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1.  PREFACE AND EXECUTIVE SUMMARIES

The study was written by Adolfo Acevedo and Karin Kiblbock in the first half of 2010
and complemented with additional data and information in October 2010. It is based on
extensive desk research, various interviews conducted in October/November of 2009 with
experts, government representatives and representatives of external cooperation.

The aim of the study is to provide a better understanding of the budget process in Nicara-
gua and of the role of external cooperation within this process. A special focus is made on
the role of general budget support in this context, which started in Nicaragua in 2002 and
was finally phased out in 2010. The study also gives an overview of the evolution of public
income and expenditures since the 1990s.

The first two chapters provide a short introduction to the recent Nicaraguan political his-
tory and the importance of foreign assistance. The third chapter deals with the process of
implementing general budget support in Nicaragua and the political circumstances which
led to its gradual suspension. The next chapters give an overview of the budget process
and its legal basis in Nicaragua as well as over internal and external actors influencing this
process. The last chapter consists of an analysis of changes in budget revenue and spend-
ing from 1994-2009. Two appendices complement the main parts of the study. The first
describes the cooperation between Nicaragua and Venezuela, the second shares with the
reader some general observations on the role of budget support in Nicaragua.

The study was initiated and designed by OFSE in cooperation with the Austrian Development
Agency (ADA). The authors would like to thank all interviewees, for providing us with their
views and information. Special thanks go to Hubert Neuwirth from the Austrian Regional
Coordination Office for Development Cooperation for his valuable support for the research
in Nicaragua and beyond. We would also like to extend our thanks to his colleagues from the
Coordination Office for their friendly and supportive treatment in Nicaragua, and especially
to Christina Hoernicke for her extensive review of a previous draft. We are also indebted to
Gerhard Kovatsch from GEZA for the preparation of the research and his support in Nicaragua.
Moreover, we would like to thank Margit Scherb, Laura Leyser, Roswitha Kremser, Gottfried
Traxler and Robert Zeiner from ADA, Klaus Steiner and Michaela Ellmeier from the Federal
Ministry for European and International Affairs, Katharina Jochum and Clemens Koblbauer
from Dreikonigsaktion (DKA), Ole Overaas, Head of Norwegian Delegation in Nicaragua
and Geske Dijkstra, Erasmus University Rotterdam, for their insights and discussions, as well
as comments of previous drafts of the study. We would like to thank Justin Benton for his
enthusiasm and patience with the translation of parts of the study from Spanish to English.
Last but not least we would like to express our gratitude to Ingrid Pumpler and Alexandra
Eros from OFSE, not only for editing and layouting, but also for showing lots of patience,
humour and support within the process of finishing this study.

The usual disclaimer applies; this report does not reflect the policies or views of ADA nor the
Coordination Office of the Austrian Development Co-operation in Nicaragua. The opinions
expressed are those of the authors alone.

OFSE roirion 16 11



1.1.

12

Key Messages

In Nicaragua public financial management and the transparency of the budget
planning and execution have improved considerably with the support of the
international donor community. Details on public spending and income are avail-
able publicly, which also makes it easier for citizens to follow the implementation and
execution of the budget. However, opportunities for citizens to effectively influence
the formulation of the budget are still very limited. Moreover, certain spaces for
discussion with civil society actors have even been reduced in the last years.

Multilateral institutions, especially the IMF, are key actors in the budgeting
process, setting spending limits and defining objectives for the creation of inter-
national reserves, in addition to acting as advisors, e.g. for tax reforms. The IMF’s
performance criteria and recommendations have often limited the space for national
policy decisions, as seen by criteria to freeze the government’s payroll in real terms
or recommendations to amend certain laws. However, representatives of both the
Ministry of Finance and the Central Bank have shared the IMF's approach; dif-
ferences have arisen when IMF demands have represented potential political trouble
for the government, in other words, when the government felt that the IMF was
underestimating the political difficulties that it would face by implementing such
demands.

The marked prevalence of an approach aimed at fiscal consolidation, such as a low
inflation rate, the highest level of international reserves possible, and the payment
at all costs of the debt service, has pushed back the discussion on the structural
changes and transformations necessary to reach both fundamental medium- and
long-term development goals.

The Nicaraguan tax system is characterized by the prevalence of indirect taxes.
However, there has been an appreciable change in the country’s tax structure over
the past decade, as income taxes rose from 14% of overall tax revenues in 1995 to
30% in 2007. Nevertheless, there is still widespread preferential treatment through
a series of tax exemptions for several economic sectors, a structure which con-
tinues to favor big economic groups and contributes to the regressivity of the
Nicaraguan tax system. Estimates on this practice put the State’s lost tax revenue
at approximately 4.5% of Gross Domestic Product (GDP).

Important aid flows from Venezuela in the context of the Energy Cooperation Agree-
ment have increased the negotiating power of the Nicaraguan government vis a vis
the traditional donor community. However, as those flows are handled outside the
budget it is very difficult to monitor the use of the funds.

The introduction of Budget Support has, on one hand, contributed to an increase in
the transparency of Public Financial Management (PFM) and donor coordina-
tion. On the other hand however, with the change in government it became clear
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that there can be an important trade-off between the focus on good governance
and poverty reduction (Dijkstra/Grigsby 2010). Improving the country’s governance
seems to have been the most important objective for budget support, whereas not
all donors shared the same approach about good governance. However, not all ele-
ments of the good governance agenda are equally necessary for growth and poverty
reduction, although they may be objectives in themselves. This will be — along with
the broadening of the focus from social expenditure to the tax system — a key issue
to resolve for the future handling of budget support. The pressure for donors
to present success stories about new aid modalities circumvents a more genuine
and transparent debate about trade-offs and necessary reforms.

1.2. Short Executive Summary

Nicaragua is the second poorest country in Latin America and depends heavily on foreign
aid. However, while the total volume and per capita amount of foreign aid have remained
high in comparison to other partner countries, the proportion of aid to Gross Domestic
Product (GDP) has decreased significantly in the last 15 years.

In 2001, Enrique Bolafos succeeded President Aleman, who is listed as one of the World’s
Ten Most Corrupt Leaders of All Time by Transparency International. Following the elec-
tion, donors showed enthusiasm for supporting the new government, due in part to its
commitment to end corruption. The Bolafios administration implemented a new approach
to aid management and donor coordination three years before the adoption of the Paris
Declaration in 2005. As a result of these efforts, Nicaragua became a pilot case for the
implementation of the Paris Declaration principles. In 2002, the donor community began
discussing and disbursing sectoral and general budget support.

In 2007, the newly elected government of Daniel Ortega took a different approach towards
international cooperation, claiming that donors had gained too much influence over national
politics. At the same time, the Nicaraguan government (GoN) embarked on a very pragmatic
strategy in its relations with international financial institutions. Several events in 2007 and
2008 led to a progressive deterioration of the relationship between the GoN and the do-
nor community. Donors gradually began to suspend general budget support, particularly
after the alleged electoral fraud in municipal elections in November 2008. With the rising
political disagreement between the donor community and the GoN, the donor community
was unable to effectively coordinate its reaction and formulate a common response. The
so called Budget Support Group took over the chief responsibility of leading the political
dialogue with the government, transferring power and mandate of negotiations from the
overall donor coordination to a smaller group of donors. In 2008 and 2009, most donors
withdrew from general budget support. The Budget Support Group was officially dissolved in
May of 2010 when the Joint Financing Agreement expired. Notwithstanding, good relations
with the International Monetary Fund (IMF) and World Bank were maintained throughout
the entire period of 2008 and 2009, and loans from those institutions partially replaced
bilateral donor grants. These developments can be seen as problematic from an external
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debt point of view given the fact that Nicaragua had just begun to receive international
debt relief in 2001.

The International Monetary Fund has a decisive influence over the budgeting process,
as it establishes rigorous restrictions and limits on the global budget ceilings, as well as
foreign debt, internal debt and government payroll. Moreover, it established a financial
planning mechanism that separates the amounts required to meet the international reserve
accumulation target and the payment of the public debt service from the available budget
funds. In addition, they acted as a type of supraconstitutional power and determined the
operations of the constitutional powers: the National Assembly has frequently approved
laws and even restrictions on its own constitutional capacities, arguing against ‘jeopardiz-
ing’ the program with the IMF. The IMF has also had a strong influence on the changes to
tax legislation through its Fiscal Affairs Department. Over the past several years, the Inter-
American Development Bank (IDB) has been gaining greater influence over different levels
of the budget process. The IDB has also been the main investor in Public Financial Manage-
ment (PFM) reforms. The World Bank and IDB have significant influence, especially over
the policies of sector entities that are supported by sector loans and have thus influenced
the budget process, both in regards to the institutional priorities and in their investment
program. Bilateral donors have had an indirect influence on the budgeting process, as they
represent significant public investment program financial backers and thus influence the
structure of that sector. The establishment of sector roundtables in the context of provid-
ing sector budget support allowed for better dialogue and coordination between donors
and sector entities and helped advance the harmonization of systems and procedures. At
the same time, this dialogue increased donor influence over the sector budgeting process,
covering policies and sector priorities beyond the limits of individual projects supported by
each donor. The shift of bilateral donors to general budget support on the one hand provided
flexibility in terms of foreign aid funding allocation. On the other hand, it represented an
unprecedented strengthening of the force and levels of external conditionalities. Bilateral
donors incorporated IMF and World Bank conditionalities into their programs. In comparison
to the possibilities external actors have to influence the budget process and the forums they
have to do so, the possibilities for citizens and their organizations are very limited.

The national capacities for planning, programming, executing, auditing and evaluating
the budget, as well as its transparency, have improved considerably with support from the
donor community in the context of aid harmonization and budget support. As a result,
domestic accountability and the availability of information on the use of public funds for
citizens have also increased.

The budgeting process is established in the Political Constitution of the Republic, in the
Annual General Budget Law of the Republic (GBR) and in the Law of Financial Manage-
ment and Budget Regime, which establishes that all sources of revenue and all forms of
spending by state institutions must be represented in the budget. This can be seen as im-
portant progress, as previously a significant part of foreign aid to state institutions was not
reflected in the budget. The newest item is the Medium-Term Budget Framework (MTBF),
which provides information that was previously unavailable to the National Assembly and
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citizens. It covers various macroeconomic aggregates and the consolidated operations of
both the public sector and the principal government agencies, including public debt service
and external cooperation, in a revolving horizon of three years.

The Nicaraguan budget process begins when the GoN, along with the IMF staff, reaches
an agreement on the global macroeconomic projections for the following year. The preva-
lence of an approach aimed at ‘fiscal consolidation’, a low inflation rate, the highest level
of international reserves possible, and the payment at all costs of the debt service has
pushed back discussion on the structural changes and transformations necessary to reach
fundamental development goals. The second step in the budgeting process consists of the
definition of the budgetary policy and maximum spending limits for each agency by the
Ministry of Finance and Public Credit (MHCP). In the third step of the budget process, each
agency allocates the global limit of funds it has been assigned to each of its programs and
executive units. As a fourth step of the budgeting process, agencies and entities present
their budget proposals to the MHCP, which verifies their consistency with the budget policy.
The MHCP makes a final consolidation of sector budgets, integrating the Public Investment
Program for each institution and prepares the General Budget Project of the Republic to be
presented in the Economy Department and approved by the President of the Republic. The
General Budget Project must be sent to the National Assembly no later than October 15.

There is normally an IMF mission during the final phase of the Budget Project development
in September. Among other items, it reviews the compliance with fiscal limits and ceilings
for the current year and defines the following year’s limits, which correspond to the global
ceilings to which the Budget Project is subjected. The National Assembly’s approval of a
Budget Law consistent with the IMF program is usually the first fiscal performance criterion
of the program for the following year. As such, if the Assembly approves a budget that does
not adhere to these limits or ceilings, the program is immediately suspended.

The fifth step consists of the discussion and approval of the budget by the National As-
sembly. The National Assembly is entitled to modify the overall Budget Project, adjusting
the amounts allocated to the various entities and institutions, or modify the funding al-
location within such institutions. It may not however authorize spending that exceeds the
ceiling established by the Budget Project sent by the President, but it may simultaneously
create and establish the funds necessary to finance additional spending. Once the Annual
General Budget Law of the Republic has been approved, the President of the Republic will
proceed to issue and publish it in the Official Newspaper, as well as distribute the budget
to the different entities and agencies. When the budget period has ended on December
31 of each year, the MHCP must prepare the financial and fiscal settlement report of the
general budget and present it to the President of the Republic. The President must send
the settlement to the National Assembly and the General Comptroller’s Office no later than
March 31 of the new budget year.

Changes in budget revenue and spending: Between 1994 and 1998, one can observe
an extraordinarily low level of primary spending as a result of high foreign debt interest
payments and an extremely low level of tax revenues. From 1999, government spending
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was increased considerably (as part of the reconstruction efforts following Hurricane Mitch
in 1998) and financed mainly by an increase in the levels of foreign aid. In 2001 however,
tax revenues and foreign aid flows both decreased considerably.

At the end of 2001, President Enrique Bolafos was elected and Nicaragua began to receive
debt relief. The endorsement of a fiscal adjustment plan in 2002 was a prerequisite for
the IMF's Poverty Reduction and Growth Facility Program (PRGF). This adjustment process
has brought about both a significant increase in tax revenues and a restriction of the gov-
ernment’s primary spending. The program was marked by the need to face the growing
pressure of servicing the internal debt due to the banking crisis which increased internal
debt service exactly at the time that Nicaragua began to benefit from external debt relief.

During the first years of President Ortega‘s administration (2007-), the rise in tax revenues
continued. However, for the first time since 2001, tax revenue as a percentage of GDP fell
from 2007 to 2009, due to the effects of the global economic crisis. Social spending increased
significantly from 2006 to 2009. Nevertheless, the amount allocated to paying off public debt
is still extraordinarily high. One special trait of the period of President Ortega’s administration
is the provision of significant amounts of funds from the government of Venezuela, in the
framework of an Energy Cooperation Agreement. The funds from Venezuela amount to
more than half of the average total foreign aid the country had been receiving for each of
the previous 15 years. The objective of this cooperation is to increase the productive capacity
of Venezuela’s partner countries and to increase trade flows within the region. Given that
these funds are not registered in the budget and there are only very general reports about
it, there is no way to verify exactly how this aid is being used.

1.3. Long Executive Summary

1.3.1. Foreign Assistance and Budget Support in Nicaragua

Following only Haiti, Nicaragua is the second poorest country in Latin America and it depends
heavily on foreign aid. However, while the total volume and per capita amount of foreign
aid have remained high in comparison to other partner countries, the proportion of aid to
Gross Domestic Product (GDP) has decreased significantly in the last 15 years. Aid flows to
Nicaragua remain highly fragmented. In 2009, there were around 40 sources of external
aid and more than 400 official projects.

In 2001, Enrique Bolafos succeeded President Arnoldo Aleman, who is listed as one of the
World’s Ten Most Corrupt Leaders of All Time by Transparency International. Following the
election, donors were eager to support his government. This enthusiasm was based on
Bolafios’ commitment to end corruption, his previous involvement in public sector reforms
and his cooperative approach to partnerships. The Bolafios administration immediately
started to implement a new approach to aid management and enhance coordination with
and between donors, three years before the adoption of the Paris Declaration in 2005. As
a result of these efforts, Nicaragua became a pilot case for the implementation of the Paris
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Declaration principles, or what some authors call the ‘aid laboratory’. After the approval
of the second Poverty Reduction and Growth Facility (PRGF) by the International Monetary
Fund (IMF) in 2002, the donor community began discussing and disbursing sectoral and
general budget support. The coordinating body known as the Budget Support Group was
formed in 2003 and developed a Joint Financing Arrangement (JFA), which in mid-2005
was signed by nine donors and the Nicaraguan government.

The IMF plays a crucial role in establishing the macroeconomic framework for budget support
through its PRGF. The emergence of the General Budget Support Group — by providing flex-
ibility in terms of allocating funds to government prioritized ends — represented an unprec-
edented strengthening of the force and levels of the IMF and World Bank conditionalities,
thus leaving the country with weakened abilities to negotiate with multilateral agencies.
With the introduction of budget support, donors started to increasingly finance measures
to improve public financial management and budget transparency.

The Sandinista National Liberation Front (FSLN, for its initials in Spanish) won the 2006
elections. Even before Daniel Ortega assumed the presidency, skepticism towards his future
government was evident among at least some of the donor community. However, Ortega’s
commitment to macroeconomic stability and poverty reduction resulted in most donors
giving his government the benefit of the doubt. The Ortega government took a different
approach towards international cooperation than the previous administration, claiming
that donors had gained too much influence over national politics and — in reference to the
Paris Declaration — claimed that the government wanted to take the lead and exercise more
control over its strategies for development.

At the same time, and in spite of Ortega’s rhetoric, the Nicaraguan government (GoN)
embarked on a very pragmatic strategy in its relations with the International Financial Insti-
tutions, negotiating a tri-annual agreement with the IMF and following its macroeconomic
advice quite closely. The government also ratified Nicaragua’s participation in the Central
American Free Trade Agreement (CAFTA).

Simultaneously, the steps the government took to reduce the influence of the donor com-
munity led to a progressive deterioration of the relationship between the government and
the donor community, which had become accustomed to special privileges and treatment
from the previous administration. Moreover, due to a number of events in 2007 and 2008,
part of the donor community became increasingly skeptical of the government’s respect for
the so-called fundamental principles. Especially after the alleged electoral fraud in municipal
elections in November 2008, donors gradually began to suspend general budget support.
In addition, a widely discussed and much contended issue among the donor community
and some Non-Governmental Organizations (NGOs) is the fact that Nicaragua began to
receive large amounts of financial aid from Venezuela, funds that are administered outside
the budget and allegedly handled in a non-transparent way.

With the rising political disagreement between the donor community and the government
starting in 2007, the Budget Support Group had clearly taken over the chief responsibility
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of leading the political dialogue with the government, transferring power and mandate
of negotiations from the overall donor coordination to a smaller group of donors. Due to
different donor views regarding the political situation in Nicaragua, the donor community
was unable to effectively coordinate its reaction and formulate a common response. In
2008 and 2009, most donors withdrew from general budget support. The Budget Support
Group was officially dissolved in May 2010 when the Joint Financing Agreement expired
and was not renewed.

Notwithstanding, macroeconomic stability, and therefore good relations with the IMF and
World Bank, were maintained throughout the entire period of 2008 and 2009, and loans
from those institutions partially replaced bilateral donor grants. These developments can be
seen as problematic from an external debt point of view, given the fact that Nicaragua began
to receive debt relief under the Enhanced HIPC Initiative (Heavily Indebted Poor Countries
Initiative) in 2001 and under the MDRI Initiative (Multilateral Debt Relief Initiative) in 2006.

1.3.2. The Budgeting Process

The budgeting process is established in the Political Constitution of the Republic and, most
importantly, in the Annual General Budget Law of the Republic (GBR), as well as in the Law
of Financial Management and Budget Regime.

The President of the Republic has the exclusive legal power to develop the General Budget
Law and to present it to the National Assembly for approval. In turn, the National Assembly is
the only body with the legal capacity to modify or approve the Law on the General Budget.

The Law of Financial Management and Budget Regime (Law 550) establishes that all sources
of revenue and all forms of spending by state institutions must be represented in the Rev-
enue and Spending Budget, and that revenue must equal spending. This can be seen as
important progress, as previously, a significant part of foreign aid to state institutions was
not reflected in the budget; since many donors preferred to make direct disbursements to
institutions in bank accounts operating outside of the Treasury Single Account.

The newest item in Law 550 is the Medium-Term Budget Framework (MTBF, established in
2006), which provides important information that was previously unavailable to the National
Assembly and citizens. It covers various macroeconomic aggregates and the consolidated
operations of the public sector and principal government agencies, including public debt
service and external cooperation, in a revolving horizon of three years.

As they are independent bodies, the legislative, judicial and electoral branches, the General
Comptroller’s Office of the Republic and the national universities all have the authority to
define the total distribution of their budget allocations pursuant to their own criteria and
policies. Due to Nicaraguan law, 6% of the General Budget of the Republic (GBR) must be
allocated to universities, 4% to the judicial branch and 10% to municipalities.

Despite the requirements of Law 550, the GBR law follows a different structure. The basic
difference is that the spending budget includes neither the amortization of internal and
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foreign debt, nor the increase in government deposits into the Central Bank. This significantly
reduces the calculation base for the 6% of the General Budget that must be allocated to
universities and the 4% for the judicial power, which is incidentally the intended effect.

1.3.3. Actors Influencing the Budgeting Process

The International Monetary Fund has a decisive influence over the budget process, as it
establishes rigorous restrictions and limits on the global budget ceilings, as well as foreign
debt, internal debt and government payroll. Moreover, it established a financial planning
mechanism that separates the amounts required to meet the international reserve accumu-
lation target and the payment of the public debt service from the available budget funds.

The IMF has acted as a type of supraconstitutional power and determined the operations
of the constitutional powers: the National Assembly has frequently approved laws and
even restrictions on its own constitutional capacities, arguing against ‘jeopardizing’ the
program with the IMF. There have also been repeated attempts to place fiscal restrictions
on autonomous entities, such as universities and municipalities. For example, the IMF made
an effort to establish a conditionality for 2006 that would have implied a modification of
the Constitution, eliminating the autonomy of those bodies. This was ultimately rejected
by the National Assembly.

The IMF has also had a strong influence over the changes to tax legislation through its
Fiscal Affairs Department. Recently however, this influence has shifted largely to the Inter-
American Development Bank (IDB).

Multilateral Banks, the World Bank and IDB have significant influence, especially over the
policies of sector entities that are supported by sector loans and have thus influenced the
budget process, both in the institutional priorities and in their investment program. The IDB
share of the Public Investment Programs amounted to 50% in 2009.

In many cases, the sector policies created by various primary public entities have essentially
been determined by sector loans from the World Bank and the IDB. The MINED (Ministry
of Education), MINSA (Ministry of Health) and MTI (Ministry of Transport and Infrastructure)
policies, for example, were largely influenced by said sector loans.

The World Bank, in conjunction with the IMF, has also participated in establishing more
comprehensive conditionalities in terms of structural reforms that have either a direct or
indirect impact on the budget.

Over the past several years, the IDB has been gaining greater influence over different levels
of the budget process. The IDB has also been the main investor in public financial manage-
ment reforms. Currently, it is improving its own planning instruments in order to have better
control over the plausibility of Government of Nicaragua budget projections.

Bilateral donors have had an indirect influence on the budgeting process, insofar as they
represent significant Public Investment Program financial backers and thus influence the
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structure of that sector. However, it was only with the implementation of the Global and
Sector Roundtables in 2003 as a means for dialogue and coordination among donors and
authorities that they were able — until 2009 - to have greater input in the discussions on
both sector and global policies; these talks were previously under a quasi-exclusive monopoly
held by the multilateral financial agencies.

The shift of bilateral donors to general budget support on the one hand provided flexibility
in terms of foreign aid funding allocation. On the other hand it represented an unprec-
edented strengthening of the force and levels of external conditionalities. Bilateral donors
incorporated IMF and World Bank conditionalities into their programs, thereby weakening
the country’s abilities to negotiate with multilateral agencies.

Compared to the possibilities external actors have to influence the budget process and the
forums they have to do so, the possibilities for citizens and their organizations are much
more limited.

Until 2005, there was a formal budget consultation process within the CONPES (National
Council for Economic and Social Policy). The Assembly is generally open to a similar process
as well, but the possibilities to make substantial changes to the process and its guidelines
are very few. What is ultimately effective for budget approval and discussion is political
confrontation and negotiation.

Some organized groups, such as transportation companies, have had the strength and
ability to make relatively significant modifications to the budget. Large economic groups
have never shown much interest in participating in the actual budgeting process itself, ex-
cept when it comes to the matter of the internal debt payment or modifications to the tax
system. In the latter case, so far they have played a decisive role in the ultimate definition
of such modifications.

Perhaps one of the most important means by which citizens and their organizations can
influence public opinion is by participating and being proactive in national debates on the
primary tax and budget issues, discussions which occur through the media in the fields
relevant to their interests and aspirations.

1.3.4. Role of External Actors in Strengthening Public Financial
Management Capacities

The national capacities for planning, programming, executing, auditing and evaluating
the budget, as well as its transparency, have improved considerably with support from the
donor community in the context of aid harmonization and budget support. Since 2001,
the proportion of external funds channeled through the Single Treasury Account (CUT) has
risen significantly. As a result, domestic accountability and the availability of information on
the use of public funds for citizens have also increased. This is recognized and welcomed
by civil society representatives. However, there is also the perception that donors’ efforts to
improve those capacities were driven mainly by a concern to reduce their own fiduciary risks.
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1.3.5. Key Steps in the Nicaraguan Budgeting Process

The Nicaraguan budget process begins when the Government of Nicaragua, along with the
IMF staff, reaches an agreement on the global macroeconomic projections for the next year.
In this phase, the primary participants in the budget process are the Ministry of Finance, the
Central Bank and the IMF. This step is usually completed in the month of March.

It is important to note that the national technical teams and representatives of both the
Ministry of Finance and the Central Bank have shared the IMF’s approach; the actual differ-
ences have arisen when IMF demands have represented potential or political trouble for the
government, in other words, when the government felt that the IMF was underestimating
the political difficulties that it would face by implementing such demands.

The marked prevalence of an approach aimed at ‘fiscal consolidation’, a low inflation rate,
the highest level of international reserves possible, and the payment at all costs of the debt
service has pushed back the discussion on the structural changes and transformations nec-
essary to reach both fundamental medium- and long-term development goals. The global
ceiling for primary government spending is a residual. The government has in effect imposed
upon itself a new ‘macroeconomic’ responsibility — to transfer part of the available funds to
the Central Bank to support the accumulation of international monetary reserves. Normally,
international reserves are accumulated as a result of exportation surpluses or surpluses in
capital inflow from abroad. Nevertheless, in many developing countries this accumulation
is achieved by restricting the total funds the government has available for carrying out its
functions and responsibilities.

Another aspect of budget planning in which the IMF has had a significant influence has
been the management of government payroll. In the 1990s, one of the central axes of IMF
policy was the drastic reduction of public employees’ real wages, which was achieved by
establishing goals for reducing state employment and ‘freezing’ said wages in nominal terms.
From 2003-2005, there was a relative recovery process of real wages in the public sector,
primarily as a result of the demands of education and healthcare workers. This recovery
was made possible by the significant increase in tax revenue during this period. In response,
the IMF presented a new conditionality: the ‘freezing’ of the governmental nominal salaries
in real terms, meaning that they could only grow at a rate equal to the projected inflation
rate (so that they would remain constant, in real terms).

The second step in the Budgeting Process consists of the definition of the budgetary policy
and maximum spending limits for each agency by the Ministry of Finance and Public Credit
(MHCP). This is the official start of the budget process, or what could be called the ‘national’
part of the budget process. Nevertheless, the preparation of the Public Investment Program
(PIP) is the responsibility of the Public Investment Unit (PIU), a body which depends on the
Technical Secretariat of the Presidency (SECEP) and not the Ministry of Finance. This divides
the budget process in two: one part is prepared by the MHCP and the other by the PIU.

