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EXECUTIVE SUMMARY

The purpose of this report is tc assess whether a targeted food program is
necessary te protect the food security of households that might be affected
negatively by a proposed structural adjustment program. This study measures the
expected impact on the incomes and food consumption of the poor in El Salvador
arising from a set of proposed structural adjustment reforms. The reforms are not
the results of this swdy; rather, they are givens to this work. For the purposes of
this study, the proposed reforms are assumed to be implemented during 1990. These
effects were evaluated using econometric estimates of a three-sector general
equilivrium model of the real economy for El Salvador. The results of this three-
sector model were then uvsed to compute the effects on sectoral performance arising
from a selected number of exchange rate and trade policies. The exchange rate and
trade policies were assessed in terms of their effect on the structure of relative
prices. The core of the analysis consists of (a) estimating the effect of changes in
relative prices on value added in each sector; and (b) tracing the effect of the price
changes and sectoral performance on the wage incomes and food costs of a number
of specific population grou»s.

The population groups defined to be in extreme poverty were identified from
the 1985 Multiple Purpose Household Survey (MPHS), together with the cost of a
nutritionally - adequate food basket.  To compute current (1989) estimates of the
prevalence of poverty, we used the changes in population, incomes and relative
prices which have occurred from 1985 to the present.

The method for assessing poverty and nutritional risk is based on the
identification of specific population groups by their occupational and sectoral
employment characteristics. ~ Estirnates of household incomes and of the adequacy of
these incomes relative to the cost of a food consumption norm constitute the basic
criterion for identifying the population groups likely to contain large numbers of
persons in extreme poverty. A household is considered to be at the extreme
poverty level if 70 percent or more of total household income would be required to
purchase a nutritionally adequate food basket.

Principal Findings

In 1989 the total number of persons living in extreme poverty exceeded 2
million. Of these, more than 1.6 million live in rural areas. The concentration and
acuteness of extreme poverty in the rural areas has increased in the last four years.
The principal causes of this are the implicit and explicit policies that have
depressed agricultural prices of both basic grains and exportable agricultural
comumodities; undoubtedly, these conditions have been exacerbated by the earthquake
and the civil conflict.

Notably, the urban poor are also persons linked primarily to the agricultural
sector. We estimated that 366 thousand persons in the urban areas were extremely
poor in 1989; of these, more than 65 percent work in the agricultural sector. This
means that about 128 thousand persons in extreme poverty in the urban areas are
associated with non-agricultural occupations. These latter are concentrated in
unskilled occupations m industry and in the service workers.

Almost all households of agricultural workers--whether they have land and
whether they reside in rural or urban areas--are judged to be in extreme poverty
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by the criterion used for this study. Therefore, efforts to ameljorate poverty in El
Salvador must be primarily directed at the incomes of the rural and agriculturally-
based population.

The economic stagnation of El Salvador during the 1980s has stimulated
interest in a structural adjustment program to implement fundamental policy reforms
designed to restore economic growth.  The principal focus of this program is to
achieve a permanent devaluation of the real exchange rate in order to stimulate
growth in the agricultural sector.  These proposals have caused concern about the
possibility of adverse effects on the food security of the poorest segments of the
population.  As a result, there is great interest in exploring whether food assistance
programs should be used to create a nutritional safety net for the poor.

In the most extreme structural adjustment scenario, the exchange rate and
tracge policy reforms are assumed to lower the relative price of importables
(industrial goods) by 20 percent and to raise the relative price of exportables
(agricultural goods) by about 25 percent. In this case, and if the economic growth
rates that the program’s proponents expect were to be achieved, then there is likely
to be a significant increase in the prevalence of extreme poverty in the urban areas
in the short run. The proposed structural adjustment measures would increase the
prevalence of extreme poverty in the non-agricultural, urban occupational groups
from 128 thousand to almost 300 thousand. Without structural adjustment, in the
short run, conditions will remain about the same as they have been.

In the longer run (five years), the conditions of increased urban poverty
arising from the adjusument program are not expecied to persist. By 1994, the
prevalence of extreme poverty among the total population would decline by 10
percent, from 40 percent to 36 percent. In the absence of the structural
adjustment program, the prevalence of poverty would continue to rise. With the
structural adjustment program, there would be approximately 373 thousand fewer
poor persons in 1994 than in the absence of the program. With the structural
adjustment program, agricultural GDP would rise by about two-fifths by 1994 and
non-agricultural GDP would rise by about one-fifth. However, more than half the
rural population would remain under conditions of extreme poverty, because their
poverty is so deep.

By 1994, in the absence of the reforms, the number of urban persons in
extreme poverty would grow from 366 thousand in 1989 to 542 thousand in 1994,
the number of non-agricultural poor would rise to 271 thousand from its present
level without the structural adjustment program. With the program the number of
non-agricultural poor would fall t5 114 thousand. Considering the rapid population
growth, this would be a significant decline in urban poverty as a result of the
structural adjustment program.

Coaclusions

The principal question this study addressed centered on the need for a
targeted food program as a "safety net” to protect persons likely to be adversely
affected by the proposed structural adjustment program. We found that poverty in
vl Salvador was associated primarily with the population living in rural areas or
with employment in the agricultusal sector. These persons are the ones most likely
to benefit from the proposed structural adjustment program through significant
increases in average household incomes by 1994, Nonetheless, the extent and
intensity of rural poverty in El Salvador is so severe that a majority of the mral
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population and peopie employed in the agricultural sector will remain in conditions
of extreme poverty.

With respect to the urban population, we found that the structural adjustment
program would reduce the prevalence of extreme poveity over the peried 1989 to
1994, In estimating extreme poverty in 1994 with and without the structural
adjustment  program, we found that at least one-half of the urban poor--more than
one quarter of a million persons--live in households whose incomes derive from the
agricultural sector.  The absolute number of persons in extreme poverty associated
with non-agricultural occupations is actually reduced from its level in 1989 as a
result of the reforms.  Thus, in terms of reducing the prevalence of extreme
poverty, the structural adjustment program would primarily benefit the non-
agricultural urban populaiion. The best strategy for protecting the food security of
the non-agricultural urban population is to implement the structural adjustment
program.

During the 1989 to 1994 period, approximately one quarter of 2 million urban
persons in the agricultural sector are, ~.d would remain, extremely poor by the
criterion used for this study. While this number does not change appreciably as a
result of the reforms, there is a question as to whether this group should be the
beneficiaries of a targeted food program. A complete answer to this question would
require additional information to that available to us for this study. In particular,
this population group may constitute part of the displaced persons problem.
Alternatively, this population group could be misclassified as an urban population
group given the definitions used for determining urban areas in El Salvador.

If a significant number of the urban agricultural workers are part of the
displaced persons group, then attention should be directed to them in their
condition as refugees, since their plight is not a result of the functioning of the
economic system.  If, on the other hand, this group is an artifact of the statistical
system of El Salvador, then it would be dangerous to address its needs as an urban
population when it may actunally be a rural population group.

It is therefore the principal conclusion of this study that there is no need for
an additional targeted food program to compensate or protect the persons adversely
affected by the proposed structural adjustment program. We believe that
interventions in the food system would be antithetical to the purposes of the
structural adjustment program. Even impleiaenting a highly targeted program carries
with it the grave risk of institutionalizing the existing distortions to the
agricultural pricing system. This would negate the beneficial effects of the
proposed reforms and perhaps severely aggravate the public finance situation that
the country faces.

There is, however, a very strong need for addressing the chronic problems of
extreme poverty that have persisted in El Salvador and that have become acute in
recent years as a result of economic distortions, civil conflict and natural disasters.
One of the best instruments for addressing the problem of chronic poverty is the
proposed structural adjustment program. However, these reforms are not likely to
be sufficient in alleviating the chronic poverty conditions. They need to be
supplemented with activities that facilitate the response of the private sector
(especially in the rural areas) to the opportunities created by the improved
incentives which will face the agricultural sector.
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1. INTRODUCTION

The purpose of this report is to assess whether a targeted food program is
necessary to protect the food security of households that might be affected
negatively by a proposed structural adjustment program. This study measures the
expected imjact on the incomes and food consumption of the poor in El Salvador
arising fmm"a st of proposed structural adjustment reforms. The reforms have been
proposed by 2 number of Salvadorean economists and by the multilas=ral and bilateral
donor organizations that provide economic and development assistance to El Salvador.
Thus, the reforms are not the results of this study; rather, they are givens to this
work.  For the purposes of this study, the proposed reforms are assumed to be

implemented during 1990,
1.1 Statement of Problem

The economic stagnation of El Salvador during the 1980s has stimulated
interest in a structural adjustment program to implement fundamental policy reforms
designed to restore economic growth. The elements of this program are reforms in
exchange rate policy, interest rate policy, commercial policy and monetary and fiscal
policy. The primary objective of the program is to achieve a permanent devaluation
of the real exchange rate in order to stimulate growth in the agricultural sector.
Agriculture has historically been an important source of employment and inccme, but

has experienced a steep decline in real output in the past decade.

