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EXECUTIVE BUMMARY

The purpose of this paper is to develop a general framework
for evaluating the international competitive position of Nicaragua.
The paper is divided into three parts. Part one (Chapters II and
1II) provides an analytical framework for analyzing whether a
country's real exchange rate is overvalued. This framework is
developed with the case of Nicaragua in mind, and it is suggested
that the BCN adopts it as a comprehensive part of its analytical
apparatus. Part two (Chapters IV and V) deals with the
construction of competitive indicators for Nicaragua. These
chapters present data on a series of competitive indexes, including
bilateral real exchange rates, multilateral (or effective) real
exchange rates and several real waye rate indicators. Part three
(Chapters VI through VIII) deal with the current Nicaraguan

situation.

The analysis of the externpal sector data =--including the
evolution of real exchange rate series-- clearly shows that the
current imbalance is not sustainable in the medium to long run. It
is calculated that, from a long run sustainability perspective, the
real exchange rate is overvalued by approximately 50%. There is
l1ittle doubt, thus, that in the next year or so a substantial real
exchange rate adjustment will be required to address this

situation.

It is argued that, given the magnitude of the overvaluation,
it is unfeasible to fully solve this problem through gains in
domestic productivity. This means that in the near future a
significant nominal devaluation package should be considered. Two
key questions in this area are: (1) What should be the timing of
the devaluation; and (2) what should be its wmagnitude. In
_addressing these issues the government shouid try to raximize the
degree of effectiveness of the devaluation package. The exact
timing of the required adjustment will depend on a ‘number of
factors, including the future behavior of Nicaragua's terms of
trade and, very especially, the future evolution of aid flows into

the country.

In order for a devaluation to be effective, in the sense of
generating a sizable real exchange rate depreciation, it |is
necessary to urgently implement a number of structural and
institutional reforms affecting, in particular, the labor market.
Until these reforms are implemented it would be advisable to
postporie the nominal exchange rate adjustment. In fact, given the
existing and planned levels of foreign capital inflows it seems, at
the present time, that it would be possible to maintain the current
parity, at least for some months. This view, however, has been
somewhat affected by the recent withholding of part of the US aid

package by the US congress.



The postponement of a devaluation will also help consolidate
the gains obtained in the anti inflationary battle. The fixed
exchange rate has provided an effective anchor to prices and, as
such, has been 2 fundamental component of the stabilization
strategy. The high degree of dollar-indexation that still exists
in the Nicaraguan economy indicates that there is some danger that
a nominal devaluation will be translated into wage and price
increases that would greatly reduce the degree of effectiveness of
the exchange rate adjustment. One of the most urgent areas for the
short run policy agenda is to address those institutional and
structural features of the economy =--and very especially the labor
market rigidities-- that have rendered the nominal exchange rate
policy an ineffective corrective policy tool.

of course, in order for this policy of (temporarily)
maintaining the current parity to be viable, it is necessary to
implement consistent fiscal and credit policies. 1In that regard,
data on the recent evolution of the financizl and credit sector
provide a cause for some concern. The level of credit recuperation
has been, in the first half of 1992, significantly below what was
anticipated, and the operations of credit restructuring undertaken
by the Central Bank have affected the process of financial
programming. Additionally, the recent behavior of international
reserves are signalling the need to closely monitor the supporting

macro policies.

There is wide spread agreement among both traditional and
nontraditional exporters that a final resolution of property richts
problems is still a pre-condition for a rapid expansicn in exports.
In addition to tackling this instituticial issue, the authorities
could implement a number of policies that would directly, or
indirectly, help improve competitiveness. A fundamentally
important area is related to public investment in infrastructure,
such as ports and roads. However, the recent tendency towards
falling short on credit recuperations from the private sector may
put this goal in Jjeopardy, through "private crowding out".
_Additionally, greater efforts at deregulating the economy, and in
' particular services related to the, external sector (such as ports
and transportation, would grea.ly help improve the overall level of

competitiveness.

The current segmentation of the labor market in Nicaragua is
possibly one of the greatest constraints for increasing
competitiveness and exports. It is recommended that the
authorities make a serious effort to eliminate (or at lest reduce)
this fragmentation. However, the Labor Code project prepared by
the National Assembly shows a tendency of moving in the wrong
direction, by introducing highly rigid labor market regulations.
It is strongly recommended that the administration makes a serious
effort to work at amending this Labor Code project. An important
€irst step in the modernization of the labor market would be to de-
link nominal wages from the current 53 products "canasta".

A reduction in the level of distortions in the labor market
will result in an increase in global employment, as well as in



informal sectcr wages., However, in spite of this, the social
conditions of a large number of Nicaraguan families will continue
to be extremely difficult. A way to deal with this problem is that
government institutions, possibly with donors funds, set up a
relief program targeted at the most poor segments of ' the
population, and preferably at children. In designing such program,
however, it is important to make sure that it does not distort the
incentives structure by discouraging employment.

it is recommended that once the wages are de-linked from the
"canasta b&sica", and no after one year from how, an adjustment
program based on a nrominal devaluation of th2 order of 80% is
implemented. An important question is what exchange rate regime
should ke adopted after the nominal devaluation is implemented.
Although the answer to this question is not straightforward, given
the current economic conditions in Nicaragua my inclination is that
this devaluation should be followed by the readoption of a fixed
exchange rate. This measure should be supported by consistent
credit and fiscal policies, and, of course, should not be
accompanied by « massive wage rate adjustment. It is recommended
that as a way to partially compensate labor, a bonus of a fixed
amount in cordobas is granted to workers. There are several
variants of this measure that can be considered, including
supplementary bonuses per each children in the household. 1In this
way the poorer segments will be relatively more protected. To the
extent that the bonus is not strictly proportional to the
devaluation, the goal of (at least partially) delinking wages from
exchange rate changes will be achieved. This will go.a long way
towards helping improve the dedree of international competitiveness

in Nicaragua.
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I. oduc

In the last 15 months the government of Nicaragua has achieved
important results in the stabilization front. A major hyperinflationary
process has been defeated, virtual price stability has been attained, and
private consumption has recovered. The most important _elements of the
Nicaraguan stabilization program have been a strict control of fiscal
finances, tight credit policy and a fixed exchange rate that has provided --:
at least until now--- an effective anchor for prices.

Presently, the Nicaraguan government is engaged in the initial steps of
a grand scale structural reform program, which concerns about every aspect
of the Nicaraguan economy, as well as in the consolidation of macro-stabil-
ity. Besides safeguarding against renewed inflationary expectations, the
most urgent policy objectives are reactivating economic growth and
diminishing the foreign trade deficit. 1In fact, the impressive
accomplishments in terms cf macro-discipline begin to be overshadowed by a
mounting preoccupation about the large external imbalance -- the trade
deficits borders U.S. $600 million, the stagnant levels of economic acti;ity
and the extremely large levels of unemployment. Table 1 contains sbme.
summary macroeconomic statistics for the period 1988-92. These figures
vividly capture the fact that although inflation has indeed be;n defeated,
the rest of the macroeconomic indicators depict a serious and precarious
situation. In June of 1992 this situation became 2ven more serious, as
foreign aid frén the U.S. was suspended.

A soirce of deep prenccupation for observers, including a number of
government officials and experts from international agencies, is the
uncerta%nty vhether the current structure of exchange rates, prices,

interest rates and wages are indeed conducive to a situation where price



TABLE 1
Selected Macroeconomic Indicators in Nicaragua: 1988-1992

Deficit

Rate of (accrual Real Real

Rate of Rate of Growth of Dbasis as Exchange Trade GDP
Inflation® Devaluation® Honey (M1) & of GDP) Rate Index® Account? Growth §
1988 33,657 59,985 - 50.1 52.7 -532 -13.4
1989 1,689 2,396 2,099 33.2 100.0 -319 -5.2
1990 13,490 6,907 7,239 30.5 82.0 <327 0.1
1991 773 906 960 7.0 73.6 434 -0.7

1992.Q1 - 0.0 - - - . -

Sources: Banco Central de Nicaragua (BON), IMF and World Bank.

¢CPI in Managua, end of period.

YEnd of year.

‘Multilateral real exchange rate, period average. An increase in this index denotes
real devaluation. In computing this index the CPI was used as the relevant

domestic price deflator. The currencies in the SDR were used to define the basket
of trade partners.

dMillions of dollars.



stability and the recovery of growth are compatible. More specifically,
there are questions of whether the exports sector will be able, in the short
run, to lead the eccnomy out of stagnation. The discussion has been
centered, and correctly so, around the merits of the current exchange rate
system. While some arguc that the real exchange rate is overvalued and that
a (nominal) devaluation is required to regain competitiveness and spur
growth, others point out that an adjustment of the nominal rate would
reintroduce an inflationary spiral and would have no lasting effect on real
exchange rates and competitiveness. In short, they fear a self-defeating
devaluation which would upset the crucially important macro-stabilicy.

The current debate on exchange rate policy in Nicaragua large}y
reflects the fact that (nominal) exchange rate policy plays a dual role in
macroeconomic adjustment processes. On the one hand the nominal exchange
rate can provide an anchor to domestic prices and thus, tly wit t
policies, can help generate price stability. Recent theoretical and empiri-
cal studies on stabilization experiences around the world have suggested
that, when supported with appropriate ékedit and fiscal policies, exchange
rate based stabilization programs are extremely effective in inducing. price
stability.! On the other hand, exchange rate policy and, specifically,
nominal devaluations, can be ;n important component of adjustment packages
aimed at eliminating serious balance of payments difficulties.

The purpose of this paper is to provide a unified framework for
evaluating the appropriateness of exchange rate policies in Nicaragua.
Although the analysis is mostly macroesconomic in nature, it also considers
some important microeconomic issues related to the improvement of

international competitiveness in the country. 1In particular, the report

1See Aghevli et al. (1991).



emphasizes the connection between labor markets, productivity and competit-
iveness. The analysis explicitly recognizes the policy dilemma between
"competitiveness"” and stability mentioned above, and will discuss exchange
rate policy in conjunction with other macroeconomic measures.

The paper covers the following areas: (i) An analysis of ths role of

exchange rate policy as a macroeconomic policy instrument. This discussion

explicitly deals with the existence of tradeoffs between different gosls of .

exchange rate policy. (i1) It addresses the way in which changes in the
economy'’s structure -- or changes in "fundamentals" -- are likely to impact
the evolution of the equilibrium rgal exchange rate in Nicaragua. In this
part we emphasize the importance of distinguishing between permanent and
transitory changes in "fundamentals®". This analysis focuses in particular
on changes in trade policy, changes in international terms of trade, and
changes in capital flows. (iii) The report analyzes the merits of opening
the capital account to capital inflows and outflows in the short and medium
runs. (iv) The report proposes a specific methodology for noniyqring real
exchange rate -- or, more broadly, competitiveness -- developments in Nicar-
agua. The User’s Manual for the data base includes specific instructions on
how to periodically update a set of macroeconomic 1nd{cators using standard
spreadsheet software. (v) The analysis also deals with the design of an
appropriate exchange rate system in Nicaragua in the short and medium runs.
The paper is divided into three distinct parts. Part One -- comprised
of Chapters II and III -- deals with some analytical aspects of internation-
al competitiveness and real exchange rate behavior. Although these two
chapters address general questions, including the definition of alternative
competitive indices, an effort i{s made to focus the discussion on the

specific case of Nicaragua. An important objective of this part is to



develop an analytical and empirical framework that can (and should) be
adopted by the different agencies of the GON in their monitoring of the
economy. The two chapters in this part provide the appropriate framework
for the detailed discussion on the Nicaraguan external sector that is
presentad in the rest of the paper. The second part of the report -- which
contains two chapters -- deals with the construction of alternative
competitiveness indicators for Nicaragua. The analysis deals both vith real
exchange rates and real wages. Couwparisons are made with other Central
American countries, and some serious difficulties encountered in the
construction of long-term indices are discussed. Part Three of the paper is
devoted to the evaluation of the current competitive situation in Nicaragua.
Chapter VI deals with the magnitude of the external disequilibrium in
Nicaragua. 1In this chapter it is argued that the existing distortions and
segmentation in the labor market represent a serious obstacle to any effort
to correct the current external disequilibrium. Chapter VII discusses
alternative policy options -- including a nominal devaluation -- for
rectifying the external imbalance. Finally, Chapter VIII contains a brief

summary of the analysis and policy recommendations.



PART ONE
THE ANALYTICS OF REAL EXCHANGE RATES

AND INTERNATIONAL COMPETITIVENESS



II. terna ustme tive Ke t
ompe ve : na v

One of the most important aspects of macroeconomic policy evaluation is
the measurement of the international competitive position of the country in
question. In general, when analyzing "international competitiveness® we nr;
interested in knowing if the country will be able, 2ver the long rup, to
maintain simultaneously an equilibrium external position -- where curvent
account deficits are financed by sustajnable capital inflows -- and internal
equilibrium, where unemployment does not deviate from its "natural" rate.
That is, much of the focus is on the ability to compete successfully in
international markets, in the sensz 2f avoiding external disequilibria and
external crises. This means that the measurement of competitiveness entails
analyzing the incentives faced by domestic firms to produce exportables and
import-competing goods, as well as investigﬁting demand pressures on these
types of goods. In this Chapter, I present a discussion on the analytics of
weasuring international competitiveness. This will serve as the basis for
the empirical analysis of the Nicaraguan case presented in Chapters III and
V.

Although there are many possible ways of actually measuring
competitiveness, the following four indicators are the most useful ones:

(1) Real exchange rate indices;

(2) Relative factor costs;

(3)  Real wages;

(4) Unit labor costs.

Throughout the chapter, 1 present the merits and limitations of each indica-
tor, I discuss the ways in which they are related to each other, and I point

out some of the practical difficulties faced in the actual computation of



these indices. In the next chapter 1 present the evolution of some of these
{ndicators in Nicaragua (appendix A contains a detailed description of the

procedure used to construct some of these indices).

11.1 Real Exchange Rates as Measures of Competitiveness

The real exchange rate is traditionally defined as the relative price
of tradables to nontradables, and this is, perhaps, the most popular
analytical definition of international competitiveness.? Models that
distinguish between tradables and nontradables -- the so-called "dependent
economy” models -- have, in fact, become the <entral paradigm of modern open
economy macroeconomic discussions. According to this definition, the RER
measures: the incentives faced by national firms to produce tradable goods,

or goods that compete internationally:?

Price of Tradables (1)

RER = Price of Nontradables

An increase in the real exchange rate means that the opportunity cost
of producing tradables, measured in terms of foregone output of nontrad-
ables, has declined, making the production of tradable gcods more
attractive. As a result of this, resources will tend to move towards the
tradables sector, whose output will increase.* Conver:iely, a decline in

the RER will reflect a reduction in the attractiveness of :tradables

2vTradable goods® represent a composite of importables and exportables.
A lerge number of authors have used this definition including Frenkel and
Mussa (1981), and Frenkel and Razin (1987).

3An amusing, and confusing, element of RER analysis is that some
authers (including the IMF staff) define the RER as the relative price of
nontradables. Under this definition, then, an increase in the RER index
means that there has been a loss in competitiveness.

‘The extent to which resources will indeed be realloci 2d will depend,
to a large extent, on whether observed changes in the RER are perceived to

be permanent or temporary.



production. It is in this sense, then, that real exchange rate changes
capture changes in the country’s degree of international competitivepess:
if other things remain constant (including other countries policies) a more
appreciated RER will reflect a lower degree of compstitiveness, and will be
translated into a deciine of investment in tradables. The lower RER will
also gerierate an increase in domestic demand for these type of goods. The
combination of these two forces -- lower output and higher consumption of
tradables -- willt_of course, result in & worsening in the international
position of the gountry (1.e., a trade account deficit).

However, in spite of the simplicity and analytical cleanness of this
measure of international competitiveness, it has a number of limitations for
real and practical policy analysis. First, it is difficult to define
empirically "tradable" and "nontradable® sectors, and thus it is not easy to
measure tradable and nontradable price indices. As a way to get around this
problem, many analysts have used the country's CPI as a proxy of nontradable
prices, and a weighted average of the trade partners wholesale prices (WPIs)
vexpressed in domestic currency) as a proxy for tradable prices. The |

multilateral RER can then be computed as follows:3
MNER WPIs
MRER = ——pr—, (2)
wvhere MNER {is a weighted average of the nominal exchange rates of the most
important trade partners, WPI* {5 a weighted average of these partner count.

ries WPIs, and CPI is Nicaragua's consumer price indices. The multilateral

nominal real exchange rate is defined as follows:
MNER - ZatEN (2')
- i

where the EN ‘s are indices of the bilateral nominal exchange rate between
i

*Multilateral here means that the RER is computed relative to a basket
of currencies. This is also called the effective real exchange rate.

\?



the cordobs Nicaragua’s i{* trade partner, and the a,’s are weights that

capture the importance of country i in Nicaragua’s trade. The WPI* is

defined as:
WPI* = ZIa,WPIF,

where WPIf deriote the wholesale price indices for the individual trade
partner countries. When the weight of one of the partners -- say, the
United States -- is set equal to one, the equation on the multilateral real
exchange rate becomes a bjilateral real exchange rate index.®

Some authors have criticized the use of WPIs and CPIs as proxies for
tradables and nontradables and have, instead, decouposed existing price
indices into subindices in an effort to obtain tradable and nontradable
price indices. These two methods, however, have some problems. On the one
hand, both CPIs and WPIs include coliections of tradables and nontradable
goods, while, on the other, the decomposition of these indices into
tradables and nontradable components always implies a considerable element
of arbitrariness.

A second limitation of the RER as a measure of competitiveness is that
the categories of "tradable" and "nontradable" goods are very broad, and do
not allow us to deal with a more detailed analysis. In particular, many
‘times the analyst is interested in examining the consequences of changes in
the relative price between importables and exportables, such as those
generated by changes in the external terms of trade, on the country’s exter-
nal position. This type of analysis, however, would require a finer

decomposition of goods, such as the one suggested in subsection II.2.

6See Chapter 4 of Edwards (1989) for detailed discussioun: on the
measurement of real exchange rate indices.
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On the positive side, the RER is rooted in a simple and powerful
theoretical framework, and summarizes in a single indicator important
information regarding the evolution of the external sector. A large number
of empirical studies have found that the more common measures of RER indice;
track relatively well important macroeconomic developments, including the
evolution of the trade account, balance of payments crises and external
sector adjustment.’ However, as explained in detail in Chapter 1V, in
order for the RER to be a useful indicator of the evolution of international
competitiveness it is necessary to: (1) define a benchmark period with
respect to which the observed RER is compared{ (2) to distinguish between
"equilibrium" and "disequilibriua® changes in this relative price; and (3)
to use other indicators to supplement the overall analysis.® As is pointed
out below, this is particularly troublesome in the case of Nicaragua where
fundamental structural and political changes and a hyperinflation have
introduced serious difficulties in the use of historical benchmarks (see
Appendix I and Chapter II1 for details),

Using broad categories such as tradable and nontradable goods allows
the analyst to get a general pisture of how different forces -- and in
particular, macroeconomic shocks -- affect a country’s external position.
However, as menfioned above, 'in many cases we are interested in more
detailed questions, such as how given disturbances affect the incentives to
Produce import-competing or exportable goods. Other times we are interested
in addressing the issue of how the nontraditional exports sector ig impacted
by specific shocks. Naturally, an analytical framework that focuses on the

difference between tradables and nontradables is not suited for dealing with

7§ee, for example, Goldstein and Khan (1985).

%See the discussion in the rest of this report for greater details.
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these type of questionms.

For this reason, many newer theoretical models of the open economy use
a finer classification of goods, including exportables, importubles and
nontradables. From an analytical perspective, in this case the traditional
concept of "the" RER loses some meaning; in fact, it is now possible to
think that there are two "real exchange rates". The first one is the
relative price of importables to nontradables (or importables tegl exchapge
rate) and the other-is the relative price of exportables to nontradables, or
exportables realxexchange rate.

Naturally the three indices of competitiveness discussed until now --
the rea} exchange rate and the relative prices of importables and export-
ables with‘fespect to nontradables -- are related in simple ways. Since the
prile of tradables is a weighted average of the price of importables and

exportables, with weights g and (1-8) we have that:®
BER = BRERM + (1-B)RERX, (3)

where RERM = (Py/Py) 1is the relative price of importables with respect to
nontradables and RERX = (Py/Py) 1is the relative price of exportables to
nontradables.

"It is interesting to note that in a stylized world with three sectors
.-- exportables, importables and nontradables -- some common shocks, suéﬁ as
an imports tariff reduction, will generate movements in RERM and RERX in
opposite directions: while RERM will decline, RERX will experience an
increase.l® This clearly suggests, then, that under some circumstances

ueine a sinele RER indicator can be quite misleading.

%See Dornbusch (1974) and Edwards and van Wijnbergen (1386).

10pdwards and van Wijnbergen (1987).
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To the extent that the analyst is interested in understanding how
macroecononic and other policies affect overall incentives in the economy, it
is recommendable to construct, whenever possible, a set of alternative
relative price indices. Within this context the construction of "real
exchange rate® indices both for importables and exportables will in some cases
provide important information not available through the analysis of tradition-
al RER measures. However, in many countries, including Nicaragua, the lack of
appropriate data precludes the analyst from constructing as many historical
indices of RERs as it would be desirable. It is perhaps surprising that
althbugh the use of a set of relative price indicators has been suggested for
quite some time, very few applied snalysts do 1t.!! From a practical point
of view, the actual measuring of RERM and RERX encounters similar éifficulties

as those faced with the traditional concept of RER.

I1.2 MLL‘LLM:_QQEH

Although the real exchange rate i{s the most pPopular measure of
competitiveness, it is not necessarily the most appealing one. Perhaps, the
most "natural® way to think about international competitiveness {s in terms
of the country's ability to produce an international good at a '16; cost",
Although this is fundamenta’ly a microeconoaic concept that is more relevant
to a particular good than to the economy as a whole (or a large sector), it
is still permissibie to think of it at a more aggregate level. It {s
possible, for instance, to refer to aggregate (or average) factor costs for
importables or exportables as a group,

For this cost based concept of competitiveness to be operational, it ig

necessary to compare domestic production costs to some benchmark. There are

NThere are, of course, a number of exceptions. See, for example,
Corbo (1985).

N
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two possible (and clcsely related) points of reference: the first is the
good's international price and the second is the cost of production in
competing economies, such as other Central American countries for the case

of Nicaragua.

The comparison of domestic costs to international prices focuses on the

degree of profitability of producing particular goods at home.12 If the

difference between international prices and douestic costs widens, cne would
expect that profits involved in producing this good (or goods) domestically
will increase, and that resources would move towards this type of activity.
More specifically, we would expect that higher internati~ual profitability
would result in a shift in investment towards these Internacionally oriented
sectors. As competitiveness and investment increase in these outward-
looking sectors, they will tend to become the leading sectors pulling growth

along with them.

Independently of the benchmark used for comparison -- the international
price, or foreign competitors costs -- this type of analysis requires the
computation of unit factor costs (UFC). In terms of domestic currency, the

domestic factor cost of good i will be given by:
UFC1 - Eaiij (l‘)

'where c; is the domestic cost of factor j and ‘ij is the gpgingi input-

output coefficient of factor j, which is equal to the inverse of its average

productivitcy.

Two examples of measures of competitiveness based on factor costs can

be expressed as follows:

€1 - (EP{-Za, scy) (5

125ee Maciejewski (1983).

%
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2= _T0S (6)

ZEa® c*
i3

where, as before, E 1is the nominal exrhange rate and an asterisk refers to
a foreign variable. 1In equations (5) and (6), Cl measures domestic
production costs relative to international prices, while C2 compares
production costs in both countries when expressed in a common currency.

