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1. Introduction

1. After two years (August 2001 — August 2003) of having gotten the Strengthened Growth and
Poverty Reduction Strategy (SGPRS) underway, the Government of Nicaragua is now presenting
the second progress report to its citizens and the international community providing information
about the progress made, the setbacks and difficulties cncountered over this short period. This
report, bestdes fulfilling the agreements made with international organizations, offers an
excellent oppertunity for the governmental entities, civil society, and the donors themselves to
provide new recommendations based on what has transpired in order to improve the content of
the SGPRS. Along this line, it should be remembered that the strategy paper was not to be
considered a static document, but rather it was meant to be improved along the way of its
implementation.

2. Since the development of the SGPRS, it was recognized that some fundamental principles
had only been stated, hastily developed or weakly formulated given the lack of adequate
analytical instruments, the novelty of the subject matter or the over-optimism permeating its
claboration. The frailty of the Strategy facing world events and internal political situations was
also recognized. It was necessary to make various revisions to the medium-term macroeconosmic
scenario on which the SGPRS is based and there were several advances made on positions with
the International Monetary Fund (IMF) without being able to reach a formal agreement for the
Poverty Reduction Growth Facility (PRGF) in 2001. In the end, the goals of the SGPRS were
established with the best criteria available at the time under the prevailing economic prospects
and in the frame of an interim program agreed on with the IMF.

3. During its two years of implementation, the SGPRS has not had a climate that is propitious
for its development. It came to life under a political environment of elections that slowed down
the expectations of the private sector and the donor community. There was also the need to take
severe fiscal measures 1n order to cope with the effects of the financial crisis. In addition, the
international setting continued to be highly adverse; the fight against corruption generated
political costs that affected the implementation of the government program; and the economic
growth was less than expected.

4. Social reform proceeded slowly because of the sector’s difficult situation, which imposed its
pace for action in the Government’s struggle to respond to the most felt needs with a limited
budget, also because the accelerated population growth in some regions of the country and the
low level of dynamism of the private sector in generating employment in relation to the growth
of the economically active population. The budget currently given to health and education is the
lowest in the Central American region', and this limits the coverage of services in these sectors.
In the long term, the low level of investment for increasing the country’s health centers capacity
and for building more schools could have an influence on attaining the objectives of the SGPRS.

5. On the other hand, cutting extreme poverty by half by 2015 requires having the economy
grow faster than the population, and an increased capacity of the Government to provide health
and education services at a rate higher than the present one. It is important to compensate for the

' CEPAL, Statistics Yearbook of Latin America and The Caribbean 2002.
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cumulative shortfall in these sectors with regards to coverage and have the economy generate
sustainable employment over this period.

6. This situation becomes particularly relevant when analyzing the evolution of the economy
over the last few years. In 2002, economic growth was barely 1.0 percent over the previous year,
showing an average annual decclcration of 2.6 percent since 1999. It is estimated that the Gross
Domestic Product (GDP) for 2003 may grow by 2.3 percent, in which case per capita income
would fall for the third consecutive year, which in turn will further distance the fulfillment of the
poverty reduction goals. It is necessary to have greater GDP growth in the future, above 5.0
percent, in order to reach the millennium development goals in 2015, or more time at a lower
growth will be needed.

7. The above is due in part 10 structural factors related to property rights, the judiciary system
and the technological gap. In addition, the international setting has not improved for agricultural
producers, the privale sector is cautious in the presence of political issues, and foreign
investment arrives at a slow pace. On the other hand, in 2002 the Government had to maintain a
restrictive public spending program, because of the internal debt, the economic slowdown effect
on fiscal revenues and the need to increase savings.

8. Nevertheless, due to the efforts that the Government made to control the fiscal deficit and on
taking some measures of a structural nature, the first PRGF agreement was reached in December
2002 with the IMF and the World Bank (WB) that guaranteed external resources to support
government policies, and included the intertm debt relief from HIPC for poverty reduction
programs. In 2003, the Government continued to further the adjustment, introducing the Law for
Fiscal Equity and rcgulating spending performance quarterly, which improved the primary
savings rate. It was also possible to renegotiate a portion of the internal debt associated with
bankruptcies of banks, and given the improvement of some performance indicators for the
economy, the IMF agreed in its third quarter review of the PRGF to make the public investment
program for 2003 and 2004 more flexible, which is consistent with the initiatives aimed at
stimulating economic growth.

