.  Instead small countries must have an 

outward approach. This can be done by for example introducing favourable terms on imports 

of inputs and more flexible credit rules fore exporters. Another measure that used to be very 

common was deliberately decreasing the domestic exchange rate to make exports more 

attractive to other countries.  Export subsidies can also be introduced54.  

 

The static welfare effects of export promotion are off course negative. But the possible 

dynamic effects include: the creation of a domestic capital market and learning from 

competitors abroad. This should result in increased productivity. Hence the dynamic welfare 

effects can make up for the static costs. 

 

A successive example of a country using trade policy to achieve growth is South Korea which 

switched from an import substitution policy to an export promotion policy during the 

1960s.55.  

 

3. Context 

3.1 Economics and politics in Nicaragua 

From 1927 to 1979 Nicaragua was more or less continuously ruled by the Samoza family. 

During the seventies the economy boomed with growth rates peeking at 13 % of GDP in 

1974. Allthough this number is partly the result of the jump in construction as the country 

                                                 
53 Ray p. 668 - 671 
54 Ray p. 676 - 682 
55 Krugman & Obstfeld p. 688 
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struggled to rebuild after the disastrous 1972 earthquake. Other reasons for the high growth 

rates were the high world prices for coffee and cotton which were Nicaraguas main export 

products during these days. However tensions grew against the ruling Samoza regime largely 

because of the uneven income distribution. The Somoza family owned an estimated 10% to 

20% of the country's arable land, was heavily involved in the food processing industry, and 

controlled import-export licenses. The Somozas also controlled the transportation industry by 

owning or at least having controlling interest in, the country's main seaports, the national 

airline, and Nicaragua's maritime fleet. Much of the profit from these enterprises was then 

reinvested in real estate holdings throughout the United States and Latin America. Some 

analysts estimated that by the mid-1970s, the Somozas owned or controlled 60% of the 

nation's economic activity. In the later part of the seventies the Nicaraguan economy started a 

period of resession much because of the introduction of a synthetic brand of cotton which 

devasted the Nicaraguan cotton exportation. The world stopped aiding Nicaragua when it 

came to common knowledge that much of the foreign aid went straight into the pockets of the 

Samoza family. 

 

Finally the ruling Samoza family was overthrown by the opposing sandinistas in the final 

stage of the Nicaraguan revolution 1979. In the beginning the new government was supported 

by large parts of the Nicaraguan society and large parts of the rest of the world but when 

Daniel Ortega and his Sandinista party seized the power for themselves and allied them selves 

with communistic bloc of the world the USA started a trade embargo against Nicaragua. 

During the whole eighties the Nicaraguan economy was davastated because of the trade 

embargo that was put in to place in 1985 and the civil war that erupted between the ruling 

sandinista regime and the sectretly US funded contra revolutionaries (The Contras). The war 

destucted much of the countrys infrastructure. During this time the inflation skyrocketed and 

reached hights like 33 603 %.  

 

In 1990 a cease fire agreement was signed between the contras and the sandinistas, all 

hostilities were to be cancelled and free multi party elections were held. The opposition won 

the elections and Violetta Chamorro replaced Daniel Ortega as president. After the Sandinista 

fall the Nicaraguan economy started to stabilize with inflation falling to 8 % and the national 

debt being cut in half. Allthough the global resession in the beginning of the nineties and the 

falling world coffe prices has caused the economy retract. 
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Today the Nicaraguan GDP per capita adjusted to its purchusing power parity (PPP) is about 

$ 3000 which makes it the third poorest country of Latin America, only Honduras and Bolivia 

are poorer. The average growth rate for the period between 1994 and 2003 was 4,2 % of 

GDP56 but 48 % of the population still live below the poverty line57, lacking the basic social 

services and productive employment necessary to improve their situation. Of those in poverty, 

some 17% (830,000 people) are in extreme poverty. Gross Domestic Product (GDP) in 

purchasing power parity (PPP) in 2006 was estimated at $16.83 billion USD. The service 

sector is the largest component of GDP at 56.8%, followed by the industrial sector at 25.8% 

(2006 est.). Agriculture represents only 17.3% of GDP (2006 est.). Nicaraguan labor force is 

estimated at 2.261 million of which 29% is occupied in agriculture, 19% in the industry sector 

and 52% in the service sector (est. 2003). Unemployment is officially 3.8%, and another 

46.5% are underemployed. Main agricultural products are; coffee, bananas, sugarcane, cotton, 

rice, corn, tobacco, sesame., soya, beans, beef, and veal. Main industries are; food processing, 

chemicals, machinery and metalproduction, textiles, clothing, petroleum refining and 

distribution, beverages, footwear and wood. 

 

Almost 50 % of GDP is generated by the micro, small and medium businesses (MSBB) this 

sector is also called the informal sector58. According to the organization INPYME a micro 

company is all economic units that have up to 10 occupied and a small company is all 

economic units that have up to fifty occupied. This sector covers a wide range of labor market 

activities. The informal economy is mostly a family based activity. Nicaragua's informal 

sector workers include tinsmiths, mattress makers, seamstresses, bakers, shoemakers, and 

carpenters; people who take in laundry and ironing or prepare food for sale in the streets; and 

thousands of peddlers, owners of tiny businesses (often operating out of their own homes), 

and market stall operators. Some work alone, but others labor in the small talleres 

(workshops) that are responsible for a large share of the country's industrial production. 

Because informal sector earnings are generally very low, few families can subsist on one 

income. A man who works in a taller might have a wife at home making tortillas or a child on 

the street peddling cigarettes. The development of the informal sector is not limited to urban 

areas. About 42% of all Nicaraguan households have some type of business or independent 

activity not related to agriculture or livestock. Two-thirds of these businesses are one person 

                                                 
56 Swedish Embassy in Managua, Nicaragua,  www.swedenabroad.com [2007-06-03] 
57 Japan international cooperation agency planning and evaluation department p. 2 - 4 
58 Merrill p. 12 
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operations. Three-fourths are located in urban areas; the other fourth, in rural areas.59 Some 

26% of the informal sector is composed of school-age children (under 15 years old). Youth 

comprise 19% of informal employment in urban areas and 30% in the countryside, where the 

early integration into rural labor and family employment is traditional. Some 47% of the 

informal sector are aged 20 to 44, a group at the height of their productivity. About 22% are 

between the ages of 45 and 65. The rest (about 5%) are elderly workers unable to enjoy 

retirement.60 

  

3.1.1 Investments 

There are mainly two types of foreign investments when considering a developing country.  

 

Portfolio investment represents passive holdings of securities such as foreign stocks, bonds, or 

other financial assets, none of which entails active management or control of the securities' 

issuer by the investor. Portfolio investment is strictly connected with a portfolio 

diversification process. Some examples of Portfolio investment are: purchase of shares in a 

foreign company, purchase of bonds issued by a foreign government or aquisition of assets in 

a foreign country. 

 

The Foreign Direct Investment (FDI) is a cross-border investment made by an investor with a 

view to establishing a lasting financial interest in an enterprice and exerting a degree of 

influence on that enterprise's operations and where the foreign investor holds an interest of at 

least 10% in equity capital.  

 

Usually a country endevours to get FDI rather than porfolio investments much because of 

higher degree of certainty and long scale intentions in FDI. A portfolio investor can sell of its 

investment much quicker making the country very vulnurable for opportunism. The FDI in 

Nicaragua was 30,8 % of GDP 2005. The earlier year it reached a total sum of $ 241 million 

US Dollars which made it the second most attractive country for FDI in Central America, 

only beaten by Costa Rica61. The economic sector reporting the greatest increase in FDI is the 

textiles and apparel sector.  

 

                                                 
59 Cries – Coordinadora Regional de Investiogaciones Económicas y Sociales p. 2-10 
60 Dito p. 2 - 10 
61 Pro Nicaragua www.ronicaragua org [2007-06-10] 
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It is mostly in the assembly sector that the FDI is concentrated. Much of the FDI goes to the 

Export Processing Zones (EPZ: s), also called maquila industry. They are assembly factories 

with exemption from tax. The input is imported from abroad and the final goods are re-

exported. The main product is textile which accounts for 79 % of the total maquila 

production. The maquila industry employs roughly over 64 000 workers 80 % of them are 

women. 79 % of the capital in the EPZ: s is Asiatic mostly Taiwanese or South Korean62.  The 

maquila industries are very controversial because of the poor working conditions and the low 

wages, sometimes less than 39 cents per hour. In macroeconomic terms they do provide 

Nicaragua with additional employment but the linkage effects are almost non-existing.  

 

3.1.2 Exports and imports 

Nicaraguan exports for 2006 were $ 1.714 billion dollars. The majority of that sum was 

generated thru the EPZ zones. Total imports were $ 3.202 dollars, which gives Nicaragua a 

trade deficit of $ 1.488 dollars. One of the key engines of economic growth has been 

production for export. Exports were 640 million in 2001 but they have more than dobbled 

since that. Although traditional products such as coffee, meat, and sugar continued to lead the 

list of Nicaraguan exports, the fastest growth is now in nontraditional exports: maquila goods 

(apparel); gold; seafood; and new agricultural products such as peanuts, sesame, melons, and 

onions. Main export partners are; USA 34,1 %, El Salvador 14,3 %, Honduras 7,9 %, Costa 

Rica 6,1%, Guatemala 5,2 % Mexico 5,1 % and Spain 4,2 %. Import commodities are 

macinery and equipmet, raw mterials petroleum products and consumer goods. Main import 

partners are USA 20,1 %, Venezuela 12 %, Costa Rica 8,9 %, Mexico 8,3 %, Guatemala 7 %, 

El Salvador 5,1 %, Japan 4,5 % and Ecuador 4,2 %. 

 

3.1.3  Economic situation today 

Nicaragua does’nt just suffer from a constant trade deficit it also suffers from a constant 

budget deficit. The public debt in 2006 was 82,7 % of GDP. A couple of years earlier it was 

about 300 % of GDP which was one of the highest external debt rates in the world63. Hence 

Nicaragua is very dependent on foreign aid and remittance from the many Nicaraguans living 

abroad, mostly in USA and Costa Rica. The foreign aid in 2002 was 14 % of the total GDP, 

and the remmitance accounted for 29 % of GDP in 200364.   

                                                 
62 El Nuevo Diario www.elnuevodiario.com.ni/2006/03/18suplemento/nuevoamanecer/1802iario [2007-09-05] 
63 Edwards p. 7 - 30 
64 Goliath Business Knowledge On Demand , http://goliath.ecnext.com [2007-09-09] 
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Nicaragua faces a number of challenges in stimulating rapid economic growth. An 

International Monetary Fund (IMF) program is currently being followed, with the aim of 

attracting investment, creating jobs, and reducing poverty by opening the economy to foreign 

trade. This process was boosted in late 2000 when Nicaragua reached the decision point under 

the Heavily Indepted Poor Countries (HIPC) debt relief initiative. However, HIPC benefits 

were delayed because Nicaragua subsequently fell "off track" from its IMF program. The 

country also has been grappling with a string of bank failures that began in August 2000. 

Moreover, Nicaragua continues to lose international reserves due to its growing fiscal deficits. 

 

The country is still a recovering economy and it continues to implement further reforms, on 

which aid from the IMF is conditional. In 2005, finance ministers of the leading eight 

industrialized nations (G-8) agreed to forgive some of Nicaragua's foreign debt, as part of the 

HIPC program. According to the World Bank Nicaragua's GDP was around $ 4.9 US billion 

dollars. Recently, in March 2007, Poland and Nicaragua signed an agreement to write off 30.6 

million dollars which was borrowed by the Nicaraguan government in the 1980.s. 

 

In the last 12 years tourism has grown 394%, the rapid growth has led it to become 

Nicaragua's second largest source of foreign capital. Less than three years ago, the nation’s 

tourism budget was U.S. $400,000; today, it is over $2 million. Nicaragua's economy has also 

produced a construction boom, the majority of which is in and around the capital Managua. 