The possibility that a devaluation can have contractionary effects has long
been recognizedl. However. the differential effects of structural adjustment
programs on the incomes of different groups in the population have only recently
begun to receive more attention?.  Some groups will venefit and others will lose;
the net effect on a particular group will depend on a number of factors. These
include the sector of employment, occupation, geographic location, the endowment of

human capital, and mobility of productive factors owned by the group.

I izondo and Montiel (1989) survey the analytical literature on contractionary
devaluations.

ZSee, for example, Heller, et al. (1988) and the IMF (1986).
1



Jolly (1985) points out that structural adjustment policies have tended to have
disproportionately negative effects on the health and nutrition of poor people in
underdeveloped countries, particularly children. If these effects were taken into
account in designing these programs. many of the negative impacts on the poor could
be alleviated. This would also facilitate the implementation of the program. To do
this requires a careful analysis that identifies who the poor are, where they live and
how inany there are. It is extremely important that the efforts taken to moderate
the negative effects of structural  adjustment programs on poor households not
become barriers that prevent the objectives of the program from being met. This
would help insure that in the medium- to long-run the poor benefit from the

structural adjustment program.

In light of these considerations, the proposed reforms in El Salvador have
raised concerns that the food security of the poorest segments of the population
might be adversely affected.  These concems are particularly écutc, since food
expenditures represent the bulk of total expenditures of the poor. Given the wide
experience that the country has had with food assistance programs, it is not
surprising that there is considerable interest in exploring whether a targeted food
program could be used to support the proposed economic reforms by creating a

safety net for the poor.
1.2 Food Assistance Programs in El Salvador

El Salvador’'s experience with food assistance program dates back to the 1940s.
Initially, food assistance efforts were designed to improve the nutritional status of
low income and malnourished families. More recently, the objectives have become
more diversified. Natural disasters, civil conflict and the economic crisis have
displaced significant numbers of people and worsened poverty conditions through
reductions in output, employment, and incomes. These factors have been used to
justify an increased use of international food aid. This has in tumn created
numerous programs, such as Programa de Alimentacién a Grupos (PAG) feeding
programs targeted principally at maternal-child health, school feeding, food for
work, and displaced persons. Many interventions in the food systems of El Salvador
were alsc implemented through the actions of the Mational Institute for Regulation
of Supply (IRA), which attempted to maintain the prices of certain foods levels

below their market clearing values.



In the past, food prices have been artificially depressed as a result of these
direct interventions as well as the indirect effect of macroeconomic policies. A
central element of the structural adjustment program would be to liberalize the
prices of agricultural products. This would eliminate implicit and explicit subsidies

to food prices. Therefore, it is expected that food prices would rise.

To moderate the effects of these price increases on the poorest people,
alternative proposals have been made regarding targeted food programs, including a
fuod stamp program. Yet, an overview of previous studies of food aid programs in
the country have highlighted a number of problems, including inconsistent and
mutually opposing objectives.  The result has been a duplication of efforts and
competition among projects ( Secretaria Técnica Alimentaria (SETA), 1989). There
have also been problems with progremming coverage, identification of beneficiaries,
cperational aspects such as problems with transport and storage, and lack of

coordination among the institutions involved.

Of the total amount of food aid, generalized programs constitute the greatest
proportion.  In 1986, only 17 percent of food aid was distributed through the PAG
(MIFLAN/Ministerio de Salud Puablica/INCAP, 1987). External food assistance to FEl
Salvader in recent years has taken the form of program assistance; this has been a
significant revenue source in the government budget (SETA, 1989). There has been
much concern and criticism that such massive levels of food assistance could create
disincentives for food production and probably adversely affect the performance of
the economy, given that this assistance is being broughi into a highly distorted

economic system,
1.3 Objective of the Study

The purpose of this analysis is to measure the expected effects of a proposed
structural  adjustment program on the incomes and food consumption of the
extremely poor in El Salvador and to determine whether a program of targeted food
assistance to groups that might suffer from the reform measures is needed. To do
this we first identified the poor in El Salvador and determined their numbers and
functional ~characteristics, namely, the type of work they do and the economic

sector in which they are employed.  The ability of each functional group to
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purchase a nutritionally adequate food vasket was used to determine whether that
group was likely to contain a large number of extremely poor people.

The macroeconomic effects of the policy reforms were simulated by employing
econometric estimates of a three-sector general equilibrium model of the real
economy of EI Salvador. The three sectors are exportables, importables and non-
tradables.  The effects of a selected number of exchange rate and trade policies
were translated into changes in the relative prices of exportables and importables,
which in tum were used to calculate possible changes in sectoral value added.
These relative price and income changes were used to calculate estimates of poverty

as measured by the cost of a nutritionally adequate food basket.

Section 2 describes the three-sector general equilibrium model of the economy.
Section 3 presents the methods used to identify and enumerate the poorest groups
in El Salvador. Section 4 discusses the short-run and long-run effects of a
proposed structural adjustment program in terms of changes in the numbers of the
poor. Based on these findings, a number of recommendations are made as to how
best alleviate the negative effects on the poor. These recommendations are

presented in Section 5.



2. MODELING THE EFFECTS OF STRUCTURAL ADJUSTMENT REFORMS

The model used to analyze the proposed structural reforms is based on a class
of general equilibrium models which have been applied by Sigma One Corporation,
IFPRI and others to assess the economy-wide effects of trade liberalization,
exchange rate reforms and related macrosconomic policies. The specific approach is
based on the work of Dombusch (1974), Sjaastad (1980) and Sjaastad and Clements
(1981), among others. A widely available and readable presentation of this approach
is Garcia Garcia (1981) for Colombia. Economists at Sigma One Corporation have
extended these methods to assess food consumption and income distribution effects
(for example, Franklin and Valdés (1987) for Peru). While the particular model used
for the analysis for El Salvador is based on this tamily of models, it was solved

specifically for the present study using methods presented in Lewis (1975).
2.1 Theoretical Three-Sector General Equilibrium Model

The model is a three-sector general equilibrium model based on those
developed and extended by Dornbusch (1974), Sjaastad (1980), Sjaastad and Clements
(1981) and Garcia Garcia (1981). The economy produces and consumes three goods:
exportables (x), importables (m), and home goods (h). The economy is small and
open, so that the terms of trade (the relative price of importables in tenms of
exportables) are given to the economy. In equilibrium, trade is balanced. There
are no initial distortions.  The relative prices of importables and cxportables in
terms of home goods are flexible; following a disturbance to the system, equilibrium
is restored via home goods market clearing. The economy is always assumed to
operate on its production possibilities frontier with fixed endowments of labor and
capital.  There is no investment, so there is no endogenous growth; the model
reallocates factor incomes across sectors in response to an exogenously-induced

change in relative prices.

Value added in each sector, Zi' i = x, m h, is assumed to be produced with

domestic capital, ki' and labor, li' Each value-added function is assumed to exhibit

constant returns to scale; the elasticity of substitution between capital and labor, ;



for i = x, m, h, is not constrained to be equal across sectors. Using E as the
logarithmic differential operator3 the production relations can be written as

EZ, = o EL +(1-0t, )Ek, (2.1)
EZ = o El +(1-o )Ek (2.2)
EZj, = oy Elp +(1-0 )Eky (2.3)

where o, is the sectoral cost share of labor and l-o; is the cost share of capital in

each sector, 1. e.,
a; = WIi/Zi = wli/(wli+rki) i=x,mh
l-oci = rki/Zi = rki/(wli+rki) i=x,m,h

Human and physical capital are assumed to be completely mobile across sectors.
Therefore, the real rental rate of a unit of human capital, w, and the real rental
ratc of capital, r, are identical in the three sectors. We note that wages paid to
persons in different occupations and different sectors of the economy can differ,
because of differences in human capital endowments, but we emphasize that the
rental rate per unit of human capital is identical in all sectors.

If all firms in each sector minimize the cost of producing a given amount of
value added, then the derived demands for labor and capital by each sector can be
obtained from the cost function. These can be written in log differential form as

follows:
El, = EZ_-(1-0, )0, E(w/r) (2.4)
Ek, = FZ_+o 0, E(w/r) (2.5)
El,, = EZ_-(1-o, )0, E(w/r) (2.6)

3 That is, Ey = dlny.



Ek,, = EZ +o 0, E(w/r) (2.7)

Elj, = EZ; -(1-0y )01, E(w/r) (2.8)

Ek), = EZh+ahchE(w/r) (2.9)
The economy has a fixed endowment of domestic labor, 10, and capital, kO.

Following Lewis (1975), factor substitution within each sector allows real factor

prices to clear factor markets so that the fixed supply is allocated among the three

sectors:;
0_,_
O=1=1,41 4+, (2.10)
K0=k= K+t | 2.11)

Equations 2.4 to 2.9 represent the demand conditions in factor markets. Equations
2.10 and 2.11 are factor market equilibrium conditions that insure the available

supplies (10 and kO) are fully employed.
The economy faces the following resource constraints:
].Lx(xxElx+].Lm(melm+],lh(thlh =0 (2.12)
Hy(1-0 )Ek +p l-onm)Ekm+ph(l-ah)Ekh =( (2.13)

where W=Z./Z is the share of value added in the ith sector to total value added, Z.
Equations 2.12 and 2.13 represent the production possibilities frontier for the
economy.  The equations say that the weighted sum of changes in the sectoral
allocations of each factor is zero. This implies that in a new equilibrium following
a disturbance, the economy remains on the production possibilities frontier, although

it will be producing a different output mix.

