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This is one of three reports that describe macro-financial
conditions in Cantral American countries, and how these
conditions impact on the development of capital markets in each
country--the other countries papers are on Costa Rica and Panama.
A summary report was also prepared that highlights the
similarities and differences amo~q the three countries that
appear to have particular relevance for the development of
capital markets in the Central American region.

This report reviews the following aspects of El Salvador's macro
financial environlment~ general structure of the economy, the
fiscal situation, the external sector, inflation, monetary,
interest rate and credit policies, instruments for monetary
policy and capital market development, and taxation in financial
markets. The rep,ort summarizes its conclusions in terms of
global policies that directly or indirectly influence the
financial sector, and in terms of specific policies dealin) with
the sector.

It identifies thrE~e areas of global macroeconomic policies which
are crucial in prc)viding the necessary conditions for the
functioning of firlancial markets as follows:

(1) a reasonable degree of macroeconomic stability, and
more spe:cifically, a low and roughly predictabl~

inflation rate;

(2) government controls and intervention in private
markets; and

(3) the status of the government bUdget, and the financing
of the deficit.

The author finds that El Salvador is moving in the right
directions in the first two areas. In the third area, he
recommends that the government change the composition of
expenditures (from subsidies and defense towards both physical
and human capital formation), simUltaneously with an increase in
the revenue from taxation.
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The report identifies three areas of specific actions more
closely related to the necessary conditions for a well
functioning financial market as follows:

(1) the process of restructuring the portfolios of banks
and other financial institutions, and their re
privatization;

(2) the liberalization of interest rates; and

(3) the formulation of the rules for prudential regulation,
and the reorganization of the overseeing agency.

The author offers a few comments in each of these areas, noting
that the process of restructuring is the most crucial area in El
Salvador ut the time the report is written.
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I. - mnODTiCi'lION, BAClCGROUND AND THE \;ENERAL SnUCTtrllE OF TIlE ECONOHY

1.1.- Introduction

The development of capital markets is a process that takes place over
the medium and long run and ultimately rests on the participation of the
private markets. The role of government is to provide the necessary
conditions for an efficient operation of markets. Horo precisely, those
conditions involve (1) A stable and reasonably predictable macroeconomic
enviroment; (2) The absence of polici.s generating distortions in resource
allocation, and (3) The formulation and adequate impl.mentation of rules in
prudential regulation of financial institutions. Typically, the necessary
chang.s in policy occur as a series of small staps spanning ov.r a rather
long period of time. Therefore, it would seem natural that an account of the
r.levant macroeconomic backgroo'.md should be primarily concerned exclusively
with long run past trends.

In the case of El Salvador, nevertheless, there has been a change of
regime. After the country endured almost two d.cades of poor macroeconomic
performance (due to both external shocks, and sp.cially to inappropriate
policies), the current admini3tration started to .nact a wide program of
reforms upon taking offic. in June of 1989. Tw.nty months later the core
those all-.ncompassing reforms is showing r.markabl. consistency, with the
basic premises still in place and the operational steps roughly follOWing the
initial agenda. These changes not only are taking place rapidly, but, as it
is m.ntioned below, there is convincing .vidence that they are credible and
b.li.ved by the public.

Since, as in many other Latin American countries, the obstacles for
financial development arise mostly from inad.quate policies rather than more
structural conditions, a change in regime to a large extent make~ irrelevant
many of tho.. past long standing ob.tacle. . Therefore, mucll of this
Hacrofinancia1 Background report will, then, b. dedicated to the evaluation
of tho•• r.forms, th.ir initial r.sult. and the aJiIl•••••nt of potential
problem. in each ar.a.

Poor econumic performance during the fift••n year. preceding 1989 has
been the r ••ult of adv.r.e int.rnal .md international .hocks (political
instability, a ..jor earthquake in 1986 and high world real int.re.t rates)
and faulty economic policie., both at the ..cro and at the re.ourc.
allocation levels. At the macroeconomic 1.9.1, a ri.ing government deficit
and increa.e. in domestic credit creation finally forced a hundred per cent
devaluation at the end of 1985 (from 2.50 to 5 colones p.r dollar), aft.r
decades of a truly fixed exchange rate .y.tem. During 1985, inflation soared
from a four-year avarage of a~~und 12 par cant per year to 33 per cent par
year. Although later brought c!own to around 15 per cent betwe.n the and of
1986 and June of 1989, it was at a co.t of wid. price control. and market
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repression measures. At the resource allocation level. the price system was
severely impaired in its role as an indicator for efficient decision making.
Government took control of coffee commercialization. the entire banking
.ystem was nationalized and widespread price controls were imposed. including
exchange rate controls. The re.ult can be .ummarized by the rate of growth of
real GDP. which b.tween 1985 and 1988 averaged a m.re 1.5 % per year.

The administration that took office in June of 1989 started an
ambitious program of reforms. and both the .cope and the pace of those
reforms deserve high marks. On the re.ource allocation side the follOWing are
among the most important of those reforms. either already enacted or in
process:

• Price controls have been virtually disIDantle( ..

• Price. of services provided by public enterpri.e. have been adjusted
so as to reflect their economic scarci~.

• Starting in September of 1989. a maj or and still ongoing trade reform
was started. with the elimination of all quantitative restrictions. a
reduction of the maximum tariff to SOX (subsequently further reduced to
35% and a substantial reduction of tariff categories). Tariff
dispersion was greatly reduced, and there is an announced schedule
aimed at a tariff ceiling of 20% by mid-1993. In December 1990 El
Salvadar became a member of GATT.

• The exchange rate 1Il&rket has been unified, and IIxchange rate controls
eliminated.

• A mechani.m is in place for the recapitalization And privatization of
commercial banks. The mechanism. which include. the liquicl&tion of some
banlc•• rec.iv.d approval in the National As.embly in Octob.r 1990.

• A program of privatization of government .nt.rpri•••• including the
National Coff..e Institute (INCAFE) and the National Institut. of Sugar·
(INAZUCAR) b'l Octob.r 1992.

• Differ.ntial cr.dit and redi.count line. are in the proc••• of
virtual .limination.

• Although intere.t rates are .till under governm.nt control, nominal
inter••t rate. have b.en adjust.d to levels compatible with a non
negative real rat., and a proc••• of gradual liberalization i. under
way.

,'Y
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• An overhaul of the tax laws is under study. with a plan for the
imposition of a value added tax.

At the macroeconomic level.

• A free floating exchange rate regime has been adopted. with adherence
to a monetary program that sets stringent limits to domestic credit
creation.

• The government budget: deficit has been reduced to manageable
magnitudes. by following rather strict limits in wage increases. an
updating of public service prices and an effort to improve tax
coll.ction.

• The domestic debt h.s b.en consolidated. and .rrears in int.rnational
p.yments .liminat.d. Th. government of El Salv.dor s.ems to have been
successful .t normalizing relationships with the int.rnational
financial cOmmuni.ty: a Stand-by agr.ement w.s signed with the IKF in
August 1990; in September 1990 .gr.ement w.s reached with the Club of
Paris. and a Structural Adjustment Lo.n in the amount of 75 million
dollars was approv.d by the Vorld Bank in January 1991.

Not. of course. th.t the program l.cka compl.tely of partial flaws. or
that its implementation h•• tak.n plac. without probl.ms. TwCl s.tbacks n••ded
to b. ov.rcome during 1989: the drastic r.duction in world coff.e price. as
the Int.rnational Coff•• Agr••ment collap••d (coff•• repr•••nts roughly half
of the country's export.). and a major gu.rrilla off.nsive in November. In
.om••r ••s (the financial s.ctor could b••n .xampl.) there h~ve be.n
he.it.tion .nd .om. inconsistenci•• (control of int.r.st rat••• in a glob.l
program of lib.r.lization), and the pace of r.form l.ck.d d.finition (abs.nc.
of a .p.cific schedule for financi.l lib.r.liz.tion). As; in .ny maj or
.tructural and/or st.biliz.tion progru" •••• of impl.m.nt.tion and •
•v.ntually••ven the final succ••• of the curr.nt program in El Salvador
depends cruci.lly on its credibility .nd on short .nd medium term political
constraints.

Concerning credibility. there are .t l.ut thr•• positive .igns. First.
th.r. h.s b.en an important r ••pon.e of both tr.ditional .nd non-traditional
.xports to the chang. in the .ff.ctive exchange r.te during 1990. S.cond.
higher r ••l int.r••t r.t.s during the sam. y••r prompt.d an import.nt
re.ponse of s.vings and till. deposits. Third. th.r. is an incr•••• in priv.te
capit.l inflow•.

Conc.rning politic.l constraint.. long t.rm succ••• will jjointly
d.p.nd on the .ffectiv.n.s. of the poverty .llevi.tion programs and the sp.ed
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at which the benefits of bet:ter policy "trickle down" to the majority of tho
population.

1.2. - The General Structure of the Economy, and the Hedium Run Trends

Tables 1-1 and 1-2 provide the basic figures on the global structure of
the economy, both in absolute real terms and as proportions of GnP, while
Table 1-3 and Figures 1-1 and 1-2 give an indication of the trends. Table 1
4, which reports the financing of gross domestic investment, clearly
indicates the reliance on external financing. In production, roughly, the
share of agriculture and mining, s1tcondary production and services hall
remained rather constant at 25 per cent of GDP for the first two, and 50 per
cent for the third. Although agriculture represents one quarter of GDP, it
amounts to one third of total exports and prOVides 40 per cent of total
employment (with coffee, sugar cane and cotton being the main items and ~e

export crops). Although recovered from the negative growth rates of 1981 and
1982, the record during the rest of the decade is extremely poor, as a
consequence of external shocks, the conflict and inadequate policies. The
level of output in 1990, and consequently the level of p~ivate cons~mption,

were slightly lower in 1990 than ten years before. The growth of agriculture
shows the highest variability during the decade, with strongly negative rates
in 1981 and 1982 and 1986. The recovery seen in 1990, likewise, is led by the
agriculture sector, both due to favorable physical conditions and a reversal
of policy.
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table 1-1

Groas Domestic Product by Sector of Origin

(Aa perc~~... of ~o~al Gro.. Da.e.~ic rroduc~)

19110 19111 1912 19113 19114 1,.5 1'116 11117 1,.. 1"9 1990

GDP .~ ~k.~ Pric•• 100 100 100 100 100 lDO 100 100 100 100 100

Pr~ Produc~iaD 25.7 26.2 26.5 25.4 25.7 25.0 24.0 23.' 23.3 23.1 24.0

Asrlcul~ur. aDd a.l Sec~or. 25.6 26.1 26.4 25.3 25.' %4.' 23.9 23 •• 23.2 23.0 23.9
HJ.D1D& 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.1

S.caDdar,r Produc~ioa 24.4 23.9 23.5 23.' 23.6 24.0 24.5 24.8 25.2 25.5 25.0
Hmuf.c~ur1D& 17.11 17.4 16.' 17.1 16.9 17.2 17.5 17.' 17.11 111.1 111.0
CaD.~ctioa 3.4 3.1 3.2 3.2 3.0 3.0 3.1 3.4 3.' 3.7 3.1
UtiU~h. 3.2 3.4 3.5 3.7 3.7 3.' 3.' 3.1 3.11 3.11 3.9

S.Nic•• 49.9 49.' 49.' 50.6 50.7 51.0 51.5 51.3 51.5 51.3 50.9

T%aD.por~.~laD aDd Ca..unic 5.9 5.7 5.7 '.0 6.0 '.0 6.0 5.9 5.' 5.' 6.1
C~rcl.1 Servic•• 19.0 17.6 16.4 16.7 16.6 16.3 16.3 16.1 15.9 16.3 16.3
FlnaDclal S.Nic•• 3.1 3.1 3•• 3.4 3.4 3.4 3.5 3.5 3.5 3.1 3.0
Bou.iDa 4.0 4.4 4.11 4.9 4.' 4.' 4.1 4.1 4.' 4.9 4.9
PubUc Adm.nl.u.~laD 10.4 11.5 12.5 12•• 13.1 13.7 14.3 14.4 14.7 14.4 14.2
Ot.her a.Nic•• 7.5 7.5 7.0 6.9 6.1 '.1 '.7 6.' '.6 6.6 6.5

Table 1-2

Real Aaaregate Demand aul1. Supply

Aa a P.r~.utaa. of GDP

1910 1911 1912 1913 lta4 1,.5 191' 1"7 1'11' 191' 1"0

AG'G'IMU: DDWm 126.7 126.1 121.7 124.2 124.2 123.' 123.0 122.5 122.0 123.1 111.'
Groe. aa...~ic~ 101.2 103.2 101.0 ".9 101.2 102.2 104.2 101.' 103.7 1011.2 ".5

COU...tiCllD ...., '0.0 ".5 ..., It.' 91.' 91.5 '0.0 It.' It.7 '7.5
~l••~. 75.' 75.5 73.2 73.' 74.1 75.2 74.5 73.0 72.7 72.' 71.'
pubUc 12.' 14.5 15.3 14.' 15.7 1'.4 16.' 17.0 17.1 16.' 15.7

Gro•• bYe.~t. 12.5 13.1 12.5 11.3 11.4 10.1 12.' 11.' 13.' 11.5 12.0
~lYa~. 5.' 5.3 5.7 '.2 I.' '.1 '.5 ,.. '.7 10.0 '.0
pubUo 7.1 7.1 1.1 4.7 4.1 3.7 3.1 3.5 4.0 4.7 3.4
Imr.~Z7 chaD,•• -0.3 D.' 0.1 0.4 0.5 -1.2 0.1 -1.5 0.2 3.7 -0.5

ZXpo2U Good. aIld S.zy 25.5 %2.' 20.7 24.3 23.0 21.6 11.1 2C.6 1'.3 15.0 %2.2

AGaIIMD surrl.1' 121.7 121.0 111.7 ).24.2 124.2 123.1 123.0 122.5 1%2.0 123.1 111.'
x.pon. GoolI.... Sa" 21.7 26.0 21.7 24.2 24.2 23.' 21.0 %2.5 22.0 :&3.1 21.1

Gro.. .....t.i0 p2Oduot. 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: lalloo C.ual d•••••I'V. d. 11 S.lv.dor.