 

According to the World Bank, Nicaragua ranked as the 62nd best economy for starting a 

business making it the second best in Central America, after Panama65. 

 

3.2 Dominican Republic -Central American Free Trade Agreement 

Already during the Reagan administration in the 1980´s big steps were taken towards free 

trade within the Americas. The Caribbean Basin Initiative (CBI) was a unilateral and 

temporary US program initiated by the 1983 "Caribbean Basin Economic Recovery Act" 

(CBERA). The CBI came into effect on January 1, 1984 and aimed to provide several tariff 

and trade benefits to many Central American and Caribbean countries. It arose in the context 

of a U.S. desire to respond with aid and trade to leftist movements that were active in some 

countries of the region, such as the guerillas in El Salvador and the Sandinista government in 
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Nicaragua. Provisions in the CBERA prevented the US from extending preferences to CBI 

countries that it judged to be under the influence of Communists or that had expropriated 

American property. 

 

The "Caribbean Basin Economic Recovery Expansion Act" of 1990, known as "CBI II", made 

the CBI permanent. However, once the US entered into the NAFTA agreement in 1994 with 

Mexico it became easier for Mexico to export its products to the U.S. CBI countries had lost 

their advantage relative to Mexico, a major competitor in industries such as textiles and 

apparel, so they sought to increase their own preferences and achieve "NAFTA parity". Those 

efforts were not successful until the 2000 Caribbean Basin Trade Partnership Act, which was 

broadened in 2002. Several exports from the region continued to receive preferential status in 

the US, however those preferences will expire in 2008 if it wasn’t for the CAFTA66. 

 

The Central America-Dominican Republic-United States Free Trade Agreement, which was 

signed on August 5, 2004, is designed to eliminate tariffs and trade barriers and expand 

regional opportunities for the workers, manufacturers, consumers, farmers, ranchers and 

service providers of all the countries within the treaty. CAFTA-DR will immediately 

eliminate tariffs on more than 80 percent of U.S. exports of consumer and industrial products, 

phasing out the rest over 10 years. Eighty percent of CAFTA-DR imports already enter the 

United States duty free under the Caribbean Basin Initiative, Generalized System of 

Preferences and Most Favoured Nation programs. CAFTA-DR creates the second-largest U.S. 

export market in Latin America, behind only Mexico, and the 10th largest U.S. export market 

in the world. The United States exported almost $16 billion in goods to the five Central 

American countries and the Dominican Republic in 2004, more than all exports to Russia, 

India, and Indonesia combined. US export growth to the CAFTA-DR region has 

outperformed overall US exports. From 2000 to 2004, export shipments to CAFTA-DR 

destinations grew by almost 16 percent, compared with less than 5 percent for overall US 

exports67. 

 

                                                                                                                                                         
65 Wold Bank www.worldbank.org [2007-09-10] 
66 Morley p. 10-14 
67 US governmental export portal www.export.gov [2007-09-10] 
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The objectives of this Agreement, as elaborated more specifically through its principles and 

rules, including national treatment, most-favoured-nation treatment68, and transparency, are 

to: (a) encourage expansion and diversification of trade between the Parties; (b) eliminate 

barriers to trade in, and facilitate the cross-border movement of, goods and services between 

the territories of the Parties; (c) promote conditions of fair competition in the free trade area; 

(d) substantially increase investment opportunities in the territories of the Parties; (e) provide 

adequate and effective protection and enforcement of intellectual property rights in each 

Party’s territory; (f) create effective procedures for the implementation and application of this 

Agreement, for its joint administration, and for the resolution of disputes; and (g) establish a 

framework for further bilateral, regional, and multilateral cooperation to expand and enhance 

the benefits of this Agreement. 69 

 

Further more the preamble of the agreement stipulates that the governments of the countries 

involved (Costa Rica70, Dominican Republic, El Salvador, Guatemala, Honduras, Nicaragua 

and the United Stated of America) agreed upon strengthening bonds of friendship and 

cooperation to promote regional economic integration and to contribute to the harmonious 

development and expansion of world trade. They recognize differences in their levels of 

development and the size of their economies; and mutually advantageous rules governing 

their trade; they seek to facilitate regional trade by promoting efficient and transparent 

customs procedures that reduce costs and ensure predictability for their importers and 

exporters; foster creativity and innovation, and promote trade in goods and services that are 

the subject of intellectual property rights; the agreement means opportunities for  economic 

and social development; in social development is included more employment and 

improvement of working conditions and living standards as it enhances and enforces basic 

workers rights and strengthens their cooperation on labor matters; and finally it is a way to 

achieve more hemispheric integration through the Free Trade Area of the Americas71. 

 

                                                 
68 "Most-favored-nation-treatment" or "MFN", which requires contracting parties to accord the most favorable 
tariff and regulatory treatment given to the product of any one contracting party at the time of import or export to 
"like products" of all other contracting parties, is one of the bedrock principles of the WTO. Under the most-
favored-nation rule, should contracting party A agree in negotiations with contracting party B to reduce the tariff 
on same product X to 5%, this same "tariff rate" must also apply to all other contracting parties as well. In other 
words, if a country gives most-favored-nation treatment to one country regarding a particular issue, it must 
handle all other countries equally regarding the same issue. Source: www.meti.go.jp [2007-09-12] 
69 Chapter one of final text, www.ustr.gov [2007-09-12] 
70 The Costa Rican government hasn’t approved the CAFTA agreement yet  
71 Preamble of the final text , www.ustr.gov [2007-03-22] 
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The agreement will open up the service market and there will be regulation on state 

purchasing, investment protection, intellectual property law protection, labor legislation, 

environmental protection, etc. Subjects that are not included are agriculture subsidies, photo-

sanitary standards, rules for antidumping, etc. The market access for U.S. products will reach 

85 % by the initiation of the agreement, for manufacturing goods. Other products will have 

free access in 10 years. The half of the U.S. agriculture products will have access immediately 

and the rest of the products will have gradually eliminating taxes by 5-20 years.  

 

The U.S. has interest in this agreement because they want to increase the economical growth 

and increase the democracy in the Central America, to be able to prevent the growing 

emigration from this region. Its self-interest is to have a greater market access for agriculture 

products and services, and to protect investments. 

 

3.2.1 CAFTA-DR in Nicaragua  

The Nicaraguan parliament approved the ratified version of the Central American free trade 

agreement (CAFTA) in October 2005. Only the 37 parliament members of the Sandinista 

party FSLN voted against it72. The following year Daniel Ortega from the Sandinista party 

won the presidential elections and was inaugurated the 10 of January 2007. In his first speech 

to the public he assured that he would respect the democratic institutions and that Nicaragua 

would follow the CAFTA-DR even though his party officially was against the treaty.  

 

In April 2006 the CAFTA went into effect in Nicaragua. The country managed to negotiate 

some protective matters for its most sensitive products. The white corn was totally excluded 

from the treaty and will continue to have high tariffs and other sensitive products will have an 

annually declining quota for maximum 20 years, depending on the product73. Another 

advantage Nicaragua achieved during the negotiations was the clause of self protection.  

According to this clause Nicaragua can decrease the import quota by a certain percentage or 

quantity depending on the product. All these protective matters are introduced to give the 

Nicaraguan producers a chance to improve their production before fully competing with the 

US producers. If Nicaragua doesn’t achieve any improvements during the quota time and 

there is a serious risk of its domestic producers getting wiped out than it can refer to the re 

evaluation clause. According to this clause the parties can agree upon new terms of trade for 

                                                 
72 http://www.latinamerika.nu/2005/10/nicaragua-parlamentet-rstade-igenom.html [2006-02-15] 
73 Tratado de libre comercio Nicaragua-Estados Unidos análisis sector exportador agricola nicaragunse 
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the specific products. This is a very complicated clause and not many now how it will work in 

reality. Furthermore Nicaragua is allowed to import one hundred million meters of textile 

duty free for production in its maquilla industries. Nicaragua also succeeded in getting a 9000 

metric ton quota on peanuts, which means that Nicaragua can export this amount of peanuts 

without paying any duties.  

 

Table 1 

Nicaraguan protective measures for most important sensitive products 

 
 Quota period Quota (ton) Quota Growth Self protection 

 
Rice 18 years 103 Million  3 % annual 10% 

 
Yellow corn 15 years 65 Million 5 % annual 15% 

 
Fruitsugar 15 years 0 n/a 75 ton with 10 % annual growth 

 
Meat 15 years 0 n/a 300 ton with 10 % annual growth 

 
Onios 15 years 0 n/a 450 ton with 10 % annual growth 

 
Beans 15 years 0 n/a 700 ton with 10 % annual growth 

Poultry 18 years 300 
Up to 5 % of 

national production 30 % annual growth 

Powdered 
milk 20 years 650 5 % annual 30 % annual growth 

Butter 20 years 150 
Up to 5 % of 

national production 30 % annual growth 

 
Cheese 20 years 575 5 % annual 30 % annual growth 

 

3.3 Mexico and NAFTA 

The situation Mexico was in during the implementation of the North American Free Trade 

Agreement (NAFTA) is to some extent comparable to the situation which Nicaragua faces 

with the CAFTA today.  Mexico is very different from Nicaragua when it comes to size and 

GDP and hence it is less vulnerable. But the conditions in the southern Mexican states 

Guerrero, Oaxaca and Chiapas are to some extent comparable. These states are the poorest in 

Mexico and suffer from insufficient infrastructure, social instability and poor access to 

telecommunications74. Hence a short description of how the NAFTA effected the agricultural, 

assembly and the informal sector of the Mexican economy with an emphasise on the southern 

states will follow.   

 

                                                 
74 Esquivel  p. 2 
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On the 1 of January in 1994, the NAFTA was implemented between Canada, Mexico, and the 

U.S. The treaty meant elimination of internal barriers between members, but maintained their 

own external tariffs. Two highly developed countries together with a developing country 

united approximately 372 million people and together had a GDP of more than 7 trillion 

dollars75. US is dominant both in population and in GDP. Canada has the same proportion in 

population as in GDP compared to the others. Mexico has a population of 25 % of the total 

population but only 5 % of the GDP. The US GDP is almost 90 % of the total GDP but only 

about 70 % of the population within the NAFTA. If a comparison is made between the U.S. 

and Nicaragua, the latter country has only about 2 % of the U.S. population and less than 0.1 

% of the U.S. GDP.   

 

3.3.1 Agriculture 

The trade and the domestic production increased due to the NAFTA. Overall the trade balance 

for the agriculture was positively effected especially because of products like coffee, fruits, 

vegetables and tobacco. Corn is a very important crop for Mexico as it employs a lot of 

people and is a basic source of nutrition for many Mexicans. Many feared that the US 

subsidized corn would wipe out the Mexican corn production but in fact the total domestic 

production of corn slightly increased as did the imports of corn from the US76. The production 

from the capital intensive producers from the artificially irrigated corn fields of northern 

Mexico did actually deteriorate as many feared. But the rainwater irrigated corn production of 

southern Mexico actually increased77. The institutions played an important part in the resource 

re-allocation process in Mexico. Organisations like PROCAMPO etc. helped farmers to 

change to more profitable crops78. But the re-allocation help failed in the south much due to 

the lack of capital, credits and infrastructure. NAFTA had little impact on the small farmers in 

the Southern states who have suffered a long history of social, political and economic 

neglect79. 