9. The Government has worked towards adopting the necessary economic measures to put the
country’s economy on the course of fiscal sustainability and those that guarantee transparent and
austere management, not affecting the most vulnerable population. In the second year of
implementing the SGPRS, the Government has managed to protect social spending, providing
resources for strategic sectors, improving performance indicators for health and education, and
implementing reforms that will have a greater impact on these sectors. It 1s expected that the
tendency for social spending will be maintained in the coming years.

10. It should be mentioned that the international community has supported the Government in
this effort by: supporting the fight against corruption undertaken from the onset through
programs that strengthen institutionality and the control and supervision of public affairs;
granting interim foreign debt relief that has served to protect spending on the priority social
programs of the SGPRS; condoning the debt that was impossible (o pay in previous years,
thercby putting the country into a better balance of payments position; providing technical
assistance and, signing new cooperation agreements for budgetary support and financing of
public investment.
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11. Through these efforts, during the second year of execution of the SGPRS, social indicators
showed a general improvement (including those related to the well-being of health and education
workers). Modest salary increases, increases in the supply of medicines and medical inputs,
greater coverage of drinking water, drainage. and sewage, and more poverty-related capital
spending are some indications of good performance in this area.

12. Nonetheless, the historical shortfalls in these sectors, the growth of the population, and the
decline in economic activity combined with the effect of the public debt have made these efforts
insufficient. To reach the targets committed to in the SGPRS, it is necessary to have more
efficient public spending, tax evasion reduction, production stimulation, and institutional
reforms. Likewise, there must be greater budgetary allocations for the social sectors, compatible
with the savings to assure sustainability.

13, The second report on the SGPRS benefited from the first program for economic growth
and poverty reduction agreed on with the IMF for the October 2002 — September 2005 period,
signed in December 2002. It also includes the results from the fourth quarter review of the
PRGF carried out by the IMF mission of November 2003. Help from other reports related to
poverty spending and the economic situation, such as the annual report on social and economic
policy for 2002 prepared by the Coordination and Strategy Secretariat of the Presidency (SECEP)
and the annual BCN report for 2002, were influential in reinforcing the content of this report.
Likewise, the information for drafting the National Budget for 2003 and 2004 was important for
reporting on the availability of resources channeled towards the SGPRS.

14. The guidelines for a production strategy and for new ideas to strengthen social policy that
were formulated m 2002 and 2003 have served to cvaluate the conceptual framework for the
SGPRS. The Government began a consultation process to prepare the National Development
Plan (NDP), the results of which were presented to the international community at the
Consultative Group meeting in Oclober of this year. This strategic plan is consistent with the
PRGF and strengthens the poverty reduction strategy (PRSP) agreed on with the international
community. Jt will include a more integral vision between economic growth and poverty
reduction, putting forward a production strategy based on the development of clusters and
incorporating new mechanisms for allocating resources, combining the poverty map with the
map of economic and productive potentials, among others.

15. This second report differs from the first, that besides evaluating the progress of the goals,
programs, projects, and intermediate indicators under the different pillars on which the SGPRS
rests, it also analyzes the conceptual framework, the assumptions, and macroeconomic
projections estimated three years ago. With all this, it has been possible 1o identify the critical
areas in which the initial proposals of the SGPRS must be strengthened based on the strategic
guidelines of the NDP.

II. Executive Summary
16. The evaluation of the second year of implementation of the SGPRS shows major progress in

the execution of strategic policies, programs, and projects that are aimed at achieving the goals
set for 2005 and paving the way for achieving the major strategy objectives: poverty reduction
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and economic growth in the medium and long term. It also indicates the shortfalls of some
policies and performance indicators in the economy and in the social sector, having to cope with
adverse settings in several fronts.

17. The Government has channeled all possible efforts in order to fulfill what is set down in the
SGPRS, and it 1s also seeking to sirengthen it with new proposals in the areas of production,
public investment, and fiscal and monetary stability. Despite the Government moving ahead
with a severe adjustment program in 2002 and 2003 to achieve fiscal sustainability, the major
gain was Lo protect social spending channeled to the public sector in order to improve the welfare
of the most vulnerable population. Poverty spending in real terms showed an increasing
tendency during the 2001-2003 periods.

18. This allowed for increasing the net rate of primary schooling from 81.1 to 84.7 percent from
2001 to 2002, based partly on the construction and rehabilitation of classrooms, adding 815 in
2002. As of June 2003, the Government has been building classrooms at a similar rate, adding
380 more. There has also been an increase in preschool enrollment by 7.0 and 3.0 percent [or
2002 and 2003, respectively.