The SECEP determines the public investment policies and priorities, while the PIU prepares
the Public Investment Program, as based on the expected disbursements of donor funds
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and the global treasury fund limit in terms of compensation funds established in the budget
policy. The Public Investment Program continues to show evidence of being highly dependent
on foreign funds. In the last decade, an average of 75% of the Public Investment Program
has been financed by concessional loans and international aid donations. This high depen-
dency has made public investment largely influenced by donor supply, and not necessarily
influenced by the country’s requirements and priorities.

Significant distortions were also produced in terms of the economic classification of the
spending recorded in the General Budget of the Republic. Donors do not usually fund recur-
rent expenses such as wages and operational spending, but rather investment projects, and
thus the total spending from projects is classified as capital spending. However, a significant
part of the projects actually does fund wages (and other recurrent spending), which are
recorded as part of the government’s capital spending, thus limiting an understanding of
the true scope of the public sector’s nominal salaries and current savings.

In the third step of the budget process, each agency proceeds to allocate the global limit
or ceiling of funds it has been assigned to each of its programs and executive units. This
allocation must be consistent with the proposed goals and policies. When the medium-term
budget process was introduced, the sector entities began to develop a medium-term budget
projection process, in addition to the annual budget proposal. Nevertheless, in spite of the
efforts being made to tie goals and objectives to funding allocation, the budget period
currently continues to be defined by the incremental allocation of funds to institutions, as
compared to the budget amount decided the year before.

For many of the entities whose funding has essentially come from foreign aid projects, the
budget process has been largely determined by the budget programming and planning
process of the projects themselves: It was common for the funding available for institutions
to carry out one measure or another to depend not on the institution’s priorities, but rather
on the funds made available by the different projects. In many cases, sector policies from
several primary public entities have been determined by the sector loans from the World
Bank and the IDB, which are the sector’s largest lenders.

The establishment of Sector Roundtables allowed for better dialogue and coordination
between donors and sector entities, helped advance the harmonization of systems and
procedures, and provided an allocation of donor funds that is better aligned with the na-
tional priorities of the sector. At the same time, this dialogue increased donor influence on
the sector budgeting process insofar as it is rooted in the discussion of policies and sector
priorities that are beyond the limits of individual projects supported by each donor; never-
theless, it managed to somehow limit the quasi-monopoly that multilateral development
banks (mainly the World Bank) held in this field.

As a fourth step of the budgeting process, agencies and entities make their budget proposals
to the Ministry of Finance, which will verify their consistency with the budget policy, and with
the sector objectives, policies and goals in terms of the production of goods and services,
as well as ensure that they are technically and financially founded. Next is a dialogue and
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exchange between the sector entities and the Ministry of Finance, which involves a certain
negotiation process on allocations and ceilings.

The MHCP makes a final consolidation of sector budgets, integrating the Public Investment
Program for each institution and prepares the general budget project of the Republic to be
presented in the Economy Department and approved by the President of the Republic. The
general budget project must be sent to the National Assembly no later than October 15.

Based on the establishment of the National Council for Economic and Social Policy (CONPES),
as defined in the 1995 amendments to the Political Constitution, the practice of consulting
President-appointed representatives from different sectors was developed. Representatives
from the different business chambers, trade unions, civil society organizations and political
parties participated in the CONPES. However, the budget project for 2005 proved to be the
last one presented to CONPES for discussion.

There is normally an IMF mission in the final phase of budget project development in Sep-
tember. Among other items, it reviews the compliance with fiscal limits and ceilings for the
current year and defines the following year’s limits, which correspond to the global ceilings
to which the budget project is subjected.

The National Assembly’s approval of a Budget Law consistent with the IMF Program is usually
the first fiscal performance criterion of the program for the following year. As such, if the
Assembly approves a budget that does not adhere to these limits or ceilings, the program
is immediately suspended.

The fifth step consists of the discussion and approval of the budget by the National Assem-
bly. The National Assembly is entitled to modify the overall budget project, adjusting the
amounts allocated to the various entities and institutions, or modify the funding allocation
within such institutions. It may not however, authorize spending that exceeds the ceiling
established by the budget project sent by the President, but it may simultaneously create
and establish the funds necessary to finance additional spending.

During the administrations of Violeta Barrios and Arnoldo Aleman, modifications made to
the budget by the National Assembly were minimal and were limited to marginal transfers
of funds between institutions and the marginal reallocation of amounts between various
areas within institutions. However, during the administration of Enrique Bolanos, and in the
framework of the confrontations between the executive power and the majority parties in
the National Assembly that marked this period, the Assembly made significant adjustments
to the budget project, which ranged from modifying the national budget ceiling to alter-
ing fiscal limits and ceilings jointly established with the IMF, thus leading to the temporary
suspension of the IMF program.

Once the Annual General Budget Law of the Republic has been approved, the President of
the Republic will proceed to issue and publish it in La Gaceta, the official newspaper, and
will distribute the budget to the different entities and agencies. In turn, they must present
the monthly execution plan of the fiscal and financial annual budget to the Ministry of
Finance, as well as record it in the Financial Administration System (SIGFA).
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The Annual General Budget Law of the Republic may be modified in order to adjust the
revenue projections and/or spending limits to funding availability and needs. The Budget
Modification Law Project is prepared by the Ministry of Finance and Public Credit and must
be presented by the President of the Republic to the National Assembly for discussion and
approval.

Once the budget period has ended on December 31 of each year, the MHCP must prepare
the financial and fiscal settlement report of the general budget within a period of ninety
days as from that date and must present it to the President of the Republic. The President
must send the settlement and the balance sheet of the budget entities and agencies to
the National Assembly and the General Comptroller’s Office no later than March 31 of the
new budget year.

The emphasis is still placed much more on the financial execution of the budget and the
preservation of the global financial discipline than on the budget’s role as an instrument for
a budgeting, programming and planning process aimed at meeting development goals. An
assessment of the budget modifications is only made for IMF operations, and discussions
on the government and IMF operations are not reflected in these reports.

These discussions had previously been released because the IMF was authorized to publish
the program review reports prepared by the IMF staff for the Executive Board of Director’s
approval, reports which were based on the operations involving the review of Nicaragua.
Since 2007 however, these reports are no longer published.

Although Law 550 establishes that the National Assembly must approve or reject the budget
settlement report, since the passing of Law 550 the National Assembly has not exercised
this right.

1.3.6. Changes in Budget Revenue and Spending (and Deficit) for
1994-2009

Period I: Chamorro/Aleman Administrations 1994-1998

During this period, total government spending held steady at an average of 18.5% of GDP.
The government’s primary spending was at a very low level and at an average of 15.5%
of GDP, or only US$ 112.7 per resident. The extraordinarily low level of primary spending
can be explained by the fact that payment on the foreign debt’s interests was at 2.6% of
GDP - a figure close to the average amount of total public spending on education during
that period. Total debt service equaled an average of 4% of GDP. Another factor that kept
primary and social spending at such a low level was the extremely low average level of tax
revenues collected during the period. Tax revenues were at only 13.8% of GDP.

Economic policy was oriented towards maintaining low fiscal deficits — conditioned by the
IMF's programs — and entailed keeping per capita government spending at a bare mini-
mum. That is to say, not only did the conditions imposed by the IMF entail high short-term
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costs, but they also represented far-reaching mid- and long-term costs that will be difficult
to neutralize. One of the IMF’s most noteworthy policies for maintaining low levels of pri-
mary government spending was the freezing of government employees’ nominal salaries
and reducing the public workforce. As a result of this policy, the item corresponding to
‘expenditures on government payroll and salaries’ dropped from 30% of total govern-
ment spending in 1992 to just 17% of total government spending in 1997. The average
salary for workers in the public sector dropped from US$ 140 per month in 1992, a figure
equivalent to 74% of the average national salary, to just US$ 93 per month in 1997, only
54% of the average national salary. This period established the enormous salary gap that
today’s teachers, policemen and public healthcare workers, especially doctors and nurses,
are still forced to endure.

Period Il: Aleman/Post-Mitch Administration Period 1999-2001

As part of the reconstruction efforts undertaken in 1999 following Hurricane ‘Mitch’s’
devastation of the country in 1998, government spending was increased considerably, ris-
ing from 18.0% of GDP in 1998 to 22.9% of GDP just one year later. This increase in total
government spending was mainly financed by a significant increase in the levels of foreign
aid funds that were coming in to help ease the costs of rebuilding the country.

In 2000, total government spending rose to 23.6% of GDP while the fiscal deficit increased
to 4.8% of GDP. This was financed by even more concessional foreign loans that were con-
tracted for post-Mitch reconstruction work and with privatization revenues equal to 2.9%
of GDP. These high levels of spending could be sustained only by the high levels of foreign
aid coming into the country as support for post-Mitch reconstruction work, and provided
that tax revenues did not fall. In 2001 however, as a result of the economic slump caused
by the drop in international coffee prices, the increase in gas prices, the internal banking
crisis and the selective consumption tax’s exemption of certain goods, tax revenues did
fall from 15.1% of GDP in 2000 to 13.9% of GDP in 2001. At the same time, foreign aid
flows decreased from 3.8% in 2000 to 2.3% of GDP in 2001. At the end of 2001, a new
government was elected and headed by Enrique Bolafios; it was greatly welcomed by the
donor community.

Period lll: Bolafios Administration 2002-2006

This unsustainable increase of the fiscal deficit in 2001 led to the endorsement of a new
‘fiscal adjustment’ plan in 2002 by the government headed by Enrique Bolanos. It was a
‘prerequisite’ to setting up the IMF's Poverty Reduction and Growth Facility Program (PRGF).

This adjustment process, which is still in effect now, has brought about both a significant
increase in tax revenues and a limiting of the government’s primary spending. The overall
effects of the fiscal adjustment led to an important decrease in the budget deficit, dropping
from -7.5% of GDP in 2001 to -2.5% of GDP in 2002. The program undertaken with the
IMF in 2002 was marked by the need to face the growing pressure of servicing the internal
debt due to the banking crisis that led to the liquidation of the country’s four largest banks
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and which increased internal debt service exactly at the time when Nicaragua began to
benefit from external debt relief under the HIPC initiative. According to the provisions of the
HIPC Initiative, the money should have been used for poverty reduction spending — instead
of going up however, social spending actually went down.

In order to raise the funds necessary to pay off the internal debt service, the program with
the IMF entailed limiting the government’s primary spending, restructuring the tax system
— which led to a significant increase in tax revenues — and privatizing 51% of the public
telecommunications company.

In 2005, poverty reduction spending was increased due to the augmented transfers to the
Nicaraguan municipalities, the increase in payroll and the increase in the education and
healthcare budgets. Both laws were passed by the National Assembly, but violated the IMF’s
conditions. The IMF decided to suspend Nicaragua's program, claiming that Nicaragua would
suffer a decrease in international competitiveness, as it would lose its main ‘comparative
advantage in attracting investments’, which was the extremely low cost of Nicaraguan labor.

Nevertheless, when this period is analyzed in its entirety, it can be seen that in spite of eve-
rything else, the government was able to make improvements not only in public finances,
but also in social spending. However, when the level is compared to social spending levels
throughout the region or with the level of social spending actually required to accomplish
the basic goals for human capital and basic infrastructure, the level is still extremely low.
Had the focus been on increasing government spending from the very beginning, the 1990s
could have been a much more successful time for the country.

Period IV: The First Years of the Ortega Administration (2007-)

During the first years of the Ortega Administration, the rise in tax revenues continued —
increasing by 219.2 million US$ between 2006 and 2008. However, for the first time since
2001, tax revenue as a percentage of GDP fell from 2007 to 2009.

Social spending increased significantly from 2006 to 2009. This increase was compensated
primarily by the decrease in spending on government administration as well as by the
decrease of public debt servicing. However, the amount allocated to paying off the public
debt is still extraordinarily high and represents a significant opportunity cost in terms of
investments in human capital and basic infrastructure foregone.

One special trait of the period of President Ortega‘s administration is the provision of significant
amounts of funds (equivalent to almost 5% of GDP) from the Government of Venezuela in
the framework of an Energy Cooperation Agreement signed in 2007. The objective of this
cooperation is to increase the productive capacity of Venezuela’s partner countries and to
increase trade flows in the region. The agreement establishes that 50% of the petrol bill
with Venezuela has to be paid in cash: the other 50% becomes a concessional loan that
may be paid off within 25 years. Half of this loan is assumed by a joint venture between
the Venezuelan and Nicaraguan public oil companies (ALBANISA). The money is put into a
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fund (ALBA Fund) and used to finance infrastructure, social and other types of projects in
Nicaragua, which must be agreed upon with the Venezuelan counterpart.

According to the agreement, the other half of this loan would be assumed by the Republic
of Nicaragua. By law, this transaction would have to be incorporated into the General
Budget of the Republic. However, contrary to the agreement, this portion of the funds is
received by a private Nicaraguan entity (ALBA-CARUNA) and is registered as foreign direct
investment; it therefore does not appear in the national budget. Still, the main decisions
on the use the funds are made by the President of the Republic.

The funds from Venezuela amount to more than half of the average total foreign aid the
country had been receiving in each of the previous 15 years (570 million US$). Given that
this aid is not registered in the budget and there are only very general reports about it, there
is no way to verify exactly how this aid is being used.

1.3.7. The Nicaraguan Tax System

The Nicaraguan tax system is still characterized by the prevalence of indirect taxes. Never-
theless, when analyzing the performance of the tax system, one can note that there has
been an appreciable change in the country’s tax structure over the past 12 years as the tax
burden continued to increase.

The foremost trait of this development can be seen in the increased direct tax burden of
income taxes. A significant part of this increase in tax revenues has corresponded, from
2003 on, to the introduction of a 1% minimum payment on companies’ gross assets. This
minimum payment must be made even when companies declare a loss and was established
as an anti-tax evasion measure to combat the practice, previously carried out by some 60%
of companies, of systematically declaring losses year after year in order to avoid paying
income taxes. This type of ‘minimum payment’ system, however, leads to the replacement
of corporate income taxes.

The bulk of the increase in these tax revenues is due to the fact that the minimum amount
exempt from this tax was frozen in nominal terms between 1997 and 2009. As a result, when
adjusting nominal salaries for inflation over the years, more and more wage earners saw
their nominal income exceed this exemption amount and subsequently had to pay this tax.

Another important factor to consider is that the corporate income tax is characterized by a
very low effective rate due to the fact that it is commonly evaded and sidestepped through
special systems that grant a series of exemptions on a subjective basis; these are given mainly
to companies set up in free trade zones and to protected and/or promoted sectors, espe-
cially agriculture, mining, tourism and the construction of private hospitals. This widespread
preferential treatment favors the big economic groups. Estimates on this practice put the
state’s lost tax revenue at approximately 4.5% of GDP. Due to the power and influence of
the big corporate groups, no administration has dared to eliminate or restrict this generous
system of special treatment, exemptions and exonerations.
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1.3.8. Some Observations on the Role of Budget Support in Nicaragua

Budget support is expected to increase the impact of aid by enhancing ownership of the
partner countries’ own development strategies. Furthermore, the predictability of flows must
be increased and their volatility reduced. In Nicaragua however, budget support — especially
general budget support — has only fulfilled these expectations to a very small degree.

As experiences have shown in other countries, budget support can become a tool for med-
dling in national politics, seriously disturbing the execution of national policies. As bilateral
donors team up and harmonize their actions, possibly linking their conditions to the IMF's
conditions, budget support becomes an unprecedented concentration of power within the
donor community and national policy space, and decision-making on public spending can
be restricted by donors more than ever before, strongly contradicting the principle of owner-
ship. In the past, donor decisions would ‘only” affect bilateral projects and programs. Even
then, decisions to suspend those projects were not made easily. Today, a nation’s budget is
at stake and the situation can become even more unpredictable and unstable. However, the
pressure for donors to present success stories about new aid modalities may circumvent a
more genuine and transparent debate about trade-offs and necessary reforms.

The financial and economic crisis in 2009 reduced tax revenue and increased the govern-
ment's dependence on foreign inflows. These circumstances made the government much
more open to engaging in policy dialogue with donors. However, government officials
repeatedly expressed what could be called ‘recipient fatigue’, the impression that even if
strong and successful efforts are made to fulfill Performance Assesment Matrix (PAM) and
Public Financial Management (PFM) conditions, there is no predictability of the donors’
decisions. In several interviews, Nicaraguan government officials stated that under given
conditions, general budget support was not an acceptable aid modality.
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2. POLITICAL BACKGROUND

Even though Nicaragua qualified as an Lower Middle Income Country (LMIC) in 2006, it
remains the second poorest country in Latin America after Haiti. 46% of the population
lives below the poverty line'.

Figure 1:
GDP/Capita, in PPP (Power Purchasing Parity) in US$
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From 1936 to 1979, the country was ruled by several members of the Somoza family.
Control over the National Guard, as well as the legislative and judicial system, provided the
basis for a permanent dictatorship. In 1979, the Somoza regime was defeated after seven
years of popular resurrection. An important starting point was the devastating earthquake
of 1972 and the obvious misuse of international aid — funds went to making the Somoza
clan and its supporters even wealthier. The insurrection movement was led by the Sandinista
National Liberation Front (FSLN, for its initials in Spanish). After taking over the government,
the FSLN dramatically expanded health and education services, introduced an agrarian
reform, and nationalized the most important industrial and financial enterprises. In foreign
relations, what had previously been a close relationship with the USA was replaced by the
principle of non-alignment.
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In 1984, national elections were organized and the FSLN won by a large majority. From
the very beginning however, the FSLN government was faced with fierce international op-
position, especially by the US government, which imposed trade and financial embargoes
and obstructed loans from multilateral organizations. Moreover, from 1984 on, it financed
and trained the armed opposition to the Sandinista government, the group known as the
‘Contra’, which set off a devastating civil war. During the 1980s, Nicaragua accumulated
high levels of public debt — especially from then socialist and other European countries —
and a high dependence on foreign aid. In 1990, the fiscal and current account deficits had
reached 29% and 36% of Gross Domestic Product (GDP), respectively, and the external
debt stock was over 600% of GDP (World Bank 2008, Hinds 2010, Dijkstra/Grigsby 2010).

This problematic political situation resulted in declining output and rising inflation rates, as
well as a population that was both afraid and tired of the ongoing conflicts and fighting. As
a result, the FSLN lost the elections in 1990 — something that was completely unexpected
by the party —and a coalition of opposing parties (Unién Nacional Opositora — UNO) led by
Violeta Chamorro took over and led the government until 1995. The government liberal-
ized trade and the financial sector, and privatized formerly state owned enterprises, such
as banks and public utility companies. The country followed a strict IMF structural adjust-
ment program and has been closely scrutinized by the Bretton Wood institutions ever since.
Nevertheless, significant budget deficits, current account deficits and a high dependence
on foreign aid have remained.

In 1996, Arnoldo Aleman (Partido Liberal Constitucionalista — PLC) won the presidential
election and relations with the donor community began to deteriorate, due to blatant cor-
ruption scandals?. In 1997, aid flows decreased by 25%. However, the devastating effects
of Hurricane Mitch, which struck the region in October 1998, resulted in a rebound of
aid flows. Because of its huge external debt, Nicaragua qualified for the enhanced HIPC
Initiative in 1999, and even though the country was not on track with IMF conditionalities,
it was granted a ‘waiver’ because of the effects of the hurricane and ultimately reached
decision point in December 2000. This can also be attributed to the ‘Millennium Rush’, the
efforts of OECD countries — due in part to international public pressure — to grant at least
interim debt relief to as many countries as possible in 2000. In July 2001, the IMF decided
to implement a staff-monitored program with Nicaragua in order to provide legitimacy and
resources for the government, which can be seen as part of an effort to prevent the FSLN
from winning elections (Dijkstra/Grigsby 2010).
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Box 1:
'El Pacto’

Despite the overall opposition, the FSLN, led by Daniel Ortega, remained a major political
player and initiated a series of measures to set up its return to power.

In 1998, Ortega finalized what was called the ‘Pacto’ with President Aleman. It gave
the two political parties, the PLC and the FSLN, control over key public institutions:
nominations to the Supreme Court, the General Comptroller’s Office and the Supreme
Electoral Council were divided between the FSLN and PLC.

The pact also ensured that the outgoing president would remain in Parliament for
the following two periods, thereby earning himself immunity. This arrangement also
provided the candidate of the second strongest party with a seat in Parliament. In ad-
dition, at the beginning of 2000, the electoral threshold for small political parties to
enter parliament was increased, further perpetuating the dominance of the two major
political parties and effectively imposing obstacles to democratic political opposition.
As a final step, a constitutional reform was passed that lowered the percentage of
votes necessary to win a presidential election in the first round (i.e. without a second
round) from 45% to 40% (or to even 35% if the closest candidate’s percentage of
votes was at least 5% less).?

The fundamental nature of the pact between Ortega and Aleman was an effort to ensure
a bipartisan monopoly over the Nicaraguan political system, which is subsequently a
de facto breakdown of the Sandinista/anti-Sandinista polarization that had dominated
Nicaraguan politics since the civil war in the 1980s.

The rapprochement of Ortega and Aleman can also be seen as the fundamental cause
of the splits undergone by both the Conservative bloc (into the PLC and Alianza Liberal
NicaragUense — ALN) and the Sandinista bloc (the foundation of the Movimiento de
Renovation Sandinista — MRS) (Chamorro 2009).

In 2001 Enrigue Bolanos (PLC), who had served as Vice-President under the Aleméan govern-
ment, won the presidential election. One of his first measures was to begin an investigation
of the corruption of his predecessor. In August 2002, Aleman was sentenced to 20 years
in prison. Because of this decisive action, Bolafos gained popularity and the support of the
donor community. Nevertheless, he had underestimated the effects of this move within his
own party and ended up losing the support of the majority of his members of Parliament.
This internal conflict led to a division within the party and in the end, President Bolafos had
the support of only 5 members of Parliament out of 91, which made it nearly impossible
for him to effectively carry out any policies, especially when new legislation was necessary.
Due to significantly restrictive legislation on the creation of new parties, Bolafios initially
formed alliances with other parties and in 2005, the party formally split into the PLC (pro
Aleman) and the ‘Alianza Liberal Nacional (ALN)" (against Aleman).
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While Bolafios lost national political support, he maintained excellent relations with the
donor community. Dialogue on poverty reduction strategies was conducted primarily with
the donors. Efforts were also made to open up the process to civil society organizations
(CSOs), and dialogue with CSOs increased significantly during this period. Nevertheless, the
CSOs decried their participation as largely symbolic (Acevedo 2007).

Due to an internal banking crisis in 2001-2002, the fiscal deficit prior to grants increased to
almost 10% of GDP and represented a primary deficit of -2.8% after grants.* The banking
crisis quintupled Nicaragua’s domestic debt — from 408 million Cérdobas in 2000 to 2.282
billion Cérdobas in 2003 (32.3 million US$ to 151.1 million US$) — exactly when Nicaragua
had benefited from external debt relief. In the following years however, a series of tax re-
forms, improvements in administration and economic growth caused tax revenues to rise
continuously, going from 13% of GDP in 2001 to almost 18% of GDP in 2006. In 2004,
the fiscal deficit was 5% of GDP before grants, while in 2006 it was reduced to 3.7% of
GDP. This even resulted in a slight fiscal surplus after grants (European Commission 2009).

Table 1:
Composition of National Assembly 2002-2010

Seats after

Party/Party Alliance 20059506 | Conmtmarive SS'%%E’E? Moreh 2010

parties in 2005
lﬁlrsggengﬁ&dslﬂl\ls)ta de Liberacién 43 20 38 42
Partido Liberal Constitucional (PLC) 47 42 25 25
e e N E:
Movimiento Renovador 5 3
Sandinista (MRS)
Alianza por el Cambio (AC)
Bancada Azul y Blanco 4
Partido Conservador (PCN) 2
Total 92 91 92 92

Source: Konrad Adenauer Stiftung (2008), update by author

National elections were held in November 2006 and 75% of the people entitled to vote
participated, leading to a record turnout. Ortega was able to take advantage of the divi-
sion of the liberal parties and the above mentioned lowered threshold for election victory.
The ‘Nicaragua Unida Triunfa’ Alliance led by the FSLN won the election in the first round
with 38% of the votes. It is important to note that, contrary to the international media’s
analysis that Nicaragua has taken a turn to the left, Daniel Ortega won this election despite
having either the same percentage of votes or less than by which he had lost the elections
in 1990 (41%), 1996 (38%), and 2001 (42%) °. As a result, the FSLN had only 41% of the
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seats in the National Assembly (38 out of 92 delegates) and hence cannot pass new laws
without building alliances.

Apart from Daniel Ortega receiving 38% of the votes, the ALN won 29%, the PLC 26%
and the MRS 6%. If legislation had not been changed prior to the election, there would
have been a second round, and it is more than likely that the conservative parties would
have joined forces and won.

Box 2:
Contested Candidacy

The candidacy of Daniel Ortega for the FSLN had not been uncontested within his
own party, due to the fact that he had already unsuccessfully stood for national elec-
tion three times and because of dissension over the pact with Aleman. People with
differing opinions, such as Herty Lewites, the very popular former Mayor of Nicaragua
who had presented himself as a presidential candidate in FSLN internal elections, saw
themselves expulsed from the FSLN or decided to leave the Party. After his expulsion in
2005, Lewites joined forces with the Movimiento Renovador Sandinista (MRS — which
was founded by FSLN dissidents in 1995) and was a candidate for presidency. He died
of a heart attack four months before elections.

(1) 2005: 75% of people less than 2 US$/day, 43% of people less than 1 US$/day

(2) Aleman was placed on the list of the World's Ten Most Corrupt Leaders of All Time by Transparency
International.

(3) This change in legislation was what enabled Ortega to win the presidency in 2006 despite obtaining only
38% of the votes.

(4) This crisis cost Nicaragua almost 14% of its GDP and was financed mostly by deviating funds from HIPC
debt relief.

(5) This illustrates a significant difference from the victories of Hugo Chavez, Evo Morales and Rafael Correa,
each of whom won elections with over 50% of the votes.
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3. THE IMPORTANCE OF FOREIGN ASSISTANCE IN NICARAGUA'

3.1. Introduction

Nicaragua depends heavily on foreign aid. However, while the total volume (see Figure 2)
and the amount of foreign aid per capita has remained high in comparison to other partner
countries, the proportion of aid to Gross Domestic Product (GDP) was reduced significantly
—from 20.4% in 1994 to 9.3% in 2009 (see Figure 3). Of the 7.3 billion US$ of aid during
this period, around 48% were grants and 52% were loans.

Aid flowing to Nicaragua remains highly fragmented: In 2008, there were 39 sources of
external aid and more than 400 official projects (204 multilateral, 217 bilateral) (BCN 2009).
According to Mauricio Gomez, the Vice-Minister of Foreign Relations and Secretary for
Cooperation during the Bolafios administration, the Government of Nicaragua (GoN) had
to receive around 300 missions/year.

In the last several years, Nicaragua’s largest donor for the public sector has by far been
the Inter-American Development Bank (IDB), which in 2009 disbursed around 152 million
US$, almost doubling its volume from 2008 (88 million US$). Other important multilateral
donors are World Bank/International Development Association (IDA) with 67 million US$
in 2002 (2008: 28 million US$) and the International Monetary Fund (IMF) with 38 million
US$ (2008: 29 million US$).

