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CONFLDENTIAL 

October 12, 1988 

To : Members of the Executive Board 

Frcm: The Secretary 

Subject: El Salvador - Real Effective Exchange Rate - Information Notice 

Attached for the information OF the Executive Directors is an 
information notice on the real effective exchange rate OF the Salvadorean 
col6n . 

Mr. Acquah (est. 8661) i- s available to answer technical or 
factual questions relating to this paper. 

Att: (1) 





CONFIDENTIAL 

INTERNATIONAL MONETARY FUND 

EL SALVADOR 

Real Effective Exchange Rate--Information Notice 

Prepared by the Western Hemisphere Department and the 
Exchange and Trade Relations Department 

(In consultation with the Legal Department 
and the Research Department) 

Approved by J. Ferrin and Eduard Bra” 

October 11, 1988 

The recent evolution of the real effective exchange rate of the 
Salvadorean colon, as measured by the standard index developed in 
connection with the information notice system, is set out in the 
attached table and chart. Based on this index, as of July 1988 the 
colon had appreciated in real effective terms by more than 10 percent 
since the last occasion on which developments in El Salvador’s exchange 
rate were brought to the attention of the Executive Board--in the Staff 
Report for the 1987 Article IV Consultation (SH/87/277, 11124187) 
considered by the Executive Board at EBM/88/9 on January 20, 1988. The 
real appreciation from January to July 1988 is estimated to have 
amounted to 12.7 percent. 

The appreciation of the colon in real effective terms in 1988 
stemmed mainly from a 10 percent increase in the nominal effective 
exchange rate, due to the strength of the U.S. dollar, to which the 
colon is pegged, relatlvr to other major currencies. Also, the rate of 
inflation in El Salvador was somewhat higher than that in its trading 
partner countries as a group. The cumulative rate of inflation in the 
first seven months of 1988 rose to about 15 percent from 13 percent in 
the corresponding period <of 1987, which can be attributed in part to a 
drought that has affected the availability of basic grains and to an 
increase in bank credit co the private sector. 

Since early 19Yb. when the colon was lest devalued. its real 
effective value has risen steadily, by a cumulative amount of around 
35 percent. The adverse effects of the deterioration in competitiveness 
on the external accounts have been compounded by the weakness in world 
coffee prices and by a rise in imports related to earthquake reconstruc- 
tion activity. As a consequence, the external current account deficit 
widened from less than 1 percent of GDP in 1986 to 4.5 percent in 1987 
and is expected to rise to 5 percent in 1988. On the occasion of the 
Executive Board discussion of the 1987 Article IV consultation, 
Directors noted the determination of the authorities to maintain 
reasonable control over the domestic financial situation under unusually 
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difficult circumstances, but they also drew attention to policy 
shortcomings (SlJR/88/5, l/25/88). In particular, they noted the failure 
to support the devaluation of the colon in early 1986 with appropriate 
fiscal and monetary policies. Directors emphasized the importance of 
policies to reduce the overall fiscal deficit and to restrain bank 
credit, and advocated the pursuit of an exchange rate policy designed to 
restore external competitiveness. 

A staEf team visited San Salvador in August 1988 at the request oE 
the authorities, to review economic developments and to discuss policies 
and prospects for 1988 and 1989. There was agreement with the authori- 
ties that credit policies needed to be tightened in order to prevent the 
acceleration in inflation from taking hold and to strengthen the balance 
of payment 5. In addition, the staff was of the view that it would be 
desirable to pursue more active interest rate and exchange rate 
policies. These issues will be examined in detail in the context of the 
next Article IV consultation discussions scheduled to take place in 
early 1989. 
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