19. In the health sector, the Government was able to overcome the medicinal shortage crisis in
the country’s healthcare centers, channeling US$13.0 million in 2002 and an additional US$13.0
million as of September 2003, surpassing the 2002 expenditure. This helped reduce the maternal
mortality rate from 114 to 100 per 100,000 live births between 2001 and 2002, a 12.2 percent
improvement. The mortality rate for children under 5 also improved, dropping from 50 to 40 per
thousand live births, a 20.0 percent improvement during 2002. The infant mortality rate
improved from 40 to 31 per thousand live births, a 22.5 percent improvement during 2002,
Access (o reproductive healthcare services also improved, going from 24.5 to 24.7 percent over
the 2001-2002 periods.

20. This is consistent with the tendency of decreasing poverty in Nicaragua., According to the
1993 Living Standard Measurement Survey (LSMS), 50.3 percent of the population was poor,
76.1 percent in the rural zones. In 1998, the level of poverty fell to 47.9 percent overall and 68.5
percent In rural areas. In 2001, these figures dropped further to 45.8 percent and 67.8 percent,
respectively. The Government can speed up this process through more economic growth, an
objective emphasized in the proposed NDP presented in September 2003,

21. The 2002-2003 period was one of great challenges in the economic field. The goals put
forward from the start to reduce the fiscal deficit, increasc public sector savings, and overcome
the crisis of international reserves in 2001, were achieved. This helped in reaching the agreement
with the IMF, signing a PRGF in December 2002. This program includes gains obtained in
matters of fiscal and monetary discipline and established a medium term path for the economy
that allowed the entry of external resources (including HIPC relief) to finance the SGPRS,
mainly its public investment program.

22. In the context of the previous actions and its implementation for the first four quarters
(October 2002 — September 2003). the Government was able to reduce the Non-Financial Public
Sector (NFPS) deticit before donations from 12.5 percent of GDP in 2001 to 8.6 percent in 2002.
The goal for 2003 1s a deficit of 6.7 percent. The Government will also manage to improve its
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savings position this year, going from a negative 2.0 percent of GDP in 2001 to 1.9 in 2003. This
allowed for an increase in international reserves in 2002 of USS48.5 million, after the US$171.0
million loss of 2001. The monetary and fiscal discipline continued strongly in 2003, and by
September the international reserves increased by US$36.0 million. Not withstanding this, due
to the internal debt, in the end, they will slightly increase by US$5.8 million by the end of the
year.

23. One achievement in matters of economic policy during the 2002-2003 period was the
approval of tax reforms (Law for Broadening the Tax Base and Law for Fiscal Equity) that the
Government put before the National Assembly (NA). The implementation of these laws has not
only allowed for an increase in revenues, it has also reduced exonerations, exemptions, and
special treatments in the application of taxes, thereby achieving greater equity among taxpayers
and greater orientation towards the objective of stimulating exportable production.

24. The approval of other laws by the NA, like the ones for health, the regime of communal
property of the indigenous peoples, municipal solvency, the Social Housing Fund (FOSOVI),
forestry development, fisheries, the penal procedural code, and municipal transfers will help the
Government implement its medium- and long-term strategic program and will lead to greater
owncrship of its objectives of poverty reduction and economic growth rate.

25. The rencgotiation of the internal debt, due to 2000-2001 bankruptcies, carried out by the
Government with its main banking creditors has also been important accomplishment in 2003.
The first negotiation included debts expiring in 2004 and allowed for deferring US$250 million
in payments for 10 years at a lower interest — 6 percentage points lower —. This initiative has
allowed for the interest rate reduction of BCN titles and an attenuating effect on market rates.
This will allow private banks to better manage their liquidity and diversify their investment
portfolio. Also this will facilitate making the public investment program more flexible and the
2004 investment program will be broadened and facilitate meeting the goals set in the PRGF.

26. The Government has also placed emphasis in the transparency of the public administration
and its open and decisive {ight against corruption, commitments with the Nicaraguan population
and the international community. State institutions have adopted measures for administering
resources with increased transparency and accountability. Among other actions, the Government
has gone further with investigations into acts of corruption; it has created an Anti-Corruption
Fund with support from the international community; it has implemented the single account
system for the Government; it has started the work of the Office for Transparency and Public
Ethics (OEP); and implemented the program for efficiency and transparency In State contracts
and procurements.