Figure 2:
External Cooperation Flows, 1994-2009 in Million US$
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Figure 3:
External Cooperation Flows, 1994-2009 as a Percentage of GDP
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The largest bilateral donor in 2009 was Spain, which significantly increased its disbursement
in 2009 as compared to previous years (2008: 13 million US$), followed by the USA (23
million US$) and Germany (19 million US$).

A salient feature when analyzing Nicaraguan aid statistics between 2006 and 2009 is the
scaling down of aid by Switzerland and most Scandinavian countries, which used to be
among the largest bilateral donors.

Although the percentage of external aid in relation to GDP and the overall budget was
reduced significantly, large parts of the budget are still very dependent on aid. This is espe-
cially true for the public investment program, where 75% is still financed by foreign donors;
subsequently, public investment remains highly fragmented and rather supply-oriented.
Until 2001, most of the funds from foreign aid were not registered in the budget, but
rather directly transferred to the bank accounts of different institutions. In the last 9 years
however, significant progress in Public Financial Management (PFM) has led to improved
transparency and the increased manageability of foreign aid flows.
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Table 2:
External Aid for the Public Sector, 2006-2009 in Million US$

2006 2007 2008 2009

External Aid for the Public Sector

Loans 285.6 253.5 213.1 329.6
Donations 344.8 429.5 347.3 259.8
Total 630.4 683 560.4 589.4

Loans for the Public Sector

Bilateral 20.8 38.4 46.8 415
Multilateral 264.8 215.1 166.4 288.1
Total Loans 285.6 253.5 213.1 329.6

Donations for the Public Sector

Bilateral 250.5 296 281.8 212.5
Multilateral 94.3 133.5 65.5 473
Donations Total 344.8 429.5 347.3 259.8

Loans for the Public Sector in Million US$

2006 2007 2008 2009
Total 285.6 253.5 213.1 329.6
Bilateral 20.8 38.4 46.8 41.5
South Korea 5.2 8.6 3.5 19
Spain 5.9 20.6 25.1 18.9
Germany 8.7 7.7 0.1 2.7
China-Taiwan 1 1.6 18.1 0.8
Multilaterals 264.8 215.1 166.5 288.1
IDB 123.7 113.7 88.2 152.7
IDA 60.7 53.7 28.4 66.8
IMF 61.8 18.6 28.9 38
BCIE 9.6 4.8 3.8 15.8
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Donations for the Public Sector in Million US$

2006 2007 2008 2009
Total 344.8 429.5 347.3 259.8
Bilateral 250.5 296 281.8 212.5
Spain 4.2 9.8 12.9 73.3
USA 31.1 40.5 41.8 22.8
Germany 13.9 18.7 16.2 18.6
Japan 49.6 20.7 452 16.3
Netherlands 24.3 27.9 24.7 15.3
Sweden 28.5 30.2 23.8 15.1
Luxemburg 6.5 7.5 10.3 8.5
Canada 7 4.8 10.6 8.4
Denmark 34.1 333 32.6 8.3
China, Taiwan 6.3 17.7 19.8 5.8
Switzerland 17.5 15 13.7 5.6
Austria 3.9 3.7 2.5 5.1
Finland 14.5 18 11 3.7
Norway 4.2 16.1 8.7 3.2
South Korea 0.6 0 0.1 1.3
Iceland 0 0 1.3 1
UK 4.1 3.7 4.8 0
Venezuela 0 19.3 1.7 0
India 0 0 0.1 0
Fed. of Russia 0 5 0 0
Ireland 0.2 0 0 0
Italy 0 4.1 0 0
Multilateral 94.3 133.5 65.5 47.3
European Union 56.9 64.7 20.9 26.3
UNICEF 4.7 6.2 5.6 6.7
UNFPA 2.8 4 5 5.6
UNDP 8.2 4.7 4.5 2.4
GFATM 3.9 2 4.5 1.9
WHO 1.9 3.8 4.2 1.1
IDB 0.7 0.6 0.7 1
GEF 2.4 1.6 4.2 0.7
IDA 0 32.5 0 0.7
FAO 1.1 1 1.9 0.5
UNESCO 0 0 0.2 0.1
UNCDF 0 0 0 0.1
WFP 9.9 11.2 13.7 0.1
IAEO 0.6 0.6 0.1 0
BCIE 0 0 0 0
UNIDO 1 0.6 0 0
ILO 0.1 0 0 0
IOM 0.1 0 0 0
Source: Banco Central de Nicaragua 2010
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3.2. Foreign Aid Relations under President Bolafos (2002-2006)

Following the election of President Bolafios in 2001, donors were eager to support his
government based on its commitment to end corruption, Bolafos’ previous involvement in
public sector reforms and his cooperative approach to partnerships (IDS 2006).

The Bolafos administration’s efforts to implement a new approach to aid management and
to enhance coordination with and among donors began long before the adoption of the
Paris Declaration in 2005. In June 2002, the ‘First Forum on the Coordination of Interna-
tional Cooperation’ was organized, and in this context, the idea to create new coordination
mechanisms was proposed. In 2003, the Government of Nicaragua presented a framework
on how to improve the coordination and harmonization of the development aid funds. At the
Second Forum on Cooperation in 2003, several coordination mechanisms were established:
five sectoral roundtables (‘Mesas Sectoriales') — Health, Education, Infrastructure, Govern-
ance, Production and Competitiveness, respectively — as well as one ‘Regional Roundtable’
(Dpt. Rio San Juan) were introduced. In addition, a Global Roundtable (‘Mesa Global’) was
established to coordinate the overall dialogue on harmonization and alignment.? Another
element was the finalization of an agreement with the IMF under the newly designed Poverty
Reduction and Growth Facility (PRGF).

The improved government-donor relations led to the signing of several memorandum of
understandings and codes of conduct, as well as the establishment of Sector Wide Approaches
(SWAps) and new mechanisms for program support (e.g. common funds, delegated aid).

In August 2003, a National Development Plan (PND) was presented to donors. The PND was
a significant shift in the government’s poverty reduction strategy, moving away from the
initial focus on social expenditures for poverty reduction and towards sustained economic
growth through support to local development and productive clusters. In September 2004,
the operational version (PND-O) was launched and the progress of the sectoral roundtables
was evaluated.

At the end of 2004, the government, working together with the donor community, prepared
a ‘National Action Plan for the Harmonization and Alignment of External Cooperation in
Nicaragua’. This plan was agreed upon at the Fifth Forum on Coordination in 2006 and
approved as the second generation Poverty Reduction Strategy Paper (PRSP) by the World
Bank Board in February 2006.

As a result of all of these efforts, Nicaragua became a pilot country for the implementation
of the Paris Declaration principles, or what some authors call the ‘aid laboratory’ (Schulz
2007, Clarke 2007). Within OECD/DAC, Nicaragua was chosen to perform a ‘Joint Country
Learning Assessment’ (JCLA) which aimed to provide an evaluation of advances in harmoniza-
tion and alignment and to identify future measures needed to enhance donor coordination
(European Commission 2009).

38 OFSE o 16



Moreover, Nicaragua played a leading role in the coordination of countries associated with
OECD/DAC promoting harmonization and alignment. In October 2004, the government
organized the first meeting of like-minded countries in Managua, with the objective of
preparing a common position to be presented at the Second High Level Forum in February
2005 in Paris (Acevedo 2007).

Nicaragua was also selected to be included in the OECD’s evaluation of the initiative in 2006.
The evaluation concluded that Nicaragua was one of the countries that had advanced the
most in implementing the Paris Agenda (Acevedo 2007, World Bank 2008, SIDA 2009,
European Commission 2009).

3.3. Foreign Aid Relations under President Ortega (2007-)

The FSLN government took power in 2007. From the very beginning, it emphasized the
need for greater efforts to reduce poverty. One of the first steps in this direction was the
reestablishment of free education and free health care for all. A few months later, the GoN
began to implement a series of new programs to combat poverty and hunger, as well as
to improve the housing situation and living conditions, especially for the poor. These pro-
grams involved measures such as distributing animals to poor rural families and extending
micro-credit programs.

Ortega proclaimed a ‘'new model of democracy’ where ‘all the power would be given to the
people’ via more direct forms of democracy. The government established a new forum for
the community’s participation in public administration, the Citizen Power Councils (Consejos
de Poder Ciudadano — CPC). At the same time, political decision-making was centralized
and political power was concentrated in the hands of Daniel Ortega and his wife, who was
in charge of organizing the CPCs3. These councils have drawn a lot of criticism on both
the national and international level, as they are alleged to largely represent and favor party
affiliates by selecting them for the preferential provision of public services.

Even before Daniel Ortega assumed the presidency, skepticism towards his future govern-
ment was evident in at least part of the donor community. One of the elements which
generated concern, especially among the Scandinavian countries, was the FSLN’s approval
of a law (presented to the Parliament by the previous government and supported by almost
all political parties) that penalized therapeutic abortion by the end of 2006; this was done
to gain the support of the Catholic Church for the general elections in 2006. However,
Ortega’s commitment to macroeconomic stability and poverty reduction resulted in most
donors giving his government the benefit of the doubt.

The Ortega government took a different approach towards international cooperation than
the previous administration, claiming that donors had gained too much influence in national
politics and — in reference to the Paris Declaration — that the government wanted to take
the lead and exercise more appropriation over its strategies for development.
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Actually, communication problems between the new government and the traditional donors
had begun in 2007, a predicament that was evidenced by difficulties in establishing dialogue
and coordinating throughout most of the year. Due to major changes within the administra-
tion, the mechanisms for dialogue that had been installed with the previous government,
such as the Global Roundtable, were put on hold. According to an SIDA report, dialogue was
only held with a group of five donors at the beginning; these five were meant to represent
the donor community (SIDA 2009). The first meetings for the Global Roundtable and the
Budget Support Group took place in July 2007; these were, conventions that donors had
been waiting for in order to announce their commitments for 2008.

At the same time, and in spite of Ortega’s anti-imperialistic rhetoric, the Nicaraguan govern-
ment embarked on a very pragmatic strategy in its relations with the international finan-
cial institutions, approaching the IMF immediately after elections, negotiating a tri-annual
agreement and closely following its macroeconomic advice. The government also ratified
Nicaragua's participation in the Central American Free Trade Agreement (CAFTA) with the
United States.

A number of events in 2007 and 2008 led to a further deterioration of government — donor
relations. One such event was the de facto exclusion of two small political parties from
running in the municipal elections in November 2008. Another issue of concern was the
government’s intentions to tighten its control over national NGOs through stricter registra-
tion procedures and other requirements.

The November 2008 municipal elections turned into a kind of culmination point for tense
relations between donors and government, on the one hand, because the GoN did not
allow the usual international observation and, on the other hand, because of the Supreme
Electoral Council's ambiguous reaction to claims of electoral fraud expressed by different
social sectors. Different sectors of society demanded a recount of those elections, a claim
which was not conceded by the government.

As a reaction to having donors criticize some of his policies, Ortega made several contro-
versial statements about donor representatives operating in the country and ‘interfering
with internal affairs’.

During the United Nations General Assembly, which was held shortly after Hurricane Felix
had decimated the Atlantic North of Nicaragua in September 2007 and the President was
expected to demand international aid to face the devastating effects of the disaster, instead
of diplomatically asking for international support, the President lashed out at international
aid organizations, branding them colonialists and arguing that the amount of aid given to
developing countries was humiliating.

Those statements made in different contexts were perceived as aggressive and provocative
within the donor community and beyond, and contributed to the corrosion of the relation-
ship between the government and donors.
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In addition to this, a contended issue among the donor community is the fact that Nicaragua
began to receive large amounts of financial funding from Venezuela (185 million US$ in
2007, 461 million US$ in 2008, 442 million US$ in 2009) (BCN 2010). The amount received
(equivalent to around one third of the annual national budget) is defined as being mainly
private investments and hence not included in the general budget. For the same reason,
there is no discussion in Parliament and no clear public information is given about the use
of these funds — despite the Law of Access to Public Information enacted in late 2007.
Representatives of the Nicaraguan government sustain that the cooperation with Venezuela
is private — repeatedly comparing it to the US’s aid through the ‘Millennium Challenge Ac-
count’. They claim that the deal involves a partnership between Venezuelan and Nicaraguan
oil companies and what is known as the ALBA Fund (Fondo Alba) and assert that the money
is used for social spending and investments in infrastructure (details in Appendix).

As a whole, the current administration’s approach towards international cooperation was
interpreted by many donors as a general setback to their efforts and counteractive to the
achievements that had been made with the previous government.

(1) In the following sections figures used are from the Nicaraguan Central Bank and refer to aid for the Public
Sector in Nicaragua. As total official aid to Nicaragua is higher, these figures differ from OECD figures for
Official Development Assistance (ODA).

(2) These mechanisms were, with few exceptions, designed to facilitate dialogue between donors and the
government and did not include civil society (Acevedo 2007, 12).

(3) For details on CPCs see eg. Prado Ortiz (2008).
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4. BUDGET SUPPORT IN NICARAGUA

4.1. President Bolaiios: Nicaragua as a Pilot Case for Budget
Support

Because of the improved relationship with the Bolafios government and its willingness
to cooperate closely with the donor community, there was a growing consensus that the
highly earmarked, fragmented and supply-driven character of aid in Nicaragua was limiting
its effectiveness (European Commission 2009). After the approval of the second Poverty
Reduction and Growth Facility (PRGF) by the International Monetary Fund (IMF) in 2002,
the donor community began discussing sectoral and general budget support.

Box 3:
Budget Support

In 1996, the OECD Development Assistance Committee (OECD-DAC) published the
document ‘Shaping the 21st Century’ which contained six quantitative development
targets to be attained by 2015 (OECD 1996). The document contributed to the for-
mulation of the UN Millennium Development Goals.

The OECD'’s proposal was followed by the HIPC Il Initiative in 1999. The preparation of a
nationally owned Poverty Reduction Strategy Paper (PRSP) was made a precondition for
participation in HIPC Il and for being eligible for concessional loans of the International
Development Association (IDA).

This development marked a fundamental shift in the procedures of conditional lend-
ing, at least on a formal level. Instead of imposing individual conditionality, donors
were now expected to draw their conditionality from a nationally elaborated poverty
reduction strategy.

At the same time, the current system of development cooperation — with its wide variety
of donor requirements and processes of preparing, delivering, and monitoring — was
considered to generate high transaction costs and strain the resources of partner coun-
tries. In many instances, the donors’ practices did not match recipients’ development
priorities or systems, particularly in terms of budget, program, and project-planning
cycles, as well as public financial management systems (Knoll 2008).

The 2002 Monterrey Conference on Financing for Development and the 2003 Rome
High-Level Forum on Aid Harmonization made both ownership and good governance
central pillars for future development strategies. Furthermore, it was considered necessary
to harmonize donor procedures to reduce transactions costs for recipient countries and
to align donor programs with nationally owned development strategies, as manifest in
the Poverty Reduction Strategy Paper (PRSP) and similar documents.
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The OECD-DAC defines direct budget support as a method of financing a partner
country’'s budget through a transfer of resources from a donor to the partner govern-
ment’s national treasury. The resources are managed and spent according to national
budgetary regulations and priorities, using the government'’s allocation, acquisition
and accounting systems. This allows the government to assume responsibility over
prioritization, planning, and implementation processes (OECD 2006).

Direct support to central governments’ budgets or to specific sectors can offer a series
of advantages: With budget and aid delivery untied, funds can be allocated according to
national priorities — a substantive element of the ownership concept. Unlike project aid,
budget support concentrates on outcomes rather than outputs and makes the recipient
government responsible for prioritization, planning and implementation. While foreign
aid does not officially fund recurrent spending, but rather capital spending, budget
support is flexible enough to be used for the purposes considered appropriating by the
government, which include allocating these funds to items in recurrent expenditures
and to servicing the public debt (Knoll 2008).

Compared to other aid delivery instruments, donor harmonization is — at least in theory
— easier to achieve. Donors need only to agree on the conditionality, as well as the
reporting, review, monitoring and disbursement procedures. However, by establishing
harmonized conditions, the donor’s leverage and control over the process can be signifi-
cant, which can be contradictory to the objective of increased ownership (See Appendix).

The budget support program should be aligned with an operationalized version of the
PRSP, and therefore support to the government’s commitment to poverty reduction. In
addition, conditionality is expected to aim at macroeconomic stability for the attainment
of poverty reduction through enhanced economic growth.

In 2003, the Budget Support Group (BSG) was formed and served as the donor’s forum for
discussing and coordinating budget support. At its inception in 2003, it included Finland,
Germany, the Netherlands, Norway, Sweden, Switzerland, the United Kingdom (UK), the
European Commission (EC) and the World Bank, with rotating leadership. According to the
Joint Financing Agreement, the BSG would meet twice a year with representatives from
the relevant government institutions in the ‘Budget Support Work Group’ (BSWG), once in
May to evaluate the results of the previous year and once in September to confirm com-
mitments for the coming year.

The BSG elaborated a Joint Financing Arrangement (JFA) for budget support', which was
signed in mid-2005 by nine donors and the Nicaraguan government. Before signing the
JFA, Sweden (in 2002), the EC and the World Bank (both in 2004) had already begun to
disburse budget support — the EC allocating resources to the education sector (PAPSE) and
the World Bank providing a PRS-Loan (Acevedo 2007, European Commission 2009).
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Nevertheless, a number of large, influential donors (Japan, IDB, Spain, UNDP, USAID) contin-
ued to operate outside the JFA?, thus slowing the progress of harmonization and alignment
(European Commission 2009, Dijkstra/Grigsby 2010). Despite the fact that ‘observers’ were
allowed to attend BSG meetings until 2007, interviewed donors agree that the formation
of the BSG meant that BSG donors gained an edge in regards to information and influence
and that the importance of other coordinating mechanisms like the Global Roundtable was
gradually reduced.

The Joint Financing Agreement included a Performance Assessment Matrix (PAM), which
was defined as being a ‘matrix of selected key indicators and actions, drawn from the PRS,
which will be used for the assessment of the government’s efficient and effective use of
budget support’ (GoN/Donor Group 2005, 3).

The first PAM was divided into 5 topics, 32 themes, 40 objectives and 78 indicators. The
2006 GBS evaluation had already concluded that this was an ‘excessive number of indica-
tors’ and that the combination of the PAM with additional bilateral conditionalities made
the system even more complicated (IDS 2006, European Commission 2009). In interviews,
several donors stated that the PAM was actually working against the declared objectives of
harmonization, as evidenced by the use of an added donor wish-list instead of a selection
resulting from a common negotiation process with the government.

The IMF — despite being neither a member of the BSG nor a JFA signatory — plays a crucial
role in setting the macroeconomic framework for budget support through its PRGF Facil-
ity. In 2005, the IMF reference program was known as PRGF II; it was signed in 2002 with
conditionalities linked to the PRSP/ERCERP, macroeconomic stability and a number of key
reforms in the financial, public and legal sectors.

The emergence of the ‘general budget support’, although providing flexibility in terms of
foreign aid resource allocation to government-prioritized ends, represented an unprecedented
strengthening of the force and levels of the IMF’s conditionalities. It incorporated IMF con-
ditionality as well as loan conditionality in the World Bank's highly conditional attempt to
reduce poverty in the follow-up matrices, leaving the country with weakened abilities to
negotiate with multilateral agencies.

The Budget Support Group, apart from incorporating the IMF established performance
criteria into its follow-up matrix, has kept its own matrix of additional indicators.

Accompanying the introduction of budget support, donors increasingly began to finance
measures to improve public financial management (PFM) and budget transparency.

As a result, large portions of external aid were used for public administration. An important
part of donors’ strategies to strengthen PFM was to fund experts in different ministries.
However, this also contributed to an important distortion of salary schemes, as temporary
donor projects were used to finance governmental positions. At the end of each project,
these experts, who often had received salaries several times higher than those of normal
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staff, had to be absorbed as part of the permanent government payroll; this had to be done
without cutting their salaries in order to avoid violations of Nicaraguan labor law (Chapter
on Acquired Rights) (IMF 2006).

4.1.1. Growing Internal Difficulties in the Bolahos Government

While discussions on the JFA and budget support were progressing, the Bolanos government
was facing increasing political difficulties in Nicaragua. The National Assembly opposed the
reforms demanded by the IMF — which the government was willing to implement — and,
as a result, the country lost its ‘on track’ status in June 2005. This was why budget support
disbursements were suspended until a new IMF mission regularized the country’s status
(with a "Comfort Letter’) in September of the same year (European Commission 2009). The
decision to suspend budget support seems surprising at first given the healthy relations
between the government and the donor community. However, the suspension may also
have been intended to help the government ‘convince’ Parliament of the necessity to ap-
prove many of the required laws.

In 2006, the PAM indicators were reduced to 52. In the 2006 annual and mid-year meet-
ings, progress was noted in PFM as well as in the productive sector. However, many of the
social indicators had either not been met — for example, the primary school enrolment
rate actually decreased — or no information was available because of missing results from
the Census and Living Standards Measurement Survey (Dijkstra/Grigsby 2010). It became
increasingly clear that higher social spending had not resulted in improved social indicators;
the quality and effectiveness of social spending became a frequent topic in discussions
between donors and the government.

The results of the Living Standards Measurements Survey 2005 were not presented until
mid-2007, long after the elections at the end of 2006. The results of this survey finally made
it clear that poverty had actually risen during the Bolafios administration and that most
of the social indicators of the PAM had not been met — despite considerable growth rates
and high external funding. During this period, wealth had become even more concentrated
(Guimares/Avendaino 2008).

In 2006, three years after the creation of the Budget Support Group, 22% of the official
development aid was disbursed as budget and balance of payment support — as compared
to around 20% at the beginning of budget support. This very small increase indicates that
budget support was substituting balance of payments support, rather than supplementing
it (Acevedo 2007).
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4.2. Budget Support under the Ortega Government

As with general aid relations, discussions on budget support were marked by a transitional
period when the new government took over in 2007. However, once the mechanism of
the budget support system was ‘fully understood’, the Sandinista government ‘felt it was
almost an ideal cooperation mechanism as long as the donors did not interfere with the
priorities, politics and means used by the Government of Nicaragua’ (European Commission
2009, 140). There was an increased appropriation of the entire budget support process by
the new government.

The Government of Nicaragua drafted a new National Development Plan (Plan Nacional de
Desarrollo Humano — PNDH) (allegedly to satisfy donors’ demands for a new PRSP) and its
first version was presented in April 2008; its second, more detailed version was presented
in October of the same year. The second version also contained a new Performance Assess-
ment Matrix (PAM) that evidenced the new government’s desire to transform the PAM into
a manageable instrument. The new PAM contained four topics (macroeconomics and public
finance, governance and justice, productive sectors and social sectors), nineteen objectives
and twenty-eight indicators (European Commission 2009).

The PAM is monitored by Technical Working Groups, which are composed of technicians
from GoN and the donor community. According to the European Commission, the quality
of the statistics is appropriate for financial matters and infrastructures, but less reliable for
the social sectors. The quality of the Nicaraguan statistics is probably the best in Central
America, but is still considered very weak in sectors such as education and rural develop-
ment (European Commission 2009).

In interviews, several donor representatives stated that the simplified matrix was more
realistic than the first PAM from 2005. Government representatives also approved of the
matrix, but criticized the fact that there were still extra conditionalities imposed by donors.

The European Commission mentions in this context that the PAM indicators and targets do not
bind the donors since each of them signs its own financial agreement with the government
containing a proper list of conditions and targets. In this context, Nicaraguan government
officials repeatedly affirmed in interviews that the objectives of the Paris Declaration were
good in theory, but were not being put into practice by the donor community.

According to the European Commission, new conditions that have not been agreed upon
may appear and slow the disbursement process. This happened in 2008 when the govern-
ment was warned that a tranche of 10 million Euros would only be released when the
delayed financial agreements from other projects were signed (European Commission 2009).

The increased appropriation of budget support by the Ortega government can also be seen by
the inclusion of the line ministries in negotiations, the efforts to improve coordination between
Ministries and the strides taken to acknowledge the leading role of the Ministry of Finance
and Public Credit (MHCP). At the same time, the achievements obtained in terms of the PFM
proved to be sustainable, such as the System of Financial Administration, the National System
of Public Investment and the Medium-Term Expenditure Framework (PEM Consult 2009).
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An important measure taken by the new Government of Nicaragua was to consolidate the
public employment system by either dismissing or integrating the numerous consultants
who had been employed with donor funding. These employees often had much higher
than standard salaries and the Ministries were forced to integrate the workers after their
consultancy contracts expired. Those contracts had to be continued under the same condi-
tions and thereby completely distorted salary schemes. This was very costly and obviously
not conducive to motivating the regular work staff and its work. This practice is now viewed
as an error and serves as an important lesson (PEM Consult 2009).

However, the steps the government took to reduce the influence of the donor community
led — as already described above — to a progressive deterioration of the relationship between
the government and the donor community, which had become accustomed to special
privileges and treatment by the previous administration (European Commission 2009). In
addition, the donor community became increasingly skeptical of the government’s respect
for the fundamental principles.?

The disbursements agreed upon for 2007 were still transferred without major problems.
However, at the beginning of 2008, the donors insisted on having better dialogue with
the government on macroeconomic policy, transparency, accountability and human rights
in order to receive further support. ‘It is very important that we open up dialogue on these
topics with the government so that the disbursements are made before May’ (Pedro Alonso,
EU official in Revista Envio 12/2008). In a meeting held with the GoN in October 2008,
members of the Budget Support Group stated, 'With respect to compliance with the fun-
damental principles of budgetary support, there is growing concern over the issue of free
and fair elections and over recent tensions that have emerged in relation to the actions of
civil society.” (Revista Envio, 12/2008) They reiterated the fact that complying with these
basic principles was essential to the effectiveness of budget support.

4.2.1. Gradual Suspension of Budget Support

Sweden decided to pull out of general budget support in 2007, even before its decision to
end its cooperation with Nicaragua. It was followed by Germany and the UK. The Nether-
lands decided to suspend half of its budget support disbursements in September 2008. At
the same time, Finland decided to suspend its disbursements for 2008 and 2009.

Finally, the alleged fraud of the municipal elections led to the additional suspension of a
significant amount of budget support. The European Commission decided in December
2008 to suspend budget support disbursements for 2009; however, this also included
transfers that were already due in 2008 and should have been executed at the beginning
of 2009. Furthermore, Finland and the Netherlands suspended GBS for 2009. The EC's
decision was reaffirmed in March by the EC’s Directorate General for External Relations (DG
Relex), referring to the violation of ‘the right to free and just elections’. Increasing pressure
led Norway and Switzerland to not renew their general budget support at the beginning
of 2009. However, donors did not manage to reach an agreement on the demands to be
forwarded to the government in order to unfreeze budget support. Some BSG members,
particularly World Bank and IDB, were less concerned with the fundamental principles.
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The European Union disbursed 14.9 million US$ of the amount that had been suspended
in 2008 in return for the Government of Nicaragua agreeing to allow electoral observation
in the 2010 regional elections.

Meanwhile, macroeconomic stability and therefore good relations with the IMF and World
Bank were maintained throughout the entire period. The World Bank and IDB gave budget
support loans for the sum of 52 million US$ — in addition to the 40 million US$ already
promised. For the first time in its history, the IMF disbursed in 2009 35 million US$ as a
budget support loan for the program with Nicaragua.

