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1. Introduction 
 
The Free Trade Area of the Americas (FTAA) has been conceived as the most 
ambitious project of trade liberalization in the Western Hemisphere. Activities on 
the project had started in 1994 during the Clinton Administration and were 
enthusiastically continued during the Bush Administration. Several high-level 
summits were held, but by the middle of the present decade, the project has come 
to an almost complete halt. The reasons for that are numerous, but the most 
important ones have to do with a shift of priorities of the Bush Administration after 
the events of 9/11, and a widespread turn towards left-leaning governments in 
many Latin American countries, less passionate about free trade agreements.  
 
Twenty years ago, Latin American countries had embraced forcefully the idea of 
integrating themselves in the global economy. 2  While the import-substitution 
industrialization was a dominant development strategy from the 1950s to the early 
1980s, by the middle of the 1980s that model experienced a clear demise, and was 
replaced by an outward-oriented strategy of development. By the end of that 
decade, in Latin America there was a wide acceptance of the policies summarized in 
the so-called “Washington Consensus”. The reforms included two sets of policies, 
one with a purpose to achieve macroeconomic stabilization and the other known as 
structural reforms. The latter were intended to change the sectoral and 
microeconomic setting and have included deregulation of markets and 
liberalization of prices, imports and exports and reduction of the levels of 
protection of domestic producers. 
 
In the domain of commercial policies, reforms have implied unilateral 
liberalization and tariff reductions, bilateral free trade agreements, multilateral 
agreements, and regional integration processes. The fundamental idea was to 
remove the anti-export bias of the previous development strategy and to open up 
new markets for domestic producers. As a result, there was a proliferation of FTAs 
among Latin American countries themselves, and with countries in the rest of the 
world. 
 
One of the consequences of that process, however, has been a loss of fiscal revenues. 
That loss is quite significant, since, in general, developing economies rely more on 
tariffs as a source of fiscal revenue than developed economies. There are two basic 
reasons for that. First, their tax administrations are less developed, so they try to 
capture fiscal revenue the easiest way – tariffs on imports and sometimes on 
exports. Second, their tax base is less broad than that of the developed countries 
since there are many poor citizens that do not pay taxes. Again, it is easier to 
capture revenue from tariffs than to broaden the tax base. 
 
The proliferation of FTAs in Latin America in the last fifteen years has already 
reduced the proportion of fiscal revenue coming from foreign trade from an 
average of 30% of the total revenue to around 10%. However, that process is bound 

                                                 
2  See, for example, Paunovic 2000, and ECLAC 2004. 
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to continue. The free trade agreement between the Central American countries, the 
Dominican Republic and the United States (usually called DR-CAFTA) has recently 
been inaugurated, and other countries (Panama and Columbia) are waiting for 
their FTA with the US to be ratified. Peru’s free trade agreement with the United 
States has been ratified in December of 2007. The Andean countries have been 
negotiating a FTA with the European Union for some time now, and in late 2007 
the Central American countries started to negotiate one as well with the European 
Union. Thus, the issue of the impact of trade liberalization on fiscal revenue is 
going to stay on the agenda on Latin American governments for some time. 
 
In this paper we focus on twelve small- and medium-size, open Latin American 
economies, namely, Bolivia, Colombia, Costa Rica, Ecuador, El Salvador, 
Guatemala, Honduras, Nicaragua, Panama, Paraguay, Peru and the Dominican 
Republic, and the fiscal implications that the FTAA would have had for them.3 
Although the FTAA negotiation process has been stalled, the studies of individual 
countries present some interesting findings and address some important concerns 
of economic policymakers. In this paper we talk about a now mostly hypothetical 
free trade area in the Western Hemisphere, so we call it a Trade Area of the 
Americas (TAA). 
 
After this introduction, we present a general background against which the loss of 
fiscal revenue resulting from trade liberalization has to be analyzed. In the last 
twenty years, the reduction of fiscal revenue has been accompanied by steadily 
increasing demands of the population regarding fiscal expenditure. That has given 
rise to what we call an open “scissors” whereby governments are forced to increase 
expenditure at a time their revenue is being reduced because of trade liberalization.  
 
We then turn to a brief theoretical and methodological discussion on the possible 
fiscal effects of trade liberalization in the third part of the paper. Out of five 
possible fiscal effects (direct, indirect, income, trade creation-diversion, and 
induced effect), we estimate the first four using the partial equilibrium 
methodology. The fifth effect could only be estimated by the general equilibrium 
methodology, using the Computable General Equilibrium (CGE) models. 
 