Both of chese'Eeasures have some important implicit assumptions. Perhaps
the most impottant.;ne is that the C1 concept of competitiveness assumes that
there is some kind of imperfect competition éhat allows the unit cost of a
particular good to differ from its price. This concept of competitiveness,
then, {s measuring the (potential) markup measured in terms of foreign prices.
Notice that if we assume that there is perfect competition, EP} = z‘ijc4 and
thus Cl = 0. Moreover, in this case C2 = P,/EP;, which is nothing more
than a version of the real exchange rate index of competitiveness.

The actual computation of this type of indices entail a number of
practical difficulties. In particular, in most countries it is not easy to
obtain reliable data on the aij's. and on the cost of many of the factors
of production. As a result, some analysts have postulated that a more
practical and useful measure of competitiveness can be obtained by focusiﬁg
on only some (o£ maybe only one) elements of the cost of production.
Traditionally, the most closely studied element of costs has been the real
waﬁe rate. However, in many cases other components of costs, such as the

éost of services including transport and energy, are important determinants

of a country’s degree of competitiveness.
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11.3 Real Wages and Competitiveness

A number of studies -- especially those for industrialized nations --
have focused on labor costs vhen analyzing tha evolution of international
compatitiveness. The reason for this is not only that labor is one of'the
most important cost components, but also that it is a fundamentally nontrad-
able factor of production.!® Consequently, it is expected that labor can
easily explzin a significant proportion of cost differentials across
countries. In fact, most policy and popular discussions on trade policy --
including recent debates on the proposed Mexico-U.S. Free Trade agreement --
have focused on labor cost differentials as broad measures of competitiveness.

More specifically, there are many possible measures of labor costs.
Naturally.rthe most intuitive one is the real product wage in import
competing and export s« .ors: with other things given, higher real wages in
these sectors will resu.. in an increase in domestic production costs, and
in a decline in "competitiveness”.

At a fundamental analycical_level there is a direct relationship
between resl wages and real exchange rates. This can be illustrated with

the following simple model:

B, = aby, + (1-a)By, (7)
i’.rt -E + f’ft, (8)
D*(Py/Py) = SM(W/P_.7), 9
wei-P, (10)
¢ = Py - By. (11)

130f course, migration adds some international mobility to labor.

“y
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Equation (7) expresses percentage movements in the price level (éz)
as a weighted average of changes in the price of tradables in home currency
(ﬁrt) and the price of nontradables (iNc). Equation (8) is the law of one
price for tradables, vhere ifc is the rate of change in the world price of
tradables and E i3 nominal devaluation. Equation (9) is the equilibrium
condition for ths nontradable goods market, where the demand for
nontradables, D' depends negatively on the relative price of nontradables,
and the supply is a negative functioa of the product wage rate (W/Py) and
of a parameter r that captures the extent of technological progress and/or
productivity gains.!* If there are no procuctivity gains, then ¢ = 0,
Equation (10) defines changes in real wages w, whereas equation ﬂll) glves
us the evolution through time of the relative price of tradables to
nontradables or the real exchange rate. As before, a real depreciation
means that e = (i,-?.) > 0.

Using equations (9) and (10) and assuming no productivity gains, the

following expression is obtained:

- ' -
€ = - W] (w.PT)I (12)

where ¢ is the elasticity of supply of N with respect to the product
wage (¢ <0) and 5 is the elasticit} of demand of N with respect to
the relative price of N (9<0). This equation states that if the real

~ exchange rate appreciates (é,<0), the nominal vage rate is increasing
faster than the domestic price of tradables. The opposite will be true if

there is a real depreciation: With no productivity improvements, real

"Notice that other cost elements are absent from this formulation of
the supply curve for N. This is related to the assumption that other
factors -- and especially capital -- are highly tradable and that their
(real) rewards are anchored by the rest of the world.
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depreciations necessarily will be related to declines in the real product
wage rate for tradables.

I1f, however, there are gains in productivity, it is possible to havec a
simultaneous real depreciation and real wage rate increases. Formally, if

¢ >0, we have that

- e[

€

wvhere o > 0 1is the supply elasticity of nontradables relative to productiv-
ity gains.!® This situation where the real exchange rate depreciates at the
same time as real wages increase has been observed in a number of Asian
nations. Korea provides possibly the best known case of this type of
phenomenon.
2asurin bor Co act

There are several ways to measure labor costs in practice. A first

decision that has to be made is whether to measure the real wage in domestic

or foreign currency:

V. e, W
Ve gl Wi, (14)

where w refers to the domestic currentcy real wage and wf to the foreign

.currency real wage (e.g., the wage rate expressed in real dollars).!® when

}5An interesting question is how are real exchange rates and the real
concumption wages related? Defining the consumption price level as in

n+eca n+tea

equation (7) we have: ¢ = -[ ¢ ](‘-J-f’) -[ g ]}

1¥Notice tnat the ratio of these two indices is exactly equal to the
Purchasing Power Parity (PPP) definition of the real exchange rate:

wi _ EPe
w TP

Consequently, if there are deviations from PPP, as there invariably are when

o
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dealing with international competitiveness, the w! definition of real wages
is particularly appealing: it measures the labor cost of producing in the
domestic country a good that gi11_hg_5g1g_in_shg_fgxgign_gggn;xx. An
interesting feature of wf, then, is that it clearly shows that if nominal,
devaluations are accompanied by equiproportional increases in the nomiral wage
in domestic currency, there will be no improvement in "competitiveness."

An alternative, and particularly informative way of looking at labor '
costs from an international competitiveness perspective {is ﬁo compute relatfive
real wage indices. Here the benchmark for comparison are not goods prices,.as
in eqﬁation (14), but wages in foreign countries. Assume that the home
country is Nicatagug and that we want to compare its real (dollar denominated)
vage rate to Costa Rica's (dollar denominated) real wages. Denotiﬁg
Nicaragua’'s and Costa Rica's (average) nominal wages by W' and W, and
referring to the nominal exchange rates between Nicaragua and the U.S., and

Costa Rica and the U.S., by E and E, , respectively, we have:

N,U
f
wc . (UC/PUSEC'U) (15)
Wi W7PTE )

Recognizing that by triangular arbitrage the Nicaragua-Costa Rican nominal

exchange rate (Ey) 1s equal to Eyy $ivided by Ecyr (that {is, Evc =

ENU/ECU) we can rewrite equatica (15) as:

. |
Y . Back® (16)
;%; Wy

there are changes in the relative price of tradables to nontradables, these
two real wage indices will behave differently,

1
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What is particularly interesting about this expression is that it is
exactly equal to the traditional (bilateral) regl exchange rate definition,
using national wage rates rather than price indices as the relevant
deflators.)” Although a number of authors have argucd that this type of
indicator is useful, very few policy evaluations on the developing countries
have computed these Indices. The reason is that in many developing count-
ries the data on wage rates are of very poor quality and have a very limited
coverage. However, in spite of these estimations, in Chapter IV below we
present a detailed discussion of the recent evolution of real wage measures
in Nicaragua. We do this as a way to provide an alternative perspective to

RER in the analysis of competitiveness in the country.

II.4 oductiv and Unit Labor Cost

Cne of the problems with real wages as a measure of internationasl
competitiveness is that straight wages tend to ignore differentials in
productivity across countries. To the extent that labor productivity
improvements differ across countries, a more general measurement of

competitiveness would take this explicitly into account. This can be done

through the computation of unit labor costs.

ULC - [;]p. €17)

where p 1is the inverse of (the average) productivity of labor. This index
measures the real labor cost of producing one unit of a particular good. If
the data used refer to a broader aggregate, such as the manufacturing sector

as a vhole, this index will provide a summary measure of the real labor

7In fact, this type of real exchange rate concept has been proposed by
a number of authors as a useful concept. See the discussion in Edwards
(1988).

LY
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costs of producing one unit of manufacturing value added. The equivalent

index in foreign currency is:

ULCE - [}:‘;r .. (18)

The ratio of these two unit labor cost indices provides a relative measure
of competitiveness. In the case of our previous example invelving Nicaragua

and Costa Rica, we have:

veL?, Bt (19)
UCL®  wep® e

where o and ,° are the (inverse) of labor Productivity in Nicaragua and

Costa Rica. Of course, the most interesting feature of this index is that it

clearly captures the fact that the evolution of competitiveness does not depend

only on wages and (nominal) exchange rates, but also on Productivity, 18

Although equation (19) provides an intuitive and powerful

competitiveness index, it has some linitations and measurement problems. 19

A first shortcoming is that these ULC measures don't specify the sources of

productivity gains. For example, {t is possible for labor Productivity to

increase because more or better (and more costly) capital is used ;n the

production process. In this cagse, the total cost of production has

increased due to the improvement in the quality’of machinery; however, thig

higher cost is not reflected at all in our ULC calculation. A second

limitation of this type of index is that for the vast majority of developine

"The relationship between Productivity gains and "competitiveness" ig
also captured by traditional real exchange rate indices. See, for example,
Balassa (1964).

%From a practical Perspective, one of the limitations of using wage
rate or.unit labor cost indices refers to periodicity. 1In the majority of
the developing nations wage rate indices are not available on a monthly
basis.
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countries, including Nicarsgua, data on productivity are either nonexisting
or of a rather poor quality. And third, using a particular index of
productivity in those countries with segmented labor markets can be

misleading, for it will usually capture the formally organized sector alone.

I11.5 Summsry

The purpose of this chapter has been to discuss analytically a series of
alternative indices of a country’s international competitiveness. Although
all of them have some attractive features, they also have some limitations.
It is not possible to know a priori which one (or ones) should be preferred.
However, for analysts facing real life policj.situations. there is no real
need to select a particular one and to neglect the others. In fact, for many
of the reasons presented above, it is highly recommendable to construct (and
examine) more than one indicator. At a practical level it is advisable that
analysts (try to) construct a least a RER index of the type presenced in
Section I1.1 and unit labor cost indices based on uquation (17). 1In
microeconomically-oriented studieés on cost structures at sectoral levels it is
also advisable to obtain cross country comparative data on taxes, energy
costs, and other service costs.

In countries such as Nicaragua the availability of basic data dictates
which indicators can actually be compute& and analyzed. In Chapter III, I
present the recent evolution of some of these indicators for Nicaragua.
However, in spite of the lack of current data the Nicaraguan authorities
should make an effort in the future that would allow the collection and

analysis of this group of indices.
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III. ompet veners a terna nment : na c uesg a

Policy Angles

In order to have a useful analysis of the external sector {ndicators of
the type presented above, it {s .ecctsary to have a well-defined analytical
theoretical framework that tells us how these variables are affected by
different disturbances. More specifically, this framework should tell us
when movements in the key indicators reflect an equilibrium, and thus
Justifiable phenomenon, and when they refer to a misalignment or
disequilibrium situation. The purpose of this section is to pPresent a
summary of an analytical framework for analyzing a country's competitive and
external sector position.?’ The analytical framework developed in this and
the previous chaptar are used in our discussion of the Nicaraguan economy

presented in Chapters V and VI.

III.1 Real Exchange Rate Misalignment

Real exchange rate misalignment is defined as a situation that occurs
when the observed (or actual) RER experiences sustained departures from its
long term sustainable equilibrium level. If the actual real exchange rate
falls below (that is, it becomes more appreciated) than the equilibrium RER
(ERER), we then face a situation of real exchange rate gve;xglgaglon‘;r a loss
in the degree of international competitiveness. If the actual RER exceeds its
long run equiiibrium value the country faces a situation of undervaluation.

An important, indeed crucial, implication of this definition of RER
misalignmenc is that there are (at least) two possible ways for the RER to

become overvalued with respect to the long run sustainable level. First,

®The basic elements of this framework are developed in a more
technical way in Edwards (1988, 1989). The discussion in this paper is more
policy-oriented, and is geared at providing the analytical base for the
Nicaraguan discussion that follows.

%
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overly expansive and inconsistent macroeconomic (fiscal and credit) policies
will generate a rapid domestic inflation, tending to push the actual RER
below the ERER. This, pacyoeconomically induced misalignment has beeq the
most comnon caus¢ of RER overvaluation in Latin America over the years and
was experienced several times by Nicaragua during the—1980s.%! Second, a
situation of RER disequilibrium can also evolve because the equilibrjum RER
exchange rate changes, thus departing from a largely unaltered actual RER.
This means that even in the absence of fiscal expansions and obvious macro-
economic inconsistencies, a situation of RER overvaluation can develop.
This would be the case, for example, if che'country in question experiences
a severe nggacive terms of trade shock that results in an increase (that is
depreciation) of the equilibrjum real exchange rate. To the extent that,
due to rigidities or other reasons, the actual RER dnes not respond (rapid-
ly) to the new terms of trade, a situation of overvaluation will emerge.
This type of real exchange rate disequilibrium has been called gtructural

misalignment and tends to be the dominant source of disequilibrium in

relatively stable macroeconomic regimes, such as the Asian nations.

111.2 Equilibrium Real Exchange Rates and Structural Misalignment

The long run sustainable equilibrium real exchange rate (ERER) is defined

.as the relative price of tradable to nontradable goods that, with other

rzlevant variables given, 15 consistent with the simultanecus attninnént

external and internal equilibrium.?? 1In this context, external equilibrium

21See Edwards (1988) for a detailed discussion on this type of
misalignment. -

22There is a long list of authors that have used this definition for
the equilibrium real exchange rates: Frenkel and Mussa (1981), Williamson
(1785), Dornbusch (1991). More detailed and more technical discussions on
equ:librium and misaligned RER can be found in Edwards (1988, 1989),
Interested readers are referred to those works for greater details.



is defined as a situation where the current account satisfies the
interterporal condition that the present value of future current account
surpluses is equal to the initial stock of foreign debt. In other words,
external equilibrium is defined as a situation where the current account is
consistent vith sustainable capi{tal flows. An important implication of this
is that situations where the current account deficit is financed by persistent
losses of international reserves, or by an increasing flow of foreign
resources, do not satisfy the requirement for external equilibrium.

Internal equilibrium is defined as occurring when the nontradables or
domestic goods sector clears in the current pefiod and is expected to clear
in every future period, and where the actual rate of unemployment does not
differ from its long run equilibrium level, or natural rate. Notice that
given the close relationship between RERs and real wages, the evolution of
| the RER will influence the unemployment conditions of the country, for an
overvalued RER reduces international competitiveness and shrinks the
employment base in the tradable sector.

Several implications follow from the definition of the equilibrium real

hange rate. First, the ERER is not an immutable number, determi;ed\by some
historically normal year observed in the past. On the contrary, the ERER is
imminently variable: whenever any of the variables that affect the conditions
of external and internal equilibrium experience a change, so will the ERER.
These (real) variables are known as the real exchange rate fundamentals. All
of this, of course, means that it is pot possible to conduct analyses of real
exchange rate misalignment using the traditional purchasing power parity

technique. That approach has to be modified in important ways in order to
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account for changing (actual and expected) conditions in the economy.®® A
second important implication is that policies aimed at maintaining a gconstant
RER will generally be destabilizing. The reason is that in the face of a

changing equilibrium real exchange rate, a policy of targeting a constant RER

will often imply maintaining a "wrong" (i.e., misaligned) level of the real
exchange rate.?

A third implication of our definition of long run equilibrium RER is
that it i{s not enough to equilibrate the external accounts. In addition,
unemployment should not be above "normal®™. This is an important point since
under a number of circumstances it is possible to have an equilibrated

external sector with massive unemployvment. This would be the case, for

ld

example, if there are rigid real wages set above labor market equilibfium.
In this case, in order to generate external sector equilibrium the economy
will have to operate below capacity, with labor and other factors being

underemployed.?®* As is argued in Chapter V below, this indeed seems to be

the case in Nicaragua.
The equilibrium RER fundamentals, or close deterr.!nants of the

equilibrium real exchange rate, include: (a) international prices (that

DFor a complete discussion of purchasing power parity see Officer
- (1982). See also Dornbusch (1982).

2In a number of recent writings, especially emanating from the INF,
the policy of maintaining a constant RER has been referred to as the "real
targets approach” to exchange rate policy. Other authors, however, define
"real targets apprcaca”™ as a policy aimed at accommodating, via nominal
exchange rate adjustments, changes in the equilibrium real exchange rate.
These two meanings of "real targets™ are, of course, very different and have
different merits. While maintaining a constant RER is rarely justified, an
. accommodative policy can, in principle, greatly aid macroeconomic
adjustment,

BThis case is discussed in Edwards (1988) where in the presence of
rigid wages the economy operates inside the production possibilities
frontier.
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is, international terms of trade); (b) capital flows, including interna-
tional transfer and foreign aid flows;: (c) world reai interest rates;
(d) domestic taxes and subsidies; (e) taxes on international trans-
actions, including tariffs and quotas; (f) export subsidies; (g) the
compogition of government expenditure; and (h) productivity. However,
from a historical and empirical point of view the most important
fundamentals are international terms of trade, closely followed by trade
taxes and i{nternational transfers.

Under most conditions it {s expected that a worsening in the terms of
trade will require an equilibrium RER depreciation.?®* The reason for this
Is intuitively clear: a deterioration in the country’s terms of trade will
tend to result i{n a worsening of its current account. Thus, with other
things given, a re-establishment of external equilibrium will require a
correction in the current account which will be obtained through a real
exchange rate depreciation. A typical case of terms-of-trade-induced change
in the equilibrium RER is given by Lemporary deterioration in commodity
export prices. This situation, which is currently affecting Nicaragua due
to the decline in world prices of coffee and cotton, will require an .
adjustment (depreciation) of the equilibrium real exchange rate that will
generally be smaller than {f the change in the terms of trade is permanent,
However, in practice, the extent of this required real equilibrium deprecia-
tion will depend on the availabilicy of foreign exchange funds to finance
the temporary payments difficulties.

Changes in barriers to international trade are another common source of

changes in the equilibrium real exchange rate. The intuition is again

%There are some (rather implausible) exceptions to this. See Edwards
and van Uijnbergen (1987).
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simple. Consider, for example, a trade liberalization reform which makes
{mportables less expensive. As a result, there will be an increase in the
demand for importables, and an incipient deterioration in the cxtetna;
position of the country will develop. The re-establishmant of external
equilibrium, then, will require a real exchange rate depreciation, which
will make exportables more competitive internationally and will make
importables relatively more expensive. The importance of this effect should
not be underestimated. Countries that have gone through drastic changes in
their trade regimes -- Chile being, perhaps, one of the most dramatic cases
in the last 15 years -- have experienced substantial structural (equilib-
rium) realrexchange rate depreciations. In facy, in those counttigs vhere
liberalization has failed or has been reversed we invariably find Ehat RERs
have not depreciated sufficiently.?’” On the other hand, the implementation
of export promotion schemes will result in an equilibrium real exchange rate
appreciation. The reason is that by encouraging exports, there will be a
tendency to }mprove the current account. In the case of Nicaragua, the
implementation of the non-traditional exports law in the near future makes
this case relevant.

International transfers -- and especially capital flows, foreign aid,
and remittances from abroad -- constitute the third major determinant of
equilibrium RERs. Their increase will generate forces towards equilibrium
rgal exchange rate appreciation. This responds to the fact that a larger
availability of foreign funds will tend to generate an improvement in the
external position of the country. Re-establishing equilibrium will thus

‘require a reduction in the relative price of tradable goods, or equilibrium

27See Michaely et al. (1991).
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real exchange rate appreciation.?® On the other hand a decline in foreign
aid will require a real exchange rate depreciation. In the case of
Nicaragua this is a particularly relevant aspect, since the magnitude of
foreign assistance is indeed expected to decline in the future. This
strongly suggests that in a not too distant future there will be a need for
a real exchange rate depreciation in Nicaragua. The key policy issue is how
to achieve this important policy geal,

Higher domestic taxes will also require an equilibriup real exchange.
rate depreciation. The reason is simple: higher taxes (that is tax hikes
with unchanged competitors taxes) will increase domestic costs crowding out
some domestic exports. This means, then, that the negative effect on
exports generated by higher domestic taxes can be compensated by a higher
real exchange rate.

Of course, an implication of this discussion is that to the extent that
"fundamentals® are constaantly noving -- as terms of trade, in particular, do -
- the equilibrium real exchange rate will be permanently changing. This does
not mean, however, that moderate divergences between the equilibrium and
actual real exchange rates constitute serious situations of misgliﬁn@éng, nor
does it follow that small (or even medium size) temporary deviations of the
actual from equilibrium RER will result in serious costs to the country in
question. In fact, short- and medium-term fluctuations of the real exchange
rate that stem from temporary changes in fundamentals are quite common. There
are ways to face this type of situation. In a pre-determined, or fixed,

nominal exchange rate regime these divergences are tackled through a

2%Another way to think about this is that an increase in capital
inflows or remittances generates an increase in disposable income. This, in
turn, results in a higher demand for all goods, including nontradables, and
in a higher relative price for these goods.

’))‘7



combination of reserves decumulation (or accumulation) and "appropriate”
macroeconomic policies. Under more active (or administered) nominal exchange
rate policies the authorities try to minimize these divergences through

accommodating changes in the nominal exchange rate.

111.3 Macyroeconomic Policlies and Real Exchange Rate Misalignment

Changes in fundamentals -- with a (roughly) constant actual RER -- are
not the only source of RER misalignment. As pointed out above, inconsistent
macroeconomic policies, and in particular expansive fiscal policies, are an
additional cause of RER misalignment.

If domestic credit increases at a rate that exceeds the demand for
domestic.money, the result will be an excess demand for goods and financial
assets.?’ As a consequence, international reserves will fall, the price of
nontradsble goods will rise, and the RER will appreciate. As reserves
become dangerously low, the government will usually try to deal with the
situation by imposing a whole battery of trade, capital and exchange
controls. The parallel market for foreign exchange will become more active,
and the premium in that market becomes increasingly large. Naturally, the
imposition of trade, capital and exchange controls are.ng; & long term
solution for macroeconomic disequilibrium. All they achieve 1s a delay in
the day of reckoning when the governﬂent will have to come to grips with the
situation of an external crisis, and will have to engineer a sweeping,

profound and credible adjustment program.3®

2%This situation can still occur under crawling peg regimes if the rate
of adjustment of the nominal exchange rate consistently falls short of the
inflation. Naturally, this statement assumes that there are no changes in
fundamentals that justify slowing down the rate of the crawl.

30The economic history of developing countries i{s replete with
situations that resemble the above description. An early account of this
type of exchange rate crisis can be found in Cooper (1971). See also
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Situations of macroeconomically-induced RER overvaluation were common
in Nicaragua in the 1980s. At the present time, however, this Is not an
eninently urgent problem. Moreover, to the extent that fiscal and credit
control are maintained in the near future the country will be able to avoid:

falling into this type of disequilibrium. I deal with this subject in

Chapter V.

111.4 0 a oe
Analytics of Devaluations

The fundamental first step in dealing with macroeconomically induced
real exchange rate misalignment is the restoration of consistency between
macro (and especially fiscal) policies and the exchange rate system. Given
the goal of regaining price stability and external sector sustainability,
rapid action on fiscal front should be taken by the :uthorities. 1In fact,
without corrective macroeconomic policies there is no hope of putting an end
to inflation and overvaluation.

The re-establishment of external equilibrium implies that the relative
Price of tradables to nontradables will have to move back to its long run
sustzinable level. This increase in the relative price of tradable goods
can be achieved basically through two mechanisms. The first option is to
follow & gi;inflggigngzx_ngligx. where a contraction in aggregate demand
forces a r;duction in pominal prices of nontradable goods.3 The reduction
in Py will then generate a move in (Py/Py) (= RER) towards equilibrium,
This option, however, has two fundamental drawbacks: it is too slow, and if

nominal prices (or wages) are inflexible downwards the transition will be

Harbegger and Edwards (1982), and Edwards (1989).

*More precisely, an adjustment could still take place if prices of
nontradables grow at a glower pace than international goods.
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characterized by unemployment and reduced output. The second way of re-
establishing real exchange rate equilibrium is by engineering an increase in
the domestic price of tradable goods through a nominal devaluation. In this
case, of course, all the nominal devaluation is attempting to do is heip
speed-up the adjustment.3?

