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1. OVERVIEW

1.1. Where do we stand now and how did we get here?

1. Nicaragua remains one of the poorest countries in Latin America and the Caribbean
(LAC). About 30 percent of the population lived below the official poverty line in 2014, and eight
percent were considered extremely poor. GDP per capita stood at about USD 2,087 in 2015, the
second lowest in LAC after Haiti. Access to basic services, such as electricity and water and
sanitation, is low and largely unequal. Other key social indicators, including access to education,
completion rates, and teenage pregnancy, also lag behind the regional average.

2. It is hard to understand Nicaragua today without having a close look at its past 70
years of development dynamics. The Somozas ruled Nicaragua for over four decades until 1979,
with growth benefiting mostly the country’s elite. Between 1950 and 1977, Nicaragua’s income
per capita doubled to USD 3,349! but the benefits of such growth failed to be shared among the
vast majority of the population as wealth and land ownership were concentrated in a few hands.
Social indicators also lagged behind the region: in 1970, average life expectancy at birth was about
54 years, under-five mortality was the second highest in Central America, primary completion was
just 25 percent, and 48 percent of primary school-age children were not enrolled in school.

3. Armed conflict, natural disasters, and economic mismanagement characterized the
1970s and 1980s, impacting per capita GDP. In 1972, an earthquake struck the capital city
(Managua), destroying physical assets of about 35 percent of GDP and leaving a death toll of over
6,000 people. The mismanagement of international aid relief by the Somoza family and the
National Guard in the aftermath of the earthquake led to widespread discontent and fueled the
Frente Sandinista de Liberacion Nacional (FSLN), which eventually toppled the regime in 1979.
The armed conflict in the 1970s was extremely costly, with estimates of human casualties as high
as 35,000. Serious damage was also inflicted on the country’s infrastructure and productive
capacity. Throughout the 1980s, inadequate economic policies rendered market institutions weak,
and social and military spending in response to the contra-revolutionary insurgence (Contra War)
resulted in major fiscal and external imbalances, and hyperinflation. GDP per capita declined
steadily during the 1980s. At the end of the decade, Nicaragua was one of the most highly indebted
countries in the world while social conditions also reflected the extent of the economy’s
deterioration: infant mortality (72/1,000), maternal mortality (159/100,000), and moderate and
severe malnutrition (affecting around 13 percent of children under five).2

1.2. Factors behind the rebound

4. Since the country’s democratic transition in the early 1990s, Nicaragua has
undergone a solid economic recovery from a very low base, due to three main factors. These
include i) improved macroeconomic management and debt relief; ii) reforms aiming at
transforming Nicaragua back into a market economy; and iii) demographic change. As a result,
real GDP growth averaged about 4 percent between 1994 and 2015.

11n 1990 international Geary-Khamis dollars (Maddison dataset).
2 Republic of Nicaragua: Review of Social Sector Issues, The World Bank (1993), Report No. 10671-NI.
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5. First, the implementation of a macroeconomic stabilization program, which together
with debt relief, lay the foundation for steady economic recovery. A stabilization plan in 1991-
1992 supported by the International Monetary Fund (IMF) helped lower fiscal and current account
deficits to more manageable levels and brought inflation down to single digits.® Moreover, debt
relief from the Heavily Indebted Poor Countries (HIPC) Initiative and the Multilateral Debt Relief
Initiative (MDRI) in the mid-2000s played a critical role in freeing up fiscal space for social and
infrastructure spending and supporting macroeconomic stability. Moreover, the country has
remained strongly committed to macroeconomic stability and prudent fiscal policies.

6. Second, structural reforms have supported economic recovery through increased
market competition. These reforms aimed at transforming Nicaragua back into a competitive
market economy and included trade liberalization and abolition of state trading monopolies,
approval of a new Bank Superintendence Law, restructuring of the state-owned banking sector,
modernization of police and armed forces, and divesture of state enterprises.

7. Third, demographic changes have also contributed through an increase in labor
supply. Declining fertility rates have resulted in a reduction of the young dependency ratio and an
expansion of the share of the population of productive age (15-64). Nicaragua’s working-age
population increased almost threefold over the past 40 years (or by about 2.5 million persons).
Today, 50 percent of the population is under 25 years old. The labor supply effect contributed to
about half of the average increase in GDP per capita over 1990-2015 (or slightly less than one
percentage point increase over an annual increase of 1.9 percent in GDP per capita).

1.3. Making up for lost time: growth, inclusion& poverty in a model based on factor
accumulation

Figure 1.1: Nicaragua’s timeline of GDP per capita
Nicaragua vs. LAC: Evolution of GDP per capita (constant 2010 USD)
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3 Nicaragua Country Economic Memorandum (1994), The World Bank.
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8. Despite the recent uptick, Nicaragua has not been able to keep pace with comparators
on per capita income growth and convergence. Its per capita GDP has not been able to recover
to 1977 levels. In terms of convergence, Nicaragua had a similar per capita income level to
Mauritius and Malaysia 40 years ago. GDP per capita also shows an important divergence relative
to the United States (US). In 1960, GDP per capita in Nicaragua was roughly USD 1,535 (in 2010
constant dollars) or one-eleventh of that of the US. As of 2015, it was only 3.6 percent of the US
GDP per capita.

Figure 1.2: Nicaragua’s timeline of income convergence
Nicaragua, Guatemala, Honduras and lower middle income countries: evolution of GDP per
capita relative to the US (constant 2010 USD)
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9. The growth rebound has mostly relied on factor accumulation, primarily on a

growing labor supply, and to a lesser extent on capital accumulation. Labor has been the
strongest contributor to growth over the last 15 years.* This is in line with the decline in fertility
rates and the expansion of the working-age population in the country, together with increasing
female labor participation rates. Capital accumulation has played a growing role over time.
However, infrastructure and access to basic service indicators and their international comparisons
point to a large infrastructure gap. Nicaragua’s land productivity is also the lowest among regional
peers, with average value generated only USD 717/ha (constant USD). To put this into perspective,
this is between 40-60 percent of average figures for Honduras, El Salvador, and Guatemala, and
only 16 percent of Costa Rica’s. Overall, the recent trend in productivity is promising: after either
negligible or negative contributions over 2000-2009, total factor productivity (TFP) contributed
positively over the last five years and labor productivity has rebounded since 2009.

10.  Solid growth contributed to a significant decline in poverty since 2005, yet levels
remain elevated and Nicaraguans are highly vulnerable to falling back into poverty. A one
percent increase in GDP per capita was associated with a 1.7 percent reduction in overall income
poverty between 2005 and 2014. The share of individuals with consumption per capita below the

4 This is consistent with findings in Sosa et al. (2013) that labor (adjusted by education) contributed the most since
1980; however, the importance of both capital accumulation and TFP has increased in recent years.
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official extreme poverty line more than halved during this period, whereas the share of the
population living under the overall poverty line fell by more than a third. Poverty is primarily
concentrated in rural areas, where an estimated 1.2 million persons were poor in 2014. Even as
many individuals escaped poverty over the last ten years, around one in six non-poor Nicaraguans
were at risk of falling back into poverty, demonstrating the fragility of these recent gains.

11. Labor income, remittances, and household composition changes were the main
drivers of poverty reduction. Labor income represented three quarters of total incomes at the
bottom 40 percent of the income distribution in 2014. Higher labor incomes contributed to more
than two thirds of the decline in both extreme and overall poverty between 2009 and 2014. That
contribution resulted from higher earnings in agriculture due to rising commodity prices for food
products, rather than more employment in the sector or the transition of workers to higher paying
sectors. This suggests that cyclical factors rather than structural policies were among the main
drivers behind the recent progress towards the twin goals, underlining the fragility of these gains
to changes in the external environment. Remittances have become more pro-poor and contributed
to some extent to poverty reduction.’ Demographic changes, which resulted in smaller household
sizes and falling dependency ratios, also reduced poverty. Public transfers, due to their small size
and inadequate targeting, had limited impact on poverty reduction.