27. As has been recognized since the outset, these efforts have been supported by the
international community in various ways and it is expected that they will continue not only in the
framework of the strategy for poverty reduction and economic growth, but also in strengthening
democracy in our country. A lot of support has been received since 1990, but the route towards
the objectives posed is too long. The Government is grateful to the international community for
the support they have provided to the people of Nicaragua in the battle against poverty.
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28. Lastly, the Government acknowledges that despite the progress made, there is still a long
way to go. Yet despite the economy facing an adverse juncture, the Government is optimistic
and it has managed to overcome the difficulties in a responsible manner, taking the necessary
measures to steer the econemy along a course of fiscal sustainability and greater economic
growth. Expectations around the proposed NDP pose a panorama of greater gains in the future,
but it will be necessary to carry out the pending reforms, maintain fiscal discipline, and keep the
support of civil sociely and the international community.

ITl. Macroeconomic Framework and Poverty Reduction Strategy

29. Already in the first progress report, the adverse structural profile of the economy was
mentioned, as was the international setting, mainly in regards to the prices for coffee and
petroleum, the difficuities in the financial system coming out of 2001, and consequent economic
slowdown. This situation was not foreseen in the SGPRS, except for the effect on economic
growth of the deterioration of the trade balance that led to setting a more modest path for growth
of GDP.

30. The prolongation of these effects beyond what was foreseen forced the strengthening of
macroeconoemic policy and structural reforms to realign the economy and strengthen poverty
reduction. As part of this process, a new adjustment program implemented in 2002 conducted to
a PRGF agreement, facilitating international financing. At the same time strategic elements were
developed to enhance the SGPRS by formulating a NDP.

A. International setting

31. It is important 10 begin with a brief description of the adverse international setting. First, the
world’s economies were affected after the events of September 11, 2001 and the consequences of
the war with Iraq. The most developed economies had a downturmn in economic growth, to an
average annual rate of 2.3 percent with respect to the expectations put forward by the IMF? in
2000. The expansion of world trade was not at the 7.0 percent average annual rate expected, but
was only 2.4 percent during the 2001-2003 period. According to the most recent estimates, the
average annual growth for the strongest economies in the world may be around 3.0 percent for
the 2004-2007 period, 4.4 percent less than initially expected.’

32. Second, the deterioration of prices for non-manufactured products and the increase in
petroleum prices had negative effects on a number of the Jess developed economies. Coffee
prices fell sharply in 2002. In real terms, coffee prices dropped to a third of their level in 1960.
The drop was mainly due to a major increase in supply, but also because of weak demand, which
had been stagnant for the last 12 years, according to the United States Department of Agriculture
(USDA). The price for petroleum rose slightly in 2002 and is expected to continue increasing in
2003 because of the military actions in Iraq and the squeeze on supply resulting from restrictions
by the Organization of Petroleum Exporting Countries (OPEC).

33. This situation led to a worsening of the trade relations of developing countries of -3.1 in
2001, after having had a 6.3 percent recovery in 2000. From 2002 to 2003, there was a slight

_3 IMF, World Economic Outiook, May 2000.
3 IMF, World Economic Outlook, April 2003.
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recovery, but it is estimated that as of 2004, the (rade relations of these countries will face a new
decline. In this context, the countries that are net exporters of raw materials were affected by this
behavior with their exports increasing by only half what was expected (on average, 8.6 percent).

34. It should be mentioned that, according to the IMF, the effect on inflation because of the
worldwide economic downturn and the price movements previously noted, will manifest itself
differently in the two groups of countries analyzed. In the developed cconomies, inflation will
increase at an average annual rate of 2.0 percent from 2003 1o 2007, close to what was projected.
In the less developed economies, it is expected that the inflation rate will be 4.6 percent, 20
percent more than the initial inflationary expectations.

335. Of relevant importance in the world economy was the marked deterioration of shareholding
financial markets, accompanied by the depreciation of the dollar. Latin American markets were
not only affected by the poor performance of their economies that resulted in a per capita GDP
reduction of -2.0 percent and macroeconomic deterioration, but also by the weakening of the
currencies, the risc in price in debt markets, and the reduction of external savings, which forced
the economies to procure more domestic savings.

B. The route to an agreement with the IMF and the World Bank

36. 2002 was a year of great challenges for the Government that took office on January 10 of
same year. To begin with, it had to take measures to overcome Lhe effects of the economic
debacle of the previous years, and it also had to provide attention to the most felt needs of the
population in coping with a generalized short supply of basic inputs in the health sector and a
shortage of resources in all State institutions. Likewise, it had to build up a track record and
implement tough measures to control public spending and promote savings; and to deal with
corruption frontally and decisively.