One source of reduction of fiscal revenue is tariff elimination. The other source of 
fiscal revenue reduction is via internal indirect tax collections levied on imports. As 
tariffs are eliminated, the tax base is reduced accordingly, and the revenue from 
that source is diminished. We also estimate possible positive effects of the FTAA. It 
is likely that the revenue from internal indirect taxes (value-added taxes and the 
like) would increase due to the increase in the volume of imports that will be 
cheaper once the tariffs have been eliminated. This effect depends on the expected 
growth rates of the economy and on the income elasticities of imports. The last 
effect estimated here is the net of trade creation and trade diversion, and we 

                                                 
3  In the context of negotiation of the FTAA, the Canadian International Development Agency 

has financed a project to strengthen trade related capacities of individual countries in the Western Hemisphere. 
As a result of that project, studies on the fiscal impact of the FTAA on twelve Latin American countries have 
been carried out, and their results are reported in this paper.  
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estimate it with the World Integrated Trade Solution, a partial equilibrium model 
developed by the World Bank and the UNCTAD. 
 
In the fourth section we present the results of our estimates of the loss of fiscal 
revenue due to trade liberalization of these twelve countries and discuss positive, 
negative and net effects. We find that the overall effect in terms of fiscal revenue 
would be negative for ten countries and positive for two. Since that latter result 
might be counterintuitive, we strive to explain it in the fifth section. We also 
provide a more nuanced argument about fiscal effects of trade liberalization related 
to different levels of protection. The last section presents the conclusions of the 
paper. 
 
 
2. General fiscal tendencies in the last two decades 
 
The process of change towards the outward-oriented development strategy in Latin 
America has been accompanied with two simultaneous processes, both with 
adverse effects on fiscal revenue. One has been related to a desire to attract foreign 
direct investment (FDI) and the other has been a consequence of trade 
liberalization. 
 
The policy to attract FDI has become an important source of losses of fiscal revenue. 
Governments have adopted laws that exonerate foreign and domestic investors 
from paying direct taxes (personal income tax, corporate tax), or indirect taxes 
(value-added taxes, tariffs), or both, if they invest in determined sectors. The 
sectors that have been stimulated by these kinds of benefits include free trade 
zones, tourism, forestry, mining, energy and others.  
 
Those policies have been especially harmful in Central America where the level of 
tax burden is low, and where countries have engaged in a sort of “race to the 
bottom” in order to attract FDI. Guatemala is probably the most extreme example 
of these exonerations of taxes (also called “tax expenditures”). In the last four years 
the level of tax expenditures has exceeded the level of the total tax burden. In other 
words, the amount of taxes the Government does not collect due to exonerations is 
higher than the total amount of taxes received. That is the reason why Guatemala 
has a very low tax burden, equivalent to only 12% of GDP.  
 
Other countries analyzed in this paper also have high levels and tax expenditures, 
and relatively low levels of tax burden, albeit a bit higher than Guatemala. The 
average tax burden in Latin America in 2005 was 17% of GDP, less than half of that 
of the OECD countries. Thus, the policy of attracting FDI has deprived 
governments of badly needed resources to modernize infrastructure, address social 
problems related to poverty, and invest in education. These same sectors that have 
been granted fiscal incentives have also been the most dynamic ones in the last two 
decades. Hence, in many Latin American countries, the most dynamic sectors do 
not pay taxes, while other sectors, mostly stagnant, have to finance the public 
sector. 
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The other important source of reduction of fiscal revenue has been trade 
liberalization. First, many countries have adopted unilateral trade liberalization 
and have reduced tariff rates out of a conviction that it would spur a development 
of the private sector, and change the anti-export bias of the previous development 
strategy. Second, several countries that had not been members of the GATT/WTO 
have decided to become members as part of their trade policy reform. That has 
obliged them to reduce their tariff rates substantially.  
 
The third cause of reduction of tariff rates have been processes of regional 
integration. MERCOSUR (Southern Common Market) was established in 1991 with 
Brazil, Argentina, Uruguay and Paraguay as its members. The Andean Pact, with 
Bolivia, Colombia, Ecuador, Peru and Venezuela as members, was revitalized in the 
1990s, and has even changed its name into The Andean Community of Nations 
(1997). Finally, the Central American Common Market (CACM), a process of 
integration in Central America that had started in 1960 with the General Treaty of 
Economic Integration, has recently regained much of the vigor lost in the years of 
civil wars and unrest during the 1970s and 1980s.  The CACM is currently moving 
towards a tariff union. All these processes of integration were accompanied by a 
substantial reduction or elimination of tariffs among members, further reducing 
fiscal revenue from foreign trade.  
 