 

3.3.1 Industrial sector 

Initially the assemblies of Mexico increased their exports by 20 % annually. The assemblies 

stand for 47, 7 % of the total exports from Mexico and 34, 4 % of total imports to Mexico. A 

                                                 
75 Wise p. 4 
76 Lederman p. 80 - 85 
77 Fiess p. 2 
78 Lederman 80 
79 Esquivel p . 21 - 23 
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large part of the Mexican assembly sector is made up by the EPZ:s located in north part of the 

country, often very close to the U.S. border. The forward and backward linkages from these 

EPZ:s are often marginal. The EPZ.s experienced growth in relation to total exports after the 

implementation of the NAFTA but the growth was very substantial to the EPZ growth of 

Central America. For example the Nicaraguan EPZ share of total exports grew from 0,9 % in 

1992 to 54, 3% in 200180. The lower production costs of Central America is actually making 

many of the EPZ:s of Mexico to move further down south.  

 

However it wasn’t just the low level assemblies that gained from the NAFTA. Mexico as had 

an auto assembly industry since the sixties. It had a crisis in the seventies but after harsh 

protective matters from the government it has become stronger. These protective matters were 

gradually starting to be abolished in the late eighties. After the implementation of the NAFTA 

the protective measures had to be totally abolished after a given period of time. But the 

Mexicans managed to increase productivity and the automotive sector grew even further with 

the help of foreign investors81. 

 

The favourable terms for FDI have proven to be profitable and the employment in the 

industrial sector has increased. Almost half of the FDI went to the manufacturing sector82 but 

only 30 % of that went to the assemblies and that figure has remained fairly constant83. It is 

hard to determine if the FDI brought any significant technological spillovers. But studies have 

shown that the productivity was positively affected by the FDI but the effects on wages 

weren’t as positive.  

 

3.3.2 MSMB 

One reason for the existence of an informal sector is the lack of income support for the ones 

that cannot work in the formal sector. This means that the gap between labor supply and 

demand has been reflected in informal activities, rather than open unemployment. But there is 

little evidence that the NAFTA caused an increase in the size of the informal sector84. 

 

                                                 
80 Lederman p. 81 
81 Truett p. 18 
82 Monge p. 8 
83 Waldkirch p. 5 
84 Lederman p. 75 - 85 
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Mexico has over 200 programs for the MSMB covering a wide array of services, including 

export assistance, technology upgrading, provision of information on markets and 

technologies, technical assistance and consulting services, training of labor and management, 

and supplier development programs. The programs reached more small- and medium 

companies than micro companies. The coverage is poor due to lack of information about 

them, particularly outside major urban areas85. Credit markets remained constrained for small 

and medium enterprises86.  

 

After NAFTA was implemented the migration to the USA grew sharply and later in declined 

to levels lover than the pre NAFTA ones. The sharp initial increase in migration can be partly 

explained by the tequila crisis87. 

 

3.3.4 Conclusions 

According to the report Lessons from NAFTA for Latin American and Caribbean (LAC) 

Countries: A Summary of Research Findings From 2003 the Mexican exports would have 

been roughly 25 percent lower; Foreign Direct Investment (FDI), which was exceptionally 

high in 1994-95, around 40 percent less, and Mexico’s $5,920 per capita income in 2002 

would have been 4-5 percent lower if it wasn’t for the NAFTA. 

 

Initially the Mexican current account deteriorated with the implementation of the NAFTA but 

this was more likely a cause of a financial crisis called the “tequila crisis” than a cause of the 

NAFTA. After the initial years of decline the current account increased to a higher level 

compared to the pre NAFTA era.  

 

Northern and Central States grew faster during the 1990s, while poorer Southern States grew 

slower due to low levels of education, infrastructure and quality of local institutions. The 

south failed in taking advantage of the opportunities presented by the CAFTA due to the lack 

of human capital, infrastructure and poor institutional help. In the countryside, the 

productivity of the irrigated lands increased, but non-export, non-irrigated agriculture didn’t 

benefit.  

 

                                                 
85 Giugale p. 267 - 270 
86 Lederman p. 80 
87 Clyde p. 441 -451 
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4. Empirical study 

4.1 Agriculture 

Table 2  

Summary of opinions about the agricultural sector. 

 

Negatively 

affected 

products 

Positively 

affected 

products 

Institutional re-

allocation help Trade barriers Summary 

PLC 

 

 

 

Corn and 
the rice 
 
 

Vegetables, 
flowers and 
ethnic 
products 

Loans have been 
taken to improve our 
infrastructure 

US subsidies,  
photo-sanitary 
regulations, anti-
terror and security 
laws.  

We have already increased our 
exports to USA. Many of our 
domestic producers have 15 - 18 
years on them to become more 
productive which I think most of 
them will succeed in.   

UNAG 

 

 

 

Meat, 
corn, 
grain, and 
seeds 
 

Tropical 
fruits and 
coffee 
 
 

Programs to increase 
productivity exist but 
they mostly fulfill a 
propaganda cause  
 

US agricultural 
subsidies 
 
 

The politicians are abandoning the 
rural areas leaving the people with 
no choice than to migrate to another 
country or to the cities. Even though 
the big companies will grow but the 
small rural companies will be 
threatened.   

 

MIFIC 

 

 

 

Corn and 
rice 
 
 
 

Tomato, 
pithaya, 
chilly,  
cassava 
and other 
fruits and 
vegetables. 
 

We are introducing 
the subject of 
business and 
commercialization in 
school. There are 
infrastructure 
projects on the north 
pacific side 

Subsidies and 
photo-sanitary 
and quality 
requirements. 
 
 

Exports are growing around 15% to 
20% in the end of the year. The 
most sensitive products have an 
adaptation period of 20 years, if 
they aren’t able to get competitive 
in that period of time than there is 
no point in protecting them further. 
Diversification is important.  

FSLN 

 

 

 

 

The whole 
sector is 
loosing.  
 
 
 

Non- 
traditional 
products 
 
 
 

Wee need to improve 
access to 
infrastructure, to 
technology and 
education. 
 
 

US subsidies, 
photo-sanitary 
requirements,  and 
intellectual 
property rights. 

Big businesses will gain from the 
CAFTA but the country as a whole 
will not gain unless there is set a 
balance in order to canalize the 
profits they will earn, to improve 
people’s salaries and also to 
improve the environmental 
conditions of the country.  

COSEP 

 

 

 

Rice, 
beans, 
chicken, 
cheese and 
poultry. 
 

Peanuts, 
fruits and 
vegetables. 
 
 

There already exists 
training programs. 
 
 

US agricultural 
subsidies and 
photo-sanitary 
regulations 

With the help of the government 
and the private sector the 
agricultural sector will gain from 
the CAFTA. The self protection 
clause will help producers increase 
productivity in most sectors.  

CST-

JBE 

 

 

 

Corn, 
seeds, 
meat, milk 
and beans. 
 
 

I don’t see 
any. Not 
even in rice 
and beans 
because of 
the US 
subsidies. 

No larger programs 
exist. Little is done to 
help producers fulfill 
the photo-sanitary 
requirements. 
 

US subsidies and 
photo-sanitary 
requirements. 
Lack of 
infrastructure. 
 

The government is talking about 
increased exports. But the gains are 
staying with the rich people. The 
government has to make health, 
education and basic services more 
accessible. After that one can say 
that Nicaragua is gaining.  
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UNDP 

 

 

 

 

I can’t 
answer 
that 
 
 

I can’t 
answer that 
 
 
 

The new government 
will invest more in 
education, 
infrastructure; 
harbors, electricity 
and water supply. 
 

Photo-sanitary 
regulations, anti 
terror laws etc.  
 
 

Basic agricultural production 
depends on if Nicaragua is able to 
raise the productivity before the 
time of the tariff abolishment. 
Diversification and production of 
value added goods are important. 
Much depends in how the 
government helps the producers.  

IADB 

 

 

 

Corn 
 
 
 

Ethnic,  
nostalgic 
and agro-
industrial 
products  
 

The new government 
has big plans about 
reducing the rate of 
illiteracy. Loans have 
been taken for 
infrastructure 
projects.   

Issues of sanity, 
hygiene and 
quality. 
 
 

Our economy has been open for 
ages so our biggest challenge with 
the CAFTA is to recognize and take 
advantage of the opportunities that 
it brings us. But to enjoy great 
success we need to improve our 
technology and infrastructure.  

INPYME 

 

 

 

 

Rice and 
some 
lactose 
products. 
 

 

Vegetables, 
sweats, 
cheese, sea 
products, 
meats, and 
organic 
coffee. 
 

There are programs 
to help our products 
pass the photo-
sanitary requirements 
of USA.  
 
 

US subsidies and 
anti terror laws. 
But we can not 
call the quality 
requirements a 
barrier.  

Our exports will increase. With the 
quotas we can make a lot of our 
sectors productive. To be able to 
gain from CAFTA we have to work 
hard. Adapt our supplies after the 
demands. Use the opportunity of 
exporting ethnic products to all the 
Latin people all over the world.   

See appendix 1 for interview answers 

 

4.1.1 Summary 

The biggest threats to the Nicaraguan agricultural sector are the US subsidies. Particularly the 

US corn and rice receive a lot of subsidies but also their dairy products receive a fair amount. 

The corn and the rice are very basic products of alimentation in Nicaragua. Nicaragua only 

produces white corn which was totally eliminated from the treaty but the yellow corn can be 

used a substitute. According to the CAFTA Nicaragua can protect its rice with an import 

quota for 18 years, although the quota will increase by 3 % annually. About the same thing 

applies for the yellow corn only here the quota period will only last for 15 years with an 

annual quota increase by 5 %.  The dairy products will have an adaptation period of 20 years.  

These measures where issued to give the Nicaraguan producers time to become more 

productive. If the Nicaraguan producers aren’t making progress fast enough they can also 

refer to the clause of self protection which decreases the quota by a curtain amount depending 

on the product. Other agricultural areas where Nicaragua is expected to have problems are 

bean, meat, poultry and dairy products. None of these except for the poultry received a direct 

mean of protection but they do have the option of referring to the clause of self protection. If 

these measures aren’t enough the CAFTA further more stipulates that sectors that haven’t 

become productive within the period of special treatment can be re-evaluated. What this mean 

in reality is very unclear.  
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Many argue that the time given isn’t enough for Nicaragua to increase its productivity. In fact 

some believe that Nicaragua will never be able to compete with the US corn and rice due the 

heavy subsidies. Others believe that the big amounts of agricultural subsidies subjected by the 

US, Japan and EU are not an everlasting problem and that signing bilateral trade agreements 

with many countries can be a way of fighting against the agricultural policy of many 

developing countries.  

 

The fact that many of these agricultural products are a basic food source for a large part of the 

Nicaraguan population accentuates the problem. If Nicaraguan producers can’t compete with 

the US producers large quantities of corn, beans, rice etc. will be imported which will have a 

negative impact on the current account. The opinions differ somewhat when it comes to the 

rice. Some believe that the trend of growing world prices will sustain for awhile giving the 

Nicaraguan producers time to become more efficient.  

 

Other areas of the Nicaraguan agricultural sector are expected enjoy growth due to the 

CAFTA. Labor intensive products such as pineapples, melon, papaya, banana, cassava and 

other tropical fruits will see increased production and exportation. The competition from the 

USA is very limited mainly because the differences in the climate that makes these products 

unprofitable to produce in the USA. Also peanuts fresh vegetables, organic coffee, fresh 

flowers etc are expected to see increased production and exportation as a result of the 

CAFTA. Many of these products aren’t produced very efficiently at the moment but programs 

are implemented to increase productivity and quality. Additionally the big Latin-American 

population in the USA will demand ethnic products further more increasing the Nicaraguan 

exports.  

 

Although many areas of the agriculture are expected to enjoy growth as a result of the 

CAFTA they are still small and only employ a minority of the population active in the 

agricultural sector and their aggregated affect on the GDP is limited. The only exception is 

coffee which represented 14,1 % of total Nicaraguan exports 2005 and is expected to 

experience growth mostly as a result of the increasing world market prices.  The waste 

majority of the population active in the agricultural sector are involved in corn, bean and rice 

production. These are the areas that are expected to be affected badly by their US competitors. 

