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1 INTRODUCTION  

 

1.1 BACKGROUND 

Without trade, the standards of living would be lower, and for any other country the more so, 

the greater the current importance of trade in that nation’s economy. As pointed out by 

Freeman (1971): “Free Trade is better for a country than no trade, that is, that under free trade 

real incomes will be higher than in the absence of trade”. This has led to the search for wider 

markets, which is a prime requisite for economic growth, and has pushed many countries to 

enter into special preferential agreements with neighboring or nearby states, and with states 

where there’s a trade relationship. 

 

Most countries, especially developing countries like in Central America, have accepted the 

acceleration of economic growth as perhaps their most important function, so it is not 

surprising that they have turned to trade agreements as one possible means of achieving this 

goal. The notifications to the WTO reveal that free trade agreements are the most common 

form of Regional Trade Agreements (RTAs): they account for 72% of the total number. 

Customs unions account for 9%, while RTAs with only a partial sectoral coverage account for 

the remaining 19% (Sampson 2003). See Appendix 1 for more detailed information. 

 

Developing countries have been and will continue to negotiate trade agreements, since these 

are seen as a means to broaden existing channels of trade and opening new ones. Countries 
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like Central America, whose societies’ are in a position in which a large portion of their 

members do not meet the minimum living standards to be regarded as quality of living in 

modern society, are searching for ways to improve this situation. They are negotiating FTAs 

with the United States and other important trade partners. 

 

Since the late 1980s, a new global wave of FTAs has been arising. Developed countries as 

well as developing countries are members of at least one FTA, and many countries belong to 

more than one. The main objective of this thesis is to examine the economic impact of a 

possible FTA between Central America and Taiwan, as well as its implications. 

 

1.2 METHODOLOGY 

Over the last several decades Applied General Equilibrium (AGE) models have become an 

important tool for analyzing economic issues. This development is explained by the capability 

of AGE models to provide an elaborate and realistic representation of the economy including 

the linkages between all agents, sectors and other economies. While this complete coverage 

permits a unique insight into the effects of changes in the economic environment throughout 

the whole economy, single country, and especially global, AGE models very often include an 

enormous number of variables, parameters and equations. 

 

The empirical model used in this paper is the GTAP (Global Trade Analysis Project) which is 

a multi-regional AGE model which captures world economic activity in 57 different industries 

or sectors of 87 regions (Version 6 of the data base). It was developed by a team led by 

Professor Thomas W. Hertel at Purdue University, United States. 
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For the analysis of other factors, information from web pages, as well as the discussion in 

research reports, essays, and periodicals about the relationship of both partners will be 

summarized and analyzed. 

 

1.3 LIMITATIONS 

Although geographically Belize is part of the Central American subcontinent, its roots, history, 

culture, language and trade relations have very dissimilar background to those of the rest of 

countries in Central America. For this same reason, most of the information compiled for the 

Central America region has traditionally excluded Belize, which represents a limitation. Due 

to this reason, hereafter the term Central America refers to the Republics of Guatemala, El 

Salvador, Honduras, Nicaragua, Costa Rica and Panama and excludes the Republic of Belize. 

 

The results derived from the empirical model utilized provide useful preliminary evaluation of 

a probable FTA between Central America and Taiwan, but there are some limitations that 

need to be taken into account. For instance, the possible gains from inflows of foreign direct 

investment, economies of scale, and pro-competitive effects on imperfectly competitive 

markets are not incorporated into the empirical model. The effects of service sector 

liberalization are not considered either.  

 

It is not common to find a discussion on whether one should refer to Taiwan as “the Republic 

of China” (ROC), or vice-versa. Throughout this paper, both terms are commonly used and do 

not express any orientation or opinion on whether one or the other is the proper term. 
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1.4 STRUCTURE 

This first chapter described in more detail the objectives of the research and how these 

objectives are going to be achieved. It also described some limitations to the research that 

should be taken in consideration by the reader. Chapter two is a detailed description of the 

social, economic and political atmosphere of both Central America and Taiwan and their trade 

relationship as well as FTA policies, which is necessary to have a general view of the situation 

and to understand why trade and recognition is so important for both parties.  

 

In Chapter three, the theoretical background gives a view of the theory surrounding the main 

topic, free trade, where the concept is discussed together with the gains that free trade gives, 

and the concept of free trade agreements. 

 

Chapters four and five concern the evaluation of the economic impact and implications of an 

FTA between Central America and Taiwan. The results of the simulation run with the 

empirical model are discussed in Chapter four, including selected macroeconomic indicators 

and sectoral output level as well as trade volume. Chapter five approaches other implications 

that the empirical model does not take into account. Finally, the sixth chapter gathers all the 

knowledge together to draw conclusions of the research findings. 

 