Naturally, for the nominal devaluation to be effective, in the sense of
truly helping re-establish macroeconomic equilibrium in a smoother fashion,
three conditions have to be met. First, the devaluation has to be taken
from a starting disequilibrium situation of RER overvaluation; second, the
devaluation has to be accompanied by consistent macroeconomic and especial-
ly, fiscgl policies. If these conditions are not met, the devaluation will
have no iaséing efizct, and the external crisis will not be solved. There
1s substantive empirical evidence suggesting that nominal devaluations
undertaken as pirt of comprehensive adjustment packages, and that have been
accompanied by restrictive monetary and fiscal policies, have been able to
help greatly the transition towards a new equilibrium.’ Third, in order
for a nominal devaluation to be ?ffeccive, and to generate a real devalua:
tion, it is necessary that domestic prices (and especially domestic wages)
are not indexed. If nominal wages are linked to the exchange rate a nominal
devaluation will not re-establish competitiveness and will be iﬁeffectiye.

The above discussion clearly suggests that in order for devaluations to
"work” there is no need, as is often suggested, for economic agents to have
'néney illusion®. Indeed, within this scenario devaluations will facilitate
the adjustment even when there are ultra-rational forward-looking economic

3Even when realignment is accomplished, the nominal devaluation is not
the ultimate cause of the observed real exchange rate change; it is merely
the vehicle through which the adjustment is attained.

NEdwards (1989).
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agents. In fact, in a forward-looking world, devaluations undertaken within
the context described here will tend to be particularly effective. The rea-
son for this is that highly informed rational individuals wil) clearly
understand that the devaluation is facilitating relative price changes and, .
thus, is inducing the required expenditure switching awvay from tradable
goods. Consequently, economic agents will not react to this exchange rate
change in a perverse way. However, if the devaluation is not arcompanied ﬁy
consistent macroeconomic policies, the informed public will anticipate a
devaluation-inflation spiral, making the situation highly volatile.

It is important to note that the argument presented here in favor of an
active use of devaluations under conditions of severe initial real exchange
rate overvaluation is not limited to situations of macroeconomically-induced
misalignment. Real exchange rate misalignment of the structural type,
generated by major real shocks, such as a significant deterioration in the
country’s terms of trade, can also be dealt with effectively through the use
of an active exchange rate policy. Naturally, the precondition of maintaining

a consistent macroeconomic package throughout the ‘ajuscment still applies.

II1.5 Monitoring Real Exchange Rate and Competitiveness Hlsalignmgn;\

The discussion presented in the previous section has dealt with some of
the most important analytical aspects of feal exchange rate misalignment and
competitiveness losses. More technical and formal discussions can be found in
Dornbusch and Helmers (1988) and Edwards (1989). The purpose of this
subsection is to provide a guide on how to evaluate the appropriateness of a
specific real exchange rate situation. An important objective of this discus-
sion is to determine a series of variables (or indicators) that the analyst

should examine in the process of verifying the presence of misalignment,

- ,){‘/
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A first step in the analysis is to construct a set of competitiveness
{ndicators, including real exchange rate indices and real vage indicators,
and to decide on a benchmark date, with respect to which the actual value of
these different indices will be compared.

The next step in the analysis consists on determining vhether the
selected benchmark date represents a plausible situation of historical
equilibrium of the external and internal sectors of the economy. Admitted-
ly, in some countries, and especially in those affected by severe macro or
structural shock;, it will be difficult to determine these "equilibrium*®
benchmarks. The analysis then should be based more heavily on the evolution
of other ‘external sgctor indicators, including the parallel market premium;:
the level of international reserves and the current account, than Bn an
adjusted historical comparison. This is the case in Nicaragua where che
hyperinflationary experience has reduced the usefulness of historical
statistics and comparisons.

The analyst should then investigate whas has happened tc the RER
fundamentals during the period elapsed between the benchmark historical
equilibrium date and the present. In doing this, an effort should be made
to determine whether the observed ghanges in fundamentals such as terms of
trade, the degree of protection, world interest rates, international trans-
fers, and so on, are permanent or transitory. Additionally, the analyst
should try to determine -- with the help of expert forecasts provided by the

World Bank or similar institutions -- what is the expected path for

MIn this step it is also important to analyze the way in which labor
productivity has evolved in the country in question. To the extent possible
this should be compared with productivity changes in other countries.
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Once the information on the behavior of fundamentals behavior is at
hand, the analyst should proceed to correct, or at least qualify, the
benchmark base of the real exchange rate and other measures of competitive-
ness. At the end of this step the analyst will have an estimate -- or at
least a rough idea -- of the equilibrium path of the RER. Needless to say,
this path will play a key role in the overzll evaluation of the
macroeconomic condition of the economy. Since the methods available for
actually estimating how changes in fundamentals will affect the equilibrium
RER are rather imprecise, the analyst may decide at this point tc work with
two, or at most three, possible scenarios that gives him/her alternative
paths for the equilibrium real exchange rate.

At this point it must be investigated the way in which pacroeconomi¢
forces have affected the actual real exchange rate. The most important
question here is to evaluate the way in which possible disequilibria in the
fiscal accounts and/or in credit policies have impacted the real exchange
rate. The key issue at this point is to determine whether the current
macroeconomic policies are sustajnable, or whether, on the contrary, they are
forcing the external sector onto a nonsus:ainable path. This analysis should
be -supplemented with an investigation of the behavior of a series of
indicators of the external sector accounts. Special attention should be paid
to the evolution of: (a) the trade account; (b) the current account; (c¢)
international reserves; (d) the black or parallel market premium.

This analysis provides additional information that will complement the
competitiveness indices analysis, and will help him/her assess whether the
external situation of the country is sustainable. The evaluation of the
differept indicators should rely both on historical and international

comparisons. For instance, the analysts should inquire whether the parallel

B\
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market premium has experienced important jumps in the immediate past -- this
would be a sign of a situation perceived as increasingly unsustainable --
and whether it has reached levels that in other countries have been
associated with imminent crises.

At this point of the analysis the expert should look in some detail at
| other markets, including very especially the labor marksts. Rigidities and
distortions should be noted and evaluated, with an effort to determine the
extent to which the labor market structure is rendering the extefnal secébt
adjustment process more difficult.

By combininglinformation from the previoﬁs steps it is possible to
determine whether real exchange rate (and real wages) is indeed out of

equilibrium; and if so what is the approximate magnitude of the required

realignments. Naturally, there is no way to determine this required adjust-
ment in a _precise, engineering-style fashion; unavoidably, the numbers at

which the anelyst will arrive at this point will be somewhat imprecise. 1In
fact, it is more appropriate to think that he/she will determine an interval
or range for the required adjustﬁent than a precise number.

Notice that what is estimated in this step is the (approximate)
magnitude of the RER misalignuent; nothing has yet been determined on the
magnitude (or desirability for that matter) of nominal devaluation. - That is
the subject of the next step.

I1f it is found that the RER is indeed out of line, it is necessary to
determine the best procedure for re-establishing international competitive-
ness and real exchange rate equilibrium. A number of options should be
considered, including macroeconomic adjustment, devaluation, incomes

policies, commercial policy changes, or some combination of these policies.

\%



An i{mportant element in deciding the type of adjustment to be undertaken
is the magnitude of the (perceived) wisalignment. If the extent of RER
overvaluation is rather small it will be usually possible to use a combination
of financing and macroeconomic corrections to re-establish equilibriua. If,
however, there is a major overvaluation, an adjustment pPackage that includes a
nominal exchange rate devaluation will usually be needed.

If a devaluation option is selected, a further decision on the nature of
the exchange rate adiustment has to be made. The key decision is whether a
discrete, once-and-for-all, devaluation should be implemented, or whether the
devaluation should be followed by successivé (small) exchange adjustments,
Several elements should be considered at this point. Chief among them is the
country’s ability to re-establish quickly fiscal discipline. If the reduction
of the fiscal deficit to levels compatible with price stability cannot be
achieved rapidly, a crawling peg type of regfme will be required, at least, on
temporary bases. This, of course, does not mean that the authorities should
forsake fiscal adjustments -- it should be sought with enthusiasn.

Perhaps the two most important aspects of this Step are the following:

(1) under every possible package, consistent macreeconomic policies will ba
required for a long tern re-establishment of external sector equilibriun and
macro stability. There is no way around this; the only differences across
strategies {s the intensity of these macropolicies at particular moments in
time. (2) Nominal devaluations will only be effective if nominal wages are
net indexed to inflation or the excharge rates. If devaluations are
accompanied by (equiproportionnl) wage increases they will be ineffective;

having no impact on the RER.
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Iv. v agu m vene i 1988-19
Iv.1  Introduction

In this chapter we turn to the enpirical discussion of actual
competitiveness indicators for the Nicaraguan economy. This is done via thc
construction and evaluation of both real exchange rate and labor cost indices.
Although these measures, as explained in Chapter II, should yield similar
assessments of the history and present condition of Nicaraguan competitives
ness, real exchange rates and labor costs point to distinct policy areas that
should reinforce each other in the Path towards regained competitiveness
These areas are exchange rate policy and labor market reform, both critical
items in the strategy for strengthening the Nicaraguan external sector.

As argued in great detail in Chapter V, the economic stabilizatfon and
restrucéuring progress made up to date in Nicaragua will remain a provi-
sional achievement while the enormous external imbalance Presently facing
the Nicaraguan economy remains unaltered. This stands as a great and most
immediate danger to the successful conclusion of the government's economic
pProgram.

In this chapter, I estimate and assess bilateral and multilatcral‘real
exchange rate indices as well as real wvage Indices. These estimates are
first computed in Sections IV.2-1V.4 on a monthly basis for the 1988-§2
period. In Section IV.S, I Present a brief discussion on the effects of
inefficiencies on the costs of doing business and on the degree of competit-
iveness in Nicaragua. In Section IV.6 the recent evolution of the
Nicaraguan bilateral real exchange rate is compared with that of four
Central American countries and Mexico. In Chapter V a long term perspective
is taken, and multilateral RER indices for 1973-91 are presented,

detailed explanation on how the various indices were constructed is
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presented in Appendix I of this report.

IV.2 Recent Evolution of Bilateral Real Exchange Rates

In the most general terms, and as discussed in Chapter III, bilateral
real exchange rates (BRER) indicate the evolution of an economy’s coapetit-
fveness by quantifying the changes in opportunity costs of export and import
competing industries. The BRER index has three components that together
allow the computation of this relative price: 1) an index of the exchange
rate with the curréncy of the most important trade partner -- the U.S.
dollar; 2) an index of tradable goods prices; and, 3) an index of the

home country’s nontradable goods prices. The general formula is then,

EePT
RER =
B PN

where E = cordobas per U.S. dollar exchange rate index,
PT « tradables price index,
PN =« nontradables price index.

Usually, as pointed out before, it is not possible to find direct
measures of tradable and nontradable prices, whilc most often the data on
exchange rates are readily available. In the case of Nicaragua the
situation is to some extent reversed. This is because, on the one hand, the
choice of exchange rate to be used in the BRER calculation is not a trivial
matter in circunstances where multiple rates co-exist, as it has occurred in
Nicaragua. On the other hand, contrary to the norm, the Central Bank of
Nicaragua (BCN) does compute series on tradable and nontradable prices.¥
In vhat follows I discuss how the variables in the BRER equation were

obtained for the Nicaraguan case.

3¥However, it is not clear how reliable these tradables and
nontradables indices are. For reasons explained above, it is extremely
difficult to actually separate the price index into tradable and nontradable

components.
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Between 1979 and 1988 Nicaragua had multiple official exchange rates
and a very active black market for foreign exchange. With the currency
reform of E}hxynzx_liﬁ_lgﬂg, the multiplicity of official rates was
eliminated, abolishing the numerous export and fmport exchange categories )
and the special loan repayment and invisible rates that-existed at the time.
However, a parallel rate adninistered by state exchange houses and a black
market rate continued in Place. Today, private ?xchange houses have
inaugurated a second parallel market with slightly higher rates than those
paid by government owned houses.

The ideal exchange rate index for BRER calculation purposes is that
which reflects the pProportions in which importers and exporters are conver-
ting their proceeds from foreign trade. This implies the computation of a
weighted average among all “"relevant"” exchange rates -- or those which are
in fact used by importers and exporters for.foreign trade purposes. The
computation of this weighted average for the period 1979-88, when multiple
official rates were in place in Nicaragua, is carried out and explained in
detail in Appendix I of this report. For the purpose of thisg section, which
studies the evolution of the real exchange rate since January 1988 onvards,
multiple official exchange rates are a concern for January and February of
1988 only.3

A problem remains on how to handle the parallel and black market
exchange rates after February 1988 in the computation of the bilateral
-nominal exchange rate in index E. That is, it must be decided whether the
black market parity should be incorporated in the average exchange rate and,
if so, which weight should be attached to it. 4 Problem with any attemnt ra

3%The quarterly series on the average official import and export

exchange rate is shown in Table A.6 of the Appendix. The rate for the
moenths of January and February 1988 was c436.72 and C5,218.36.
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TABLE 2
Black Market Premium

New Cordobas

Year Month Black Market R Official Rate Percentage
Period Average = Period Average Difference

1988 January 48.00 0.48 9969.23
February 82.76 5.22 1486.05
March 130.00 10.00 1200.00
April 138.00 10.43 1223.11

May 174.19 11.48 1417.33
June 253.33 41.47 510.88
July 385.48 80.00 381.85
September 400.00 83.23 380.62
August 443 .83 180.00 146.57
October 810.81 320.00 153.38
Novenmber 2363.33 " 628,67 275.93
December 4880.64 920.00 430.50

1989 January 5483.87 1963.23 179.33
February 5000.00 3007.14 66.27
March 5106.45 4945,16 3.26
April 6473.33 6413.33 0.94

May 9241.93 7325.81 8.96
June 23566.67 15950.00 47.75
July 25000.00 20000.00 25.00
September 25000.00 20490.32 22.01
August 25000.00 22023.33 13.52
October 25632.26 23741.94 7.96
November 36680.00 27920.00 31.38
December 43300.00 34075.16 27.07

1990 January 54822.58 42779.35 28.15
February 66571.43 46380.00 43.53
March 101750.00 46380.00 119.38
April 130333.33 53289.33 144,58

May 248064 .51 114516.13 116.62
June 307166.67 239500.00 28.25
July 515483.86 418387.08 23.21
September 788870,95 720645.16 9.47
Augus? 1177666.60 1070333.33 10.03
October 1464838.70 1377419.35 6.35
Hovember 1835333.33 1745000.00 5.18
December 2571935.47 2404838.71 6.95

3
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Year Month Parallel Rate Official Rate Percentage
Period Average  Period Average Difference

1991 January 3681612.91 3453548.39 6.60
February 5557142.86 4694642.85 18.37
March 24350000.00 25000000.00 -2.60
April 25350000.00 25000000.00 1.40
May 25850000 00 25000000.00 3.40
June 25750000.00 25000000.00 3.00
July 25950000.00 25000000.00 3.80
August 26000000.00C 25000000.00 4.00
September 26200000.00 25000000.00 4.80
October 26250000.00 25000000.00 5.00
November 26050000.00 25000000.00 4.20
December  26050000.00 25000000.00 4,20

1992 January 25650000.00 25000000.00 2.60
Source: BCN

(*)Buying rate at government owned exchange houses.

LN
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do this is that the amount of foreign currency being converted in the
parallel and black markets between 1988 and the present for international
trade purposes is not known with any precision. The general impression of
Nicaraguan government officials is that this amount has been relatively
saall throughout and decrsasing since the stabilization program of March
1991 was put into effect. So, despite the fact that the difference between
the parallel and official rates was at times very large prior to August of '
1990, as showr. in Tablu 2 and Figure 1, the comparatively minor importance
of the parailel zarket in financing foreign trade means that the official
rate (AEROF).is a fairly close approximation of the weighted average of all
relevant exchange rates. Thus, the monthly BRER index from March 1988 to
January 1992 was constructed with the official exchange rate as published by
the BCN. Yor the first two months of 1988 a weighted average of the
official import and export exchange rates, as calculated in Appendix I, was
used in the computation of the BRER.

Regarding the choice of indices to represent the evolution of tradable
and nontradable pricek, the standard practice is to use the domestic consum-
er price index (CPI) as a proxy for PN and the wholesale price index (WPI)
of the U.S. as an approximation to PT. This approa?h is justified because
in most empirical studies it is not possible to separate tradables from
nontradables within the domestic economy.

Generally speaking, the CPI is a fair representation of PN since, on

the one hand, a good number of the products included in the basket it measures

are in fact nontradables and, on the other, the prices it surveys are at the

retail level and thus incorporate a large content of value added of domestic

N



Year
1988

1989

1990

TABLE 3

1989.1IV = 100

Month

January
February
March
April
May

June
July
August
September
October
November
December
January
February
March
April
May

June
July
August
September
October
November
December
January
February
March
April
May

June
July
August
September
October
November
December

BRERNTPI BRERCPI

.83
11
31.
.88
.10
53.
.97
48,

29

32

56

92

68

90

96
98
104
102

56
51
48

45
41

.31
.81
35.
14
30.
69.
72.
.83
85.

48
22
40
52

19

.64
100.
68.
57.
52.
.01
79.

90
18
53
91

06

.93
122.
125.
118.
107.
.93
.29
.04
.73
99.
89.
79.
75.
61.
.53
.91
.48
49.

10
38
72
36

63
34
64
50
84

17

.48
.14

Bilateral Real Exchange Rates
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25
24

55

70

77

103
97

98.
.04
.30
72
83.
.66
.48
73.
68.
66.
.80
63.
59.
55.

103
102
96

70
70

62

78

o8

41

.74
78.
72.
47.
53.
56.
31

89.

89.
119.
112,
107,

24
61
19
10
05

74
k)|
53
56
38

42
47

92

9%

34
73
09

22
84
24
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BCN, IMF.

Year

1991

1992

Month

January
February
March
April
May

June
July
August
September
October
November
December
January

BRERNTPI BRERCPI

a8

35.
56.
45,
50.
57.
57.
57.
.07
51.
.42

56

51

51.

.49

86
52
17
53
58
29
04

22
22

NA

52.
&9,
72.
59.
64.
68.
68.
69.
.53

68

64,
64.
64.

26
30
05
84
16
91
19
50

72
11
17

63.40
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services, which are also nontradable.’’ Conversely, since the U.S. WPI
excludes the value added of nontradable services within the U.S. economy, it
is a good proxy for "the" foreign price of tradable goods. So, in practice,
the formula for the bilateral real exchange rate becomes:

BRER = .‘35;’!"_12 (20)

nic
The bilateral real exchange rate calculated following this standard

practice, denoted as BRER.,, 1is shown in Figure 2. An alternative index
was computed using the BCN index for nontradable prices in the denominator.
This BRER, denoted as BRER,,, 1s also shown and contrasted with the
BRER.,, in Figure 2. Tae actual time series for these two bilateral RER
indices-grerpresented in Table 3.

The base date for these monthly BRER indices was set as the fourth
quarter of 19¢ = 100. It must be noted that no particular interpretation
should be att: :d to this specific point in time. The base date can be
changed for expesitional purposes with no consequence on the analysis. 1In
fact, as was explained in Chapter III, in order to discuss the appropriate-
ness of the real exchange rate at any moment in time it is necessary to
analyze in detail the behavior of the so-called real exchange
"fundamentals". We do this in Chapter VI.

The two BRER indices shown in Figure 2 behave with remarkable
similarity, describing the same trend and basically the same levels of real
appreciation and depreciation of Nicaragua’s real exchange rate in recent
years. This implies that in the particular case of Nicaragua for the perind

1988-92 it makes little difference which proxy for nontradable prices we use

371t should be noted, however, that for the period prior to 1989 there
are severe problems with the CPI. This is discussed in some detail below.
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{n order to assess the general evolution of its competitive standing.’®

These two BRER indices tell an almost jidentical overall ontory regarding the

recent progress of Nicaraguan competitiveness.

From the BRER indices we can clearly distinguish that Nicaraguan

competitiveness has gone through three very distinct periods between 1988

and 1992. Each one of these periods has been initiated by drastic changes

in Nicaraguan economic policy, and these policies have had a very different

impact on the country’'s competitiveness. The three periods in question can

be demarked and briefly described as follows:

1) Beginning with the devaluation and adjustment program of February 1988,
the. BRER goes through a period of considerable depreciation till mid-
1989, as a policy of aggressive nominal devaluations was pursu;d. During
this period the rate of exchange rate devaluations outpaced the rate of
inflation by a considerable margin (see Table 4), generating a real
depreciation, as shown by the increase in both BRER indices at that time.
However, since the exchange rate adjustment policy was not accompanied by
a ccasistent set of fiscal and credit measures, the economy entered into
a serious devaluation-inflation spiral, which resulted in an accumulated
rate of inflation for 1989 of 13,649%.

?) From mid-1989 through the first year of the present administration,
February 1991, the BRER's prior trend is clearly reversed as it
appreciates continually to levels similar to those prevalent in mid-
1986. Mest of the competitive edge gained in terms of relative prices
since February 1988 had been lost by February 1991. During this one
and half yeare inflation outran the devaluation of the Cordoba,

s {s discussed below this is not the case for the 1973-88 period.
Depending on the price deflator used the behavior of the RER Indices will be

very different.
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TABLE 4
NICARAGUA: Inflation and Official Exchange Rate

Monthly Percentage Changes

Official Rate of

Yeaxr Month Devaluatiopn Inflation
1988 January 0.00 50.08
February 1094.05 91.27
March 91.64 82.13
April 4.30 29.22
May 10.07 19.02
June 261.24 65.83
July 92.91 83.55
August 4.03 20.44
September 116.28 48.23
October 77.78 60.90
November 96.46 111.88
December 46.34 126.66
1989 January 113.39 91.80
February 53.17 45.80
March 64.45 20.00
April 29.69. 12.56
May 14.23 15.51
June 117.72 62.24
July 25.39 32.30
August 2.45 7.69
September 7.48 11.90
October . 7.80 14.39
November 17.60 16.19
December 22.05 19.20
1990 January 25.54 25.88
February 8.42 14.68
March 0.00 15.01
April 14.90 36.24
May 114.90 116.43
June 109.14 100.63
July 74,69 86.41
August 72.24 82.51
September 48.52 58.80
October 28.69 30.52
November 26.69 33.03

December 37.41 47.50



Table 4 (cont.)

Official Rate of

Year Month Devaluation Inflation
] L

1991 January 43.61 52.19
February 35.94 —4Y.98
March 432.52 261.15
April 0.00 20.29
May 0.00 -6.39
June 0.00 -7.06
July 0.00 0.88
August 0.00 -1.72
September 0.00 1.24
October 0.00 5.90
November 0.00 0.95
December 0.00 -0.10

1992 January 0.00 1.18

Source: BCN.
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resulting in the abrupt fall of the BRER indices. It should be noted
that this fall is equally drastic irrespective of the domestic price
index used to calculate the BRER.
The third period starts with the devaluation and stabilization plan
introduced in March of 1991, which manages to stop the rapid apprecia-
tion of the BRER. Since then the real exchange rate has stabilized
itself at a level slightly lower from that achieved immediately after
the latest devaluation of the Cordoba. However, the BRER currently
stands below the peak it reached in mid-1989. It is interesting to
note that, contrary to previous historical experiences in Nicaragua,
effect of the March 1991 nominal devaluation on the real exchange rate
has not been fully eroded by inflation, as some analysts have suggest-
ed. To be precise, according-to our BRER,P, index the real exchange
rate stood in January of 1992 28.6% higher than in February of 1991.
However, the fact that the RER has been subject to some correction
is not enough to assess the degree of success of the devaluation epi-
sode. The ﬁercentage of the nominal devaluation which is passfd on to
the real exchange rate gives us a measurable and comparative apptzisal.
This is done by computing an effectiveness index, defined as the ratio
of the accumulated RER adjustment to the nominal devaluation. For the
March 1991 episode this index is equal to only .07, indicating that it
was rather "costly" to generate the observed RER improvement. This low
value of the effectiveness index is the product of the entire policy
Package implemented in March 1991, and in particular of the decision to
grant a massive wage adjustment. It must be noted, however, that the
fact that the real devaluation has not been fully ercded this time, as

was the case of all other Nicaraguan devaluations since 1979, is a

S
s
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| consequence of the success in controlling further price increases.
Another positive result of the successful contrel of domestic
inflation since March of 1991 is that the real exchange rate has

stabilized.