The Nicaraguan farmers have a lot of time to increase productivity but won’t be able to do so 

without the help of the government. Even today the Nicaraguan agricultural sector employs 
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far more people than its relative proportion of total GDP. Hence unemployment is to be 

expected in some areas of the Nicaraguan agricultural sector. If the government fails in 

redirecting this factor to more successful sectors within and outside the agriculture they will 

be absorbed by the informal sector or migrate.  

 

Besides the subsidies all of the respondents recognized the photo-sanitary requirements etc. as 

future obstacles to free trade. Even though some of the issues regarding the photo-sanitary 

requirements have been dealt with further investments are necessary to be able to eliminate all 

of these obstacles.  

 

4.1.2 Comparison with theory and empirics 

4.1.2.1 Exports and imports 

According to the theories presented earlier everyone can benefit from free trade. Both the 

Ricardo and Heckscher-Ohlin theories point out that if we have two countries and both 

countries export the goods in which it has a comparative advantage, trade will benefit both 

countries. Nicaragua has a comparative advantage in labor intensive goods. Many believe that 

Nicaragua will increase its exports in labor intensive products such as fruits, vegetables and 

coffee as this was the case for Mexico with the NAFTA. But many in Nicaragua also believe 

the country will increase its imports on corn, beans, rice mostly due to the US subsidies. In 

Mexico the production and trade increased as a result of the NAFTA but there was also a huge 

inflow of US-made products. Free trade theory clearly stipulates that a country can have lower 

productivity in all products but compared to the other country they will have a comparative 

advantage. Trade can be a way to exchange factors in countries with widely different factor 

endowments, which can clearly be seen in trade between developed countries and developing 

countries.  

  

4.1.2.2 Factor mobility 

Over time, there will be a shift of employment in declining sectors to expanding ones. In 

Nicaragua this would manifest it self by labor movement to the sectors enjoying increased 

exports. The lack of credits and infrastructure in Nicaragua will slow this process down to 

some extent. The government claims that it is going to help in transition process by 

implementing different programs to increase productivity, education and improve 

infrastructure. One must not forget that Nicaragua is a poor country and efforts from the 

government will be limited. The experience from Mexico showed that the states which had 
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many governmentally funded re-allocation help programs had fewer problems in the 

transitional process than the states of the south which didn’t get enough institutionalized help.  

 

4.1.2.3 Migration 

The trade theories elucidates that people will move abroad if there are differences in wage rate 

or unequal factor prices between two countries, due to technological differences, increasing 

returns to scale, imperfect competition or if there are more factors of production than traded 

goods. Different groups will benefit and lose from labor movement depending on the 

abundant factor. Some in Nicaragua fears that farmers of beans and corn will go bankrupt due 

to the increased competition. This represents a large group which can not entirely be absorbed 

by the other areas within the agricultural sector hence it is feared that they will move to the 

cities where they can find jobs in the assemblies or in the informal sector or they will emigrate 

to the USA or Costa Rica.  The people left behind will live on remittances from the people 

living abroad. However any proven increase in the migration from Mexico to the United 

States as a direct result of the NAFTA hasn’t been found. This should probably be the case 

with Nicaragua as the CAFTA doesn’t by any means make it easier for Nicaraguans to 

migrate to the US. Furthermore any proven increase of the Mexican informal sector as a result 

of the NAFTA has neither been found. But growing sectors within the Nicaraguan agriculture 

will have a hard time absorbing all of the freed labor from the potentially diminishing sectors 

of the agriculture as they are much larger than the growing ones. Hence one could expect an 

increase in the informal sector. 

 

4.1.2.4 Non trade barriers 

Free trade according to theory requires that all trade barriers are removed. Within the CAFTA 

there are photo-sanitary subjects as well as subsidies that reduces the potential Nicaraguan 

exports. How these issues are going to be solved is too early to say but if CAFTA is going to 

be considered a free trade agreement than as many of the non trade barriers as possible should 

be removed.  

 

4.2 Industry / Assemblies 

Table 3 

Summary of opinions about the industrial sector. 

 

Effects on the 

industrial sector FDI Institutions Summary 
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PLC 

 

 

 

The industrial sector is  
growing. Nicaragua 
could start producing 
complementary goods 
such as electronic-, or 
car parts. 

A lot of FDI to the free 
trade zones because of 
the TPL. Mostly textile 
assemblies but also 
complementary 
industry. Clear laws are 
needed.  

Loans have been 
taken for 
infrastructure 
projects. The 
workforce is being 
trained by 
technicians. Cluster 
formation has been 
facilitated.  

Exports have increased to USA 
For future gains Nicaragua has 
to make sure that the FDI 
brings in new technology. Free 
zone help attract different 
investors. With FDI the internal 
demand grows because the 
salaries will increase. 

UNAG 

 

 

 

 

The industry is still 
under development 
and is not ready to 
compete with the big 
scale industries of the 
US. Only textile 
products such as yarn 
will increase in 
production  

There will be increases 
in FDI as Nicaragua has 
an advantage in cheap 
labor, and weak labor 
rights. Almost 
exclusively assembly 
within the free trade 
zone. 

  
There are different 
help programs but 
they mostly fulfill a 
propaganda cause 
and do not help in 
reality.  
 

 

The industrial sector will not 
gain from the CAFTA. There 
might be some growth in the 
low level assemblies but that is 
not helping the country.  
 
 

MIFIC 

 

 

 

 

It is hard to say how 
the industry will be 
affected by the 
CAFTA. Hopefully 
there will be growth in 
the whole sector and 
not only in the 
assemblies. 

FDI is increasing 
because of CAFTA. It is 
mostly the assembly 
industry that receives 
FDI. More would come 
if the infrastructural 
problems were solved. 

Introduction of 
business and 
commercialization 
in elementary 
school.  And 
infrastructure 
projects on the 
North Pacific side 
of the country,  

The industrial sector will gain 
from CAFTA because there are 
well developed programs for 
helping the companies to solve 
their problems and linking 
them together. The 
infrastructure and education is 
being improved to attract more 
investment.  

FSLN 

 

 

 

 

It is in industrial 
sector where 
Nicaragua can find 
good opportunities. 
The country has to 
improve and increases 
its industry. 
 

More FDI will come as 
the free trade zone has 
advantages such as 
cheap labor and no 
taxes. But only 
assemblies and they 
only provide simple 
jobs. 

 
The access to 
infrastructure, to 
technology and 
education will 
increase. Programs 
to reduce illiteracy 
have already 
started.  

Growth will mostly occur in 
low level assemblies. The 
investments have to collaborate 
with the socioeconomic 
development the poverty will 
never be reduced.   
 

COSEP 

 

 

 

 

The abolished tariffs 
on industrial products 
bring many 
opportunities. There is 
going to be a growth 
in assemblies but also 
on other industries.  

FDI will increase. US 
companies that want 
small stocks could move 
their production here. 
Human capital is needed 
to attract more 
diversified production. 

There are programs 
for training people 
in the new 
opportunities that 
the CAFTA brings.  
Nicaragua doesn’t 
have the resources 
for larger 
infrastructural 
projects. 

 
The CAFTA gives Nicaragua 
more stability with the 
knowledge of constant access 
to the US market. The 
disciplined workforce will 
attract FDI. Problems still 
remain in education and 
juridical system.  

CST-

JBE 

 

 

 

 

The industry sector 
will have a hard time 
to compete. The 
special right to import 
an amount of textile 
duty free will only 
favor the textile 
apparel assemblies. 

FDI increase but only in 
assemblies. Advantage 
in cheap labor and 
security. 
But the assemblies will 
not bring any growth.  
Increased competition 
from China.  

Illiteracy is being 
reduced but other 
than that no larger 
programs are being 
adapted. 
 

 

To be able to gain from 
CAFTA the government has to 
improve the conditions for the 
people. Make health, education 
and more accessible.  When 
this is happening we can say 
that Nicaragua is gaining. Now 
the gains are staying with the 
rich people. 
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UNDP 

 

 

 

 

 
 
 
I can’t answer that  
 
 
 

Increased FDI. The 
higher technical 
industries can’t find 
enough skilled workers. 
FDI will rely on 
business climate and 
juridical system.  

 

The government 
has issued 
favorable laws for 
investments. It will 
invest more in 
education and 
infrastructure; 
harbors, electricity 
and water supply.  

If Nicaragua doesn’t do 
anything it will not be able to 
gain from the CAFTA. The 
country has to invest in 
adequate education that is 
demanded by possible 
investors. Help the producers 
who are in a though spot 

IADB 

 

 

 

 

Great opportunities in 
agro industry. .  
Exports have already 
increased. Increase of 
technology and quality 
in production is 
important. 

Increase in FDI but 
mostly in assembly due 
to the lack of human 
resources in the 
technical area. 
Advanced assembly that 
brings technical 
transfers is needed. 

We are working 
with a program to 
help enterprises 
with initial risk 
capital and linking 
them with investors 
active in these 
markets to facilitate 
know-how 
transfers. 

If the programs we have 
initiated are successful than 
there is no doubt that the 
Nicaraguan industrial sector 
will gain from the CAFTA.    
 
 

INPYME 

 

 

 

 

The industry is 
underdeveloped. 
Curtain export quotas 
can not be fulfilled. 
Investment in agro 
industry is required. 
Not only export 
primary goods.  

 

FDI has increased a lot 
not only because of 
CAFTA. The country 
has an advantage in 
safety and investment 
laws.  
But the unskilled 
workforce prevents 
technical transfers. 

A law has been 
issued that will 
reform the 
Nicaraguan 
education; 
furthermore some 
infrastructure 
projects are being 
implemented. 
 

The industrial sector of 
Nicaragua will gain from the 
CAFTA. Much of the growth 
will occur in the assemblies but 
this is because of the unskilled 
labor. If something is done in 
the education area other 
investors will come too.  
 

See appendix 1 

 

4.2.1 Summary 

The biggest challenge for the industrial sector of Nicaragua is to attract FDI that lead to 

technological transfers. Most of the interviewed organizations agree that there is going to be 

some growth in the industrial sector. However many fear that it is only going to be the 

assemblies that will grow. The special treatment that gave Nicaragua the right to import 100 

million meters of textile duty free will have a positive effect on the textile apparel assemblies 

which makes many fear that the growth is going to stay within the free trade zone. The 

assemblies don’t pay taxes and the linkage effects of them are poor. Hence they only provide 

a small salary to each employee. However some interviewed organizations think that the 

gained access to the enormous US market achieved by the CAFTA will bring growth to other 

areas of the industrial sector. Agro- and complementary industry could grow if they were to 

receive investments. Nicaragua has to identify possible demands of the US market. 

 

All of the respondents agree that the FDI is increasing, but the opinions differ about how 

much of the increase is a result of CAFTA. Much of the FDI will go to the assembly industry 
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and hence it will stay in the free trade zone. However some of the respondents believe that it 

doesn’t have to be that way. Nicaragua could attract FDI in more advanced industry that leads 

to technological transfers if it had a more skilled workforce that could perform the tasks 

required by a future investor. Some of the respondents claim that there are many different 

programs to improve infrastructure, education and increase the human capital in Nicaragua. 

However it is very hard to determine how successful these programs are at this point. Why the 

opinions differ about the amount and the quality of these institutional programs is hard to say. 

It could be explained by the over optimism or the pessimism towards radical changes and the 

government that exists in many developing countries that have suffered from poverty and 

political instability for many years.  

 

The respondents agree that much of the outcome for the industrial sector lies in the hands of 

the institutions. If the programs are successful Nicaragua should be able to attract more FDI 

that lead to technological transfers and this could be the start of a slowly developing industry 

in the country. Nicaragua could never by itself afford to make the necessary investments.  