12.  While high by international standards, inequality in Nicaragua is relatively low
compared to other LAC countries. Inequality fell in Nicaragua and the Gini coefficient
decreased from 0.49 to 0.44 between 2005 and 2009. This trend was somewhat reversed in the
following five years, as inequality rose to 0.47 in 2014, as a result of higher income growth at the
higher end of the income distribution. This seemingly low inequality relative to regional standards
helps explain why poverty is lower than expected for countries with similar levels of economic
development. Per capita household income of the bottom 40 percent grew at an annualized rate of
2.5 percent between 2005 and 2009, and accelerated to 5.2 percent between 2009 and 2014.

13. Evidence suggests a low education premium due to the low quality of formal
education and labor market mismatches. Several studies suggest that the low quality of
education could potentially explain that lower demand for more educated individuals.® Low returns
to education could also be the result of a mismatch between those skills offered by the formal
education system and those demanded by employers: Nicaraguans do not have the skills to fill
labor market demands.” Declining education premia in Nicaragua appear to be one of the main
drivers of the inequality reduction before 2009: the returns of tertiary education compared to
secondary education decreased by 6.2 percent on an annual basis between 2005 and 2009.8

14. Delivery of basic services, access to quality education, and fiscal policy tools, including
social assistance programs, have had a limited impact on reducing income inequality. Access
to basic services and education remains unequal and of poor quality, which has contributed to some

51n 2014, they represented 19 percent of household income of recipient families in the lowest decile, up from 10
percent in 2005.

& See World Bank (2016) and Gindling and Trejos (2013) on the low quality of education. Gindling and Trejos (2013)
also suggest that the commodity boom could partially explain an increase in exports of unskilled labor-intensive
products, translating into declining returns to education through higher real earnings among less educated workers.

" World Bank (2012, 2016), FUNIDES (2016).

8 Gindling and Trejos (2013) and Cord et al. (2017).



extent to high levels of income inequality by international standards. Access to basic services in
Nicaragua is among the lowest and most unequally distributed in LAC, especially water,
electricity, and sanitation. The country is also lagging behind in terms of quality of these services
among the most vulnerable groups: water provision in rural areas lacks continuity and suffers from
pollution. Poor access to these services results in greater health risks, especially among children
under five. There are marked disparities in access to education between income groups and areas
of residence and enrollment is particularly low in rural areas and for those at the lower end of the
income distribution. Low retention rates, together with quality of education issues, also raise
serious concerns. Fiscal policy in general, and social assistance programs in particular, have played
a modest role in addressing income inequality.

1.4. What’s the way forward?

15.  Given its per capita income level, a growth model based on improved factor
accumulation can continue to serve Nicaragua to some extent over the medium-term. GDP
growth improved vastly over the past two decades and helped the country reduce poverty
significantly. In order to accelerate and sustain growth over the short and medium-term, Nicaragua
can still rely on improved factor accumulation (that is, labor and capital). But this requires
education to harness the full potential of the ongoing demographic transition as well as basic
infrastructure (road networks, electricity, water, and access to basic services) to foster private
sector activity and trade, and promote inclusion while attracting fresh private capital.

16. Improving the overall education and skills of the population will be key to take full
advantage of the demographic transition. Educational outcomes point to important deficiencies.
Fewer young adults in Nicaragua have completed secondary education compared to other lower-
middle-income countries. The lack of infrastructure, teachers, and population dispersion in rural
areas has favored an increase in multi-grade schools. Despite being a cost-effective solution, this
results in higher dropouts and widens the educational gap between rural and urban areas. In
addition, high prevalence of teenage pregnancy has important consequences for development and
growth, as it is highly associated with female school dropout, poorer labor outcomes and poverty.®
Empowering young population cohorts with more equal access, better quality of education, and
better suited skills can go a long way to build up human capital and raise productivity. Poor
educational attainment, low quality education, and inadequate skills that do not respond to labor
market needs preclude new entrants from securing better paying, higher productive jobs.

17. Given Nicaragua’s characteristics and large infrastructure gap, investments,
particularly in roads, energy, and water storage and distribution, are likely to generate high
economic returns. Improving infrastructure would help reduce existing regional disparities and
boost competitiveness, in particular for labor intensive and low value-added products such as
agriculture. The existing road infrastructure network is among the least developed in LAC,
hampering the tradable sectors of the economy, particularly exporters. Expanding and improving
the condition of main and access roads can lead to lower postharvest losses, lower cost of
transportation and better access to local and regional markets, especially for producers located in
rural areas. Investing in water storage and distribution infrastructure would also be critical, given
the uneven seasonal and geographical distribution of water and the importance of the agricultural
sector. Nicaragua has one of the highest electricity prices in LAC due to the country’s heavy

9 Both in terms of years of schooling and standardized test scores.
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dependence on imported oil for power generation and technical losses in the system. This has
important macroeconomic implications for the external accounts if oil prices rise in the future.

18.  Addressing disparities in access to basic services among the rural population can
break the cycle of intergenerational transmission of poverty. While access to basic services
has improved over time, it remains far from universal: roughly six out of ten households did not
have access to running water, four out of ten households lacked access to sanitation services, and
two out of ten households did not have access to electricity in 2014. The problem becomes more
acute among those in the lowest quintiles of the income distribution and among those living in
rural areas. Poor access to water and sanitation has resulted in increased environmental health
risks, especially for children under five, while lack of access to energy leads to higher health risks
as households tend to rely on solid fuels for cooking, resulting in acute respiratory infections and
chronic obstructive pulmonary diseases.

19. However, a model based on factor accumulation alone will not be enough to lift a
significant share of the population out of poverty and absorb new entrants into the labor
market. Over the long run, Nicaragua will require higher growth rates to raise its per capita income
faster and make significant dents into poverty. Should Nicaragua be able to grow at 3.6 percent in
per capita terms (its average growth since 2010), it would still take 79 years in order to reach the
average GDP per capita of LAC. There are important interactions between factor accumulation
and productivity growth. For example, improvements in the provision of public infrastructure or
access to, and quality of, education can generate positive spillovers and be productivity enhancing.
While in practice the distinction between factor accumulation and improvements in productivity
are not that clear cut, for presentational purposes, this report separates these processes.

20.  To boost competitiveness and productivity, Nicaragua will have to: i) improve its
investment climate and firm level productivity; and ii) strengthen its institutions and
improve public sector efficiency. In terms of market competition, Nicaragua ranks at the bottom
of market dominance of the Global Competitiveness Index 2016-17 (135 out of 138). Barriers to
entrepreneurship are higher compared to other countries in LAC.® Regulations that limit the entry
of competitors where competition is viable may reinforce market dominance in key service sectors.
High concentration of Nicaragua’s financial system may also exacerbate the lack of competition
and efficiency. In particular, expansion of credit for micro, small and medium enterprises
(MSMESs) can help employment creation with the sector employing around 1.5 million people.
Barriers to external trade also increase the cost of bringing Nicaraguan goods to international
markets, and border crossing times are among the highest in LAC. Nicaragua’s land-agriculture
productivity is the lowest among regional peers suggesting significant inefficiencies in the
allocation of resources and high returns to improvements in this area.

21. Promoting better institutions and strengthening the capacity of the public sector
would improve public service delivery and promote efficiency. Nicaragua ranks in the bottom
third of the Worldwide Governance Indicators. Bureaucratic quality indicators suggest a need to
strengthen knowledge, capabilities, and systems for the civil service, including informing the
public of the collection and use of public resources in delivering government services. This process
requires reducing the concentration of decision making and empowering civil servants. Failing to

10 OECD Product Market Regulation data tool.



disentangle technical decisions from political forces may lead to inaction or failed implementation,
as continuously ensuring political loyalty can affect the speed and ability to take and implement
decisions throughout the administrative chain. One identified need is to foster broad-based debate
and evidence-based policy making. Using impact evaluations for selected programs and
strengthening monitoring and evaluation systems could lead to better development outcomes.
Although systematic administrative data is collected in every line ministry and agency, these are
rarely effectively used to adapt and adjust policies and programs, due in part to weak capacity and
over-centralization of key decision-making.!*

22. Improvements in agriculture productivity will require both continued effort in
improving land administration, including securing property rights, and agriculture
intensification. In terms of registering property, Nicaragua ranks poorly (146th) in the Doing
Business report. The quality of land administration is low (index of 6.5 on a scale of 0-30). An
estimated 35 to 40 percent of all land in Nicaragua faces some type of dispute or conflict. Several
studies have found a positive relationship between the receipt of a registered title, land value and
investment. To address these issues, the government of Nicaragua, with support of the donor
community, has already made important strides in strengthening the land administration
framework. Investments in research as well as extension services are also needed to increase
agricultural intensification. Moreover, thinking of the agricultural value chain as a whole, logistics
has an important impact on productivity of the sector.