/
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Table.! 1-3

Ileal Gross Domestic Product by Sector of Origin
(In Coloues of 1962)

(Ratc.s of annual pe.ccentage change)

1911 1912 1983 1984 1915 198' 1917 1918 1989 1990

GEl! .t. Hazket. rrille. -8.28 -5.61 0.80 2.27 1.91 0.63 2.69 1.'3 1.0' 3.40

'r1aU7 l'zoduCt.1llD -6.36 -4.66 -3.17 3.35 -1.06 -3.08 2.07 -0.95 0.27 7.n
Aazicult.u. md aa1 Sect.o%8 -'.42 -4.57 -3.20 3.30 -1.07 -3.10 2.01 -0.95 0.41 7.39
H1DJ.q -2.56 0 -2.13 2.70 0 2.63 12.12 6.12 4.2' -1.16

Secondary Product.ion -10.21 -7.67 2.54 0.73 3.90 2.50 3.t3 3.31 2.40 1.23
HaDufact.u1Dl -10.41 -8.38 1.87 1.43 3.'2 2.52 3.03 2.94 2.50 3.14
Coaat.ruct.ion -15.32 -4.26 2.22 -5.43 4.'0 2.20 11.83 7.69 3.57 -12.t3
Ut.ilit.ie. -3.77 -2.94 '.0' 2.86 4.'3 2.65 1.72 1.69 0.13 5.79

Service. -8.47 -5.52 2.25 2.55 2.48 1.64 2.39 2.02 0.56 2.70

'fr••ponat.iDD aDd C~c -11.34 -6.40 6.21 2.92 1.70 0.56 1.67 2.1t 1.07 '.35
C~rcial Servioe. -14.11 -12.03 2.14 1.81 0.41 0.'1 1.43 0.40 3.40 3.29
FiDmcial Servic•• -9.71 5.38 1.02 1.01 3.00 0.97 2.81 1.17 -10.9 1.02
BouaiDi 3.08 2.24 2.19 1.43 1."1 0.69 2.07 3.31 1.96 2.56
PubUc Adm.DJ..t.ution 1.17 2.19 2.11 4.92 7.03 4.62 3.95 3.58 -1.05 1.53
Ot.htr Servioe. -1.87 -11.50 -1.00 1.01 0.02 0.50 1.99 1.46 1.44 1.42

Rate of Real GOP GrnUl.T"""--..,..-".-"""T-...,..-,........,.-...,..-,........,.---.

I~---+--+--+

..
-.D-+--.....-+..........~~~ ~~~~~~ ......-+-......---I.11. •• .113 .... ._ •.., ... 1_ ._

Figure 1-1

, \.9
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Figure 1-2

Table 1-4

Inve.tment and SavlDss

(As percentage of GDP)

1985 1986 1987 1988 1989
GROSS DOMESTIC INVESTK 10.8 13.3 12.4 12.8 16.2

Private 7.5 10.7 9.4 9.8 12.9
Public 3.3 2.5 2.9 3.0 3.3

S..VINGS 10.8 13.3 12.4 12.8 16.2
Gro.s Nat Savings 4.4 10.7 7.0 7.8 6.8

Private 4.3 9.3 7.1 8.3 8.4
Public 0.5 1.4 -0.2 -0.5 -1.6

Foreign Savings 6.5 2.6 5.4 5.0 9.4
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1.3.- The FiDancial Sector

In El Salvadc.'r, as in many Latin Amer1.c.sn countries, the bulk of -financial
market~· is concentrated in the banking system. 1 There exist an active but
small mark~'t of government instruments, with the share of private instruments
in tha\': :arket being negligible. Therefore, bank deposits provide with a good
indication of the size of the financial sector. z Table 1-5, which provides
the basic information.

There are several impediments both for the development of markets for
private and public debt ins.t.ruments and for a more relevant role of the
banking system as an efficient financial intermediary. As mentioned earlier,
most of these impediments are the direct or incl.trect result of poli.;:ie.
rather than being -structural- in nature. First, following the
nationalization of the banking system at the beginning of the decade,
interest rates have been controlled, more often than not at levels that
resulted in negative real ex-post rates. Second, inflation, although not too
high by Latin American standards, has been highly variable, so that ex-po.t
real rates became difficult to predict. Third, both the conflict and past
govertUllElt policies have conspired to generaee a highly uncertain envlroment.
The conjunction of all these three elements is, for example, responsibly for
the steady decline in the ratio of both demand and savings and time deposits
to GDP shown in Table IuS.

Currently, there are three basic area. in which action i. needed for the
development of financial markets. One i. the completion of the proce•• under
way to restore financial sounclne.s to banks portfolio. and the return of the
institutions to the private sector. Another is the liberalization of interest
rate.. A third area i. the formulation and implementation of an adequate set
of prudential regula.tions insuring an appropriate supervision of corporations
and financial intermediaries in general.

1 The equity market i. also of negligible magnitude. See Section V.2.

Z Strictly, deposits minus rese~'es is the magnitude that provides a with
the appropriate indication of the size of the -financial sector-, but for a
given level of required reserve., either deposits or total .ssets give a good
idea of change. in the .ize of the sector over time. See below, Chapter IV,
for a discussion of the level of required reserve•.
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Table I-5

Deposits in the Commercial Banking System

(ID II1Wau af ColaDa.)

US5 1,., 1,.7 1,.1 U'O

MaDey (H1) Z144.0 2514.7 2551.0 Z74Z.7 3163.4 316'.6
Sipt. Dapadt. 10'4.2 1421.2 \253.0 141'.5 143'.3 2013.3
Savina. • tt.. Dapa.it. 265'.1 3320.6 3601.' 4014.0 44".6 5115.7
HZ 3723.3 "41.8 4161.6 5501l.5 5'04.' "99.0

OEO.. Da.e.t.ic PEoduct 1433iJ.1 197U.' 23140.6 273'5.1 32230.0 41057.0

llatio of Deposits to Gro•• Dome.tic Product

MaDey (Ml)
Sipt. Dapodt.
Savina•• tt.. Depo.U.
HZ

0.15
0.07
0.19
0.26

0.13
0.07
0.17
0.24

0.11
0.05
0.16
0.Z1

n.l0
0.05
0.15
Ci.ZO

0.10
0.04
0.14
0.11

0.0'
0.05
0.14
0.1'



II. - 'lBE FISCAL SITUATION

Unlike the case of some other Latin American economies, in El Salvador
the fiscal deficit has not traditionally be~n the "basic engine of policy
disarray", although at times it has come dangerously close. 1 By and larg~,

the long term deterioration of tax revenues has been met with expenditures
reductions. This helped to avert macroeconomic disaster but more often than
not at the cost of cutting outlays in items in which the reduction is easiest
in the short run, but most costly in the long run (infrastructure, haalth and
education, i.e., capital formation). Comparison with other countries suggests
that in the case of El Salvador the initial strategy for deficit reduction
should be an increase in tax revenues (through both a better tax system and
improved tax collection), with a change in the mix of expenditures, rather
than a fall in the level of expenditures.

The information reported in Table 1, some of which is illustrated in
Figures 11-1 to 11-4, prOVides the very basics of the past and current fiscal
situation. In what follows we first analyze the primary deficit, its
components (taxes and expenditures), and its financing. Secondly, we discuss
briefly the public sector domestic and external debt, and conclude with some
remarks concerning the "government budget constraint" and the behavior of
so~e of its components.

2.1. - The Primary Deficit, its Components and its Financing

The first point to notice is that during the last five years (1986 to
1990) the gen.ral pattern has been one of reduction in the .hare ~f both tax
revenues and expenditures in GDP, with an .xception for .xpenditur.s b.ewe"n
1987 and 1988. In other words, the deficit is not associated, a. in other
countries, with an increasing or too large "size" of government, as measured
by the ratio of government expenditure. to GDP.z

A .econd point to note, that emerges clearly from the graph in Figure
11-2, i. the relatively minor participation in the total deficit of the ·re.t

1 A claar example is the inflationary episode of 1986, in wh.ich the main.
initial determinant of the inflation rate was given by the r.te of monetary
growth nece.sary to finance the widely mnticipated level of the forthcoming
deficit, b.fore the earthquake th.t took pl.ce in October.

Z Of cour.e, this is only one mea.ure of the ·.ize· of government, which
can indeed b. misleading. Anoth.r me••ure, not n.c••••rily ••sociated with
larse sovernment expenditure., i. the dearee of ·governm.nt int.rvention· .nd
the di.tortions introduced by r.gul.tion (pric. fixins , intervention in the
co..erci.lization proce•• , mandatory barriers to entry, .nd .0 on). It i. on
this account that the •size· of sov.rnment has been very larse in El
Salv.dor.
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of the non-financial public
s.ctor- (which actually show.
surplus.s in 1986, 1987 and
1990), vis-a-vis the cel1~ral

gov.rnm.nt. Non-financial
public .nt.rprises, included
in this -r.st of the non
financial public sector-, show
in fact lIodest operating
surplus.s (about half a
percent of GDP). As opposed to
the case of many other
'countri.s, th.n, in El
Salvador the sourc. of the
fiscal deficit i. the central
gov.rnment.
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The fourth point r.fer.
to the r.v.nu. .ieS. of the
• quation, and i. the
con.bt.nt f.ll in tax
r.v.nu.. b.tw••n 1986 and
1989. Ind••d, during that
period the d.ficit h.. incr••••d wh.n .xp.nditur.. fail.d to fall in ord.r to
match the fall ~ '.1 tax r.v.nu.. • n.r. ar. various v.ll known account.
r.levant to the fall in tax r.venue. during each of the.e year•• The fir.t,
a key elell.nt, i. the dep.nd.nce on the .xport tax on coffee, and therefor.
on the pric. and/or quantiti.. of the crop, lIo.tly r.sponsible for the
decline in both 1988 and 1989. Another is weak tax ,,"ollection. Although this
treneS .how. a rev.r.al in the e.t1mate. for 1990, the r.ver.al i. not ..
• trong a. the tax r.form package int'l'oduc.eS at the end of 1989 wa. expect.d
to gen.rate --the rea.on b.ing partly a d.lay in the relloval of exemptions

A third important point
is there..rkabl. fall in the
total deficit .stillat.d for
1990, to roughly half in terms
of p.rcentag. of GDP, lade
po••ibl. partly through a
lIod.st incr.ase in tax And
oth.r rev.nues, and lIostly
through a fall in both curr.nt
and capital .xp.nditur.s.

1

, \~



- II - 3 -Table II-l
Non-Financial Public Sector

(As Percentage of GDP)

19116 1'117 19111 1919 1990
CE.~iaa~.)

tvl!§QLJRADD p-FIJ!N!CJAL r.muc UCNB

to~al -.veu. 16.0 13.7 1%.1 10.1 10.'
CuRat 15.9 13.' 1%.1 10.1 10.5

tu•• 13.3 10.11 9.2 7.' 7.11
Sur.plua Public ED~.q1d.••• 0.3 0.5 0.' 0.5 0.'

Capital a_nul 0.1 0.1

'fotal _atitu. ud I.~ L.lld1lll 20.4 3.6.5 16.4 16.0 13.5
Cu~a~ _aditu•• 14.5 13.7 1%.5 11.7 10.'
Capital _atitu•• 5.i' 2.7 3.7 4.0 2.'

Cu~at AccCNIlt 'alaDe. 1.4 -0.2 -0.5 -1.' -0.3
0Ya~a11 D.flcit I.fo~. G~aD~. 4.4 2.11 4.4 5.9 2.9
OfUa1al G~aDt. 2.0 3.1 1•• 1.9 2.0
Ov.~a11 Deficit C-) Cl~ Suplua C+) -2.4 0.3 -2.' -4.0 -0.9
Ext.mal FlIlae1ll& 1.3 0.11 1.0 1.6 2.5
IDt.mal 1'1Ilaci1ll 1.1 -1.1 1.5 2.4 -1.6

IUlk1ll& ayat_ -1.4 0.2 -1.' 3.3 -0.1
loa-BUlk FlIlac1ll& 0.2 -0.1 -0.3 0.2 -0.1
rloat1ll& D.ht 3.9 1.0 1.0 -0.'