IV.3 Recent Evolution of the Multilateral Real Exchange Rate

The Multilateral Real Exchange Rate (MRER) takes into account a basket
of currencies corresponding to the most 1mpqrtant trading partners of Nicar-
agua, weighted by their relative importance in Micaraguan foreign trade.
More formally, as explained in the preceding chapter, the algebraic

expression for the MRER is:
MRER = ZERPT (21)
where MMER = multilateral nominal exchange rate;
PT = tradables price index;
PN = nontradables price index.

In many ways, the MRER is a more comprehensive and precise measure of
competitiveness than the BRER. This is beceuse it includes the relative
standing of the home country with respect to all its major trading partners.
A significant difference may emerge between these measures when a country's
foreign trade is well diversified amcug nations whose currencies float free-
ly. For example, a country might have a depreciating BRER with respect to
ihe U.S. dollar, but if the dollar is revaluing itself against, say,
European currencies, and the country trades heavily with Europe, the MRER
m;y well show an appreciating trend.

In Appendix I, I calculate alternative long-term quarterly measures of
.the MRER for Nicaragua; here I will briefly look at the monthly MRER that the

IMF has elaborated for Njcaragua. It must be noted that the IMF's procedure

uses the inverse of equation (21) with PN as the numerator. So, an increase

60
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in the IMF's index represents an appreciation, and a fall implies a deprecia-
tion. However, to make the IMF's MRER estimate compatible with our format, it
needs simply to be inverted. This is exactly what we do.

The monthly MRER for Nicaragua calculated by the IMF covers the beriod
Cctober 1990 to October 1991, which has been inverted and then reproduced in
Figure 3, together wiéh the BRER shown previously in Figure 2.3 In order
to make these indices comparable, the base for the IMF index was also set to
be the last quartcer of 1989 = 100.4°

Again it can be seen that both rates describe a very similar behavior
of Nicaraguan ccmpetitiveness for the months in question. The IMF calcula-
tion, by itself insufficient to draw any conclusions due to its limited time
coverage, does confirm, however, the principal insight suggested by the
BRERs for this period: after March 1991 the Nicaraguan real exchange rate
continues to be at a level substantially below that prevailing in the second
half of 1989. The indices differ slightly in that the IMF MRER shows that
the real depreciation achieved in March of 1991 was still holding by Octobﬁr
of that year, while our BRER sths a slightly larger degree of erosion.

In both cases the inflationary bout that followed immediately after
the March, 1991 devaluation erodes away some of its real impact on the

exchange rate, but the indices rise again during the next three months. In

%The monthly IMF index used here is the Real Effective Exchange Rate
in the IMF document *® agua - view Und -
January, 1992. It should be noted that this index is not consistent with
the earlier IMF estimate of the monthly Real Effective Exchange Rate in INF,

"Nicaragua - Staff Report for the 1991 Article IV Consultation,® May 28,

1991.

In the January 1992 document, op cit,, the IMF does not provide
monthly figures for its Real Effective Exchange Rate prior to October 1990.
However, it does provide quarterly figures from the first quarter of 1989,
So, the number in this series corresponding to the fourth quarter of 1989
was used to recalculate the base date. The IMF's quarterly index is
reproduced in full in Section IV.6.



our BRER estimate, however, it never reaches the peak of March of 1991 as it
cois in the IMF estimate. 1In any case, the trends depicted by these indices
clearly coincidence throughout this period, for both reflect the same

changes in appreciation and point towards a real exchange rate that is today

between 358 and 40% below January 1990,

IV.4 W d easure v

As pointed out in Chapter II, the evolution of real wages and unit
labor costs providé another window into a country’'s competitive situation.
At a given level of productivity differential between two economies, compar-
atively lower increases in real wages denotes a relative fall in production
costs and thus a gain in competitive edge. Equivalently, any surge in real
wages which outpaces improvements in labor productivity will have a negative
impact in a country’s ability to compete internationally.

Although it is difficult to assess the recent evolution of labor
productivity in Nicaragua, a positive trend in this regard during the last
decade can be safely dismissed. For instance, yields in key export crops
show for the most part a stagnant or a declining productivity trend since
the late 1970s.4

The estimation of real wage indices is a particularly difficult task
in any developing country. Data on wages are known to be largely inaccurate
in LDCs, and Nicaragua is no exception in this respect. To provide a robust
discussion on the subject, several indicator of nominal wages were consider-

ed and different {ndices on real wa, es were constructed for the recent

‘lComparing the average yields obtained during the three agricultural
cycles 1976/77 to 1978/1979 with those for the most recent period 1288/89 to
1990/9%, the yield per "manzana® has decreased, to mention Just a few
examples, for coffee: -22.2y, sugar: -12.9%, ajonjoli: -49.1%, bananas: -
26.7%. BCN, Direccion General de Produccion.
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(1988-92) period. Despite the variety of sources, much caution is advised
in the reading of the data. Thus, before analyzing the trends in Nicaraguan

real wages, a few words on the sources and quality of data are warranted.

Iv.4.1 The Data

In our analysis we used three sources for Nicaraguan wages: the
Nicaraguan Social Security Institute (INSSBI); the Ministry of Labor
(MTRAB); and, Mayorga Associates.

The INSSBI records by economic activity the average earnings of
workers enrolled in the Social Security Institute. The most evident problem
with this source is that the INSSBI covers a relatively small proportion qf
the total employed population. In fact, as shown in Table 5, the number of
employees enrolled in INSSBI between 1989 and 1991 amounted to about 35% of
the national total of fully employed personms.

The date suffers from another set of problems, however. On the one
hand, it reports total earnings perceived by workers, not wages, so that it
includes overtime payments and cash benefits. On the other, it does not
include payments in kind, which during much of the Sandinista rule were an
important and integral part of Nicaraguan workers’ regular compensation
package. This omission is particularly problematic when using these data to
estimate the real purchasing pewer of wages, for that part of wages that was
paid in kind evidently did not depreciate with inflation.

Also, payments of Social Security quotas are not done with perfect
regulerity: many firms delay their payreants for months, and then pay their
arrears all at once. This means that the monthly wage figures are not strict-
'ly comparable; quarterly or semi-annual estimates would be more accurate.

The Ministry of Labor has estimates on average national wages

beginning December 1988. These are disaggregated in only two large



TABLE 5

Total Employment and Social Security Enrollment

Year Total Employment INSBBI Enrollment

1987
1988
1989
1990
1991
1987-91

Source: MTRAB, INSBBI.

(1) (2)
835.7 312.6
826.8 na
773.5 261.9
737.3 261.4
et e 228.9

(1) in thousands; MTRAB employment data.

(2) in thousands.
(3) (2)/(1)

(3)

37.4
na
33.9

35.5

35.5 °

35.6

=



Figure 4

Wages in Real Cordobas
Fourth Quarter 1589 = 100
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categories: *Central Government” and "Enterprises and Decentralized
Entities”. This last category corresponds to private and public firms in
various areas of economic activity (e.g., manufacturing, banking), plus
punicipalities and public schools. The MTRAB gathers the data via monthly
surveys of 60,000 certral government employees and 204 entities covering
approximately another 80,000 employees outside the central government.
Although the MTRAB data are obtained from a sample totalling 140,000
employees, that is about half of those registered with the INSSBI, the sample
is more representative of the wages paid in the economy as a whole. Also,
the MTRAB wage figures include the market value of payments in kind and
excludesovertime payments. However, a significant problem remains with the
estimate of Central Government average wages. Since the "Occupational Conver-
sion Program™ was initiated in 1990, about 20,000 employees have left their
government positions,*? and the large majority of these were in the lower
wage categories. This means that the average wage will show increases despite¢
the fact that no actual wage raises have been authorized. Clearly, this sver-
age will tend to be upward biased. The other limitation of this statistical
series is that it does not permit a long run analysis, for it only begins at
the end of 1988 and it is not quite compatible with the INSSBI wage series.
Mayorga Associates has been surveying Nicaraguan wages by occupation
since November 1989. During 1989 and 1990 this survey covered 17 firms in
the Managua area, and in 1991 this sample was increased to 29 firms, all of
ther in Managua. The data are made available in current U.S. dollars and
cordobas for five specific occupations: general accountant, secretary, driv-
er, average blue-collar worker, and plant supervisor. Although the Mayorga

4270 September 30, 1991, 17,009 employees had left their government
positions through the Occupational Conversion Program. BCN, Boletin

Irimestral, Vol. III, 1991.

)
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data carnot be taken by itself as a definite indicator of the evolution of
wages in the Nicaraguan economy as a vhole, it is extremely useful to
investigate the behavicr of labor costs in the formal manufacturing scctor.

Despite the limitations that each individual data source has, all the,
sources together allow some fairly robust inference about the recent

evolution of real wages in Nicaragua.

IV.4.2 Wages in Real Cordobas: Decembey ’988-January 1992

According to the data on wages which the MTRAB began to collect in

December of 1988, real wages in Nicaragua have dz2monstrated a definite upward

trend since February of 1989. Figures 4 and 5 show respectively indices of
real wages constructed with MTRAB information for the central government and
the sample of public and private enterprises, compared in each case with the
{ndex of national average real wages. The data are presented in Table 6,

where the nominal wages reported by the MTRAB have been deflated by the

Nicaraguan CFI and converted into constant cordobas and then reformulated ir%o

an index with the fourth quarter of 1989 as the base dare.

It can be seen in these figures that all three real wage indices have
reached and stayed during the second half of 1991 at a level twice as high
as that prevailing in March of 1989. The very large jump above the rising
real wage trend in the second quarter of 1990 corresponds to the massive
nominal wage increases obtained by labor union after a successful stand-off
with the entering government authorities.*?

With the rapid subsequent inflation, these increases were quickly
eroded in real terms, especially after the new government managed to

implement stricter wage raise guidelines. However, following the March 1991

“3BCN, Informe Anual, Managua, 1990,



TABLE 7
Index of Average Real Wages in U.S. Dollars

Fourth Quarter 1989 = 100

Public &
Central Private Nationul
Year  Month  Government [Enterprises Average
1988 December 118.38 95.62 102.89
1989 January 157.50 115.99 130.88
February 149.39 112.06 125.28
March 111.04 94.64 100.04
April 116.08 94.40 102.30
May 112.96 100.81 104.84
June 89.96 66.24 75.81
July 86.68 65.10 73.80
August 89.61 80.32 83.86
September 87.75 88.57 87.99
October 106.78 103.78 104.93
Novenmber 108.88 108.36 108.61
December 84.33 87.86 86.47
1990 Jsnuary 103.14 87.69 93.98
February 113.05 100.25 105.56
March 192.06 149.19 167.34
April 411.22 193.74 283.51
May 343.40 161.50 236.76
June 504.35 201.60 327.03
July 464.27 193.80 305.77
August 381.28 179.92 262.82
September 343.96 171.18 242.02
October 342.32 177.48 244,55
November 339.33 190.13 250.13
December 335.20 239.12 275.47
1991 January ° 336.19 246.74 289.28
February 358.96 259.27 305.96
March 245.08 144.43 188.65
April 242.92 163.96 198.82
HMay 247.4640 176.60 209.86
June 279.71 192.01 233.16
July 284.77 209.18 245.49
August 298.51 230.18 257.58
September 314.02 239.67 268.76
October 313.65 249.40 275.90
Novenber 324.22 260.25 284.97
December 324.22 260.25 - 284.97
1992 January NA NA NA

Source: MTRAB, BCN, IMF:IFS.



économy, as represented by MTRAB's *Publ{c and Private Enterprises® category,
have risen cumulatively at rates very close to the national average, so that
the surge in the latter index cannot be imputed exclusively to the increase in
central government wages.

This rising trend shown by MTRAB data iy confirmed by the surveys
carried out by Mayorga Associates. 3, Averaze, real vages in dollars for
the five occupations shown in Tables 8 and 9 have risen about 2008 betveen'
the last two months of 1989 and January 1992, This is similar to the per-
cantage increase reflected by the MTRAB data. At the lowest end are plant
supervisors, whose real dollar wages increased 1.9 times, and at the high
end are blue-collar workers, whose real dollar wages surged 2.3 tinmes
between those dates.

From the INSBBI data on real wages in dollars, summarized in Table 10,
we have that the national average in current dollars increased from an annual
mean of U.S. $57.21 {n 1989 to U.S. $159.07 for 1991. In real dollars of
1989, this represents an increase of over two and half times {n real vages.
The INSBBI series yields, therefore, an even higher jump in real dollar wages
in the last two years. Howaver, the difference vith other sources might be
explained, not only due to the inherent bias of the INSBBI sample, but also
because INSBBI does not register payments in kind. As mentionad before, prior
to 1991 an inportant Part of wages was Paid in kind, but {¢ kas been since
replaced by cash paynents. In other words, a portion of the increase in wages
‘registered by INSBBI statistics Day well reflect the full monetization of
wages, especially to centrasl government empinyees.

In any case, the review of the different sources on wages indicate that
these have risen in real U. S. dollars somewhere around 200t {n the last two

years. Intetestingly enough, wages in real U.§. dollars .ava increased even



TABLE 8
Real Vages in Selected Occupations

U.S. Dollars

Dius

Collar Plant
- Yeaxr Month Horker Supervisor

1989 11 66.43 296.05
1989 12 76.00 327.00

1990 1 73.33 333.50
1990 2 84.38 311.40
1990 3 70.44 301.90
1990 4 60.49 265.14
1990 5 80.29 364.31
1990 6 107.58 512.76
1990 7 105.57 527.84
1990 8 116.43 636.13
9

1990 129.17 449.78
1990 10 116.06 41r.02
1990 11 126.33 423.01
1990 12 NA NA

1991 1 175.8 638.64
1991 2 184.36 669.77
1991 3+ 146.42 563.93
1991 4 134.67 520.86
1991 5 138.14 583.15
1991 6 1642.3 512.02
1991 7 155.46 536.70
1991 8 160.13 546.62
1991 9 160.42 549.57

1991 10 161.39 347.54
1991 11 162.38 373.29
1991 12 162.38 584.18
1992 1 162.43 587.33

Source: Mayorga Associates.



TABLE 9
Real Wages in Selected Occupations

U.S. Dollars

Year Month Ammmmmnum

1989 November 316.40 146.50 76.30

1990 December 359.00 155.00 79.00
January 346.56 147.66 77.35
February 403.81 190.86 112.50
March 276.724 136.86 80.51
April 268.17 108.88 63.51
May 389.40 159.57 121.44
June 545.94 221.19 125.68
July 525.83 210.13 120.65
August 587.09 225.96 135.18
September 556.51 . 254,46 141.80
October 496,69 231.17 129.38
November 546.47 249.79 139,73
Deceaber NA NA NA

1991 January 720.77 291.78 174,88
February 749.20 312.82 177.49
March 376.79 257.23 135.54
April 331.75 236.66 124.77
May 519.01 243,72 132,22
June 533.717 257.39 138.39
July 566.41 283.20 153.48
August 589.13 285.67 156.18
September 592.15 290.14 158.44
October 603.98 299.02 160.40
November 636.66 300.01 165.35
Decembnr €29.73 300.01 165.35

1992 January 633.88 304.06 165.40

Source: Mayorga Associates.



Figure 6

Wages in Real Dollars
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Figure 7

Wages in Real Dollars
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TABLE 10

Annual Average Wages in U.S. Dollars

(1) (2) 3)
Year Wages in Wages in Real ¢
Current Dollars 1989 Dollars Increase
1989 57.21 57.21 .-
1991 159.07 151.17 164.24

Source: INSBBI, IMF, BCN.

(1) Converted in US dollars according to the annual average official
exchange rate.

(2) Deflated by the US wholesale price index.

(3) Accumulated change between 1989 and 1991.

/io



Figure 8

Real Wage Indexes
Fourth Quarter 1909 = 100
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Figure 9

BRER and Wages in Real Dollars
Fourth Quarter 1989 = 100
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TABLE 11

Average National Real Wages

$ change

Year Month U.S. Dollaxs Cordobas
1989 January 27.20 -27.21
February -6.,28 -37.59
March -20.14 -19.52
April 2.25 18.52

May 2.49 7.78
June -27.69 17.72
July ~-2.65 -13.54
August 13.63 5.81
September 4.93 -5.98
October 19.26 6.88
November 3.55 25.55
December -20.39 -19.51

1990 January 8.69 3.01
February 12.32 8.65
March 58.52 41.26
April 69.42 55.22

May -16.49 -3.02
June 38.13 -0.96
July -6.50 -20.11
August -14.05 -17.34
September -7.92 -12.50
October ' 1.05 1.72
Novenber 2. 28 -3.18
December 10.15 1.66

1991 January 5.01 -0.65
February 5.75 -0.23
March -38.34 -9.88
April $.39 -12.46

May 5.55 13.16°
June 11.10 19.33
July 5.29 4.19
August 4.92 6.95
September 4.3 2.88
October 2.65 -3.06
November 3.29 2.32
December 0.00 0.10

1992 January NA NA
1989-1992 AVERAGE 4.69 1.00

Source: MTRAB, BCN, INMF.



TABLE 12

Estimated Correlation Matrix of Variables

BRERCPI _IRWD. _JRWG
BRERCPI  1.0000 -.6973 -.4488

IRWD -.6973  1.0000 .6787
IRWC -.4488 .6787  1.0000

Source: MTRAB, BCN, INF.
BRERCPI = Bilateral real exchange rate constructed vith CPI;
IRWD = Index of national average wages in real U.S. dollars;

IRVC = Index of natfonal average wages in real cordobag.



33

further than their measure in real cordobas, as shown in Figure 8 and Table 11l.

As vas pointed out in Chapter II of this paper, we would expect that
there should be a strong inverse relationship between the real exchange rate
and the behavior of the real wags. This is in fact the case in Nicaragua, as
can be seen in Figures 9 and 10, whera the BRER and real wvage indices are com-
pared. In general, these figures show that when the Nicaraguan BRER increases
(depreciates), real wages in the country ar; declining and vice versa.

The correlation matrix in Table 12 indicates this relationship with
more precision. The correlation coefficients are indeed negative, and quite
high in the case of the real U.S. dollar vage index and the BRER. It is
clear, tberefore. that in Nicaragua both real exchange rate and labor cost
measures ofrconpetitiveness have moved in a consistent vay, pointiﬁg to a
lesser competitive situation for country.

To summarize, all of this clearly suggests that i{f, as it is with all
likelihood the case, there haven’t been productivity gains, the increase in
doller denominated vages during this period is capturing a steady decline in
the country’s degree of interﬁational competitiveness, with respect to late
1989. This result, that enmerges from the wage data, is consistent with the
broad picture on the evolution of competitiveness since 1989 obtained from

our analysis of RER indices.

IV.5 The Recent Evolution of Nicaraguan Competitiveness in a Central
Central American Context

It is intcresting to compare the recent trends in Kicaraguan
competitiveness to the experience of other Central American countries. These
nations are, in fact, the more relevant since in nany respects they are the
direct competitors of Nicaraguan exporters. Monthly BREFs were calculated for

Guatemala, Honduras, El Salvador, Costa Rica and Mexico, which are shown

N
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respectively in Figures 11 to i5. Official exchange rates and the U.s.
wholesale price index were used in the numerator of the BRER formula, while
consumer price indices were used as denominators in all cases.

Confronting the Nicaraguan BRER with that of the five countries listed:
above for the 1988-92 peried, it stands out that in the last 40 months nons
of them has suffered an &ppreciation of the real excharge rate of the
magnitude observed in Nicaragua. In fact, in all cases the Nicaraguan BRER
index has moved below that of the other countries since Deceaber 1989, the -
base date common to all of these series.

These countries do not experience either the variability that the
Nicaraguan real exchange rate does. On the contrary, they havs managed to
maintain & great deal of stability in the evolution of their BRERs. This i,
a particularly important feature of RER behavior, since a highly volatile
RER will result in widesproad uncertainty about relative prices, disrupting
efficient allocation of Yesources, specially in the tradable gector.
Nicaragua’s cunpetitive disadvantage consequently has accumulated in both
accounty: an appreciating and most unstable real exchange rate,

Mexico, the only country that has alloved a steady appteciatiﬁg trend
in the last four years, has managed to keep the BRER within 4 very atable
and predictable path, falling slightly more than 20% from fca 1988 average.
Col;a Rica's BRER presents even greater stability, with no appreciating
trend at all. While the standard deviation of {ts 1988-91 BRER series ig
2.33. Nicarsgua’s is 22.93, that 13 10 times larger. The standard devia-

tions for all BRERs serics ATe presented in Table 13.

3The data on monthly price indexes for th: Central Anerican countries
and Mexico were obtained from the Consejo Monetario Centroamaricano (Qic).



Figure 11

BRER: Costa Rica
Decernber 1989 = 100
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Figure 12

BRER: El Salvador
Decemnber 1989 = 100
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Figure 13

BRER: Mexico
December 1969 = 100
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Figure 14

BRER: Honduras
Douﬂ'b.l 1989 = 100
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Figure 15

BRER: Guatemala
December 1989 = 100
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Source: IMF, CMC.

TABLE 13
BRER Variabilicy
1988-1991

Country = Standard Devistion

Costa Ri:a 2.33
El Salvador 6.99
Guatemala 8.04
Mexico 8;22
Nicaragua 22.93
Honduras 38.98

4\
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The cases of El Salvador and Honduras are particularly instructive
because they clearly show that nominal exchange rate policy can engineer a
sustained rcal depreciziion, as it was pointed out in Chapter II1 of this
paper. The Honduran BRER jumped about 80% in the first months of 1990, ‘and
after a slight erosion, a significant gain in competitiveness has been main-
tained throughout 1991, The Salvadorian BRER was depreciated by over 25t at
the end of 1989 and since then it has been kept well above its previous
levels.

These data indicate that in comparison with the end of 1989 the
Nicaraguan competitive position relative to that of Costa Rica, El Salvador,
Guatemula, Honduras and Mexico, has experienced a significant deterioration.
To the e;Een% that i{in 1989 the Nicaraguan economy was already experiencing a
substantial external disequilibrium -- the trade deficit amounted to 34.1% of

GDP that year -- these data clearly suggest that at the current time there is

a substantial overvaluation of the Cordoba.

IV.6 Competitiveness and Other Costs of Doing Business: A Partial and
m a a ’

Preliminary Analysis
In the analytical dicscussion presented in Chapter II of this paper we
argued that relative productjon costs across countries constituted a very

useful and comprehensive measure of international'competitiveness. Although
labor costs are, without any doubt, a critical component of the costs of
production, they are pot the only one and, in many cases, not even the most
important one.‘® A number of Nicaraguan unalystc, including private
exporters, hav: argued that the high coste of doing business in icaragua,

including the high costs of intermediate imports and high tzsies, represent a

‘However, as pointed out in Thapter iI, to the extent that labor is
larzely immodile intermationally, it becomes a big component in serious
analyses ou competitiveness.
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serious impediment for the rapid development of exports in the country.

Although = detailed analysis of the microeconomic cost structures in Nicaragua

and the rest of Central America is well beyond the scope of this paper, in
this section I present some preliminary findings on the subject.