 

4.2.2 Comparison with theory and empirics 

4.2.2.1 Exports and imports 

As presented earlier the theories of trade clearly elucidates that everyone can benefit from 

trade. Both the Ricardo and Heckscher-Ohlin theories point out that if we have two countries 

and both countries export the goods in which it has a comparative advantage, trade will 

benefit both countries. Nicaragua has a comparative advantage in labor intensive goods. Trade 

can be a way of exchanging factors in countries with widely different factor endowments. 

Many believe that the Nicaraguan assemblies will gain from the CAFTA. The theories also 

show that this will occur as Nicaragua has a low cost of labor and the assemblies are labor 

intense. The Mexican industry sector grew with the NAFTA. The Mexican assemblies also 

grew although the growth in the Mexican low level assembly industry has slowed down as 

many of the assemblies rather locate production to Central America. Nicaragua has seen the 

biggest growth. From 1990 to 2001 the assembly’s share of the total export grew from less 

than one percent to over 50 %. The quick growth can be explained by the low barriers to 

entry. The assemblies create additional employment, almost exclusively to low wages, they 

result in little or non existing linkage effects hence they leave little aggregated value for the 

country. However it wasn’t only the low level assemblies that grew in Mexico. The auto-

industry also grew as a result of the big increase in FDI. But the Mexican auto-industry with 
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traditions from the sixties had been able to grow in a protected environment for many years. 

Non assembly industry in Nicaragua is almost non-existing. Hence an open economy makes 

the growth of a more sophisticated industry almost impossible without the help of a lot of 

FDI. 

 

4.2.2.2 FDI 

Almost everyone agrees that there will be an increase in FDI. The theories indirectly support 

this argument, as trade can be a way of exchanging factor endowments the FDI will speed this 

process as capitalists invest where they find the highest rate of return. In this case it would be 

the labor intense sectors of Nicaragua especially the assemblies as they have low barriers to 

entry. A host country can gain from capital inflow in form of FDI as they can provide 

technological transfers in addition to the financial capital that they bring. As Nicaragua lacks 

a skilled workforce qualified for more complex tasks the FDI will mostly occur in low level 

assemblies and will not bring any important technological transfers. More sophisticated 

assemblies that provide some technological transfers as for example electronic- or car parts 

assemblies usually locate were terms are mot favourable. As labor is a crucial factor to locate 

production to countries that can provide adequate labor. Nicaragua could attract more 

sophisticated assemblies that lead to technological transfers by compensating their lack of 

skilled labor with favourable terms or institutional support programs to create a more skilled 

labor force.  In Mexico the FDI increased a lot with the NAFTA. Only 30 % of the 

manufacturing industry FDI was in low level assemblies the rest went to other areas within 

the manufacturing sector such as for example electrical machinery and automobiles. It is hard 

to pin point the technological transfers that were brought by the FDI but one measurable 

effect has been the increase in productivity. But one has to keep in mind that the pre NAFTA 

Mexican industry was far more developed than the Nicaraguan is today.  

 

4.2.2.3 Institutions 

Support from the government is essential to be able to develop the Nicaraguan industry. There 

are various support programmes in Nicaragua particularly targeting the education level of the 

country to attract more investors. Furthermore there are more directly aimed measures to 

facilitate for the investors in form of tax reductions and juridical changes etc. Whether or not 

these are successful is very hard to say at this moment an assumptions lie beyond this thesis. 

In Mexico the support programmes were in form of no payments of taxes on import, no taxes 
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to the added value, compensatory quota of the raw materials, and no payments of machinery 

and equipment.  

 

4.2.2.4 Summary 

Most likely the industry sector will grow; much of the growth will be a direct cause of the 

FDI. However it is very hard to tell how much it will grow and if will be able to absorb all the 

freed labor one can expect from the agricultural sector.  

 

4.3 MSMB / Informal sector 

Table 4 

Summary of opinions about the informal sector. 

 
 

Effects on the 
informal sector Institutions/FDI Summary 

PLC 

 

 

 

 

Many of the small 
producers will do very 
well with the CAFTA. 
Products like for example; 
hammocks, furniture, arts 
are doing well. The 
MSMB: are in need of 
governmental assistence. 

The development bank provides the 
MSMB:s with the necessary financial 
capital. Furthermore we help them with 
technical assistance to make them become 
more productive and help them find 
buyers, how to export and hw to fulfil US 
standards. Furthermore Nicaraguans are 
being trained in taking care of tourism.  

Exports and FDI is increasing. 
Service sector is on the raise.   
The FDI has to bring new 
technology, which by the way 
we would never have to 
financial resources to invest in. 
FDI increases demand because 
the salaries increase. 

UNAG 

 

 

 

 

The informal sector has 
an advantage and that is 
that it can adjust more 
rapidly to the new 
conditions of the CAFTA. 
But competition from the 
USA will be fierce.  

Investment in eco parks for tourism could 
be a future option. The politicians are 
abandoning the rural areas leaving the 
people with no choice than to migrate to 
another country or to the cities. There are 
different help programs but they mostly 
fulfill a propaganda cause and do not help 
in reality.  

We have to help our MSMB to 
become more competitive they 
can gain from the CAFTA. The 
government must inform the 
people of the opportunities, 
solve the energy problems and 
build more roads and 
infrastructure. 

 

MIFIC 

 

 

 

 

 
Today there aren’t any 
Nicaraguan micro- or 
small business that are 
exporting to the global 
market. They need help to 
be able to benefit from the 
opened market.  
 

To make the small businesses grow we 
help them in consulting different experts 
for example technicians, marketing 
experts or exporting consultation, help 
them get to trade fairs and introduce the 
subject of business and commercialization 
in the secondary school. Small businesses 
could associate and grow to be able to 
meet the demands of the global market. 

The MSMB:s will gain as we  
are helping and linking the 
companies. This is 
fundamental. Second of all we 
have to emphasize the need to 
upgrade our infrastructure. 
This is something we have to 
do to attract more investment.  

FSLN 

 

 

 

 

The intellectual property 
rights make it hard for the 
informal sector. The 
MSMB:s needs help to 
adapt for the opportunities 
that the CAFTA brings. 
The new government will 
do much more than the 
previous one did 

FDI will increase but this is not a cause of 
the CAFTA. But FDI doesn’t reduce 
poverty. The former government didn’t do 
much for the MSMB:s but with the new 
government the access to infrastructure, to 
technology and education will not be 
exclusive to a sector and this will 
facilitate good conditions towards other 
possible commercial agreements. 

The MSMB:s won’t gain from 
the CAFTA. Only the big 
businesses will. The investors 
need to collaborate with the 
socio-economical development 
of Nicaragua otherwise we will 
only see jobs with low salary 
and this will not help us get out 
of extreme poverty 
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COSEP 

 

 

 

 

This sector is in a little 
disadvantage. But this is 
not due to the CAFTA. 
Increased opportunities 
for small producers of for 
example hand made shoes 
etc. There have been 
studies made on placing 
call centers here 

The CAFTA makes it easier for the 
country to attract new types of FDI. For 
example in call-centers and tourism. We 
are training people in the new possibilities 
that the CAFTA is bringing. But we can’t 
force anyone to change rather we can 
inform them of the new terms. Nicaragua 
doesn’t have the resources for larger 
infrastructural projects. 

Without any doubt the CAFTA 
will benefit the MSMB:s. With 
help from the government FDI 
will continue to come. Our 
biggest disadvantage is our 
politics and judicial system. 
Our judicial system now is 
very political  

CST-JBE 

 

 

 

 

The informal sector will 
have problems because of 
the intellectual property 
rights. Nicaragua should 
invest in natural resources 
and eco tourism to create 
more growth and bring 
more investment.  

The CAFTA is bringing more FDI but 
only in the assemblies. We would like to 
see our government prioritizing the 
natural resources and the ecotourism to 
bring more investments that bring 
sustainable development to Nicaragua.  
Some sectors are being helped others not. 
No larger programs are being adapted.  

The MSMB:s will have a hard 
time competing on a global 
market. They need help. To be 
able to gain from CAFTA the 
government has to improve the 
conditions for the people. 
Make health, education and 
basic services more accessible.  

UNDP 

 

 

 

 

The MSMB:s have 
problems with and 
without the CAFTA 
because of the lack of 
productivity. The sector is 
in great need of help to be 
able to enjoy the 
opportunities that the 
CAFTA brings.  

In the rural communities the government 
is advising the MSMB how to cooperate 
vertically and horizontally or how to 
conglomerate. The new government will 
do more for the small producers. It will 
invest more in important things like 
education and also work with 
infrastructure; harbors, electricity and 
water supply. 

The MSMB:s could gain from 
the CAFTA if the government 
helps them. The country has to 
invest in adequate education 
that is demanded by possible 
investors. Help the producers 
who are in a though spot. All 
this requires human resources 
so education is the first step.  

IADB 

 

 

 

 

CAFTA will benefit the 
service sector. It will 
attract more FDI but if 
there is uncertainty 
regarding the property 
rights we will not se any 
FDI. We have to help the  
MSMB:s take advantage 
of the opportunities  

Increase in FDI. Growing tourism. To 
help MSMB:s we are subsidizing 
technical assistance services to meet up 
with the technological requirements of 
other markets. The programs consist of 
education and information as MSMB:s  
and the politicians know very little about 
the CAFTA and its obstacles and the 
possibilities.  

MSMB:s will have huge 
possibilities in the future. The 
tourism is growing. There are 
other areas that could attract 
FDI. A lot is in the hands of 
the government.  If there is 
uncertainty regarding the 
property rights we will not see 
any FDI. 

INPYME 

 

 

 

 

The CAFTA benefits the 
service sector as it helps 
attract necessary 
investment from USA, 
Europe and Asia.  
Nicaraguan arts clothing, 
furniture etc are already 
enjoying great success on 
the international market.  

FDI has increased a lot. Especially in the 
service sector; tourism, furniture and 
footwear production and even call centers 
but the problem is that there aren’t 
enough people that speaks English. We 
have to educate our human resources. We 
are helping our MSMB to cooperate, form 
brands, make catalogs, presentations, web 
sites to be able to export our products.  

FDI in the service will make it 
grow. We are receiving new 
types of investors we never had 
before. Now FDI comes to our 
growing tourism industry and 
even call centers are planned. 
But the government need to 
adapt policies that keeps 
attracting investors. 

See appendix 1 

 

4.3.1 Summary 

Most of the respondents agree that CAFTA could benefit the MSMB:s of Nicaragua. But the 

government has to help them. It needs to inform the MSMB:s of the possibilities and 

obstacles with the CAFTA, if the government fails to do so than the outcome might not be so 

positive. There are many concrete examples of how the government is working to provide the 

MSMB:s with technical help for them to be able to become more productive and help them to 

find buyers and sellers of their products and show them how to export. Furthermore the 
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MSMB:s are getting help to cooperate, form brands, make catalogs, presentations, web sites 

to be able to export their products etc. How successful these programs are is very hard to 

determine in this stage. There are fears that they mostly fulfill a propaganda cause and do 

little in reality.  

 

The government help is important for two main reasons. First of all it helps the MSMB:s to 

become more competitive etc. second it creates a better economic atmosphere which makes it 

easier for Nicaragua to attract FDI. There has been an increase in the FDI within the service 

sector. The tourism industry is growing and there has even been studies made upon 

outsourcing US call centers to Nicaragua. But to attract these kinds of investors a lot has to be 

done when it comes to education, physical infrastructure; roads, electricity and 

telecommunications etc. For example the call-centre project was halted as Nicaragua lacked 

enough people that were fluent English. There are also fears that the gains will stay in the 

hands of few. Hence it is important that investments collaborate with the socio-economical 

development of Nicaragua.  

 

There is a great need for the MSMB:s of Nicaragua to grow as many of them today are self 

sufficient. There is a general fear that there is going to be a lot of freed labor from the 

unproductive areas of the agriculture. It is not certain that the productive areas of the 

agriculture or the industrial sector can absorb all the potentially freed labor. Hence there 

might be a growth in the informal sector which the country needs to prepare it self for. 