.I "aidual -1.6 -1.2 2.4 -2.1 -0.6

cmB6L qoypI!HQI

totalaev.nu. 14.6 11.4 10.2 '.2 '.4
Cunet 14.6 11.4 10.2 '.2 '.3

tu•• 13.3 10.' t.2 7.' 7.'
SUqllu. ruhUc IDt.q1~l... 0.7 0.1 0.4 0.1

Capltal a_au.

total EzpaDd1tu. ad I.t Lnd1ll& It.4 15.2 14.' 13.1 11.4
Cu~_~ apndltu. 13.6 1%.1 11.5 10.5 t.5

w.... -ad .alazl•• 7.t 7.7 ,.. '.5 5.'
CIooda -ad ••l¥1e•• 2.0 1.' 1.t 1.5 1.0
IDtu••t ,.,..t. 1.3 1.0 O.t O.t 1.0
tuafu. 2.4 1.' 1.t 1.7 1.7

Capital apnditu•• 4.' 2.5 2.t 2.3 1.t
I.t lad1Da 1.0 0.' 0.2 0.3

Cu~et AcelNDt laluc. O.t -0.7 -1.3 -2.3 -1.2
0va~a11 Deficit I.fo~. G~aDt. 4.' 3.7 4.4 4.t 3.1
OUidal G~_t. 1.6 2.t 1.7 1.' 1.t
On~.l1 D.flc1t. (-) o~ SUqllu. (+) -3.2 -0.' -Z.7 -3.1 -1.2
bt.mal ri.D_c1ll& 1.5 1.0 0.7 0.' 2.1
%IIt.mal. ri.Dac1ll& 1.7 -0.2 2.0 2.5 -1.0
...ill1 .,..t_ -O.t 0.7 -D.' 3.1 0.4
loa-Iat raac1ll& 0.1 -0.1
rloat1lll Debt 3.t 1.0 1.0 -0.'
...idual -1.4 -O.t 1.5 -1.' -0.5

Ipprp•• : I_co C.at2al d•••••~ d. 11 SalYado~ ad IMr ••tt.&t•••

I
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and lack of improvement in the tax collection pX'o~ess. There llre concrete
step. to which the ~OES seems to be commited in the near future.
"Implementation of the action programs to improve tax enforc-::.'.ilent and
introduce a value-.r.dded tax" is one of the conditions for second tranche
disbursement (in October-November 1991) of the recently approved Vorld Bank
Structural Adjustment Loan, and a value-added tax to be in effect in place of
the sales taxes i. a
condition for the third
tranche release of the
same loan (in late Callal GcmDt. ElpeDdilUl'S
1992) . 2Or-- --------------...,

.1
Expenditure., the

other element of the
deficit equation, which
have also been
decreasing as a
~ercentage of GDP since
1986. As mentioned
before, the effort to
contain the deficit on
the face of decreasing
tax revenues has
generated a ~istortion

in the composition of
expenditures, away from
"investment"
expenditures, in a wide
sense (building up of
human capital, .uch as education and health, a. well as phy.ical capital).
The relativ.ly high l.vel of capital expenditur•• in 1986, of cour.e, i. due
only to recon.truction effort. following the earthquake of that y.ar. Of
cour.e, part of the d.cr.... in .xp.nditure. in education, health and
infrastructure was accompani.d by a ri.e in national defense as a r.sult of
the internal conflict. Figure II-3 show. the composition of total·
expenditures by the C.ntral Gov.rnment as percentag•• of GDP. It is worth to
r.port that the fall in salari.s and wages .ntail.d an 1JIIportant fall in the
level of real wage. in the govemllent .ector, with the usual result of the
inability to attract and retain .killed p.rsonnel.

Figure II-4 succinctly summarize. information concerning the f1nanciDc
of the non-financial public .ector d.ficit, with an indication of the total
deficit before and after grants, and internal financing. The latter, which
should be int.rpreted .. the "residual", reflect. the def1eit or .urplus
(when negative) after ext.mal financing. Although the e.timates for 1990



- II - 5 -

-I-+----+--

'~---"""T"--"""T"--"""""

t+---f+--+----+-

Figure 11-4

NoD-F1DaDcial Public Sector
FiDaDciDI 01 the IleticiL

IPJ!l DII .... Clula _ DIIIftIr CnDlI I&1IDtan11lI1a1Dcia& I
<

o+--

5+----......--......---r-

-I+---J"'~-+--JIll'7~-+-I"'----+-I.-U--+--l-IIO----l

l!; :I

~ Z+--
a
~ I+--

indicate that official
grants remained at
roughly the same level
as in 1989. the
domestic financing
surplus was made
possible mostly by the
fall in the total
deficit but also the
increase in external
financing by almost 1
per cent of GDP. The
basic point (part of
which will be taken up
again in Chapter IV) is
the past consistent
reliance on official
grants. at a level of
almost 2 per cent of
GDP. and the magnitude
of nlgative domestic
financing in 1990.

2.2.- Official Debt and Debt Interest Payments

M important as the primary deficit (and in the case of some countries
still more important) is the ccnsideration of official debt and debt inter••t
payments. If an important part of the total deficit is financed by borrowing.
interest payments also rise over time. A natural concern i. the current and
anticipated level. of those payments and their likely impact in the overall
government sector (central government cum central bank).

Dcaestic debt, despite the recent increase in the stock of the BEF's
(Bonos de Estabi1izaci6n Financiera) i. .ti11 rather s..ll compared to
external debt. By June of 1990. according to esti..tions of the Bel.. the.
total of debt instruments outstanding. issued and/or guaranteed by the Public
Sector (General Government and Bel.) in the hands of the financial system and
the public amounted to 3,427 million co10ne., or 9.3 of GDP, roulh1y half of
which were Bonos de Estabi1izaci6n Financiera is.ued by the Bel.. Intere.t
payments on the Bonos de Estabi1izaci6n Financi&~a, at a 19 per cent per year
nominal rata of intere.t. amount. to .87 per cent of GDP; interest payment.
on the re.t. at nominal rates of around 5 per cent per year, repre.ents a .22
per cent of GDP. It should be kept in mind, though, that given the rate of
inflation, even the nominal rate of 19 per cent for the cue of dae lono. de
Estabi1izaci6n Financiera yield. a real intere.t rate that was modes1y
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negative in 1990. Of course, the situation can change in an important way
following a drastic fall in the rate of inflation.

An additional issue concerning the domestic debt is the. anticipated
cost of the recapitalization of the six commercial banks and the savings and
loans associations before they are privatized. The recapitalization is to be
financed by bonds issued by the BCR.. The data on the total cost of the
recapitalization is rather imprecise, and sstim&.tes on the total of non
performing loans have changed over time, but in the average a 1 per cent of
GOP over the 10 years period of the bonds issued for recapit.alization can be
used as a reasonable estimate. 3

TJhat follows is a very preliminary e.timate of interest payments on the
official external debt. The ratio of public and public guaranteed e~tternal

debt to annual GOP estimated for 1990 is around .38. Interest payment for
such debt during 1990, if calculated simply by the ratio of estimated
inte~est payment over debt is 4.6 per cent par year.· Interest paymont for
1990 is estimated at around 1.75 per cent of GOP. Figures II-5 and II-6
present two possible scenarios over the next ten years. The ·bes~· scenario
assumes real. world interest rates declining at 5 per cent per year (therefore
ending at about 2.8 per cent per year after 10 years), and a constant rate of
growth of of GOP of 3 per cent per year. The ·worst" scenario takes real
world interese rates to be increasing at 5 per cent per year (reaching 7.5
per cent at the end of ten years), and a very low constant rate of growth of
real GDP, at 1 per cent per year. Figure II-5 shows the behavior of intere.t
rate. under the.e two as.umptions. Figure II-6 .how. the projected ratio. of
intere.t payments to GOP during the ten year., on the assumption that,
starting in the rirst year, at every year the d.bt is renewed MId increased
ror the payment or interest, i. e., on the a.sumption that dur:tng the previous
years neither interest nor principal is being paid. If in the "worst"
scenario case, for example, if during the first ten year. the debt were to be
increa.ed at every year by the intere.t due, and no amortization would take
place until then, from the tenth year on it would take 4.6 per cent of GDP to
pay the intere.t. Obviously, this is a very crude calculation, but it .erve.
to illustrate the fact that the external debt doe. not, per S., .eem to'
impo.e an important constraint in terms of the public .ector's finance•. This
i. reinforced by the evidently extre.e a.sumptions of the wor.t ca.e
scenario, and by the fact that the initial interest rate of 4.6 per cent i.

3 See Chapter IV for a further discussion on the privatization of
financial institutions.

4 Of cour.e, this is a very rough average estimate, a. much of foreian
debt i. in conce••ional term., and there i. an important interest difference
among different creditors.



- II - 7 -

a nominal rather than a real
,,:,ate.

./

./ t'"

/
~

V

~
i.--"'"

~

v
.." Ir"'"

... V
L,,;...--'

L..,....oI
L,.....-"

r--. -...It-....
~~

r--.

Figure 11-5

Figur. 11-6

I I , • • 7 • U
y-

I I 4 • • 7 • U
y-

I-....... - ....... ~

IIUII " GIll'

I

U

I

•

u

J•
)~
J 4

:u,
u •

2.3.- A Final Comment

As mentioned in the
introduction, the government
budget deficit has not been, in
the case of El Salvador, the
motivating factor of
distortionary policies and/or
the source of fundamental
macroeconomic instability. None
of the components of the two
sides of the wdeficit equationw
can be singled out, per se, as a
potential determinant of failure
in the st.bilization effort. It
i. still possible to visualize a
non-extreme scenario in which
deterioration of more th.n one
of those components could
gener.te important problems and
eventually force infl.tionary
financ.. This could be
precipit.ted, for .xample, by a
drastic fall in official grants,
a failure to incre.se tax
revenu•• with 1••• d.p.ndence on
trade tax•• , .nd/or • .udden
sc.l.tion of int.rnal viol.ncy
and the n••d to incr.... d.f.n••
expenditure•.



III. - THE EXTDNAL SECTOR

Recent developments (July of 1989 to present) relevant to the external
se:tor can be summarized as follows:

• The adoption of a floating exchange rate system in 1989, the
virtual elimination of exchange controls and the unification of
exchange markets;

• The initiation of a majo~ trade liberalization program;

• As a result of the above, and some other domestic
liberalization measures, a remarkable response in exports,
specially non-traditional exports in 1990. The total increase of
exports for this yoar was 16 p.r c.nt.

• An important accumulation of official international reserves
during 1990, in part motivated by an increase of 30 per cent in
private capital inflows.

• Elimination of extema1 debt arrears, reinitiation of relations
with international financial institutions (IHF, IBRD and IDS) and
agre~ment with the Club of Paris.

The first part of this section discusses the inst!tutional set-up and
.ome of the current exchange rate r.gim., .nd t:h. i.su. of the recent
beh.vior of the real exchange r.te. The .econd part .xamin.. the beh.vior of
the maj or components of the b.lanc. of paym.nts, and the third part the
extent to which the foreign debt mayor may not become a binding constr.int.
Given the purpo.e of this Macroeconomic B.ckground pap.r We do not pres.nt
the d.tail. of the trade liberalization program, which is documented in
various accessible sources.

3.1. - 'l'be bchanse bt••nd the bchanse bt. "esiae

3 .1.1. - 'l'be Ezcbanse lat. "esille

Upon a.suming office, the Monetary Council (JUDC. Hon.caol.) decid.d on
July 1989 that the .xchange r.te in the bank market ·would b. flexibl., and
would ren.ct mark.t demand and .upply conditions·. In Karch 1990, following
the guerrilla offensive in Nov.mb.r 1989, a run on the financial .y.t.m .nel
a tempor.ry 100.8ning in monetary policy l.d to the r.1JIpo.itiun of .xchance
controls, but this was quickly rever.ed. In Kay 1990, in a new re.olution,
the Konet.ry Council eliminated the control. and rul.d on wh.t ••••nti.lly i.
the curr.nt r.gim., which ha. the following char.ct.ri.tic•.

Be.ide. the participation of the C.ntral Re••rve Bank, there are
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basically two foreign exchange markets, rather well connected and with an
almost negligible differ~nce in the rates, the difference between them given
by soma access restrictions as well as operational markdt-induced selectivity
related to transaction costs:

(i) The Bank Harket, in which all operations related to the itelll:'
included in the trade balance are performed, with the exce'9tion of coffee and
petroleum. All lIterchandtse export proceeds are to be tranaac.ted in the bank
market, and most purchases by importers, although they are under no
obligation to do so. This is also the main 8intervention market-, in which
the Central Reserve Bank buys or sells foreign exchange in order to s.ooth
out transitory disequilibria.

(ii) Exchanle Bau.es (-casas de cambi08), in which all other
transactions taka place. Exchange hous.s, which initially captur.d the -black
mark.t- existing until then, were l.galiz.d in Kay 1990. There are around 50
.xchange hou.es, with 70 branch•• in different locations across the country.
Th. main .ource of for.ign .xchang. i. given by private r.mittances from
abroad; Wles are import. not handl.d by the bank mark.t, and private
acquisitions for traveling, study abroad exp.ns.s and miscellaneous. By July
1990 exchange hous.s handl.d roughly 20 p.r c.nt of private (exc),uding
Central Bank) operations, with the other 80 per cent being operated by the
bank mark.t. Comm.rcial banks are p.rmitt.d to op.rate exchange houses, and
several do so. There is an active -inter-hous.s market-.

The Central Reserv. Bank (BCR) participat.s in the market as follows:

(i) By purchasing fore.ign exchange proc.eds from coffee .xport., that
by law are to be surrend.red to the institution, from official trau.fers and
from public .ector loan disbur••••nts;

(ii) By prOViding foreign exchange for petroleum imports, for imports
of goods and service. by the public sector and for payment of the external
debt;

(ii) By buying or .elling foreign exchange in the bank market and/or
the exchange hou.e. market, ae the cuccnllllg. raee deeermJ.ned in tho.e marleees.

The -official- exchange rate to be used by the ICR i. determined
weekly, a. a .imple average of the exchange rate in the bank and exchange
house. 1D&rk.t during the previous five working days. Thi. -official- exchange
rate i. the one used for purpo.e. of tariff calculations.

Within this regime, there are no effectively bindinl re.trictions on
capital movement•. Importers and exporter. are allowed to maintain bank
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deposits in US dollars. and the transparency and stability attained 110 far
has allowed what is esttm&ted ~o be an important decrease in inventories of
both foreign exchange and comDodities held by importers.

3.1.2.· The Economics of the Floating Exchange bte Jlegime. the Jlole of the
Central Bank and the "Jleal" Ezchanae bte

Since the adoption of the floating exchange rate systam. the nominal
exchange rate has IIhewn what it can be considered an acceptable level of
stability. considering the uncertainties brought about by a change in regime.
the internal conflict and even the major offensive of November 1989. Of
course. at ttmes the lea has intervened to avoid fluctuations.

table %%-1 I!sblD•• B.t. (ColoD•• p.r USB)
(HaD~ Av.r..... S.11J.D1 .da.)

1.11
1.09

JllIDk. !zcbaa.
Baus••

1"1
1.09
1.02

Jlmks !zsbaa. JllIDk. !zsbaa.
Bau... Bous••

198' 1990
JeDQ&r,r 5.00 5.56 6.63 7.19
FabrY&r7 5.00 5.'1 '.~2 7.59
"-zsh 5.00 5.87 7.79 1.2'
Ap~il 5.00 5.78 7.10 1.13
"-1 5.00 5.9' 7.73 7.93
Jun. 5.00 6.19 7.65 1.85
JQ~ '.'0 '.39 7.73 7.'9
Aulust '.37 6.45 7.13 7.90
S.pt.-b.~ '.41 '.4' 7.92 '.05
OCtob.r '.43 '.50 1.02 '.15
.~.r '.4' '.'2 '.11 '.15
D.c.-b.r '.50 '.79 1.13 '.14
UIltll "-1 1"0. the ut. for bsbaa. Ious••
i. the black ..a.t r.t•• ~: leDao Catul d.....zy.