Table 14 includes data collected by IICA in dollar prices for six
important agriculture inputs in Central America during February of 1992. As
can be seen, in four out of the six inputs Nicaragua has the highest prices'

in the region, while in the other two (sulfate and 15-15-15) it has the

lowest. Table 15, on the other hand, contains dcllar denominated prices for °

eighﬁ important inputs used in coffee production in Nicaragua and Guatemala
in the first quarter.of 1992. Interestingly enough, in this case the price
differentials show a slight cost advantage for Nicaragua. Table 16, final-
ly, includes dollar denominated prices from six construction materials in
Nicaragua and Guatemala. These data show that, with the exception of PCV
tubes, construction costs are significantly higher {n Nicaragua. A number
of local observers have also argued that the inefficiency of the
distribution system in Nicaragua‘is at the heart of the observed higher
prices in the country. We deal with this issue in Chapter V below.
Although the (admittedly limited) comparisons of input prices in these
tables detect a number of instances of higher Nicaraguan cost, the trend is
in no way generalized: {n a number of items Nicaraguan costs appear indeed
tc be belvws those in competing countries. There is preliminary evidence,
however, that for a number of services, and {n particular for port charges,
Nicaraguan costs largely exceed those of neighboring countries.*’ This

situation is the result of a number of factors, including a very low level

“‘COSEP has commissioned & study whose preliminary results strongly
support this view,
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TABLE 14

Producer Prices Selected Inputs in Central America:

Ton

Ton

Ton

Gallon

Gallon

Gallon

Source: 1ICA.

February 1992

(U.S. Dollars)

Costa Rica El Salvadox

258.67

199.56

237.00

1.06
1.36

1.51

266.08

116.28

238.68

.86

1.31

289.13

121.96

307.61

1.13

1.73

Honduras
269.70

195.75

264 .84

1.32

1.35

Nicaragua

97.57

205.96

~,
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TABLE 15
Price Comparison of Chemical Inputs Used In

Coffee Production: Nicaragua and Guatemala

Prices Prices
Insumos Nicaragua® Guatemala®
(U.5. §) (U.5. §)
Compto (qq) 9.0 11.8
18-6-12-4-2
Nitrogenado (qq) 14.6 11.6
Urea 46%
Roundup (Lts.) 14.0 12.8
Gramoxone 200 (Lts.) 5.5 6.0
Simazina (Lts.) 4.0 8.3
Lorsban (Lts.) 11.4 11.6
Malathion (Lts.) 4.00 4.7
Captafol (1bs.) 4.00 5.7

*Exchange rates are 5 cordobas per dollar and 5 quetzales per dollar.

Source: Nicaragua: Sample taken duslng first week of March 1992. Prices
include IGV. Guatemala pri-ces taken from survey contracted by
INCAE. They include salss tax. Survey taken in late January.



Source:

TABLE 16
Price Comparisons for Construction Materials:

Nicaragua and Guatemala (First Quarter, 1992)

(U.s. §)
—_Materfal =~ Nicaragua juatemala
.Cement (qq) 3.1
Cement block 0.2
Steel (qf) 21.4
Plywood sheet 7.7
PCV Tube (20'xk") 1.4 1.7
011 Paint (gallon) 9.5

Nicaraguan prices sampled in Managua among wholesale distribution
during the first week of March 1992. Guatemalan prices obtained
from survey contracted by INCAE. All prices jinclude sales tax.
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of inves'ment in infrastructure and a tragically low level of productivicy.
There is little doubt that the cost-reducing measures announced in the
March 1992 package will help improve the competitive position of the
country. However, it is highly unlikely that these measures will, on their
own, result in the improveaents in competitiveness required for self-
sustained development in the medium and long runs. 1In order to gain further
insights into this important question it is recommended that detailed
comparative analyses at the Central American level of the costs of doing

business are undertaken im the future.

IV.7 Summary

In this chapter we have presented the recent (1988-1992) evaluation of
a nunber of competitiveness indicators in Nicaragua. This analysis clearly
shows that independently of the index used -- bilateral RER, multilateral
RER or alternative wage indicators -- the degree of international competit-
iveness in early 1992 stands significantly below the level it achieved in
late 1989 when the Sandinista government implemented its final (and failed)
attempt to introduce corrective measures in the functioning of the economy.
The analysis undertaken here also shows that the March 1991 devaluation did
manage tc Increase somewhat the real exchange rate. The cffectiveness index
of that devaluation, however, was a meager 0.07, capturing the fact that the
large wage rate adjustments granted at the time largely eroded the real
exchange rate effects of the adjustment,

The comparative analysis of RER behavior in Central America is
particulerly illustrative since it indicates that, in relation to late 1989,
Nicaragua is curvently facing a significantly deterforated external sector
position. This means that the country will have serious difficulties in

competing for foreign markets with its neighbors. In Chapter VII, I discuss

4>
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some of the policy options opened for Nicaragua in the months to come.

\
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v. ctiv agu o v
V.l Introduction

The analysis presented in the Preceding sections has concentrated on the
recent (since 1988) evolution of Nicaragua's competitive position, However,A
in order to understand the behavior of competitiveness from a broader
perspeccive it is useful to construct longer term series on real exchange
rates. As pointed out in Chapter III, an important element in the evaluation
of the external position of a country is determining a benchmark year for
historical comparisons. This benchmark should be a "normal® year, hardly a
description fitting the 1988-92 period in Nicaragua. For this reason, a
number of alternative indices were constructed, covering the period 1973-9].
A very detailed explanation on how these indices were computed is offered in
Appendix I of this report. 1In this section, therefore, I will not Present an
extended discussion on the technicalities and data sources involvzsd in the
calculation of MRER indices. For a more in depth understanding of these

issues I will refer to the Appendix,

V.2 to Behavior of Njicaragua's e Levels: tat ca 3
There is a very difficult and crucially important problem that arises
in the long-run analysis of Nicaraguan competitiveness which deserves full
attention at this point: the accuracy of the statistical serfes on the
Nicaraguan price indices pPrior to 1989 are suspect.*® An iadicatiou of the
weakness of this series is the significant divergence between the CPIl and

the UDP deflator recorded for Nicaragua before that year.*® Table 17

“®Much of the official statistics on Nicaragua prior to 1988 are now
beizg revised by the BCN.

““It is not unusual that in high inflationary situatioas the CPI loses
accuracy.


http:suspect.48

60

compares both variables and shows the difference between them.

I¢ can be appreciated in Table 17 that the consumer price index and
the GDP deflator are highly inconsistent, as they show very different yeazl;
rates of increase, with the CPI showing cumulatively increases many times
more than the GDP deflator. These indices begin to diverge notoriously in
1982 and by 1986 and 1987 th: CPI is growing at percentages more than twice
as large as that of the GDP deflator.3® This divergence is particularly
high in 1988 when the CPI shows a rate of inflation that is one thousand
percentage points higher than that captured by the GDP deflator. At this
point, and without a detailed analysis of historical series, it is not pos-
sible to know precisely what are the sources of this divergence. Howevef, a
possible explanation would recognize that the CPI placed a relatively heavy
weight on goods sold in the informal market, where prices were much higher
than in the official market.® From 1989 onwards, however, the two price
series begin to converge again.

Such inconsistency across price indexes is not enFirely surprising, for
recording price changes with precision in hyperinflationary conditions is a
very difficult task indeed. However, excuses aside, these divergences
introduce serious difficulties since the choice between the CPI and the GDP
deflator as the appropriate proxy for nontradable prices will produce very
different estimates of the evolution of the real exchange rate and other
competitiveness indexes. Given the characteristics of the two alternative

price indicators, the use of the CPI in the calculation of long term series

Prior to 1978 these two price indicators also diverged for some
years, but the cumulative indices up to 1978 remain quite close to each
other.

*1See IMF, Nicaragua - First Review under Stand-by Arrangement,

January, 1992,


http:deflator.50

TABLE 17

CPI and GDP Deflator

Consume
Year Index L ]
1973 100.0 .-
1974 114.9 14.9
1975 126.1 9.7
1976 130.0 3.1
1977 145.0 11.5
1978 152.3 5.1
1979 225.8 48.3
1980 305.3 35.2
1981 378.1 23.9
1982 471.6 24.7
1983 617.9 31.0
1984 836.3 35.4
1985 2672.0 219.5
1986 20879.1 681.4
1987 211285.3 912.0
1988 30407519.4  14291.7
1989 | 1484254128.3  4781.2
1990 111686460207.1  7424.8
1991  2712163040614.6 2328 .4
*Prelininary.
Source: BCN, INF.

—GDP Deflacor
—Index 3

100.0 ---

124.2 24.2

127.4 2.6

140.3 10.1

150.0 6.9

158.1 5.4

219.4 38.8

300.0 36.8

335.5 11.8

391.9 16.8

433.9 10.7

603.2 39.0

1612.9 167.4

6153.2 281.5

38335.5 523.0

5113564.5 13239.¢

262734945.0 . 5038.0

19923190880.0 7483.0

563427838100.0 2728.0%
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for the multilateral RER will result in an historical scenario where

Nicaragua's competitiveness has suffered staggering decline. On the other

hand, using the GDP deflater shows a higher RER in 1991 than in the mid 197 J:

The strategy followed in this section of the report is to make both calcula-
tions: one using the CPI and the other using the GDP deflator, and then

discuss each resulting scenario regarding the long-run evolution of

Nicaragua's competitiveness.

v.3 e Long Rup Evolution of the Multilateral Real Exchange Rate

As explained in Chapter II, the MRER takes into account a basket of
currencies corre:ponding to the most important trading partners of Nicar-
agua, weighred by their relative importance in foreign trade. The varying
features between the different MRERs measures introduced here are the
combination of trading partners taken into account, and the weights assigned
to each of them. The following combinations were considered in the
computation of four alternative MRER indices, denoted as follows:

1) MRERs, which includes the five nations that make up the SDR currency
basket: the United States, Japan, Germany, France and the United
Kingdom. The weights used here are those of their respective currencies
in the SDR basket (see Appendix I);

2) MRERxm, which includes the nine most important count ‘ies in Nicaraguan
total foreign trade (imports + exports): the U.S., Costa Rica, Guate-
mala, Germany, Japan, Mcxico, Italy, Netherlands and Spain;

3) MRERx, which includes the ten most important countries as destination
of Nicaraguan exports: the U.S., Germany, Japan, Costa Rica, Guatemala,
Necherlands, Belgium, Italy, Canada and Spain;

4) MRERm, which includes the nine most important countries as origin of

Nicaraguan imports: the U.S., Venezuela, Costa Rica, Guatemala, Japan,
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Germany, Spain, Mexico, and the United Kingdonm.

Due to the lack of complete information on pPrices for Honduras and El
Salvador, though important trade partners of Nicaragua, these countries were
not included in our MRER calculations. For the same reason, Eastern Europ-
ean nations and Cuba, which made up as a whole a sizeabie proportion of
Nicaragua's foreign trade during the second half of the 1980s, were not
considered either (see Appendix I for a detailed discussion on the subject)t

The sets of countries listed above -- with the exception of those in
SDR based index -- were selected because they constituted the most important '
trading partners of Nicaragua between 1978 and 1982, This time period was
deemed appropriate for such selection because Nicaragua has gone through
very large shifts in the direction of its trade since the mid-1980s and is
still adjusting presently as the country comes out of the U.S. embargo.
Thus, today's geographic composition of Nicaraguan trade cannot be taken as
definite yet. However, the most recent trend, including the U.S. quick
repositioning as Nicaragua’s principal trading partner, points to a pattern
of trade in the near future which will closely resemble that prevalent
during 1978-82. The issue whether the U.S. trade embargo affected the.
historical evolution of Nicaragua’s real exchange rate is investigated in
Section II.7 of Appendix I.

The weights assigned to these countries in the calculation of the
different MRER indices are defined &ccording to their relative importance in
Niéaraguan trade during the same 1978-82 period. A detailed explanation on
how these weights were calculated and the weights themselves are Presented
in Section II.1 of Appendix 1. Section II of the Appendix presents also a
full discussion on the estimation of all the variables necessary for the

computaticn of the MRER -- the nominal exchange rates and the pPrice indices
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for tradable and nontradable goods -- which in the case of Nicaragua it
involves a less than trivial procedure to arrive at appropriate exchange
rate measure. So, here I will present and compare without further introduc-
tion two sets of MRER indices: one calculated with the CPI1 as a proxy for
nontradable prices, and a second where the GDP deflator was used instead.

Figures 16, 17, 18 and 19, and Tables 18 and 19 show annual MRER
indices constructed with the two alternative domestic price measures (CPI or
GDP deflator).3 It can be seen in these Figures that using the GDP

deflator as a proxy for nontradable prices results in a milder real exchange

rate appreciation between 1981 and 1987, and a much steeper deprcciation as

a result of the series of devaluations that took place starting in 1988.
In fact, according to the CPI based measures the Nicaraguan RER in 1987

was at most 108 of its 1973 level, while the GDP deflator based RER indices

321t is interesting to note in this last respect that for most of the
1970s the Nicaraguan real exchange rate appreciated more according teo the
trade weighted MRER measures than it did according to the SDR based index.
In fact, between 1977 and 1979 the MRERs shows a depreciating trend. This
is because during those years the U.S. dollar suffered a significant devalu-
ation against the Japanese and European currencies, and since the cordoba
was pegged to the dollar, it automatically depreciated against those
currencies, which have a much larger weight in the SDR measure of the
Nicaraguan real exchange rate. The (relatively small) divergence between
the trade weighted MRER indices is explained mostly because the weights
attached to the countries that have suffered large devaluations and
inflation rates -- Mexico, Guatemala, Costs Rica and Venezuela -- differ
from ore index to another. In fact, these four countries have a collective
weight of about 40% in the import based real exchange rate mecasure (MRERm),
but in the total trade and the export based indices -- MRERxm and MRERx --
that percentage is only 26% and 16% respectively (see Tables A.l1, A.2 and
A.3 in Appendix I). Consequently, as shown {n Table 15 by mid-1991 the
lowest measure of appreciation of the Nicaraguan real exchange rate is given
by the MRERa index, while the highest 1is represented by the MRERx index
shown in Table 19. This is not a minor issue since it implies that the
appreciation of the real exchange rate has impacted Nicaragua's export
sector the nost. In the estimation of the MRERm index Venezuela appears as
one of the most prominent partners of Nicaragua on the import side of her
trade. Today Venezuela no longer holds an important share of Nicaragua's
trade. A real exchange rate index was calculated in the Appendix were the
most recent trade pattern is taken into account.
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TABLE 18

CPI Based Annual Multilateral Real Exchange Rate

Year
1973

1974

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1930
1991

MRERs

100.
.50
101.

97.

94,
102,
.68
96.
.49
67.

102

105

75

52
41

28,
20.
10.
18.
3,
28,
25,

00

59

90

i1

78

82

75

.40
.30
97 -

26
15
45
99
68
79

1973 = 100

MRERXm MRERm  MRERx

100.
99.
96.
94.
86.
88.
883.
.62

100.
99.
95.
91.
77.
79.
79.

.33

49,

37.

27.

21,

15,

10,
5.

13.

27.

23.

23.

72

"First and second quarter of 1991,

Source:

BCN, IMF.

00
22
76
67
60
26
44

88
52
29
79
69
74
81
43
24
73
55

81

37.
.49
.62
28,
20.
13.

6.
14,
32.
27.
27.

48
37

00
10
20
99
18
32
68

93

24
54
84
79
32
35
87
78

100.
97.
93.
92.
89.

92
93
83

26

00
16
10
82
19

.90
.51
.99
56.
49.
38.
30.
21,
15.

7.
13.
.60
22,
21.

38
13
93
92
96
06
50
64

35
02

Indices

\07
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TABLE 19

GDP Deflator Based Multilateral Real Exchange Rate Indices

1072 . 1an

Year MRERs  MRERxm MRERm  MRERx

1973 100.00 100.00 100.00 100.00
1974 91.91 91.82 89.98 94.87
1975 94.79 95.22 92.17 100.56
1976 84.96 88.05 86.03 90.72
1977 75.01 83.31 €6.21 91.15
1§78 76.41 85.15 89.56 99.07
1979 81.11 90.56 95.48 107.94
1980 73.46 82.91 85.28 96.37
1981 55.97 65.01 63.24 84.68
1982 45.05 58.27 59.08 81.39
1983 38.41 53.01 54.78 73.74
1984 29.73 38.52 42.17 56.26
1385 22.45 29.42 31.51 41.80
1986 26.02 33.15 36.41 49.15
1987 18.80 21.78 23.48 31.85
1988 95.65 102.13 97.40 132.21
1989  162.66 190.62 159,33 209.22
1990 113,35 132.66 107.20 139.25
1991  111.97 132.31 99.72 122.05

“First and second quarter of 1991,

Source: BCN, INMF.
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show a less drastic scenario: by 1987 the different MRER measures stand
betweer 208 and 30% of their 1973 levels. Although both sets of indicators
point undoubtedly to a very pronounced appreciation of Nicaragua's RER after
1979, the GDP deflator based indices place the RER in 1987 at values ;hree
times higher thaﬁ the CPI based indices do.

From 1988 on both sets of indices diverge much more widely, describing
quite different scenarios. According to the CPI based measures the succes-
sive devaluations of the Cordoba beginning i{n February of 1988 managed to
reverse the appreciation of the real exchange rate, but the RER remains
nonetheless at véry low historical levels, somewhere between 20% and 30% of
those prevailing in 1973. 1Instead, the GDP deflator based indices place the
RER from 1988 on at levels higher than in any year since 1973. More speci-
fically, these MRER indices indicate that today, depending on which specific
measure we look at, the RER is between 15% and 30% higher than what {t was
in 1973. A close analysis of these data reflect that the more serious
divergence appears in 1988, According to the CPI based indices in that year
the RER approximately doubled, while according to the GDP based indices in
that year the RER increased by a multiple of five! Of course, as pointed
out above, at the root of this is the very large difference in CPI and GDP
inflation in that year -- more than 1,000 percentage points.

Interestingly enough, most studies on the external sector in Nicaragua
have ignored this dramatic divergence in log term RER calculations.®® For

example, the IMF's estimate of the Real Effective Exchange Rate presented in

*See Geovernment of Nicaragua, $itua o a ,
1991; J.L. Medal Una Evaluacion Preliminar del Tipo de Cambio Real ep
Nicaragua, Managua, February 1992; IWF, May 1991 and January 1992, op cit,
An exception to this general approach of computing a CPI based RER is J.A.
Ocampo, Collapse and (Incomplete) Stabilization of the Nicaraguan Economy,
in R. Dornbusch and S. Edwards (eds.) The Macroecono opu
latin America, Chicago, London: University of Chicago Press, 1991,
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fts January 1992 document on Nicaragua implies that the RER in 1991 stood at
less than a third of {ts 1980 level. The IMF estimate regularly published
under the rec series in the IFS volumes closely resembles our CPI baseg com-
putation of the multilateral real exchange rate MRERxa. Figure 20 compares
both indices on a quarterly basis for the period 1985-91.

The problems in measuring the long run evolution of the RERs in
Nicaragua means, quite simply, that in defining policy options it is not -
possible to rely on a historical benchwark. As i{s often the casé in
countries that have suffered from hyperinflation the design of a policy path
will have to rely on other pieces of information, including the short run

behavior of several indicators. I do this in Chapter VII of this study.

V.4 Long Run Evolution of Real Vages

Table 20 presents three series on real wages for the period
1979-91. The first series has been calculated by the World Bank and the
second by the Government of Nicaragua; both of them have been deflated with
Nicaragua's CPI and the base date i{s 1980=100. The third series is are own
estimation based on available data on average nominal wages from the ISNBBI
and MTRAB,* which has been convérted into real wages using the GDP

deflator shown in Table 17.%%

34As reproduced by the BCN, for 1987 the INSBBI has only a preliminary
figure on average wages which is not reliable, and it does not report any
data for 1988. The figure that the Institute reports as the annual nominal
wage for 1990 corresponds tv the average for December of that year only,
which is much higher than the annual average. So, for 1987, 1988 and 1989
the real wage was estimated based on its percentage change reported by J.A.
Ocampo, 1991. For 1990 MTRAB data on average national wages was used,
Since INSBBI wages are somewhat higher than those reported by MTRAB, the
1890 real wage is probably underestimated with respect to the rest of the

series we computed.

*%0campo (1991) also presents real wage data based on the GDP deflator.

\\\



TABLE 20

Average Real Wage Indices

World Bank(1l) GON(2) GDP Deflator
Year __Estimate = Estimate __ Estimate

1979 123 na na
1980 100 100 100
1981 91 92 101
1982 96 81 95
1983 83 70 105
1984 79 67 93
1985 55 48 79
1986 20 20 67
1987 14 8 58
1988 ) 5 40
1989 9 8 27
1990 15 12 38

1991 na na 48

Source: INSBBI, MTRAB, IMF, BCN, GON, WB, J.A.Ocampo 1991.

(1) A. Cox, Wage Trends in latin America, A View from LATHR No.18, Human
Resources Department, The World Bank, Washington, D.C.: September 1991.

(2) Gobierno de Nicaragua, Situacion de la Fconomia Nicaragueunse 1991,

Managua: November 1991.
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As expected, the behavior of real wages changes significantly depending
on which price index is used to deflate them. The two CPI based series are
feirly close to each other, as they both describe a sustained fall in real
vages beginning in 1980, reaching in 1988 only 5% of their original l;vel.

By 1990, however, real wages had tripled their low 1988 level, but stood
only at 128 to 158 of their 1980 level.

However, according to the GDP deflated real wage index in column 3 of.
Table 20 real wages in Nicaragua do not fall as dramatically as the previous
two measures indicate. The lowest point is reached according to the latter
index in 1989, when real wages have lost sllghfly over 708 of their 1980
value, but by 1991 they had rebounded to about 50% of their original level.

In fac£] from 1985 orzards our estimate places real wages around three times
higher than the World Bank and GON calculations.

Although at this point there is no direct evidence in favor 6f either the
CPI or GDP deflator as a preferred price index, it is still possible to use
indirect information to shed light on the Plausibility of the alternative real
vage rate series in Table 20. One such piece of 1nd1rect~ev1dence refers to
the behavior of income per capita in the last few years. As a preliminary,
and very broad approximation, one would expect that the decline in real wvages
would be of roughly the same order of magnitude‘of the decline in income per
capita. Given that Nicaragua's real GDP per capita fell by approximately 46%
between 1980 and 1991,% a decrease in real vages by 88v, as suggested by the
CPI-based real wages series, seems rather implausible. For the same reason,
the GDP deflator based estimate of real wages, which shows a fall of about 50%
' *This percentage was computed by deflating the GDP per capita in
current U.S. dollars reported in GON (1991) by the U.S. CPI. The GON series
was updated to 1991 with data from IMF (January, 1992), and population

growth was estimated for tlat year at 3.4%, the same percentage applied to
previous years by the IMF.

W
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between those same years, seems the more credible and consistent measure of

the evolution of real wages in Nicaragua,

V.5 Sunmary

To summarize, the analysis of longer term RER series shows, in all {ts
magnitude, the difficulties involved in RER evaluation in hyperinflation
economies. While indices based on a perticular deflator (CPI) point to a
RER today approximately 25% of what it was in 1973, those based on an

alternative deflator indicate that today’s RER is above the 1973 level.

These significant discrepancies introduce major difficulties in the final
analysis of the current competitive situation of Nicaragua. In Chapter Vil
an effort is made to quantify the magnitude of the disequilibrium
characterizing Nicaragua’'s competitive position; unfortunately, and largely
due to the statistical discrepancies reported in this chapter, these

computations rely only marginally on long range historical comparisons.
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PART THREE
COMPETITIVENESS AND MACROECONOMIC MANAGEMENT

IN NICARAGUA

\7
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VI. Res] Exchange Rates and Competitiveness in Nicaragua: Current
Situation

Is the real exchange rate overvalued in Nicaragua? To a large extent
this is an academic question. Indeed, it would be difficult to find observers
that seriously argue that the current exchange rate level is consistent with
long texrm external equilibrium, where the current account is financed by
sustainable capital inflows. At the present time foreign aid is an essential
element in the financing of the Nicaraguan balance of payments, with foreign
donation§ amounting in 1991 to U.S. $528 million, a figure that represents a
staggering 34% of.GDP. For 1992, the International Monetary Fund expects that
donations will reach U.S. $402.5 million or 22% of GDP. Of course, this type
of aid-d;peﬁdent situation is pot sustainable in the longer run, and a move to
a healthier balance of payments will require at some point a series of struc-
tural changes in the economy, including a real exchange rate depreciation that
will improve the country'’s ability to compete internationally. Additionally,
the current situation in the jinternal sector, including the very large level
of unemployment and dnderemploymeﬁt, are clear indicators that the current
configuration of relative prices is pot sustainable in the pedium term.