1.5. Risks: sustaining the gains achieved in poverty reduction and shared prosperity

23. There are three main risks for Nicaragua’s development going forward. These are:
i) Nicaragua’s large external vulnerabilities; ii) the financial position of social security, the
National Security Institute (INSS); and iii) the vulnerability of the country to climate shocks and
natural disasters, and its management of natural resources.

24.  Reducing the country’s external vulnerabilities arising from the financing of large
current account deficits remains one of the key priorities. Nicaragua has been running large
current account deficits, driven in part by a sizable oil import bill. These deficits have been
financed by foreign direct investment (FDI) flows and the oil collaboration agreement signed with
Venezuela under the Bolivarian Alliance for the Peoples of Our America (ALBA) since 2007. But
since 2015, financing from the oil cooperation has been on the decline due to the progressive
deterioration of Venezuela’s economy and finances. Lower oil prices in recent years have
temporarily reduced pressures on the external side. In order to mitigate external shocks stemming
from oil price increases, Nicaragua has to continue to move toward a more diversified energy
matrix. This would also help improve fiscal and external sustainability by containing government
subsidies and lowering volatility of tariffs arising from the volatility of oil prices. In addition,
improvements in the competitiveness in the tradable sector would help narrow the trade balance.

25. Improving the financial position of INSS as well as the coverage of the system is
crucial from both a fiscal and social standpoint. The INSS provides benefits for old age,
disability, illness, death, maternity, and occupational risk. Nicaragua has both noncontributory and
contributory pension regimes. The contributory general regime works as a pay-as-you-go system,
financed by contributions of employers and employees. Since 2013, the INSS has been running

1 IMF, 2015 Article IV Consultation.



increasingly larger deficits (about 0.4 percent of GDP in 2016) and the replacement rate of the
contributory system is high. Limited coverage of the labor force due to high levels of informality
in labor markets and ongoing changes in demographic trends pose important challenges. Only 29.2
percent of the total employed population was covered by social security in 2016. Moreover, the
ratio of employees contributing to the system for pensioners has been on the decline: 4.4 employees
were supporting a pensioner in 2016, down from 5.7 in 2008. Demographic changes are expected
to further strain INSS’ finances, which if left unaddressed, could potentially result in a drain of
fiscal resources. These changes would result in a decline in education expenditures and an increase
in health care spending, in addition to the largest projected increase related to pension
expenditures, with increases in social security contributions only partially offsetting these.

26. Reducing vulnerability to climate shocks and natural disasters and improving
management of natural resources are critical for development in Nicaragua. The country’s
high concentration of poverty in rural areas (especially along the Dry Corridor), rapid and
unplanned urbanization, and the importance of the agricultural sector highlight the critical need
for adaptation and mitigation strategies to reduce the vulnerability of the country to climate change
and natural disasters. Nicaragua is highly exposed to natural hazards, including hurricanes and
tropical storms, droughts, seismic and volcanic activity. Extreme weather events and seismic
activity have caused serious long-term damage to human and physical capital. This high
vulnerability is exacerbated by mismanagement of natural resources. Water resources are abundant
in Nicaragua, yet spatial and seasonal disparities, limited availability of storage infrastructure, and
pollution have resulted in a fragile water balance in many regions of the country. Deforestation
and unsustainable farming production systems and land-use practices have increased the risk of
drought over the last decades, contributing to land degradation and erosion, impairing soil retention
capacity and exacerbating the damage caused by extreme precipitation events and storms.

1.6. Priority areas

27. In taking stock of progress and reflecting on constraints and opportunities that
Nicaragua faces on its path of shared prosperity and poverty reduction, this Systematic
Country Diagnostic (SCD) identifies a number of priority areas. The analysis of the
development challenges in any country, including Nicaragua, will likely find that there is space
for improvement on most areas fundamental for development. And yet, a long list of
recommendations is likely to be of limited use. Policy makers face budgetary and political
economy constraints that limit their ability to take action. Thus, an effort to prioritize among
competing policy interventions can add significant value to any diagnostic of country development
challenges. Exploiting a diverse set of analytic tools, a benchmarking exercise and country
knowledge, the SCD also contributes to Nicaragua’s policy debate by identifying a selective list
of priorities and opportunities.

28.  As a result, this SCD has identified five priority areas and one cross-cutting theme.
These are: (i) improvements in education, skills, and job outcomes for the youth; (ii) provision of
infrastructure (transport, energy, and water) and public service delivery; (iii) enhancements in
private sector productivity and investment climate; (iv) reduction of vulnerabilities from climate
change, natural disasters and better management of natural resources (water, forestry, and land);
and (v) decrease in external vulnerabilities. The cross-cutting theme is strengthening institutions
and the capacity of the public sector. While areas (i)—(iii) refer to changes that can have positive



impacts on growth and the twin goals, areas (iv) and (v) are critical for the sustainability of the
growth path, which are needed to avoid any negative externalities and consequences associated
with the selected path. Finally, the cross-cutting theme is crucial to enable progress in all five
identified priority areas.

29.  Going beyond the broad priority areas, the SCD provides a set of policy actions that
have been identified within those areas as opportunities to generate advances. The SCD
identifies the most critical actions or policies within these priority areas that represent opportunities
for Nicaragua to continue making progress on shared prosperity and extreme poverty reduction.
To hone in on those opportunities with the greatest potential impact, a series of filters or criteria
were applied during consultations with World Bank Group staff and stakeholders in Nicaragua.
This list of policy actions and/or opportunities can serve as a starting point for deeper analysis and
discussion going forward and are presented in Annex 1.

1.7. Knowledge gaps

30. In the process of reviewing, analyzing, and synthesizing existing data and research on

Nicaragua, a series of knowledge and data gaps were discovered that, if addressed, would

help better inform the decision-making process. The SCD has made use of existing research,

new analysis, and consultations within and outside the World Bank Group and stakeholders in

Nicaragua. As such, the report identified several knowledge and data gaps in the existing literature.

Addressing these gaps would provide additional information to design crucial policy interventions

in many key priority areas identified in this document. Gaps identified in this SCD include:

e What is the poverty rate at a higher level of geographical disaggregation? Household
surveys are not usually representative at a high level of geographical disaggregation. In
Nicaragua, the Living Standards Measurement Studies survey (Encuesta Nacional de Hogares
sobre Medicion de Nivel de Vida, EMNV) is representative only at the level of four regions
(Central, Caribbean, Pacific, and Managua). A higher level of geographical disaggregation
would allow measuring poverty in specific areas (e.g., municipalities that are located in the
Dry Corridor). The latest census data (and poverty map) was collected in 2005. Therefore, new
census data is urgently needed in order to estimate poverty at a higher level of geographical
disaggregation. Other data issues include frequency of data collection, availability to the
general public and comparability across time. For instance, the EMNV is currently collected
by the Statistical Office every four to five years. Annex 2 lists data gaps identified in the SCD.

e What are productivity developments at the firm level? This report shows a shift in structural
change from agriculture to services that seems to have had a limited contribution to
productivity gains. However, this analysis relied mainly on household surveys and national
accounts series. In order to better understand firms and labor market dynamics, more
specialized surveys are needed. The latest firm level data is from the 2010 Enterprise Surveys.
Labor force surveys are conducted in the country, yet these were not readily available to
conduct this analysis.

¢ What is the causal impact of remittances on well-being? Migration has grown considerably
over the past 25 years and remittances have contributed to some extent to improving the
welfare of the less well-off. Simulations show that overall poverty would have been 15 percent
higher when excluding remittances from abroad. Therefore, it is crucial to measure the causal
impact of migration and remittances on poverty, income inequality, and human capital.



What is the causal impact of social assistance programs on poverty? To the best of our
knowledge, no rigorous analysis has analyzed the causal impact of social assistance programs
on poverty in Nicaragua. Simulations show that these programs had a modest impact on
poverty, since they generally have low benefits and are insufficiently targeted. Understanding
the mechanisms through which social assistance programs decrease both poverty and
inequality is crucial for improving the design of these programs.