Basically, after important cuts by some of the bilateral donors during 2008, in 2009 budget
support loans from multilateral institutions essentially replaced bilateral donor grants, which
kept a decreasing tendency in 2009 (see Table 3).

In 2009, general budget support from bilateral donors remained frozen. The Budget Support
Group was officially dissolved in May 2010, when the Joint Financing Agreement expired
and was not renewed. The members of the BSG will decide individually upon the use of
their respective funds (Confidencial 2010). Several donors shifted funds to sector budget
support, e.g. to health or education.

In June 2010, the GoN signed an agreement with the Government of Russia for a donation
of 10 million US$ of general budget support — which nevertheless represents a very small
fraction of the budget support lost by other bilateral donors.

Difficulties with the multilateral institutions arose in 2010 over, amongst other issues, the
announcement by President Ortega of a US$ 25 monthly payment to over 100,000 low
salary government employees at a celebration of International Workers’ Day. In Nicaragua,
many public employees, such as teachers or health personnel, suffer from very low wages
due to wage freezes from previous periods. The PRGF agreement that the GoN had signed
in 2007 included the stipulation that the public sector payroll had to be maintained in real
terms. Following this announcement, which was not agreed upon with the IMF, a meeting
with the IMF in May was postponed leading to a delay in Nicaragua receiving an IMF loan
disbursement of 36 million US$ and funds from the World Bank of 25 million US$ and
IDB of 42 million US$, which are both dependent on an agreement with the IMF (Nicanet,
May 2010). The GoN insisted that the funds for this monthly payment will not come from
the National Budget, but rather from Venezuela through ALBA. However, the government
finally agreed to create a special account in the Central Bank in order to guarantee this
payment. In September the agreement with the IMF was extended for 2 months until the
end of 2010 and negotiations continued in October 2010 to conclude the fourth and fifth
reviews of the PRGF agreement signed with the IMF in October 2007, with the intention
to extend the program until December 2011 (Confidencial & Nicanet, September 2010).
Civil society representatives claim that this monthly payment is not a permanent increase
of the salaries, registered in the national budget, but a kind of bonus somehow linked to
the government remaining in power.
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Table 3:
External Aid for the Public Sector — Share of Budget Support, 2006-2009
in Million US$

2006 2007 2008 2009
Total External Aid 630.3 683.0 560.4 589.4
Amount of which was GBS and BoP Support 194.5 194.1 60.7 133.4
Amount of which was grants n.a. 119.8 31.8 16.6
Amount of which was loans n.a. 74.3 28.9 116.8

Sources: Banco Central de Nicaragua 2009 & 2010

4.3. Role of the Budget Support Group in Donor Coordination

Since its creation, the Budget Support Group played a central role amongst the donor co-
ordination mechanisms, and some interviewed donors characterized it as being the most
important and powerful mechanism of all. The ‘Mesa Global’, the roundtable for traditional
donors and the Government of Nicaragua, was somehow sidelined by the BSG. Until 2007,
donor representatives whose countries did not engage in budget support were invited
to the BSG as observers, which often resulted in a duplication of efforts, as similar issues
were discussed twice with the government. As of 2007, observers are no longer admitted
to the BSG.

With the rising political disagreement between the donor community and the government
that started in 2007, the BSG has clearly taken over the chief responsibility of leading the
political dialogue with the government. Several donors stated that this was a problematic
development, given the fact that the power and mandate on negotiations were transferred
from the overall donor coordination to a smaller group of countries. Several donors said that
in their view, discussions within the BSG were too political and above all, dealt with issues
like abortion, CPCs, political parties, elections, etc., and ceased to monitor progress in terms
of poverty reduction and fulfillment of PAM. Moreover, they argued that the discussions
went well beyond the so called ‘Fundamental Principles’ and positions taken by different
donor representatives depended very much on their personal and political backgrounds and
opinions, and much less on objective criteria. The question of the limits for donor involve-
ment in national politics was repeatedly addressed in interviews.

(1) See: http://www.aidharmonization.org/download/255337/JFA_english__18-05-05_Firmado--2.pdf
(2) IDB joined at the end of 2007.

(3) Stated in the JFA preamble (commitment to international law and conflict prevention, respect for human
rights, democratic principles, including free and fair elections, the rule of law, independence of the judici-
ary, free, transparent and democratic processes, accountability and the fight against corruption, sound
macroeconomic policies and the commitment to poverty reduction). These principles are explicitly defined
as being above and beyond concerns raised about under-performance against indicators and targets
expressed in the JFA/PAM (JFA, article 6.3).
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5. THE BUDGETING PROCESS

5.1. The Legal Framework of the Budgeting Process and its
Participants

5.1.1. Political Constitution

The Political Constitution of the Republic establishes that the President of the Republic
has the exclusive legal capacity to ‘develop the Law on the General Budget of the Republic
and present it to the National Assembly for approval, as well as to both sanction and pub-
lish it once approved” (Article 113). In turn, the National Assembly is the only body with
the legal capacity to approve the Law on the General Budget of the Republic and must be
periodically informed of how it is being executed.

The National Assembly may modify the Budget Project sent by the President of the
Republic, adjusting the amounts allocated to the various entities and institutions, or it may
choose to modify the allocation of funding within such institutions. It may not however
authorize spending that exceeds the ceiling established by the Budget Project sent by the
President; it may only create and establish, at the same time, the funds to finance additional
spending (Article 112).

Modifications to the Budget Law required to increase or decrease budget credits, to
decrease revenue, or to transfer funds from one entity to another may only be approved
by the National Assembly (Article 112). This means that the Executive Power cannot make
such modifications without first receiving approval from the National Assembly.

As they are independent bodies, the Legislative, Judicial and Electoral Powers, the General
Comptroller Office of the Republic, and the universities have the authority to define
the total distribution of their budget allocations pursuant to their own criteria and policies.

Furthermore, the Political Constitution establishes that the General Comptroller Office
of the Republic, in its capacity as ‘governing agency of the Public Administration control
system and supervisor of goods and resources of the State’ (Article 154), has the responsi-
bility to carry out ‘the continued evaluation of how the General Budget of the Republic is
being managed’ (Article 155).

5.1.2. Important Laws

The Annual General Budget Law of the Republic referred to above specifies the an-
nual revenue and spending budgets, including the specific modifications passed by the
Assembly for the Budget Project sent by the Executive Power, and the sources of funding
for the deficit. It also establishes additional standards along with those set forth by the
Law of Financial Management and Budget Regime, such as standards for disbursements of
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budget transfers to municipalities and for other entities receiving Budget funds. According
to this law, the formulation, approval, and execution of the budget must be linked to the
National Development Plan, the Medium-Term Budget Framework (MTBF), and the Public
Investments Program, among other policy instruments (Filc/Scartascini 2010).

The Law of Financial Management and Budget Regime (Law 550) also clarifies and
defines which entities are included in the budgeting system sub-system, as well as the
responsibilities, functions and powers of each.

This law defines the General Budget Division of the Ministry of Finance as the ‘governing
agency’ of the budgeting sub-system. The other public entities and agencies, governed
by the budgeting system sub-system and listed in the General Budget of the Republic,
are categorized as ‘executive units’ of the orders and guidelines of the governing agency.

Through their General Financial Administrative Departments or agencies representing them,
the highest administrative authorities of the agencies and entities covered by law shall execute
the budgeting functions of their respective departments. In such capacity, strict adherence to
the stipulations of the Law of Financial Management and Budget Regime must be observed,
as well as other existing administrative regulations in terms of the development, execution,
control and evaluation of their respective budgets.

The Law of Financial Management and Budget Regime establishes that the Ministry of
Finance shall define the annual budget policy, pursuant to the government'’s economic
objectives, plans and programs.

The National Development Plan, the Economic-Financial Program (currently from the Pro-
gram with the IMF), the Medium-Term Budget Framework (prepared in concordance with
the medium-term macroeconomic and tax framework with the IMF), the Debt Policy and
the Public Investment Program shall be considered as basic elements for developing the
budget policy, and thus for the General Budget of the Republic, as well as for the invest-
ment account of the finalized budget period, for the budget executed and the budget
consolidated from the public sector for the current term, among others.

Furthermore, this law regulates the manner in which the General Budget of the Re-
public must be presented, including its content, structure, and appendices, as well as the
general procedures and phases for the budget’s development, execution and evaluation.
In terms of the budget’s structure, it must have two main headings and two appendices.

The first heading is for the General Provisions. The second is for the General Budget of the
Republic and includes the Revenue Budget and Spending Budget sections.

‘Article 18 — Revenue Budget. The revenue budget shall include estimates of all of the
funds received during the budget period, broken down into the following: Tax revenue,
non-tax revenue, income with a specific destination, personal revenue and asset manage-
ment revenue, financial revenue, privatization revenue, transfers, loans and donations.
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The revenue budget shall include estimated uncommitted stocks as of December 31 of the
current budget period.’

‘Article 19 - Spending Budget. The spending budget shall contain all of the expenditures
made for the budget period, regardless of their source of funding: Current spending, dif-
ferentiated be tween wage and remuneration items, capital spending, financial spending,
debt service, transfers, non-financial asset acquisitions, and transactions involving financial
assets and liabilities.”

As noted above, according to a Law 550 mandate in the Revenue Budget, all sources of
Budget revenue must be represented, including revenue from tax collections, foreign loans,
donations, issuance of new internal debt and privatization revenue. Al applications of such
sources of revenue must be reflected in the Spending Budget, such as: current spending,
including interest payments on public debt, capital spending, public debt amortization and
increase in government deposits in the Central Bank.

Given that it is essentially a term marked by funding sources and application, the amounts
in the Revenue and Spending Budgets must match, or agree with one another, as stipulated
by the Constitution (Article 112): ‘the General Budget of the Republic...shall determine the
spending limits for State agencies and shall demonstrate the various sources and destinations
of all revenue and spending, which must be in agreement with one another.’

Given that the total amounts of the Revenue and Spending Budgets are two sides of the
same budget (the sources and application of funds) and must therefore match, there would
be no difference whatsoever in determining which budget is the basis for calculating 6% for
universities and 4% for the Judicial Power, whether the Revenue or the Spending Budget.

Nevertheless, although the new Law of Financial Management and Budget Regime (Law
550) was approved, the Annual General Budget Law of the Republic (GBR) establishes
a structure for presenting the budget — Revenue, Spending, Deficit and Funding Needs
Budget — different than what is established by Law 550 — Revenue Budget establishing all
Revenue sources — including foreign loans, donations and emissions of new internal debt
— and Spending Budget reflecting the total use of such sources of Revenue, where both
amounts must match or ‘be in agreement’ with each other.

Furthermore, year after year, the annual General Budget Law of the Republic modifies Law
550 in this regard. In Article 14, the annual Law for 2010 states, ‘The structure of the An-
nual General Budget Law of the Republic shall be governed by the economic classification
of the Budget Balance Sheet for Revenue, Spending and Funding Needs.’

In the presentation of the GBR Law, the Revenue and Spending Budget amounts do not
match, and the difference is recorded as a budget deficit, which is funded by foreign loans
and donations, and with internal debt, net amortization of the internal debt and the increase
in available funds in the Central Bank.
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In the presentation established by the Law of Financial Management and Budget Regime,
on the other hand, both amounts, revenue and spending, must match, showing all sources
of budget revenue in the Revenue Budget, and all applications of such sources in the
Spending Budget.

The basic difference in terms of these financial implications lies in that the Spending Budget,
according to the GBR Law, includes only capital and current spending, but does not include
the amortization of the internal and foreign debt and the increase in government deposits
or available funds in the Central Bank. In other words, it does not include all spending, as
established by the Law of Financial Management and Budget Regime.

This significantly reduces the calculation base of 6% of the General Budget of the Republic
that must be allocated to universities, and 4% for the Judicial Power.

The fundamental reason for the Annual Budget Law to maintain a budget structure dif-
ferent from the structure established by the Law of Financial Management and Budget
Regime is a simple one: it restricts the calculation base for the constitutional allocations to
universities and Judicial Power.

In terms of the Appendices to the General Budget of the Republic established by Law 550,
the newest item is the Medium-Term Budget Framework (from the year 2006), which
shall include, for three years following the budget application:

a
b

¢) Fiscal and production goals for goods and services.

) Revenues by category.
)

Expenditures according to type of spending and agency.

d) Public investment program.
e) Planning for foreign disbursements, loans and donations.
f) Evolution of the public debt, pursuant to the debt policy.

g) Description of budget policies and criteria supported by projections and economic
and financial results.

At the same time, the MTBF provides important information previously unavailable to the
National Assembly and citizens, but that is nevertheless essential in evaluating the Budget
Project. This includes information on the macroeconomic basis supporting the budget,
information on the evolution of budget revenue and spending from prior terms, as well as
the disbursements of foreign funds and the public debt service.

Another significant accomplishment of the Law of Financial Management and Budget Regime
is that it establishes the obligation to record all international credit and donation operations
involving the government in the budget: ‘Article 54 — Revenue from Donations and Credit
Operations. International donations and credit operations shall adhere to the stipulations
in the respective agreements and/or international contracts, duly approved by the National
Assembly, which shall be reflected in the Annual General Budget Law of the Republic.’
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Previously, a significant part of foreign donations was not reflected in the budget, as the
donors frequently argued that they did not want their funds to be ‘penalized’ by the 6%
allocation to universities and 4% to the Judicial Power. As recognized by the World Bank’s
‘Public Expenditure Review' in December of 2001, ‘A significant motivation to sub-record
the expenditures, or to completely remove certain expenditures from the budget, is to
minimize budget fund allocation by Constitutional mandate.’

This way of thinking hardly contributed to budget transparency. A significant part of the
funds contributed by Foreign Aid under the Project modality was not recorded in the budget,
but rather direct disbursements were made to institutions in bank accounts operating
outside of the Treasury Single Account (CUT). ‘Donor approaches to support in Nicaragua
continue to be project-tied and in the form of direct disbursement (or in kind contributions)
to individual budgetary institutions to a large extent outside the Treasury Single Account
system. Budget institutions have limited incentive for disclosing these ‘off budget’ funds in
the preparation process since it may offset ‘on budget’ funds within a fixed budget ceiling’
(World Bank 2003).

Although the Law defines the General Budget Division as a governing body of the budget-
ing system sub-system, this governance is essentially methodological and technical, and it
is the Ministry of Finance, represented by the Minister, who defines the budget policy and
is able to make decisions on the process, subject of course to presidential approval.

In this sense, the law aims to strengthen the manner in which the ‘executive units’ are
methodologically and procedurally subjected to the General Budget Division, especially to
the budget restrictions and guidelines established by the Ministry of Finance and specifically
by the government’s Economic-Financial Program (essentially, the Program with the IMF).

This role, reinforced by the Ministry of Finance, tends to strengthen the ‘fiscal’ character
of the process and its aims to keep the fiscal deficit low, i.e. prioritizing the fiscal measures
included, under the limits and restrictions established with the IMF, more so than underpin-
ning the budget as an instrument for achieving development goals and objectives, which
would require a different approach in terms of the budget and its role.

The IMF plan’s intention to place such fiscal restrictions on all entities within the public sec-
tor is reflected in the primary intention found in the Financial Administration and Budget-
ing System proposal. It states the plan to subject municipalities and universities who have
financial and administrative autonomy as per constitutional mandate (and in the case of
municipalities, political autonomy as well) to this law so that they too must adhere to IMF
established restrictions, which were ultimately rejected by the National Assembly due to
their unconstitutional nature.

Autonomy of municipalities and universities implies that these entities develop and approve
their own budget according to their own priorities and policies.
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So as to clarify any doubts over the case of municipalities, the following Article was intro-
duced by the Association of Municipalities lobby:

‘Article 190 — Municipal System. The budgeting and financial system for local govern-
ments shall be governed by the Municipalities Law, the Municipal Budgeting System Law
and the Budgetary Transfer to Nicaraguan Municipalities Law, both for municipal tax funds
and for those transferred from the General Budget of the Republic or other sources. The
provisions herein shall be applicable provided that such laws and the principle of municipal
autonomy from the Political Constitution are not opposed or violated.”

The IMF even established a conditionality for 2006 concerning the development of a ‘pro-
posal to implement a Fiscal Responsibility Law’. This would modify the Constitution so as
to eliminate the autonomy of universities and municipal governments for the purpose of
ensuring strict adherence to the limits, policies and priorities outlined by the central govern-
ment, in compliance with the IMF.

This proposal was drawn up, though not implemented due to the IMF crisis when Brazil
and Argentina paid off their debts in advance, which triggered a chain reaction among
their primary middle income clients and produced a financial crisis and an unprecedented
loss of the IMF's power and influence; it has only recently begun to restore itself to the role
it had during the global economic crisis.

There was also an attempt to prohibit the National Assembly from modifying the items
related to payroll and payment of interest on the public debt in the Budget Project prepared
by the Executive Power, which was also rejected because it limited the constitutional pow-
ers of the Assembly.

5.2. Actors Influencing the Budgeting Process

5.2.1. External Actors

The budgeting process is either directly or indirectly influenced to varying degrees by other par-
ticipants, whose participation is not necessarily within the Nicaraguan legal framework.

More specifically, the International Monetary Fund (IMF) has had a decisive influence on
the budgeting process, establishing strict restrictions and limits on the global budget ceil-
ings and foreign debt, internal debt, government payroll, as well as establishing a financial
programming mechanism that begins by separating the amounts required in order to meet
the international reserve accumulation target and the payment of the public debt service
from the available budget funds.

The IMF has also had a strong influence on the changes in tax legislation through the Fiscal
Affairs Department at the IMF. Recently however, this influence has shifted largely to the
Inter-American Development Bank (IDB).
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The IMF has acted as a type of supranational and supraconstitutional power and determined
the proceedings of the constitutional powers: the National Assembly has frequently approved
laws and even restrictions on its constitutional capacities, arguing against ‘jeopardizing’ the
Program with the IMF.

Multilateral banks, the World Bank and the IDB have significant influence, especially over
the policies of sector entities that are supported by sector loans and have thus influenced
the budget process, both in the institutional priorities and in their investment program. The
IDB share of the Public Investment Programs amounted to 50% in 2009.

In many cases, the sector policies created by various primary public entities have essentially
been determined by the sector loans from the World Bank and the IDB, which are the sec-
tor’s big lenders. The MINED (Ministry of Education), MINSA (Ministry of Health) and MTI
(Ministry of Transport and Infrastructure) policies, for example, were largely influenced by
said sector loans. The sector policies, in compliance with these agencies, were in the project
documents associated with such loans.

The World Bank, in conjunction with the IMF, has also participated in establishing more
comprehensive conditionalities in terms of structural reforms that have either a direct or
indirect impact on the budget.

Over the past several years, the IDB has been gaining greater influence over different levels
of the budget process. Before each IMF mission to Nicaragua, a one day meeting between
the IMF and IDB is organized in which the program and conditionalities are jointly discussed
(Interview Rafaela Varela, IDB, October 2009). There are at least three meetings per year
with the Ministry of Finance.

The IDB has also been the main investor in Public Financial Management (PFM) reforms,
and together with the government, is trying to ‘make the budget more realistic’ (Interview
Rafaela Varela). The IDB is also improving its own planning instruments, the ‘Annual Opera-
tive Programs’ (POA), in order to have better control over budget projections — ‘to lead the
government to tell the truth’ (Rafaela Varela).

Bilateral donors have had an indirect influence on the budgeting process, insofar as they
represent significant Public Investment Program financial backers and thus influence the
structure of that sector. However, it was only with the implementation of the Global and
Sector Roundtables in 2003 as a means for dialogue and coordination among donors and
authorities that they were able to have greater input in the discussions on both sector and
global policies; these talks were previously under a quasi-exclusive monopoly held by the
multilateral financial agencies.

The shift of bilateral donors to general budget support, on the one hand provided flexibility
in terms of foreign aid funding allocation. On the other hand, it represented an unprec-
edented strengthening of the force and levels of external conditionalities. Bilateral donors
incorporated IMF and World Bank conditionalities into their programs, thereby weakening
the country’s abilities to negotiate with multilateral agencies.
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Box 4:
Role of External Actors in Strengthening PFM Capacities

The national capacities for planning, programming, executing, auditing and evaluating
the budget, as well as its transparency, have improved considerably with support from
the donor community in the context of aid harmonization and budget support. Since
2001, the proportion of external funds channeled through the Single Treasury Account
(Cuenta Unica del Tesoro — CUT) has increased significantly. As a result, domestic ac-
countability — e.g. the availability of information on the use of public funds for citizens
—also increased. This is recognized and welcomed by civil society representatives. How-
ever there is also the perception that donors’ efforts to improve those capacities were
mainly driven by a concern to reduce their own fiduciary risks, which were perceived
to be higher when using national accounts (Acevedo 2007). The Ortega government
expressed its commitment to carry on with these reforms, e.g. by preparing a medium-
term plan (2008-2012) for strengthening PFM — which was also part of the IMF's Poverty
Reduction and Growth Facility (PRGF) conditionality (Yaker 2009). Most of the plan’s
activities are funded by donors, such as IDB, World Bank and others.

Examples of other donor-supported efforts to strengthen national systems:

Implementation of a Medium-Term Expenditure Framework (MTEF) with the support
of USAID, Swiss Cooperation, Netherlands, the World Bank and IDB', among others.

Modernization of the System of Financial Administration (Sistema Integrado de Gestién
Financiera Administrative y de Auditoria — SIGFA) with the support of the World Bank,
Denmark, Netherlands, Sweden, among others. SIGFA has been used since 2005 for
programming, implementing and controlling public funding. It is generally considered
to deliver high quality information on the status of the usage of public funds. The
Economic Commission in the Parliament has direct access to the system.

Support for the system of public acquisitions, the lead donor of which is IDB, with the
objective of enhancing the transparency of acquisitions in the public sector.

Strengthening the internal control systems, with a focus on strengthening the internal
audit system. Budget audits started in 2005 with the support of IDB2. According to
Gutierrez, the costs for the 2009 audit are incorporated into the regular budget (In-
terview October 2009).

Support for the SETEC in order to aid in its planning, designing and implementing
the National Development Plan and the Poverty Reduction Startegy Paper (PRSP), also
financed by the IDB.

Strengthening the National System of Public Investment (SNIP) and improving the
monitoring of current expenses derived from those Investments, as well as the physi-
cal execution of investment projects®. Around 70% of the investment budget is still
externally — donor — financed.
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Development of information systems in order to monitor External Aid (SYSODA) and
NGO Aid (SYSONG).

However, several important challenges lie ahead. These include: strengthening the com-
prehensiveness and transparency of the budget; budget planning and results budgeting;
predictability and control in budget execution; accounting, recording and reporting;
and external scrutiny and auditing.

Sources: Acevedo 2007, Yaker 2009, Hinds 2010, interviews

5.2.2. Internal Actors

Compared to the possibilities external actors have to influence the budget process and the
forums they have to do so, the possibilities for citizens and their organizations are much
more limited.

Until 2005, there was a formal budget consultation process within the CONPES (National
Council for Economic and Social Policy). The Assembly is generally open to a similar process
as well, but the possibilities to make substantial changes to the process and its guidelines
are very few. What is ultimately effective for budget approval and discussion is political
confrontation and negotiation.

Some organized groups have had the strength and ability to make relatively significant
modifications to the budget.

For example, transportation companies went on strike, halting transportation and sub-
sequently freezing passenger bus rates in Managua, which were funded through a budget
subsidy. Education and health unions, which have also participated in national strikes, joined
opposing parties in the National Assembly and gained salary increases which modified the
budget ceilings set in conjunction with the IMF.

Large economic groups have never shown much interest in participating in the actual
budgeting process itself, perhaps because it primarily entails the distribution of budget scraps.
This is true unless the matter of the internal debt payment arises (and in this case, only the
groups directly involved have taken action) and when there is discussion of modifying the
tax system. In the latter case, they have played a decisive role in the ultimate definition of
such modifications up until now.

Perhaps one of the most important means by which citizens and their organizations can
influence public opinion is by participating and being proactive in national debate on the
primary tax and budget issues, discussions which occur through media in the fields relevant
to their interests and aspirations. This is due to the fact that the so-called decision makers
usually pay much more attention to the media than to dialogues with organized citizens
(although lobbying is always essential).
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5.3. The Key Steps and Phases in the Budgeting Process

This section includes a description and analysis of the primary steps in the Nicaraguan
budgeting process. It focuses on how the participants with the greatest influence on each
phase or step in the process are determined and the implications thereof more so than
administrative procedures and processes.

5.3.1. The First Step: Defining Global Limits and Ceilings with the IMF

Temporary interruptions notwithstanding, since 1991 the Nicaraguan budget process has
been decisively marked by successive programs with the IMF.

The Nicaraguan budget process actually begins when the Nicaraguan government, repre-
sented by the Ministry of Finance and the Central Bank, along with International Monetary
Fund (IMF) staff, reaches an agreement on the global macroeconomic projections for the
next year: the economic growth projection, the inflation rate, the projection of tax revenue,
the foreign economic balance sheet, the foreign funds available, the limit for public debt
and the accumulation target for international reserves.

In this phase, the primary participants in the budget process are the Ministry of Finance
and the Central Bank, working on behalf of the Government of the Republic, and the IMF.
The Ministry of Finance is responsible for the development, execution, control and assess-
ment of the budget, as well as the management of public credit, public assets, and both
administrative and civil services. The Central Bank is responsible for the exchange rate and
monetary policy, as well as managing the international reserves and foreign debt.

It is important to note that the national technical teams and representatives of both the Min-
istry of Finance and the Central Bank have shared the IMF's approach; the actual differences
have arisen when IMF demands have represented potential or political difficulties for the
government, in other words, when the government felt that the IMF was underestimating
the political difficulties that it would face by implementing such demands.

The marked prevalence of an approach aimed at maintaining fiscal discipline, more specifi-
cally, aimed at ‘fiscal consolidation’, a low inflation rate, the highest level of international
reserves possible, and the payment at all costs of the debt service, has pushed back the
discussion on the changes and transformations necessary to reach both fundamental me-
dium- and long-term development goals.

Given that a three year Fiscal Framework and Macroeconomic Framework have been es-
tablished with the IMF, and that the Law of Financial Management and Budget Regime
from 2005 established that a Medium-Term Budget Framework must be incorporated as an
appendix to the General Budget of the Republic for the three years following the budget
implemented each year, this term actually represents a yearly readjustment term of said
medium-term projections, based on new information and the most recent events. This step
is usually completed in the month of March.
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The global ceiling for primary government spending — government spending minus the
payment of public debt, meaning the portion of spending that the government could use
to fulfill its functions and responsibilities — is a residual.

Given the availability of foreign funds and the projection of tax revenue, the amounts required
to back the reserve accumulation target and those that would cover the payment of public
debt, which are a top priority for an Program with the IMF, are deducted.

The remaining funds, or rather the funds deducted as a residual, correspond to the global
ceiling of the government’s primary spending once the funds necessary to cover the public
debt service have been deducted, as well as the transfer of funds to the Central Bank to
meet the reserve accumulation target. In turn, this process defines the global limits for
current and capital spending.

The following lesson can be illustrated from this: in many developing countries, the gov-
ernment has not only incurred foreign debt, but it has also imposed upon itself a new
‘macroeconomic’ responsibility that is not outlined in its functions. It is a responsibility to
transfer part of the available funds to the Central Bank, in support of international monetary
reserve accumulation.