Table 111-1 and Figure 111-1 show monthly averages of the .elling rate
since January 1989. for both the bank and the exchange houses market•. It is
clear that the difference between the two markets has narrowed and beco.e
negligible.

El Salvador. as other Central American countrie.. had until the end of .
1985 a long tradition of a fixed exchange rate regime. and until shortly
before that. of the adjustment mechanism illlplied by such regime. llith the
adoption of the fioating exchange rat. regime in 1989. the monetary
authorities see.ed to be committed to what can be loosely characterized a. a
-monetary rul.-. given by the Konetary Program which i. decided annually and
periodically revi.ed. In a situation in which at least temporarily the lea
handles & large volume of foreign exchange (both because of official grants
and because of the surrender of foreign exchange fro. coff.e exports) it
becomes particularly illlportant for the aonetary authority to clearly
understand the -rule. of the game- attached to the new regime. 1.... that



Figure 111-1

offici.l intervention in the
foreign exchange market (other
than purchases and sales by the
BCR. as just .ny other oper.tor
in the market). if any. should
be restricted to smooth out
temporary disruptions. The
resolution of the Monetary
Council of May 1990. as
mentioned above. implicitly
empower. the BCR to buy and sell
for.ign .xchange· at the
exchange r.te determined in the
bank or exch.nge house.
market.· • presum.bly for the
purpo~e of such short- term
stabilization.
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These remarks are appropriate. in particular. concerning the beh.vior
of the r ••l exch.ng. r.t.. and the possible att.mpts by the BCR to influence
its medium .nd long-run level by influencing the nominal rate through
intervention ir the foreign .xchange market. The real .xchange rate is an
.ndogenous v.r1able. und.r eith.r ~ .ystem of fixed or floating nominal
exchange r.tes. Although 1t. determination. in p.rticul.r in the .hort run.
r ••ponds to r.ther compl.x and somettm•• not w.ll und.r.tood proc•••••• it
.hould b. cl••J: that under .ither nominal rat.. r.gim. it c.nnot b.
controlled exc.pt for v.ry short periods. if .t all. Of cour••••t tim•• it
is cle.r th.t the r ••l .xch.ng. r.t. is not .t a long run sustainable level.
but this invari.bly r ••ponds to und.rlying conditions that .re not correct.d
.imply by ch.nges in the nominal r.te. Trying to do so can b. p.rticul.rly
dan••rous in the ca.e in which • fio.tinl nominal exchange rate regime h••
been adopt.d. with the mon.tary .uthority .ctively controllinl monet.ry
.ggr.g.tes. The curr.nt mon.t.ry authorities •••• to under.t.nd this point
very well. but .ft.r .n upw.rd ch.nge in the 1.vel of the r.al exchange rat.'
during the first part of 1990. • p.rtial r.v.r.a1 during the l ••t .ix month.
ha. caused in £1 Salvador. concern about th. po••ib1. beginning of • ·Dutch
di•••••• .pi.od.. i.... a ·too low· r.al .xchang. r.t.. If this conc.rn
trans1.t.. into .ttempt. to influence the trend of the r ••1 .xchang. rat.
dir.ctly vi. c.ntral b.nk ••1•••nd purch•••••••ituation could d.v.lop in
which th. mon.tary authority would not only be trying to control a re.1
vari.b1. (th. r.al .xch.nge rate) by mean. of • no.inal vari.b1e (th. no.inal
exch.ng. r.te). but also trying to control too many nominal v.ri.b1e. (the
nominal .xchang. rat. and .om. mon.t.ry aggregat.).

Figur. 111-2 .how. the b.h.vior of th. r.al .xchange r.te (defiaed ••
the Bank ••lling rat. tim.. the CPl in the USA. divided by the do•••tic CPl)
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sinc. January 1989. It seems
clear that th.r. has b••n a
"st.pwis." incr.ase in the level
during the first part of 1990;
it is too .ar1y to tell the
me.ning of the gr.dua1 r.v.rsa1
since October.
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3.2.- The B.l.nce of P.yments

Table 111-2, and Figures
111-3 and 111-4 provide the
b.sic information concerning the
recent .volution of the most'
important item in the ext.rnal
sector accounts.

In general terms, the
initial results of the reforms initiated in 1989 began to appear in the
preliminary
estimations for 1990 for both the current and the capital account.

••••••..,

Figure 111-3
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Items in the current .ccount .re d.picted in Figure 111-3. Both
traditional and non-traditional .xports .how an important increase of 16 per
eent, •• • r.fl.ction of the
trade r.forms .nd the incr••••
in the r.a1 .xchang. rate. But
trade liber.lization also was a
cause for .n incr.... in import.
by ov.r 8 p.r cent. The tr.d.
.ccount in 1990, th.n, i. a
refl.ction of both • more op.n
trade r.slm. and a .trons
reaction of export•. Th. trade
b.1anc. , a. a consequ.nc. ,
wor••n.d .li&htly. On the oth.r
.id., chanS•• in n.t transf.r.
aor. than comp.ns.t.d the ri••
in the tr.d. d.ficit, in .pit.
of the fall of offici.1
tran.f.r. (AID Ir.nt. and
foreign lov.rnment transf.r.),
due to the .trons incr.... of
nearly 30 p.r cent in the private inflow of transf.r•. u • r ••ult, the
d.ficit in the decreas.d by .lmo.t 50 million U$S (a 25 per cent decrease).
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The capital account showed an impressive performance. Private capital
inflows increased by 238 million U$S (from -184 to 172 million U$S) , what can
be clearly interpreted as an increase in confidence. Also as a result of an
increase in bank capital inflows, the capital account increased by 256
million U$S. in spite of a fall of 22 million in official capital inflows.

Table 1II-2

lallDR' Dr PmIDt.. (In HlWOD. USS)

1985 198' 1"7 1"1 198' 1990

total Ezpez:t. (FOB) 695.1 754.' S'D.' '01.1 497.5 S10.2

Of wbJ.cb:
Coff•• 463.7 S46.1 351.5 351.0 221.' 251.'
.on-traditional 169.0 161.0 20S.0 21S.3 244.7 21S.4

'2.4 47.1 34.4 35.5 24.2 3S.'
total IIIport.. (CIF) '61.4 '34.' "4.1 100'.' 1161.3 12'2.4

tr.d. l.laDo. -266.3 -110.0 -403.2 -3".1 -663.1 -"2.2

••t S.rvic•• -114.2 -74.1 -S.7 -51.1 -39.2 -23.0

••t trantfer. 343.' 393.1 S4S.3 501.' 51'.2 S".'

Of wbJ.cb:
rdv.t. ~UI!f.r. 113.0 16D.S 1'4.' 221.0 23'.1 30S.4
Official t~antf.~. 20'.0 223.S 371.3 217.' 212.4 223.2

Currat Aooount -36.' 13'.0 13'.4 52.4 -113.1 -13'.'

C.pital Aooount 13.' -154.3 -IS.7 -143.' 13'.1 3".5

rri.."to. C.pit,.l 13.0 -144.3 -11.1 -15'.2 -".3 172.7
Official C.p.'"tal 10'.2 '4.0 21.' 62.0 150.2 121.'
lIa11k C.pita]. -3S.' -74.0 -".2 -4'.4 5S.2 '5.2

OYIrall I.lmo. 46.7 -15.3 50.7 -91.2 -44.7 25'.'

D.f.~red r~t. 21.1 ".5 -104.5

Cbaa' ill I.t Int ••••" .. 46.7 -15.3 50.7 -62.4 24.1 155.4

12lID.I: ICI ad AID ••tiMt•••

The resulting overall balance, which in 1989 had already improved froll
the very high deficit in 1988, incr.a.ed froll -45 million U$S in 1989 to 260
million U$S, as shown in Figure III -4. Th. allocation of this surplus went to
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a d~inution of deferred
paym.nts by 104 million U$S and
to an increase in n.t
int.rnational reserves by 155
million U$S.

3.3 . - The Global and Gov.rnment
bt.mal Debt

The final Report
elaborated by the IBRD in
January 1991 for the SAL granted
to El . Salvador contains a
proj .cted financing plan through
1995, in which rath.r
conservative estimates for the
curr.nt account (excluding
official grants), clearly indicate that the .xt.rnal sector needs not be an
important constraint in the m.dium run. The plan provid.s for an important
accumulation of r.serves during the next five y.ars, assumes no accumulation
of arr.ars, and although a st.ady decline in official grants is antir,ipated,
gross disburs.m.nts by international institutions is expect.d to compensate
for this decline. There are • few observations that could be add.d to this
scenario. First, that the estimat.s are, .nd prop.rly so, rather cons.rvative
and provided room for unexp.cted probl.ms, th.t could be absorb.d by •
• maller accumulation of reserv.s (that were .t a l.vel of 432 million U$S at
the .nd of 1990). Second, that given the r.li.nce on disburs.ment. from
international institutions, either a lack of fulfillm.nt of changes required
prior to those di:burs.m.nts, or unusual del.y. in the ex.cution of proj .cts
could result in bottl.n.cks. A final, rath.r g.neral observation, is the need
for a distinction betwe.n the global wcountryW constraints vis-a-vi. the re.t
of the world, and the WgovernmentW constraints. Fulfillment of the former
do•• not guarantee fulfillment of the latter, .nd even in the pr.a.nc. of a
satisfactory wcountryW situation, a deterioration of the government asset
position can result in th" imposition of d1.tortionary policies that may'
endang.r the overall program. In the cas. of El Salvador, for exampl.,
private d.bt is only 7 per c.nt of the ov.r.ll external d.bt. On the oth.r
side, for example, ev.ntual improvtt.ents in the current .ccount or in c.pital
inflows do not .ccru. to gov.rnment, .xcept to the extend thAt they generate
incr••••• in tax collection or incr.a.es in the r ••l d.mand for money.

-w



IV.· INFLATION, HONETAllY, INTEREST RATE AND CREDIT POLICIES

The following is a characterization of the most important recent events
related to monetary, interest rate and credit policies:

• A free floating exchange rate regime has been adopted, with the BCR.
controlling monetary aggregates. During 1990, credit policy has been
reasonably kept in line with the stringent limits set by the monetary
program.

• The rate of inflation, which increasad by 5 annual percentage points
when price controls were lifted in mid-1989, at the time the new
administration took office, and which kept rising to raach almost 30
per cent per year following the November 1989 guerrilla offensive, is
shOWing a gradual but consistent reduction since April 1990.

• The legal framework has been established for the recapitalization (or
liqUidation) and privatization of the banks in hands of the public
sector, and for the reorganization of the Superintendency of Banks.

• Nominal interest rates, still controlled by the monetary authority,
have been periodically adjusted so as to yield a positive (or less
negative) real ex-post rate, and programs are under way for their
gradual liberalization.

• The large number of preexisting "rediscount lines" has been
practically eliminated, and substituted by a "Fondo de Credito para
Inversiones".

In this Section we examine, first, the recent evolution of the main
monetary and credit aggregates, and the behavior of the inflation rate, and
second, the institutional and economic situation in the financial sector and
credit markets.

IV .1. - Honetary Algregatel, the Inflation bte and the Floating Exchange bte
System

The inflation rate is of course a basic yardstick for the measurement
of monetary policy performance, in particular in a floating exchange rate
economy. Before discussing its ultimate causes, the monetary aggregates, it
is helpful to have a look at its behavior. Table IV-l, at the end of this
chapter, reports the behavior of the Consumer Price Index and the
corresponding inflation rate for the period 1980-1990. Figura IV-l shows the
inflation rate since 1985 (measured by changes in the CPI over 12 months).
After many years of price stability and a rather stJ:ict adherence to the
rules of a fixed exchange rate system, at the en.:l of 1985 the first
devaluation took place, after several years of balance of payments problems,
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a segmentation of exchange r&te markets
and the increasing imposition of
exchange controls. During that year the
inflation rate rose from 12 to almnst
35 per cent per year. After peaking in
mid-1986, there was a very gradual
decrease to around the 15 per cent
level in May-June 1989, largely brought
about by the imposition of various
controls. Upon elimination of price
controls immediately after the new
administration took office i~. June
1989, the annual inflation rate rose 5
percentage points in one month, from 15
to 20 per cent. Following the November
1989 offensive and a temporary increase
in liquidity, it reached a peak of almost 30 per cent in April 1990, and
since then is showing a persistent decline (it was at a level of 17 per cent
in February 1991).

IV.l.l.- The Implications of a Floating Exchange Rate System for Monetary
Policy

Under a fixed exchange rate system1 the monetary .~·.:hority does not
control the monetary base, but only the level of one of its components, the
stock of domestic assets. The level of the other component of the base, or
foreign assets, adjusts so as to keep the base at the level desired by the
public. What this means, then, is that the base, and all the monetary
aggregates that depend on it, are ultimately determined by the economy and
not by the monetary authority. Under a free floating system, as enacted in El
Salvador since 1989, the monetary authority "recovors" control of the
monetary base and, together with the commercial 'banking system, determines
the stock of the other various monetary aggregates. As mentioned in Section
III, in El Salvador the BCR is an important participant in the market for
foreign exchange, both because of its role as intermediary in the processing.

1 By "fixed" we mean not necessarily a constant level of the exchange
rate over time, but a predetermined exogenous path preannounced by the
monetary authority. This is, for example, the ca.e of the "tablita" enacted
at one time or another in som8 South American countrie.. Thi. should be
distinguished from the .o-called "crawling peg" or "minidevaluations" .ystem,
in which the monetary authority continuously change. the nominal exchange
rate as a response to events, and as a consequence the path of the nominal
rate becomes endogenous.