Otherwise migration might increase.  

 

4.3.2 Comparison with theory and empirics 

4.3.2.1 Exports and imports 

According to the theories presented earlier everyone can benefit from free trade. Both the 

Ricardo and Heckscher-Ohlin theories point out that if we have two countries and both 

countries export the goods in which it has a comparative advantage, trade will benefit both 

countries.  Trade can be a way to exchange factors in countries with widely different factor 

endowments, which can clearly be seen in trade between developed countries and developing 

countries. The waste majority of the MSMB:s in Nicaragua only sell to the local market and 

the larger companies that do export are usually disconnected from the economy as they sell 

very little on the local market. But the FDI could raise salaries in the export dominated sectors 

which in turn would raise consumption which would benefit all of the MSMB:s. But there is 
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also a fear that foreign more efficient companies could enter the Nicaraguan market and drive 

to local companies out of business.  

 

4.3.2.2 Institutions 

Over time, there will be a shift of employment in declining sectors to expanding ones. Thus 

the income distribution effects that arise because labor and other factors of production are 

immobile represent a temporary, transitional problem. To be able to manage this problem the 

different institution of Nicaragua need to help. There are several support programs but it lies 

beyond this thesis to determine the effectiveness of them. One has to remember that the 

government in Nicaragua is very small and has poor access to credits. In Mexico there were 

over 200 support-programs, covering many services but they mostly reached the small- and 

medium companies and not the micro companies. There is little evidence that the NAFTA 

caused an increase in the size of the informal sector.  

 

4.3.2.3 FDI 

The FDI will increase as investors from foreign countries find rentable investment projects 

within the Nicaraguan MSMB:s sector; mainly tourism and low scale furniture or shoe 

production. Nicaragua can gain from these investors as the technology and know-how they 

possess can be transferred from the foreign investor to the host country. Firms that are less 

efficient in the country where the investor enters will lose and exit the market. Hence 

efficiency will increase in many of the MSMB:s as a result of FDI. As Nicaragua lack the 

financial resources and the know-how in many areas FDI is more than welcome. Furthermore 

it brings positive external effects such as cluster eruptions which can be positive for the 

growing tourism industry for example. However the FDI doesn’t reach all sectors as it are the 

big companies that impose the economic policies in Nicaragua which makes their sectors 

protected from competition by different measures. Another barrier to FDI in Nicaragua is the 

lack of infrastructure and education. As mentioned earlier the call-centre outsourcing projects 

were halted as Nicaragua can’t provide enough workers that are fluent in English. In Mexico 

there was a great increase of FDI. However the amount of technological transfers and research 

and development is unclear. 

 

4.3.2.4 Migration 

The theory about free trade says that there will be a shift of employment in declining sectors 

to expanding ones when free trade is implemented. Thus income distribution effects that arise 
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because labor and other factors of production are immobile represent a temporary, transitional 

problem. The theory also explain that people will move abroad if there are differences in 

wage rate or unequal factor prices between two countries, due to technological differences, 

increasing returns to scale, imperfect competition or if there is more factors of production than 

traded goods. It is expected that the whole service sector of Nicaragua will grow its share of 

total GDP and also employ proportionally more people than it does today. This will be a 

direct cause of the decline in the agricultural sector. The ones in the declining sector of the 

agriculture that aren’t absorbed by the expanding sectors of the agriculture will have to 

migrate to the cities were they will be absorbed by the industry or formal service sector. The 

rest will have to turn to the informal sector. There is also a great fare that many will be left 

with no other choice than to migrate to USA or Costa Rica. In Mexico the migration the USA 

increased initially after the implementation of the NAFTA but it later declined to levels lower 

than the pre NAFTA ones.  

 

5. Conclusions 

The purpose of this thesis has been to study the long run effects of an implementation of the 

CAFTA for the different sectors of the Nicaraguan economy.  The aim with the thesis has 

been to investigate, by using experiences from Mexico and interviews from Nicaragua, which 

effects the CAFTA will have on the agriculture, the assemblies and the micro, small and 

medium businesses. The results will also show how the implementation of a free trade 

agreement between a developed country and a developing country will affect a less developed 

country.  

 

The Ricardo theory of comparative advantages and the Heckscher-Ohlin model combined 

resemble the answers obtained from the respondents. Although most of the respondents 

disagree on many issues all of them identify some products in which Nicaragua is thought to 

have a comparative advantage. Furthermore they all agree upon that Nicaragua’s abundant 

factor of production is labor, hence the country should have comparative advantages when it 

comes to production of labor intensive goods. However, according to most of the respondents 

Nicaragua should continue to produce goods in which it doesn’t have a comparative 

advantage, which is not in line with the economic theories of free trade.  

 

The results for the agriculture sector show that both export and import are assumed to 

increase. Nicaragua will probably have comparative advantages in labor intense goods such as 
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vegetables, tropical fruits, peanuts, coffee, sugar and ethnical products. But on the other hand 

goods like beans and corn are to some extent expected to meet fierce competition from the 

subsidized US farmers, and because the Nicaraguan farmers finds no support from their 

government the competition with the US farmers will be unfair and hard. On the other hand, if 

CAFTA has been a free trade treaty that prohibited US subsidies on beans and corn, then 

Nicaragua eventually also has had a comparative advantage in these products. But, with no 

support from the Nicaraguan government there will be a transitional problem caused by out 

competed farmers in urgent need of re-education. The transitional problem will be 

exaggerated by the lack of education, infrastructure and access to financial capital. The 

government claims that it is going to help in the transition process by implementing different 

programs to increase productivity, education and improve infrastructure. One must not forget 

that Nicaragua is a poor country and efforts from the government will be limited.  The 

experience from Mexico showed that the states which had many governmentally funded re-

allocation help programs had fewer problems in the transitional process than the states of the 

south which didn’t get enough institutionalized help.  If, and then, how much the losing 

sectors will shrink is impossible to say. Furthermore it is hard say if the gaining sectors within 

the agriculture can absorb all the freed labor, but probably they won’t. This means that many 

of them they will end up in other sectors or migrate to cities or abroad. 

 

The Nicaraguan industrial sector will probably gain from the CAFTA because of the huge 

increase in FDI as was the case in Mexico. Because Nicaragua lacks a skilled workforce 

qualified for more complex tasks the FDI will mostly occur in low level assemblies and will 

not bring any important technological transfers. But as Nicaragua is a poor country it is very 

hard for it to create a more sophisticated industry without FDI. Nicaragua could attract more 

sophisticated assemblies that lead to technological transfers by compensating their lack of 

skilled labor with favourable terms or institutional support programs to create a more skilled 

labor force. Hence support from the government is essential to be able to develop the 

Nicaraguan industry. There are various support programmes in Nicaragua, particularly 

targeting the education level of the country in order to attract more investors. Furthermore 

there are more directly aimed measures to facilitate for the investors in form of tax reductions 

and juridical changes etc. Most likely the industry sector will grow; much of the growth will 

be a direct cause of the FDI. However it very hard to tell how much it will grow and if it will 

be able to absorb all the freed labor one can expect from the agricultural sector.  
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The Nicaraguan informal sector has a dual appearance. There are small and medium sized 

businesses producing shoes, furniture etc and other service sector oriented businesses that are 

doing quite well. On the other hand the other part of the informal sector consist of all kinds of 

micro businesses that are usually self sufficient. These micro businesses can be everything 

from street vendors to car washers working on street corners making just enough money to 

maintain.  The service sector of Nicaragua will probably grow its share of total GDP and also 

employ proportionally more people than it does today. This will be a direct cause of the 

decline in the agricultural sector. The ones in the declining sector of the agriculture that aren’t 

absorbed by the expanding sectors of the agriculture will have to migrate to the cities where a 

part of them will be absorbed by the industry or formal service sector. The rest will turn to the 

informal sector or migrate.  

 

The waste majority of the MSMB:s in Nicaragua only sell to the local market hence they 

won’t gain directly from the CAFTA. However the increased inflow of foreign investment 

could raise salaries somewhat which in turn will raise consumption which would benefit all of 

the MSMB:s. However there is also the risk that the foreign investors acting on the local 

market would make Nicaraguan MSMB:s run out of business. There are several institutional 

support programs to help the MSMB:s. FDI in the Nicaraguan MSMB:s sector will increase 

mainly in tourism and low scale furniture or shoe production. Barriers to FDI in Nicaragua are 

the lack of infrastructure and education. As mentioned earlier a big issue for Nicaragua is if 

the MSMB:s will be able to absorb the freed labor that is expected from the rationalisation of 

the agricultural sector. If not migration to Costa Rica or the USA might increase. 

 

The final conclusion is that Nicaragua will adapt according to its comparative advantages. 

The production and exportation of fruits, vegetables labor intense assembly industry products 

in the EPZ:s will increase. As the labor market isn’t as frictionless as the trade theories imply 

than the question arises of what will happen to the ones that get unemployed. If these people 

aren’t employed by the expanding sectors than they will be absorbed by the informal sector or 

migrate. Hence it is unclear which welfare effects the CAFTA will have on Nicaragua even 

thought the country specializes according to its comparative advantages. But the problems 

arising from the agriculture sector wouldn’t be so clear if it weren’t for the US agricultural 

subsidies. If in fact CAFTA resembled a freer free trade agreement than it does. Than the 

positive welfare effects of it would be more obvious.  
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Much of the future outcome for Nicaragua as part of the CAFTA lies in the hand of its 

institutions.  If they are able to efficiently help in the re-allocation process, than the economy 

might adapt to the future conditions in a smooth way. This would make the sacrifices as 

minimal as possible. Furthermore the institutions most adapt policies to attract all kinds of 

FDI which in turn would help to develop the different economic sectors of the country. If the 

institutional measures are successful than factors of production (labor, land, capital) are re-

allocated for the use in sectors in which Nicaragua enjoy comparative advantages. If these 

sectors grow enough to absorb freed labor and raise salaries enough to raise consumption in 

Nicaragua than the country would probably gain from the free trade agreement. However if 

the intuitions fail in the re-allocation process than salaries would drop as enough freed labor 

can’t be absorbed by the sectors gaining from free trade. This would than in turn lead to 

decreased consumption which would devastate the informal sector leaving the whole country 

worse off. Whether or not the instructional help programs will be a success is very hard to say 

at this moment, and assumptions about them lie beyond this thesis. 

 

 

5.1 Further investigation 

Free trade is a very interesting area and there are several other topics that are interesting to 

investigate. For example how the CAFTA might affect the other Central American countries. 

It would also be of great interest to do a similar study as this in 10 years to be able to see if the 

results obtained from this thesis correspond with reality. It would also be interesting to study 

the Free Trade Agreement of the Americas (FTAA), if it were to be implemented 

 

It would also be of great interest to make a larger qualitative study where some of the 

different institutional programs implemented in Nicaragua were to be investigated to see how 

effective they are. This would be of great interest for the different aid organisations active in 

developing countries. This would also make sure that the aid organisations don’t repeat their 

mistakes.  
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Appendix 1 

1.1 Results from interviews regarding the agricultural sector 

There are a lot of contradicting arguments about the CAFTA but almost everyone can agree 

upon that the Nicaraguan agricultural sector is a very important sector as it employs 29 % of 

the working population. Most of them are working in small farms.  

 

Dean Garcia Foster from MIFIC fears that the high Nicaraguan production and consumption 

of white corn will bee an obstacle. Even though white corn was excluded from the treaty the 

yellow corn can be used as a substitute. He thinks that the only real solution would have been 

to exclude all corns from the agreement but that would have been very hard and it would also 

have required compromises from the Nicaraguan side, that is to say the USA would have 

excluded some other product from the agreement88.  