The fourth cause of reduction of tariff rates have been bilateral and multilateral 
free trade agreements. In order to open up markets for its exports, countries have 
embarked upon an aggressive agenda that resulted in numerous FTAs. For example, 
in addition to the regional integration process within the CACM, Costa Rica has 
FTAs with Mexico, Chile, the Dominican Republic, Canada, Panama, and the 
Caribbean Community and Common Market (CARICOM). In addition to being a 
member of the Andean Community of Nations, Columbia has FTAs with Mexico, 
Venezuela, Guatemala, El Salvador and Honduras. Other countries analyzed here 
have developed similar networks of FTAs. 
 
As a result of these tendencies, the average effective tariff rates (those actually 
applied on imports) have come down from 19.1% in 1985 to 2.1% in 2006 in Costa 
Rica, from 22.2% to 2.6% in El Salvador, from 8.5% to 3.4% in Guatemala, and 
from 6.8% to 1.9% in Nicaragua, in the same period (ICEFI, 2007). That has 
resulted in a reduction of fiscal revenue on average close to 1% of GDP, and has 
lowered the participation of revenue from tariffs from an average of 30% of total 
tax revenue at the beginning of the 1990s to around 10% at present.  
 
At the same time as these two simultaneous processes have been reducing fiscal 
revenue, social demands on public resources have been increasing. After emerging 
from a period of civil wars and dictatorship in the 1970s and 1980s, the political 
context has changed. Since elected governments have obligations to their 
constituencies, they have to respond to popular demands. In contrast, dictatorships 
of the previous period did not respond to popular demands, and the population did 
not have ways to show its discontent with the prevailing policies. Thus, the basic 
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reason for the increase in public expenditure in the last two decades in most of the 
analyzed countries is a return to a democratic form of government.  
 
Latin America is the continent with the highest inequality in the world, with the 
Gini coefficient on average around 0.57. The second place on that black list of 
regions with high inequality belongs to Sub-Saharan Africa, but with the Gini 
coefficient substantially lowers (0.45). Also, poverty in Latin America affects a 
sizable part of the population, reaching levels of over 60% of the total population in 
countries like Bolivia, Honduras or Nicaragua.  
 
Public expenditure is probably the only way to soften the grave consequences of 
such polarized societies. It is no wonder then that the return of democracy in the 
1980s has also resulted in a steady increase of public expenditure. For example, 
social expenditure has increased in Guatemala from 3.3% of GDP in 1991 to 7.2% in 
2005, in Honduras from 7.9% to 13.1% and in Nicaragua from 6.6% to 10.9% in the 
same period. 
 
The tendency to reduce fiscal revenue due to policies to attract FDI and to trade 
liberalization policies on one hand, and the policies to increase fiscal expenditure 
due to increased social demands on the other, tend to worsen the overall fiscal 
result of the public sector. Both tendencies could be visualized as open scissors, 
where one blade represents a process of reduction of revenue and the other the 
process of increasing expenditure, resulting in an increase of the gap between the 
two. In a context where macroeconomic stability plays an increasingly important 
role for individual economies, these tendencies have a clear destabilizing effect.  
 
Governments have intended to respond to that situation by decreasing other types 
of expenditures, most notably public investment, and increasing public revenue via 
numerous fiscal reforms. All countries analyzed here have adopted numerous fiscal 
reforms, and Honduras is probably an extreme case with seven mayor fiscal 
reforms from 1990 to date.4 High on the agenda have been efforts to improve tax 
collection and administration. However, the most important source of additional 
revenue has been an increase in receipts from indirect taxes.  
 
Several of the analyzed countries did not have value-added tax twenty years ago, 
and now they all have it. Additionally, the rates of the VAT were between 7% and 
10% when the tax was introduced, and now they are between 12% and 15%. Finally, 
there were lots of exemptions at the beginning, but they have been gradually 
reduced to a limited number of basic products. As a consequence, there was an 
increase in tax collection from indirect taxes that more than compensated the loss 
of revenue from tariffs. In the case of Central American countries, for example, in 
the last fifteen years there has been an increase of tax revenue coming from indirect 
taxes equal to 1.5% of GDP. 
 