What are the main constraints to women entering the labor force? Nicaragua ranks among
the countries with the lowest female labor force participation. Given the importance of women
participation in the labor force for poverty reduction and economic growth, it is crucial to fully
understand the main drivers of low female labor force participation in the country.

What are the potential implications of the recent tax reforms (Ley de Concertacion
Tributaria and subsequent changes) in terms of tax expenditures? A study by Pecho et al
(2012) estimated that tax expenditures in Nicaragua amounted to 7.6 percent of GDP in 2010,
88 percent of which corresponded to Value-Added Tax exonerations and exemptions.
According to this study, Nicaragua had the second highest level of tax expenditures in LAC
(second only to Guatemala). Nicaragua has undertaken a series of tax reforms, however,
changes to the tax code in 2014 backtracked some of the reductions in tax exemptions and
exonerations envisaged in the 2012 tax reform.

1.8. Structure of the report

31.

The reportis structured as follows. Chapter 2 provides an analysis of poverty, inequality,

and shared prosperity dynamics and identifies the drivers behind them. Chapter 3 examines growth
dynamics and provides a better understanding of the growth structure and the structural
transformation of the economy. It also looks at potential sources of growth in the future and the
constraints that would need to lifted to unleash higher and sustained broad-based growth. Chapter
4 analyzes factors behind inclusion, inequality, and shared prosperity. Chapter 5 addresses
sustainability. The last chapter describes the prioritization process.
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2. POVERTY AND SHARED PROSPERITY

After many years of stagnant poverty, Nicaragua’s poverty reduction has accelerated in the last
decade, mainly due to a growth of earnings in the agricultural sector. However, poverty remains
among the highest in LAC and many Nicaraguans still fell into poverty during the 2005-2014
period. The country’s exposure to climatic hazards and climate change poses additional
challenges for preventing individuals from falling into poverty since the largest economic group

is made up of Nicaraguans who are not poor but who are at risk of falling into poverty if hit by
shocks—i.e., the vulnerable.

2.1. Poverty has declined in recent years

1. In contrast to stagnant poverty until 2005, poverty reduction has accelerated in the
last ten years. Nicaragua’s official extreme poverty rate remained stagnant at about 17 percent
between 1998 and 2005 (Figure 2.1, panel a). Since then, poverty was reduced to 8 percent in
2014. Similarly, official overall poverty remained stagnant at about 48 percent between 1998 and
2005, but was reduced to about 30 percent in 2014 (Figure 2.1, panel b).1? Although reductions in

poverty were observed both in urban and rural areas, more progress has been made in rural areas
(see Box 2.1 for definitions).

Figure 2.1: Nicaragua has steadily reduced poverty in the last decade

(a) Official extreme poverty, 1998-2014 (b) Official overall poverty, 1998-2014
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Source: World Bank estimates based on the 1998, 2001, 2005, 2009, and 2014 EMNYV. See Box 2.1 for definitions.

2. Income-based poverty also decreased during the last decade and followed a similar
trend to LAC as a whole. The internationally comparable income poverty rate—defined in LAC
as the proportion of individuals with an income lower than USD 4 per day in 2005 PPP—decreased
by 18 percentage points (or 33 percent) between 2005 and 2014 (Figure 2.2, panel b). There was
an increase in incomes that contributed to upward economic mobility: almost half of the initial
poor in 2005 moved out of poverty by 2014. The reduction in poverty is comparable to the one
observed in LAC as a whole, where income-based poverty steadily fell by 14 percentage points
(or 38 percent) between both years. A similar trend is observed in terms of extreme income
poverty—defined as having an income of less than USD 2.5/day—which decreased by 15

121n 2014, the extreme and overall poverty lines were USD 1.87 and USD 3.02 per person per day at 2005 PPP.
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percentage points in Nicaragua (or 48 percent) between 2005 and 2014 (Figure 2.2, panel a),
comparable to the fall of 10 percentage points in LAC (or 49 percent). Both extreme and overall
poverty reduction were more pronounced in Nicaragua than in Central America as a whole.

Figure 2.2: Poverty reduction in Nicaragua has been similar to LAC in the last decade

(a) International extreme poverty, 2005-2014 (b) International overall poverty, 2005-2014
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Source: SEDLAC data (CEDLAS and the World Bank). See Box 2.1 for definitions.

Box 2.1: Poverty measurement in Nicaragua

Official extreme and overall poverty estimates in Nicaragua are produced by the National Statistical
Institute (Instituto Nacional de Informacion de Desarrollo, INIDE) based on EMNV data for 1998, 2001,
2005, 2009, and 2014. Nicaragua estimates poverty based on the Cost of Basic Needs method by fixing an
absolute extreme poverty line of USD 1.87 and an overall poverty line of USD 3.02 per person per year in
2014 (both in 2005 PPPs). This poverty line is considered to represent a level of per capita consumption
required to access a basket of goods and services needed to achieve adequate living conditions. The most
recent official poverty numbers in Nicaragua are from 2014, when the extreme and overall official poverty
rates at the national level were 8.3 percent and 29.6 percent, respectively. The SCD relies on INIDE’s
official consumption aggregate to measure official country-specific poverty rates. However, the welfare
measure used for comparison purposes is income per capita, which are derived from a regional data
harmonization effort known as SEDLAC, a joint effort of the World Bank Poverty and Equity Global
Practice and CEDLAS at the National University of La Plata in Argentina. This project aims to increase
cross-country comparability of selected findings from official household surveys. For this reason, official
income and consumption poverty statistics reported by governments and national statistical offices may
differ from those reported here for cross-country comparison purposes.

This chapter calculates regional aggregated indicators for LAC by pooling micro data from Argentina,
Bolivia, Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, Guatemala,
Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, and Uruguay. To analyze the same set of countries
every year, interpolation was applied when country data were not readily available for a given year. With
the exception of figures 2.13 and 2.19, all others do not include Haiti due to lack of recent data. The
definition of economic groups, from Ferreira et al. (2012), is related to economic security: (i) the poor, who
are those individuals with a per capita income below USD 4 per person per day; (ii) the vulnerable, who
are at high risk of falling back into poverty and have incomes between USD 4-10 per person per day; (iii)
the middle class, who are those individuals living with incomes between USD 10-50 per person per day;
and (iv) the rich, who are those with incomes above USD 50 per person per day (all in 2005 USD PPP).

Source: INIDE and Ferreira et al. (2012).
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3. The growth of incomes among lower income households is behind the decline of
poverty. The reduction in poverty before 2009 was the result of growth of incomes among the
bottom 40 percent of the distribution (Figure 2.3)—the World Bank indicator used to measure
shared prosperity. The data show that per capita household income grew at an annualized rate of
2.5 percent for this group between 2005 and 2009, outpacing the zero average income growth.
Furthermore, from 2009 and 2014, Nicaragua experienced a higher income expansion among the
bottom 40 percent (5.2 percent). However, growth became less pro-poor as growth at the bottom
40 percent of the distribution was lower than the overall income growth between 2009 and 2014.
Still, average incomes of the bottom 40 percent grew faster than their counterparts in the other five
Central American countries. Despite significant income growth, most individuals in the lower 40
percent of the income distribution in general continued being poor in 2014 with an average income
of USD 2.73 per person per day, around 23 percent lower than any one of their counterparts in
LAC, and one-fourth of the income of Nicaraguans in the top 60 percent of the income distribution.