 

Ariel Buchardo Rocha from UNAG thinks that the Nicaraguan small agricultural producers 

have to be helped because they are not ready for the CAFTA yet. They can not compete with 

an economy based on subsidies.  In total the USA spends about 17.000.000.000 millions of 

dollars in subsidies. 46 kg of corn in USA receives 5 dollars of subsidies, the rice receives 4 

dollars, a cow gets 450 dollars in subsidies annually; Nicaragua doesn’t have the resources to 

compete with that. If it doesn’t prepare it self the producers will go under89. Not only the 

subsidies are a problem but also what the people in Europe call aid. It sends a lot of 

agricultural products to Nicaragua that overflows the domestic market and makes domestic 

producers unemployed90. The dairy company Parmalat stopped buying local milk and instead 

pasteurized the milk powder they got for free from Europe. This is devastating for the 

Nicaraguan producers. The same happens with corn and rice. Europe helps the Nicaraguan 

consumers but it is bad for the producers. Nicaragua has a much lower level of technology, 

the infrastructure is very bad and access to capital is poor91. Alba Palacios from FSLN also 

fears the US subsidies and its technological advantage in the agricultural sector92. But Foster 

at MIFIC points out that even though Nicaragua didn’t manage to eliminate the US 

agricultural subsidies it succeeded in negotiating a scheme of tariff abolishment from 

                                                 
88 Foster, MIFIC 
89 Rocha, UNAG 
90 Mansell, COSEP 
91 Rocha, UNAG 
92 Palacios, FSLN 
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sensitive products giving Nicaragua time to increase productivity before it fully faces free US 

imports93.  

 

The most negatively affected Nicaraguan products will be meat, seeds, grain, corn rice, 

poultry and beans. Nicaragua will have a hard time competing in these products because of 

the inefficiency in the production which gives to high costs per unit. In some of these cases 

the Nicaraguan produces are competing with subsidized US prices94. Abel Largaespalda from 

INPYME also fears that the CAFTA will have a negative effect on some lactose products.  

 

Carlos Nodera from PLC is sure of that corn and rice always will have a future in Nicaragua 

because it is such a basic food for so any people. At the moment Nicaragua imports rice 

because it cannot support its own people.  Many of the domestic producers have 15 - 18 years 

on them to become more productive which most of them will succeed in. “One must not fear 

the competition. We can always get better in our production. This is an opportunity we have 

to take”.  If the tariff abolishment is going too quickly than Nicaragua can use the clause of 

self protection. Furthermore the conditions can be re-valued if the Nicaraguan producers still 

can’t compete after the tariffs are totally abolished95. Everything depends on how Nicaragua 

prepares it selves for the free trade. If the country is able to raise the productivity in its 

important sensitive products (corn rice and beans) before the time of the tariff abolishment, 

then they will have a future. A lot depends on how good the governments are in locating and 

defending them selves from future threats96.  

 

Dean Foster from MIFIC says that in some cases the Nicaraguan government should help the 

sectors that will meet a lot of competition with the CAFTA to raise their productivity. But 

there are also sectors that don’t want to change. But others have the possibility to recover, for 

example the world prices for corn are rising which gives the Nicaraguan corn farmers time to 

take a breathe. The goal is to increase production and decrease imports of corn. There are 

already programs to increase the quality within the fruit production. Non traditional products 

such as cassava, banana and traditional products such as rice are already enjoying success on 

the world market. There are also programs for rice but the problem there is not the quality it’s 
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the production costs, but on the other hand the world prices for rice are increasing at the 

moment97.  

 

The Nicaraguan producers has to keep them selves updated on what is profitable today and 

what will be profitable tomorrow. For example Nicaragua produced a lot of cotton in the 

sixties. But when the world market price for cotton dropped in 1972 due to the introduction of 

synthetic cotton the Nicaraguan producers were no longer competitive and had to change from 

cotton to rice. Furthermore Mansell from COSEP stresses out that the agricultural sector will 

not disappear but it will have to change products, with help from the government and the 

private sector98. 

 

Nicaragua enjoys comparative advantages in the products like peanuts, vegetables, melon, 

papaya, pithaya, pineapple, organic coffee, fresh flowers etc. Most of these products aren’t 

produced in USA99. In theory Nicaragua also as a comparative advantage in rice, beans and 

corn if it weren’t for the US subsidies. The Nicaraguan total export has grown by 28 – 30 % 

the last year and that can be interpreted as a result of CAFTA100. At the moment the 

Nicaraguan pineapple is to acid to enjoy great success on the North American market but 

there are successful programs to make it sweater. The expectations of future export growth are 

not enormous for these products. The export increase may land somewhere around 15 – 20 % 

by the end of the year101. The most important thing isn’t the growth but it is the diversification 

according to Foster from MIFIC.  

 

Rocha from UNAG emphasizes that the export growth is mostly occurring in products that 

aren’t produced in the USA furthermore these sectors employs a minority of the population 

active in the agricultural sector. And even in the sectors that are enjoying increasing exports 

the productions isn’t very efficient but there are programs to increase productivity102.  

 

Apart from the nontraditional products nostalgic products such as rosquilla, sweats, cheese, 

sea products, meats and organic coffee will experience export increase as a result of the 
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CAFTA103.  The US market is geographically closely located and there are a lot of 

Nicaraguans and other Latin-American people there demanding ethnic products104. Nicaragua 

does get to keep tariffs regarding some products for awhile. This protection method is far 

from being as powerful as the US subsidies. The rural sector is in need of resource re-

allocation and investment in capital; machinery etc to make the sector more efficient. If the 

sector isn’t ready to get more efficient it will not make it whether or not Nicaragua is a part of 

the CAFTA105. The goal has to bee to reduce poverty, and obviously the CAFTA isn’t 

designed for this cause. CAFTA is designed to increase trade, production and business 

activity. It helps poverty reduction a little bit in the sense that it attracts investments that 

create jobs and businesses. But these new jobs are generally located in the capital area. To get 

more new jobs in the rural regions there are plans for new investment laws and a new free 

trade zone. There are also education projects in progress to make the Nicaraguan labor force 

more attractive for foreign investors. Organizations representing some of the micro- small- 

medium businesses such as INPYME are playing a vital role in making the small businesses 

grow. INPYME helps them to consult different experts, for example technicians, marketers, 

and export consults. There is another program to help micro family businesses in for example 

starting a small factory to process what they harvest etc. In this case the consultation would be 

about how to produce food products in a sanitary way so it can be exported more easily but 

the first step is always the local market. The effects of these programs will bee visible in 

maybe 5 to 10 years106. 

 

All the interviewed organizations recognize future non trade barriers such the US photo-

sanitary requirements etc. Alba Palacios from the Sandinista party (FSLN) claims that the 

whole region of Central America is weak in the field of photo-sanitary requirements hence a 

huge effort from the government will be needed107. Furthermore Rocha from UNAG fears that 

the government isn’t going to help the producers to achieve these requirements nor is it going 

to provide the infrastructure that is going to bee needed. There are help programs but they 

mostly fulfill a propaganda cause. This will leave many of the people within the agricultural 

sector with no other choice than to another country or moving to the cities and joining the 
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growing informal sector108. Much of the Nicaraguan exports have to go thru Honduras and 

Costa Rica as Nicaragua lacks sufficient air- and seaports109.  

 

Foster from MIFIC stipulates that one shouldn’t over exaggerate the force of the non trade 

barriers. For example there is a clause that says that the US cannot ban any Nicaraguan 

products because of quality reasons. If they claim that there is something wrong with the 

quality of a certain product than the quality investigation will take place in Nicaragua and will 

be done by Nicaraguan authorities. Furthermore he clarifies that Nicaragua has already solved 

the photo-sanitary certification problems they had before with milk, cheese, papaya, pithaya, 

chilly, tomato. Many of these products are now being exported. But Foster admits that further 

investments are necessary to meet up with photo-sanitary requirements for other products and 

that is not going to be cheap110.  

 

1.2 Results from interviews regarding the industrial sector 

The Nicaraguan industry is undeveloped. It mostly consists of agro-industry and assemblies. 

Rocha from UNAG fears that the undeveloped industries of Nicaragua aren’t ready to 

compete with the big scale industries of the USA. Only certain textile products such as yarn 

will increase in production as they aren’t produced in USA. But they are isolated products111. 

Ruiz Estrada from CST-JBE thinks that the only ones in the industrial sector gaining from the 

CAFTA will be the assemblies. Cause Nicaragua managed to negotiate the special treatment 

within the CAFTA known as the TPL which gives the country the right to import 100 million 

metres of textile from outside of the CAFTA without having to pay tariffs. This will put 

Nicaragua in a favourable position when it comes to textile industry allocation.  But as the 

assemblies have almost non existing linkage effects this is no good for the country112. 

However Renzi from UNDP clarifies that Nicaragua hasn’t been able to fully enjoy this 

special right due to the lack of demand113. The jobs that are created by the assemblies in the 

free trade zones are located in the capital area. Foster from MIFIC says that the government is 

planning a new free trade zone located in the rural regions114.  
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Mansell from COSSEP thinks that the abolished tariffs for industrial products will give 

Nicaragua enormous opportunities. There is going to be a growth in assemblies but also in 

other industries. “Small producers will enjoy growth. In products like for example hand made 

shoes etc. We know that people in for example the USA are ready to pay more for a product 

that is handmade”
115
. Sanchez from IADB feels that the part of the treaty that considered the 

agro industry was negotiated with great results and gave Nicaragua great opportunities to 

enter the US market. Especially in the areas of non traditional products. The exports of these 

products increased last year but diversification is also important. There is a great need of 

increasing technology and quality in the production of these products116. 

 

Nodera from PLC claims that the industrial sector is growing and to enjoy further success 

Nicaragua has to identify possible demands of the US market. Nicaragua could produce 

complementary goods to goods in the USA instead of only textile apparel in the assemblies. 

Nicaragua has to attract investors to be able to start production of complementary goods such 

as for example electronic-, or car parts that can be exported to the USA. This would help 

raising the quality of the Nicaraguan labor force. This would also raise salaries which in turn 

would raise the demand and purchasing power of the people. But to attract these investors 

Nicaragua has to increase its electric production. Without energy Nicaragua cannot attract 

foreign industries. Now there are cuts in electricity almost weekly. One can already see that 

the CAFTA brings Nicaragua more FDI. Costa Rica who is not part of the CAFTA does not 

receive as much FDI as Nicaragua. Clear laws will help more FDI come to Nicaragua. If there 

for example exists differences between companies in Nicaragua and in the USA they can 

come to an agreement without going to trial117.  

 

Foster from MIFIC says the FDI is increasing for every year. The investors are mostly 

Taiwanese and American and most of the investments go to the assembly industry. Even 

Costa Rican companies moves to Nicaragua because their country hasn’t approved the 

CAFTA yet. But there are a lot of problems yet to be solved, mostly infrastructural. For 

example Nicaragua is loosing some investments to Honduras because it doesn’t have an 

Atlantic port118.  Palacios from FSLN agrees that there will be increased foreign investments 

due to the CAFTA. Nicaragua has great advantages in its cheap labor and high level of 
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security compared to the other Central American countries. But the investments stay in the 

assemblies of the free trade zones and they don’t have to pay taxes nor do they provide 

technological transfers hence the only thing they provide simple jobs but under a very low 

salary and very poor working conditions119. Furthermore Ruiz Estrada from CST-JBE fears 

that there will be increased competition from China in attracting foreign investments 

especially after they become members of the WTO120.  

 

Mansell from COSEP says that Nicaragua is an ideal place for US companies to invest in. Its 

closeness could be used by US companies that want small stacks etc. The government has to 

make the country more attractive for foreign investors. The universities have to provide more 

technical carriers to be able to meet future demands. However the US insisted on including 

labor rights and environmental issues in the agreement. If they are being violated the US 

could bloc our exports. The problem with these laws are that we are afraid that the U.S.A 

might use these laws if they feel that some of there products can’t compete with ours121.  