                                                 
4  For more details see, for example, Agosin, Barreix and Machado, (2005). 
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As a result, the tax systems in these countries are now heavily biased towards 
indirect taxes, and especially towards the VAT. In 2005, indirect taxes on average 
provided 55% of the total tax revenue in Latin America. Direct taxes participate in 
the total revenue with only 28% (Centrangolo and Gomez-Sabaini, 2007). Most of 
that comes from corporate taxes, while the contribution of direct personal taxes is 
negligible. Even though the structure of tax revenue is biased towards indirect taxes, 
there has been an increase of the tax burden in the analyzed countries in the last 
fifteen years. The increase has been between 2% and 3% of GDP on average, and in 
the extreme case of Columbia, the tax burden now is 6.8 percentage points of GDP 
superior to its level at the beginning of the 1990s. 
 
 
3. Brief theoretical and methodological discussion on the possible fiscal 
effects of trade liberalization 
 
The literature on the revenue implications of trade liberalization, inter alia Tanzi 
(1989), Blejer and Cheasty (1990), concludes that the effects are mostly uncertain, 
i.e. they could be positive or negative. The literature has established that fiscal 
revenue could actually increase with trade liberalization if the tariff rates are 
originally above the revenue-maximizing level (for example, Geenaway and Milner 
1991; Bevan 1995; Ebrill, Stotsky and Gropp, 1999). One of the reasons why there is 
a non-linear relationship between the tariff rates and fiscal revenue is the existence 
of tax evasion. High tariff rates increase incentives to smuggle imported goods. 
Thus, as tariff rates go down with trade liberalization, the incentive for tax evasion 
decreases as well, and this then results in a higher revenue for the Government. In 
the case of many Latin American countries, however, the average tariffs have 
already been reduced to a level below 10% in the last fifteen years. This is clearly 
below the revenue-maximizing level, so further reduction of tariffs due to the TAA 
cannot be expected to increase the fiscal revenue. Additionally, given that tariffs are 
already low, the negative impact of their elimination is bound to be small. In fact, 
since there are also some positive fiscal effects of trade liberalization (trade 
creation, for example, increases the revenue), this adds to the ambiguity regarding 
the direction of the impact. 
 
There is another possible positive effect of trade liberalization that renders the 
overall impact uncertain, namely, the tariffication of quantitative restrictions. If 
quantitative restrictions are numerous, their tariffication causes the revenue to 
increase since the surplus that was previously appropriated privately now goes into 
Government coffers. But again, due to the structural reforms of the last two 
decades, quantitative restrictions have all but disappeared in Latin America. 
Therefore, this possible source of increase of fiscal revenue thanks to trade 
liberalization does not exist any more or is negligible.  
 
Thus, revenue consequences of a TAA could be expected to be adverse in most of 
the cases, but could also, at least in some cases, be positive. This point will be 
raised again in sections 4 and 5 when the results of our estimates are presented and 
analyzed. 
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A creation of a free trade area entails a reduction and/or elimination of tariffs 
among trade partners. The literature distinguishes among five possible fiscal effects 
of a change in a commercial policy of that magnitude.5 These are direct, indirect, 
income, trade creation-diversion and induced effects.  
 
The direct effect is the result of tariff reduction or elimination. By definition, the 
tariff rate applied to the value of imports gives us the value of tariff revenue. 
Formally:  
 

ACIFiA TMR i *=         (1) 
 

where AR represents the value of tariff revenue, CIFM is the value of imports 
(CIF), and AT is the tariff rate. If the tariff rate of a chapter i is set to zero, the tariff 
revenue is also equal to zero:  

 
0TMR AiCIFiA == * ,   where 9921i ,...,,=     (2) 

 
The assumption we use for the transition period is that it would last 15 years. In 
other words, after fifteen years tariffs would be eliminated on all trade among the 
members of the TAA. In the first year, tariffs on 50% of chapters would be 
eliminated; another 20% in the fifth year, 20% in the tenth year, and by the end of 
the transition period all tariffs would be eliminated. We apply that tariff-
elimination schedule on 99 chapters (two-digit level) of the Harmonized 
Classification for each of the twelve countries. We use the data on imports from 
2004. 
 