Normally, international reserves are accumulated as a result of exportation surpluses or
surpluses in capital inflow from abroad. Nevertheless, in the case of Nicaragua and other
developing countries, this accumulation is achieved by restricting the total funds available
to the government for executing its functions and responsibilities.

The need to take out new foreign debt on an annual basis to back reserve accumulation
and pay off internal debt has determined that, while the balance of the central govern-
ment’s foreign debt has significantly decreased due to the foreign debt ‘relief’ process, the
Central Bank’s foreign debt balance, i.e. which is used to back international reserves, does
not demonstrate an equivalent decrease, but rather has remained relatively stable.
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Figure 4:
Change in Foreign Debt Balance by Debtor in Million US$
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Source: Central American Monetary Council, based on official information of the Central Bank of Nicaragua (BCN )

This method of planning implies significant tension. Evidently, the funds allocated to sup-
port the international reserve accumulation and the payment of the public debt service
must be freely available funds, meaning that they are neither committed nor pre-assigned
to any other use.

The “flexibility’ required for the necessary funds to be allocated with total freedom to meet
the international reserve accumulation target and the payment of public debt would be
decreased, based on the current economic policy. This is due to the fact that the Political
Constitution of the Republic pre-assigns specific percentages from the budget* as a con-
sequence of the declining ‘inflexibility’ of the government’s payroll and the fact that the
funds from foreign aid are largely tied to specific investment projects.

62 OFSE rimon 16



Actually, the IMF's strong critique of the 2003 Budgetary Transfer to Municipalities Law
(establishing the allocation of growing percentages of tax revenue to such transfers until
reaching 10% of the tax revenue in 2010) was due to the fact that this agency believed
that this move would further limit the margins of freedom that are essential when allocat-
ing, with total freedom, the funds required to back the international reserve accumulation
target and the public debt service.

Partially in an effort to resolve this conflict, the Ministry of Finance began making extremely
‘conservative’ projections, which are in fact undervalued, for the annual tax revenue collec-
tion. This gave rise to the ‘over-collection’ (collection of tax revenue above the budgeted
amount) that provided an additional source of funds for the government that increased
the desired ‘flexibility’.

Another aspect of the budget planning in which the IMF has had a significant influence,
aside from the absolute priority assigned to the transfer of funds to the Central Bank to
support the international reserve accumulation and payment in due time and form of the
public debt service, has been the management of government payroll.

In the 1990s, one of the central axes of IMF policy was the drastic reduction of the real
wages of the state workers in real terms, which was achieved by establishing goals for
reducing state employment and ‘freezing’ said wages in nominal terms.

From 2003-2005, there was a relative recovery process of real wages from the public sector,
primarily as a result of the demands of education and healthcare workers. This recovery was
made possible by the significant increase in tax revenue in this period.

In response, the IMF presented a new conditionality: the ‘freezing’ of governmental nominal
salaries in real terms, meaning that they could only grow at a rate equal to the projected
inflation rate (so that they would remain constant, in real terms).

5.3.2. Step Two: Defining the Budgetary Policy and Maximum Spending
Limits for each Agency

Once the global limits or ceilings for fiscal deficit and government spending have been
established, the next phase in the process begins when the Ministry of Finance and Public
Credit (MHCP) defines the budget policy for the following year, which is to be done no later
than May 30 according to the Financial Administration and Budgeting System Law. This is
the official start of the budget process. Actually, it begins what we could call the 'national’
part of the budget process.

Through the budget policy, the Ministry of Finance and Public Credit establishes the budget
guidelines and priorities for the following year and the maximum spending limit for each
of the agencies and entities for the following budget period, broken down into current
spending, clarifying the wage and remuneration items, capital spending, financial spend-
ing, transfers, non-financial asset acquisitions and transactions involving financial assets
and liabilities.
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Based on this policy and the objectives and programs of these agencies and entities, the
latter must prepare their own preliminary budgets and/or budget allocation proposals.

Nevertheless, preparing the Public Investment Program (PIP) is the responsibility of Public
Investment Unit (PIU), a body which depends on the SECEP (Technical Secretariat of the
Presidency, currently called the Secretariat of the Presidency), and not the Ministry of Fi-
nance, which divides the budget process in two: one part is prepared by the MHCP and
the other by the PIU.

The SECEP determines the public investment policies and priorities and the PIU prepares
the Public Investment Program based on the expected disbursements of donor funds and
the global treasury fund limit in terms of compensation funds, established in the budget

policy.

The PIU prepares the PIP as based on sector entities. An Inter-Institutional Technical Com-
mittee (ITC) coordinates the process and signs the PIP, which is later sent to the MCHP and
Economy Department for approval. The MHCP will then incorporate the results from the
PIP into the Budget Project, corresponding to the budget entities.

Preparing the budget for capital spending entails significant complexities. The Public Invest-
ment Program continues to show evidence of being highly dependent on foreign funds. In
the last decade, an average of 75% of the Public Investment Program has been financed
by concessional loans and International Aid donations.

This high dependency has made public investment an investment largely influenced by donor
supply, and not necessarily by the country’s requirements and priorities.

The fact that foreign aid would respond to an approach influenced by supply has dem-
onstrated that ultimately, the public investment sector structure does not depend on the
country’s program priorities, established by governing global institutions of the budget and
planning system, but is rather oftentimes the result of a group of projects from different
donors in one sector or another.

Within each sector, the public investment structure has not necessarily responded to the
priorities established by the ministers themselves or credit line entities.

The Public Investment Program was largely transformed into a truly exhaustive list of for-
eign aid projects, with the corresponding compensation in national funds added by the
sector or institutions, more so than a program-based fund allocation according to national
guidelines and priorities.

The scope of foreign aid channeled through an extensive and multi-faceted mosaic of
projects implemented by independent execution units, and represented significant disper-
sion, fragmentation and duplication of efforts and funds, as well as huge administrative
and transaction costs.
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Significant distortions were also produced in terms of the economic classification of spend-
ing recorded in the General Budget of the Republic. Donors do not fund recurrent spending
such as wages and operational spending, but rather investment projects and thus the total
spending from projects is classified as capital spending.

However, an important part of the projects actually funds wages (and other recurrent
spending), which nevertheless are recorded as part of the government’s capital spending,
thus limiting understanding of the true scope of the public sector’s nominal salaries and
current savings.

The so-called process of budget ‘transparency’ is actually hiding current spending behind
investment projects, meaning that this spending is no longer counted as capital spending in
the budget, but rather as current spending. This makes it difficult to discern which part of
the Capital Spending reflects the ‘real’ evolution of said spending. There is a gradual process
that has been occurring slowly for several years now and is certainly a concrete reduction
in capital spending of the budget and an equally concrete increase in current spending.

On the other hand, this separation of the budget preparation process into two relatively
autonomous processes, the budget preparation and the PIP budget preparation, gener-
ated a potentially serious inconsistency: the MHCP could not anticipate nor consider the
increased demands in recurrent spending that would be generated by the PIP execution in
the future. This includes funding demands for the operation and maintenance of schools,
health centers and clinics, etc. that were being built.

The preparation of a Medium-Term Budget Framework and a Medium-Term Investment
Program, in close coordination between the MHCP and the PIU, should be better prepared
to predict the future demands of recurrent spending from the implementation of the PIP.

5.3.3. Step Three: Drawing up the Preliminary Institutional Budget

The budget preparation process for each agency begins once the budget policy and spend-
ing limits for each agency have been sent. In this phase, each agency proceeds to allocate
the global limit or ceiling of funds assigned to them by the Ministry of Finance to each of
its programs and executive units.

This allocation must be consistent with the proposed goals and policies, such that this budget
process externally reflects a budget — or results-based process. Achieving goals and objec-
tives and compliance with the actions necessary to do so require each program and unit to
be equipped with the required materials and human resources, which in turn represent a
financial funding requirement that allows them to cover their costs.

It is important to note that when the medium-term budget process was introduced, the
sector entities began to develop a medium-term budget projection process (three years
before the year to budget) in addition to the annual budget proposal.
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In this way, the entities must define the quantitative goals, policies and objectives for lending
goods and services in the medium term (the next three years), and a budget proposal for
tri-annual programs aligned with such goals, policies and objectives based on the tentative
tri-annual spending limits.

Nevertheless, in spite of the efforts being made to tie goals and objectives to funding alloca-
tion, the budget period actually continues to be a term marked by the incremental allocation
of funds to institutions, as compared to the budget amount decided the year before.

On the other hand, for many of the entities whose funding has essentially come from foreign
aid projects, the budget process has been largely determined by the budget programming
and planning process of the projects themselves.

Reversed Priorities

Oftentimes, the problems involved in project programming and planning later become
problems when implementing the budget. In many cases the entities’ goals and actions
have been determined by the goals and actions of the projects, not the other way around.
The funding available for institutions to carry out one measure or another frequently did
not depend on the institution’s priorities, but rather on the funds made available by the
different projects that were part of the aid.

Under these conditions, instead of meeting their responsibility to define and implement
policies or strategies for development within the sectors, different national public entities
from several sectors often saw their fields of action limited to the actions performed by each
of the different units implementing foreign aid projects, which each institution develops.

In many cases, sector policies from several primary public entities have been determined by
the sector loans from the World Bank and IDB, which are the sector’s largest lenders. The
MINED (Ministry of Education), MINSA (Ministry of Health) and MTI (Ministry of Transport
and Infrastructure) policies, for example, were largely influenced by said sector loans. The
sector’s policies to obey these agencies could be found in the project documents associated
to such loans.

Sector Budget Support

Within the framework of aligning and harmonizing foreign aid, during the Il Forum on
‘Sector Focus: an alternative for improving Aid coordination,’ roundtables were held in
June of 2003 to foster dialogue and coordination with Aid providers in different sectors.

As a result, the Global Roundtable would coordinate global dialogue among donors in
terms of alignment and harmonization, and five Sector Roundtables (Health, Education,
Infrastructure, Governance, Production and Competitiveness) and a Territorial Roundtable
(Department of Rio San Juan) would also be held. Some of the Sector Roundtables, due to
their degree of complexity and scope, have been broken up into sub-roundtables such as
Infrastructure, Governance, Production and Competitiveness.
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These roundtables were developed essentially to serve as channels for dialogue and coor-
dination with the aid providers; mechanisms for deliberative participation by citizens were
not considered.

Based on how these roundtables work, several of them were able to define operational
regulations, memorandums of understanding and codes of conduct. Sector-Wide Approaches
(SWAps) were also developed, which have included Sector Programs that defined costs
(Common Work in Education Program, developed by the Education Sector Roundtable, the
National Health Plan and the Five-Year Health Plan, by the Health Roundtable, Pro-Rural,
developed by the sub-roundtable of Productive Rural Development, and PRO-MYPIME, by
the sub-roundtable of MYPIME) and new mechanisms of program-based support were
launched (common funds, delegated aid).

These roundtables allowed for better dialogue and coordination between donors and sector
entities, helped advance the harmonization of systems and procedures, and provided an
allocation of donor funds that is better aligned with the national priorities of the sector.

At the same time, in some ways this dialogue increased donor influence over the sector
budgeting process insofar as it is rooted in the discussion of policies and sector priorities
that are beyond the limits of individual projects supported by each donor: nevertheless, it
managed to somehow limit the quasi-monopoly that multilateral development banks (mainly
the World Bank) held in this field (their influence on sector policies).

5.3.4. Step Four: Creating the General Budget of the Republic

At the end of August, agencies and entities will make their budget proposals to the MHCP,
which will verify their consistency with the budget policy, and with the sector objectives,
policies and goals in terms of the production of goods and services, as well as ensure that
they are technically and financially founded. Next is a dialogue and exchange between the
sector entities and the Ministry of Finance, which involves a certain negotiation process on
allocations and ceilings.

Lastly, the MHCP makes a final consolidation of sector budgets, integrating the Public
Investment Program for each institution and preparing the General Budget Project of the
Republic to be represented in the Economy Department and approved by the President of
the Republic. This must be sent to the National Assembly no later than October 15.

Based on the establishment of the National Council for Economic and Social Policy (CONPES),
defined in the 1995 Political Constitution amendments as an authority ‘of support to the
President of the Republic to direct the economic and social policy of the country’, in which
‘business, labor, cooperative, and community organizations, as well as others determined
by the President of the Republic shall be represented’, the practice was developed of con-
sulting, prior to the Budget Project, representatives from different sectors appointed by the
President to be members of the Council.
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Representatives from the different business chambers, from union organizations and various
civil organizations, as well as political parties, participated in the CONPES.

However, the Budget Project for 2005 proved to be the last one presented to CONPES for
discussion prior to being sent to the National Assembly.

It is interesting to note that in September, in the final phase of Budget Project development,
there is normally an IMF mission. Among other items, it reviews both the compliance with
fiscal limits and ceilings for the current year and defines the following year’s limits, which
correspond to the global ceilings to which the Budget Project is subjected.

Usually, the Assembly’s approval of a Budget Law consistent with the program with the
IMF is the first fiscal performance criterion of the program for the following year, such that
if the Assembly approves a budget that does not adhere to these limits or ceilings, the
program is suspended.

5.3.5. Step Five: Discussion and Approval of the Budget by the National
Assembly

As previously mentioned, the Political Constitution of the Republic sets forth that the President
of the Republic has the exclusive legal power to develop the General Budget Law of the
Republic and present it to the National Assembly for approval, as well as to both sanction
and publish it once approved.

Pursuant to the Financial Administration and Budgeting System Law, the Executive Power
must send the General Budget Law of the Republic Project to the National Assembly no
later than October 15.

The National Assembly may modify the Budget Project sent by the President of the Republic,
adjusting the amounts allocated to the various entities and institutions, or modify the funding
allocation within such institutions. It may not however authorize spending that exceeds the
ceiling established by the Budget Project sent by the President, but it may simultaneously
create and establish the funds necessary to finance additional spending.

After being received by the First Secretary of the National Assembly, the Annual General
Budget Law of the Republic is then sent to the National Assembly’s Economic and Produc-
tion Council, which has usually opened up a consultation process with different sectors
about the Budget Project.

This has been virtually the only time in the budget process, not including the CONPES con-
sultation process, in which citizen organizations are able to present their perspectives and
demands for the budget. In the past, even public institutions participated in this consultation
process, demanding a higher budget.
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During the administrations of Violeta Barrios and Arnoldo Aleman, modifications made to
the budget by the National Assembly were minimal and were limited to marginal transfers
of funds between institutions and the marginal reallocation of amounts between various
areas within institutions.

However, during the administration of Enrique Bolafios, and in the framework of the con-
frontation between the Executive Power and the majority parties in the National Assembly
that marked this period, the Assembly made significant modifications to the Budget Project,
which implied modifying the budget ceiling and fiscal limits and ceilings established with
the IMF, thus leading to the temporary suspension of the program with this agency.

The most severe case occurred in 2005 when the program’s suspension lasted from January
to October and was only reinstated once political agreements were signed between the
President and the leader of the primary opposing party. This led to the approval of a series
of laws by the National Assembly, laws that were performance criteria established in the
Program with the IMF.

Through this agreement, the 2006 Budget Project was no longer discussed with the CONPES,
but rather it was agreed upon that it would be approved just as it had been sent. Since
then, the practice of consulting CONPES about the Budget Project before it is sent to the
Assembly has not been done. Instead, political arrangements have been sought to approve
the budget without more significant modifications.

Whenever the program with the IMF was suspended due to the Assembly’s modifications
of the budget ceiling, the approval of new tax measures that contributed to funding the
gap between the approved budget ceiling and the budget ceiling agreed upon with the IMF
were negotiated. The fact that budget tax collection projects were undervalued, and thus the
collection figures exceeded those budgeted, significantly contributed to filling in such gaps.

It is interesting to note that in spite of the fact that virtually each year ‘over collection’ oc-
curred® due to undervaluing the tax revenue projection, the National Assembly does not
discuss said projection during the allotted budget discussion time opened by the Economic
and Production Council.

Nevertheless, the IMF was concerned about the National Assembly using its legal capacity
to expand the budget ceiling after identifying the sources of revenue to fund such expan-
sion, and finding this source of revenue in the correction of the undervalued tax revenue
projection.

Because of that, a conditionality was introduced in 2005 that the National Assembly would
approve an amendment to the Budgeting System Law establishing that such projection could
only be modified by the Assembly after it had consulted the Ministry of Finance. Moreover,
it has been suggested that such over-collection is pre-assigned, ensuring that part of it goes
to reserve accumulation and/or the payment of internal debt.
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Several years ago, it was also established in the Annual Budget Law that the Ministry of
Finance would send a report on the collection of tax revenue no later than the third week
of September, thereby updating the projection reflected in the budget. This report is not
properly reviewed and discussed by the Assembly either.

According to the Law of Financial Management and Budget Regime, uncommitted stocks
as of December 31 must be transferred to the revenue budget for the next year. At least
in the case of the over-collection of taxes, an un-assigned (and therefore uncommitted)
availability of funding is represented, which must be transferred to the budget from the
following year. This has not been done nor required by the National Assembly.

For the sake of technical consistency, since the revenue projection for the next year is es-
timated as percentage of growth from 2009, given a certain estimated global elasticity or
buoyancy of the tax collection with respect to the nominal Gross Domestic Product (GDP)
growth, the tax revenue figure of the budget for the next year must be adjusted to the
increase by an amount that is at the very least similar to the over-collection from the ending
year. The Assembly has not required this either.

For these reasons, the Executive Power has not had much difficulty using these funds ac-
cording to its own priorities. With this, the National Assembly has in fact given up its legal
capacity as the only power that approves the use of the nation’s fiscal funds.

The law does not establish a period for discussion and approval of the Budget Law, although
it considers that ‘if the Annual General Budget Law of the Republic is not in effect at the
beginning of the budget period, the Annual Budget Project presented by the Executive
Power will temporarily act as the governing budget until the Annual Budget Law for the
budget period is approved'®.

5.3.6. Budget Execution and Evaluation

Once the Annual General Budget Law of the Republic has been approved, the President of
the Republic will proceed to issue and publish it in La Gaceta, the Official Newspaper.

Once the Annual General Budget Law of the Republic has been published, the Executive
Power of the Ministry of Finance and Public Credit will perform the administrative distribu-
tion of the revenue budget to the budget entities and agencies. Said distribution consists
of the itemized presentation, up to the last level in the planning categories and classifiers
used, of the credit in the Annual General Budget Law of the Republic.

In turn, each budget entity will then report to the executive units from the different programs
on their corresponding allocations, pursuant to the aforementioned planning categories
and classifiers.

As they are independent bodies pursuant to the Constitution, the Legislative, Judicial and
Electoral Branches, the General Comptroller Office of the Republic, and the national uni-
versities all have the authority to define the total distribution of their budget allocations
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pursuant to their own criteria and policies. An amount equivalent to one twelfth of their
budget allocation is awarded to them on a monthly basis, which corresponds to the current
spending. This awarding of funds for capital spending is based on the budget period cycle
presented to the Ministry of Finance.

Even though municipal authorities are autonomous, they must allocate the transfers they
receive from the budget to current spending and capital spending, pursuant to the percent-
ages established by the Budgetary Transfer to Municipalities Law, such that they cannot
freely allocate all of the budget allocations they receive.

Entities and agencies receiving items or transfers from the General Budget of the Republic
must present the monthly execution plan of the fiscal and financial annual budget to the
General Budget Department of the Ministry of Finance and Public Credit, as well as record
it in the Financial Administration System. This information must clearly specify the differ-
ent sources of planned revenue, as well as all spending and a description of the goals to
be accomplished.

In turn, the General Budget Department of the Ministry of Finance and Public Credit, in close
collaboration with the General Finance Department of the Republic, prepares a distribution
proposal for the quarterly installments pledged according to the groups of expenditures
that the department believes pertinent. This proposal is based on the projection of funding
revenues and the fiscal and budget plan from the commitments reported by the budget
entities and agencies.

The Ministry of Finance ensures that the entities’ budget execution is always adjusted to
the effective availability of funds. When the estimated budget revenue is insufficient for all
of the forecast budget credits, the quarterly commitment installments shall be adjusted to
the circumstances so that the original balance is kept between operational spending and
budget revenue. The reduction will affect the respective commitment installments in the
corresponding proportion.

The adjustment of spending to the effective availability of funds is generally not limited
to a proportional effect on the purchase of goods and services and investment spending,
given the inflexibility of the reduction in nominal salaries and the ‘untouchable’ quality the
public debt service has acquired. The allocations made as percentages of the budget or of
tax revenue may only be adjusted by budget modification that affects the global budget
ceiling (in the case of universities and the Judicial Power), and the tax revenue projection
(in the case of municipalities).

The Annual General Budget Law of the Republic may be modified while applicable, so as
to adjust the revenue projections and/or spending limits to funding availability and needs,
pursuant to Article 112 of the Political Constitution of the Republic of Nicaragua. The
Budget Modification Law Project is prepared by the Ministry of Finance and Public Credit
and must be presented by the President of the Republic to the National Assembly for dis-
cussion and approval.
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If the agencies collecting income with a specific destination collect amounts higher than
what is established in the current budget, this increased amount may be incorporated into
the general spending budget of the respective entities through additional budget credit.
The MHCP must send a monthly report to the National Assembly’s Economic, Finance and
Budget Affairs Council and to the General Comptroller’s Office of the Republic detailing
the resulting budget expansions.

Should revenue from donations or loans, duly approved by the National Assembly, be
applied and disbursed after the General Budget of the Republic’'s Annual Law Project is
presented, and for such reason do not figure into the current budget period, the MHCP
shall prepare an amendment to the Annual Budget Law to incorporate these funds and
authorize their spending.

Through the Minister of Finance and Public Credit, the Executive Power may transfer budget
items within the same entity or agency, but such budget transfers must adhere to the fol-
lowing conditions:

a) Funds intended for investment projects may not be transferred to fund current
spending.

b) Prior to the technical approval of the Technical Investment Committee, funds in-
tended for investment projects may be transferred to other investment projects duly
approved by the National Assembly.

¢) Fundsintended for current spending may be reassigned among items within the same
group, except for the wages, salaries and other compensations item, which may
only be modified through an amendment to the General Budget of the Republic.

Intra-institutional budget item transfers related to investment projects and current spending
must be reported by the MHCP on a quarterly basis to the National Assembly’s Economic,
Finance and Budget Affairs Council.

The General Budget Department of the Ministry of Finance and Public Credit will conduct an
analysis of the fiscal and financial results, an assessment of the spending programs, and will
prepare budget execution reports on a quarterly basis at the end of the budget period.

Once the budget period has ended on December 31 of each year, the MHCP must prepare
the financial and fiscal settlement report of the General Budget of the Republic within a
period of ninety days as from that date and must present it to the President of the Republic.
The President of the Republic must send the Settlement Report of the General Budget of
the Republic and the Balance Sheet of the Budget Entities and Agencies to the National
Assembly and the General Comptroller’s Office of the Republic no later than March 31 of
the new budget year.
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The quarterly Reports for Budget Execution and the Budget Settlement Report still show
significant deficiencies.

Although the Budget Project is based on programs and each program proposes specific
goals for the production of goods and services, the reports focus on the global financial
execution of the entities, according to the economic classification of the spending (current
and capital spending) and classification by spending objects (personal services, non-personal
services, fixed assets and transfers). They do not report the execution by programs nor the
ratio between the financial execution of the programs and compliance with specific goals.

These reports also do not include assessments on the efficiency of how the funding is used
by looking at whether or not they meet their goals.

The emphasis is still placed much more on the financial execution of the budget and the
preservation of the global financial discipline than on the budget’s role as an instrument for
a programming and planning process aimed at meeting development goals. An assessment
of the budget modifications is only made for IMF operations.

Law 550 stipulates that the General Comptroller’s Office of the Republic must provide a
ruling on the budget execution sent by the Ministry of Finance and Public Credit and send
it to the National Assembly’s Economic, Finance and Budget Affairs Council, which must in
turn send its considerations to the First Secretary before the Minister of Finance and Public
Credit appear in full session of the National Assembly.

The approval or rejection of the Budget Settlement Report is made by the National Assem-
bly. For such purpose, the Minister of Finance must appear in full session of the National
Assembly no later than the second week of the month of May of the new budget year, so
as to present the Executive Power’s criteria on the budget settlement.

Once the presentation is finished, the members may express their opinions and ask questions
about the report presented. These questions must be answered by the Minister, and then a
vote will be held to either approve or reject the Budget Settlement Report.

Although Law 550 establishes that the National Assembly must approve or reject the Budget
Settlement Report, since the passing of Law 550, the National Assembly has not exercised
this right.
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(1) In 2005, USAID helped with the design of the methodology and SECO (Switzerland) provided training
and technical assistance from 2006-2008. The MoF personnel working on the MTEF has been funded by
the Netherlands (during 2005 and part of 2006), the World Bank (part of 2006), and the IDB (2008 and
2009, through PRODEV); (Yaker 2009).

E.g. Swiss support continues in 2010 after a positive evaluation of progress in 2010 http://www.coopera-
cion-suiza.admin.ch/americacentral/es/Home_26191/ltem_26192/Item_26193?itemID=186647

(2) The 2008 audit being financed by the IDB (5 million Cérdobas).

(3) SNIP however, is used more as an instrument to monitor current investment projects than to analyze future
investment needs according to the country’s priorities (Acevedo 2007).

(4) Furthermore, the Constitution establishes that specific percentages of the budget must be allocated to
public service universities (6% of the budget), to the Judicial Power (4% of the budget), and a sufficient
percentage to municipalities (regulated by the Budgetary Transfer to Municipalities Law).

(5) Even in 2009, there was a tax revenue collection that surpassed the budgeted amount by 784 million
Cérdobas (equivalent to 38.5 million US$), an amount similar to the combined amount by which in 2009
the budgets from the Forestry and Agriculture, Health and Education Ministries were reduced, based on
the budget modifications made in reaction to the impacts of the global economic crisis.

(6) The previous law stipulates a fixed term as March 31 of the next year to approve the Annual Budget
Law.
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6. CHANGES IN BUDGET REVENUE AND SPENDING
FOR 1994-2009

6.1. General Remarks

In the following pages, the evolution of several very important budget indicators will be
tracked. The first of these is Total Government Spending. Government spending repre-
sents the total amount of funds the government uses to carry out its normal functions and
duties, as well as to make its payment obligations. This amount can therefore be divided
into primary spending and public debt service.

Primary Spending is total government spending minus the payment made for servicing
the public debt. After the funds for paying off the public debt have been taken away, this
is the part of government spending funds that is available to the Government so that it can
complete its basic responsibilities, such as the provision of public services like education,
healthcare, drinking water and sanitation, housing, social protection, the construction and
maintenance of physical infrastructure, public safety and defense, and the administration
of justice.

As the government has a set amount of funds available to it, the more it uses for paying
off the public debt, the less it has for the provision of these basic services.

On the other hand, the scale of the funds the government has to fulfill these obligations
and responsibilities depends first and foremost on total government revenues. The higher
the revenues, the larger the set of funds the government can use.

Total government revenues can be divided into tax revenues and donations. Tax revenues
come from the collection of taxes paid to the government by the country’s economic agents.
Donations refer to funds transferred to the government, mainly by the governments of
other countries or international agencies, and do not involve any financial obligation on
the part of the recipient.

