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Summary

The suspension of $104 million in US aid has halted
Nicaragua's economic growth this year and reduces
expectations for future performance. The loss of US aid has
forced the government to slash spending, boost taxes, and
tighten domestic credits. While these measures have slowed
growth, they have not headed off a foreign exchange crisis. If
the full amount of US aid remains frozen, in our judgment, a
devaluation of the cordoba will be required in the next few
months, and Managua will find it impossible to meet IMF
targets at yearend. In addition, anti-US sentiment may grow in
some quarters. Release of half the aid would allow the
government to finish 1992 without further belt-tightening,
although IMF-mandated goals would still be diffﬁ:ult to reach.
Full disbursement would boost investor confidence, allow

Managua to meet i gets, and permit some economic
growth next year.

This memorandum was prepared byL_d——I Office of African and
Latin American Analysis. Comments and quenes are welcome and may be
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Nicaragua began the year with high hopes for economic progress. Private and
government economists had forecast 3-to S-percent real economic growth, which would
have made 1992 the first year of economic expansion since 1983. In addition, the
Chamorro administration, in its proudest economic achievement, held inflation to an
annual rate of 2 percent for the first half of 1992, in contrast to 13,000 percent in 1990.
Although structural reforms had lagged, particularly in the state banking sector and in
privatiz|ing state enterprises, Managua's economic stabilization program appeared on

track.

The suspension of $104 million in US aid in May, however, disrupted the government's
plans. The US package represents almost 28 Elercent of Managua's budget of $370
million for 1992, In response, the Chamorro administration has been forced to cut
spending sharply, raise taxes, and grapple with growing pressures on the balance of

payments. As a result, public investment has plummeted, and we judge the Nicaraguan
economy will experience no growth this year. |

The US Aid Freeze in Perspective

The suspension of US aid has further strained an already-weak economy; even without
the freeze, the Nicaraguan economy had poor prospects for long-term growth.
Nicaragua has the highest per capita debt in the world and the lowest per capita GDP
in Latin America. The Chamorro administration inherited almost no foreign reserves,
an infrastructure devastated by years of mismanagement and war, and a tangle of
property ownership questions. Yet, after two years in power, the administration has
made no headway in establishing a stable property regime or in contending with
Sandinista-dominated and statist-oriented labor unions that cloud the business climate. -
Production of tradeable goods has stagnated; export eamings this year of about $280
million will be nearly identical to 1988 levels, leaving reserve levels totally dependent
on outside largesse. Finally, consistency and stability in economic policy could fail
victim to problems between Chamorro and the National Assembly in the next few

months.

Managua Tightens Its Belt

In light of the loss of US aid, the Nicaraguan government has taken a number of steps
designed to avoid missing critical IME targets, which would jeopardize next year's IMF
aid program and debt reducti ino i i
private sectors;

udgets of state enterprises, which
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account for more than 20 percent of GDP. In addition, the government has tightened
credit to the private sector--particularly to agriculture, which has received only half the
funding it received last year. |

Managua also has acted to increase revenues. President Chamorro announced in late
September that the value-added tax, which had been cut to 10 percent in February, would
be restored to its previous level of 15 percent. Moreover, Finance Minister Pereira has
said publicly that water and electricity hikes are being considered. The government

! See Annex A for selected economic indicators.
2 See Annex B for compliance with IMF targets.
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calculates that these measures will bring in an additional $40 million this year

Finally, the administration, despite labor opposition, is moving ahead with its
privatization program as a means of trimming expenses and boosting revenue. Press
reports indicate state rail and bus companies probably will be offered for sale shortly.

Even after taking these actions, Managua was able to meet IMF targets in September
only because the IMF showed leniency in measuring compliance with its guidelines.
Meeting the targets allowed Managua access to a small amount of IMF funds and
preserved the government's eligibility for other bilateral and multilateral assistance
programs. |

Balance of Payments Crunch Looming

Despite the measures already taken, pressure on the balance of payments is wog_gghing.\_

1quici rese ¢ COVEr only thrée weeks ¢

imports. Managua is planning to reprogram $50 million of project aid from non-US
donors into balance of payments support to ease the crunch. In addition, the gap between
the official and black-market exchange rates jumped to 10 percent by mid-October. The
government is spreading stories of US counterfeit currency appearing in the country in an
effort to discourage Nicaraguans from buying dollars. |