The indirect effect stems from the loss of revenue associated with the internal 
indirect taxes that are levied on the imported goods (value-added tax, excise tax, 
and similar taxes). These are levied on the CIF value of the imports, augmented by 
the value of the tariffs paid when the goods were imported. Since the goods will 
enter free of tariffs (except the goods still protected during the transition period), 
these taxes will be levied only on the CIF value, once the TAA has come into effect. 
Given that the adverse effect on the internal indirect taxes is caused by the 
elimination of tariffs, it follows closely the path of reduction of the tariff revenue.  
 
The revenue from indirect taxes (IVA) is given by the following: 

 

IVAAiIVA TTCIF
i

*)1(* R +=         (3) 
 

As the tariffs for chapter i are eliminated, the imports enter the country free 
of tariff, so the indirect taxes are levied only on the CIF value of imports (equation 
5): 

 

                                                 
5  See, for example, Barreix, Villela and Roca (2003). 
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IVAACIFiIVACIFiiIVA TTMTM R *** +=      (4) 
 
Since 0TA = , it follows: 
 
 IVAii TCIFR *=         (5) 
 

The methodology to calculate the loss of revenue from the indirect effect is the 
same as the one for the direct effect. There is a fifteen-year transition period; tariffs 
on 50% of chapters are eliminated in the first year, and so on. Again, actual data on 
imports by chapters in 2004 were used to estimate the indirect effect. 
 
To get the overall picture of fiscal implications, however, this loss of fiscal revenue 
must be contrasted with any possible positive effects. The primary positive source 
is the income effect that is produced by the (probable) increase in the volume of 
imports. Since the imported goods are cheaper due to the reduction or elimination 
of import duties, it is likely that the volume imported would increase. Accordingly, 
revenue from indirect taxes levied on imports would also rise.  

 
The magnitude of that effect will depend on the elasticity of imports and the rates 
of growth of the economies in question. As the rate of growth is extremely difficult 
to project with any certainty beyond a horizon of one or two years, we use three 
scenarios to estimate a range of outcomes. A scenario that is based on zero per 
capita growth gives us a lower boundary. The upper boundary is given by the rate of 
growth of potential output. Lastly, the third scenario is an extrapolation of the 
future growth based on the historical rate of growth, measured as the average 
performance of the analyzed economies in the last twenty years.  

 
With these three growth scenarios and the estimates of income elasticities of 
imports, we are in a position to estimate the increases of imports for each scenario. 
The resulting rates of growth of imports were then used to calculate the impact of 
the TAA on the proportion of revenue coming from internal taxes levied on imports 
of goods from the trade partners to the total.  
 
We first applied the rates of growth of imports to total indirect internal revenue as 
a proportion of GDP in 2004 to obtain the revenue from indirect taxes for the three 
growth scenarios with the TAA. The difference between the two is the total change 
of revenue from indirect internal taxes. However, since the imports from the rest of 
the trade partners are only part of the total imports, we then applied that 
proportion to the total change of revenue from indirect internal taxes to obtain the 
proportion of revenue coming from internal taxes levied on imports of goods from 
the TAA trade partners to the total. In this way we obtained the magnitude of the 
positive fiscal effect of the TAA for each of the twelve countries. 
 
The fourth effect comes from trade creation and diversion. Both effects normally 
accompany the creation of free trade areas or tariff unions. Trade creation is a 
situation where a free trade area creates trade that has not existed before among 
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trade partners. The government receives extra revenue from the indirect taxes 
levied on the imports from the FTA trade partners, and that could be substantial in 
magnitude. Trade diversion is the situation where a free trade area diverts trade 
from a more efficient supplier outside the FTA towards a less efficient supplier 
inside the FTA. In terms of government revenue, there is a net loss since the less 
efficient supplier inside the FTA does not pay tariffs. 
 
To estimate the trade creation and diversion effect, we used the World Integrated 
Trade Solution (WITS) program of the UNCTAD and the World Bank. It allows for 
estimation of different changes in commercial policies for most countries of the 
world. It is a Cline et al.-type partial equilibrium model, developed by the 
Brookings Institution to analyze the Tokyo round.  
 
 
4. The impact of the TAA on fiscal revenue of twelve Latin American 
countries 
 
This section presents a summary of findings on the impact of the TAA on fiscal 
revenue. For the sake of space, we aggregated the negative effects (direct and 
indirect effect) in one table, the positive effects (income and trade creation-
diversion) into another, and in the final one we present the net effect. 
 