Figure 2.3: Incomes grew considerably among those at the lower end of the income distribution
(a) Annualized growth rate of incomes in LAC, circa 2005-2009

BO AR HN UR BR PE DOM DR EC CR PA CH PY NI CO SV MX
(2] (2] (2] (2] (2] D (2] (2] (2] D ~ (2] (2] (2] o] (2] (o]
o o o o o o o o o o o o o o o o o
o o o o o o o o o o o o o o o o o
N N N N N N N N N N N N N N N N N
0o < S - G- - - - S - D - S - T - S
o o o o o o o o o o o o o o o o o
o o o o o o o o o o o o o o o o o
N N N N N N N N N N N N N N N N N
12
£ 10 -
c 8
S I l I I I
o
S 4 -—
3 2] 1 0 b
N A
T (2 1
>
= (g) 1
<6 ® Income growth bottom 40 percent — Average income growth
(b) Annualized growth rate of incomes in LAC, circa 2009-2014
PY EC BO BR CO UR PE CH NI PA SV DR AR CR MX HN
< < < < < < < ™ < < < (32} < < < <
— — - - — — — - - — — — - - — —
o o o o o o o o o o o o o o o o
N N N N N N N N N N N N N N N N
o o o o) o) o o o o) o) o o o S =) o
o o o o o o o o o o o o o — — o
o o o o o o o o o o o o o o o o
N N N N N N N N N N N N N N N N
[5)
g 9 ]
= ] —
5’1: _..-==-
g0 -
Tg () ] ® [ncome growth bottom 40 percent — Average income growth
Source: SEDLAC data (CEDLAS and the World Bank). See Box 2.1 for definitions.
4. Worryingly, income inequality increased slightly in the last five years, which stands

out as a risk going forward. The Gini coefficient, which is a standard indicator used to measure
inequality, decreased from 0.49 to 0.44 between 2005 and 2009 (Figure 2.4). This reduction was
more pronounced than the one observed in LAC as a whole, where inequality declined from 0.55
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to 0.53 between both years. However, the Gini increased slightly in Nicaragua in 2014, while it
continued falling—though at a slower pace—in the LAC region.

Figure 2.4: Income inequality has slightly increased in recent years
Gini coefficient in LAC and Nicaragua, 2005-2014
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Source: SEDLAC data (CEDLAS and the World Bank). See Box 2.1 for definitions.

Figure 2.5: Growth of incomes increased for the better off after 2009
Income growth incidence curve in Nicaragua, 2005-2009 and 2009-2014
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Source: SEDLAC data (CEDLAS and the World Bank). See Box 2.1 for definitions. The GIC shows the annualized
growth rate of per capita household income for every decile of the income distribution (Ravallion and Chen 2003).

5. Growing inequality stems from higher income growth among those who are better-
off. The growth incidence curve (GIC), which shows per capita income growth by deciles of the
income distribution, confirms that growth was more pro-poor before 2009 (Figure 2.5). Income
growth was positive at the lower end of the income distribution, while it was negative for those at
the top. This pro-poor growth was a key factor behind the fall of inequality between 2005 and
2009. However, the growth pattern changed after 2009. Even when income growth continued
being positive at the lower end of the income distribution, it switched from negative to positive
among the better off, which contributed to the increment of income inequality between 2009 and
2014. Chapter 4 analyzes in more detail the role that certain external and internal factors and policy
tools played on these observed income inequality levels and trends.
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6. What are the main forces behind the poverty reduction of the last ten years? To
analyze why poverty has decreased we rely on two decomposition exercises: (i) one that sheds
light on the relative contribution of labor and nonlabor incomes to poverty and growth along the
per capita income distribution; and (ii) another one that helps in understanding the relative
contribution of household income growth and changes in the income distribution to explain
changes in poverty.

Figure 2.6: Labor income has played an important role in poverty reduction
(a) Growth incidence curve by income source in Nicaragua, 2005-2009 and 2009-2014
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(b) Overall poverty reduction by income source in Nicaragua, 2005-2009 and 2009-2014
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Source: SEDLAC data (CEDLAS and the World Bank). Note: The vertical dashed-lines in panel a show the poverty
rate in the base year. The contribution of income sources to poverty reduction in panel b is based on a Shapley
Decomposition of poverty changes (Barros et al. 2006; Azevedo, Inchauste, and Sanfelice 2013).

7. Labor incomes have contributed the most to poverty reduction. Considering that labor
incomes represented 72 percent of total incomes at the bottom 40 percent of the income distribution
in 2005, changes in labor incomes are likely to have an impact on poverty and inequality reduction.
Figure 2.6 (panel a) decomposes the GIC into labor and nonlabor contribution to income growth.
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Since 2005, labor income has been the main force behind income growth among those below the
poverty line. Overall, higher labor incomes contributed to two-thirds of the poverty reduction
between 2005 and 2014 (Figure 2.6, panel b).%®

Figure 2.7: Agriculture accounts for about 80 percent of poverty reduction in rural areas
Sectoral decomposition of poverty changes in percentage points by areas in Nicaragua, 2005-2014
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Source: Own elaboration based on SEDLAC data (CEDLAS and the World Bank). Note: The figure shows the
Ravallion and Huppi (1991) sectoral decomposition of poverty changes. The intra-sectoral effect represents the
contribution of poverty changes within sectors of the economy, controlling for each sector’s initial population
shares. The population shift effect represents the amount of the original poverty change attributed to population
movements from one sector to another. The interaction effect arises from the correlation between both changes.
Agriculture includes agriculture, hunting and forestry, fishing, and mining and quarrying. Industry includes the
manufacturing sector and construction. Services include electricity; gas and water supply; wholesale and retail
trade; hotels and restaurants; transport; storage and communications; financial intermediation; real estate, renting
and business activities; public administration and defense; education; health and social work; other community,
social & personal services; activities of private households as employers; extraterritorial organizations; and bodies.

8. Nicaragua’s poverty reduction derives from higher earnings in the agricultural
sector. A decomposition of the contribution of every sector in the economy to poverty reduction
reveals that the increase in earnings in agriculture, together with the fact that most of the poor are
employed in this sector,* explains much of the decline in rural poverty in the country between
2005 and 2014. The incremental change in incomes in agriculture accounts for about 50 percent
of total poverty reduction at the national level and almost 80 percent in rural areas of the country
(Figure 2.7). That contribution responds mainly to increases in labor earnings rather than more
employment (Figure 2.6, panel b). The population shift between sectors explains less than 3
percent of poverty reduction between both years in rural areas, consistent with the low mobility
across sectors. The increase in world commaodity prices for agricultural products has likely played
an important role in the rise of earnings of the poorest segments of the agricultural sector and
reduction of poverty in rural areas.'® However, a cautionary note regarding the sustainability of

13 Labor income also contributed to about 80 percent of inequality reduction between 2005 and 2009. This contribution
was higher than for LAC, where labor income contributed to a reduction of 54 percent in inequality (Cord et al. 2016).
14 About 50 percent of the total poor obtained their incomes from the primary sector in 2005, compared to 22 percent
of the nonpoor population, and that sectoral compaosition remained fairly constant over the years.

15 A similar situation already happened in the past. Despite declines in productivity in agriculture, wages and
employment in the sector increased between 2001 and 2005. This increment in wages was the result of higher
agricultural terms of trade faced by farmers in rural areas (World Bank 2008, 2013, 2016; FIDEG 2015).
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price increments and the fragility of the gains in poverty reduction: while higher food prices have
likely favored earnings in agriculture in rural areas and poverty reduction, this could pose a risk if
prices decelerate in the years to come. In urban areas on the other hand, poverty reduction was
more evenly distributed, although the increase in earnings in services played a more prominent
role explaining about 55 percent of poverty reduction.

9. Nonlabor incomes played an increasingly more important role among the poorest
deciles of the income distribution. Approximately one-third of the growth of incomes of the less
well off in the last five years can be explained by nonlabor incomes. Overall, nonlabor incomes
contributed to less than one-fourth of overall poverty reduction between 2005 and 2014 (Figure
2.6, panel b). As such, the rest of this section discusses the role that some sources of nonlabor
income played in alleviating poverty: (i) migration and remittances; (ii) social protection
programs; and (iii) the demographic composition of the population.

10.  Migration grew considerably over the past 25 years. As of 2015, more than half a
million individuals have migrated from Nicaragua. About 45 percent of those migrants moved to
Costa Rica, while another 40 percent migrated to the US. Most migrants were males, aged 25—-40
years old, and from the Pacific and Central regions. The main motivation for migration was to
pursue employment opportunities: about 85 percent of those who lived abroad migrated due to
work and/or economic reasons. Men tend to migrate in order to work in agriculture, forestry, and
fishery, while women tend to work as maids and domestic help.t® In addition, returns to skills in
Nicaragua are lower than in many other LAC countries. Therefore, more and better education
might need to be translated into better paying jobs and higher returns to education abroad.'” As a
result of this, migrants tend to be more educated than the rest of the population: in 2014, over 50
percent of those living abroad had completed secondary education. However, skills levels differ
across countries of destination. The US, Spain, and Panama are the preferred destination among
relatively skilled migrants, while Costa Rica, the rest of Central America, and Mexico for the less
skilled. About half of those who migrated to Costa Rica have completed secondary education,
compared to over 80 percent of those who migrated to Panama, the US, and Spain.