The share of total government spending that is not covered by the government’s revenues
represents the budget deficit and fiscal deficit.

This share is financed by taking on new debt, and in Nicaragua, this is mainly done by taking
on new foreign debt. Nicaragua still does not have access to the international financial markets
and therefore can only obtain concessional loans granted by multilateral credit agencies.

The subsequent repayment of the financial obligations resulting from this debt also requires
the payment of a service (payment of the principal plus interest), which effectively limits the
funds the government can allocate to primary spending.
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Figure 5:
Change in the Functional Makeup of the Central Government’s Expenditures
in Percent
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From the course of Nicaraguan budgetary finances, we will make special note of four periods
that stand out due to their unique characteristics: the periods of 1994-1998, 1999-2001,
2002-2006, and the most recent period, 2007-2009.

6.2. Period I: Budget Revenue and Spending from 1994-1998
(Governments of Chamorro/Aleman)

Strong spending restraints with low tax revenue, high foreign debt service and
remarkably low social spending.

This period includes the final two years of the Violeta Barrios administration (1994-1995)
and the first three years of the Arnoldo Aleman administration (1996-1998).

From 1994 to 1998, total government spending held steady at an average of 18.5% of
GDP. As mentioned earlier, government spending is financed by total revenues (tax revenues
plus donations) and/or taking on foreign debt. In this period, total government revenues
were at an average of 17.1% of GDP. Breaking down the total government revenues, tax
revenues were at an average of 13.8% of GDP and aid was 3.3% of GDP.

In turn, the fiscal deficit, which is the difference between the government’s total revenues
and its total spending, averaged -1.4% of GDP.

This shows that during this period, total government spending was, for the most part,
fairly even with its total revenues. This is evidenced by a relatively low fiscal deficit as a
percentage of GDP.
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The government must contract foreign debt in order to finance the portion of total spend-
ing that it cannot cover with its total revenues, or in other words, it must contract foreign
debt to finance its fiscal deficit. In this example, it needed to contract foreign debt in order
to finance that period’s average fiscal deficit, which was only 1.4% of GDP.

Nevertheless, during this period the disbursement of new foreign loans (the contracting
of new foreign debt) was much higher, reaching an average of 4.1% of GDP. Of these
disbursements, funds equivalent to only 1.4% of GDP were allocated to financing the fis-
cal deficit; the equivalent of 2.2% of GDP was allocated to covering the maturity of the
principal of previous external loans.

The remaining 0.7 % of GDP of the new foreign debt was allocated to propping up transfers
to the Central Bank of Nicaragua in order to accumulate international reserves and to pay
off the internal debt.

During this period, the government’s primary spending, meaning its total spending minus
the payments it made to service the public debt, was at a very low level. It was at an aver-
age of 15.5% of GDP, an amount equal to 495 million US$, or only US$ 112.7 per resident.

Given that total government spending rose to 18.1% of GDP, this extraordinarily low level
of primary government spending, which was equivalent to only 15.9% of GDP, can be
explained by the fact that payment on the foreign debt’s interests was at 2.6% of GDP, a
figure close to the average amount of total public spending on education during that period.

If the amount repaid for the foreign debt is added to the payments made on interests in
that period, total debt servicing equals an average of 4.01% of GDP.

Figure 6:
Comparing Public Debt Servicing and Spending on Education, 1994-1998
in Million US$
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Very low primary spending reveals that the state’s provision of the fundamental services it is
responsible for is extremely limited. This period’s exceedingly low level of primary spending,
which equaled scarcely 15.9% of GDP (US$ 113.70 per person), is indicative of the harsh
restrictions imposed on the scope of social spending, which was at an average of barely
US$ 50.20 per person.

The main factor that kept governmental primary and social spending at such a low level,
similar to the level at which the public debt was serviced during those years, was the ex-
tremely low average level of tax revenues collected during the period. Tax revenues were
at only 13.8% of GDP during that period, a figure equivalent to barely 455.4 million US$,
or US$ 129.20 per person.

In a framework of particularly low tax revenues and a cumbersome servicing of the for-
eign debt, an economic policy geared towards maintaining low fiscal deficits — which was
conditioned by the IMF's programs — entailed keeping per capita government spending
at a bare minimum. This meant restricting the government funds it uses to fulfill its basic
responsibilities in terms of providing education, healthcare, drinking water and sanitation,
housing and physical infrastructure.

It is a well-known fact that public investment is an indispensable component for promoting
human capital, cultivating knowledge and technology, and creating physical public capital
(basic infrastructure), which are all essential and basic components in a country’s develop-
ment. From this perspective, the IMF’s push for severely restrictive fiscal policies that made
public debt servicing the supreme priority creates an underlying barrier to these countries
being able to make investments which would ultimately allow them to recover basic pros-
pects for their countries’ future development.

That is to say, not only do the conditions imposed by the IMF’s programs impose high
short-term costs, but they also represent far-reaching mid- and long-term costs that will be
difficult to neutralize. If developing countries are impeded by these policies, this essentially
means that even if they can make basic investments in these areas, they will still not have
the chance to recover basic prospects for future development.

The imposition of these circumstances is quite difficult to understand because the budget-
ing efforts made in this period, which were efforts to limit spending while paying off the
massive foreign debt at all costs, effectively put a stranglehold on all expenditures. This
is seen in the low level of tax revenues (particularly from income taxes which became a
smaller percentage of total revenues during this period) and, coupled with the restrictions
on government spending, ensured that raising income taxes was the government’s most
efficient and least costly route to making up this difference.
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Figure 7:
Direct Taxes as a Percentage of Total Taxes, 1990-1998
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One of the IMF's most noteworthy policies for maintaining low levels of primary govern-
ment spending is the freezing of government workers’ nominal salaries and reducing the
public workforce.

As a result of this policy, the item corresponding to ‘expenditures on government payroll
and salaries’ dropped from 30% of total government spending in 1992 to just 17 % of total
government spending in 1997. Over this same period, the payroll and nominal salaries paid
by the government dropped in absolute terms as well, going from a global sum of 157
million US$ in 1992 to just 105 million US$ in 1997.

According to data from the Public Service Office of the Ministry of Finance and Public Credit,
the average salary for workers in the public sector dropped from US$ 140 per month in
1992, a figure equivalent to 74% of the average national salary, to just US$ 93 per month
in 1997, only 54% of the average national salary.

This period established the enormous salary gap that today’s teachers, policemen and public
healthcare workers, especially doctors and nurses, are still forced to endure.
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6.3. Period Il: Budget Revenue and Spending in the Post-Mitch
Period

Strong increase in public spending for post-Mitch reconstruction made possible by
an increase in foreign aid funds, which culminates in a tax crisis.

This period includes the final three years of the Arnoldo Alemén administration and has
been chosen for discussion because of its unigue characteristics.

As part of the reconstruction efforts undertaken in 1999 following Hurricane ‘Mitch’s’ dev-
astation of the country in 1998, government spending was increased greatly, rising from
18.0% of GDP in 1998 to 22.9% of GDP just one year later.

This increase in total government spending, equal to 4.4% of GDP, was propped up by a
significant increase in the levels of foreign aid funds that were coming in to help ease the
costs of rebuilding the country. Total government revenues rose from 17.4% of GDP in 1998
to 19.6% of GDP the following year (an increase of 2.2%) due to this increase in foreign
aid, which rose from 1.8% of GDP in 1998 to 4.4% of GDP in 1999.

The increase of total government spending to 4.9% of GDP, a sum much higher than total
revenues, which were at only 2.2% of GDP, led to a 1999 fiscal deficit equal to 3.8% of
GDP, which was of course funded by new concessional foreign loans.

Also in 1999, and as a result of the increased inflow of foreign funds, primary government
spending underwent a true ‘jJump’, hitting 21.3% of GDP. This represented an increase of
5.6% of GDP as compared to the 1998 primary spending level of 15.7% of GDP.

This significant increase in primary spending, made possible by increased foreign aid inflows,
permitted a sizeable increase in both spending on economic services' (due to the investment
in revitalizing the damaged economic infrastructure, which rose from 4.7% of GDP in 1998
10 6.8% of GDP in 1999), as well as in social spending?, which increased from 6% of GDP
in 1998 to 9% of GDP in 1999.

In 2000 total government spending rose to 23.6% of GDP, 0.7% of GDP more than in
1999, and as total revenues held steady at 18.9% of GDP, the fiscal deficit increased to
4.8% of GDP. This was of course financed by even more concessional foreign loans that
were contracted for post-Mitch reconstruction work and with privatization revenues equal
t0 2.9% of GDP.

As for primary spending, it increased to 21.5% of GDP, 0.3% of GDP more than in 1999.

It can be seen clearly here that these high levels of spending could be sustained only by the
equally high levels of foreign aid that was coming into the country as support for post-Mitch
reconstruction work, and provided that tax revenues did not fall.
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In 2001 however, as a result of the economic slump caused by the drop in international
coffee prices, the increase in gas prices, the banking crisis that led to the liquidation of
the country’s four largest banks, and the Selective Consumption Tax’s exemption of certain
goods, tax revenues fell from 15.1% of GDP in 2000 to 13.9% of GDP in 2001.

Total revenues also fell, sliding from 18.9% of GDP to 16.2% of GDP, as well as the inflow
of foreign aid, going from 3.8% of GDP in 2000 to 2.3% of GDP in 2001.

In regards to spending, the increased servicing of the internal debt, combined with the
sharp increases in the government’s payroll and current transfers, pushed total government
spending from 23.6% of GDP in 2000 to 23.7% of GDP in 2001.

Box 5:
Nicaragua’s Foreign Debt Situation and Debt Relief Initiatives

Since the 1980s, Nicaragua was one of the most heavily indebted countries in the world
and has shown very high levels of external debt. In 1990 the external debt stock was
over 600 percent of GDP (Hinds 2010). Between 1994 and 1998, external debt service
amounted to as much as 232 million US$/year, representing 51% of public revenues,
or 8.7% of GDP (compared to social spending at 6.6% of GDP).

Nicaragua entered the Highly Indebted Poor Countries (HIPC) Initiative in September
1999 and began to receive debt relief once it reached decision point in December 2000.
The Completion Point (final relief of eligible debt under the HIPC Initiative) was reached
in January 2004 after the country met the sixty-five structural reform conditions of three
consecutive IMF programs (Guimares/Avendafio 2008).

In addition to HIPC Relief, Nicaragua benefited from additional debt relief in 2006 and
2007 from the IMF, World Bank/International Development Association (IDA) and IDB
under what was known as the Multilateral Debt Relief Initiative (MDRI), as well as from
bilateral Non-Paris Club Creditors, such as Venezuela and Poland.

The total nominal debt relief in the framework of HIPC and the MDRI Initiative was 6.8
billion US$ (IMF 2010), an amount equivalent to 1.1 times its 2008 GDP and around
2.4 times its earnings from the export of goods and services. The final settlement left
Nicaragua with a total stock of debt equivalent to 56.2% of GDP (Hinds 2010).

According to the purposes of the HIPC Initiative, the freed funds must be used solely
for poverty reduction measures and should supplement the existing spending. How-
ever, analysis shows that these objectives were definitely not implemented. During the
Bolafios government, less than half of the funds freed from debt relief were used for
poverty reduction. Therefore, foreign aid continued to compensate for insufficient so-
cial spending by the government (Acevedo 2007). Fortunately, in spite of it, the strong
increase in tax revenue also lead to the increase in funds allocated to social spending.
However, according to Guimares/Avendano (2008), half of the spending earmarked
for poverty reduction was not received by people living in poverty, which also explains
why poverty actually increased during this period.
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Due to an internal banking crisis in 2001-2002, the fiscal deficit prior to grants increased
to almost 10% of GDP and represented a primary deficit of -2.8% after grants.> The
banking crisis quintupled Nicaragua’s domestic debt service in a period of only 4 years
— from 408 million Cordobas in 2000 to 2.282 million Cérdobas in 2003 (from 32.3
million US$ to 151.1 million US$).

As a consequence, just as the country was beginning to reap the benefits of the HIPC
Initiative and receive temporary relief from its foreign debt, the focus on servicing the
public debt shifted, going from a focus on servicing the foreign debt to now paying
off the internal debt.

At the end of 2009, the country’s total external public debt equaled 3,661 million US$,
or 60% of GDP, internal public debt amounted to 1,170 million US$ or 19 % of GDP
(BCN 2010 b).

The combination of this huge fall in revenues and the increase in spending caused the fiscal
deficit to soar from 4.8% of GDP in 2000 to 7.5% of GDP in 2001.

This extremely high deficit could not in fact be financed by that year’s net foreign lending,
which was only 2.8% of GDP, nor by adding the privatization revenues, which were 0.9%
of GDP. This meant that the funds had to come from the issuing of non-backed currency by
the Central Bank of Nicaragua, despite the fact that such an act is strictly prohibited under
the Central Bank’s Organic Law.

It should also be noted that the makeup of the government's primary spending was also
modified, in terms of functional classification. Social spending was cut from 8.6% of GDP
in 2000 to 7.7% of GDP in 2001, spending on economic services dropped from 5.9% in
2000 to 4.7% in 2001, and spending on government administration* actually rose from
3.9% of GDPin 1999 t0 4.4% in 2001. At the end of 2001, Nicaragua reached the decision
point of the HIPC Initiative and began to receive debt relief in 2002.
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6.4. Period lll: Budget Revenue and Spending during the Bolaios
Government (2002-2006)

Fiscal adjustment was due primarily to a revenue increase. A trend is seen in the
increase in social spending, in both absolute and relative terms.

Table 4:
Budget of the Central Government, 2001-2006 as a Percentage of GDP

ITEMS 2001 2002 2003 2004 2005 2006
1. Total Revenue 16.2 17.6 19.7 20.5 21.4 22.8
Tax Revenues 13.9 14.9 16.4 17.2 18.0 18.8
Taxes 12.7 13.5 15.2 15.8 16.7 17.5
Other Revenues 1.1 1.4 1.2 1.4 1.3 13
Foreign Aid (for the
Central Government) 2.3 2.7 3.4 3.3 3.3 4.0
2. Total Spending 23.7 20.0 22.6 22.7 23.2 22.7
Interests 2.2 2.2 3.1 2.1 1.9 1.8
Internal 1.0 1.6 25 1.7 1.4 12
External 1.2 0.6 0.6 0.4 0.5 0.6
3. Primary Spending 21.5 17.8 19.5 20.7 21.3 20.9
4. Surplus or Deficit
before Aid -9.8 -5.1 -6.2 -5.6 -5.2 -3.9
5. Surplus or Deficit
after Aid -7.5 -2.5 -2.8 -2.2 -1.8 0.1
6. Primary Surplus ) ) )
or Deficit 5.3 0.2 0.3 0.1 0.1 1.9
7. Funding 7.5 25 2.8 2.2 1.8 -0.1
Net External 2.8 3.1 5.0 5.8 4.0 29
Net Internal 3.7 -1.1 -2.5 -5.0 -2.4 -3.2
of which Central Bank 49 2.4 -1.7 -4.5 -1.7 -1.4
Privatization
Revenues 0.9 0.4 0.3 1.4 0.2 0.2

Source: Ministry of Finance and Public Credit (MHCP) / Banco Central de Nicaragua
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This unsustainable increase of the fiscal deficit in 2001 led to the endorsement of a new
‘fiscal adjustment’ plan in 2002 by the government administration elected in 2001 and
headed by Enrique Bolafos. It was a ‘prerequisite’ to setting up the IMF’s Poverty Reduction
and Growth Facility Program.

This adjustment process, which is still in effect now, has brought about both a significant
increase in tax revenues and a limiting of the government’s primary spending.

The biggest ‘fiscal adjustment’ made was carried out in 2002. Between 2001 and 2002,
total government spending shrunk by 3.7% of GDP (going from 23.7% of GDP in 2001
t0 20% in 2002). In turn, total revenues increased by 1.4% of GDP, rising from 16.2% of
GDP in 2001 to 17.6% of GDP in 2002.

In regards to spending, the adjustment’s measures mainly affected capital spending which,
at constant prices and according to the Central Bank'’s records, dropped by 23.5% of GDP
from 2001 to 2002.

As for revenues, the new adjustment had its greatest effect on the increase in tax revenues,
which rose from 12.7% of GDP in 2001 to 13.5% in 2002. This was made possible by an
overhaul of the tax system, a reform enabled by the passing of the Tax Base Expansion Law
in 2002, which increased the efficacy of the tax authorities.

The overall effects of the fiscal adjustment led to a decrease in the budget deficit by 5.1%
of GDP (due to the 3.7% of GDP decrease in spending and the 1.4% of GDP increase in
revenues), going from -7.5% of GDP in 2001 to -2.5% of GDP in 2002.

This 2.5% of GDP deficit was funded by contracting new net foreign debt equal to 3.1% of
GDP. After covering the deficit, this left funds equal to 0.6% of GDP which, together with
revenue from privatizing public enterprises that equaled 0.9% of GDP, was used to pay off
the internal debt and transfer funds equaling 1.5% of GDP to the Central Bank.

The program undertaken with the IMF in 2002 was marked by the need to face the growing
pressure of servicing the internal debt, a pressure that was caused mainly by the maturities
of the debts the Central Bank had from issuing Negotiable Investment Certificates (CENIs
for its Spanish acronym) and from issuing securities to shore up the accumulation of inter-
national reserves and cover the costs of the bank liquidations in 2000-2001°.
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Figure 8:
Change in the Servicing of the Central Government’s Public Debt, 2000-2003
in Million Cérdobas
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To raise the funds necessary to pay off the interests and maturities of the debt, the program
with the IMF entailed limiting the government’s primary spending, restructuring the tax
system so that it would provide 3.5% of GDP (two reforms to the tax system were actually
needed, as well as some minor modifications), privatizing 51% of the capital block of ENITEL,
the public telecommunications company, and auctioning off shares of the liquidated banks.

Furthermore, it made an agreement with the IMF and World Bank that it would redistribute
the temporary relief the HIPC Initiative had brought the country in order to pay off this
debt, given the fact that if said relief went towards increasing what was known as poverty
reduction spending, the Government would not be able to transfer the necessary funds to
the Central Bank so that it could service the debt. The Bank would then have to dip into the
international monetary reserves, which would reduce them drastically and possibly result in
a collapse of the country’s currency.

The contributors, though fully aware that the HIPC relief should have gone strictly towards
increasing social spending, made no objections to those funds going towards paying off the
internal debt in order to maintain some semblance of macroeconomic stability.
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Table 5:
Spending to Alleviate Poverty, 2000-2005 as a Percentage of GDP

2000 2001 2002 2003 2004 2005
ERCERP* Spending 11.60 10.50 9.60 10.90 11.70 12.70
Internal Funds 6.40 5.80 5.80 6.00 6.00 7.30
Treasury Funds 6.40 4.30 4.00 3.60 3.30 4.90
HIPC** Relief 0.00 1.50 1.80 2.30 2.70 2.40
External Funds 5.20 4.70 3.80 5.00 5.70 5.40

*  Strategy for Economic Growth and the Reduction of Poverty
** Heavily Indebted Poor Countries Initiative
Source: Banco Central de Nicaragua and Ministerio de Hacienda y Credito Publico

The ‘relief’ the HIPC Initiative brought the country would be represented by the treasury
funds (its own tax revenue) that were allocated to servicing the foreign debt and which,
once the Initiative’s ‘temporary relief’ came in 2001, would no longer be required to pay
off the foreign debt and could then be re-routed to the additional increase of the treasury
funds allocated to poverty reduction spending.

The treasury funds, now free from paying off the foreign debt, should have gone to poverty
reduction spending so that once the HIPC Initiative money began to come in, the treasury
funds allocated for said spending would be a supplement to the treasury funds already
assigned to poverty reduction spending.

Therefore, said ‘relief’ should not have replaced the internal funds already allocated to
poverty reduction spending, but merely supplemented them.

In the table above, one can see that the treasury funds assigned to poverty reduction spend-
ing went from 6.4% of GDP in 2000 to 6% of GDP in 2004. Not only did they not increase,
they actually went down. There was no supplement to the treasury funds (or internal funds)
allocated to poverty reduction spending.

The table shows that up to 2004, the increase in the ‘relief’ was completely offset by the
corresponding reduction in treasury funds allocated to poverty reduction spending. This
means that the HIPC 'relief’ is substituting or replacing, rather than supplementing, the
internal funds that had already been allocated to fighting poverty.

It is obvious that what was labeled ‘HIPC relief’ is just a part of the same internal funds
that had already been allocated to spending on poverty and the relief had merely been ‘re-
labeled’ to make it appear that it was indeed going towards poverty spending.
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In addition to receiving the temporary HIPC relief, meaning that in addition to freeing im-
portant treasury funds that had previously been allocated to paying off the foreign debt,
the country also experienced a sharp increase in tax revenues during this period.

This makes it rather unclear why the treasury funds or internal funds allocated to poverty
spending were stagnant, unless one keeps in mind that during this period, while the cost
of servicing the foreign debt went down, costs on servicing the internal debt shot up. The
treasury funds now free from servicing the foreign debt had to be redirected to servicing
the internal debt.

It is also apparent that the funds freed up by the HIPC Initiative were redirected to paying
off the internal debt rather than supplementing the treasury funds assigned to poverty
reduction spending.

The amount of treasury funds allocated to poverty reduction spending were increased in
2005 due to the increase established in the budget transfers to the Nicaraguan municipalities,
which was the result of the National Assembly passing the Amendment to the Municipali-
ties Transfer Law, as well as the payroll raise and increase in the education and healthcare
budgets, which were also passed by the National Assembly.

Both decisions adopted by the Republic of Nicaragua Legislative Branch fully violated the
IMF’s condition, though post-facto they proved to have significantly increased spending on
poverty reduction.

Also influential in the increase in ‘poverty spending’ were the subsidies the state granted
in 2005 on collective urban transport and to the electricity supplier ‘Unién Fenosa’, both of
which were categorized as subsidies to the poor. The subsidy given to ‘Uniéon Fenosa’ was
0.6% of GDP and was a significant factor in the increase in spending to alleviate poverty.
The subsidy to ‘Union Fenosa’, a Spanish transnational, was the only one with the approval
and blessing of the IMF.

The IMF decided to suspend Nicaragua’s program, claiming that the increases in spending
passed by the National Assembly (the increases in municipal transfers and increased wages
for healthcare and education workers) directly conflicted with the goal of the deficit pro-
gram with the IMF in 2005.

It should be noted here that although the government should have had to bear the burden
of this debt (which some banks later appeared as creditors for after having slipped into the
system during the takeovers by passing themselves off as larger than they really were), the
government of Enrique Bolafios refused to attempt to reduce it at all, which he could have
accomplished by cushioning it with the debt that the banks had run up with the federal
tax authorities after eight consecutive years of not paying income taxes.

This debt was essentially written off by the tax authorities, with the President himself against
its collection. The leader of the principal opposition also agreed with the banks, which
refused to recognize the debt.
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Nevertheless, when this period is analyzed in its entirety, it can be seen that in spite of eve-
rything else, the government was able to make improvements not only in public finances,
but also in social spending.

Looking at the budget indicators on the revenues side, one can see that in the period of
2001-2006 the average tax revenues in dollars increased 74.7%, going from 568 million
US$ in 2001 to 992.8 million US$ in 2006, which is a truly significant increase.

Figure 9:
Change in the Central Government’s Tax Revenue, 1999-2006 in Million US$
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Source: Data of Ministerio de Hacienda y Credito Publico y Banco Central de Nicaragua

During that same period, tax revenues in Cérdobas increased by 128.5%, while the GDP
at current prices increased by 68.6%. This shows that the global elasticity or buoyancy of
tax revenues increased 1.87% as compared to the GDP (in other words, for every 1% of
growth in nominal GDP in this term, tax revenues increased by 1.87%).

This elevated buoyancy enabled the sharp rise in the average tax burden on the economy
and the doubling of tax revenues measured in dollars.

Under the aforementioned Tax Base Expansion Law of 2002 and the 2003 Fiscal Equity Law,
the tax system was reformed twice over the 2002-2006 period. Together with the increased
efficiency of the tax authorities, these reforms allowed the country to reach a tax burden
that was 18.1% of GDP in 2006, up from 12.7% of GDP in 2001. In addition to these two
larger reforms, smaller modifications were also made to the tax system in response to secure
funding for changes to the budgetary ceiling made by the National Assembly.
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Box 6:
The Nicaraguan Tax System

The Nicaraguan tax system is still characterized by the prevalence of indirect taxes such
as the IVA (Value Added Tax), ISC (Selective Consumption Tax) and DAI (Customs Duties
on Imports). In 2007, these three represented 68.5% of the total taxes collected. These
taxes are highly regressive, meaning that low income households are saddled with a
higher tax burden. The weight of the indirect taxation is still so great that it negates
the progressive effects of direct taxation.

Nevertheless, when analyzing the performance of the tax system, it is necessary to note
that there has been an appreciable change in the country’s tax structure over the past
12 years as the tax burden continued to increase.

Figure 10:
Changes in the Tax System Structure, 1995-2009 in Percent
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Source: Data from Ministerio de Hacienda y Crédito Publico

The foremost trait of this development can be seen in the increased direct tax burden,
as illustrated by the increase in Income Taxes (IR), which rose from 13.68% of overall
tax revenues in 1995 to 30.39% in 2007.

Upon first inspection, it could appear that this increased level of income taxes was
indicative of a less regressive tax system. This is not however, necessarily the case.
First of all, the larger percentage of income tax corresponds to corporate, not personal,
income tax.

In principle, this tax is on businessmen who profit from the firms and on the capital-
ists earning financial profits. Depending on the elasticity of the capital supply and the
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market structure however, it is possible that part of this tax is ‘passed on’ to consumers
or ‘passed back’ to employees through lower wages. This is why tax incidence (which
indicates who actually bears the burden of the tax) is such a disputed topic.

Two scenarios are typically considered when analyzing the tax incidence of this particu-
lar tax i) one in which the corporate income tax is paid by the businesses themselves
out of business benefits and profits ii) one in which the income tax is fully or partially
‘passed on’ or ‘passed back’. If one assumes that companies have the capacity to fully
or partially transfer this tax, then their incidence can be regressive or undetermined.

Looking beyond this a priori uncertainty of this tax’s progressive or regressive impact,
one must also consider that a significant part of this increase in tax revenues has corre-
sponded, from 2003 on, to the introduction of a 1% minimum payment on companies'’
gross assets. The establishment of this sui generis tax means that companies must pay an
income tax equivalent to whichever of the following is greater: 30% of the company’s
net income tax or the minimum payment of 1% on gross assets.

This minimum payment must be made even when companies declare a loss and was
established as an anti-tax evasion measure to combat the practice, previously carried
out by some 60% of companies, of systematically declaring losses year after year in
order to avoid paying income taxes.

In reality, the application of this tax is unquestionably a response to the restraints faced
by the tax authorities, such as the continual refusal of elected officials to fight evasion
and increase the taxable base for corporate income by eradicating exemptions and
exonerations, in other words, the failure of officials to implement a tax structure with
nominal or legal rates that are more aligned with the resulting effective rates.

This type of ‘minimum payment’ system, however, leads to the complete elimination or
partial replacement of corporate income taxes and turns the tax into a pseudo-tax with
a cascade effect that further aggravates the problems of applying the tax and its effec-
tiveness. Its incidence is even less apparent than the corporate or business income tax.