I
~
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of foreign grants and because proceeds from coffoe exports must be
surrendered to the institution. Therefore, the level of reserves in the BCR
(which could IItrictly be always zero, under a strict non- inte:'vention rule)
becomes de faceo an important counterpart to the level of the monetary base,
which the central bank can control as it does the level of domestic assets.

IV.l.2.- The aecent Evolution of the Honetary and Credit Aggregates

Table A-4 in the Annex summarizes the Central Bank, Commercial Banks
and Consolidated Banking System accounts, i. e., the main monetary aggregates.
Figures IV-l to IV-5 help to visualize the recent behavior of some of them.

IV.l.2.l.- The Honetary Base, International aeserve. and Domestic Credit

The increase in the level of international re.erve. during 1990, both
in the BeR and in commercial banks, was substantial. Total net international
reserlTes in the consolidated banking system were in December 1990 433 million
dollars, up 55 per cent from December 1989. Net foreign assets in th~ BCR
increased by 156 million U$S, or 47 per cent, and in commercial banks by 38
million dollars, or 118 per cent.

Domestic credit held by the BeR, both to the consolidated government
and to the private sectors, reflected the tightness set by the monetary
program. Credit to the overall government sector rose by 13.5 per cent (a 4.9
per decrease in real terms) and credit to the pr~vate .ector decreased
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by 4 per cent (a 19.5 fall in real terms).z Total domestic credit held by the
BaR, then, rose by only 12.4 per cent in nominal terms, therefore decreasing
in real terms. Figure IV-3 clearly shows the important des-acceleration in
the growth of domestic credi~.

The monetary base (banks reserves plus currency in circulation), on the
other side, rose by an 44 per cent in 1990, generated by a 86 per cent rise
in banks reserves, with a 7.5 rise in the currency component.

Figure IV-4
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If the monetary base is taken as the variable that the monetary
authority can most directly control under a system of floating exchange
rates, and the one that may ultimately influence the level of prices, then
the conclusion is that monetary policy has not been stringent as the numbers
for domestic assets lead to believe. The growth in the monetary base (and,
essentially, in commercial banks reserves) is associated with the growth in
the level as is apparent from Figures IV-2 and IV-4. Figure IV-4, plots
international reserves held by CDftIAL IIANIC J!.'IiDMS AND IIIlEI'ARY lASE
the Central BIU1k and the (ID IWIiIa~

_~---------or--------.monetary base (both in natural
logs) and clearly shows this
association for 1990. with the
exception of the January-May
period, after which the
relationship between the two
comes back to be roughly the
same as in December 1989. In
other words. the increase in the
base (and. more precisely. in
bank reserves) has been
generated mostly by an increase
in foreign assets. Ye elaborate
below on the significance of
this point.

Z Credit to the Central Government in hands of the BaR shows an increase
of 43 per cent. but the numbers corresponding to the -Rest of the Public
Sector- and to INCAFE/INAZUCAR show a compensatory change. During the last
quarter of 1990 the Central Government decided to absorb the debt of the
government autonomous institutions (by an amount of roughly 1,000 million
colone.) and to consolidate the debt with the BCR.
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IV.l.2.2.- Deposits
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Figure IV-s
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As far as Deposits in the hands of the public, shown in Figure IV-s,
demand (sight) deposits shows an important increase of 40 per cent, or 18 per
cent in real terms (much of it during the last three months of 1990). Equally
impressive is the increase in savings and time deposits, which grew by 32 per
cent, or a 10.3 per cent in real terms. Although both phenomena are known as
"monetization", they clearly respond to two different causes. The first,
perhaps to the anticipation of a fall in inflation, and therefore in the
nominal interest rate and in the cost of holding money; the second, by the
!ncr.a$. in the real interest rate brought about by the upward adjustments
taking place since 1989 in the rate controlled by the monetary authority. We
discuss this point below.

IV.l.3.- Monetary Alareaates and Price.

The relationship between monetary aggregates (such as the base, or Kl)
and prices is difficult to evaluate at this point, and it will be so for some
time if the inflation rate fal~s substantially. The reason is that a fall in
the inflation rate perceived as permanent by the public leacla to a higher
level of real money balances, so that for some time monetary aggregates can
be rising at a rate higher than the rate of inflation. This is a well know
(although sometimes not correctly understood) phenomenon, that has various
cONiequences. The first is that the connection between the level of monetary
aggregates and prices (and between the rate of growth of those aggregates and
the inflation rate) transitorily breaks down. The second is that the
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government can appropriate a once"and..£or-all stock of resources from the
private sector. equal to the once"and..:for-all increase in the monetary base.
that can be used to decrease government debt. or to accumulate foreign
exchange reserves. or to finance a deficit for some time. lr1hen stabilization
(i.e •• a permanent fall in the inflation rate) is accompanied by structural
changes that raise the anticipated real interest rate. as in the case of El
Salvador. the former "monetization" is coupled with an incr.ase in timos and
savings deposits ....another "monetization" that will also allow the Central
Bank to acquire resources. commensurate with the reserves required on those
deposits. It is important to realize. though. that these changes in thl\ real
base are once-and-:for-all changes. and that the nominal base cannot ke.ep
increasing beyond some point without reviving inflationary expectations and
even endangering the stabilization effort.

u
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The graph in Figure IV.. 6 shows the relationship between the monetary
base and prices (both in natural
logs) during the 24 months of
1989 and 1990. Although there
are no sufficient observations
for a serious econometric
estimate. the pattern seems to
be quite characteristic. There
are three instances in which
prices rise for the same level
of the monetary base: until
Novemb.r 1989; from December
1989 until Kay 1990. and between
August and December 1990. The
last of the.. two price
increases would seem to be in
lagged respo~e to important
incr.ases in the base between
November and December 1989 and
between Kay and August 1990. But
one should notice that price
incre.ses for e.ch of these thr.e .pisod.. price increases seem to be
decre.sing. even for proportion.l larger incre.ses in the base. lr1hat this
rather "casual empiricism" sugge.ts i. th.t (i) There i. a lagged .ffect of
the mon.tary ba.e on prices; (ii) A r.al mon.tiz.tion (1 •••• an incr•••• in
th~ r.al mon.tary base) is t.king plac•••nd will probllbly continu. to t.ke
place for so.e time to the extent that the inflation rat. continues to fall
and the fall is expected to be perman.nt. But here ag.in the previous w.rning
(real mon.tization cannot continue ind.finit.ly.

A second point to be mentioned is the role of international re.erves
accumulation by the Central Bank. Under. syste. of fixed exch.nge rates.
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reserve accumulation is associated with (and a consequence of) a tight
monetary policy, i.e., a relative r&ll in domestic assets. Under a floating
exchange rate system, as the one in place today in El Salvador, should be
seen as the counterpart of a loose monetary policy, i. e., a relative rise in
the monetary base. Indeed, the monetary authority could eventually decide on
a highly inflationary policy, financing the acquisition of foreign exchange
with the increases in the monetary base, i.e., with the proceeds of the
inflation tax. Monitoring of monetary policy, then, cannot be limited to an
emphasis on credit, but to a wider monetary aggregate, such as the monetary
base or Ml.

IV.2.- The ltnancial Sector, Credit and Interest &ate Policies

After the nationalization of commercial banks a decade ago, the new
administration found an institutional financial sector characterized by a
multitude of selective credit (rediscount) lines, an important erosion of
banks' assets (with 37 per cent of assets deemed either unrecoverable or
difficult to recover) and totally controlled interest rates, at levels that
consistently resulted in negative ex-post real rates.

This second part of Section IV discusses (i) the institutional
framework and the advances in the process of recapitalization and
privatization of banks; (ii) changes in special credit policies, and (iii)
recent and projected interest rate policies.

IV.2.1.- The Institutional Framework

After some technical studies performed in 1989 follOWing start of the
new administration, the government decided in early 1990 to liquidate three
of the nine banks and recapitalize the other six, with a .erge of two of
them. On the ba.is of proposals by the Executive Branch, in November 1990
legislation was approved for (i) a restructuring of the bank over.eeing
agency (Superintendencia de Bancos), (ii) the recapitalization and/or
liquidation of banks and .avings and loans associations, and (iii) the
proce.s of privatization.

Reorganization of the Superintendencia de Banco. provides for
independence from the Central Bank, both legal and financial. A conclition for
the Structural Adjustment Loan granted by the IBRD in January 1991, wa. the
presentation of a program for the improvement of the Superintendencia, with
technical assi.tance financed through USAID.

The recapitalization of commercial banks takes the form of the
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acquisition of the non-performing por~folio of commerci~l banks and savings
and loans associations, with the objective of attaining a minimwn net worth
of ten per cent of the value of total sssets for ench institution before
being sold. The recapitalization operation is to be implemented via the
"Fondo de Saneamiento y Fortalecimiento Financiero" created by the law. The
non-performing portfolio is to be acquired in exchange for both existing
cODlDlercial banks' debt to the BCR and by bond issued by the BCR with 10 years
maturity and a variable intrsrest rate, equal to the 6 month deposit rate plus
two percentage points (originally, those bonda were to be at a 14 per cent
fixed rate). The original estimate of the bond issue WAS 1,400 million
colones.

The legal framework for privatization process, to take place with every
institution only after the recapitalization process has been concluded,
establishes stringent limits on ownership: no person can own more than 5 per
cent of the total of 11 banks' shares --20 per cent for the CAse of
multilateral intematiot~l institutions. Although the limitation is obViously
addressed to avoid possible ownership concentration and to deflect ~he

potential political problem, it certainly decreases the attractiveness of
ownership, and may tberf..fore result in a smaller sale price than what
otherwise could have b",en fetched. Another feature of the privatization
process is that banks ~mp1oyees and small investors can exercise a first
option right to purchase shares for a period of 120 days after the sale
offer. Small shareholders may have access to credit for up to 100,000 colones
using the shareM as collateral.

IV.2.2.- Special Credit Policies

An important obj ective of the new administration has been the
elimination of the large number of special and differential credit and
rediscount lines. Many of those rediscount lines have been eliminated.
Essentially, the variety of special rediscount and credit lines has been
unified in the "Fondo dn Credito para Inversione." adopted by the BCR in July'
1990. In January 1991, a. long and rather detailed directive of the BCR. (which
also sets the "band" for passive and active bank rates to the general public)
establishes the rates applicable to various loans granted by the institution.
Some of its most important provisions ~e: (i) atarting immediately, all
loans to the public sector will pay the basic active bank rate; (ii) in the
medium-term, the objective is a single rediscount rate at l.ast "similar" to
the basic pas.ive bank rate; (iii) in the .hort-run, new loans, including
tho.e loans for the harvest of coffee and sugar cane will pay a 22 per cent
rate (by the final borrower) and 19 per cent (by the financial intermediary);
for other crops those rates will be 20 and 17 per cent, respectively, and
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commercial banks'rate for stabilization loans will be two percentage points
above the basic active bank rate. The directive also determines the v-lLrious
rates applicable to the of external sources of financing.

A condition for release of the second tranche of the SAL recently
granted by the IBRD is the reunification of all short-term credit lines to
rates no less than the market r2.te on ~ree months commercial banks deposits.

IV.2.3.- Interest Rates Policies

lJith the except:ion of the interbank interest rate, liberalized in
September 1990, active and passive banks interest rates are still controlled
by the BCR.. Table IV- 2, at the end of this chapter, summarizes interest rate
regulations. In deciding on the level of those rates. the BCR main concern
was to reverse the previous situation in which the low level of nominal rates
consistently resulted in negative ex-post real rates. The first revision took
place in August 1989, with the understanding that rates would be revised on
a quarterly basis. Still, the second only took place in June 1990, presumably
due to the instability and the increase in the inflation rate resulting from
the episodes of NoveZ!\ber 1989, the limited run on the banks and the ensuing
transitory relaxation of & tight credit policy (from November to December of
1989, the monetary base rose from approximately 2800 to around 3300 million
colones, although with a s\\bsequent reduction in the follOWing month to about
3080 million colones).

The most recent directive on general interewe rate policy is the
resolution adopted by the BCR in January 1991 (which practically reproduces
the one adopted in November 1990). The gen',)ral policy decision is a gradual
adjustment towards total liberalization. scheduled to take pl!lce in JAnuary
1993. The operational counterpart is the establishment of a "band" between
the "basic passive" rate (for a 6 month. deposit rate) and the "basic active"
rate (for instruments with maturity of less than a year) (TIBP and 'lIRA.
respectively), and the scheduling of three revision to take place at fixec!
dates: immediately, in July 1991 and in July 1992. with total liberalization
in January 1993. Effectively immediately (January 1991), the TIBP is .et at
the level of the annual inflation rate averaged during the previous six
months, but never at & level below 18 per cent, with the 'lIlA at 4 percentage
points above. For the second revision (July 1991), the TIBP i. set at thE
annual inflation rate averaged during the previous twelve months plwa :
percentage point, and the TIBA at S percentage points above. The third an'
final revision before total liberalization contemplates a TIBP of
percentage points above the inflation rate during the previous 12 months
with a TIBA at 6 percentage points above it.

The predominant and natural concern of the monetary authority has be'

!est Jlvallahle DOCUm81lt
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to avoid the previo\,tsly prevalent situation of a constantly negative interest
rate, which discouraged savings and forced credit rationing. The scheme
outlined in the previous paragraph has the potential danger of causing the
reverse problem, with consequences that can be serious and lasting. In a
recent report on interest rate policy in El Salvador3 we discuss the problem
of using past inflation rates for the determination of the nominal interest
rate, in particular in cases in which the inflation rate is expected (and
hoped) to be falling:

"\lbat is common about these proposed rules is that they rely
entirely on past information (the inflation rate durins a past number
of periods) or (partially) on an undefined forecast by government.
There are several reasons why this is a deficient mechanism••.
Secondly, to the extent that a forecast of future inflation rates
relies significantly on the behavior of past inflation rates, there is
a clear danger of sizable forecast errors, in particular at times at
which there are reasons to expect a change in the trend of the
inflation rate. And this is specially worrisome when there are reasons
to believe that the inflation rate will fall in the near future, as it
is the declared purpose of current monetary policy. An overestimation
of the inflation rate in the near future clearly presents the danger of
unduly high ex-po~t real interest rates. Although the current concern
in El Salvador is the persistence of to~ low a level of real interest
rates, the danger of the opposite is clearly present if future
inflation raten are overestimated. Even a relatively short period of
"too high" ex-post real interest rates can have devastating effects
that could not only severely aggravate the precarious portfolio
situation of the existing banks, but also place otherwise perfectly
viable business firms in a delicate financial position."