11. Remittances contributed to some extent to improving the welfare of the less well off.
Remittance inflows have considerably increased since the mid-nineties from about USD 75 million
(1.8 percent of GDP) in 1995 to about USD 1.1 billion (9.7 percent of the GDP) in 2014.18 The
share of those who received remittances and were poor remained fairly constant since 2005 (Figure
2.8, panel b). Nevertheless, remittances have become more important among the poorest
households in the last ten years: in 2014, they represented about 20 percent of household income
of recipient families in the lowest decile, up from 10 percent in 2005 (Figure 2.8, panel a). Overall,
remittances had an impact on poverty: in 2014, general and extreme poverty would have been
about 10 percent and 15 percent higher without remittances, respectively.*

16 Tabitha Bonfert, Anna, Martha Jaén, Miriam Muller, and German Reyes (2016).

17 World Bank 2008.

18 More than half of remittances in 2016 originated in the US, while about 20 percent came from Costa Rica.

19 Fajnzylber and Lopez (2008) also found that remittances relaxed budget constraints and affected household
behavior, leading to better school enroliment for children 12-17 years old and health outcomes in Nicaragua.
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Figure 2.8: Remittances played a role in reducing poverty

(a) Average remittances by decile (as % of (b) Fraction of households who receive
household income), only among recipients remittances by decile
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Source: SEDLAC data (CEDLAS and the World Bank).

Knowledge Gap: What is the causal impact of remittances on well-being?

According to the analysis in this section, remittances might have improved individuals’ well-being, given
that overall poverty would have been 15 percent higher when excluding remittances from abroad.
However, these results are based on simulations and it is crucial to measure the causal impact of
migration and remittances on poverty, income inequality, and human capital.

12. Nicaragua has expanded the coverage of its social assistance programs, though they
are generally small and insufficiently targeted, limiting their impact on poverty. Unlike most
LAC countries, Nicaragua does not have a Conditional Cash Transfer (CCT). However, it currently
has about 46 social assistance programs whose beneficiaries are mainly children, women, the
elderly, and disabled.?’ As described in Chapter 4, most of these programs have low benefits and
are insufficiently targeted. There is no evidence of the effect of these programs on welfare as there
is no impact evaluation. However, simulations show that these programs had a modest impact on
poverty (Figure 2.9). Among beneficiaries, Programa Amor is associated with a poverty reduction
of 4.5 percentage points, while the rest of the programs by about 2 percentage points, with the
exception of Mochila Escolar that does not have any impact. A study by FUNIDES (2017) finds
that social programs altogether decreased overall income poverty by about 10 percent in 2014,
driven mainly by educational social programs (i.e., Vaso de leche, Merienda escolar, Mochila
escolar, zapatos escolares, Uniformes escolares, and Materiales didacticos).?

20 World Bank (2016b).
2L Calculations are based using income as the welfare measure and the official overall poverty line.
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Figure 2.9: Social assistance programs had a modest impact on consumption poverty
Simulation of the impact of programs on overall consumption poverty (using official measures) among
beneficiaries, 2014
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Source: World Bank (2016a).

Knowledge Gap: What is the causal impact of social assistance programs on poverty?

Results presented in Figure 2.9 are simulations, as they are not based on an experimental design. To the
best of our knowledge, no analysis has produced a rigorous impact evaluation in order to fully capture
the causal impact of these programs on poverty in Nicaragua. Understanding the drivers through which
programs reduce poverty and inequality is key for improving the design of these programs and increasing
their desirability by proving their effectiveness in improving the life of the less fortunate (World Bank
2016).

13.  The demographic composition of the population changed in Nicaragua, with a larger
share of working age population (aged 15-64), contributing to the reduction in poverty. With
roughly half of its population being 25 years old or younger and almost a third being under 14 in
2013 (down from 65 percent and 21 percent in 2003, respectively) and a median age of 23 years
(the fourth lowest in the region and among the 26 percent lowest in the world), Nicaragua’s
population is strikingly young. Moreover, fertility rates in Nicaragua more than halved in the last
55 years (Figure 2.10, panel a). The demographic transition experienced by Nicaragua has already
been reflected in a decreasing dependency ratio, defined as the ratio of dependents (individuals
younger than 15 or older than 64) to the working-age population, a measure of pressure on the
productive population (Figure 2.10, panel b). The dependency ratio almost halved in the last 25
years. Nicaragua moved from having among the highest dependency ratios in the region after
Paraguay and Dominican Republic in 1960 to having a ratio of dependents to the working-age
population equal to the regional average in 2014. Apart from its direct impact on economic growth
as described in Chapter 3, a lower dependency ratio also implies that every working-age adult now
has to take care of fewer young dependents, which is likely to end up having a direct impact on
reducing poverty rates through an improvement in per capita household income. As such, the lower
dependency ratio was associated with a 12 percent reduction of the overall poverty between 2005
and 2014 (Figure 2.6, panel b).
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Figure 2.10: Lower dependency ratios favored poverty reduction
(a) Fertility rates in LAC, 1960 vs. 2014
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Source: World Bank estimates from various sources including census reports, the United Nations Population
Division's World Population Prospects, and national statistical offices. Note: Total fertility rate in panel a
represents the number of children that would be born to a woman if she were to live to the end of her childbearing
years and bear children in accordance with age-specific fertility rates of the specified year. Data are shown as the
proportion of dependents per 100 working-age population.

14, Economic growth was also key for poverty reduction in recent years. Between 2005
and 2009, a one percent increase in GDP per capita was associated with a 1.7 percent reduction in
overall income poverty. In other words, growth-poverty elasticity was —1.7 in Nicaragua.?®> This
is an improvement with respect to the past: growth-poverty elasticity was —0.4 between 1993 and
2005.2% Income poverty remained equally responsive to economic growth in the 2009-2014 period
(Figure 2.11). This elasticity was higher than in many other Central American and LAC
countries—aggregate growth-poverty elasticities were —-0.2 and -1.7 between both years,
respectively.

22 Growth-poverty elasticity is defined as the ratio between the percent change in the poverty headcount and the percent
change of the GDP per capita in two moments in time.
23 World Bank (2008).
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Figure 2.11: Poverty has responded to economic growth in the last decade
Overall poverty elasticity to growth in Nicaragua and LAC, circa 2009-201
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Source: SEDLAC data (CEDLAS and the World Bank) and WDI. See Box 2.1 for definitions. The figure shows
income poverty-growth elasticities for all LAC countries for which data is available.

Figure 2.12: Recent poverty reduction was driven by income growth in Nicaragua
Contributions of growth and inequality to income poverty reduction in Nicaragua and LAC, 2005-2014
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Source: SEDLAC data (CEDLAS and the World Bank). Note: The figure shows the Datt and Ravallion (1992)
decomposition of poverty changes into a growth and a distribution component.

15.  Yet, changes in the income distribution have recently decreased the contribution of
growth to poverty reduction. A decomposition analysis helps to understand the relative
contribution of household income growth and income inequality to changes in poverty. Between
2005 and 2009, overall income poverty decreased by 4 percentage points driven mainly by a
reduction of income inequality (see Figure 2.12, panel a): poverty would have increased slightly
if inequality had not decreased. The situation was reversed after 2009 when poverty reduction was
mainly driven by economic growth. If income inequality had not increased, poverty would have
decreased an additional 1.6 percentage points between 2009 and 2014. This contrasts with results
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in LAC where both income growth and inequality reduction contributed to the decline of poverty
over the last decade (Figure 2.12, panel b).

2.2. Poverty remains high

16.  Despite recent social gains, the proportion of people living in poverty remains high.
Although poverty has fallen in recent years, roughly one-third of the population (about 1.7 million
Nicaraguans) still lived with a per capita consumption below the overall official poverty line in
2014 (Figure 2.1). Poverty is highly concentrated in rural areas: about half of rural Nicaraguans
were considered moderate poor that year, compared with about 15 percent of the urban population.
Of the 1.7 million poor, 1.2 million (about 70 percent) were living in rural areas.