Output prices are linked to factor prices through the following marginal cost

equations:

EPx = ochw+(l-ax)Er (2.14)



EPp, = o Ew+(l-o )Er (2.15)
EP), = oy, Ew+(1-0y )Er (2.16)

These equations are neoclassical equilibrium conditions. With no transactions costs,
there are zero profits in equilibrium.  This implies that payments to the factors

exhaust the price of the output.

Equations 2.4 through 2.16 constitute the model. We want to obtain sectoral
value added as a function of the relative price of exportables and importables.
Specifically, we want to determine the responsiveness of sectoral value added to
changes in these relative prices. To do this we apply a solution method described
in Lewis (1975).

First, substitute the sectoral derived demands for labor and capital into the
economy’s production possibilities frontier. That is, substitute equations 2.4, 2.6 and
2.8 into equation 2.12 and equations 2.5, 2.7 and 2.9 into equation 2.13 to get:

pxaxEZX+umamEZm+uhahEZh-sAE(w/r) =0 (2.17)

px(l-ax)EZx+pm(1-am)EZmﬂLh(1-ah)EZh+sAE(w/r) =0 (2.18)
where sA = pxax(l-ax)oxﬂtmam(l-am)omw honh(l—ah)ch.

Second, obtain an expression for the relative price of exportables as a function
of the factor price ratio by subtracting equation 2.16 from 2.14. Likewise, the
relative price of importables in terms of home goods can be expressed as a function
of the factor price ratio by subtracting 2.16 from 2.15. This yields

E(Py/Py) = (o -0y )E(wir) (2.19)



Third, rearrange 2.19 to obtain E(w/r) as a function of the relative price of
exportables and substitute that expression into equation 2.17. Solving the resulting

expression for EZ, gives

VB4 [TINo4 sA
EZ, =- - M Mgy _hh oo +— _ EP./P.) (2.21)
X m h x*h
My Oy Hy Oy p’xax(ax'ah)

Rearrange equation 2.20 to obtain E(w/r) as a function of the relative price of
importables and substitute that expression into 2.18. Solving the resulting expression

for EZ  gives

Hy(l-0tp) Hp(1-0y) SA
EZm = EZx - EZ, - E(Pm/Ph) (2.22)
p'm(l'mm) p'm(l'mm) p'm(l'o"m)(o‘m'o‘h)

The result is a system of two simultaneous equations for EZ, and EZ  in terms of

relative output prices and sectoral values added.

Value added in the home goods market is detenmined by an equilibrium
condition that states that the excess demand for home goods is zero. We implicitly
assume that home goods are produced only with domestic labor and capital, that is,
no imported inputs are used in the production process. Thus, the supply schedule
for home goods will not shift in response to a change in the output of importables.
The supply responsiveness of the home goods sector can then be solved for by a

demand-side substitution that gives
EZ), = 1th(Px/Ph)+Tth(Pm/Ph) (2.23)

where T, is the elasticity of demand between the ith good (exportables or

importables) and home goods.

Given a change in the relative price of exportables, importables or both, this
system of three equations (2.21 through 2.23) determines the sectoral output
responses as functions of the structural parameters in the economy. These
parameters include the sectcral factor shares, the sectoral output shares, and the

elasticities of substitution between labor and capital in each sector.



2.2 Estimation of the Model

2.2.1 Data

Data on current and constant value GDP from 1960-1987 by sector of origin and
by expenditure category (private sector consumption, government investment and
consumption, private sector investment) were taken from Lievano and Norton (1988).
The exportable sector was defined to be agriculture and mining, the importable
sector was defined to be manufacturing, and the home goods sector was the rest of
GDP*,

Implicit price deflators for importables and home goods were calculated from
these data and used to represent the nominal prices of the outputs of these sectors.
The relative price of importables in terms of home goods was the ratio of the
implicit deflator for importables to the deflator for home goods. The relative price
of exportables in terms of home goods was taken to be the trade-weighted real
exchange rate. This was calculated for 1960 to 1987 and represented an extension
of Loehr (1988) and Loehr, Protasi, and Vogel (1989).

The quality of data for El Salvador presented a serious obstacle to this
analysis.  In particular, the accuracy of the sectoral GDP data is suspect.  Based
partly on finding identical labor shares in the exportables and importables sectors,
we hypothesize that estimates of GDP in these sectors were obtained by multiplying
sectoral wages by a fixed factor. In addition, a doubling of the relative price of
exportables during 1975-77 was accompanied by a decline in agricultural sector GDP.
This is not credible. In the calculation of value added, an exogenous increase in
the value of a sector’s output should generate a corresponding increase in sectoral

value added, regardless of whether physical output increases.

These problems with a fundamental indicator of economic activity have
profound implications for implementing and monitoring the effects of policy reforms.
It makes a determination of who is gaining and who is losing especially problematic,
thereby compromising efforts to compensate the losers. It is very important that

“n terms of sectoral GDP, home goods comprise construction, electricity and
water services, transport and communications, commerce, finance, real estate,
government services and personal services.
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some effort be made to detennine {and validate) the techniques used to compute

value added, especially now that significant policy reforms are being contemplated.
2.2.2 Parameter Estimates

The model given by equations 2.2l to 2.23 was estimated by two-stage least
squares in order to account for simultaneous equations bias. To insure that the
system was identified, exogenous shifters were added to each equation. The

estimating equations were

anx =ag+a lan+a21nZh+a3ln(Px/Ph)+a41nl+a51nDC+Ux (2.24)
InZ . =bg+b, l_an+b21nZh+b3ln(Pm/Ph)+b4lnI+b51nDC+Um (2.25)
InZy, =cqyte lln(Px/Ph)+czln(Pm/Ph )+c3lnCG+c4lnPOP+Uh ' (2.26)
where
[ =real private sector investment,

DC = Central Bank credit to the banking system deflated by the implicit GDP
deflator,

CG = real private and government consumption,
POP = national population,

Ui = error term, i = x,m,h.

The parameter estimates are shown in Table 2.1.
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Table 2.1. 2SLS Parameter Estimates

Dependent Variable

Explanatory
Variables Zx Zm Zh
Constant -0.30 -2.11 -1.27
(1.34) (0.69)** (0.33)%*
Z, 0.14
(0.34)
Z -1.05
m (0.59)
Zy 1.93 0.92
(0.72)* (0.24)%*
P, /Py 0.35 0.09
(0.23) (0.06)
P_/P 0.36 -0.01
m™h (0.06)** (0.04)
I -0.11 0.07
(0.06) (0.03)*
DC -0.06 0.05
(0.05) (0.03)
CG 0.87
(0.06)**
POP 0.21
(0.09)*
Adj. R? 0.91 0.99 0.99

All variables are in logs. Variables are defined in the text. Standard
errors in parenthese. Significance levels indicated by * = 5%; ** = 1%
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2.3 Structural Adjustment Policy Scenarios
2.3.1 Elements of the Proposed Structural Adjustment

The proposed structural adjustment program consists of changes in exchange
rate policy. commercial policy, and monetary and fiscal policy. The centerpiece
would be a nomina! devaluation of 50 percent, from C.5.0 per dollar to C.7.5 per
dollar.  The major reforms in commercial policy would be the elimination of all non-
tariff barriers (NTBs), such as import prohibitions, prior deposits and quantity
restrictions.  Furthermore, all tariffs above 50 percent would be immediately reduced
to 50 percent. Within 5 years, the range of tariffs would be narrowed to 15 to 50

percent (with an average of 35 percent) applicable to all imports.

Changes in fiscal policy would be directed at reducing the deficit from 4.5
percent of GDP to less than 1.5 percent within 5 years. ReQenues would be
increased by broadening the coverage of the stamp tax (timbres) as a first step
towards implementing a value added tax.  Other measures to improve revenues
include a reform of the pricing policies for goods provided by the public sector, for

example, electricity.

The objective of monetary policy would be to keep inflation under control in
order to prevent the erosion of the real effects of the devaluation. In addition, the
Central Bank would immediately move to a regime of fixed positive real interest
rates as a first step in mobilizing domestic savings. In the longer run, all

subsidized credit would be eliminated.
2.3.2 Construction of the Scenarios

The objective of this section is to combine the estimates of the geueral
equilibrium model with the proposed economic reforms in order to estimate changes
in sectoral incomes. As formulated in equations 2.21-2.23, the model is driven by
changes in the relative prices of exportables and importables. Hence, we manifest
the effects of the economic reforms as changes in these relative prices. Next, the
effect of these relative price changes on sectoral value added are computed. The
price changes and the changes in sectoral value added are then translated into

changes in the wage incomes and food costs of the fun-tional groups.
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This section describes the linkage between the policy reforms and the relative
price changes. We concentrated on the reforms in exchange rate and commercial
policy. ~ Qur analysis assumed that monetary and fiscal policy would be utilized to
support the nominal devaluation, i.e., to cnsure that inflation would not erode the
real effect of the nominal devaluation. The relationship between the fiscal deficit
and inflation was not analyzed, nor were the effects of inflation on the population

at nutritional risk.