As could be seen in table 1, in the first year the loss of fiscal revenue would range 
from a negligible 0.04% of GDP in the case of Costa Rica, to a more pronounced 
effect, higher than a one-half point of GDP in the case of the Dominican Republic. 
It should be recalled that we assumed tariffs on 50% of chapters would be 
eliminated as the TAA enters into effect.  
 
 
Table 1 
Total loss of fiscal revenue during the transition period of the TAA 
(Percentage of GDP) 
Country\Years 1 5 10 15 
Bolivia 0.12 0.32 0.48 0.57 
Columbia 0.15 0.33 0.44 0.50 
Costa Rica 0.04 0.07 0.66 0.70 
Ecuador 0.27 0.56 0.73 0.94 
El Salvador 0.13 0.26 0.40 0.54 
Guatemala 0.14 0.26 0.42 0.64 
Honduras 0.39 0.78 1.19 1.50 
Nicaragua 0.15 0.29 0.47 0.55 
Panama 0.23 0.47 0.88 1.06 
Paraguay 0.09 0.18 0.21 0.27 
Peru 0.13 0.31 0.70 0.79 
The Dominican 
Republic 

0.59 1.33 3.09 3.77 

Source: ECLAC, country studies on the fiscal impact of the Hemispheric Trade Area. 
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By the end of the transition period of 15 years, all imports from trade partners of 
the TAA would enter tariff-free. The total loss of fiscal revenue would be much 
larger, mostly in the range of a one-half to one percentage point of GDP. On the 
lower end is Paraguay with a very small loss of 0.27% of GDP, explained by an 
already very low level of tariff rates. On the other extreme is the case of the 
Dominican Republic with the negative effect reaching almost 3.8% of GDP.  
 
This particular situation could be explained by the fact that the Dominican 
Republic has a high concentration of foreign trade with the US, but at the time of 
the analysis the DR-CAFTA had not yet entered into effect.  We have also 
estimated the total loss for the Dominican Republic from the DR-CAFTA alone, and 
would amount to 3.26% of GDP.  
 
In the next table we present the total gain of fiscal revenue from the TAA during the 
transition period. In the first year, the sum of positive effects goes from 0.1% of 
GDP in the case of Columbia to more than one-half percentage point of GDP in the 
cases of Costa Rica, Honduras and the Dominican Republic. At the end of the 
transition period, the results are characterized by a wide dispersion. While for 
several countries the total positive impact is below 0.2% of GDP, for others it is 
very significant. That would be the cases of Costa Rica and Nicaragua with the 
positive effect of roughly one percentage point of GDP, and the case of the 
Dominican Republic with 1.65% of GDP. 
 
 
Table 2 
Total gain of fiscal revenue during the transition period of the TAA 
(Percentage of GDP) 
Country\Years 1 5 10 15 
Bolivia 0.15 0.21 0.24 0.26 
Columbia 0.1 0.15 0.17 0.19 
Costa Rica 0.53 0.79 0.90 0.99 
Ecuador 0.16 0.23 0.26 0.29 
El Salvador 0.14 0.15 0.16 0.17 
Guatemala 0.13 0.15 0.16 0.17 
Honduras 0.57 0.93 1.01 1.17 
Nicaragua 0.44 0.64 0.87 0.94 
Panama 0.31 0.51 0.51 0.56 
Paraguay 0.12 0.13 0.14 0.15 
Peru 0.11 0.15 0.22 0.24 
The Dominican Republic 0.51 0.94 1.63 1.65 
Source: ECLAC, country studies on the fiscal impact of the Hemispheric Trade Area. 
 
The contribution of the income effect to that result is relatively small compared to 
the trade creation-diversion effect. The upper value is only around one tenth of a 
percentage point of GDP. Thus, the bulk of the total gain comes from the trade 
creation-diversion effect. For that to be possible, the trade diversion effect has to be 
small. Indeed, in most of the cases it is very small or even negligible. Thus, the 
trade creation effect is considerable, and it stems from the fact that many Latin 
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American countries trade heavily with the US (from 30% to 80% of the total) and 
some of them also have fairly developed trade relations within regional integration 
processes, as is the case of the Central American Common Market. The trade 
among their members reaches close to 30% of their total trade. Thus, we can 
conclude that a hemispheric trade agreement would create quite a lot of new trade 
among some of its members. 
 