Largaespada from INPYME also agrees that the CAFTA is bringing more FDI to Nicaragua. 

At the moment the country is mostly attractive for textile apparel assemblies, furniture 

production, footwear and tourism. Investors with very special requirements on labor are not 

interested in Nicaragua at the moment because of the unskilled workforce122. Sanchez from 

IADB clarify that the illiteracy rate in Nicaragua is 34 % hence attracting investors that 

demand high skilled workers can be hard. The human resources in the technical area are very 

scarce. One reason for this is that a large part of the people at the universities rather pick 

careers that lead to jobs for the government or for the foreign NGO:s. There are examples of 

advanced assemblies in Costa Rica that result in more technological transfers. Nicaragua 

should also endeavor to attract these kinds of investors123. 

 

Rocha from UNAG thinks that the government isn’t doing enough to increase the 

infrastructure and education. The programs that do exist only fulfill a propaganda cause124. 

Palacios from FSLN agrees that the former government wasn’t doing enough but she 

emphasizes that the new government will increase access to infrastructure, technology and 
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educations for all125.  However Renzi from UNDP thinks the former government did what it 

could. It issued favorable laws for investors etc. However the new government will invest 

more in education and infrastructure; harbors, electricity and water supply126. 

 

Foster from MIFIC says that the institutions are working in a very coordinated way to help 

companies commercialize products abroad. The subject o business and commercialization is 

going to be introduced on a pretty early stage in the elementary school to make the people 

generate more ideas and alternatives to what they do now127. Sanchez from IADB is a bit 

insecure about the new government’s attitude towards the CAFTA. “Sometimes the new 

government says that it will work with the CAFTA. Sometimes it says that it will resist the 

CAFTA.”  However there are plans of to reduce illiteracy and loans to physical infrastructure 

have been taken. The IADB is involved in a program called “Investing angels”. This program 

is formed to help enterprises with initial capital and than in a second faze link them to other 

investors active in the same markets to facilitate external effects and know-how transfers128. 

Nodera from PLC confirms that the former government has taken loans for physical 

infrastructure projects. Furthermore the national technical institution (INATECH) runs a 

program to train the workforce to be able to perform more advanced tasks. There are also 

efforts to help the formation of clusters129. 

 

Ruiz Estrada from CST-JBE thinks the Nicaraguan industrial sector could gain from the 

CAFTA if the government’s programmes for increasing the level of education and 

infrastructure are successful. With a more skilled workforce Nicaragua could attract more FDI 

that lead to technological transfers. If growth only occurs in the low-level assemblies than the 

country won’t gain on the long run130. Renzi from UNDP agrees that amuch of the outcome of 

CAFTA lies in the hands of the government. Human capital has to be increased by 

improvement of the education system to attract investments. The importance of good relations 

the rest of the world and specifically USA is very important131.  
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Nodera from PLC says that the industrial sector of Nicaragua is already gaining from the 

CAFTA. To ensure future growth Nicaragua has to make sure that the FDI brings in new 

technology which it would never have had the financial recourses to invest in. The free tade 

zone is being helped in attracting different investors, also those that require more specialist 

labor. When Nicaragua has attracted FDI the internal demand will also grow because the 

salaries will increase, this will also bring more tax money for the government132. Mansell 

from COSEP agrees and adds that the disciplined workforce and the favorable security 

situation will help the industrial sector gain. However there are still efforts that need to done 

in training the workforce. The biggest disadvantage would be the Nicaragua juridical system 

which is now political and to some extent corrupt which could scare off possible investors133. 

Foster from MIFIC confirms that there are education projects to make the labor force more 

attractive and that more favorable laws for investors have been issued. Also a new fee trade 

zone is being planned134.  

 

1.3 Results from interviews regarding the industrial sector 

Mansell from COSEP says that the informal sector of Nicaragua is in a little disadvantage 

because of the lack in productivity but this has nothing to do with the CAFTA135. Renzi from 

UNDP agrees and further states that the politicians need to help it. There exists some 

governmental help at the moment. For example in the rural communities the government is 

advising the MSMB how to cooperate vertically and horizontally or how to conglomerate. 

This way they will be able to enjoy the opportunities that the CAFTA brings them136.  

 

Ruiz Estrada from CST-JBE fears the effects the CAFTA will have on the MSMB:s. The 

intellectual property rights will make it hard for many in the informal sector. There are 

possibilities for Nicaragua to invest in natural resources and eco tourism to create more 

growth and bring more investment. But negotiation in theses areas was very limited137. 

Palacios from FSLN agrees, the government needs to help the informal sector to adapt for the 

opportunities that the CAFTA brings. The new government will do much more than the 

previous one did138.  
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Largaespada from INPYME thinks that the CAFTA will benefit the informal sector of 

Nicaragua He admits that the country is behind the developed countries when it comes to 

many issues but the CAFTA will bring necessary investments from the whole world that will 

help Nicaragua catch up. For example Wall Mart has entered the Nicaraguan market. Other 

potential investors come on regularly basis to evaluate business opportunities in Nicaragua. 

For example there have been studies made upon placing US call centers in Nicaragua. But to 

attract these investors the country has to educate the human resources to be ready for the 

potential requirements. It is not possible to build up call centers in Nicaragua if nobody 

speaks English. The enormous US market is full of opportunities for a small country like 

Nicaragua. Nicaraguan arts and furniture are already enjoying success on the global market. 

Furthermore the country has a comparative advantage in the production of leather clothing, 

leather bags, hammocks and shoes etc. 139.  Nodera from the PLC also thinks the Nicaraguan 

MSMB:s could gain from the CAFTA but they need governmental help. Nodera claims that 

the former government had a complementary agenda which included the creation of a 

development bank that provides the MSMB with the necessary financial capital. Furthermore 

the government did provide the MSMB:s with technical help for them to be able to become 

more productive and helped them to find buyers and sellers of their products and showed 

them how to export140.  Foster from MIFIC confirms that the projects mentioned earlier are in 

progress at the moment. He emphasizes that a lot has to be done. Today there aren’t any 

micro- or small businesses that exports to the global market141.  

 

Rocha from UNAG believes that the cheap Nicaraguan labor and the weak labor laws will 

attract investors. The favorable investment laws and the free trade zone have brought a lot of 

investment. But a lot of the investments stays in the free trade zone and therefore doesn’t 

benefit the people of the other areas. Nicaragua should create eco parks for tourism etc142. 

Largaespada from INPYME agrees that there will be an increase in the FDI in the service 

sector which is not entirely a result of the CAFTA. Much of the FDI increases in the service 

sector can be found in the growing tourism industry. Nicaragua is outstanding in Central 

American measures when it comes to security. Furthermore the favorable in investment laws 

mentioned earlier helps. There are a lot of companies that are interested in outsourcing 
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different areas to countries like Nicaragua; call centers etc, but to be ready for them 

Nicaraguans must be able to speak English. Hence the government has a lot to do. At the 

moment Nicaragua is more attractive for investors within furniture production, footwear and 

tourism143.  

 

Rocha from UNAG feels that the government isn’t doing enough to help the negatively 

affected sectors especially in the rural areas. Hence migration to the cities or to Costa Rica or 

the US will increase. There is a great lack of education. The existing programs mostly fulfill a 

propaganda cause and do not help in reality144. Palacios from FSLN agrees that the former 

government didn’t do much to help the vulnerable sectors however the new government will 

emphasize these areas145.  

 

Sanchez from IADB claims that there are several programs to help the Nicaraguan MSMB:s 

to take advantage of the opportunities that the CAFTA brings. One of them is about 

subsidizing technical assistance services to be able to meet up with the technological 

requirements of the North American market. IADB is paying one part and the enterprises will 

pay the other part. These programs largely consist of education and information. The 

MSMB:s as well as the political functionaries know very little about the CAFTA. The 

programs will inform about the obstacles and the possibilities that the CAFTA have. On the 

other hand there are programs to build up the human capital in the region to be able to 

understand the new technology that the North American market demands. For this Nicaragua 

will get help from technicians from the other Latin countries and from Europe that have the 

technical capacity. This project will be realized thru APEN (Association of producers and 

exporters of Nicaragua)146. Nodera from PLC emphasizes the need to help the MSMB:s in 

technical advice and helping them sell and export and how to fulfil different requirements 

such as the photo sanitary requirements. There have already been programs to help people to 

take care of tourism which is a growing business in Nicaragua.  But still a lot has to be done 

when it comes to physical infrastructure, not just roads but electricity and telecommunications 

etc147. Largaespada from INPYME confirms that there are programs to help potential 

Nicaraguan exporters to fulfil US requirements. Furthermore INPYME is helping the 
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Nicaraguan MSMB:s to cooperate, form brands, make catalogs, presentations, web sites to be 

able to export their products. For example at the moment the exports don’t have a bar-code148.  

 

Palacios from FSLN says that the informal sector won’t gain from the CAFTA. Only the big 

businesses will and unless they canalize their profits they earn, so that the people’s salaries 

will be improved and also to improve the environmental conditions of the country, than one 

can not say that Nicaragua is gaining. The investments need to collaborate with the socio-

economical development of Nicaragua otherwise we will only see jobs with low salary and 

this will not help Nicaraguans get out of extreme poverty149. Ruiz Estrada from CST-JBE 

thinks the informal sector will gain from the CAFTA as a result of the increased investments 

but agrees that the gains have to be evenly distributed if one wants to talk about gains for 

Nicaragua as a whole150.  

 

Rocha from UNAG thinks that the Nicaraguan MSMB:s can gain if the government helps 

them prepare themselves to become more competitive. The state must also solve the energy 

problems. The government must inform the people of the opportunities, solve the energy 

problems and build more roads and infrastructure151.  Nodera from PLC also thinks the 

Nicaraguan informal sector will gain due to the increased FDI that will come as a result of the 

CAFTA. Some of the FDI will bring new technology or know-how which Nicaragua never 

would have afforded. The FDI will in turn raise the internal demand which will bring more 

tax money for the government152.   

 

Renzi from UNDP thinks the Nicaraguan MSMB:s could gain from the CAFTA. Everything 

is depending on how the government helps it. The country has to invest in adequate education 

that is demanded by possible investors. Help the producers who are in a though spot153.  

Foster from MIFIC is sure that the informal sector of Nicaragua will gain as the government 

has well developed programs for helping and linking the companies154.  
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Appendix 2 

2.1 Interview questions 

The interview questions have not been strictly asked; instead they have been suggestions to 

questions. The same questions have been discussed for each interview. 

 

1. Do you consider that you had the sufficient capacity to negotiate the general 

terms of the CAFTA during the rounds of negotiation? 

 

2. According to the distinguished futures of the agreement do you think the CAFTA 

will have affect on the Nicaraguan economy?   

  

– Agriculture 

 

– Industry 

 

– Informal Sector.  

 

3. Which are the Nicaraguan products that will be negatively affected by the 

CAFTA? 

 

4. In which products do you consider that Nicaragua has a comparative advantage? 

Do you think that it will it be able to sufficiently increase its exports of these 

products? 

 

5. Will Nicaragua have the possibility to attract more foreign direct investment 

after the CAFTA? 

 

6. Do you think you have sufficient time to adapt your economy to gain from 

CAFTA? 

 

7. Is the government or any other institution helping in the process of re-allocating 

resources? How? 
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8. Are there any existing subsidies that have impact on trade? 

 

9. If so do you think they will have a long run effect negative on the Nicaraguan 

production and economy as a whole? 

 

10. Are there any existing non – tariff barriers which will have a significant effect on 

trade?  

 

11. Can CAFTA be considered a free trade agreement? 

  

12. In the end will Nicaragua be able to gain from CAFTA in the long run?  