Table 2.2 presents different scenarios for the effects of the structural
adjustment program on relative prices and sectoral value added. We assume that
the economic reforms are implemented at the beginning of 1990; all changes are
relative to conditions prevailing at the end of 1989. The scenarios are constructed
for the short run (one year, corresponding to the end of 1990) and the long run
(five years, ccrresponding to the end of 1994). The difference bétween the short-
and long-runs is one of cumulative change from 1989 to 1990 and to 1994,
respectively, in population, total GDP and sectoral GDP. However, it should be
noted that the relative price changes caused by the reforms are once-and-for-all

changes; they do not cumulate from year to year.

All scenarios assume an annual population growth rate of 2.5 percent. A
baseline of no structural adjustment was specified; because no reforms would be
undertaken in the baseline case, it was assumed there would be no relative price
changess. Since the model does not allow for endogenous growth, GDP growth
rates were assumed.  Estimates of per capita income growth expected to prevail
under present policies (the baseline) were taken from the World B:nk (1989, Table
7.2).  Annual per capita growth rates for real GDP under structural adjustment were

assumed to be 1.0 (1990), 2.0 (1991), 3.0 (1992), 3.5 (1993) and 4.0 (1994)6.

For the structural adjustment scenarios, we assumed a nominal devaluation of
50 percent (from C.5.00 per dollar to C.7.50 per dollar) and the removal of all NTBs
on imports resulted in a decrease in the relative price of importables of 10 percent

SBecause we did not model the effects of inflation, we ignored one potential
source of change in relative prices, namely, further appreciation of the real
exchange rate,

5Growth rates were supplied by USAID/EI Salvador.
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Table 2.2. Structural Adjustment Scenarios

1990 1994
Baseline I 11 I Baseline 1 11 I11

Exogenous Changes

Population 0.025 0.025 0.025 0.025 0.13 0.13 0.13 0.13

P/C income -0.007 0.0l 0.01 0.01 -0.14 0.14 0.14 0.14
Relative Price Changes

Importables 0.00 -0.10 -0.15 -0.20 0.00 -0.10  -0.15  -0.20

Exportables 006 0.12 0.18 0.24 0.00 0.12 0.18 0.25
Sectoral Changes

Home goods 0.00 0.03 0.03 0.04 0.00 0.16 0.17 0.17

Exportables 0.00 009 0.13 0.17 0.00 0.21 0.25 0.29

Importables 000 0.00 -0.01 -001 0.00 0.14 0.13 0.13

All changes are represented as proportional changes.
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(Scenario I), 15 percent (Scenario IT) and 20 percent (Scenario III). To understand
better why these values were selected, an overview of the theory of the incidence

of protection is useful .

The following relationships for the nominal domestic prices of umportables and
exportables are taken from Garcfa Garcfa (1981). E, denotes the nominal exchange

rate measured as the domestic currency price of foreign exchange; P* ., is the

international price of imporrables, assumed to be given to the country; P*, is the
international price of exportables, also given to the country, t and s are import
tariffs and export subsidies, respectively.

P, =E P*(1+1) (2.27)

P, = E P* (1+s) | (2.28)
The domestic price of tradables equals their international price converted to
domestic currency units by the exchange rate, all multiplied by a factor
incorporating tariffs (explicit and implicit) and subsidies.

Forming relative prices with home goods as the numeraire yields

PP = (E/PP* (1+1) = eP* (1+t) (2.29)

Px/Ph = (EO/Ph)P*x(l+s) = eP*x(l+s) (2.30)

where e is the real exchange rate. From 229 and 2.30, the relative price of

importables in terms of exportables is
P/Py = (P* P* )(140/(145)] = P*T (231)

where P* is the international relative price of importables in terms of exportables

and T is the ratio of the tariff factor to the subsidy factor.

TFor example, see Sjaastad and Clements (1981), Garcia Garcia (1981), and
Jardine, Scobie, and Franklin (1989). The latter study derives the incidence
parameter and estimates it for a five sector and seven sector economy, as well as
for the three sector economy.
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Garcfa Garcfa (1981) shows that under certain conditionss, the excess demand

functions for importables, exportables and home goods can be represented as

M(P, /Py y) = M® (2.32)
X(P, /P, y) = X® (2.33)
H(P, /Py, P,/Py, y) = HE (2.34)

where y is real income in terms of home goods. The system is in full equilibrium
when M® = X® = H® = 0; in this case, trade is balanced and income equals
expenditure. ~ We made the same assumption when deriving the model given by

equations 2.4-2.23.

The excess demand for importables (2.32) is inversely related to the relative
price of importables, whereas the excess supply for exportables (2.33) is positively
related to the relative price of exportables. A graphic representation of these
functions with quantities on the horizontal axis and relative prices on the vertical
axis would show a downward-sloping excess demand function for importables and an
upward-sloping excess supply function for exportables. Their intersection would

determine equilibrium relative prices for importables and exportables.

Interventions that move the economy away from the prices and trade volumes
implied by this intersection can be analyzed in a manner that is directly analogous
to the traditicnal microeconomic analysis of the incidence of a tax or subsidy on a
particular commodity. An important conclusion of the traditional analysis is that it
does not matter whether the tax is levied on the supplier or the demander of the
comunodity; the incidence is the same. The same conclusion applies to the incidence

of a tariff or other measure intended to protect a particular sector of the economy.

Thus, attempts to protect a particular sector of the economy, such as
importables, through tariffs or other barriers to imports can generate important and
unintended effects on unprotected sectors, such as exportables. A ariff on

8Namely, that there are no cross price effects between importables and
exportables.
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importables, either directly levied or indirectly imposed through quotas or other
non-tariff barriers, raises the price of the importables, thereby causing substitution
away from importables to all other goods in the economy. Consumption is thus
shifted to unprotected goods and services. If the importables are factors of
production in the unprotected sectors, the domestic costs of production  of
exportables and home goods may also increase. The extent to which the nominal
price in the unprotected sectors (exportables and home goods, in this example)
adjusts in response to the induced changes in consumption and production is the

measure of the incidence of the tariff.

The incidence is a function of the substitution possibilities, both in
consumption and in production, of importables for exportables and home goods; the
higher the degree of substitution, the greaer the incidence of the protective
structure  on exportables and home goods and the less effective is the true
protection to the importable sector. If importables are directly consumed by
households, their consumption will decline as a result of the tariff and the demand
for exportables and home goods will increase. If importables are also a factor of
production, producers in the unprotected sectors will reduce their use of
importables. At any given price, this will reduce the domestic production of
unprotected goods. In the case of exportables whose domestir. price is given by the
international price converted at the prevailing exchange :ate (see equation 2.28),
this increase in demand and reduction in supply can only be accommodated by an
adjustment in the price of home goods, aii thus by an adjustment in the real

exchange rate.

In the market for home goods, this induced increase in demand and decrease in
output put upward pressure on the market-clearing price. This is the mechanism by
which the real exchange rate, defined as E /Py, appreciates. This puts downward
pressure on the relative prices of exportables. A lower relative price constitutes a

disincentive to the production of exportables.

The analysis sketched above can be applied to a reduction in explicit or
implicit  tariffs on importables. Removal of tariffs or non-tariff barriers as
contemplated under the proposed reforms, would tend to lower the price of
importables; a nomiral devaluation would tend to raise their price.  To implement

this theoretical analysis, we need to establish what the net effect on the relative
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price of importables of these actions would be and we need an estimate of the
incidence parameter in order to determine what the effect on the relative price of
exportables would be. We made assumptions about the effect of the exchange rate
and trade policy reforms on the relative price of importables, assumptions that

formed the basis of the three scenarios described above.

An estimate of the incidence parameter, W was obtained from the following

regression;

Din(P,/P,) = 0.005 + 0.552Dln(Pm/Px)- 0.265DIn(TOT)+ 1.378DGDEF

(0.010) (0.076)** (0.097)* (0.726)+
where D = the first difference operatorg,
In = natural logarithm
TOT = international terms of trade calculated as the ratio of the export unit

value index to the import unit value index from International Financial
Statistics (IFS)

GDEF = government deficit (expenditures minus revenues) scaled by GDP

Adj.R? = 0.91  Durbin-Watson = 1.810

Numbers in parentheses are the standard errors.  Significance denoted by ** = 1

percent, * = 5 percent, and + = 10 percent.

The coefficient of the relative price of importables in the regression above is
the estimate of the incidence parameter. Its value of .55 implies an elasticity of
protection of 12210 The elasticity of protection measures the response of the
relative price of exportables to a given change in the relative price of importables.
Multiplying the proportional changes in the relative price of importables assumed in
each scenario by this elasticity gives the changes in the relative price of

exportables reported in Table 2.2.