Box 2.2: Indigenous people in Nicaragua

There is no recent census or household survey that reflects the indigenous population, with the latest from
2005. Nicaragua’s indigenous population was relatively low that year, with 6 percent of total population
(311,700 people) self-identifying as indigenous. As such, the proportion of indigenous people in Nicaragua
was significantly lower than other LAC countries, including Bolivia (41 percent in 2012), Guatemala (41
percent in 2002), Peru (25 percent in 2007), Mexico (15 percent in 2010), Panama (12 percent in 2010),
Honduras (8 percent in 2013), and Ecuador (7 percent in 2010). Indigenous households in Nicaragua tend
to have lower access to basic opportunities and services compared to nonindigenous groups in the country
and to indigenous households in other LAC countries. According to the census, 39 percent of indigenous
households had access to piped water—the lowest access in LAC and significantly lower compared to 65
percent of the nonindigenous in Nicaragua. Indigenous access to sanitation (10 percent) was also the lowest
in LAC and significantly lower than nonindigenous groups in the country (26 percent). As for electricity,
only 50 percent of indigenous households had access in 2005, once again significantly lower than non-
indigenous groups (70 percent).

Interestingly, human capital accumulation and employment tended to be similar between indigenous and
nonindigenous groups. For instance, less than 64 percent of the indigenous had less than primary education
against 57 percent of the non-indigenous and literacy was 70 percent among indigenous against 75 among
non-indigenous. Similarly, about 57 percent of the indigenous were employed, compared to 59 of the
nonindigenous. However, there were marked differences in terms of the type of employment: for instance,
about 51 percent of the indigenous were employed in the primary sector compared to 34 percent of the
nonindigenous.

Source: This box largely relies on most recent National Census tabulations from the 2015 World Bank report
"Indigenous Latin America in the twenty-first century: the first decade" and on the LAC Equity LAB. Note: The
indigenous population was estimated using self-identification. Creoles and mestizos are not included as indigenous.

17.  Assuch, Nicaragua remains among the poorest countries in LAC. Nicaragua had the
fourth highest proportion of individuals living with incomes lower than the regional USD 4 per
day poverty line in 2014 (Figure 2.13), only to be surpassed by Guatemala (where poverty
increased from 55 percent in 2006 to 60 percent in 2014), Honduras (where poverty was 56 percent
in 2014), and Haiti (87 percent in 2012). On the other end, the poverty rate in Costa Rica—the
country with the lowest poverty rate of Central America—was 12 percent in 2014, about one
quarter of the poverty rate in Nicaragua.

22




Figure 2.13: Nicaragua has one of the highest poverty rates in the region
Internationally comparable poverty in Nicaragua and in LAC at USD 4 per person per day, 2014
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Source: SEDLAC data (CEDLAS and the World Bank). See Box 2.1 for definitions.

18.  The country also ranks among the poorest countries based on nonmonetary poverty
measures. Poverty is a complex phenomenon as it is associated with many factors. To capture the
complexity of poverty, two recent studies®* use the Multidimensional Poverty Index (MPI) from
Alkire and Foster (2011). The MPI includes a number of equally-weighted dimensions—e.g.,
health, education, living standards—captured by a number of attributes considered to be relevant—
e.g., lack of access to proper sanitation and drinking water. Individuals deprived of a certain
attributes are considered multidimensionally poor. According to Duryea and Robles (2016),
Nicaragua was one of the poorest countries in LAC in 2014 when considering the MPI: more than
60 percent of Nicaraguans were multidimensionally poor, with four or more privations that year.?®

19. Consistent with the high levels of poverty, Nicaragua’s middle class is one of the
smallest in the region. Higher incomes have contributed to the growth of the middle class—
defined as the proportion of individuals with an income between USD 10-50 per day in 2005
PPP—during the last ten years. This group expanded from 11 percent in 2005 to 18 percent in
2014 (Figure 2.14, panel a). However, the share of this group in the total population was one of
the lowest in 2014, being only larger than the middle class in Honduras and Guatemala (12 percent
and 9 percent, respectively, see Figure 2.14, panel b).

24 Vakis et al. (2016) and Duryea and Robles (2016).
% The study does not consider Haiti.
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Figure 2.14: The middle class in Nicaragua remains one of the smallest groups in LAC

(a) Evolution of economic classes in Nicaragua, (b) Economic classes in LAC, 2014
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Source: SEDLAC data (CEDLAS and the World Bank). See Box 2.1 for definitions.

20.  The largest economic group consists of individuals who are not poor but remain at
risk of falling back into poverty if hit by shocks—i.e., “the vulnerable”. The vulnerable
group—those who have an income between USD 4 and USD 10 per day in 2005 PPP—grew from
34 percent in 2005 to 45 percent in 2014. The country has one of the largest vulnerable populations
in LAC, ranking fourth in terms of vulnerability.

Box 2.3: Mobility into and out of poverty in LAC

In order to measure intra-generational income mobility between two periods, and in the absence of actual
longitudinal data covering long periods of time, an innovative technique developed by Dang, Lanjouw,
Louto, and McKenzie (2014) was used to construct synthetic panels using two rounds of cross-sectional
micro data. Lower and upper bound estimates of income were obtained as lower and upper limits of true
per capita income mobility. Cruces et al. (2015) performed a wide range of sensitivity analysis and stress
tests in Nicaragua (and two other LAC countries) and confirmed the validity of the technique. Dang and
Lanjouw (2014) improved this technique by obtaining point estimates based on a parametric approach. In
this analysis, results from Vakis et al. (2016) who applied this parametric approach to all LAC countries
between 2004 and 2012 were updated. To obtain income mobility estimates using two cross-sectional
surveys, a per capita income model was estimated in the first round using a specification that includes only
time-invariant covariates. Parameter estimates from the same model were estimated in the second round of
the data and then plugged into the same time-invariant regressors in the first round to obtain an estimate of
the (unobserved) second period’s income for the same households surveyed in the first round. See Vakis et
al. (2016) for more detailed information on the methodology.

21. Despite recent poverty reduction, downward income mobility is particularly
worrying. Figure 2.15 presents the transition matrix of poverty status in Nicaragua and LAC for
the 2004-2014 period. The figure shows income mobility within generations by measuring
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movements into and out of poverty in all LAC countries for which micro data is available.?® As
explained earlier, Nicaragua experienced notable upward economic mobility during the last
decade: almost half of the initial poor in 2005 (48 percent) rose out of poverty by 2014 (Figure
2.15, panel a).?” However, upward income mobility was lower in Nicaragua than in LAC as a
whole: upward mobility out of poverty was almost 10 percentage points below LAC (57 percent)
during the last ten years (Figure 2.15, panel b). Moreover, about one in six nonpoor Nicaraguans
fell into poverty during the 2005-2014 period, in contrast with just one in ten nonpoor in LAC
(Figure 2.16). This result suggests a high vulnerability of the Nicaraguan population to falling into
poverty. Indeed, as already noted, the largest economic group in Nicaragua are the vulnerable.

Figure 2.15: Upward income mobility has been significant in Nicaragua in the last decade
(a) Poverty transition in Nicaragua, 2005-2014 (b) Poverty transition in LAC, circa 2004-2014

Destination (2014} Destination (2014)
r l 1 f * 1
Poor Nonpoor Poor Nonpoor
o Poor 28.0 26.3 o Poor 18.8 25.1
Origin (2005) Nonpoor 7.4 38.2 Origin (2004) Nonpoor 5.5 50.6

Source: Own calculations based on SEDLAC data (CEDLAS and the World Bank). Note: This figure presents the
decomposition of the population according to individual’s poverty status circa 2004 (2005 in Nicaragua) and 2014.
The sum of all cells adds up to 100 percent of the population. Figures were estimated using synthetic panels. See
Boxes 2.1 and 2.3 for definitions.

Figure 2.16: One in four nonpoor Nicaraguans fell into poverty during the last decade
Downward mobility into poverty (% of nonpoor in 2004 who moved into poverty in 2014)
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Source: Own calculations based on SEDLAC data (CEDLAS and the World Bank). Note: The figure shows the
percentage of the original nonpoor in 2004 who entered poverty in 2014, calculated as the ratio between the
percentage of nonpoor population in the first period who entered poverty in the second one and the percentage of
the nonpoor population in the first period (second row in Figure 2.15). See Boxes 2.1 and 2.2 for definitions.