Both exports and imports are falling this year. We calculate that exports will drop from
$300 million to about $280 million, mostly due to the credit crunch and shortages of
imported agricultural inputs that have squeezed agricultural production. Cotton
production has been hit particularly hard, and next year's coffee harvest will suffer if the

credit shortage continues. We estimate that imports this year will drop by $50 million
from earlier projections to about $630 million.g

The following table provides our projections of what Nicaragua's balance of payments
would have been if the US aid had been disbursed on schedule and what it will be
without US aid:

Balance of Payments Projections, 1992

(in millions)
gsl ggllfseggfesjd Assuming No Aid
Current Account -$550 million -$520 million
Exports $300 million $280 million
Imports -$680 million -$630 million
Net Services/transfers -$170 million -$170 million
Capital Account $525 million $425 million
(including aid)
Change in Reserves  -$25 million -$95 million

3 Even if aid were resumed immediately, we believe at least 60 days would be required to fill new import
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Efforts to find alternative sources of foreign funding have been only partially successful.

President Chamorro's trip to northern Europe in October netted about $38 million in
additional aid for this year--some of it merely brou%ht forward from next year's account,

ubstantial additional contributions this year are unlikely.

What Next For Managua?

The Chamorro administration's policy options and economic prospects are evaluated
below under three scenarios:

-~ A continued withholding of all US aid.
-- The release of $50 million.
-- The release of the entire $100 million.

In each case, we assume that Nicaragua will continue to place high priority on meeting
IMF-mandated targets.

US aid remains frozen. To stave off a foreign exchange crisis, Man
to tighten monetary and fiscal policies further and almost certainly would be forced to
4V
While these measures would slow the drop in foreign exchan "

of fueling inflation and undermining agricultural production and exports next year.
Despite these measures, the Chamorro administration would have to hope for more
leniency from the IMF, since meeting some December targets would be all but
impossible without substantial, unexpected aid from other sources. |

Half of the US package is disbursed. A devaluation would sti i
but probabl i _v .. Although additional fiscal belt-
tightening would be required, there would be less impact on workers in state enterprises,
Restrictions on credit could be eased, and financial constraints on agricultural production
fiext year would not be as steep. Compliance with most IMF i
be within reach, although Managua still would probably be unable to amass adequate
international reserves. ‘

The entire US aid package is released. A devaluation could be postponed through next
year unless other factors continued to limit export growth. Managua would be able to
resume public investment to stimulate the economy. Credit to the agricultural sector
would be liberalized, and exports would probably rebound. The likely lifting of import
restrictions would boost private investment slightly, with some positive effect on
economic growth. The government probably would have little trouble meeting IMF
guidelines but might keep recent tax increases in effect anyway.

4 See Annex C for a matrix of the three scenarios. Abandoning IMF targets would provide short-term
payoffs but would quickly drain reserves, jeopardize international aid, and rekindle inflation. Althou gh
Sandinista Party chief Daniel Ortega in August proposed an altemative economic plan--calling for
revaluing the cordoba and lowering taxes--and agua is considering more
expansionary policies, we see no indication mal‘mmrmm_msﬁ would consider a radical

departure from the current program. | |
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No matter what the decision on aid, Managua will continue to face serious economic
challenges. Private sector confidence is still shaky because-of slow movement on
property reform, and investment is likely to remain inadequate even if all US aid is
disbursed., r narios, economi i i
and inflati ill jump-- = due to the tax
hikes and import restrictions already in place. | |

Implications for the United States

Although the suspension of US aid has had some beneficial results--such as encouraging
more rapid progress on the privatization of state enterprises—-itg i

W,Twhdmmm By undermining investment and export production,
1t has contributed to delaying economic recovery, and its effects will be felt for years.