9Dx(t) = x(t)-x(t-1).

10-rhe elasticity of protection is given by -Wp/(1-wpg).  See, for example,
Jardine, Scobie and Franklin ([989).
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3. DEFINING THE POVERTY GROUPS

There is widespread concern that structural adjustment programs may
particularly affect households at the lowest income levels, bccause they typically
have a limited capacity to adjust to the economic alterations that will occur. This
makes their identification a high priority.  This section describes the techniques

used to identify and characterize the poverty groups in El Salvador.

The population groups defined to be poor were determined by comparing the
cost of a basic food basket with the estimated income for persons in that group.
This is a common method for deciding whether a population group is in poverty.
For example, in the United States, the ‘“poverty level" is determined by the
criterion that household income should exceed three times the cost of a thrifty food
plan.  For this study, a criterion developed by the Economic Commission for Latin
America (ECLA) was used; a household is considered to be in extreme poverty if 70
percent or more of its income would have to be spent to purchase a basic food

basket that is nutritionally adequate.

This methodology was first developed by Joy and Paine (1975) and was used in
Central America by Valverde (1978). It has since been improved and used to answer
the types of questions addressed in this study by Parillén, Franklin, and Harrell at

Sigma One Corporation for Panama, Peru, Ecuador and the United States.
3.1 Identification cf the Poverty Groups

The number of people likely to be extremely poor in El Salvador was estimated
for groups identified according to occupation and economic sector. This
classification was performed for the urban and the rural areas. Secondary data
available from the Multiple Purpose Household Survey in 1985 (Ministerio de
Planificacién) were used to compute the likelihood that a person in a given group

would be extremely poor.

20



3.1.1 Basic Food Basket

After studying a number of alternative diets that have been used in other
studies in El Salvador, it was decided to adopt the basic basket proposed by
SECONAN in 1983, most recently revised by Osegueda (1987) and reported in Table
3.1. This hypothetical basket reflects the Salvadorean food consumption pattern and
meets the nutritional requirements of the population. It also takes into account the

difference in composition of the urban and rural diets.

The cost of the basket reported in Osegueda (1987) was for 1985. To get the
cost of this basket for the urban area in early 1989, we multiplied the quantities in
this basket by the prices in San Salvador in early 1989. The resulting nominal cost
of the urban food basket was C/3.44. To calculate the cost of the rural basket in
early 1989, its cost in 1985 was inflated by the previously calculated increase in the
cost of the urban basket from 1985 to 1989!1  The resulting nominal cost of the
rural food basket priced was C/.2.44.

Following the lead of ECLA and the World Health Organization, over the past
tew years researchers throughout Latin America have used this concept to establish
poverty levels. This concept establishes a monetary criterion for poverty, defined
as the amount of income necessary to acquire a basket of basic needs, which
includes food, clothing, shelter, etc. In the case of El Salvador, the study uses the
data provided by SECONAN to establish the extreme poverty criterion. Extreme
poverty is raid to exist if households would have to spend more than 70 percent of
their income on the basic food basket, thereby leaving only 30 percent to fulfill

their other wants.
3.1.2 Classification of Poverty Groups

Estimation of the likelihood that a person in a particular group would be
extremely poor was conducted in three steps. First, the average per capita income
for each group was estimated. Second, an index was formed in which this income
was compared to the cost of the basic food basket from Section 3.1.1; the value of
the index was assumed to be the mean of the distribution of incomes from which

Ui method of calculating the 1989 cost of the rural basket was used
because rural food prices were not availatle nor is there a CPI for the rural areas.
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Table 3.1. Composition and Cost of Urban and Rural Basic Food Baskets in El
Salvador, 1985

Urban Rural
Quantity Cost Quantity Cost
(gms) (colones) (gms) (colones)
Com 194 0.13 300 0.21
Beans 58 0.11 70 0.14
Rice 55 0.09 40 0.07
Meats 90 0.88 34 0.33
Fluid milk 175 0.23 55 0.12
Eggs 55 0.24 47 0.21
Vegetables 127 0.17 127 0.17
Fruits 157 0.20 160 0.20
Sugar 55 0.08 50 0.08
Fats 13 0.15 21 0.09
Wheat flour 35 0.08 20 0.05
Salt 10 0.01 10 0.01
Cost/Day/Person - 2.37 - 1.68
Total Calories 2,160 2,160

Source: Osegueda Jimenez, 1987
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the probability that an individual in that group would be extremely poor was
calculated. Third, the number of extremely poor persons was calculated by
multiplying this probability by the population of each group. This analysis was

conducted for both urban and rural areas.

Average per capita income was estimated by the following process. First, the
average income per wage earner was calculated. Second, the average number of
wage earners per household was determined. Third, the average household size was
estimated.  Multiplying income per wage eamer by number of wage earners per
household yielded total household income, which was then divided by average
household size to get per capita income. This process was followed for each group

and for urban and rural areas. The details of this procedure follow immediately.

Average income per wage eamer in each group was computed as follows.
Average monthly income per wage eamer by economic sector was taken from Table
LOI in the 1985 Multiple Purpose Household Survey (MPHS). The economic sectors
were: (1) agriculture; (2) mining; (3) industry; (4) public utilities; (5) construction;
(6) commerce; (7) transportation and communication; (8) finance; and (9) personal
services. Average monthly income per wage earer by occupational group was taken
from Table 1.02 in the MPHS. The occupational groups were: (1) professionals; (2)
managers; (3) office workers; (4) merchants; (5) agricultural workers; (6) drivers; (7)
skilled labor; (8) unskilled labor; (9) personal services; and (10) others. These data

were provided for urban and rural workers!Z.

For urban areas, these average sectoral and occupational incomes were
converted to proportions by dividing each by the national average urban income.
Similarly, proportions were calculated for rural workers by dividing the average
sectoral and occupational incomes by the national average rural income. If one
pictures a table whose rows are the economic sectors and whose columns are the
occupational groups, the objective was to use these row and column proportions to
fill in the cells (groups) of the table. Under appropriate statistical assumptionsl3,

I2While not explicitly stated in the tables, we assumed the figures represented
income per wage eamer.

13Namely, that the 9 average sectoral incomes and the 10 average occupational
incomes are mutually stochastically independent random variables.
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the average income per wage eamer in each group can be calculated from equation
3.1):

Yijk = (@jjx ay)Y; 3.1
where ?ijk = average income per wage earner in the jth area of residence, jth sector

of the economy and i th occupation group,

8 = proportion of the :th average sectoral income to the average income in
the ;th area of residehce

a;. = proportion of the |th average occupational income to the average
income in the ;th area of residence

?i = average income per wage earner in the jth area of residence

urban, rural

...
n

j = 1,...,9 economic sectors

k = 1,...,10 occupation groups.

This procedure yielded incomes per wage earner for 1985. The analysis
required estimates of nominal incomes for 1989 to correspond with the nominal cost
of the basic food basket in 1989. The structure of the economy in 1988 and 1989
was assumed to be the same as the average structure that existed from 1985 to
1987, that is, the average shares of GDP generated by exportables, importables and
home goods in total GDP from 1985 to 1987 were assumed to hold in 1988 and 1989.
We had an estimate of nominal GDP for 1988 that was multiplied by the sectoral
value added shares to obtain sectoral GDP. A zero growth rate was assumed for
1989, so that 1988 incomes equalled 1989 incomes. The implied growth rates for
exportables, importables and home goods from 1985 to 1989 were then multiplied by

the 1985 income levels to estimate the average income per wage earner by groupl4.

In order to estimate per capita income in each group, we determined the
number of wage eamers per household and the average household size.  This
enabled us to distribute the average household income across its members to get an

estimate of per capita income, as in equation (3.2):

14The growth in the exportables sector was applied to agriculture and mining;
growth in the importables sector was applied to industry; and growth in the home
goods sector was applied to the remaining six sectors of the economy.
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where YPCijk= average per capita income in the jth area of residence, jth sector of
the economy and i th occupation group,

Nij = average number of wage ewmners per household for the J-th sector in
the ;th area of residence
Hij = average household size for the J-th sector in the jth area of residence

urban, rural

i
Jj = 1,...,9 economic sectors

k = 1,...,10 occupation groups.

i

The numerator is total household income, which is converted to per capita income
by dividing by the average household size. Data on number of households and
average household size are not available by occupation. As thé formula shows,
sectoral household characteristics were assumed to hold across all occupation groups

within the sector.

The average number of wage earners per household!? by sector and occupation
group was calculated as follows. The number of wage eamners in each economic
sector/occupation group was taken directly from MPHS, Table B.20, subtables 2
(urban) and 3 (rural). There were 90 possible sector/occupation groups for the
urban areas and 91 possible sector/occupation groups for the rural areas. Groups
for which no workers were reported in the MPHS were dropped from the analysis.
The number of households in each sector were taken from MPHS, Table B.40,
subtables 2 (urban) and 3 (rural). Since the number of households by
sector/occupation group was not available. the number of wage eamers in each
occupation for a given sector was divided by the number of households in that
sector. This yielded the average number of wage eamners per household by
sector/occupation group. The average household size for each sector was calculated
from the data in the MPHS, Table B.40), subtables 2 (urban) and 3 (rural).