Although the directive of the BCR. is not too clear in this respect,
presumably the TIBP is a minimum passive rate and the TIBA a maximum rate, .0

that commercial banks can .et passive and active rates within the bank. Yet,
with operational costs unlikely to allow a spread less than five per cent per
year, it is not difficult to think of pos.ible situations in which a drastic
fall of the inflation rate could generate ex-post re~l interest rates of 15
per cent or lDore. Quick intervention by the BCR and an unscheduled revision
would certainly not eliminllte the problem of debts of up to a year maturity
already undertaken.

3 Interest Rate Policy in £1 Salvador, L.Auernheimer and J.C.Protasi,
IHCC, January 1991 (Report prepared for the US Agency on International
Development).
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Table IV-I

Consumer Prica Index

1910 1'111 1'112 19113 1914 1'115 1'11& 1'87 19111 1989 1990 1991
JaDua17 115.3 138.1 153.' 173.6 199.2 221.5 291.7 311.5 454.3 531.5 '61.0 793.411
FebzuU7' 117.1 140.3 154.5 174.3 199.' 22'.5 301.' 314.1 460.5 541.' 612.1 796.14
Much 121.2 141.4 157.1 176.7 202.6 232.11 307.1 3'5.4 473.1 550.2 701.'
ApJ:11 123.' 143.7 159.9 176.1 204.7 237.9 315.1 401.' 416.4 552.9 717.1
Hay 126.5 145.0 161.7 179.1 205.3 242.4 322.' 412.' 4".1 561.2 722.'
JUD. 1211.0 147.1 164.1 182.6 205.6 250.5 330.' 411.7 50'.' 515.1 737.1
Ju1)o 131.0 141.3 164.' 115.6 206.6 255.' 335.3 421.7 523.7 595.6 741.'
&qat 131.2 149.1 165.0 190.2 207.6 259.7 346.2 423.2 505.9 605.0 730.3
S.pt"'.r 132.5 150.0 1611.1 1'3.6 208.7 266.1 353.1 427.' '50'.0 610.1 136.9
October 133.6 150.' 169.7 1'4.1 209.0 272.7 35'.3 435.3 51'.' '23.' 74'.0
Ifov.-ber 134.2 151.3 170.9 1'11.3 213.4 210.11 3'4.' 441.1 521.4 '31.2 764.3
D.c"'.r 13'.2 152.0 172.3 1'11.6 217.2 211'.6 373.' 446.' 521.3 652.4 771.1

Montly Innntion Rate, lIS measured by the CPI

1980 19111 19112 1'113 1914 1915 1916 1917 19111 198' 1990 1991
JaDllU7' 1.40 1.05 0.75 0.30 1.91 1.711 2.11 1.66 0.61 2.3' 1.19
F.bzuU7' 1.SCi 1.5' 0.59 0.40 0.20 2.26 3.3' 0.61 1.36 1.'5 2.22 0.34
Much 3.50 0.711 2.14 1.31 1.50 2.711 2.0' 2.'4 2.74 1.54 2.75
ApEll 2.23 1.63 1.33 0.06 1.04 2.19 2.60 3.34 2.11 0.41 2.22
Hay 2.10 0.'0 1.13 1.30 0.2' 1.19 2.15 1.05 1." 1.51 0.111
JUD. 1.1' 1.45 1.41 1.t! 0.15 3.34 2.57 1.40 2.20 4.25 2.0'
Jllly 2.34 0.12 0.30 1.64 0.4' 2.15 1.33 0.72 3.31 1.10 0.51
Aulat 0.15 0.54 0.24 2.41 0.411 1.41 3.25 0.3' -3.40 1.51 -1.52
S.pt'-.r 0.99 0.'0 2.36 1.79 0.53 2.46 1.99 1.11 0.61 0.13 0.t1
Octob.r 0.113 0.'0 0.53 0.2' 0.14 2.411 1.76 1.73 2.01 2.21 1.'3
100"'.r n.45 0.27 0.71 2.1' 2.10 2.'7 1.47 1.4t 0.35 1.22 2.05
D.c....r 1.4t 0.46 0.12 0.15 1.71 2.0' 2.47 1.15 1.32 3.37 1.19

Annual InflDtion Rate, lIS measured by the CPI

1910 1'111 1912 1913 1914 1915 1911' 1917 1911 1'19 1"0 1"1
JaDllU7' 19.77 11.22 13.0' 14.74 11.19 31.611 30.71 19.01 17.01 25.67 11.711
FebzuU7' 1'.11 10.12 12.11 14.51 13.47 33.14 27.35 1'." 17." 2'.00 16.10
Much 1'.17 11.'0 12.04 14.65 14.'0 32.20 21.45 1'.15 1'.31 27.50
Apr11 15.91 11.27 10.'3 15.77 11.%1 32.73 2'.31 1'.04 13.11 2'.70
Hay 14.12 11.52 10.12 14.'2 11.0' 33.07 27.91 20.15 13.14 21.10
JUD. 14.'2 11.5' 11.33 12.5' 21.13 32.01 2'.53 21.01 15.41 2'.10
Jll1y 13.21 10." 12.12 11.31 23.15 31.02 25.71 24.21 13.73 24.50
Auaat. 13.64 10." 15.33 '.14 25.01 33.30 22.23 19.5' 1'.51 20.70
Sept.'-.r 13.21 12.'0 14.11 7.10 27.4t 32.11 21.11 11.97 1'.15 20.79
Octob.r 12.95 12.52 14.37 7.17 30.46 31.74 21.15 19.31 20.00 20.11
100"'er 12.74 13.02 1'.02 7.61 31.57 2'.13 21.17 11.04 21.04 21.0'
D.c....r 11.10 13.42 13.2' '.31 31.'4 30.35 19.11 11.23 23.41 1'.37
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Table IV-2

Regulations OD Interest Rates

I. - IlftZI!S1' II.ADS 011 taAlIS I'rCICI r~ I'~ 1'2:(8
1-1-1983 3-1-1985 1-21-1987 8-1-1989

1.- '10k' p!D F"purc,.

a.- Cla•• A LOaD' (prl'lrential) 1/
LI•• thaD 3 71&2:.) 13.0 15.0 17.0 %Z.O
'lhzll 7.&2:. or avlr

laIIIe. 14.0 16.0 18.0 20.0
SaviDa' • LoaD' ...

Up to 40,000 colon•• U.S 15.0 17.0 %Z.O
Ovlr 40,000 eolonl' 15.0 16.0 18.0 20.0

b.- Cla•• I Lo-aa (r••ul&2:)
L... thaD thJ:II 71&2:.

Loma to eonat.net.ion camp 17.5 19.5 19.5 %Z.O
Loma to othlZ" 16.5 20.0 20.0 %Z.O

'lhzll 7.eJ:a OJ: ~vlr 17.0 21.0 21.0 20.0

z.- With Cms;r.l, r~mk B••gurc••

Prl'lrent.ial Z'at.. 13.0 15.0 15.0 17.0
laaie rat.' 15.0 17.0 17.0 18.8

3.- Wl\b rpr.ilD B"pvEE"

Prl'lreaaial Rat.. At. coat. At. co.t a! 21.
MaUlt. Rat. Frll Frll 1,1 a!



F%OIII
1-1-1983

II. - IRTEREST RATES ON DEPOSIT LIABnITIES

1.- Dry'»' p.p9'1$'
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F~OIII

1-21-1987
F%OIII

8-1-19119

Wlthout p%ev1oua wlthd%awa1
IlOt1flcatlon (leaa thaD
10,000 colcm••)

Banka 7.0
Sav1Dla • Loue lDatltutlon. 8.0

Wlth p~lo~ w1th~awal1Sotlcatlon

(10,000 colcm•• aDd ov.~)

Banka 7.5
Savl1SI' • Loue ID.tltutlon. 8.5

2.- Sp.ei.l SryiD" P'P9.i~. 11.0

3.- tim. p.pa.it.
60 daya 11.5
120 dl7l 11.0
190 day. 12.5
360 day. aDd ov.~ 13.0

4.- P'R9.i~' in FRr'im Cyrrrn£! ~

5.- C'F~ifiq'~" 9' SlYiDI P'P9.i~.

(Savl1S11 aDd Loue AlaoclatlOD1)
60 dl7l 9.5
120 day. 11.C
190 daYI 12.5
360 day. and ovu 13.0

7.0 6.0 10.0
8.0 7.0 11.0

7.5 6.5 11.0
8.5 7.5 12.0

13.0 13.0 13.0

11.5 14.5
13.0 13.0 16.0
15.0 15.0 18.0
15.5 15.0 18.0

11 ~/ 11

11.5 11.5 14.5
13.0 13.0 16.0
15.0 15.0 18.0
15.5 15.0 18.0

1/ Fo~ coffa. p~oducua 11S ..U fUlU, cotton, aDd hulc lulnl; fo~ ...ulDdult%y and azpo~tl outa1d. Can~a1
Allladca.

~I D.t.za1ftad by the Cant~a1 Bank on the baliI of tha COlt of the fo~a11D loan.

11 Up t.o Z pe~ cant b.low LDCII..
~: Banco Cant~a1 da Ral."a and IHF.



v. - IN~TB.tJH!NTS FOB. HONETAllY POLICY AND CAPITAL HAlUCET DEVELOPHENT

This Section discusses the questiol_ _! the mechanisms for the conduct
of monetary policy (open market operations, as opposed to reserve
requirements and rediscounts) and of capital market development, both in very
general terms and specifically with respect to the existing available
instruments.

V.l.- Open Market Operations and the Conduct of Honetary Policy

As in most Latin American countz:ies, in El Salvador the instruments for
the control of short-term liquidity have been red1.scounts and, specially,
reserve requirements. These two mechanisms are highly inefficient for such
purpose, both because they lack flexi'oility and because they interfere with
optimal resource allocation. 1 In pl,rticular under a system of floating
exchange rates, in which the central bank is free to determine monetary
aggregates, it seems timely to consider the desirability and ~he possibility
of open market operations becoming the main tool for the conduct of monetary
policy. In the past, reserve requirements have performed the double role of
controlling liquidity and providing additional base for the imposition of the
inflation tax. Today there seems to be consensus that reserve requirements
(which stand today at 19 per cent, after the elimination of the additional 20
per cent margi~l requirement) should be uniform and should decre~se still
further. 2 The use of a single rediscount window for the sole purpose of the
central bank performing its role of lender of last resort, rather than for
controlling liquidity, seems also to be compatible with the program of
reforms of the financial system.

In terms of desirability, the flexibility and resource allocation
neutrality of open market operations are powerful arguments. In a recent

1 Of course, both required reserve requirements and a rediscount
facilities should exist, the first as an instrument to insure a minimum of
liquidity and the second for the central bank performing as a "lender of last
resort". llhat is inefficient is their use for the purpose of short-term
control of liquidity.

Z How much lower the "appropriate" level of required reserves should be
is not something that can be determined a priori. On. reference level is, of
course, the level of "technical reserves· that on the basis of actuarial
calculation would be sufficient to provide sufficient liquidity under
"normal" conditions --i.e., in the absence of massive runs.
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report' it has indeed been proposed that a "market for reserves", or open
market operations, be initiated with the double purpose of conducting
monetary policy and providing, during the'gradual process of interest rate
liberalization, a "reference rate" in relation to which the controlled bank
rates would be set.· The idea is to allow operations that would determine a
true freely determined market rate (the "reference rat.~·), and use this rate
for adjusting the level of controlled banking rates. If the adjustment is
made by a periodic adjustment of controlled banking rates proportional to the
difference between the reference rate and the latter, the factor of
proportionality would represent the speed of the adjustment towards total
liberalization. The advantage of such procedure is, first, that t:he
information provided by the free market determined reference rate (1:or
example, market expectations) would be used to guide the direction of the
adjustment - -rather than using predictions by the policy makers. Secondly, if
the procedure is made public, the market would possess a clear guide as to
the future course of policy.

In terms of possibilities, two relevant questions are institutionul
capacity and the availability of instruments. Concerning the formel',
technical assistance 'would undoubtedly be required, but the initial
impress:l.on after interviews with personnel at the sca is that most
technicians at the institution are receptive and enthusiastic; indeed, th~

newly formed unit of Monetary Operations seems to be ideally suited for thu
task. The more involved question of the existence of instruments is taken up
in what follows.

If open market operatior.1 are to be the principal tool of short-term
liquidity management and ~f longer term changes in the monetary base, both
the existence and the quantity of proper instruldents is a concern.
Traditionally, in developed countries where open market operations have for
many years been the tool of monetary intervention, those operations are
performed by the sale and/or purchase of short-term government obligations,
such as Treasury Bills. There is no reason, though, why not longer term
instruments issued by the treasury or instruments issued by the central banks
could not be used. As of June of 1990, according to information from the Bca
(Departamento de Valores), the following instruments were outstanding, issued

, Interest Rate Policy in El Salvador, L.Auernheimer and J.C.Protasi,
IMCC, January 1991 (Report prepared for the US Agency on International
Development) .

• In the proposal of the report, this .arket would be open to
institutions other than commercial banks, such as pension funds, insurance
companies and even private individuals through brokers.
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by either the central government or the central bank.