Managua is unlikely to get sustained economic growth started in the near term without
substantial financial assistance from the United States or other foreign donors. |

Continued economic stagnation is likely to fuel public restiveness and could
further undercut the effectiveness of the Chamorro administration. Public
protests over the recent tax hikes suggest political pressures will mushroom if the
government takes additional austerity measures. A devaluation of the cordoba
would raise import prices, erode real wages, and provide a CONVENIenHT T
W&Eﬂ ministration. The opposition, led by National
sembly President Cesar, is certain to exploit the government's difficulties at
every opportunity. |

A prolonged suspension of aid could fan anti-US sentiment within the
government, the Army, and the public at large. Many agricultural producers, for
example, almost certainly will grumble about Washington's policies if they are
unable to obtain credit for spring planting, and workers may blame the aid freeze
for job layoffs at state enterprises. For his part, Sandinista Party chief Daniel
Ortega will continue his accusations of US indifference to the suffering of the
Nicaraguan people. | |
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Annex B
IMF TARGETS *

TARGET | SEPTEMBER

DECEMBER

COMMENT -

2. Limit on net domestic credits 615
to nonfinancial public sector

-760

No compliance problem.

4. Net international reserves $122

$1235

Made target in September;
likely to miss in December
unless US aid is released.

* Millions of cordobas. $ sign indicates millions of dollars.

NOTE: September targets were met when IMF relaxed compliance criterié. Without
at least $50 million in US aid, December compliance will be far short on both

net domestic assets and intemational reserves.

This table is classified




‘g|qissod

8¢ PINOM -- seyiy AlIouioe|e S8 Lons

-- S8SE8.3U} XB)} 8Uose|gnos Ajeonijod

sow eyl yum Sulfesp up Ayiqixel) pus
esi pjnom Bulpueds jusunseaul ejeig e

"$ye} Bulnjonysal
qep Bugenjioey Ageiey; ‘swinsel
PInoMm sjuswiesingsip UEO] [BlO1JO e

*Buises ypeso [einynonube yum ek
1XeU Aj}sopow 8sl pinom spodxy o

‘1884 1xeu deb epaiy
8y} uspim pinom Yolym ‘Ajeje|peut
peses eq pinom suolouses yoduw| ¢

“yesh [xeu Lmoib Jussied p-¢ o} pes)
Aoy pinom suonoises poduy
ou pue Buipusds eje)s u) sexiH @

“jeeh S|yl gD uo joaye oN »

] ‘wie} Jeely
8u Ul Ajexji| sevjy Xej Joypnj oN e

“18ek xeu

ejqissod Buipueds u; Sujsee swog e
‘pajuswejdw Apeele

sejoijod ey) o} sebusyo Jousw Auo e

“18ef ayj uj e}8] Jpun

epey} 1oaje Jou pinom seaud Jodxe
ueew pinom uopen(easp Buluodisoq e

‘suonousel Joduiy

@1eAes $$8| J0 asnesq ‘g66) Wl
fgymswios eseaioul pjnoo defb spes) eyl e

"Jio)jep s.48eA S|y} uj oBueyd oNe

"JeeA xeu ymoib jsepow
0} pes| pjnom Bupueds Juswjseau)
ejejs pue Buisee JIpaio B|gissod ®

“J28A 1Xeu Aje))] ymoib
ewos Yjim ‘JeeA siy) Jef) eq pinoss @

“Ajesijun sunojes Bupjueq teyund o

"Myl s)oeqIno Bupusds ejes Jeyung e

‘uojjenjeaep
© Jjo pjoy djey o} pue sjefie} 4|
jesus o} A 0} Suusiyby penunuon e

"oy sjoiu00 ebusyoxe ubleioqe
*8Wo9 o}
sieeh Auew Joj deb epe)) ey} esojp
lou pjnom Aiqeqoud nq seAgueou;
Hodxe epiaoid pjnom uolen|eAsde
"sjeep Buiojaies 1qep pue sjusesingsip
Ueo| [eloljo usiea.l pinom Jeqisoeq)

Ul JINT LM eouBldWiosuoU [eljuelode.

'$30BqING

iped [einynonbe Guinuguoo jo
2sNedeq [|e} pjnom JeeA eu spodxJe

"JOAQMOY ‘SUIPIM NOTJIp

{{eI8A0 1MOLIBU [ Joyep Juhodoe
UBLINY 2661 PUe NullYs pinom sUoduije

‘spodw)

paiainses pue ‘sexy e} ‘sino

Buipueds psnuguos Jo esneseq
€661 Ul Al@ylun 4o ul ymoly o

“reah sy jey) oq Aiqeqoud jim ©

Aoljod [eosiy

sjuswAed jo aouejeg

Uimoig 4au uo swayg

XUeyy S10843 pPIy

~

: RS,

JuewesINgsIg

lind

JuswesIngsig
uollliiN 0s$

azo0l4

Py
penuiuo)