In the next step of the analysis, the average per capita income for each group
was compared to the cost of the basic food basket. If 70 percent of that income

5 This procedure accounts for the presence of multiple wage earners within a
household, but does not explicitly account for multiple jobholding by a wage eamner.
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was less than the cost of the food basket, then the average person in that group

was defined to be extremely poor. That is, the condition

0.7(YPCj) < C; or, equivalently,
[0.7(YPC)I/C; < 1 (3.3)

where C, = the per capita cost of the basic food basket for the ith area is the
criterion for extreme poverty for the average person in that group. This technique
is used by the United States Department of Agriculture for assessing the benefit
levels for participation in the Food Stamp Program, and by the Office of
Management and Budget for monitoring poverty in the United States. For EI
Salvador, the income criterion developed by WHO and ECLA was used as the cutoff

for extreme poverty.

If we applied this criterion without further refinement, a value of the index of
less than one would cause us to classify an entire group as extremely poor, when in
fact the group is only extremely poor on average.  Furthermore, finding a value
greater than one would cause us to classify the entire group as "not extremely

poor,” when some individuals in the group would be extremely poor.

To get around this problem, we assumed that individual values of the poverty
index were distributed around the average value of the index for each group, as
given by the left-hand side of the inequality in equation 3.3. That is, we computed
the following probability:

Prob([0.7(YPCiJ-k)]/Ci <l})= P(Iijk <l) (3.4)
where Iijk is assumed to have a logarithmic normal distribution with mean given by
the left-hand side of the inequality in 3.3 and standard deviation equal to one-third
of the mean. The lognormal distribution has been found to be a good
characterization of the distribution of low incomes (Cramér, 1971). It captures the
skewness of income distribution in poor countries and can be described with a few

parameters, the mean and the variance are sufficient.

In the final stage of the analysis, the number of people in each group who
were likely to be extremely poor was calculated by multiplying the group’s
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probability by its population. At this stage, cells that were sparse in size were
eliminated from the analysis. Only groups which had more than 5,000 people in

extreme poverty were retained.
3.1.3 Classification Results for 1989

The results of applying the classitication methodoiogy to the 1985 MPHS data
are given in Appendix A. The updated (1989) estimates of extreme poverty for the
various groups are presented in Tables 3.2 (rural population) and 3.3 (urban
population). In the rural areas, six groups contained a total of 1.6 million
extremely poor people. Feur of these groups were in the agricultural sector. The
prevalence of extreme poverty in the agricultural groups exceeded 80 percent (see
fourth column of table). Nearly Y0 percent of the total population of these six

groups was estinated to be extremely poor.

In the urban areas, nine groups contained 366 thousand extremely poor people.
This represented about 25 percent of the total population of these groups. It is
noteworthy that 238 thousand of the extremely poor urban population wurked as
farmers in the agricultural sector. In other words, 65 percent of the urban poor
are assoctated with work in the agricultural sector. The other significant pockets
of urban poverty were to be found among unskilled workers in the industrial sector
(58 thousand) and among personal service workers in the services sector (3t

thousand).

The prevalence of poverty in non-agricultural urban groups is much lower than
the prevalence of poverty in agricultural groups.  The highest rate of poverty
among the non-agricultural urban groups was 39 percent (for services workers in
industry); however, this group had a relatively small population of 9 thousand, so
that the absolute number of persons in extreme poverty was small.  Other groups
had a large population with a lower prevalence of extreme poverty that resulted in
a larger absolute number of poor persons. Personal services workers in the service

sector is a case in point, as is skilled workers in the construction industry.

Extreme poverty is concentrated in the agricultural sector. Most agricultural
workers--whether they have land and regardless of rural or urban residence--are

judged to be in extreme poverty by the criterion used for this study.
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Table 3.2. Estimates of Extreme Poverty: Rural El Salvador, 1989

Probable

Group Percent number
Economic Occupational Population likely of Poor
Sector Group (000) to be Poor (000)
Agriculture Farmers 825 99 815
Agriculture Peasants 825 99 815
Agriculture Unskilled Workers 5 83 4
Agriculture Services 6 93 6
Construction Skilled Workers 84 4 3
Services Services 120 4 S
Total 1,865 1,648

Source: Sigma One Corporation.
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Table 3.3. Estimates of Extreme Poverty: Urban El Salvador, 1989

Probable

Group Percent number
Economic Occupational Population likely of Poor
Sector Group (000) to be Poor (000)
Agriculture Farmers 240 99 238
Industry Merchants 26 6 2
Industry Skilled Workers 137 5 7
Industry Unskilled Workers 270 22 58
Industry Services 9 39 3
Construction Skilled Workers 120 9 11
Commerce Merchants 425 2 10
Commerce Services 24 23 6
Services Services 233 13 31
Total 1,484 366

Source: Sigma One Corporation.
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The non-agricultural urban population in extreme poverty numbered 128
thousand in 1989. This represented 10 percent of the population of the nine groups

that were likely to contain significant numbers of poor people.

Table 3.4 presents a summary of poverty conditions in 1989. Clearly, extreme
poverty is primarily a rural phenomenon. The total number of persons living in
extreme poverty exceeds 2 million; more than 80 percent of this number (1.6 million)
live in rural areas. The prevalence of poverty among the rural population was 62
percent, whereas the prevalence of poverty among the urban population was 15
percent. The concentration and acuteness of extreme poverty in the rural areas has
increased in the last four years. The principal causes of this are the implicit and
explicit policies that have depressed agricultural prices of both basic grains and
exportable agricultural commodities; undoubtedly, these conditions have been

exacerbated by the earthquake and the civil conflict.
3.2 Description of Extremely Poor Groups

The names of the groups in this analysis used the 1985 MPHS naming
convention.  This is based on the Intermational Uniform Industrial Classification
System for economic sectors and the International Uniform Occupational
Classification System for occupations. To a large extent, the names are self
explanatory.  However, we also used complementary information from other studies
to glean additional insight into the characteristics of the groups.  These studies
included the one on basic grain producers in El Salvador (Comité de Apoyo al
Desarrollo Econémico y Social de Centro Ameérica (CADESCA), 1989); a United
Nations report on rural poverty in El Salvador (1986); and two studies of displaced
persons (MIPLAN/Comisién Nacional de Asistencia a la Poblacién Desplazada
(CONADES), 1987; Contracting Corporation of America, 1985). This information on
the rural and urban population groups classified as extremely poor is presented

below.
3.2.1 Rural Poverty Groups

Farmers.  This group is made up of rural households whose incomes are
derived from economic activities directly related to the agricultural sector. Most of
this group probably comprises small agricultural producers and peasants.  Small

agricultural producers are likely to be subsistence farmers with a limited area for
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Table 3.4. Summary of Poverty Conditions in El Salvador, 1989

Distribution of Poverty
as Percent of

Extremely
Population Poor Regional Total
Region (000) (000) Population Poor
Rural 2,658 1,648 62 82
Urban 2,436 366 15 18
Total 5,094 2,014 40 100

Source: Sigma One Corporation.
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planting (less than 2 hectares); they frequently do rural wage work. Peasants
depend on either rented or borrowed parcels of land; they are generally workers or
day laborers for seasonal agricultural work.  For this study the changes in the
relative price of exportables was assumed to generate higher incomes for the small
agricultural producers relative to the peasants, because the small producer can

respond to higher prices by increasing output (and therefore incomes).

Unskilled Workers.  This group is made up of households that depend on

incomes from activities in the agricultural sector, generally seasonal labor. These
occupations  are characterized by manual labor. Generally, the types of activities
undertaken are planting, weeding and harvesting of crops, livestock tending, etc.
Although these are normally temporary or part-time jobs, some of these workers
have established a more permanent relationship as full-time employees of

cooperatives and haciendas.

Skilled Labor.  This refers to those rural households that depend on wage

labor in the trades. By this we mean specialized labor which requiring significantly
more training than that needed by unskilled labor. Examples are carpenters,
roofers, glass cutters, plumbers, etc. They probably engage in work as independent

contractors.

Personal _services. This group consists of rural households depending on

incomes from salaried work in personal services within the agricultural and services
sectors. These are occupations such as peons, stevedores, sweepers, waiters,
watchmen, guards, etc. Li many instances, they are task oriented or seasonal part-

time jobs.
3.2.2 Urban Poverty Groups

Fanners.  Since this is the largest single urban poverty group, further analysis
should be carried out to better identify these households. We believe that the
majority (between one-half to two-thurds) of these households actually live in semi-
urban areas.  The definition of an urban area in the MPHS is "the seat of the
municipality and judged to be urban by the municipal authorities, even though the
locality may not constitute what is generally considered an urban area in terms of

population density, public facilities, etc.” (MPHS, 1985). Thus, the majority of this
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group probably lives in villages and may have more in common with the rural small
farmers than with other poor urbanites. An indicator of this is that in 1985 this
group had a mean income per wage eamer of approximately C/.300 per month while

the equivalent rural groups' mean monthly income was approximately C/.200.