Finally, we present the net loss of fiscal revenue during the transition period of the 
TAA in table 3. It is the sum of all four effects estimated for the twelve countries. As 
could be seen, the net effect at the beginning of the transition period is quite 
different across countries. In seven countries the net loss is negative, meaning that 
actually there would be a net gain of fiscal revenue. In other words, positive effects 
surpass the negative ones.  
 
At the end of the transition period, there are positive overall effects in Costa Rica 
and Nicaragua. In all other cases there would be a net loss of revenue. In the case of 
Paraguay it amounts to a tiny 0.12% of GDP. In most other countries it is in the 
vicinity of a one-half percentage point of GDP, with the Dominican Republic again 
being the most affected with 2.12%. 
 
 
Table 3 
Net loss of fiscal revenue during the transition period of the TAA 
(Percentage of GDP) 
Country\Years 1 5 10 15 
Bolivia -0.03 0.10 0.24 0.31 
Columbia 0.05 0.18 0.27 0.31 
Costa Rica -0.50 -0.72 -0.24 -0.29 
Ecuador 0.11 0.33 0.47 0.65 
El Salvador -0.01 0.10 0.24 0.35 
Guatemala 0.01 0.11 0.26 0.45 
Honduras -0.17 -0.14 0.18 0.34 
Nicaragua -0.28 -0.35 -0.40 -0.39 
Panama -0.08 -0.04 0.37 0.50 
Paraguay -0.03 0.05 0.08 0.12 
Peru 0.02 0.15 0.48 0.54 
The Dominican Republic 0.08 0.39 1.46 2.12 
Source: ECLAC, country studies on the fiscal impact of the Hemispheric Trade Area. 
 
 
Why is the net effect positive in seven countries at the beginning, but at the end of 
the transition period it is so in only two countries? This has to do with the 
negotiation process and its result. Normally, countries would negotiate an 
immediate reduction of tariffs on chapters that are not very important for the 
country, and that usually have a low level of protection (low tariff rates). So the 
negative effects at the beginning of the transition period are small, and in many 
cases are surpassed by the positive effects.  
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The chapters where goods are more protected normally enjoy a longer transition 
period, and these are at the same time the chapters that bring in more of tariff 
revenue. Thus, the loss of fiscal revenue is heavily biased towards the end of the 
transition period, or back loaded, and it exceed the positive effects in all but two 
countries. However, even if in the case of a TAA the overall positive fiscal effect 
would be produced in only two countries, that result is surprising and would be 
discussed in the next section. 
 
 
5. Towards a better understanding of impact of trade liberalization on 
fiscal revenue 
 
As was mentioned above, the literature on the revenue implications of trade 
liberalization has established that the direction of the effects is mostly ambiguous, 
since the net effect could be positive or negative. That is so because there are 
positive and negative effects on fiscal revenue, discussed in the previous section. If 
positive effects are predominant, the net effect will be positive, and vice versa. 
However, the literature did not explore in more detail when and why positive 
effects would surpass the negative ones.   
 
Based on the results for the twelve Latin American countries analyzed here, we 
could propose a more nuanced version of that argument. Specifically, we propose 
that the net effect on the fiscal revenue would be positive when trade liberalization 
starts at a level where protection is high; as trade liberalization continues, the net 
effect on fiscal revenue turns negative at the level when the protection becomes 
moderate, and it again changes to positive when the protection is low. 
 
When the protection of domestic producers is high, tariff rates are above the 
revenue-maximizing level, and that increases incentives for smuggling goods into 
the country. As tariff rates are reduced, tax evasion decreases as well, hence the 
fiscal revenue increases. Simultaneously, another channel through which the 
government revenue could be enhanced by the process of trade liberalization is the 
tariffication of quantitative restrictions. The process of trade liberalization in 
general has been characterized by a disappearance of quantitative restrictions 
(quotas on imports and exports), and their conversion into tariffs. If quantitative 
restrictions are numerous, their tariffication causes the revenue to increase.  
Hence, there is an increase of fiscal revenue associated with a process of trade 
liberalization at that level of protection. 
 