% Given lack of panel data following individuals over time, the analysis is based on the construction of “synthetic
panels” applying an innovative technique that allows the use of cross-sectional data in all LAC countries to define the
poverty status of a household in two moments in time. For a detailed explanation, see Box 2.2 and Dang et al. (2014).
27 The percentage of the poor who left poverty is calculated as the ratio between the percentage of poor population in
the first period (the sum of the first row of each matrix) and the percentage of the poor who left poverty.
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22. Exposure to climatic shocks further exacerbates household vulnerability and poses
additional challenges for preventing individuals from falling into poverty. As highlighted in
Chapter 5, Nicaragua's geographical location makes it prone to high intensity climatic shocks.
Climatic shocks affect upward income mobility and tend to perpetuate poverty, which poses an
important challenge for Nicaragua given the size of its poor and vulnerable population. A recent
study shows that a drought in 1997-1998 and scarce rains in July 2004 increased the likelihood by
10 percent that poor households remain at the bottom of the distribution in Nicaragua.?® Exposure
to climate shocks can also have an impact on child development and perpetuate poverty across
generations through a reduction in human capital accumulation. For instance, children affected by
Hurricane Mitch in Nicaragua in 1998 were about 9 percentage points more likely to be
malnourished two years after the shock? and child labor was more prevalent as a result of the
storm in rural areas of the country.

23.  While progress has been made in all regions in Nicaragua, substantial regional
disparities persist within the country. Regional disparities in official poverty rates were
significant in 2014 (Figure 2.17). Poverty reduction between 2009 and 2014 was observed in all
regions of the country. However, declines in poverty were higher in regions with lower initial
poverty rates between 2009 and 2014. In terms of concentration, about half of the poor lived in the
Central region and roughly a quarter lived in the Caribbean region in 2014, with the other 25
percent distributed between Managua and the Pacific region. This higher concentration of poverty
in certain regions has important implications for poverty reduction going forward. As explained in
Chapter 5, many departments of the Central region are located in the Dry Corridor and therefore
highly exposed to hydro-meteorological events. Consequently, natural hazards and climate change
could eventually intensify poverty conditions in this particular region.

Figure 2.17: There is a high poverty heterogeneity across regions
Consumption-based poverty rate using the official overall poverty line, 2005-2014
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24.  The poor are more likely to be employed in the agricultural sector in rural areas and
therefore, more exposed to climatic shocks and natural disasters. Table 2.1 presents the
socioeconomic characteristics of Nicaraguans, which differ considerably between poor and

28 premand and Vakis (2010).
29 Baez and Santos (2007).
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nonpoor households. The table shows that the poor were more likely to live in a male-headed
household, have lower levels of human capital, and live in larger families with higher dependency
ratios of younger children in 2014. In addition, there are marked differences in income-generating
capacity: the poor were more likely to work in the agricultural sector in rural areas, while the
nonpoor were working in retail and services, mostly in urban areas. As described in Chapter 5,
increasing climate variability, droughts, and excessive rains are expected to have greater impact in
the agricultural sector in rural areas by reducing productivity due to loss of crops, ultimately
exacerbating poverty and vulnerability in Nicaragua.

Table 2.1: Poor and nonpoor have very different characteristics

Characteristics in 2014 Poor Nonpoor All
Household

Median monthly per capita income (2005 USD PPP) 79.8 220.1 1610
Number of household members 5.0 4.1 4.4
Proportion of members (Ages 0-14) 38.3 26.9 31.0
Proportion of members (Ages 15-24) 19.9 21.6 21.0
Proportion of members (Ages 25-65) 37.0 46.0 42.7
Proportion of members (Ages 66+) 4.8 5.6 5.3
Households without labor income (%) 7.4 5.7 6.2
Characteristics of the main earner

Average age 39.5 41.0 40.5
Average years of education 4.8 8.2 7.1
Female (%) 22.5 32.5 27.8
Proportion living in rural areas (%) 59.7 31.0 40.1
Employment Sector

Construction and utilities 6.2 10.7 95
Manufacturing 10.2 12.7 12.0
Primary sector 50.8 21.9 29.7
Retail 17.5 28.1 25.2
Services 15.3 26.6 235

Source: SEDLAC data (CEDLAS and the World Bank). Note: This table shows summary statistics according to the
poverty status of the individuals. Characteristics of the main earner refers to the household head of poor and nonpoor
households, respectively. The distribution of the employment sector was calculated on a subsample of employed
individuals (either poor or nonpoor), while household characteristics were calculated on all the individuals of the
household survey. See Box 2.1 for definitions.

Knowledge Gap: What is the poverty rate at a higher level of geographical disaggregation?

The 2014 EMNV is representative only at the level of the four regions: Central, Caribbean, Pacific, and
Managua. Figure 2.17 shows that there exists a high poverty heterogeneity within Nicaragua. Therefore,
it is crucial to estimate poverty measures at a higher level of geographical disaggregation to allow for
measuring poverty in geographical domains—within representative regions—that are relevant for
poverty diagnostic (e.g., municipalities in the Dry Corridor). Expanding evidence on interventions that
decrease poverty and inequality requires a greater investment in filling data gaps and increasing its
availability, improving data quality, and maintaining data comparability over time. The latest census
data and poverty maps are from 2005. Therefore, new census data is urgently needed to estimate poverty
at a higher level of geographical disaggregation. Annex 2 presents in more detail additional data gaps.
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2.3. Poverty is lower than in countries with similar incomes

25.  Although it remains high, the poverty rate is lower than that of the poorest
neighboring countries. Despite being among the poorest countries in LAC according to income-
based poverty measures, Nicaragua’s poverty rate was significantly lower than the poorest
countries in Central America, namely Guatemala and Honduras (Figure 2.1). About 36 percent of
Nicaraguans were poor in 2014, a poverty rate more than 30 percent lower than in the other two
countries.

26. A more egalitarian income distribution might explain why poverty is lower than in
other neighboring countries. Income inequality has negative consequences for poverty levels.
The poverty rate will increase each time a country moves from a given income distribution to a
more unequal one while preserving the same mean income. In other words, higher income
inequality will translate into a higher poverty rate for a given value of mean income.*® Figure 2.18
provides some evidence for LAC countries of the relationship between poverty and income (both
measured in 2005 PPP) at different levels of inequality in 2014. Two stylized facts emerge. First,
the figure shows a strong negative correlation between poverty and mean income: poverty is higher
at lower income levels.®! Second, inequality captured by the size of the circles®2 has a negative
impact on poverty at a given mean per capita income: smaller circles (lower inequality) tend to be
concentrated below the regression line, while bigger circles (higher inequality) are on or above the
line with few exceptions.

Figure 2.18: Higher income inequality translates into higher poverty at a given income
Income poverty ($4 poverty line in 2005 PPP), mean income (in 2005 PPP) and Gini coefficient in
LAC, circa 2014
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27. Nicaragua is one of the most egalitarian countries of LAC while its level of inequality
is high compared to the rest of the world. Income inequality in the country is relatively low if

30 De Ferranti et al. (2004).
31 Mean incomes explain 82 percent of the variability in poverty rates (R?= 0.82).
32 Circles are proportional to the inequality ranking based on the Gini coefficient.
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compared with other LAC and Central American countries (Figures 2.18 and 2.19). Nicaragua’s
Gini coefficient is the second lowest of Central America, just after EI Salvador and considerably
lower than LAC’s Gini. This relatively low inequality helps explain why the proportion of poor
Nicaraguans is lower than what could be expected for countries with similar development (hamely
the regression line in Figure 2.18). The low level of inequality might also have played a key role
in the reduction of poverty observed in Nicaragua in recent years, since countries with lower initial
inequality are generally better able to translate economic growth into higher rates of poverty
reduction.® Chapter 4 analyzes other potential factors that could have contributed to the relatively
low levels of income inequality in Nicaragua. It is worth clarifying that, despite having one of the
lowest Gini coefficient in LAC, at 0.47 the coefficient is hardly low by international standards, as
the country stands out as one of the most unequal in the world. A recent study shows that Nicaragua
is among the top 20 most economically unequal economies in the world out of 101 countries for
which inequality data are available.®*

Figure 2.19: Income inequality is one of the lowest in LAC
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33 Bourguignon (2003).

0.65

34 According to World Bank (2016c), eight LAC countries are among the tenth most unequal in the wo