Skilled __Labor. This group consists of households supported from more

specialized  salaried  work  wiihin ‘he industrial and construction secors. It is
probable that these work activities are seasonal and that some of these households
were displaced by the civil conflict. This group is relatively well-off, but has poor

households at the boitom of its scale.

Unskilled Workers.  This is a large group whose incomes depend on part-time

work, principally in the industrial sector. Their work is generally characterized by
manual labor in plants that manufacture food and drink products, chemicals and
furniture.  Many of these households were displaced by the civil conflict.  This
group is likely to be the largest non-agricultural urban poverty group in the short

run under structural adjustment.

Merchants.  This group is engaged in the independent sale of retail products.
Some of these may be displaced households. They constitute a major portion of the
informal  sector. Their activities are related to the industrial and commercial

sectors.

Personal services.  This group depends on incomes from salaried personal

services occupations within the industrial, commerce, and services sectors. Their
work is probably seasonal; examples are peons, carriers, street sweepers, watchmen,
guards, etc. It is likely that many of these households belong to the group of

displaced persons.

It should be noted that this identification does not constitute a  formal
nutritional  functional classification, because it lacks important information such as
that related to nutritional status, health, access to water sanitation, education, and

other important indicators of the conditions of living for the households involved.
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4. RESULTS

This section presents the estimates of extreme poverty based on applying the
scenarios in Section 2 with the classification methodology described in Section 3.
The discussion is limited to the baseline scenario of no structural adjustment and
the most severe scenario (III in Table 2.2). To recap, in scenario ill the exchange
rate and trade policy reforms are assumed to lower the relative price of importables
(industrial geods) by 20 percent and to raise the relative price of exportables
(agricultural goods) by about 25 percent. The results generated under scenarios |
and II would fall somewhere between those of the baseline case and those of
scenario Il The structural adjustment program is assumed to be implemented at
the beginning of 1990. Section 4.1 presents the short-run effects of the structural
adjustment program, where the short run is the end of 1990. Section 4.2 presents

the long-run effects, defined as the end of 1994,
4.1 Short-Run Effects of Structural Adjustment on Population in Extreme Poverty

Under the relative price and income changes of scenario Il and assuming that
the economic growth rates anticipated by the program’s proponents were achieved,
little change in the prevalence of extreme poverty in the rural areas would be
observed (Table 4.1). This is true whether the comparison is with the 1989

estimates of poverty or with the 1990 baseline values.

However, in the urban areas there is likely to be a significant increase in the
prevalence of extreme poverty (Table 4.2). The proposed structural adjustment
measures would increase the incidence of extreme poverty in the non-agricultural,
urban occupational groups from 128 thousand to almost 300 thousand. The
prevalence of poverty would increase markedly among unskilled workers in industry
(from 22 percem to 46 percent) and among personal services workers in the service
sector (from 14 percent to 28 percent). Without structural adjustment, in the short

run, conditions would remain about the same as they have been.

The distribution of the urban poor as a percentage of the total poor under
structural adjustment would increase to 25 percent, compared with a baseline value
of 18 percent (Table 4.3). The prevalence of poverty among the rural population
would remain virtually unchanged under structural adjustment, whereas the
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Table 4.1. Estimates of Extreme Poverty: Rural El Salvador, 1990

No Structural With Structural
Adjustment Adjustment
Percent Prohable Percent  Probable

Group likely number likely number

Economic Occupational ~ Population  to be of Poor to be of Poor
Sector Group (000) Poor (000) Poor (000)
Agriculture Farmers 846 99 837 94 798
Agriculture Peasants 846 99 837 99 839
Agriculture Unskilled Workers 5 84 4 87 5
Agriculture Services 6 94 6 95 6
Construction  Skilled Workers 86 4 3 11 9
Services Services 123 4 5 11 14
Totals 1,912 1,692 1,671

Source: Sigma One Corporation.

35



Table 4.2. Estimates of Extreme Poverty: Urban El Salvador, 1990

No Structural

With Structural

Adjustment Adjustment
Percent Probable Percent Probable
Group likely number likely number
Economic Occupational Population to be of Poor to be of Poor
Sector Group (000) Poor (000) Poor (000)
Agriculture Farmers 246 99 244 100 245
Industry Merchants 26 7 2 20 5
Industrv Skilled Workers 140 5 7 16 23
Industry Unskilled Workers 276 22 62 46 127
Industry Services 9 39 4 66 6
Construction Skilled Workers 123 9 11 21 26
Commerce Merchants 435 3 i1 8 33
Commerce Services 25 24 6 43 Il
Services Services 239 14 33 28 68
Totals 1,519 380 544

Source: Sigma One Corporation.
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Table 4.3. Summary of Poverty Conditions in El Salvador, 1990

No Structural Adjustme;-+ With Structural Adjustment
Distribution of Poveity Distribution of Poverty
as percent of as percent of
Extremely Regional Total  Extremely Regional Total
Population Poor Population Poor  Poor Population Poor
Region  (000) (000) (000)

Rural 2,724 1,692 62 82 1,671 6l 75
Urban 2,497 380 15 18 544 22 25
Total 5221 2072 40 100 2215 42 100

Source: Sigma One Corporation.
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prevalence of poverty among the urban population would increase from 15 to 22
percent.  Because most of the extremely poor live in rural areas, the prevalence of
extreme poverty in the total population would increase only slightly under structural

adjustment, from 40 to 42 percent.
4.2 Long-Run Effects o.. Pepulation in Extreme Poverty

The long-run (1994) effects of the structural adjustment program on rural
poverty would be to reduce the number of extremely poor people by more than 200
thousand in comparison with the baseline (Table 4.4). While rural poverty would be
reduced somewhat, the prevalence of extreme poverty would remain just under its
1985 level. Most of the rural pcpulation would remain under conditions of extreme

poverty because their poverty is so deep.

In the absence of the reforms, the number of urban pefsons in extreme
poverty would grow from 366 thousand in 1989 to 542 thousand in 1994. In
estimating extreme poverty in 1994 with and without the structural adjustment
program, we found that at least half of the urban poor--more than one quarter of a
million persons--live in households whose incomes derive from the agricultural
sector.  We think this is an artifact of the way an urban area is defined: “the seat
of the municipality and judged to be urban by the municipal authorities, even
though the locality may not constitute what is generally considered an urban area
in terms of population density, public facilities, etc." (MPHS, 1985). The evidence
available to us through the MHPS suggests strongly that the majority of this group
are persons living outside the principal metropolitan areas of San Salvador and La
Libertad in areas which might be more appropriately called villages. It should thus

be treated primarily as a rural population group.

Under the structural adjustment program, by 1994 the number of non-
agricultural urbari poor would fall to 114 thousand from its 1989 level of 128
thousand (Table 4.5). In contrast, without the reforms the number of non-
agricultural poor would rise to 271 thousand from the 1989 level. Considering the
rapid population growth, the structural adjustment program would generate a
significant decline in urban poverty. In the urban area, the largest pockets of
extreme poverty among the non-agricultural sectors in absolute numbers would be 58
thousand persons in households whose principal wage eamers are unskilled workers
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Table 4.4, Estimates of Extreme Poverty: Rural El Salvador, 1994

No Structural

With Structural

Adjustment Adjustment
Percent  Probable Percent ~ Probable

Group likely number likely number
Economic Occupational Population to be of Poor to be of Poor
Sector Group (000) Poor (000) Poor (000)
Agriculture Farmers 934 100 930 82 769
Agriculture Peasants 934 100 930 96 899
Agriculture Unskilled Workers 6 93 5 69 4
Agriculture Services 7 97 7 84 6
Construction  Skilled Workers 95 9 9 2 2
Services Services 136 10 13 3 4
Totals 2,112 1,894 1,684

Source: Sigma One Corporation.
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Table 4.5. Estimates of Extreme Poverty: Urban El Salvador, 1994

No Structural With Structural
Adjustment Adjustment
Percent  Probable Percent  Probable
Group likely number likely number
Economic Occupational Population to be of Poor to be of Poor
Sector Group (000) Poor (000) Poor (000)
Agriculture Farmers 271 100 271 98 265
Industry Merchants 29 14 4 5 2
Industry Skilled Workers 154 11 18 4 6
Industry Unskilled Workers 305 36 111 19 58
Industry Services 10 56 6 35 3
Construction  Skilled Workers 135 19 25 6 8
Commerce Merchants 481 6 30 2 7
Commerce Services 27 39 11 17 5
Services Services 264 25 66 10 25
Totals 1,519 542 379

Source: Sigma One Corporation.
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in the industrial sector and 25 thousand persons in households engaged in personal
services activities in the service sector. It should be noted that the prevalence of
poverty in these groups under structural adjustment is about one-half of what it

would be without the program.