Ail of this means, then, that the key question is not whether the real
exchange rate ic overvalued; a set of more relevant questions include:

(1) approximately by how much is the cordoba overvalued; (2) which are the
most appropriate policies to help correct tﬂis overvaluation; and (3) what
is the most rppropriate timing for undertaking these corrective policies.

The purpose of this and the next chapter is to address these issues in
some detail. In Section VI.1, I discuss some indicators of the recent
evolution external sector in Nicaragua. In Section VI.2, I deal with the
behavior of real exchange rate fundamentals, and I show that their recent,

and expected behavior, calls for an equilibrium real depreciation. In

\\0
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Section VI.3, I analyze for how long the GON will be able to defend the
current parity. Section VI.4 {s devoted to a discussion of the labor
market. Here I argue that the segmentation and rigidities in this market
are & primary stumbling block in any effort to generate improvements in the
competitive position of the country. Policy options are tackled in

substantial detail in Chapter VII.

Vi.1 The Evolution of Some Basic Indicators of the External Sector

In this section I briefly discuss the evolution of a set of external
sector indicators: the current account balance and the trade account balance.
In Section VI.3, I deal with the black market'premium and international
reserves. As was pointed out in Chapter 1I1.5 the behavior of these
indicators provide important information, which Jointly with the evolution of
RER indices, will be useful to the analyst to evaluate the external position
of the country. In the case of Nicaragua, this study {is particularly
fmportant, since the lack of reliable long term series on RER imply that the
analysis will have to rely more heavily on current statistics.

Table 21 deals with the current account deficit. Two sets of figures
are presented: The first one places foreign donations "below-the-1line
vhile the second column places them above the line. The data show that
independently of the concept used, the deficit is exorbitantly high and, -
clearly, not sustainable in the medive and long run. Table 22 contains data
on the trade account, showing that its deficit currently stands at an
exfrenely high lavel.

In both Tables 21 and 22 some historical data for the sccond half of
the 1970s are inciuded. They provide a staggering contrast with the current
data: the current account deficit averaged only 2.5% of GDP and the trade

account deficit was almost zero during the earlier period.

W\
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Table 23 shows that in recent years donations to Nicaragua have been
extremely high, allowing the trade and current accounts the deficits depicted
in Tables 21 and 22. Although this level of foreign aid may possibly continue
for a few more years, it clearly cannot be considered as a permanent feature
of the Nicaraguan economy. Policymakers in Nicaragua should contemplate the
scenario where, given the new global geopolitical realities in Eastern
Europe -- including the disappearance of global threat of communism, and thé
need of large sums of resources in that area -- it is likely that the flow of
aid resources will decline even faster than originally anticipated.

An important question in evaluating the réquired magnitude of the
adjustment in the medium run refers to the sustainable level of the current
account deficit. This will depend on a series of factors including the
future level of donations, and the country’s ability to obtain substantial
relief from its foreign debt, which at the current point stands above 600%
of GDP.%» Even without having reliable daia on future creditor’'s decisions
regarding Nicaraguan foreign debt, we can argue that a reduction of the
trade account deficit to a level of approximately 15% of GDP in the next two
to three years would constitute a serious forst step towards the achievement
of a progressive reestablishment of external sector viability. Over the
medium run -- 5 years, say -- a trade deficit between 5% and 3% of GDP
constitutes a target that would move the country towards longer run
sus;ainability.”' Naturally, "the" actual sustainable level of the trade
deficit in the future will depend on the evolution of donations. Instead of

3'The more than U.S. $3 billion owed to the countries ot the former
Soviet Orbit are prime candidates for a first step in a "creative” solution
of the foreign debt problem.

38Notice that given the incredibly high level of foreign debt, a 3%

trade deficit will still imply a high current account deficit. This is
likely to be the case even if there is a major foreign debt restructuring.
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SEstimated.
Source: BON and IMF.

TABLE 23

Donations:

1988-1992

U.S. § Millions

1988
1989
1990
1991

1992

Donations

189.1
168.9
201.6
528.1

403.0
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forecasting the future evolution of donations, in our discussion below we

look at alternatie future levels of trade deficit.

VI.2 Fundameprtals Behavior

As vas pointed out in Chapter III, an important element in the
evaluation of the competitive position of a country refers to the behavior
of the fundamental determinants of the real exchange rate. In this section
we look at three of the most important fundamentals: terms of trade, im- - -
ports protection and capital inflows. By analyzing the actual and expected
future behavior of these variables, we can obtain a broad idea on the
directjon in which the equilibrium real exchaﬁge rate will be moving.%® It
should bg noted that in order to undertake this analysis, it i{s not neces-
sary to kno& in a precise fashion what the actual level of the equilibrium
real exchange rate i{s at the current time. What the analysis of
fundamentals tendencies will be able to tell us is whether there will be
forces towards equilibrium appreciation or depreciation, independently of
whether the current situation is one of.equilibrium or not.

Table 24 presents yearly data on terms of trade for 1990-1991, and shows
that by 1991 Nicaragua was facing the lowest terms of trade of its recent his-
tory.% This trend in the terms of trade on and by itself indicates that,
quite independently of the base chosen, the equilibrium real exchange rate

should be at the current time more depreciated than what it was in the past.

*%0btaining estimates of the required pagnitude of these equilibrium
RER movements is considerably more complicated and requires information not

available in Nicaragua.

%It shculd be noticed that these data don’t incorporate the fact that
during the 1985-90 period Nicaragua received large implicit subsidies from
the Soviet-Orbit countries. There is little doubt that if this fact is
incorporated into the analysis the worsening of the terms of trade would be

even larger.
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The recent dip in the terms of trade is, to a large extent, rooted in
deep declines in export prices of Nicaragua’s main commodity exports,
especially coffee and cotton. It has been argued that we can expect at
least a partial future reversal of these prices, as these commodities price
cycles works their way through. Available evidence, however, indicates
that, at least with regard to coffee, the prospects for a quick price
recovery are not bright. In fact, the inability of the International Coffee
Organization even to meet to discuss pricing strategies has recently sent
coffee prices further down (see Table 25 for the recent evolution of world
prices of coffee and cotton).%!

Capital flows, and especially foreign aid, represent another important
real exchange rate determinant. As was pointed out above, donations are
playing a fundamental role in the financing of the external szctor. It is
expected, however, that in the years to come these will experience a steady
decline when measured in real terms or as a percentage of GDP (see Table
26). This projected trend will generate additional pressures ‘for an
equilibrium real exchange rate depreciation. In fact, the recent (June
1992) suspension of U.S. aid has clearly highlighted the vulnerability of
the Nicaraguan economy to changes in foreign donations. The announcement
that U.S. aid was being withheld, immediately generated a jump in the
foreign exchange parallel market premium.

The final fundamental determinant of the RER that we will analyze here
is the level of import protection. As it was argued in Chapter UII of this
paper, reductions in the degree of protection in the economy will require an
equilibrium RER depreciation, while increased in trade impediment will

require an equilibrium RER appreciation. An fundamental component of the

8lgsee the Financjal Times, April 14, 1992, p. 28.
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TABLE 25
Coffee and Cotton: Price Indices
(1985 = 100)

Coffee® Cotton®

1987 7.1 1243
1988 92.8 106.0
1989 73.5 126.7
1990 61.2 137.8
1991 58.4 - 128.3
1990 1v 60.9 137.8
1991 1 61.7 140.6
11 60.8 139.9
111 57.7 125.1
Iv 53.5 107.8
1991 Sepe.  60.1 117.4
Oct. 56.9 113.4
Nov. 53.9 107.0
Dec. 51.6 103.1
1992 Jan. - 50.1 99.5

*Line 386 IFS: Other Milds (New York).
PLine 111 IFs: Liverpool Index.
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recovery plan i{s a drastic opening up of the external sector through
substantial reductions in import tariffs and the complete elimination of
quantitative restrictions. Table 27 gives data on the recént and expected
evolution of import tariffs liberalization in Nicaragua. Clearly, thig
imports reform will also work in the direction of requiring an equilibrium
real exchange rate depreciation. (Recall the discussion in Chapter III of

this report.)

To summarize, then, the available evidence on the most important RER
fundamentals suggest that the equilibrium RER should be today -- and for that
matter in the years to come -- more depreciated than in the recent Yyears,.
Indeed, the terms of trade have worsened and import protection has been
greatly ré&uced in the past few years. On the other hand, although official
transfers (donations) were in 1991 higher than in any Preceding year, the
expected trend documented in Table 22 also callg for an equilibrium real
depreciation in the next few years. In terms of the analytical framework of

Chapter III the recent, and expected, movement in fundamentals generated

VI.3 Fo w e e t u
As was pointed out above, it is only thanks to the massive levels of
foreign assistance that Nicaragus has been able to avoid, in the last few
months, a major bala.ce »f Payments crisis, However, a key question ig
whether, given the ongoing levels of external sector activity, the current
(and expected) levels of donations are sufficiently large as to allow the
government to continue Successfully to defend the Parity. Table 28 contains

data eon the evolution of the Central Bank international reserves during the




*Projected.

SQUICQ:

Year

1988
1989
1990
1991

1992¢
1993*
1994
1995¢
1996*
1997¢

BCN and IMF.

TABLE 26

Donations:

(Milljons U.S, 8) % of GDP

16.
18.
20.
25.

189.
168.
201.
528.

402.
414.
427.
441,
456.
471.

- o WV
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1988-1997

Refers to official transfers.

21.
20.
19.
18.
17.
16.
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last few months. As can be seen, the data on gross and net international
reserves show a somevhat different behavicr. While between May and December
of 1991 there was an improvement in the net reserves position -- that is, they
became less negative -- gross reserves experimented a steady decline between
May of 1991 and February 1992. While many formal policy targets are defined
in terms of net reserves, from an immediate cash flow perspective gross
reserves are particularly relevant, since they capture the actual level of
liquidity available to the government to face foreign exchange payments.
Betweem February and April both gross and net reserves experimented an
improvement, largely as a result of foreign aid and disbursements. On the
other haﬁa, during May they showed a small decline.

Three things make the rather low level of gross reserves particularly
serious. First, given the seasonality of Nicaraguan exports, there are very
grim prospects for & rebound in international liquidity accumulation through
this channel during the second half of this year. Notice however, that when
compared with a year earlier, the‘Hay 1992 level of gross reserves is lower
by $32 million. Second, during the first quarter of this year exports have
performed significantly below what government officials and the staff of the
multilateral agents had expected. This below-expectation behavior has been
a combination of lower export prices and of very low quantities exported.®?
Third, the withholding of U.S. $100 million of foreign aid in June has
genérated a sense of vulnerability that may well be translated into

sneculation arainst the BCN.

$2poccording to the May "Indicadores de Actividad Economica" from the
BCN in the first guarter of 1992 export volume has been below that of the
first quarter of 1991 in the following goods: cotton, coffee, sugar,
bananas, beef, shrimp, lobster and fish. In some cases exporters are
delaying sales while expecting higher prices. This, however, is clearly not
the case for most commodities.
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During the past few months the BC has used fairly large amounts of
foreign exchange to feed the free segment of the foreign exchange market.
Although this tactic has succeeded in paintaining a (very) low parallel
market premium (Figure 21), it has also Played a non trivial role in the
erosion of internaticnal reserves in the last few months.

In late May the level of (gross) international reserves stood at U.S.
$198 million, an amount approximately equal to ;hxgg_gng_g_hglj;mgnghg_ggzgh
of imports. Althcugh this is a rather comfortable level for the short run,
it would not be surprising i{f in the months to come international liquidicy
falls significantly. There are no ctrict mechanical rules regarding the
minimum desirable level of reserves, but it is my Judgment that the BCN
should c;nsfder a level equivalent to 35-45 days worth of imports as the
minimum amount of international liquidity to be held. If the eccnomy
approaches this threshold serious considerations chould be given to adopting
more drastic policieg. In particular, it is highly advisable that the
government prepares a contingency strategy to handle this situation. 1In
that regard, it is crucial to point out that the authorities should strongly
resist any temptation of facing (even temporarily) this problem by imposing
trade restrictions, exchange controls, or foreign exchange rationing.
History is extremely clear in this regard: attempts to face external crises
thtough controls not only fail, but at the end of the road end up being
tremendously costly for the country As a vhole,

‘As was argued in some detail in Chapter III of this paper, in most
historical cases of external Sector crises the decline of international
reserves is the direct consequence of inconsistent and overly expansive
fiscal policies. This, however, is not the case of Nicaragua at the current

time. In spite of zome recent, and somewhat serious, difficulties with

\35\
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credit recuperation from the private sector, monetary policy as a whole
contirues to be within the broad lines of what the program ugreed with the
IMF. Also, the performance of the fiscal side until May was within the
parameters established by the IMF agreement. However, in spite of the
adequate management overall of fiscal and credit policies, there are some
areas of concern regarding macropolicy in the months to come. On the one
hand, the program of credit recuperation for 1991-92 turned out to be evéa
weaker than what was originally anticipated. This means that if the
authorities want to achieve the overall credit targets, there will be a
further need to contract credit to the public sector. For all practical
purposes,\this is likely to be translated in reductions in investment out-
lays. This is particularly serious in the current circumstances, where an
increase in infrastructure investment -- especially in ports and roads --
and in social programs, appears to be an especially important step in the
effort to incrcase the overall degree of competitiveness of the country, and
of sheltering the poorer segments.of society from (some of) the costs of the
adjustment.

A second area of some preoccupation (or, at least, uncertainty) refers
to the fiscal impact of the recent (February 28) economic package. Although
there is little doubt thct the reduction in the private sector’s tax burden
will provide some encouragement to productive firms, it is also true that
these measures will have a negative impact on the budget. Although it is
now too early to know in an accurate way the magnitude of this effect, the
government should be ready to implement corrective measures if the fiscal
finances start to get out of hand. Given the importance of investment in
infrastructure, it would de highly advisable that any adjustments on the

expenditure side are concentrated on current expenses. In that regard an

iyﬁ
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area that appears to be economically ripe for reform is military
allocations. Of course, I am aware that this is easier said than done. The
government will indeed determine 1f this iz a politically feasible line of
action,

If in the next months reserves decline rapidly, approaching the minimum
acceptable floor, the GON faces three alternative options. First, it can
further tighten credit and fiscal policy, in an effort to generate an inflow
of foreign currency. Given the currently depressed levels of activity and
the already tight credit conditions, this alternative carries significant
risks. A second possible route is to obtain additional amounts of foreign
assistance that would help stabilize the cordoba for some additional time;
Alternat;vefj, the authorities could try to persuade donors for additional
and earlier releases of assistance that has already been negotiatec. How-
ever, the recent withholding of U.S. sid has shown that this may not
actually be a feasible solution. The third option is, of course, generating
a real exchange rate realignment through a nominal devaluation. It is
clear, however, that to the extent that the labor market continues to be
closely linked to the 2xchange rate a nominal devaluation would not be fully

effective. I return to this point in greater detail in Chapter VII of the

paper.

VIi.4 arket tortions and erna al Co ve

As was pointed out in Chapter 11, labor costs provide a useful, and
alternative, way of looking at international competitiveness. As argued in
that chapter, unit labor costs indices measure in a more direct way the
ability of a country to compete internationally. Unit labor costs have two
components: the degree of productivity of labor, and its (dollar) cost.

Increases in productivity will result in reductions of ULC and in an
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increased ability to compete interrationally. On the other hand, increases
in dollar denominated wages that are not accompanied by increases in
productivity will tend to price countries out of international competition.

Although there are no data on labor productivity in Nicaragua, casual
and anecdotal evidence suggests that it is presently significantly below
that of it Central American neighbors, and substantially below its past
levels. Figure 22 presents time series on real dollar wages for supervisors
and blue collar workers, obtained from the Mayorga and Assoc. suivey.®

It is, perhaps, in the area of labor market distortions where we can
find the most serious problems currently faced by the Nicaraguan economy. A
major constraint is that in March 1991, when the stabilization program was
launched, wage rates were fixed at a disequilibrjum level. Tkis has created
a situation of labor market duality (or segmentation), with its concomitant
vast level of unemployment. Indeed, only a handful of firms in the so-
called formal sector can pay salaries as high as those fixed in March 1991.
Other activities plainly cannot develop, or are forced to operate through
the hiring of informal workers (the sometimes called under-employed) who get
significantly lower salaries and no other type of benefits. Moreover, to
the extent that a large number of service industries are in this formal
protected sector, the indirect cost of many export industries has increased

63These data, as those presented in Chapter IV, clearly capture the
jump in real wages that took place in early 1990, immediately before the
current administration took office. Although since that time the real
dollar wage has exhibited some variations, this figure shows that at the

current time it stands at a significantly higher level than in 1989. The
fact that these indexes measure wages denominated in real dollars is parti-
cularl~ relewvant for a discussion on international competitiveness. As
argued in Chapters III1 and IV, it is indeed the wage rate expressed in real
foreign currency vhat matters to investors when deciding whether to locate
their production in a particular country. It should be noted, however, that
given the way the data were constructed -- by surveying large firms -- they
should be interpreted as referring to the formal sector of the economy,
where relatively large institutions operate.
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information on "canastas" actually computed by CEPAL for some Central
Anerican countries.

It is extremely important to note that the CEPAL poverty studies are
fundamentally descriptive -- geared at obtaining a picture of how many
people live below a certain standard -- and are not done with a direct and
immediate wage policy purpose in mind. In particular, these type of studies
do not pretend to suggest that minipum salaries should be set at levels that
would place every household above the poverty line.®® In fact, there ig
generalized consensus among experts that any labor legislation (or political
agreement) that fixes the minimum wage at such a level would generate
massive unemployment in poor countries, which would ultimately hurt rather
than help th; poor. This 1s of course an unfortunate reality, but one that
has to be recognized in policy making; trying to reduce (or eliminate)
poverty through unrealistic and rigid minimun wage legislation is not only
bad ecoromics, but also bad politics. 1In Poor nations a non trivial amount
of the populetion will not be able to buy a broadly defined basket of goods.
Imposing (real) wages above what is consistent with productivity will not
solve this problem, but will rather make it more serious. At unsustainable
high levels of real wages the country will be unable to compete
31nternationa11y, driving people out of work and into even more serious
po§erty, as is currently the case in Nicaragua.

The use of the "canasta® as a benchmark for measuring real wages has
introduced additional problems in Nicaragua, since the authorities have been
willing to implement distortions to the international trade system &5 a way

to maintain a low "cost of living". The prohibition to export beans and

®*Some countries use these studies as a guide for targeting social
programs to the poor.
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to levels that exceed those in many of the Central American competitors.
What makes this situation particularly serious is that for all
practical purpnses the formal sector wage has been fixed in zggl_gg;mg,.
through its indexation to the 53 products "canasta bdsica®. In fact, at the
present time all negotiations and discussion regarding wages and remunera-
tions are carried on in terms of this "canasta", with an understanding that
real wages cannot fall below (a certain percentage of) it. This principle
was formally adopted in October of 1990, as an important component of the
process of economic.and social concentration. Point 4.1 of the Concertacién

document establishes:

£l Gobierno se compromete a fijar un salaric minimo en base a un

porcentaje de la canasta bdsica de 53 productos, asi como disefar

un mecanismo para revisar el salario en relacién a las variacioner

de la misma.

Although the agreemwent does not establish the exact percentage of the canasta
that the minimum salary should cover, it is clzar that de frcto wages are
fixed (and fully indexed) in tveal terms. This means, then, that currently
Nicaragua has two labor market-related problems. First, the level of real
wages 1s too high in relation to labor productivity, and second, the implicit
indexation instituted in the concertacion has introduced serious rigidities to
-real wage changes.

The idea of defining a "canasta"” of basic products has its roots in
studies on “poverty lines". The U.N. Economic Commission for Latin America
(ECLA/CEPAL) has conducted a large number of poverty line studies in Latin
America and has found that a significant proportion of these countries

population live in poverty.®* 1In Appendix II, I present a description of

the methodology used in the construction of poverty lines, as well as some

8To my knowledge, however, CEPAL has not conducted & poverty line
study for Nicaragua.

-~
+



TABLE 21

Current Account Deficit®

Excluding Donations Including Donatjons

Millions Millions

AU,8. 8§ 2 8sGDP _US. S 8 GDP
1975-79 - 2.5 - -
1988 770.4 66.5 581.3 50.3
1989 530.5 56.7 361.6 38.6
1990 570.8 57.7 369.2 37.3
1991 885.6 57.1 357.5 23.0
1992* 885.0 47.4 482.0 25.8

‘Includes interest payments on an accrual basis.

SIMF projections.
Source: BON, IMF,



1975-79
1988
1989
1990
1991

1992¢

‘Net exports of goods and non-factor services.

*Projections.

ource: World Bank and IMF.

TABLE 22
Trade Deficit"®

Millions U.S. §

532
319
327
434

527

0.2%
45.9%
34.1%
33.0%
28.0%

28.2%



TABLE 27

Tariff And Import Tax Schedule

1989 _1990 Mar, 1991  Sept, 1991 Mar, 1992
A. Tlariff snd Jmport Tax Ranges

DATI  1108*  72.5a* 10%-20%>" 10%-20% 108 -20¢
54=20%°

ISC  150%* 95.8%° 64-1508" ns ns

1TF 3% 3 3 3 3

B. Nominal Import Protection (NIP) Ranges‘

NIP na 43-2538b ns 108 -608® 108 -408®

*MFIN, Asesoria Econcmica. Refers to maximum tariff only.

Qeg, 1222

10%-20%

U R

0%

10%-208P

bYorld Bank, Nicaragua, Eackggound Paper on Prospects for Economic Recov

May, 1991.
‘World Bank, Njcaragua, Sector Lending Summary, July 1991.

dRefers to combined effect of all taxes levied on imports, including
indirect tsxes on domestic products. World Bank, July 1991, p. 9.

DAI = Derechc Arancelario a las Importaciones

I1CS ~ Impuesto Selectivo de Consumo

ITF = Impuesto Tibre Fiscal

ns = not specified

% . personal motor vehicles subject to a DAI of 30%-100%2.

e
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TABLE 28

Internationsal Reserves in Nicaragus:

December 1990
January 1991
February
March °
April

May

June

July

August
September
October
November

December

January 1992
February
March

April

May

1990-1992

(Millions of U.S. §)

Gross Reserves

74
83

106.
122,

188

230,
217,
215,
184,
190.
177.
151.
172,

160.
140,
176.
205,
198

.6
.3
2
6
.3
3
0
7
4
L]

& o »

MO NV

Fet Reserves
(1,120.0)
(1,124.2)
(1,110.7)
(1,099.8)
(1,063.2)
(1,021.8)
(1,042.9)
(1,059.4)
(1,101.0)
(1,014.0)

(980.9)
(927.4)
(650.4)

(671.8)
(688.0)
(645.6)
(616.4)
(627.4)

e
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livestock are the most important reflection of this policy. Needless to
say, the elirinations of these regulations should be high in the short run
policy priority list.

Table 29 contains comparative data for some basic foodstuff for
Nicaragua and its Central America neighbors during Februcry of 1992. This
table shows two things: first, Nicaragua has the lowest prices in thLose
products that have export restrictions: red beans and meat, capturing the
fact that the restrictive policies have indeed subsidized urban dwellers at
the cost of reduced profitability for rural producers. Second, this table
also shows thac Nicaragua is at the top, cor near the top, of the list for
rice, corn and milk.