Issued by the Central Government:

• Bonos de Conversion y Consolidaci6n de la Deuda Publica Interna
Directa Serie "A" (14%), radeemable in 1999, with a circulation of 464
million colones;

- Bonos de Conversi6n y Consolidaci6n de la Deuda PUblica Interna
Directa Serie "B" (2, 4 and 6%), redeemable in 2019, with a circulation
of 3,278 million colones;

- Bonos Industria Azucarera Serie "B" (9%), with a circulation of 53
million colones;

- Bonos Industria Azucarera Serie "C" (9%), with a circula~ion of 6.1
million colones.

lJith the exception of the second, which is in the hancls of the BCR, all
these instrwnents are in the hands of commercial banks, insurance companies
and the public. Some of th~y are "nominatives", i.e., non easily
transferable, but this can be changed. In addition, there is a variety of
instruments not issued by the Central Government, but guaranteed by it. The
most important group are the Agrarian R.eform Boncls , a~ 6% interest,
redeemable in 2019, with a total circulation of over 500 million colones, of
which only 77 million colones are held by the BCR.

Is.u~& by the Central Bank of R.e.erve:

- Bonos de Estabilizaci6n Financiera (BEF's) (19%), with a circulation
~f 436 million colones;

- Bonos de Estabilizaci6n Financiera (BEF's) (lOX), with a circulation
of 590,000 colones.

All these instrument. could potentially be used in open market
operations. One question, mentioned before, is whether they are in sufficient
number not only for the ahort-term management of liquidity but als~ for the
long-term compatible with ~e nominal monetary ba.e required for the growth
of the re.l base as the economy grow.. At the current level of the base, for
example, an annual 5 per cent growth would require the absorption, by the
BeR, in the first year, of approximately 230 million colones --an important
mAgnitude vis-l-vis the stocks in circulation outside the BeR reported above.
It should be kept in mind, though, that bonds issued by the Central
GovertUllent are likely to increase parl piii::SU with the monetary base. The
question of whether that happens or not i. a fundamental one, namely, who
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will acquire the benefits of the positive seigniorage, or the revenues from
"money creation" compatible with price stability when the economy grows.

V.2.- Capital Market Development

As in most other "less developed" countries, an active informal capital
m~rket exists in El Salvador, and private brokers actively intermediate in
all the instruments reported above. Also as in most other countries, private
instruments are restricted mainly due to the inadequacy of established
effective ways to enforce contracts at low costs, and/or lack of adequate
"prudential ~egulation" concerning, for example, the activities of
corporations. As seen in the case of Costa Rica, for example, the
establishment of a "Mercado de Valores" has not been sufficient for a high
volume of privately issued shares or bonds. In the case of El Salvador, trade
in shares is minimal, as is likely to remain low even with the establishment
of a formal market, as both supply and demand are restricted (the supply,
because of the "family" structure of many corporations; the demand, because
of lack of sufficient and effective overseeing of corporations that would
make a public offering of shares). In the case of bonds, demand is also
restricted, the former due to the costs of enforcing contracts. A typical
counterexample is the recent surge of an active market in short-term
promisory notes (up to 90 days) by large corporations, a case in which the
low enforcement cost seems to be an important factor.

There is an active movement in El Salvador for the establishment of a
"Bolsa de Valores" (BV)5 Legislation has been drafted, and a project on tax
treatment is under revision at the BClt. A natural question, in light of the
considerations in the previous paragraph, is whether the project should be
supported. The answer would seem to be in the affirmative, giv'!n the overall
reforms in the rest of the financial sector and on interest rates, which
should eliminate some of the obstacles for a more active movili:ation of
resources. For some time the volume of shares transacted, as well as private
paper, should be expected to be small, but the active informal market in
instruments issued and/or guaranteed by the public sector could quickly be
transferred to a more transparent market.

5 A Bolsa de Valores in fact existed between 1965 _.nd 1974, but
disappeared given the very low volume of transactions.



VI. - TAXATION IN FINANCIAL HAU.ETS

Main characteristics of the tax system relevant for financial markets
in El Salvador can be summarized as follows.

• There is, as in many countries, a double taxation on dividends, subject to
both the corporation and the personal income tax. Income tax on corporations
is progressive, with marginal rates of 10, 20 and 30 per cent. Of course, a
progressive income tax on .:orporate earninr;9 can result in a regressive final
r.tructure of total personal taxa'Cion. A 22 per cent rate is applied to those
resident abroad, and 38 per cent when operating through branches. The
personal income tax proceeds at marginal rates rangil.lg from 10 to 50 per cent
for taxable income over 250,000 colones (about 31,500 U$S).

• Exempt from income taxes are the interest from instruments issued or
guaranteed by the public sector, frokll bank deposits, from foreign assets when
the foreign exchange is negotiated through national banks, and "cedulas
hipotecarias".

• Both corporations and individw:tls are subject to a tax on net vorth
(impuesto al patrimonio neto) , with two rates of .5 and 2 per cent. Exempted
from the tax are deposits in national eredit institutions, shares and
Agrarian Reform bonds, as well as bonds issued or guaranteed by Government.

• Not only the interest of instruments issued or guaranteed by the public
sector are exempted from the income tax, but all of them, with minor
differences, are also exempted of inheritance taxes, net worth tax and
"timbres". In many cases it is even stated that they are "~xempted from any
current tax or any tax to be established in the future". In most cases their
coupons on due interest are accepted at face value for all or some taxes.

• A potential problem particularly relevant to financial markets is the
"duality" existing between operations at commercial banks and the rest of the
market. The former are exempted of "timbre" taxes, deposits exempted from the
net worth and capital gains taxes, and interest on those deposits exempt.d
from income taxes. A proposal is under consideration at the Central Reserve
Bank exists to grant the same exemptions to instruments negociated through .
the Bolsa de Valores and properly registered. There are two observations
concerning this proposal. The first is whether more exemptions should be
granted, rather than working through a uniform treatment. In this case the
answer depends on a second-best Argument, i.e., whether the preexistence of
exemptions for the banking system justifies the srantins of one more
exemption in a sector that can be seen as a strong substitute. The outcome of
the proposal is likely to be the granting of the exemptions for as long as
exemptions to banking operations are not eliminated. The second observation
is the danser of fictitious registrations at the Bolsa de Valores , what mipt
conceivable be the bulk of transactions.



VII.- SUMMARY CONCLUSIONS

In a Macrofinanc1al report as the background for a detailed study of
financial and capital markets, it is useful to summarize the ~ortant

elements in both global policies that directly or indirectly influencb ~h~

financial sector (or at least the scenario in which the financial sector
performs), and those spesific policies dealing with the sector.

In terms of global macroeconomic policies there are three areas which,
although v.ry general, are crucial in providing necessary conditions for the
functioning of financial markets.

(i) Th. first area is a reasenable degr.e of masrORS9Domis Itability,
.nd more specifically, a low and roughly predictable inflation rate.
Probl.ms associated with highly variable inflation rates (which has
b••n the case in El Salvador between 1980 and 1990) and their .ff.cts
on financial markets, are w.ll known: the ex-post real int.r.st rate
becomes a highly unpr.dictable magnitude, with all the r.sulting
distortions in resource .llocation and, more often than not, reduction
in the real level of financial transactions, reflecting borrowers' and
lenders' aversion to risk. As discussed in this report, the restrictive
mon.tary policy enacted in 1989 seems so far going in the corr.ct
direction.

(ii) Th. second .r.a is the general area of government controls and
int.rv.ntion in private markets. The specific reason why this i.
particul.rly r.l.vant for financial markets is that invariably (and £1 '
Salvador has not be.n an exception until 1989) an important ar.. of
int.rvention conc.rning r.sourc. allocation i. the cr.dit mark.t. Th.
c.ntral bank, inst.ad of addressing its basic role as caretaker of
mon.tary stability, b.com•• not only provid.r of credit, but .lso in
charg. of admini.t.ring sel.ctive credit, with diff.rent rat•• for
differ.nt s.ctors. H.r. again the steps tak.n sinc. 1989, if not alwayt;
.w.eping .nough, .r. corr.ct.

(iii) A third ar.a i. the status of the gov.rnm.nt budget, .nd the
financing of the d.ficit. Although • high gove~ent deficit i. not
n.cessarily incompatibl. with a well functioning financial mark.t, if'
the deficit b.com.s important there .r. two dang.rous po••ibilitie••
First, the usual expedi.nt i. to r ••ort to money cr••tion (i.e.,
borrowing from the c.ntral bank) r.th.r th.n borrOWing from the market,
with the r ••ulting incr.... in inflation. Second, there exi.ts,.
tend.ncy to first incr.... the b••e of the inflation tax p.id by
financial institutions, via incr••••• in r •••rve requir.ment•• As it i.
empha.ized in the report, the -.ize of governmentW in the cas. of El
Salvador, •• mea.ur.d by the l.v.l of gov.rnment expenditure., i. not
as high as in other Latin American countries, and the d.ficit has not
b••n traditional the primary culprit of inflation. But, as it i. al.o

,
(,r/ '
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emphasized in the report, there are possible scenarios in which the
deficit could invite inflationary finance. The correct strategy, rather
than a reduction in government expenditures, seems to be a change in
the composition of expenditures (from subsidies and defense towards
both physical and human capital formation), simultaneously with an
increase in the revenue from taxation.

There are three areas of specific action more closely related to the
necessary conditions for a well functioning financial market.

(i) The first area is the proce.s of restructuring of the portfolios of
banks and other financial institutions , and their re -privatization.
This is probably the most crucial area at present, and a discussion of
its particulars is beyond the scope of this report. Ve should only
mention two points:

(a) A restructuring of the financial institutions portfolios does
not necessarily, and in all cases, seems to be as much a
necessary condition for ae-privatization as current policy
requires. The sale of institutions in the open market should
bring about a selling price which, in the evaluation of
competitive markets, reflects the status of performing and non
performing loans in the institutions'portfolios.

(b) The opening of the market to new private institutions (and in
particular foreign institutions) could occur even before all
institutions now in government hands are privatized.

(ii) The second area is the liberalization of interest rates. As
mentioned in the report, the question h.. been studied somewhere else.
Here, we should only stress two points:

(a) First, that as importance as the pace at which this
liberalization takes place is the adoption ofaXYll informing
the market not necessarily (or only) about tille tables, but about
criteria, i.e., the manner in which liberalization is going to
take place. aesolutions by the central bank anticipating change.
for future dates are of very suspected value, as the market
realizes that the fulfillment or not of those targets depend on
future events.

(b) Second, that the procedure of setting the controlled nominal
interest rates for future perioc:ls depending on past inflation

, /), v\ j
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rates is a ver)' inappropriate procedure. as discussed at length
in Chapter IV.

(iii) Finally. another specific area is both the formulation of the
rules for prudential regulation. and the reorganiza.tion of the
overseeing agency (the Suprintendencia de Bancos). This is certainly an
are. in which the specific report on financial and capital markets
needs to elaborate. keeping in mind that the importance of such
regulations and their enforcement will be particularly crucial during
and immediately following the re-privatization process.



ANNEX

Table A-I

Gross Domest1c Product by Sector of Or1g1D

CIn Hlll1ana of 1962 Colone.)

1980 1981 1982 1983 1984 1985 1986 1987 1988 198P 1990

GDP at Huk.~ Price. 3289 3017 2848 2870 2936 2994 3013 3094 3144 3177 3285

Pr~ Production 845 791 754 731 755 747 724 739 732 734 790

AlZicultuz. aDd Rel Sector. 841 787 751 727 751 743 720 735 728 731 785
HlniD& 3.9 3.8 3.8 3.7 3.8 3.8 3.9 4.4 4.7 4.9 4.5

Secondary Production 803 721 670 687 692 719 737 766 792 811 821
HaDufactuz1D& 586 525 411 490 497 515 528 544. 560 574 592
Canatructiau 111 94 '0 92 87 t1 93 104 112 116 101
UtiU~1e. 106 102 " 105 108 113 116 118 120 121 128

Servic•• 1642 1503 1420 1452 1489 1526 1551 1588 1620 1629 1673

TraD.porta~1on aDd Communic 194 172 161 In 176 179 180 183 187 189 201
Cam.erc1al Service. 625 532 468 478 487 489 491 498 500 517 534
F1DaDcial Service. 103 93 98 99 :1!l0 103 104 107 109 98 99
Boudna 130 134 137 140 142 144 145 148 153 156 160
PubUc AIIIDim..uation 342 346 356 3" 384 411 430 447 463 458 465
Oth.r Serv1c.. 248 226 200 1911 200 ~DO 201 205 208 211 214

CAe percenta.e of total Gro•• na.e.t1c Product)

1980 1981 1982 1983 19114 1915 1986 1987 1988 1989 1990

GDP at Harke~ Pric•• 100 100 100 100 100 100 100 100 100 100 100

Pr~ Production %5.7 26.2 26.5 %5.4 %5.7 %5.0 24.0 23.' 23.3 23.1 24.0

Alr1cultuz. aDd ••1 Sector. %5.6 26.1 26.4 25.3 25.6 24.8 23.9 23.8 23.2 23.0 23.9
tUuina 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.2 0.1

Secondary Production 24.4 23.' 23.5 23.' 23.6 24.0 24.5 24 •• 25.2 25.5 25.0
HaDufactuz1D& 17.' 17.4 16.' 17.1 16.' 17.2 17.5 17.6 17.8 18.1 18.0
Cauatruatiau 3.4 3.1 3.2 3.2 3.0 3.0 3.1 3.4 3.6 3.7 3.1
UtiUt1e. 3.2 3.4 3.5 3.7 3.7 3.' 3.' 3•• 3.8 3.' 3.'