In summary, by 1994, the prevalence of extreme poverty would decline by 10
percent, from 40 percent to 36 percent of the total population (Table 4.6). In the
absence of the structural adjustment program, the prevalence of poverty would
continue to rise. With the structural adjustment program, there would be
approximately 373 thousand fewer poor persons in 1994 than in the absence of the
program.  With the structural adjustment program, agricultural GUP would rise by
about two-fifths by 1994 and non-agricultural GDP would rise by about one-fifth
(Table 2.2). However, more than half the rural populetion would remain under

conditions of extreme poverty, because their poverty is so deep.
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Table 4.6. Summary of Poverty Conditions in El Salvador, 1994

No Structural Adjustment

With Structural A {justment

Distribution of Poverty
as percent of

Distribution of Poverty
as percent of

Extremely Regional Total  Extremely Regional Total
Population  Poor Population Poor Poor Population Poor
Region (000 (000) (C00)
Rural 3.007 1,894 63 78 1,684 56 82
Urban 2,756 542 20 22 379 14 18
Total 5,763 2,436 42 100 2,003 36 100

Source: Sigma One Corporation.
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5. RECOMMENDATIONS

The principal question this study addressed centered on the need for a
targeted food program as a "safety net" to protect persons likely to be adversely
affected by the proposed structural adjustment program.  We found that poverty in
El Salvador was associated primarily with the population living in rural areas or
with employment in the agricultural sector. These persons are the ones most likely
to benefit from the proposed structural adjustment program through significant
increases  in - average household incomes by 1994, Nonetheless, the extent and
intensity of rural poverty in El Salvador is so severe that a majority of the rural
population and people employed in the agricultural sector will remain in conditions

of extreme poverty.

With respect to the urban population, we found that the structural adjustment
program would reduce the prevalence of extreme poverty over the period 1989 to
1994. In estimating extreme poverty in 1994 with and without the structural
adjustment program, we found that at least half of the urban poor--more than one
quarter of a million persons--live in households whose incomes derive from the
agricultural sector.  The absolute number of persons in extreme poverty associated
with non-agricultural occupations is actually reduced from its level in 1989 as a
result of the structural adjustment program. Thus, in terms of reducing the
prevalence of extreme poverty, the structural adjustment program would primarily
benefit the non-agricultural urban population. The best strategy for protecting the
food security of the non-agricultural urban population is to implement the structural

adjustment program.

During the 1989 to 1994 period, approximately one quarter of a million urban
persons in the agricultural sector are, and would remain, extremely poor by the
criterion used for this study. While this number does not change appreciably as a
result of the reforms, there is a question as to whether this group should be the
beneficiaries of a targeted food program. A complete answer to this question would
require additional information to that available to us for this study. In particular,
this population group may constitute part of the displaced persons problem.
Alternatively, this population group could be misclassified as an urban population

group given the definitions used for determining urban areas in El Salvador.
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If a significant number of the urban agricultural workers are part of the
displaced persons group, then undoubtedly there is a need for specific attention to
this group. However, in our opinion, this attention should be directed to them in
their condition as refugees, since their plight is not a result of the functioning of
the economic system. If. on the other hand, this group is an artifact of the
statistical system of El Salvador, then it would be dangerous to address its needs as

an urban population when it may actually be a rural population group.

It is therefore the principal conclusion of this study that there is no need for
an additional targeted food program to compensate or protect the persons adversely
affected by the proposed structural adjustment program. We believe that
interventions in  the food system would be antithetical to the purposes of the
structural adjustment program. Even implementing a highly targeted program carries
with it the grave risk of institutionalizing the existing distortions to the
agricultural  pricing  system. This would negate the beneficial effects of the
proposed reforms and perhaps severely aggravate the public finance situation that

the country faces.

There is, however, a very strong need for addressing the chronic problems of
extreme poverty that have persisted in El Salvador and that have become acute in
recent years as a result of economic disiortions, civil conflict and natural disasters.
One of the best instruments for addressing the problem of chronic poverty is the
proposed structural adjustment program. However, these reforms are not likely to
be sufficient in alleviating the chronic poverty conditions. They need to be
supplemented  with activities that facilitate the response of the private sector
(especially in the rural areas) to the opportunities created by the improved

incentives which will face the agricultural sector.

The specification and design of such support activities were not the purpose of
this  study. However, some of the options that might be considered by the
proponents of the structural adjustment program would include enhancements to the
private. marketing agribusiness system, investments in rural infrastructure, support
systems such as agricultural research and extension, and market news and

information systems.



Even though the prevalence of urban poverty would fall significantly as a
result of the structural adjustment program, concemns would remain about what
ought to be done for the urban population in extreme poverty. We estimare that in
1994 this population will be approximately 114 thousand persons, probably living in
the primary metropolitan areas of San Salvador and La Libertad. Since they would
be concentrated in the unskilled industrial and service occupations, they might
constitute a political impediment to the implementation of the structural adjustment
program.  Rather than making these persons wards of a food assistance program, a
preferred  strategy would focus on improving their ability to earn incomes.
Therefore, highly targeted programs of job training assistance for the industrial
workers and entrepreneurial assistance for the service workers might be high pay-
off investments for these groups without running the risk of distorting the food

marketing and production system.,

Additionally, it should be recognized that poor households are poor not only
because they cannot purchase adequate diets, but also because they are unable to
purchase other basic necessities such as health care, education, clothing, housing
and transportation to work and to market places. These areas present opportunities
tor assisting the extremely pocr at solving their problems of poverty. The
proponents of the structural adjustment program and the govermnment of El Salvador
should consider the level of new investment required in public services, such as the
health, education, sanitation and the transport  system.  Additional investments in
these areas should include incorporating poor households in public works programs,
such as building health centers, schools, etc. In these activities, food aid could be
used directly as compensation, for example, food for work. Indirectly, local
currency proceeds of programmed food assistance could be used to provide the
moneys necessary to compensate participants in public works programs for their
time, thus supplementing their incomes in the short run at the same time that the

basic infrastructure is developed.

These type of programs, as well as food distribution programs themselves, also
carry an inherent risk of becoming institutionalized as welfare programs.  Therefore,
these initiatives would require careful analysis to identify those who will remain in
chronic poverty and those whose poverty is transitional. Persons in the former

group require permanent and generalized income transfers, such as those provided
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by the social security system. Persons in the latter group may be candidates for

self-terminating programs that assist in the economic transition.

This distinction between permanent income transfers and transitional assistance
as an aid to responding to improved incentives is an important consideration in the
dialogue between the government of EL Salvador and the donor community.
Permanent income transfers should be institutionalized in the fiscal budget and
funded from the recurring revenues of the government. Programs that facilitate the
transition to the new structure of incentives could be legitimately considered
candidates for economic and development assistance programs (i.e., those with a

limited time horizon).
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APPENDIX A: ESTIMATES OF EXTREME POVERTY IN 1985

The results of applying the classification methodology to the 1985 MPHS data
are presented in Tables A.l (rural population) and A.2 (urban population).  The
tables present estimates of the numbers of extremely poor people by population
group for 1985, In the rural arecs, six groups contained nearly 1.5 million
extremely poor people.  Four of these groups were in the agricultural sector. The
prevalence of extreme poverty in the agricultural groups ranged between 72 and 97
percent (see fourth column of Table A.1). Over §7 percent of the total population

of these six groups was estimated to be extremely poor.

In the urban areas, nine groups contained 476 thousand extremely poor people.
This represented 36 percent of the total population of these groups. Of the
extremely poor urban population, 214 thousand worked in the agricultural sector, In
other words, 45 percent of all the urban poor were associated with work in the
agricultural sector.  Other significant pockets of urban poverty were to be found
among unskilled workers in the industrial sector (107 thousand, accounting for 22
percent of the urban poor) and among personal service workers in the services

sector (63 thousand, accounting for 13 percent of the urban poor).

Table A.3 summarizes poverty conditions in El Salvador in 1985. The nearly 2
million people in extreme poverty constituted 42 percent of the total population of
the country.  Clearly, extreme poverty is primarily a rural phenomenon; three-
Quarters of those in extreme poverty lived in rural areas. Within the sural
population, over 60 percent are extremely poor, compared with 22 percent of the

urban population.
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Table A.1. Estimates of Extreme Poverty: Rural El Salvador, 1985

Probable

Group Percent number
Economic Occupational Population likely of Poor
Sector Group (000) to be Poor (090)
Agriculture Farmers 748 97 723
Agriculture Peasants 748 97 723
Agriculture Unskilled Workers 5 72 3
Agriculture Services ) 87 5
Construction Skilled Workers 76 10 8
Services Services 109 11 12
Total 1,692 1,474

Source: Sigma One Corporation.
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Table A.2. Estimates of Extreme Poverty: Urban El Salvador, 1985

Probable

Group Percent number
Economic Occupational " Population likely of Poor
Sector Group (000) to be Poor (000)
Agriculture Farmers 217 99 214
Industry Merchants 23 19 4
Industry Skilled Workers 124 15 18
Industry Unskilled Workers 244 44 107
Industry Services 8 64 5
Construction Skilled Workers 108 22 24
Commerce Merchants 385 8 31
Commer e Services 22 44 10
Services Services 211 30 63
Total 1,342 476

Source: Sigma One Corporation.
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Rural
476
100

Source:
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