Secondly, the income tax’s distributive incidence is not as obvious because an income tax
on physical or natural persons falls almost exclusively on those earning wages and the
bulk of the increase in this tax’s revenues is due to the fact that the minimum amount
exempt from this tax was frozen in nominal terms at 50,000 Cérdobas annually between
1997 and 2009. As a result of this, when adjusting nominal salaries for inflation over the
years, more and more wage earners saw their nominal income exceed this exemption
amount of 50,000 Cérdobas and subsequently had to pay this tax®. Another important
factor to consider is that the Corporate Income Tax is characterized by a very low effec-
tive rate due to the fact that it is commonly evaded and sidestepped through special
systems that grant a series of exemptions on a subjective basis; these are given mainly
to companies set up in free trade zones and to protected and/or promoted sectors,
especially agriculture, mining, tourism and the construction of private hospitals. This
widespread preferential treatment favors the big economic groups.
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Selektive

Sector with Tax Exemptions Dﬁﬂg’r%n thnsump- Ad\({laelggl'ax Income Tax
ion Tax

Free Trade Zones exempt exempt exempt exempt

Tourism exempt exempt exempt exempt (%)
/(Tr?cri)cr%l;uTr:i ég?)ngraTliaTj%“ 0 exempt exempt exempt no exempt
Forestry (Projects) exempt exempt exempt exempt (%)
Fishing exempt exempt no exempt = no exempt
Small Business exempt exempt exempt no exempt

Eé?ecgittsof 1.6% + Zero Rate) no exempt = noexempt noexempt noexempt
Zﬁprgg; cL)jr? clzl_gsvTemorary exempt exempt exempt no exempt
Investments in Hospitals exempt exempt exempt exemptions

Investments in the Energy Sector exempt no exempt  noexempt exemptions
Public Transport (Co-ops) exempt exempt exempt exempt

Industrial Sector exemptions = exemptions = exemptions = exemptions

Source: Tax Laws of the Republic of Nicaragua

Estimates on this practice put the state’s lost tax revenue at approximately 4.5% of GDP.

Due to the power and influence of the big corporate groups, no administration has
dared to eliminate or restrict this generous system of special treatment, exemptions
and exonerations.

In regards to spending, total government spending in dollars rose only 11.6% from 2001 to
2006, rising from 1,078.6 million US$ in 2001 to 1,204.2 million US$ in 2006. Subsequently,
the fiscal deficit measured in dollars and before aid fell 59.3%, from 510.6 million US$ in
2001 to 211.6 million US$ in 2006.

As a percentage of GDP, tax revenues rose from 13.8% of GDP in 2001 to 18.8% of GDP
in 2006. On the contrary, total government spending decreased from 23.7% of GDP in
2001 to 22.7% of GDP in 2006. This decreased the overall deficit before aid from -9.8%
of GDP in 2001 to -3.9% of GDP in 2006.

In other words, tax revenues increased by 5% of GDP while total spending decreased by
0.9% of GDP. This state of affairs led to a decrease in the before-aid overall deficit equal to
5.9 percent of GDP. That figure represents the total size of the ‘fiscal adjustment’ carried
out in those years. One can see that the main factor in this adjustment was the increase
in tax revenue.
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In turn, total revenue (including aid) rose from 16.2% of GDP in 2001 to 22.8% of GDP in
2006, an increase equivalent to 6.6% of GDP. This increase was due to a sizable increase
in tax revenue, which was equal to 5% of GDP in that period and was supplemented by
an increase in Aid equivalent to 1.6% of GDP.

This led to a decrease in the fiscal deficit after aid (which is the proper way to measure
deficit and the way it is measured in the program with the IMF) from -7.5% of GDP in 2001
to 0.1% of GDP in 2006, a figure on the verge of what is known as ‘zero fiscal deficit'.

It must be noted here that at ‘zero fiscal deficit’, the government’s total revenues (tax revenues
plus aid) fully cover its total spending and contracting foreign debt to fund government
spending is therefore unnecessary.

From this point, contracting new net foreign debt is only done to cover maturities of the
internal debt’s principle and the increase in government deposits in the Central Bank of
Nicaragua (which are made to amass international reserves).

Despite having lowered the overall fiscal deficit to 0.1% of GDP, in 2006 the government
actually contracted new net foreign debt equivalent to 2.9% of GDP. Together with revenues
from privatization equivalent to 2.9% of GDP, this allowed the government to amortize
the principle of the internal debt and transfer funds to the Central Bank to prop up the
accumulation of funds, an amount equal to 3.1% of GDP (which is the same percentage
of GDP as total spending by the Ministry of Education in 2006).

Conversely, the government’s primary spending decreased from 21.5% of GDP in 2001
10 20.9% of GDP in 2006, which represents a decrease of 0.6% of GDP. Given that total
spending decreased by 0.9% of GDP, the fact that primary spending decreased by 0.6%
shows that, from a spending perspective, primary spending was in fact the main adjust-
ment variable, which by itself accounted for 0.6 of the 0.9% reduction in total spending in
terms of GDP. Payments made on the public debt’s interest proved to be the second biggest
adjustment as the amount decreased 0.4 % of GDP, decreasing from 2.2% of GDP in 2001
to 1.8% of GDP in 2006.

This period marked the beginning of a noteworthy trend towards increasing social spending,
in both relative and absolute terms.

Despite the decrease in primary spending by 0.6% of GDP, social spending (or spending on
social services) increased from 7.7% of GDP in 2001 to 11.1% of GDP in 2006, an increase
equivalent to 3.4% of GDP. This shows that social spending accounted for a larger portion
of primary spending, increasing from 41.8% in 2001 to 53.1% in 2006.

Social spending’s larger proportion of overall primary spending occurred mainly as a result of
the decreased proportion of spending on economic services, which accounted for 25.3% of
primary government spending in 2001 but only 14.6% in 2006. Spending on government
administration experienced a similar fall, with its share decreasing from 23.8% of primary
spending in 2001 to 18.1% in 2006.
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Figure 11:

Change in the Functional Makeup of Total Government Spending, 2001-2006
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In dollars, social spending increased from 315.6 million US$ in 2001 to 587.6 million US$

in 2006, an increase of 86.2%.

Figure 12:

Change in Spending on Social Services by the Government, 1992-2006

in Million US$
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Nevertheless, this must be kept in perspective because despite these significant increases,
social spending remained very low as compared to regional levels.

Figure 13:

Public Social Spending per Resident 2005 in constant US$ from the Year 2000

Argentina | 1,610
Uruguay | 1,128
Cuba | 1,009
Trinidad and Tobago | 888
Brazil | 870
Costa Rica | 774
Chile | 727
Panama | 724
Mexico | 634
Venezuela | 579
Colombia 312
Jamaica 289
Dominican Republic 225
Peru [ 212
Bolivia 190
El Salvador || 124
Honduras 119
Paraguay 111
Guatemala 103
Ecuador 99
Nicaragua 95 | ] ] ] ] ] ] ] ]
0 200 400 600 800 1000 1200 1400 1600 1800

Source: Comision Economica para America Latina (CEPAL), online-database

It becomes apparent that the increase in social spending was indeed considerable as com-
pared to the very low levels of social spending in the 1990s, but when the level is compared
to social spending levels throughout the region or with the level of social spending actually
required to accomplish the basic goals for human capital and basic infrastructure, the level
is still extremely low.

This increase in social spending strained the country’s relationship with the IMF.

Part of this increase was caused by ‘automatic” increases that resulted from measures such
as the passing of the Budgetary Transfer to Nicaraguan Municipalities Law, which made
it mandatory to allocate an increasing percentage of tax revenues to an item that would
later be transferred to municipal governments as part of the fiscal decentralization process.

The application of this law increased municipal transfers from an average of 0.27% of GDP
in 2001-2003 (an average of 11.3 million US$) to 0.56% of GDP in 2004 (equal to 26.6
million US$), then to 1.1% of GDP in 2005 and 2006 (an average of 56.5 million US$).
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Figure 14:
Change in Budgetary Transfers to Municipalities, 2001-2008
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This law required the allocation of increasing amounts of funding to municipal governments,
and in the IMF’s opinion, it was a risk to the successful payment of the internal debt and
transfers to the Central Bank, among other things.

The Budgetary Transfer to Municipalities Law was very popular throughout the country
and had the support of all of the political parties, the Association of Municipalities and civil
society organizations, as well as funding from donors who had been pushing for municipal
government support for years. Nevertheless, the IMF took issue with the measure and alleged
that revenues were being transferred to municipal governments without the corresponding
transfer of spending responsibilities.

On these grounds and without providing any sort of evidence, the IMF was denying that
the ‘vertical fiscal gap’ on the side of the municipalities actually existed, despite the fact
that these municipalities had been assigned a large number of duties (through the Munici-
palities Law of 1988 and its amendment in 1997), but had not been transferred sufficient
funds to complete them.

In the eyes of the IMF, transferring the central government’s tax revenues to municipal
governments would increase the central government’s budget deficit by adding a new
expenditures item to the budget. The IMF therefore established a new condition that the
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transfers to municipalities be offset by also transferring them spending responsibilities
previously borne by the central government.

Under this condition, the central government would cease to allocate funds for these
expenditure responsibilities, thereby forcing the municipalities to bear them. It may also
require the municipalities to provide a counterpart for the funding of investments in the
municipalities’ territory to be developed by central government agencies.

This would ‘offset’ the municipal transfers since, for every Cérdoba transferred to the
municipal governments, the central government would cut one Cérdoba out of its own
spending on central agencies that carried out programs or projects in the municipalities.

Municipal transfers are a part of social spending under the ‘housing and community ser-
vices' item. The sharp increase in these municipal transfers can be seen by the fact that in
2002 they accounted for 31% of the total spending on housing and community services,
but 56% of the item by 2006. Due to this increase in municipal transfers, the housing and
community services item rose from accounting for 8.7% of social spending in 2002 to
18% of it in 2006.

The increase in social spending was due in part to the major increase in teacher and healthcare
worker wages passed by the National Assembly in 2004 and 2005. This increase in wages,
combined with the Assembly ruling in 2005 to increase the percentage of tax revenues
transferred to the municipalities, led to the temporary suspension of the program with the
IMF due to the fact that it changed the overall budget deficit limit that had been agreed
upon with the IMF.

It should be noted that these raises in wages and the increase in tax revenue allocated to
municipalities occurred in a context of uncompromising political opposition between the
Executive Branch and the opposing majority party that controlled the National Assembly
(the Constitutional Liberal Party and the Sandinista National Liberation Front). The National
Assembly passed these increases in an effort to sink the government of Enrique Bolafnos,
which they were at odds with over the most important issue: the program with the IMF,
which also depended on the disbursement of support funds from the budget, a disburse-
ment that stopped with the suspension of the program with the IMF.

As of 2006, there were no further increases following the agreements reached between
President Bolafios and the head of the FSLN (Sandinista National Liberation Front) in October
of 2005. This made an adjustment of the government’s payroll possible in 2006 in accord-
ance with IMF stipulations and also enabled the offsetting of the transfers carried out in
accordance with that agreed upon with the agency.

In effect, the increases in nominal wages for education and healthcare workers approved
by the Assembly led the IMF to add a new ‘performance criterion’ for 2006. This new
requirement was the ‘freezing’ of the government’s payroll in real terms, meaning that
salaries could only increase at the same rate as the inflation projection (so that in real terms,
it would be continual).
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The line of reasoning for restricting the growth of government payroll in this manner was
that the growth of the average wages of workers in the public sector plus the growth of
average wages in the private sector would create a risk of inflation and decrease the coun-
try's competitiveness in attracting foreign investment.

It was never explained exactly why an increase in wages for education and healthcare
workers by a few hundred million Cérdobas through sound, non-inflationary funding was
apparently going to unleash inflation, but why making payments on the onerous internal
debt, an act that released billions of Cérdobas into circulation, was not seen as an inflation-
ary risk by the IMF.

In regards to the argument that an increase in the real wages of teachers, healthcare workers
and policemen would cause a ‘decrease in international competitiveness’, the IMF claimed
that Nicaragua would lose its main ‘comparative advantage in attracting investments’, the
extremely low cost of Nicaraguan labor.

The IMF's argument was that wage increases for teachers and healthcare workers could
result in a ‘demonstration effect’ that could lead to demands for higher wages by other
workers in the private sector, thereby raising the cost of labor in Nicaragua. This scenario
would take away what made the country ‘attractive’ to foreign investment.

Similarly, the IMF ordered the National Assembly to amend the General Education Law
passed in 2005 which established that each year, a percentage of projected tax revenues
in the General Budget of the Republic must be put towards increasing the budget for non-
university education. The National Assembly was forced to remove this mandate from the
law just fifteen days before it would have been passed in full.

As mentioned before, these strains were ultimately alleviated due to the fact that the increase
in tax revenues each year exceeded the projections of the program with the IMF as well as
budget projections, thus allowing the system to accommodate these increases while still
complying with the goals agreed upon with the IMF.

During this period, the funds not bound to particular projects (funds to support the general
budget) represented 33.6% of the total funds disbursed through foreign aid in 2006.

At the start of the process in 2003, it was calculated that aid linked to particular projects
represented 80% of official foreign aid, but by 2006, it had fallen to approximately 67 %.
Nevertheless, this should not be seen as a previous deficiency of freely available foreign aid,
but rather that it had previously been classified as ‘balance of payment support'.
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Table 6:

Disbursements of Freely Available Foreign Aid to the Central Government,

2005-2007
ITEMS (in Million US$) 2005 2006 2007
Freely Available Aid 84.9 129 110.6
Total Central Government Aid 382.7 383.6 396.4
Percentage 22.2% 33.6% 27.9%

Source: Ministerio de Hacienda y Crédito Publico, Marco Presupuestario de Mediano Plazo of several years

In sum, between 1994 and 2006 total government revenues rose from 15.6% of GDP in
1994 to 22.6% of GDP in 2006, an increase of 7% of GDP. Tax revenues rose from 12.6%
of GDP in 1994 to 18.8% of GDP in 2006, an increase of 6.2% of GDP.”

In turn, total spending rose from 18.8% of GDP in 1994 to 22.7% of GDP in 2006, an
increase of 3.9% of GDP. Primary Spending rose from accounting for 15.6% of GDP in 1994
to 20.9% of GDP in 2006, an increase of 5.3% of GDP. Interest payments on the public
debt dropped from 3.2% of GDP to 1.8% of GDP, a reduction of 1.4% of GDP. The fiscal
deficit changed from -3.2% of GDP in 1994 to -0.1% of GDP in 2006.

It is apparent that the driving force behind the 5.3% of GDP increase in primary spending
between 1994 and 2006 — which subsequently led to the increase in Social Spending —was,
above all, due to the sharp increase in government revenues (73.6%); to a lesser degree
(26.4%), the reduction in the payment of interests on the public debt was another factor.

It is also evident that under the agenda of several programs with the IMF, many valuable
years were spent in vain focusing solely on adjusting government spending, when it is clear
that such effort should have been spent on increasing government revenues, which were
extremely low in 1994. It was not until 2002 that this change was made, and even then it
was not made willingly, but in response to the crushing pressure of the internal debt. Had
the focus been on increasing government spending from the very beginning, the 1990s
could have been a much more successful time for the country.
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6.5. Budget Revenues and Spending of the Ortega Government
(2007-)

The trend of increasing social spending in both absolute and relative terms continues.

This period includes the first three years of President Daniel Ortega’s administration.

The rise in tax revenues continued in these years, and measured in dollars, rose from 992.8
million US$ in 2006 to 1,115.7 million US$ in 2007, then to 1,212 million US$ in 2008.
This growth represents an increase of 219.2 million US$ between 2006 and 2008. It should
be noted, however, that for the first time since 2001, tax revenue as a percentage of Gross
Domestic Product (GDP) fell from 2007 to 2008, decreasing from 19.6 to 19.4%. Due to the
effects of the global economic crisis, the budget had to be modified three times in 2009. As
a percentage of GDP, tax revenues fell to 19% in 2009. In addition to the fall in tax revenues,
the disbursement 64 million US$ of budget support was cancelled in 2009. However, the
increase of budget support loans from international financial institutions and the emission
of new internal debt compensated part of the reduction and public expenditure was only
reduced by 134.8 million US$. 12% of the reduction had to be borne by the Ministry of
Health, 9% by the Ministry of Agriculture and 8% by the Ministry of Education. 15% of
the reduction was assigned to the municipalities, 6% to universities.

Figure 15:
Change in Tax Revenues, 2001-2010* as a Percentage of GDP
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Source: Own calculations based on data of Ministerio de Hacienda y Credito Publico and Banco Central de
Nicaragua (BNC)
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As mentioned above, in 2008 an important part of budget support disbursements were
suspended. In regards to the disbursement of budget support or freely available aid for the
central government in 2008 only 30 million US$ of the planned 121.7 million US$ were
given out under claims of non-compliance with the main principles of the aid itself (Details
see chapter 4.2). However, budget support loans from multilateral institutions rose from
28.9 million US$ in 2008 to 116.8 million US$ in 2009, and therefore more than replaced
the suspended budget support grants (BCN 2010).

Table 7:
Disbursements of Freely Available Foreign Aid to the Central Government,
2005-20108

ITEMS (in Million US$) 2005| 2006| 2007 2008 2009 2010*

Freely Available Aid 84.9 129| 1106 30.3 94.4 66.1

Total Central Government Aid 382.7| 383.6| 39.4 359.1 3431 236.1

Percentage 22.2% | 33.6% | 27.9% 8.4% 27.5% 27.9%
*projected

Source: Ministerio de Hacienda y Credito Publico, Marco Presupuestario de Mediano Plazo, multiple years

In any case, the total government revenues — tax revenues plus donations — increased from
23.1% of GDP in 2006 to 23.7% of GDP in 2007, and then fell to 22.3% of GDP in 2008
and to 21.5% in 2009. As we saw earlier, this is due to the fact that in 2008 and 2009
both tax revenue and aid decreased in terms of percentage of GDP.

In regards to expenditures, total spending increased 0.5% of GDP from 2006 to 2008, rising
from 23% of GDP in 2006 to 23.8% of GDP in 2008 and to 23.8% in 2009°. During the
same period, and due to the fact that payments made on the public debt’s interests decreased
by 1.8% of GDP in 2006 and 1.2% of GDP in 2008, primary spending increased by 1.2%
of GDP, from 21.2% of GDP in 2006 to 22.3% of GDP in 2008 and to 22.9% in 20009.

The overall budget surplus rose from just 0.1% of GDP in 2006 to 0.4% of GDP in 2007
and then turned into a deficit of -1.2% of GDP in 2008 and of 2.3% in 2009.
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Table 8:
Budget of the Central Government, 2001-2009'° as a Percentage of GDP

ITEMS 2001| 2002| 2003 2004| 2005 2006/ 2007| 2008 2009
1. Total Revenue 16.2| 17.6/ 19.7 20.5| 21.4| 23.1 23.7| 22.3| 21.5
Tax Revenue 13.9] 149 164 172| 180/ 19.1] 199 194 191
Taxes 12.7 13.5 15.2 15.8 16.7 17.7 18.4 18.0 17.7
Other Revenues 11 14l 2] 14l a3l 14 15| 14 a3
Foreign Aid (for the 23 27| 34 33 33 40 38 30 25
Central Government)
2. Total Spending 237| 200/ 226 22.7] 232 230/ 233] 235 238
Interests 220 220 31 21] 19 18] 15 12| 14
Internal 10 16 25 17 14l 120 1] o8 oo
External 12| o6 06 04 05 06 04| 04 04
3. Primary Spending 215 17.8] 195 207] 213 21.2| 218 223 225
4. Surplus or Deficit 75 25 -2.8 22/ -1.8 04| 04 -12] -23
5. Funding 75/ 25 28/ 22| 18] -01] -04] 12 23
Net External 28] 31| 50 58 40 29 27/ 15 32
Net Internal 37 -11] 25| 50/ -24] 32| 31| -04/ -09
of which Central Bank 4.9 2.4 -1.7 -4.5 -1.7 -1.4 -2.3 0.8 -0.7
Privatization 09 04 03 14 02 02 00 00 00
Revenues

Source: Banco Central de Nicaragua / Ministry of Finance and Public Credit (MHCP)

It is easy to see that managing the budget, something that was always conditioned by
the program with the International Monetary Fund (IMF), was closely tied to the pursuit
of zero fiscal deficits. Reaching a budget deficit close to 0% of GDP meant obtaining a
primary surplus — equivalent to the difference between total revenue and the government’s
primary spending — that was close to the amount of the payments made on the interest
of the public debt. Under these circumstances, the primary surplus covers either most or
all of the total interest payment, thus bringing the overall deficit — the deficit after interest
payments — closer to zero.The amount of new foreign debt required to fund the budgetary
deficit is thereby brought closer to 0% of GDP.

New foreign debt is then contracted almost solely to fund the amortization of the foreign
debt and transfers to the Central Bank. What essentially happens is that paying off the ma-
turities of the internal debt by contracting new foreign debt is simply a replacement of the
amount to pay on the internal debt with an equal amount now due on new foreign debt.
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If the overall balance of the public debt remains relatively stable, in dollar terms, then the
growth of GDP in dollars alone will determine the decrease of the balance as a percentage
of GDP. The rate at which this decreases will depend on the size of the primary surpluses
in place.

Social spending increased from 11.2% of GDP in 2006 to 13.0% of GDP in 2009, an in-
crease of 1.8% of GDP. Social spending grew from 53.1% of primary spending in 2006 to
57.3% in 2008 and to 58.3% in 2009.

Figure 16:
Evolution of Social Spending, 1999-2011* as a Percentage of GDP (current prices)

1259 130% 12.8% 12.7%

11.9% -
=
12 11.2% 11.2%,7‘3(

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011*

- Education I:I Health I:I Others == Social Spendings

Sources: Based on Data from MHCP and BCN *projected

This increase was compensated primarily by the decrease in spending on government ad-
ministration as a percentage of GDP (which decreased from 3.9% of GDP in 2006 to 2.8%
of GDP in 2008 and to 2.9% in 2009), and as a percentage of primary spending (from
18.5% of primary spending in 2006 to 12.7% of it in 2008), as well as by the decrease of
public debt servicing (which decreased from 4.9% of GDP in 2006 to 4.2% of GDP in 2008
and 2009, and from 22.8% of primary spending in 2006 to 19.3% of primary spending in
2008 and to 18.5% in 2009).

Measured in dollars, payments made to service the public debt increased until 2007. The
amount decreased in 2008 and 2009, but is forecast to rise once again in the 2010-2012
period to an amount even higher than the 2007 level. The amount allocated to paying off
the public debt is extraordinarily high and represents a significant opportunity cost in terms
of investments in human capital and basic infrastructure foregone, but which are necessary
to lay the basic groundwork for future development.
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Paying off the public debt and making the transfers to the Central Bank still have a lot of
weight when it comes time to draw up the budget, as seen in the budget allocations for
2010. Although in 2010 one can observe a slight increase in revenues, the government is
cutting primary spending by 74 million US$. 42% of this reduction will be borne by the
Ministries of Health, Education and Agriculture. At the same time, internal debt service will
increase by 22 million US$ and transfers to the Central Bank by 53.4 million US$.

Table 9:
Income and Expenditures, 2008-2010 in Million US$
Income Expenditure
2008 2009| 2010* 2008| 2009| 2010*
Fiscal Income 1,211.8(1,130.1/1,182.9 Primary Spending 1,380.1|1,439.5/1,365.4
Donations 212.0| 164.7| 161.2 Offical Debt Service | 263.9| 263.8| 288.1
Loans 147.0| 279.5| 221.8 Internal 198.8| 188.8] 210.8
Issuance of Inter-
nal Debt Titles 45.0| 117.8| 129.7 External 65.1 75.0 773
Privatisation Net Transfers to
Income 0.0 ~ ~ Central Bank (28.1) (11.3)  42.1
TOTAL Income |1,615.9/1,692.1|1,695.6 TOTAL Expenditure|1,615.9(1,692.1/1,695.6
Source: Banco Central de Nicaragua 2010 *projected
Figure 17:
Functional Structure of Total Government Spending 2009, 2010* and 2011**
in Percent
00r Debt Service
15.58% o
90 17.20% 18.15%
Economic
. 0 o,
Spending
o 12.24% 13.49% 12.95%
- Health
a0 |:| Education
30 21.70% 20.23% Defense
20.02% ° and Security
20
10.74% 10.91% 10.38% Government
10F Administration
9.42% 8.81% 9.86%
2009 2010* 2011%*

Source: Ministerio de Hacienda, Proyecto de Presupuesto General de la Republica para 2010
* preliminary ** projected
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Figure 18:

Per Capita Social Expenditure in Latin America 2008 in constant US$ from the

Year 2000
Cuba | 1,749
Trinidad and Tobago | 1,331
Brasil | 1,158
Argentinia | 1,090
Costa Rica | 1,002
Chile | 886
Mexico | 885
Venezuela | 625
Panama 491
Colombia [T 7] 376
Jamaica [ 309
El Salvador 290
Dominican Republic 288
Honduras [ ] 160
Bolivia [ ] 145
Paraguay 135
Guatemala 119
Ecuador 112
Nicaragua 110 | | | | | | | |
0 200 400 600 800 1000 1200 1400 1600 1800 2000

Source: CEPAL Database
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(1) The functional classification of government spending is seen in the State’s biggest roles and duties,
which the expenditures by various government agencies are intended to help carry out. Under this clas-
sification, the expenditures made by different government agencies would go towards carrying out the
State’s different functions and purposes. Therefore, as an example of functional classification, spending
on healthcare would include all of the expenditures for the provision of healthcare services in every public
facility, even in public facilities whose main objective is not necessarily to provide healthcare services.

What matters in this classification is the expenditure’s aim, socio-economic objective or purpose. Func-
tional classification is the best method of comparison for showing the relative priority given to each of
the Government’s main tasks and functions.

When cataloguing the state’s actions in performing its duties or functions, economic services include
everything done to support the production of goods and services that significantly contribute to economic
development. These services include power, fuel, mining, communications, transportation services and
infrastructure, ecology and the environment, agriculture, industry, trade and tourism. This classification
includes measures to promote, directly provide services in, regulate and monitor the public and private
sectors.

(2) It includes the measures that are inherent to the provision of services of education, healthcare, social de-
velopment and assistance, social security, culture, science and technology, labor, housing, drinking water,
sanitary sewer systems, and other urban and municipal services.

(3) This crisis cost Nicaragua almost 14% of its GDP and was financed mostly by deviating funds from HIPC
debt relief.

(4) From a functional perspective, government administration includes the measures taken by the state
to carry outs its duties regarding legislation, foreign and national relations, fiscal administration, electoral
administration, overseeing public administration, handling basic statistical information, etc.

(5) The Central Bank’s issuance of these CENIs (Negotiable Investment Certificates) to cover the costs of the
infamous bank liquidations was completely illegal. The Central Bank was solely permitted by law to issue
securities for the purpose of regulating the amount of money in circulation, and was not granted the right
to issue public debt securities. This is why the debt was reported for revocation by the General Comptroller's
Office of the Republic. Furthermore, there is extensive evidence that shows that a considerable part of this
debt from the Negotiable Investment Certificates stems from irregular operations that were performed
to artificially inflate the amount of debt, which served to benefit the banks that ultimately took over the
liquidated banks.