Table 30 contains comparative data for Nicaragua and Guatemala on a
broader spectrum of food items in the Nicaraguan "canasta®, for Janusry
1392.%% As can be seen, in nine of the 15 products the retail price is
lovwer in Nicaragua than in Guatemala. Additionally, in a recently finished
study (and as yet unpublished) by‘INCAE, it wvas found that the cost of the
basket in Nicaragua was between February-April 1952, significantly below the
average basket cost in Central America (U.S. $114 against U.S5. $§121). In a
. way, these data provide some evidence that contradicts the popular notion in
Nicaragua that retail prices are "too high" bocause distribution margins are
abnormally high. 1n fact, the data on three basic goods presented in Table
31, show that within the Central American context Nicaraguan margins are
neither out of line, nor are they the highest. This, of course, doesn’t

mean that it wouldn’'t be possible to implement a more rational and

®The INCAE study, from which the Guatemalan data reported here was
obtained, is aiming at comparing prices of all 53 items in the "canasta”.
However, since non-food items are usually of very different qualities we
have not provided thosz data in the current paper.



TABLE 29
Consumer Prices of Basic Foodstuff in Central America:
February 1992
(U.s. §)

Costa Rica El Salvador Guatemala Honduras Nicaragua

Red Beans Kilo .76 .60 .64 .36 .51
Rices Kilo .57 .67 .68 .74 .74
White Corn Kilo .28 .21 .20 .16 .24
Milk  Ler. .32 .60 .40 .39 .54
Meat® Kilo  1.57 2.20 .- 1.66 1.54

*Arroz pilado de primera

®Novillo en canal caliente.

Source: 1ICA.



TABLE 30
Retail Price Comparisons Of Selected Food Items
In The "Canasta Basica":

Nicaragua and Guatemala - January 1992

(U.S. 8)
Nicaragua = Guatemala
Arroz (1lbs) 0.31 > 0.27
Beans (1lbs) 0.27 < 0.29
Sugar (lbs.) 0.26 > 0.19
0i1 (ltr.) 0.97 < 1.09
Salt (1bs.) 0.05 < 0.08
Post de Res (lbs.) 1.57 < 1.80
Chicken (1lbs.) 1.20 > 0.85
Fish (1bs.) 1.00 < 1.80
Milk (ltr.) 0.35 < 0.72
Eggs (doz.) 0.92 < 1.20
Cheese (1bs.) 1.62 < 2.00
Tomatos (doz.) 0.27 > 0.18
Oniocns (doz.) 0.07 < 0.19
Potatoes (1lbs.) 0.27 > 0.12
Coffee (1lbs.) 1.43 > 0.75

Source: Study commissioned by INCAE.

U
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Red Beans
Corn (White)

Milk

TABLE 31
Distribution Marging In Selected Food Stuffs
In Central America:

February 1992

Costa Rica El _Salvador Guatemala Honduras Nicaragua Panama

38.2% 26.7% - 10.6% 30.3% -
55.9% 27.2% 90.0% 7.3% 64.8% -
23.0% 50.0% 60.0% 8.3% 68.8% 102.9%

Source: TIICA.

! &



TABLE 32
Distribution Margins®

(February 1992)

Margins Products

¢ Less than 308 - Domestic detergent
- Matches

* 30%-40% - Rice
- Sugar

- Cooking 011

- Detergent
* 60%-70% - Brooms

- Deodorant (Pomestic)
® More than 70% - Salt

*Wholesale Prices sample taken on February 28 at the Mercado Orienta].
Retail Prices samples by INEC during the second week of February,
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competitive distribution system that would result in lowgr margins. A
policy of privatizing the distribution channels, curtailing the level of
activity of ENABAS, and encouraging competition in this area should help
ipprove efficiency and reduce prices of basic goods to final consumers. To
the extent that this goal is achieved, the “"cost of living" will tend to
decline further, helping from a political point of view the deregulation of
the labor market.

In an attempt to gain further insights on the characteristics of the
distribution system we implemented in late February & small survey on
distribution margins. The results obtajned are summarized in Table 32, and
show that for the majority of the foodstuffs surveyed the margins are below
30-40%, Eigdres generally considered within normal parameters. The margins
appear to be higher, however, for household items and other goods. Overall,
however, the information in this table confirms the view that although there
is obvious room for improvement in the distribution sphere, it is not
realistic to think that the bulk of the required competitiveness adjustment
will come from this area.

The discussion presented in this section suggests that an urgent area
of reform refers to the deregulation of the labor market. A fundamental
step here would be delinking wages from the current "canasta®, introducing
flexitility to the labor market. This measure would have three important
efiects. First, wazz- in the formal sector would tend to fall generating
boom in overall employment. Moreover, those people in the informal labor
market that are currently underemployed would have access to better jobs,
and would see an important increase in their salaries, as wages in the
different segments (formal and informal) would tend to converge. The

combination of higher overall employment and higher salaries in the informal
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sector will, with all likelihood, more than compensate the drop in wages in
the formal segment, generatcing a generalized incrense in the welfare of the
poorer groups of society. Second, the adjustment in wages would help
improve the degree of international competitiveness in the country, contri-
buting to a solution of the external sector disequilibrium. Third, the
delinking of wages from the canasta would enhance the effectiveness of
nominal devaluations as a policy tool, greatly increasing the probability of
finding a rapid and efficient solution to the external sector crisis.
Hovever, a comprehensive labor market reform should go beyond this, trying
to generate a modern and flexible labor code, that would not introduce
unduly high costs of contracting or dismissal. In that respect the Labor
Code project approved by the Labor Commission of the legislature does not
meet these requirements. In fact, the project proposes a highly distcrtive
framework.

There is little doubt that from a political point of view it will be
difficult to implement this type of labor market reform. However, its
importance cannot be underestimated. It is my opinion that to a large
extent the success or failure of the Nicaragua recovery program will depend

strongly on it. -
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VII. olic n ega ef vene caragua.
The defeat of hyperinflation in Nicaragua has been largely possible
thanks to a policy Package that has had a fixed exchange rate as its. center
plece. By maintaining a fixed rate the government has been able to anchor
Prices and deflate inflationary expectations. The fact that this fixed
exchange rate policy has been accompanied by consistent and prudent credit
and fiscal policies has, indeed, been central in the achievement of the
price stability observed during the last few months. However, as the
discussion presented in the last three chapters indicates, the exchange rate
was (unfortunately) fixed at a disequilibrium.level and that in the medium
run corrective policies will be unavoidable. In this chapter I provide soce
estimates on the magnitude of the disequilibrium, and I discuss alternative

policies for dealing wit! tt,

VII.1, timat the Ma ud ange e Overvaluat

The distortions introduced to Price indices by the hyperinflationary
process in Nicaragua has greatly reduced the usefulness of historical
comparisons with the pre-1989 period. Also, these data'distortions and the
repeated changes of economic regime have rendered statistical and economet-
ric analyses highly impractical. For this reason, attempts at computing the
magnitude of the RER disequilibrium have to rely, to a large extent, on
alternative procedures. Under these circunstances, the natural and most
effective way to pProceed consists in using a minimal framework to estimate
the "required" degree of RER adjustment under alternative plausible
scenarios. The virtue of a rinimal model approach is that it allows the
analyst to know with a high degree of Precision the way in which alternative
assumptions impinge into the results obtained. This approach is based on &

pragmatic perspective that doesn’t Pretend to be overly "scientific®, in the
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sense of providing precise and accurate estimates of the future.¥
However, its simplicity allows us tc get approximate orders of magnitude in
a framework where different assumpcions can be easily monitored.

In analyzing the degree of needed RER adjustment in the medium run 1
concentrated on the trade account and estimated the necessary RER devaluation
required to reduce the trade deficit to certain percentages from its current
level.®® More specifically, I computed by how much the real exchange rate
should be depreciated to reduce the deficit from 28% of GDP -- its expected
level for 1992 -- to five alternative levels during the next five years: 10%,
58, and 3% of GDP. Although a reduction cf the trade deficit to 15% or even
108 of GDP canpnot be considered as a permanent solution, these alternative
targets provide some information on the approximate magnitude of the effort
that will be required to achieve different goals. Which of these targets
should actually be sought will depend on the external imbalance which can be
financed by "sustainable" capital inflows, and this in turn depends on a
series of factors, including (and more importantly) the evolution of foreign
a1d.®® The model used for these computations is presented in Appendix III.

870f course, there are tradeoffs. A simple approach wiil tend to
ignore some effects and transmission channels. However, in my judgment
these problems are minimal in the Nicaraguan case. -

®0ne of the benefits of concentrating on the trade account is that the
problems arising from the overblown foreign debt don’t have to be addressed
directly. This, of course, greatly facilitates the discussion, since it is
not clear at this time how the ‘debt issue will in fact be resolved.

97t is important to clarify at the outset what this model does and
what it is not designed to do. This model is essentially static and
provides, for a given set of parameters, estimates of the "required" real

devaluation to achieve a certain reduction in the trade deficit by a certain
year -- in our base case by 1997. However, given its static nature the
model presented in Appendix III is not able to provide a dynamic path for
“required” real exchange rate changes. This type of result would requires
the inplementation of a significantly more sophisticated framework.

However, in my opinion, the lack of time series data or previous
quantitative studies for Nicaragus would :2sult in an exercise of limited

W
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The model decomposes imports of goods into four categories: consumption
goods, fuel, intermediate inputs and capital goods. With respect to
merchandise exports, I distinguish between traditional exports and
nontraditional exports. These computations were undertaken for two basic sets
of assumptions regarding the different elasticities involved: a *high
response® combination of elasticities and a "low response” combination.

In performing these computations I have assumed that in the next five
years there will be a significant improvement in the external terms of trade
amounting to 35!; This implies the assumption that in five yYears the terms of
trade will have e level equal to the 1981-91 average. In the basic set of
exercises I assumed that the improvement in Productivity and the clarification
of prop;;ty'rights will, on their own, contribute to an increase in exports of
308 per year. However, in an alternative set of computations I took & less
optimistic perspective, and I assumed that Productivity improvements would on
their own generate an increase in exports of 1% per annum over the next five
Years. I also made the following.assumptions: (1) real GDP will evolve
&ccording to the IMF projections over the next 5 years (4.3% on &verage per
year); (2) trade liberalization will have an impact on import prices of -
10s. Table 33 contains the estimated real exchange rate devaluations required
to achieve, in the next two years, the five alternative levéls of trade
imbalance described above. As can be seen from this table the "high response*
and "low response” elasticities scenarics provide a fairly broad range of
valdes for the estimated required degrezs of RER adjustment, However, these
estimation have the merit of Providing an approximate range of values within
value. One possible way to proceed would be to construct a computable
general equilibrium analysis. In my opinfon, huwever, the usefulness of

this methodology is very limited. They rapidly become "black boxes", and
can be easily abused by those policymakers or advisors that believe that the

CGE provides a "crystal ball®.
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which the discussion can concentrate.

We can see from the table that, with the assumptions made here, even if
a rather modest reductions of the trade deficit are targeted for the next
five years there will be a need for a dubstantis]l real exchange rzte
devaluation, ranging between 158 and 28t. This means—that it is utterly
unrealistic to expect that it vould be possible to face this adjustment
exclusively via improvements in productivity and cost reductions, Although
higher productivity can (and pProbably will) make a contribution to the
adjustment process, the magnitude of this contribution in the long run will
not be sufficient by itself as to generate the required improvement in the
external accounts. If we take 8 less optimistic perspective and assume that
in the next five years goods exports increase by 1% per annum due to
"productivity gains", the estimeted required devaluations become very high.
For instance, in this case, and under the "high response" scenario, {t is
estimated that a real devaluation of 32% would be needed to reduce the trade
balance to 158 of GDP. This, of course, suggests quite strongly that there
are few alternatives but to implement a nominal devaluation to smooth and
accelerate the adjustment and help generate the required RER depreciation.
These exercises were also undertaken for a 10 year horizon, with very
similar results.

This exercise also glves us some information on the approximate degree
of overvaluation of the cordoba. Assuming that a trade deficit of 3% of Gpp
represents, approximately, a situation of e a e e .
the degree of real exchange rate overvaluation 1s calculsted to be between
388 and 61s. If, on the other hand, we make the less optimistic assumption
that the negotiations on the foreign debt are not as successful as expected,

and that the Ltrade account should be balanced in order to generate a



TABLE 33
Estimated Required Real Devaluation
To Reduce Trade Deficit To Altzrmative Levels®

(1992 level = 28% of GDP)

Estimated Required Real

Devaluation
Low , High

Trade Deficit Elasticities Elasticities
_as $ of GDP~__Scenayjo =~ __Scenarjo

15% 28% 17%

10% 428 - 26%

5% 55% 35%

3 tls 38s

0% 73% 50%

*The two elasticities scenarios are given in the Appendix. The computations
assume that the adjustment will take 5 years.

Source: Computed by the author.
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sustainable current account balance, this exercise suggests that the
required real devaluation will be between 508 and 73¢.

Although it is pot possible to know with precision what the actual.
degree of onvervaluation is, nor what the expected path of the trade account
will be, the most plausible configuration of parameter values suggests that
it is between 45% and 55¢.7° It is interesting to notice that a real
devaluation of 50¢% would put the RER index somewhat above its average level
for 1989, the yesr the Sandinista government staged its final (and
unsuccessful) attempt at stabilizing the economy.’® This is, in fact, the
case for all CPIl based definitionrs and for two out of the GDP deflator based
multilatersl real exchange rate definitfons censidered in Chapter 1V.

A difficult policy question is, how fast should the government attempt
to move the real.exchange rate to a level approximately 50% higher than
today? Should an effort be made to move in one major step, or should a
step-by-step approach characterized by several smaller d:valuations be
followed? This will basically depend on three considerations: first, how
effective a maxi devaluation is likely to be, including how fast the
external account will react to the new relative prices; second, what type of
_exchange regime should Nicaragua have in the medium and long run; and third,
what will be the expected path of foreign aid. Naturally, these decisions
will determine by how much the nominal exchange rate should be adjusted in
the initial phases of the adjustment program. I address these issues in the

%7t should be noted that even in the best of cases, when
hyperinflation and price distortions is not an issue, it is not possible to

know in a precise way what is the actusl magnitude of overvaluation. 1In
this type of analysis there is an unavoidable need tc make somewhat

subjective judgments.

711 bring up this point since some analysts have used 1989 as an
(implicit) base in their discussions on real exchange rate behavior in

Nicaragua.
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rest of this chapter.

VII.2 mﬂﬂﬂummﬁi—imaﬂmwm

Independently of the actual details of the adjustment path chosen
including whethar a one-shot or several steps Strategy is followed -- the
authorities should try to maximize the probability of success of the whole
package. In that regard, it is important to note what was said in Chapter
III of this paper: in order for nominal devaluations to be an effeccive
tool in the adjustment Process it is necessary that they are undertaken
Jointly with consistent fiscal and credit Pclicies, and that they are pot
undertaken in g context o dexed nominal wa

Although the conditions required for & consistent macro policy are
(somewhat) in Place, the non-indexed wage rate requirement is not currently
fulfilled. This means that, as already mentioned several times in this
report, any attempt to alter the current parity should be postponed until
the labor market deregulation is well on its way, Postponing a nominal
exchange rate adjustment has also. the advantage of helping consolidate the
stabilization Program, by introducing a culture that s more clearly geared
towards prics stability. In a real sense, given the currenc inflationary
culture in Nicaragua, Fostponing the devaluation will, in its own right,
tend to improve the chance of success whenever it ig actually implemented,

Regarding the required accompanying macro policies, two Points noted in
the previous Chapter should be emphasized. First, the Tecent problems with
credit recuperation have pointed out towards 4 weak area in macro @anagement
that should be addressed by the authorities. a lax attitude in thig area
could indeed compromise the important achievements in the stabilization
area. Second, since the actual effects of the recent tax reforms on tie

budget are not completely clear, the authorities should closely monitor the

\P
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behavior of the fiscal side of the economy, and be ready to act in case an
imbalance is detected. Also, it should be noted that a nominal devaluation
will, on its own, have some effects on the fiscal balance. The proposed
restructuring of the state-owned banks is & step in the right direction,
regarding a tighter macro control. However, in my opinion this is not
enough; only a policy towards privatizing the financial system will provide
the required institutional setup that will assure the ability of real crédit
control. Some preliminary computations suggest that approximately 24% of
all government current expenses correspond directly to foreign currency
expenditures, and thus will be positively impacted by a higher value of
foreign e*éhahge." In the actual design of the devaluation package this
consideration should be taken into account, and the corresponding

adjustments should be taken.

VII.3 e_Nomi Devaluation and t ange Rat ste caragua

the Medium and long Runs

Recent analyses ori exchange rate systems for the developing countries
have pointed out that the numinal exchange rates plays an important role as
a nominal ancher, providing price stability in the long run.’® 1In fact,
recent research has shown that the most common flexible alternative to fixed
rates, the crawling peg system, introducss significant irvertia into tﬁe
macroecornomy, tending to perpetuate inflationary pressures. Evidence from
Colombia and Costa Rica, among other countries, has ipdeed shown that the

adoption of a crawling peg system results in ths relaxation of financial

722150 some of the government revenues, especially those related to
foreign trade, are positively related to the exchanze rate.

3These studies -- many of which have been undertaken at the IMF --
suggest that once any exchange rate misalignment has been resolved, the most
adequate exchange rate regime in the long run {or steady state) for
developing countries is a fixed rate system.


http:exchange.72

92

discipline and in a devaluation-inflation spiral. This type of behavior is
particularly serious in countries with an inflationary economy, such as

Nicaragua.

Given these consideraticns, in principle, a fixed exchange rate regime
indeed seems to be the most adequate for Nicaragua in the long rup. It
would not only provide stapility, but it would also be consistent with the
country’s historical tradition and with the current trends in the region.
Recent Nicaraguan history, however, has shown that there is a serious danger
of adopting a fixed exchange rate regime by fixing the nominal exchange rate
at the "wrong" level, as in March of 1991. This type of policy is clearly
unsustainable in the longer run and wiil require, at some point, a massive
adjustment

To the extent that Nicaragua opts for a fixed rate System in the longer
run, the most adequate way for facing the current real exchange rate
imbelance is to implement a maxi devaluation, followed by the repegging of
the parity. This, however, should pot be taken as 2 rigid recommendation.
Under cortain circumstances, including a short run inability to control
credit, it could be advisable to have a temporary managed rate system. The
actual path to take should be defined at the woment the adjustment actually
takes place.

What should be the timing of the exchange rate adjustment? This is pot
4n easy question, since a number of tradeoffs are fu:ed. If the adjustment
is éoo soon its effectiveness will probably be low, given the current
economic-financial structure and the still-vivid inflationary economy. On
the other hand, postponing the devaluation means mainraining a situation of
Incorrect relative prices, that are not sustainable in the long run. 1In

timing the devaluation it is important to consider the fact that there are
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some lags in exports responses to relative price adjustument. In fact, an
snalysis of the current composition of Nicaragua’s exports indicates that,
from the exports side, the short run impact of a sizable (real) devaluation
will be rather small. The fastest response would take 9 to 15 months, and a
greater one can take up to 36 months. Over the longer run, if the real
exchange rate is maintained at a competitive level there is significant
potential for a sizable response. In fact, according to the simulations
reported in Table 33, and under the assumption of a 50% real exchange rate
devaluation we can expect a level of exports for 1997 of approximately $700-
$900 million.

In timing the devaluation, then, these considerations should be taken
into account. Given the current availability of reserves, the lack of labor
market flexibility and the lags involved in exports response, it would be
advisable to postpone the adjustment for some time. Although it is not
possible to determine in & precise way what the optimal moment will be, it
seens that doing it before the end of 1992 would be premature, while waiting
into late 1993 would stretch things too much. Depending on how fast the
terrain can be prepared and, in particular, how quickly labor market
rigidities can be removed, it could be advisable to implement the adjustment
around April or May of 1993.

| The nominal devaluation should exceed by a prudent margin the desired
level of real exchange rate adjustment. The reason for this is that, even
in the case of highly successful devaluations, a fraction of the exchange
rate adjustment is passed onto prices. In fact, in terms of the effective-
pess index discussed, a level of .5 is considered quite high. 1In
consideration to the data analysis and to tiie policy discussions undertaken

in Part Two of this paper, my main policy recommendation is that Nicaragua
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implements, in the next 10 to 12 months, a massive adjustment program that
has as its corner stone a nominal devaluation of 708 to 80t. It is also
recommended that the authorities immediately engage in a set of policies
geared at supporting the devaluation package and, thus, at increasing its
probability of success. These policies are of two types: first, a labor
market reform aimed at de-lirking wages from the "canasta® -- and ideally
from any canasta -- should be given very high pPriority. This reform, in
fact, is a necessary condition for the proposed devaluation package to
succeed. Second, policies directed at increasing productivity and
encouraging exports -- including a resolution of property rights problems
should also be pursued. The degree of success of these pProductivity-
enhancin; pélicies in the next few months will, in part, dictate whether the
degree of required RER adjustment estimated in this Paper (around 50%)
should be revised. From a pclitical point of view, it is not clear how
these preconditions will be met. At this point it i{s not possible to rule
out a major national acecovrd through a égugggxgglgg_g. The timing of this
agreement should be carefully set since there is the risk of Preannouncing
the devaluation, with the consequent costs in terms of speculation.

Since, as argued in Chapter VI, there is a possibility that the
authorities will not be able to sustain the current parity for too long, i:
is important to recognize that pPreparing the ground for a successful
devaluation is an urgent matter. If, by any chance, Nicaragua is forced to
devalue before a year's time when the adjustment takes place at least the
labor market should be reformed. It is strongly recommended, then, that a
set of studies be undertaken as soon as possible in order io Prepare the
terrain for the exchange rate adjustment.

There is little doubt that a devaluation of the magnitude proposed here



95

will result in immediate and strong demands for wage adjustments. The
government position in this respect should be firm, recognizing that large
wage increases would defeat the purpose of the program. However, it 1;
unrealistic to think that it would be feasible to undertake a 70-80% nominal
devaluation without some wage corrections. In that regard, I would
recommend that the government implements a basic emergency measure where
government wages are increased by a& fixed amount (say 100 cordobas),
independently of the actual salary of each worker.

In order to maximize the probability of success of the devaluation,
this should be undertaken as part of a broader package aimed at restarting
growth. In designing such a package it should be kept in mind that this
devaluation does pnot respond to a balance of payments crisis, where reserves
have reached extremely low levels. On the contrary, even with the existence
of abundant reserves, the devaluation aims at correcting relative prices.
Other components of the package should include productivity enhancement
measures, tax simplification measures and a serious social expenditures
package aimed at providing a safety net to the poorest of the poor. In
addition, this package should include financial sector measures that would
introduce greater flexibility to commercial banks allowing them to direct
;apidly and dynamically credit towards those areas where profitability is
greater. Moreover, some resources should be channeled towards the
construction sector as a way to revital!{~e that important area and encourage
employment.’® In this way the puchasing power of poorer workers would be

relatively more protected.

“This, of course, does not mean that subsidies should be granted to
this activity.
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VIII. Concluding Remarks and Summayy of Policy Options
VIII.1 P-Qliﬂ-biﬂmms.ns_in_mg__s_bgn_g@

There is little doubt that at this point a major question in policy
design in Nicaragua refers to the assignment of policy tools to poliéy
targets. In particular, a key issue 1is whether at the current time exchange
rate policy should be mostly used as an anti-inflationary tool, or whether
it should be assigned to the task of correcting the internaciongl
competitive situation. In the short run three main consideraticns should
gulde this decision. First, the defeat of the hyperinflation is, without
any doubt, the most important accomplishment of the current administration
and, thus, it is highly desirable to consolidate the gains obtaineq in this
area. The -fixed exchange rate has provided an effective anchor to prices
and, as such, has been a fundamental component of the stabilization
strategy. Second, and directly related to the pPrevious point, the high
degree of dollar-indexation that still exists in the economy, the infla-
tionary memory, and in Particular the rigidities in the labor market,
indicate that a nominal devaluacion is likely to be translated into wage and
Price increases that at the current time would greatly reduce the degree of
effectiveness of the exchange rate adjustment. And third, presently the
country is receiving a level of foreign aid that allows it to maintain (at
least for some time) the current imbalance,

The combination of these three factors means that at the current time
it would pot be advisable to alcer the 5 to 1 Parity of the cérdoba. Such a
measure would undoubtedly impact on prices, releasing their anchor, and to
the extent that it affects formal sector wages, it is likely to have a small
impact on competitiveness. At this time, and at least in the short run, the

appropriate assignment is to maintain the nominal rate as a central Plece of
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the price stability strategy, and to assign other tools -- especially of a
microeconomic, structural, institutional and fiscal nature -- to the
improvement in competitiveness.