S.rvic•• 49.9 49.8 49.9 50.6 50.7 51.0 51..5 51.3 51.5 51.3 50.9

TraD.portatioa aDd Cc:.am1c 5.' 5.7 5.7 6.0 6.0 6.0 6.0 5.' 5.' 5.' 6.1
C~ra1al S.rvic•• 19.0 17.6 16.4 16.7 16.6 16.3 16.3 16.1 15.' 16.3 16.3
FiDaDclal S.rvic.. 3.1 3.1 3.4 3.4 3.4 3.4 3.5 3.5 3.5 3.1 3.0
lou.1D& 4.0 4.4 4.8 .., 4.' 4.8 4.' 4.' 4.' 4.9 4.'
tubUa AdalD1atnt1on 10.4 11.5 12.5 12.' 13.1 13.7 14.3 14•• 14.7 14.4 14.2
oth.r Serv1c•• 7.5 7.5 7.0 6.' 6.8 6.7 6.7 6.6 6.6 6.6 6.5

I
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Table A-2

Ileal Aggregate Demand and Supply
(In Milliones of 1962 Colones)

1910 1981 1912 1983 1984 1985 1986 1987 1981 1911 1990
C,.tlll)

4167.1 3102.7 3464.3 3566.2 3646.0 3707.5 3706.5 3790.1 3836.7 3912.2 3971.4
..;;30.2 3112.3 2175.9 2861.1 2971.6 3059.4 3140.1 3153.5 3259.9 3436.1 3247.3

2911.1 2716.1 2520.1 2542.5 2636.3 2742.1 2755.5 2715.1 2123.3 2841.7 2156.'
2495.7 2271.1 2014.6 2113.7 2175.3 2250.6 2244.9 2259.2 2214.3 2316.0 2343.0
422.4 437.3 435.5 428.1 461.0 492.2 510.6 525.9 539.0 532.7 513.'

412.1 396.2 355.1 325.6 335.3 316.6 314.6 361.4 436.6 587.4 390.4
111." 161.3 163.7 178.0 199.4 241.9 215.8 306.1 305.1 311.5 294.9
23Z.9 215.4 175.0 135.5 121.4 111.7 94.3 107.9 125.1 IS0.7 111.3
-10.2 19.5 17.1 12.1 14.5 -37.0 4.5 -46.3 6.4 111.2 -15.1
137.6 690.4 518.4 691.1 674.4 6fil.l 566.4 636.6 576.1 476.1 724.1

4167.1 3102.6 3464.3 3566.2 3646.0 3707.5 3706.5 3790.1 3136.7 3912.2 3971.4
171.5 715.1 616.6 695.1 710.4 713.9 694.0 "6.6 "2.9 735.2 706.4

3219.3 3016.8 2147.7 2170.4 2935.6 2993.6 3012.5 3093.5 3143.1 3177.0 3265.0

As a Percentage of GDP

AGGREGA'l'Z D!HAHD 126.7 126.1 121.7 124.2 124.2 123.1 123.0 122.5 122.0 123.1 121.6
G~o•• D....tic Ezpnd 101.2 103.2 101.0 99.9 101.2 102.2 104.2 101.' 103.7 108.2 ".5
COD.~tiClD 11.7 90.0 18.5 11.6 19.1 91.6 91.5 90.0 11.8 19.7 17.5

p~1v.t' 75.' 75.5 73.2 73.6 74.1 75.2 74.5 73.0 72.7 72.9 71.1
pubUc 12.1 14.5 15.3 14.9 15.7 16.4 16.9 17.0 17.1 16.1 15.7

G~o.. :tDV,.~t 12.5 13.1 12.5 11.3 11.4 10.6 12.8 11.9 13.9 18.5 12.0
p~lvat' 5.1 5.3 5.7 6.2 6.1 1.1 '.5 ,., 9.7 10.0 '.0

pubUc 7.1 7.1 6.1 4.7 4.1 3.7 3.1 3.5 4.0 4.7 3.4
:tnvnto~ cban••• -0.3 0.6 0.6 0.4 0.5 -1.2 0.1 -1.5 0.2 3.7 -0.5

Ezpo~t. Good. and Sa" 25.5 ZZ.9 20.7 24.3 23.0 21.6 11.1 20.6 11.3 15.0 ZZ.2

AGGREGATE SUP!LY 126.7 126.0 121.7 124.2 124.2 123.1 123.0 122.5 122.0 123.1 121.6
Impo~t. Goods and Sa" 26.7 26.0 21.7 24.2 24.2 23.1 :lI.O ZZ.S ZZ.O 23.1 21.6

G~o.. da.e.tic p~oduct 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Souzc,: lanco entral d. R••,", d, El Salv,do~.
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'rable A-3

Non-Financial Public Sector
(As Percentage of GDP)

1986 1987 1988 1989 1990
(E.timat.)

cotfSOLIpAlJP P-FIWCI6L PUJlLIC SECTOR

'rotal Ravou. 16.0 13.7 U.l 10.1 10.6
Current 15.9 13.6 U.l 10.1 10.5

'rua. 13.3 10.8 9.2 7.6 7.8
IIcm-'ru 2.3 2.3 2.3 2.0 2.1
Surplus PUblic EDtar,pri.a. 0.3 0.5 0.' 0.5 0.6

Capital. R."enu. 0.1 0.1

'rotal Expenelitur. aDeI H.t LencIJ.D& 20.4 16.5 16.4 16.0 13.5
Current Expenditur•• 14.5 13.7 U.5 11.7 10.8
Capital. ExpaDditur•• 5.7 2.7 3.7 4.0 2.6

Capital Po~ticm 5.2 2.4 3.6 3.9 2.4
'rrUlSf.ra 0.5 0.3 0.1 0.1 0.2

R.t LaDclJ.q 0.2 0.1 0.2 0.3

Current Account lalaDca 1.4 -0.2 -0.5 -1.' -0.3
Ov.raLl D.ficit I.for. GraDt. 4.4 2.8 4.4 5.9 2.9
Official GraDt. 2.0 3.1 1.8 1.' . 2.0
Overall D.ficit (-) or Sur,plu. (+) -2.4 0.3 -2.6 -4.0 -0.9
!zt,.mal FaaDciq 1.3 0.8 1.0 1.' 2.5
IDt.mal FaaDCal 1.1 -1.1 1.5 2.4 -1.6

I_iDS .,.at_ -1.4 0.2 -1.' 3.3 -0.1
ROD-BeDt FaaDciq 0.2 -0.1 -0.3 0.% -0.1
Floatiq D.bt 3.9 1.0 1.0 -0.8
R••idual. -1.6 -1.2 2.4 -2.1 -0.'

CWBAL WVWMM

'rotal Revenu. 14.' 11.4 10.% 8.% 8.4
Current 14.' 11.4 10.% '.2 8.3

'ru•• 13.3 10.8 '.% 7.' 7.8
Rcm-'ru 0.' 0.5 0.' 0.5 0.5
Surplus PUblic EDtar,pri••• 0.7 0.1 0.4 0.1

Capital a."mu.

'rotal Ezpenelitura aDeI R.t L.ncIJ.q 1'.4 15.% 14.' 13.1 11.4
Current azpmeliture 13.' U.l 11.5 10.5 9.5

W.... _eI .aluh. 7.9 7.7 ,.. '.5 5.8
Good. ad .ervice. %.0 1.' 1.' 1.5 1.0
IDt.re.t p.,..nt. 1.3 1.0 0.' 0.' 1.0
'rrUlSf.r. %.4 1.' 1.' 1.7 1.7

Capit.l azpmditure. 4.8 2.5 2.' 2.3 1.'
R.t lendiDi 1.0 0.' 0.2 0.3

Currmt Account lalmc. 0.' -0.7 -1.3 -2.3 -1.2
Overall Deficit lefore Grmt. 4.' 3.7 4.4 4.' 3.1
Official GraDt. 1.' 2.' 1.7 1.' 1.'
OvaraLl Deficit (-) or Sur,plua (+) -3.% -0.' -%.7 -3.1 -1.2
!zt,emal FiDaDciq 1.5 1.0 0.7 0.' %.1
IDtemal FiDaDciD& 1.7 -0.2 2.0 2.5 -1.0

leDtiq .,..t_ -D.' 0.7 -0.' 3.1 0.4
Mon-leDt rin_ciq 0.1 -0.1
Flo.t1D1 D.bt 3.' 1.0 1.0 -0.'
Residual -1.4 -0.' 1.5 -1.6 -0.5

SRUrc•• : I_co Central d. R•••rva d. El Salvador aDd IHF ••tt.at•••
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Table 1.-4

OPERATIONS OF 'mE BAHKIRG SYS'l'EH
----------------------------------------------------1985 1986 1917 1981 1919 1990 (1990 Z
---------------------------------------------------- m1nul Cbaaa'CER'rRAL RESERVE lARK (BCR) 1989)

(Ill Hilllcm. of ColoD•• )

49.0 1208.2 1960.2 1679.5

4149.0 4900.4 5081.3 5634.9

N.~ Ep"110 A"tt.

,.~ ppm••\ls 6,.,».
3893.2 3513.0
1634.5 1333.3
378.1 312.2
437.7 401.0
97.5 64.0

1021.0 957.3
323.7 368.2

-329. f'.. -340.7
585.1 1728.1

3960.8
1417.3

415.4
469.3
54.9

1237.5
366.4

-351.7
1479.3

4349.9
1324.4
462.9
671.1

'.7
1450.1
433.4

-365.4
1650.3

1972.0 2191.4 926.4 0.470

6547.4 6526.2 -21.3 -0.003

5458.2 5701.4 250.2 0.046
2212.1 3714.5 1571.7 0.710
-139.' -112.5 -672.' 4.109

591.1 51.1 -540.0 -0.912
0.0 0.0 0.0 0.000

2315.5 2249.0 -'6.5 -0.029
477.9 435.6 -42.3 -0.019

-315.1 -1190.1 -104.3 2.015
1475.1 2007.9 532.1 0.361

1317.9 -770.1 -0.369
3199.5 121.3 0.043
2172.5 1331.4 0.864

135.1 10.3 1.467
1199.6 156.6 0.090
1156.3 129.2 0.075

43.3 27.4 1.723

~:
~ 'PO'~'Savina' • Tt.. D.po.lt.

ID ror.11D !schaD"
C.dul.. Bipot.carl••
Oth.r.

221.0 452.1 1368.7 1517.7 2018.7
1947.7 3577.3 3098.6 2774.4 3091.8

902.3 139.2 1195.' 1596.2 1541.1
32.5 31.0 55.9 74.3 54.1

1094.5 1202.0 1329.8 1351.1 1743.0
1079.1 1156.5 1291.0 1326.2 1727.1

14.7 45.5 31.8 25.6 15.9

CCHaCIAL BAHXS AMD BARCO BI!OT!CARIO

H.t Int'[Q.tipn,l 6 ••pt. 429.6 514.0 527.2 34'.3 255.5 561.6 306.1 1.191

B•••ry.. 902.3 139.2 1195.5 1596.2 1541.1 2172.5 1331.4 0.164

~ 4005.3 5310.5 5561.3 6509.1 7120.6 1474.7 '54.1 0.014

Pom!.tiC ira!b' 3173.3 4131.8 5l95.2 5716.1 5960.4 7229.3 12'1.9 0.213
eD~r. 'EDBtnt 111.0 295.6 353.9 261.0 356.2 291.3 -57.9 -0.163

B••t Public S.ctor -285.1 -380.0 -504.8 -539.3 -309.6 -414.2 -104.6 0.338
Priv.t. S.ctor 3977.4 4916.2 5346.1 6064.4 5913.1 7345.2 1431.4 0.2428ffiii1'1 C'pit.l .nd B•••ry -151.4 -152.4 -151.5 -240.3 -274.1 -274.8 0.0 0.000

283.4 631.1 517.6 963.3 2135.0 1520.2 -614.' -0.218

4.6 18.2 9.0 3.2 1.7 1.3 -0.4 -0.246
309.0 620.5 6'0.6 732.9 611.4 149.2 1'0.8 0.234

1021.0 957.3 1237.5 1450.1 2315.5 2249.0 -66.5 -0.029
4002.~. 5137.6 5347.0 6267.7 6611.6 110'.3 2197.7 0.332
105'~2 1419.7 1246.5 1411.1 1426.5 2006.9 510.4 0.407
265'.1 3320.6 3608.6 4014.0 4461.6 5115.7 1417.1 0.317

43.0 172.0 254.1 431.4 339.9 579.6 239.7 0.705
153.7 134.4 124.1 125.1 151.3 122.1 -3'.2 -0.22'
17.5 90.9 113.0 201.4 211.3 215.0 -3.3 -0.015

IWCCHG SYS'1'EH

~ 22'b 1952

~ :~c\ 5~;~
., 2144.0
CurrlD~ iD Circul.t 1079.1
Silbt D.po.lt. 1064.2

SaviDl~ • Tt.! D.po.it. 265',!
D.po.itl iD ror.iln Izcb 43rv
Otb.r. 250.'

,,& IDt'rn.~iqn.l I.,.EV"
N" DP"'$ie A•••~.

~\ihC;eeit--ciiiu .EllllDt
••It ot PubLtc S.ctor
IICAn:/lJIA''';UCAJl
Priv.t. S.ctor
F1DaDcial IDatitutiODI
~ end " ••ry••

479

7133

6745
1815

94
438

4075
324

-411
I"

1792

9254

7387
1629

2
401

4980
368

-493
2359

452
3596

'"6340
2514.7
1156.5
1421.2
3320.6
172.0
262.3

2417

9412

7911
1771

-19
469

5401
3"-503

1997

1369
3108

747
"77

2551.0
1291.0
1253.0
3601.6

254.1
263.1

202'

10693

1615
1585
-7"672

6071
433

-'06
2614

1511
2778

107
7620

2742.7
1326.2
1416.5
4014.0
431.4
354.4

2221

12053

9103
2569
-449

592
5914

478-"13610

2011
3094

743
1355

3163.4
1727.1
1436.3
4461.'
339.'
312.7

3460 1232.5 0.553

12752 '99.3 0.051

10619 ~515.6 0.174
4012 1513.1 0.5"

-1227 -777.2 1.72'
52 -540.0 -0.'12

7345 1431.4 0.242
436 -42.3 -0.01'

-14" -104.3 1.211
3521 -12.0 -0.023

1311 -770.1 -0.3"
3201 120.' 0.043
'I' 241.1 0.324

1070' 2354.3 0.212
316'.6 706.2 0.223
115'.3 12'.2 0.075
2013.3 577.0 0.402
51U5.7 1417.1 0.317
57'.6 23'.7 0.705
374.0 -1.7 -0.023

I.ar.a: laDCO Cntra! d. 11 BII.IV., and AID IItilllat•••