As trade liberalization progresses, these two sources of revenue increase gradually 
disappear. Quantitative restrictions are eliminated, so no new revenue could be 
expected from that source. Tariff rates have reached more moderate levels where 
smuggling is less present, so all or almost all importers pay tariffs. In that situation, 
any further reduction of tariff rates due to a new free trade agreement would cause 
fiscal revenue to decline. In terms of the terminology from the section 2, the direct 
and indirect effects are predominant, causing the net effect to be negative. 
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Once the tariff rates have reached a very low level, further trade liberalization 
through free trade agreements causes very little revenue reduction via the direct 
and indirect effects. At that point it is possible for the overall fiscal effect of trade 
liberalization to turn positive again. That would be the situation when trade 
creation effect is strong enough to surpass both the negative impact of trade 
diversion and the sum of the direct and indirect effects.  
 
For that to happen, a country A has to enter into a free trade agreement with trade 
partners that represent the bulk of the foreign trade of that country. That is exactly 
the case of some of the Latin American countries. The trade partners in the 
Western Hemisphere account anywhere from 60% up to 90% of their total foreign 
trade. Hence, the trade diversion effect would be very small. Since tariff rates of 
some of the countries are already very low, and the trade diversion is negligible, the 
fiscal revenue increases due to a strong trade creation effect. Let us recall that the 
average effective tariff rates in Costa Rica and Nicaragua in 2006 were 2.1% and 
1.9%, respectively. And these two countries are precisely the ones where the 
positive impact of the trade creation effect on fiscal revenue is superior to negative 
impacts of all other effects. 
 
 
6. Conclusions 
 
The results of the estimates we present in this paper are quite interesting. First, 
they differ substantially from county to country. For some countries, a hemispheric 
trade area would entail only a small cost in fiscal terms. For them, it would be easy 
to absorb that cost with a better tax administration, for example. In most other 
countries that cost would be around one-half percentage point of GDP. They would 
need some kind of tax reform to compensate for the cost, or would have to reduce 
their expenditure. Finally, there are two countries where the overall fiscal effect of 
the TAA would be positive. Obviously, that is the best possible result, since neither 
new taxes nor reductions in expenditure would be needed. 
 
In general, one could conclude that a hemispheric trade area would have a negative 
impact on fiscal revenue of individual countries, but would not be sizable.  In fact, 
in many countries the bulk of imports come from the United States. If countries 
have free trade agreements with the US, the negative impact of a TAA falls sharply. 
Such FTAs have entered into effect for seven of the twelve analyzed countries, 
namely, Central American ones, the Dominican Republic and Peru, while Columbia 
and Panama are in the middle of ratification process. Since the fiscal impact of 
these FTAs will absorb part of the fiscal impact of the TAA, one could suspect that 
not only Costa Rica and Nicaragua, but also some other countries would have 
positive fiscal impacts if and when a TAA enters into effect. 
 
We also tried to present a more nuanced argument about the effect of the trade 
liberalization on fiscal revenue. It says that the relationship is not linear, so that it 
changes the direction as the country advances with the process of trade 
liberalization. Specifically, at high levels of protection, trade liberalization would 
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tend to increase fiscal revenue. At more moderate levels of protection, trade 
liberalization would tend to reduce fiscal revenue. Finally, as the level of tariff rates 
is very low, further trade liberalization could actually increase fiscal revenue. In the 
last case, the positive effect of trade creation on fiscal revenue surpasses all 
negative effects combined. 
 
Policy implications of that argument are interesting. If countries have already 
advanced in the direction of trade liberalization, as is the case of many Latin 
American ones, further FTAs might actually bring about an increase in fiscal 
revenue. Also, if there is an increase of fiscal revenue at the beginning of the 
process of trade liberalization, that could be used to compensate losers in the 
process (less efficient producers) and in that way lessen the negative impact of 
trade liberalization on domestic producers. It also has important effects on the 
political economy of reform. 
 
Further research would be needed to explore if similar pattern could be detected in 
other countries and regions that have embarked on a process of trade liberalization. 
Another possible topic for investigation would be the inflection points where the 
fiscal effect turns negative or positive. That would be of great value for 
policymakers. 
 
Finally, a study of fiscal effect of trade liberalization has to take into account other 
tendencies with regard to fiscal revenue and expenditure. As we have pointed out, 
there are different processes going on that have a bearing on fiscal results. That 
broader context has to be analyzed in order to understand the political limitations 
of trade liberalization policies, their social consequences, and the options of 
policymakers to replace lost revenue with alternative sources. The tendencies we 
have illustrated here with open scissors present policymakers with very difficult 
tradeoffs, so a better understanding of what effect further trade liberalization 
would have on fiscal revenue might help them make a better decision. 
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