However, an urgent area for the short run policy agenda is to add¥els
those institutional and structural features of the economy -- and very
especially the labor market rigidities -- that have rendered the nominal
exchange rate policy an ineffective corrective policy tool.

Of course, in order for this policy of (temporarily) maintaining the
current parity to be viable, it is necessary to continue with the
implementation of consistent fiscal and credit policies. In that regard,
dats on the recent evolution ¢f the financial and credit sector provide a
cause for som¢ concern. The level of credit recuperation has been
significantly below what was anticipated during the first months of 1392.
Morever, the recent behavior of international reserves is signalling the
need to monitor closely the supporting macro policies, when evaluating the
viability of maintaining the current parity.

Although short term and temporary losses in reserves should not
generate overreaction or panic, a sustained loss in international liquidity
would place the program in serious jeopardy.. As pointed out in the body of
this report, the worst possible scenaric for Nicaragua would be to return to
a situation of reserves depletion, coupled with some sort of rationing, such
as the system of an exchange rate "presa®™. The authorities need to be aware
that unless they can control domestic credit the short term strategy, and
especially the maintenance of the fixed rate, will be unfearible. In that
regard, a useful aspect of conditionality would be to assure that such
"presa" does not emerge. If, for one reason or another, macroecenomic

discipline is lost and reserves decline past a given threshold, it would be
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advisable (if not unavoidable) to abandon the suggested fixed parity
strategy and to implement some kind of exchange rate adjustment. Whether
this adjustment should be characterized by a step-wise devaluation or a
devaluation followed by some type of flexible arrangement will depend on the

Progress made on the institutional-structural rigidities in the labor

market.

VIII.2 The Magnitude of the RER Fquilibrium

One of the most serious casualties of the Nicaraguan hyperinflation has
been the reliability of long term Price level series. Data on the CPI and
the GDP deflator exhibit exceedingly large deviations, rendering historical
comparisons of RER indices quite useless. For this reason we relied on
other tecnniques to assess the (approximate) degree of overvaluation of the
cordoba Based on results from & simple model of the trade account, as well
as on the analysis of the recent and expected behavior ;f "fundamentals" 1t
vas estimated that the degree of overvaluation of the cordoba is around 55%,

This estimated magnitude of the RER disequilibrium ig sﬁbstantial,
suggesting that it is highly unfeasible that microeconomically oriented
initiatives will generate, on their own, the degree of'correction in the
real exchange rate required to achieve m__1gg_;g_lgng_;gn_gg_jli_;igm‘ The
evaluacion of the existing situation suggests, ti..n, that a nominal
devaluacion in the medium run is unavoidable.

Some key issues refer to the timing and magnitude of this devaluation.
These will depend on a number of factors, including the future evolution of
the terms of trade, the speed with which institutional constraints are re-
solved, the magnitude of foreign assistance, and the effect of productivity
enhancing incentives. It {s argued in the paper that the authorities should

try to hold-off the exchange rate adjustment for a ten to twelve months
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period. This should provide time for stability to be consolidated, for the
hyperinflationary "culture" to be further eroded and to put into place
required reforms in the labor market. Designing a medium term exchangg rate
policy -- including a supporting macro package -- thould be at the top of

the priorities list for the authorities.

VIII.3 Institutions, Productivity Enhancing Policies and Competitiveness

There is widespread agreement among both traditional and nontraditional
exporters that a resolution of property rights problems is a precondition
for a rapid expansion in exports. Directly related, the private sector
lists security issues at the very top of their preoccupations. Although at
this poin% it may seem obvious, it is still important to stress the
importance of these institutional issues for assuring an increase in
investment and export related production. In fact, it may be said that if
the property rights issue is not satisfactorily solved, any economic
measures (including a devaluation) will be largely redundant, having no
effect on the extetnal\sector. Aiso, the implementation of the Direct
Foreign Investment Law should eventuelly be able to attract foreign funds,
modern equipment and new technologies.

In addifion to tackling these institutional issues, the authorities
could implement a number of policies that would directly, or indirectly,
help improve competitiveness. A fundamentally important area is related to
public investment in infrastructure, such as ports and roads. However, the
recent tendency towards exceeding the credit targets the private sector may
put this goal in jeopardy, through "private crowding out®. The implementa-
tion of the "Export Promotion Decree" should also provide some important
encouragement for non traditional exports, helping alleviate the magnitude

of the disequilibrium. The reduction of some taxes implemented in the
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February 28 package should also result in an improved position for
Nicaraguan exporters. iiowever, in doing this, an effort should be made in
not generating large fiscal costs. A sweeping process of deregulation and a
set of measures aimed at simplifying the tax system -- via the consolidation
of the large number of taxes inte a small and limited set -- would also help
improve the degree of competitiveness. Finally, the labor market
recommendations discussed below should help improve the efficiancy of

services, improving the competitive position of Nicaragua.

VII1.4 Credit and F{scal Policies

From a macroeconomic perspective the potential lack of discipline of
the financial sector poses one of the most serious threats to the continua-
tion of é}icé stability. 1In this sense an acceleration of the financial
reform would be beneficial in several respects. First, greater control over
commercial banks is necessary to assure that monetary targets will be met
without crowding out necessary and urgent funding of public investment. In
that regard the possibility of rap@dly pPrivatizing (at least parts of tha
operations) of the BND should be once again considered as a top priority,
Second, the Central Bank should greatly increase its supervision of all
banks, imposing severe penalties to those that do not comply with the
"encaje’ or that fail to report their foreign exchange position. If the
'ﬁgggxin;gnggngig' is considered to be still institutionally weak, the
Central Bank could temporarily take additional regulatory functions.
Hove;er, it shouid be noticed that a risk involved in th.s suggestion is
that 1f attributions are taken avay from it, it is possible that the
"Superintendencia® will fail to develop.

In spite of the recent adjustment in interest rates, producers continue

to argue that the high lending interest rates currently charged by commerc-
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fal banks represent another obstacle to a more rapid reassumption of growth.
A further increase in the degree of flexibility in the financial sector,
allowing market conditions to influence the cost of funds, could indeed
prove to be highly beneficial. A risk with this measure, however, is that
at the present time the banking system is highly concentrated, with the
state owned banks having a very large say. This could result in interest
rates being manipulated in a perverse way by these large participants either
deliberately or as a result of incompetence. For this reason, the Central
Bank should continuously monitor the financial market, occasionally
intervening.

A clear, weakness in the financial market is the increasing importance
of dollar denominated transactions. In a way this contrasts with other
aspects of the Nicaraguan ecenomy. While the authorities have made an
effort to de-dollarize prices and (to some extent) wages, very little effort
has been made to de-dollarize the financial sector. Past experiences in
Latin America have cleerly shown that a highly dollarized financial system
is often a cause of instability. However, as time goes by and the infla-
tionary memory subsides, the authorities should try to create additional

incentives that would encourage cérdoba denominated financial transactions.

VIiI1.5 Labor Market Rigidities and International Competitiveness

In the body of this paper it is strongly argued that the current
segﬁentation of the labor market in Nicaragua is possibly one of the great-
est constraints for increasing competitiveness and exports. It is
recommended that the authorities make a serious effort to eliminate (or at
lest rcduce) this segmentation. An important first step would be to de-link
nominal wages from the current 53 products "canasta®™. In thatc regard, the

first best policy would be to abolish completely any type of indexation

v
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mechanism. However, if this proves to be too difficult politically, a
smallar, more modest basket should be established to measure the purchasing
power of real wages. Moreover, to the extent that some of the efficiency
gains in the distribution chain are achieved it would be possible to reduce
the dollar value of wages without affecting their real cérdoba value. It
should be noticed, however, that our own investigation into this matter
suggests that there are cznsiderable fewer degrees of freedom in this area
than what {s usually argued by the economic authorities in Nicaragua. |

Naturally, reforms in the labor market area will not be politically
easy to implement. The government should engage in an ambitious educational
program aimed at explaining the rationale of its policies. At the center of
this campaign should be an attempt to explain how desperate the Nicaraguan
situation actually is, and the nagnitude of the effort required to move the
country from its current situation of (approximately) U.s. $350-400 per
capita tc one similar to Costa Rica.

It is my judgement that without a broad persuasion campaign it will YHe
difficult to make progrese in this vital area. Meetings between senior
officials and the media, such as some that took place during February, are
helpful but are not enough. One of the surprising aspects of the Nicaraguan
economic scene is that lack of a research or think-ta;k institution that
Publicly defends and explains the most important elements of a market-
oriented econonic strategy. This contrasts sharply with the fact that the
more interventionist position gets ample media exposure through well written
documents attacking the "neo-liberal® experiment.

In order to implemen: a long term policy in the area of labor markets
lt 1s strongly recormended that a series of studies on actual dollar costs

'f labor are across Central America. This type of study would be relatively

N\
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{nexpensive, adding significant information to the debate on macroeconomic
policy and adjustument.

Another important policy recomn?ndation is to accelerate the
{mplementation of a modern labor code, that would clarify labor relations in
an efficient way that is compatible with the current global economy.
Preliminary analyses indeed suggest that the current practice of labor-firm
relations introduce a laxity in standards, a reduction in productivity and’a
decline in competitiveness. However, the labor code proposal prepared by
the labor commission in the assembly does exactly the opposite, creating a
very rigid labor market framework.

The combination of a labor reform cde-linking wages from the canasta,
and a nominal devaluation would tend to produce a reduction in real wages in
the protected sector, an increase in global employment, and an increase in
informal sector wages. The combined consequences of these effects would be
an improvement in the social conditions of a large number of Nicaraguan
families, but their situztion will continue to be extremely difficult. A
way to desl with this problem is that government institutions, possibly with
donors funds, set up a relief program targeted at the most poor segments of
the population, and Preferably at children. 1In designing such progranm,
however, it is important to make sure that it does not distort the
incentives structure by discouraging employment. A number of international
institutions, and especially the World Bank have acquired considerable

expertise in this area over the last few years.

VIII.6 The Proposed Exchange Rate Adjustment

In consideration to the data analysis and to the policy discussions
undertaken in Part Two of this paper, the main policy recommendation is that

Nicaragua implements, in the next 10 to 12 months, a pasgive adjustment
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program, that has as its corner stone a nominal devaluation of 708 to 80%.
To the extent that it is preceded by Productivity-enhancing policies and
labor market reforms of the type discussed above, and it is accompanied by
Prudent fiscal and credit policies, this adjustment will cffectively help
Nicaragua to eliminate the current situation of relative prices disequilib-
rium. It is also recommended that this maxi-devaluation is followed, at
least initislly, by a re-pegging of the exchange rate to the dollar.

There is little doubt that a devaluation of the megnitude'proposed here
will result in immediate and strong demands for wage adjustments. The
government position in this respect should be firm, recognizing that large
wage increases would defeat the purpose of the program. However, it {s
unrealistic ,to think that it would be feasible to undertake a 70-80% nominal
devaluation without some wage corrections. In that regard, I would
recommend that the government: i{mplements a basic emergency measure where a

fixed cérdoba amount wage adjustment is granted to all workers. In thig way

the puchasing power of poorer workers would be relatively more protected.



105

APPENDIX 1

CHANG DATA BAS

I. Introduction
The purpose of this appendix i3 to describe in detail the methodology

and sources used to construct the real exchange data base. A step-by-step
explanation is given about how the multilateral and bilateral real exchange
rate indices were estimated. The technical problems typically encountered
" in this estimation are addressed and the specific solutions applied here are
discussed. Also, the full data set utilized in Chapter V of the report is
presented in this appendix.

Additionally, instructions are given for updating and maintaining the
different data series current. These¢ instructions should serve as a guide
to the BRER and MRER LOTUS 1-2-3 files provided with this report, where the

bilateral and mulcilateral exchange rates have been calculated.

II. Multilateral Real E=change Rates In Nicaragus
I11.1 Currencies and Ve

The first issue that must be tackled in the calculation of a MRER is the
choice of currencies that will make the nominal exchange rate index.’® This
ch&@cc is determined by the countries that constitute the most important
trading partners of Nicaragua. However, a problem with this is that there are
alteénative classifications of "importance”: percentage participation in the
value of exports, or in the value of imports, or in the value of total trade,

i.e., the sum of imports and exports. Naturally, at any point in time the

5The nominal exchange rate index refers to the weighted multilateral
nominal exchange rate index explained in Chapter IV of the text and
reproduced in this appendix in Section II.4 as variable MNER.
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list of countries will diffcc depending on these classifications.

Another problem is that the mix of countries tends to change over time.
This is particularly relevant for Nicaragua since the U.s. enbargo, which
was in full force between 1985 an& 1990, artificially reduced the importance
of the U.S. in Nicaraguan trade. Additionally, other countries appear one
year among the ten most important trading partners of Nicaragua and then
fade away from its trade statistics. For these reasons, the post-embu.~go
trade structure cannot be considered Yet as the definite pattern of Nicarag-
uan international commerce. A longer perspective must be considered z0 as
to calculate a more relfable percentage parcicipation of nations in
Nicaraguan foreign trade.

Once the method on how to define partner countries and the time period
(or periods) have been chosen, data availability will force a further round
cf selection. For example, Price series for the former socialist nations
are not available, so they are eliminated from MRER estimations on this
account alone,

The more stable geographic trade patterns are found in the total trade
classification. The trade weights for the periods 1976-82, 1988-89, and
1990-91 for the nine most important countries in Nicaragua's total foreign
trade are presented in Table A.1.7® These veights were obtained by
di%iding the actual participation percentages by the percentage that these
nine countries as a whole represent in total trade. The vcights evidently
are Eonsiderably greater than the actual trade participation percentages.

Although Honduras was among the ten most important countries in all
three periods, it had to be excluded from the analysis because the IMF has

For soms Periods and classifications more than nine countries were
taken into account. See Tables Al-A3.



TABLE A.1
Trade Weights

Exports + Imports

(1) (2) 3)
Country 1976-82  1988-89  1990-91
U.s.A, 41.3 --- 31.3
Costa Rica 12.9 .8 9.0
Guatemala 10.3 4.2 4,2
Germany 10.2 16.2 13.8
Japan 2.8 11.6 12.4
Mexico 6.2 4.6 3.5
Italy 3.3 .2 7.0
Netherlands 3.1 .3 .--
Spain 2.9 8.3 .--
Canada bee 19.2 12.9
Franze .-- 7.0 5.7
Great Britain .- 3.6 .ee
TOTAL 100.0 100.0 100.0

Source: IMF.

(1) 9 countries represent 68.6% of total trade.
)11 - " 47.9% " " "
3) 9 . " 54.2% ° . "



TABLE A.2

Trade Weights

Exports
(1) (2) 3)

Country 1976-80  1988-89  1990.93
.U.S.A, 40.8 ... 17.7
Germany 14.9 25.5 24.1
Japan 10.7 16.4 14.1
Costa Rica 9.7 7.1 5.6
Guatemala 6.2 --- .---
Netherlands 5.1 4.7 2.1
Belgium 4.4 .- cee
Italy 4.2 ~ee .-
Canada 2.1 31.0 23.9
Austria e .- 5.3
France ° .-- 2.1 4,8
Mexico .- 2.3 2.4
Spain 1.9 6.8 na
Switzerland .- 4.1 .-
"TOTAL 100.0 100.0 100.0

Source: 1Ibid.

(1) ten countries represent 77.1% of total exports

(2) nine " » 63.9% "

(3) " " " 66.0% * ] "
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no data on Honduran Producer prices and only a very incomplete serfes on
consumer prices, Precluding us from using the latter as an approximation.

El Salvador, which was among the top ten countrieg in the 1976-82 period,
was also excluded from the analysis for the Same reascn. Thege omissionsg
are not too serious, since both countries appeared at the bottom of thisg
short 1list, with average participation in Nicaragua’'s foreign trade of about
2% each, Nevertheless, the MRER estimation could be improved {f theses

countries were included,

1s identical to that explained for Table A.1.

11.2 e Cordoba o ange Ra

A fundamental ingredient in the computation of real exchange indices is
the nominal exchange rate. 1In wost countries it s straight forward to
obtain data on this variable. Tﬁis, however, is not the case in Nicaragua,

In fact, Nicaragua has had, to say the least, a ccmplex exchange rate

coexisted with paralle] and black currency markets, which leaves no easy
choices. regaiding the appropriate Parity to use in RER calculations. The
standard way to handle thig situaiion is through the construction of a
veighted average of tie existing nominal rates. The weighing Structure is
one that reflects the Proportions in which earnings frop foreign trade are
being exchanged at each rate.

In the case of Nicaragua this {s a difficule average to estimate with

Precision. The major problems éncountered here are: firstly, an unknown

'Q



(15 nine countries represent 78.9% of total imports.

Source: 1Ibid,
2) -
(3) eleven

Gountry
U.S.A.
Venezuela
Costa Rica
Guatemala
Japan
Germany
Spain

Mexico

TABLE A.3

Trade Weights

Imports

United Kingdom 2.4

France
Italy
Netherlands
Canada

TOTAL

100.0

45.9% *
5l.4% "

6.8
34.8
8.3
5.6

6.5
13.2
8.3
7.9

100.0

10.9
6.1
9.9

5.3

3.9
5.2
5.8
6.6
3.7
3.9

100.0
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market rates, at the same time as some imports are obtained with dollars
purchased in this unofficial markat. Secondly, the coverage of each of the
multiple official import and export rate is usuzlly unclear, so that the
relative importance of each rate can only be bounded within a certain range.
Thirdly, taxes on the purchase of foreign currency prevailing between 1982 and
1988 rendered the official import rates irrelevant, and an effective rate
vhich adds the cost of the tax must be estimated for those years.

The IMF has provided estimates of a (period average) weighted mean of
the multiple import and export rates effective in each period, either
monthly or quarterly. Its latest estimates, covering the period 1984-91,
are implicitly incorporated in the index ’'Exchange Rate in Terms of U.S.
dollars’ published in the IMF documents "Nicaragua - Staff Report for the
1991 Article IV Consultation®, May 28, 1991; and “Nicaragua - First Review
Under Standby Arrangement”, January, 1992. However, this index displays
significant enough inconsistencies to warrant a re-estimation of the
weighted average exchange rate.’” -

In order to generate a more accurate record of Nicaragua's exchange
rate history, a new weighted average nominal exchange rate is estimated.
This new estimation takes into account only oﬁficial import and export

rates, including those that dafined a legal percentage of conversion at the

"Among the principal problems that the IMF estimation has, is that
applying the index to the (unified) official exchange rate in effect at the
date that serves as its base -- 1980, the resulting average Cordoba U.S.
dollar exchange rate is at various points in time lower that the lowest
official parity. 1In the IMF IFS tape the fr exchange rate series shows a
weighted average parity for 1980 that is higher than the official rate, but
applying this rate to the aforementioned index overshoots the present parity
by nearly 508, and it still yields rate estinmates that in some quarters
undershoct the lowest officizl rate.
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Parallel rate.’”® The main source of information for the construction of
this new index is the Picks World Currency Yearbook.

Tables A.4 and A.5 contain the various official export and import rates
that have existed in Nicaragua since 1979. The first experiment with
multiple exchange rates occurred in 1979. This system lasted only 5 months,
4s rates were unified again in September of that year at the basic rate of
10.05 Cordobas per U.S. dollar. However, multiple official rates were
reintroduced in the first quarter of 1982 and modified no lass than once a
year till February of 1988. The currency reform implemented at this time,
which included a major revamping of the exchaﬁge rate system, returned
Nicaragua to a unified (official) rate regime.

Th; wéights attached to each Parity were estimated by calculating the
ﬁroportion of imports and exports in total trade of the corresponding year,
and then multiplying these Percentages by those representing the relative
coverage of each rate within imports and exports. Coverage specifications
that do not coincide with the disaggregation trade data, such as "essential"
and "non-essential® goods, were approximated by regrouping trade data to fit
these specifications caring simply not to violate the rules of common sensc,

From February 1988 onwards, in the absence of an official multiple
exchange rate system, our estimated average parity is the period aversge
official rate based on the data published by the Nicaraguan Central Bank.
The quarterly weighted average Cordoba/U.5. dollar exchange rate from 1973
to 3991 is presented in Table A.6. In the MRERDATA file this variable is

called gernic and is located in column C.

7%As mentioned before, abstracting from illegal transactions in the
parallel and black markets is a shortcoming with which we will have to bear.
However, the analysis is not affected given the (most probably) small
proportion of currency exchanged in those markets for trade purposes.



T#BLE A.4

Multiple Official Exchange Rates

Period
Year, Month

1973.1-1979.3
1979.4-1979.8

1979.9-1982.1
1982.3-1984.2

1984.3-1985.1

1985.2-1986.1

1986.2-1986.6

1986.7-1987.2

1987.3-1988.1

1988.2

Source: Picks, MED, BCN, IMF.

(*) close to zero

Export Rates

Rites

Cordobas
.00

7

8

9.
10.

11.
17

14.
22,

28.
50.

70.
628.

70.
312,
628.

70.
3803
7535

10000.

.00

00
05

85

.23

30
60

00
00

00
00

00
00
00

00

.00
.00

00

—Wejghts
(unified rate)

.489
.122

(unified rate)

.180
.180

.167
.167

.255
*

.190
.063

.173
.016
.063

.173
.071
.005

(unified rate)

\ﬁd\
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Source: Ibid.

TABLE A.5

MULTIPLE OFFICIAL EXCHANGE RATES

Period

Year, Month

1973.1-1979.
1979.4-1979.

1979.9-1982.

1982.2-1983.

1984.1-1985.

1985.2-1986.

1986.2-1987.
1987.6-1988.

1988.2

12

wn

Import Rates

Rates

Coxdobas ~ ___ Weights

10.

10.
15.

10.
12.
13,
15.

20.
28,
40,

72

72.

170
370

10000

.00

.00
.05

05

05
10

05
10
10
10

00
00
00
.50
50
.00
.00

.00

(unified rate)

.024
465

(unified rate)

. 545
.096

.567
.033
.033
.033

.332
.250
.164
747
.338
.013
.201

(unified rate)
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I11.3 Qther Nomina) Exchange Rates

The cross nominal exchange rates for other trading partners of
Nicaragua were obtained from IMF sources. Specifically, the parity of the
Cordoba against the other currencies was calculated using triangular

arbitrage as follows:

Ecd
Ea

where E.4 = nominal exchange rate Cordobas per U.S. dollar, as shown in

E, =

Table A.6;
£4 = nominal exchange rate currency of country i per U.S. dollar;
E.; = nominal exchange rate Cordobas pe.r unit of currency of country
4.
The data on E;4 was obtained from the IFS tape -- rf series -- and
updated when necessary from the published rf series appearing in the monthly
IFS issues. These are, in all cases, official exchange rates.

In the MRERDATA file these variables hava the folloving names and

locations:
E.y = en/e(i) columns AH to AU
E.g = aernic column €
Ejqa = aer(d) columns D to Q

vhere { refers to country in question. For example, eon/eger (column AH)
is the nominal exchange rate of cordobas per Gorman mark and is obtained by
divfding aernic by aerger. In Lotus format this translates to:

aern
e

en/eger = .n_s%‘-;- = +C(3)/D(J)

vhere C and D are the column location of the variables and j rafers to

the rowv number in the file.



TABLE A.6
Average Official Exchiange Rate

Cordobas per U.S. Dollar

Year Quarter Average Rate-
1973 1 7.00
1973 11 7.00
1973 111 7.00
1973 1V 7.00
1974 1 7.00
1974 11 7.00
1974 111 7.00
1974 1V 7.00
1975 1 7.00
1975