Although claims were made that the BCN (Central Bank of Nicaragua) issuing the CENIS was ‘necessary
to preserve macroeconomic stability’, the truth is that issuing these put the country at even greater risk in
regards to its financial situation and the exchange rate. The National Strategy for Development presented
by the Government of Nicaragua in 2003 acknowledged that the giant debt held by the Central Bank of
Nicaragua, which was backed by its reserves, could cause foreign investors to lose faith in its currency which
would bring about a financial and exchange rate crisis of ‘gigantic’ proportions (this risk was acknowledged
in those exact words in the official presentation of the ‘Nicaragua Strategy for Development’).

Vergara and Edwards (2001) had the following to say about the risk:

‘The problem of the large CENI stock is not only the financial cost it entails, but also the risk that some
event will produce uncertainty, leading to an important part of the maturities simply not being renewed.
This would seriously weaken the Net International Reserves (NIRs) ... The most immediate macroeconomic
problem Nicaragua faces is precisely the existing fragility of those reserves. Although there have been
periods in the past in which they were also quite low, the problem of the CENIs is new and puts an ad-
ditional burden on them. Moreover, actively using monetary policy to stimulate the economy or to rescue
depositors, for example, could put the NIRs under unsustainable pressure. It is thus also necessary to solve
the BCN’s capital worth problem resulting from the bank bailout.”

In effect, the BCN's issuing of CENIs to cover the bank failures without receiving a compensatory mon-
etary inflow, as should have happened under normal circumstances, created an enormous capital wealth
imbalance for this key financial institution: its liabilities expanded disproportionately, a sum of 492 million
US$, with no counterpart on the assets side. By doing this, the BCN took on an absurdly large debt with
a relatively short maturity period (remember that the CENIs from failed banks would be added to the
enormous debt already created by auctioning off CENIs) and which had no counterpart on the assets
side and which weren‘t from the actual reserves. This put the country at an extraordinary financial and
monetary risk.
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(6) At the end of 2009, the amount was increased to 75,000 Coérdobas.

(7) When updating the data for 2010 for chapter 6.5, it became clear that in 2010 the Nicaraguan authorities
slightly revised data for 2006 tax income; therefore data in chapter 6.4 for 2006 might differ from data
for 2006 in chapter 6.5.

(8) The ‘Freely Available Aid" in 2010 consists mainly of a Budget Support Loan of IDB and of two donations
of each 10 million US$ from the Russian Federation and Spain.

(9) It may very well be that analyzing the period of 2007 to 2008, rather than 2006 to 2008, is a better way
of determining the contribution made by the new administration elected in November of 2006, as the
2007 budget was drawn up by the previous administration and the increase in spending in 2007 had
already been established in 2006.

(10) Budget figures were updated by BCN at the end of 2010 and also figures from 2006 were modified,

therefore some figures might differ from the figures used in chapter 6.4.
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APPENDIX

Observations on the Budget Support Group and on the Role of
Budget Support in Nicaragua

Since its creation, the Budget Support Group (BSG) played a central role for all of the donor
coordination mechanisms, and some interviewed donors characterized it as being the most
important and powerful of all. The ‘"Mesa Global’, the roundtable for traditional donors
and the Government of Nicaragua, was somehow sidelined by the BSG. Until 2007, donor
representatives whose countries did not engage in general budget support were invited
to the BSG as observers, which often resulted in a duplication of efforts, as similar issues
were discussed twice with the government. As of 2007, observers were no longer admit-
ted to the BSG.

With the rising political disagreement between the donor community and the government
that started in 2007, the BSG had clearly taken over the chief responsibility of leading the
political dialogue with the government. Several donors stated that this was a problematic
development, given the fact that the power and mandate on negotiations were transferred
from the overall donor coordination to a smaller group of countries. Several donors said that
in their view, discussions within the BSG were too political and above all, dealt with issues
like abortion, CPCs, political parties, elections, etc., and ceased to monitor progress in terms
of poverty reduction and fulfillment of PAM. Moreover, they argued that the discussions
went well beyond the so called ‘Fundamental Principles’ and positions taken by different
donor representatives depended very much on their personal and political backgrounds and
opinions, and much less on objective criteria. The question of the limits for donor involve-
ment in national politics was repeatedly addressed in interviews.

The decision by several donors to suspend general budget support over political disagree-
ments illustrates the truly political nature of this aid as compared to other forms of aid.
In interviews, several donors stated that the political attention and pressure from national
constituencies (e.g. parliaments, NGOs, national media and opposition parties) is much
higher when budget support is concerned. Therefore, budget support, and especially general
budget support, is highly subject to the political dynamics of both the recipient and donor
country, much more so than with other forms of aid. Even if budget support represents but
a small fraction of the donor aid budget for Nicaragua and a small fraction of the partner
country’'s budget, the entire aid relationship and political situation of the partner country
is still at stake.

Another salient feature that came up in several interviews was the ‘group pressure’ exerted
within the Budget Support Group. Whereas in ‘traditional’ forms of aid, decisions to suspend
are carefully deliberated in order to prevent jeopardizing previous achievements, in the case
of budget support, donors who were more critical of the government (often referred to as
‘hardliners’ in interviews) somehow put pressure on the entire group to suspend budget
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support. Moreover, once several donors had taken the decision to suspend budget support,
more ‘moderate’ aid administrations were also subjected to pressure from their national
governments (being monitored by the opposition, national press, etc.), which led them to
question if budget support should even be continued while checking to see if the reasons
other countries were giving for the suspension of budget support could be valid for them
as well.

Nicaragua’s government representatives criticize the suspension of budget support as being
unjustifiable and for creating a huge and irreparable imbalance because the funds were
already included in the budget and approved by the National Assembly. By law, approximately
20% of the total budget has to be transferred to municipalities and universities even if the
money is suspended. Government officials claim that the agreed upon conditions of the
PAM have been fulfilled much better than under the previous government. The suspension
of budget support is called a ‘macroeconomic shock’ that left institutions unable to pay
current expenses.

Some Observations on the Role of Budget Support in Nicaragua

Budget support is an aid instrument which — in accordance with the objectives of the Paris
Declaration of Aid Effectiveness — is expected to increase the impact of aid by enhancing
ownership of the partner countries’ own development strategies, aligning donor countries
with those strategies and reducing the fragmentation of aid activities. Furthermore, the
predictability of flows should be increased and their volatility reduced. Donors are supposed
to coordinate their disbursement schedule with the national budget cycle. In Nicaragua
however, budget support — especially general budget support — has only fulfilled these
expectations to a very small degree.

As experiences have shown in other countries, budget support can become a tool for med-
dling in national politics, seriously disturbing the execution of national policies. As bilateral
donors team up and harmonize their actions, possibly linking their conditions to the IMF's
conditions, budget support becomes an unprecedented concentration of power within the
donor community and national policy space and decision-making on public spending can be
restricted by donors more than ever before, strongly contradicting the principle of owner-
ship. In the past, donor decisions would ‘only” affect bilateral projects and programs. Even
then, according to interviews, decisions to suspend those projects were not easily made.
Today, a nation’s budget is at stake and the situation can become even more unpredictable
and unstable.

On the other hand, the weight given to governance indicators in the GBS framework seems
to be problematic, especially in regards to who measures them and how. The vague definition
and interpretation of governance principles makes it increasingly difficult for the government
to predict the donor community’s reaction. Decisions can be quite arbitrary and depend
on personal views, political pressure applied to the donor countries, group pressure, etc.
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The financial and economic crisis in 2009 reduced tax income and increased the government’s
dependence on foreign inflows. These circumstances made the government much more
open to engaging in policy dialogue with donors. However, government officials repeatedly
expressed what could be called ‘recipient fatigue,” the impression that even if strong and
successful efforts are made to fulfill PAM and PFM conditions, there is no predictability of
the donors’ decisions. In several interviews, Nicaraguan government officials stated that
under present conditions, (general) budget support is not an acceptable aid modality.

It remains to be seen if the suspension of budget support will have the intended effects —
e.g. will the suspension of budget support strengthen democracy? What political dynamics
will result from the suspension? Who will be most affected?

In general, budget support leads to enhanced dialogue with the government. However, the
Swedish Outcome Assessment notes that the focus on harmonization and alignment has
in some ways restricted their dialogue with the government, as the joint dialogue of the
donor community tends to focus on the coordination and exchange of information and on
general issues on which all donors agree. In comparison with the bilateral dialogue that
Sweden and Nicaragua used to hold, the joint donor dialogue limited the opportunity for
Sweden to bring up specific issues and influence national policy. Whether this is positive or
negative for a donor-partner relationship is debatable.

As several experiences have by now shown, budget support as an aid modality can work
well as long as donor-partner relations are based on a political consensus and mutual trust.
If those conditions change, the effects of budget support can be contrary to what was origi-
nally intended and lead to the politicization and polarization of aid relationships. In several
interviews, the need to discuss ex-ante the political framework for budget support and the
need for clearer indications on how governance issues are assessed were clearly expressed.

On the other hand, there is a clear need for donors to be more honest about their motives
for giving or suspending development assistance. In arguably worse cases such as Ethiopia
where there is an authoritarian government, electoral fraud, repression of the opposition
and civil society, etc., these factors did not result in the suspension of the funds foreseen
for general budget support in 2008, but to a shift of those means to a newly created fund
(Protection of Basic Services Program) (Bergthaller/Kiblbock 2009).

However, the pressure for donors to present success stories about new aid modalities may
circumvent a more genuine and transparent debate about trade-offs and necessary reforms.
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Notes on the Aid from the Republic of Venezuela

One special trait of the period of President Ortega’s administration, especially since 2008
is, that it has been provided with a massive amount of funds (equivalent to almost 5% of
GDP) through concessional financing by the Government of Venezuela in the form of oil.

Cooperacién Venezolana en el Marco del ALBA
(milliones de dolares)

Conceptos 2007 2008 2009
Total 185 461 443
1. Cooperacién Petrolera 70 293 236
Donaciones (Fondo Alba) 34 147 117
Préstamos (PDVSA/Albacaruna) 36 146 119
2. Cooperacion Bilateral 69 37 60
Doncaciones al sector publico 19 2 0
Doncaciones al sector privado 40 22 55

Del cual: Alba Solidaria 0 0 50
Préstamos al sector privado 10 13 5
3. Inversion Extranjera Directa 46 131 147
Refineria 0 32 4
Generacion Eléctrica 46 98 143
Fuente: Albania, MHCP, ENACAL

Source: Banco Central de Nicaragua 2010

The ALBA (Bolivarian Alliance for the Americas) Energy Cooperation Agreement was signed
between the Venezuelan and Nicaraguan governments on April 29, 2007 — barely one
month after the National Assembly passed the Energy Cooperation Agreement under the
PETROCARIBE framework —in the framework of the Fifth ALBA Summit involving Venezuela,
Cuba, Bolivia and Nicaragua, with Haiti as a guest. An ‘ALBA Energy Agreement’ was signed
between Venezuela and each of the four countries, respectively.

The agreement establishes Venezuela as Nicaragua's supplier of crude oil, refined products
and liquefied petroleum gas at twenty-seven thousand barrels each day (27,000 barrels
per day is roughly 10 million barrels per year, or Nicaragua‘s annual oil consumption). This
amount will be transferred through a joint venture between Petroleos de Venezuela S.A.
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(PDVSA) and a company from the receiving country, or directly from PDVSA. The agreement
makes it very clear that its application does not involve private agencies, but rather exclu-
sively public institutions: ‘The application of this Agreement shall be exclusively for public
entities endorsed by the Bolivarian Republic of Venezuela and the Republic of Nicaragua.’

This agreement also stipulates that 50% of said oil supply must be paid for within a term
of 90 days, while the remaining 50% will become concessional credit that may be paid off
within 23 years and features a two year grace period and an annual interest rate just over 2%.

Half of this credit will be assumed by the Joint Venture (ALBANISA) described in the agree-
ment. ‘After subtracting operational and financial costs, this portion of the total will be
allocated to the ALBA Fund ninety days after invoicing and which shall be used to fund
infrastructure, social and other types of projects in the Republic of Nicaragua.’ This ALBA
FUND, as far as we know, is managed by an entity designated by the joint venture and
though its investments will surely be in line with the priorities of the government, the joint
venture will not be under its direct control, but rather under the guidelines established with
the Venezuelan counterpart.

According to the agreement, the other half of this credit will be ‘assumed by the Republic
of Nicaragua,” i.e. the Government of Nicaragua. By law, this transaction constitutes an
international credit operation and must therefore be incorporated in the General Budget
of the Republic because it is in fact a form of debt taken on by the Republic of Nicaragua,
or rather by the representative of the Republic, its government. Under the Law of Financial
Management and Budget Regime, all of the Republic of Nicaragua’s credit or foreign aid
operations must be recorded in the General Budget of the Republic.

The agreement sets forth that payments made on this debt taken on by the Republic of
Nicaragua ‘must be made through commercial methods of compensation upon request by
the Bolivarian Republic of Venezuela.” This means that instead of currency, it may be paid
off through the delivery of Nicaraguan products.

This international agreement establishes the mandate and becomes valid when ‘the Parties
report that it complies with their applicable internal constitutional and legal formalities.’
Under the Political Constitution of the Republic of Nicaragua, the internal ‘constitutional
formality’ that must be met by legal agreements such as this is ratification by the National
Assembly. The Political Constitution of the Republic of Nicaragua states that any interna-
tional agreement entered into with countries or entities subject to international law must
be submitted to the National Assembly for approval.

Article 138, section 12 of the Constitution, amended by Law 490 and published on July
7, 2004 in La Gaceta, the official newspaper, reads: ‘Article 138. Powers of the National
Assembly include the: 12) approval or rejection of international agreements entered into
with countries or entities subject to international law.’

Following a great deal of debate, the President sent the Energy Cooperation Agreements
with Venezuela signed in January of 2007 to the National Assembly under the PETROCAR-
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IBE framework and they were passed on March 27, 2007. He never, however, sent the
Assembly the newer agreements signed on April 29, 2007. This new Energy Cooperation
Agreement between Venezuela and Nicaragua under the ALBA framework was approved
by the National Assembly of Venezuela for three consecutive years; it has a term of one
year and must be extended (and ratified) each year.

When the program with the IMF — which was requested by President Daniel Ortega’s ad-
ministration — was being negotiated, the IMF requested all of the information necessary
to carry out an evaluation of potential macroeconomic repercussions that, due to its size,
this agreement may have. President Daniel Ortega initially publicly condemned the IMF
for requesting this information on the budget deficit, public debt, impact on the level of
economic activity and the inflation rate.

Nevertheless, during negotiations the IMF was informed that the provision of oil did not
actually involve any sort of credit and that said transaction would be paid off fully (in cash).
Payment would be made to the Venezuelan public company PDVSA, therefore making this
undertaking a purely commercial operation. This company would then channel a part of
this payment through different developmental agencies in ALBA in order to make invest-
ments in Nicaragua.

The government agreed to provide the IMF with any information necessary so that it could
monitor the overall development of this credit. This was reflected in the Letter of Intent
from the Government of Nicaragua to the IMF on August 24, 2007.

It was also agreed to register these funds as direct foreign investment once the oil was
channeled to the private sector and that if it was channeled to the public sector, it would
be incorporated into the target fiscal deficit of the program with the IMF. It was established
that said deficit could grow to a maximum size of two percent of GDP — approximately 120
million US$ — in order to accommodate the financing granted by Venezuela.

In the Letter of Intent, which the Government of Nicaragua sent to the IMF one year later
on August 28, 2008, the government provided a more detailed breakdown of how this
mechanism functioned:

‘The aid from Venezuela has been directed through several different channels, including
through investments made in Nicaragua by a quasi-public company (ALBANISA, the com-
pany in which Venezuelan oil company PDVSA is the majority shareholder and in which
PETRONIC has a minority share), the attainment of loans and a framework for aid in the
form of oil. Specifically, the oil aid has been structured as such: out of the total PDVSA oil
and oil derivative purchases made by PETRONIC and/or ALBANISA (i) 25 percent is reserved
for a ‘Fund’ in the name of PDVSA and managed by a private entity; (ii) another 25 percent
is allocated to the aforementioned private entity, which will receive concessional financing
from PDV/SA (payable in 25 years, with a two year grace period and a rate of 2 percent; and
(iii) the remaining 50 percent shall be paid in cash to PDVSA. The funds included in the oil
aid will be channeled in this fashion, directed mainly through the aforementioned private
entity, and as such, will not create public debt.’
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As per the description above, a private Nicaraguan entity (ALBA-CARUNA, based on the
credit union known as CARUNA (National Rural Fund), a part of UNAG, the Farmers and
Ranchers Union), will receive fifty percent of the credit from ALBANISA and manage it, de-
spite the fact that the ALBA Energy Agreement states that this credit should be ‘assumed
by the Republic of Nicaragua.’ This share of the credit would be reimbursable.

A fund in the name of PDVSA (ALBA Fund) receives the other half of the money which,
under the ALBA Energy Agreement, should be assumed by the joint venture. Here however,
it is assumed directly by PDVSA and subsequently its usage must be agreed upon with the
Venezuelan counterpart. According to this, the ALBA Agreement would also be managed
by a private entity (which private entity is not stated). This portion received by PDVSA is not
to be reimbursed and is therefore classified as aid.

Under this system, out of every dollar for the oil provision, 50 cents must be paid to PDVSA
within 90 days, 25 cents are transferred to CARUNA, a private Nicaraguan company, and
must be reimbursed within a term of 25 years, and the last 25 cents are transferred to
PDVSA's ALBA Fund, which is administered by some ‘private entity’ — no specifics are given
—and are not to be reimbursed.

It is commonly alleged in Nicaragua that the chief decision-maker on the use of credit
associated to the supply of oil, both the portion that must be agreed upon with the Ven-
ezuelan counterpart and the portion that is freely available for Nicaragua, is the President
of the Republic.

Critics state that having a legal private entity handle this enormous amount of funds in the
form of the credit from the oil supply represents a clear modification of the original terms
of the ALBA Energy Agreement, which stated that it could only be carried out by public
entities from the two countries. So what exactly happened?

According to the information available, the Nicaraguan government asked the Venezuelan
government for this credit to not be handled through the public sector, but rather through
this ad-hoc mechanism.

Different officials have given various arguments to justify this decision and have brought
them to the attention of the ruling party. One explanation was that channeling the credit
through the public sector would legally require it to be included in the budget, or at least
the portion of it that the agreement states ‘will be received by the Republic of Nicaragua.’
Under this reasoning, if the funds are included in the budget, then the opposing party
members in the National Assembly could redirect them and they would not be used for
‘social purposes.’

The August 22, 2008 edition of Nicaraguan newspaper Nuevo Diario reported that the
Minister of Finance was involved in operations taking place in the city of Ocotal, and the
newspaper article stated: iTmmediately after, [Minister of Finance Alberto Guevara] said that
the Venezuelan funds were to prevent legislators from using their constitutional power to
approve or reject the General Budget of the Republic;” ...they wanted to force us to go with
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the reform because what they wanted was to get their hands on all of Venezuela’s reales...
and that’s why we created this mechanism, so that no Cordobas (petrodollars) would go
into the Budget,” he said (Vanegas 2008, 1).

Conversely, Francisco Lépez, CEO of PETRONIC, Vice-president of ALBANISA and treasurer
of the FSLN, is quoted in Tortilla con Sal, 2009: ‘What the conservatives don’t actually say
there in the enemy’s speech is why Venezuela has to give these concessional credits to a
company. Why can’t they go through the National Assembly? It's because they (Assembly
members) want to manage this contract.’

Another explanation was that recording this credit in the budget would put it at the mercy
of the IMF's conditions and demands.

According to the figures from the Central Bank of Nicaragua, cooperation with Venezuela
in the framework of ALBA amounted to 185 million US$, an amount equivalent to 22.9%
of the country’s total oil purchases. In 2008, the sum amounted to 461 million US$ and to
443 million US$ in 2009.

In the first year of the agreement, the amount of credit was only 70 million US$. This ex-
tremely low figure was caused by the fact that, at that time, PETRONIC-ALBANISA did not
have the proper storage facilities for handling 100% of the oil being supplied. The storage
facilities were monopolized by the company ESSO. Given that ALBANISA didn’t have the
ability to store the large volume of oil established in the agreement, on December 14, 2007
it signed an agreement with ESSO to ensure that at least between 6 and 7.2 million would
be supplied in 2008. These agreements were signed on December 14, 2007 by the Gen-
eral Manager of ESSO in Nicaragua, the President of state-owned Petroleos de Nicaragua
(Petronic) and the Vice-president of the joint venture Alba de Nicaragua S.A. (Albanisa).
(ACAN-EFE [CentroAmerican News Agency and the EFE]. December 14, 2007)

The increased storage capacity and the increase in oil prices in 2008 — the value of the oil
supply increases in line with the international price of crude oil, as does the amount of the
credit for said supply — brought the total amount of credit to 293.1 million US$ in 2008.
This amount was equivalent to nearly 5% of that year's GDP and was now equal to 50%
of the total value of the Venezuelan oil supplied.

The ‘reimbursable’ share of this credit (managed by ALBA-Caruna) was 146 million US$,
while the ‘non-reimbursable’ share (for the ALBA Fund and managed by the unknown
private entity) was 147 million US$.

The size to which this credit had grown by 2008 is astonishing. As a reference, it should
be noted that the average amount of official foreign aid that the country had been receiv-
ing over the previous 15 years, in terms of loans and donations, from both bilateral and
multilateral sources, was somewhere around 570 million US$. And now the credit from a
single country — half of which is in the form of a donation —is worth more than half of the
average foreign aid the country had been receiving.
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In the past 15 years, no other administration had these additional funds available, funds
which came to the country on top of the traditional foreign aid; this must be kept in mind
when making comparisons.

Having funds like these can completely transform the country: First of all, with such a large
amount of funds, investments could be made in the essential human capital and infrastruc-
ture necessary for the country’s development.

Secondly, in terms of the impact these funds should have on the growth of the economy,
if any economic agent invested 5% or 6% of GDP annually in an effective manner, then by
definition it should lead to an appreciable rise in the economic growth rate. This is due to
the fact that an investment, public or private, is one of the factors that, from an aggregate
demand perspective, drives economic growth, while from the supply side contributes to
the development of the fixed capacity to produce goods and services.

To date, the available reports on how these funds have been used, including the reports on
foreign aid that had been agreed upon with the IMF, have been incredibly generic, featuring
vague items and headings like ‘institutional strengthening’ or ‘support to the productive
sector,” with no details on what institutions or entities were ‘strengthened’ or what specific
projects ‘supported the productive sector,” or where any of this took place.

The 2008 Foreign Aid Report (BCN 2009), for example, included an amount corresponding
1o 25% of the total supply that is to be reimbursed (equal to 146 million US$) in the Report
on Loans to the Private Sector, but does not include the other 25% of the credit, which
was received by the joint venture and is not to be reimbursed (equal to 147 million US$),
in the Report on Donations to the Private Sector.

Despite the fact that the total amount of this credit item is recorded in the loans to the private
sector, details on the actual projects funded by these loans do not appear in the appendices.

Nevertheless, the total amount and breakdown of the other ‘bilateral donations’ smaller than
those made by Venezuela do appear, yet are not recorded in either the total non-reimbursable
item amount or the amount of donations in the form of oil. As the non-reimbursable por-
tion of the Venezuelan oil aid does not appear in the Report on Donations to the Private
Sector, a description of the specific projects funded through this aid, an amount, as we said
before, of 147 million US$, is also missing from the Report Appendix.

Given that this aid is not registered in the budget and there are no reports giving the specifics
of its usage as there are for all other loans and donations, which are listed by project and
institution, there is no way to verify exactly how this aid is being used. Foreign aid reports
(e.g. BCN 2007, 11) have stated that some of the funds from the Venezuelan oil aid is used
to finance government programs like the Usura Cero (No Interest) Program, which is the
responsibility of the Ministry of the Economy, Trade and Business, and the Hambre Cero
(No Hunger) Program under the Ministry of Agriculture and Forestry.
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‘But the government also has another fund and it should be noted that the government has
other funds for Usura Cero which are managed by the Ministry of Finance, Industry and Trade
(MIFIC), and it has the funds CARUNA receives to back and finance the Usura Cero projects.
These funds are from different sources, but go to the same program. They are business
transactions but under the framework of being for those in need.’ (Tortilla con Sal 2009)

In any case, this source of financing — the Venezuelan oil aid — does not appear registered
in the budgets of either the Ministry of Finance, Industry and Trade or the Ministry of Agri-
culture and Forestry; it is missing from the corresponding section for these programs under
the framework of the General Budget of the Republic.

This can be seen as a violation of the Law of Financial Management and Budget Regime,
which stipulates that registration is mandatory for all expenditures made by any institution
or entity under this law, as well as the sources of funding for said outflows. If this was not
the case, then a parallel budget must exist that is not public knowledge nor open to its
inspection, which might also violate the rule that there may be only one General Budget
of the Republic.

‘Article 17 — Budget Contents. Budgets shall include the budgetary objectives and policies,
and the revenues and expenditures forecast for the budget year. They must reflect all
sources of revenue and all of the expenditures, along with their respective breakdowns.”

‘Article 19 — Spending Budgets. Spending budgets must contain all of the expenditures
made during the budget year, regardless of their source of funding.

‘Article 29 — Principles of the Annual General Budget Law of the Republic. In addition to the
principles found in Article 13 of this Law, the Annual General Budget Law of the Republic
shall be governed under the following principles:

a) Principle of Legality. Under this, all expenditures made by institutions and agen-
cies must be authorized by law and reflected in the corresponding Annual
General Budget Law of the Republic.

b) Principle of Uniqueness. Under this, the Annual General Budget Law of the Republic
is unique, i.e. the State shall not have more than one Budget Law.’

In other cases, such as in the case of Calles para el Pueblo (Streets for the People), officials
have stated that they had no obligation to render accounts nor consent to the demands
of the State Law of Contracting that require a call for public bids. They claimed that the
project did not involve public programs, but rather a private company and that the state
therefore had no involvement in the allocation and usage of these funds.

On the other hand, it is surprising that, even though projections for the 2010-2013 period
indicate a sustained decrease in the budgets of MINED and MINSA as a percentage of GDP,
using the funds from Venezuelan oil aid to counteract this decrease was never considered
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whatsoever. This is despite the fact that this decrease shows that basic national targets in
these areas are not reached, which would be necessary to be able to take advantage of the
time remaining for this demographic dividend.

Venezuelan representatives state that every country cooperating with Venezuela under the
auspices of ALBA makes autonomous decisions on the modalities how to invest the funds
provided — this can be done via public, private or mixed companies (Zambrano 2010). The
objective of the cooperation is to increase the productive base of the respective partner
country and to create stable commercial relations with Venezuela. In the case of Nicaragua
they mention the objective to improve energy provision and infrastructure, as well as its
potential to increase food production, especially meat, grains and milk products. As Ven-
ezuela is a food importing country, this increase should also cover demands coming from
Venezuela. As the demand for food has risen in Venezuela because of improved living con-
ditions, there is a need to import more food from the region even though food production
also increased in Venezuela (Penso 2009).
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