37. The Government took all the necessary measures in the political, economic, and social fields
to meet these challenges. Unfortunately, it faced an adverse international setting, a moderate
flow of external resources, and expected to have a slight economic growth in 2002; it was
believed that the external conditions for 2003 would present a better outlook. Likewise, the fight
against corruption affected the approval of laws important to the performance of the SGPRS, as
did the maturity of the internal debt and the losses of international reserves in 2001, which
restricted public spending.

38. In December 2002, Nicaragua reached the first agreement PRGF with the IMF and the WB.
This was possible after taking monetary and fiscal measures to align public finances, which in
2001 had shown the most disproportionate fiscal deficit in Latin America. This agreement
determines the macroeconomic {ramework, policy measures, and structural reforms for the next
three years. The Government is committed to this, which constitutes the cornerstone for its
economic and social strategy in the medium and long term.

39, To reach this agreement, it was necessary to reduce the NFPS deficit almost 4.0 GPD* points
in 2002, Public spending had to be reduced by more than US$120 million” and it was also

* In terms of the new GDP series, using 1994 as the basc ycar.
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necessary to make a tax reform in order to increase revenues by 1.0 percent of GDP.° In this
context, spending on public investment had to be reduced by more than 20.0 percent in the 2002
versus what it was in 2001, with the subsequent effects on GDP growth rate.

40. The structural agenda incorporated into the agreement included’: (a) presenting a tax reform
to the NA that would generate additional revenues equivalent to 1.0 percent of GDP (previous
series) with an annual base; (b) approving a set of prudential norms that would limit the risk
stemming from the diminishing gap between assets and liabilities and assuring better supervision
of financial entities; (c) implementing a plan by the BCN to liquidate the remaining assets of the
liquidation boards; (d) approving the 2004 National Budget consistent with the fiscal deficit
goals of the agreed-on macroeconomic framework; (e) liquidating the remaining State shares in
the Nicaraguan Telecommunication Firm (ENITEL); and, () preparing a propesal for judicial
reform and beginning the consultation process.

41. This agreement allowed the flow of external resources needed mainly to support public
policies and to finance the public investment program, free up interim foreign debt relief, and
lead Nicaragua to the HIPC completion point. This is one of the basic objectives of the PRGF
agreement. Four years ago (September 1999), Nicaragua was declared eligible to receive
assistance under this initiative and it reached the decision point in December 2000. The
Government has slated reaching the completion point in December 2003, After reaching the
HIPC completion point, Nicaragua’s stock of foreign debt would be reduced to half its GDP and
its debt service would be reduced to a third of what it currently pays.

42. The results of the fourth quarterly review (to September 2003) of the PRGF, during the last
IMF mission in November 2003 confirmed the Government’s seriousness to its commitments
with the international community in fulfilling the economic goals set, the performance indicators,
and the measures and reforms agrced on in the framework of its poverty reduction strategy. This
means that the Government has maintained its fiscal discipline for 24 straight months, 12 of
which were before concretizing the PRGF.

43, The BCN international reserves to September 2003 have increased by US$36.0 million, and it
is expected that by year end there will be a slight increase of US$5.8 million.

44. The majority of the necessary steps o reach the HIPC’s completion point (programmed for
December 2003) have been achieved, as is shown in the following table.

3 In July 2002, the NA reduced the 2002 budget (approved in 2001) by 1.5 percent of GDP (previous series),
approximately 3.0 percent of GDP over the annual base.

% Based on the previous GDP series, using 1980 as the base year.

7 IMF, Supplementary Memorandum of Economic and Financial Policies, April 2003 Mission.
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Table 1. Measures to Reach HIPC Completion Point

Measures Statas
1. Second SGPRS Progress Reporl Done
2. Interim HIPC relief usage. Reliable poverty expenditure mechanism Done
3. Stable Macrocconomic Framework and satisfactory performance backed by a PRGF Done
4. Human capital development and social protection
a. Approval of the School Participation Law Done
b. Approval of the General Health Law and its implementation Done
¢. Introduction of an effective social prolection system Done
5. Gobernability
a. Approval of the Social Service Law and implementation advance Underway
b. Introduction of a satisfactory management and inspection of public sector spending Done
c. Satistactory Progress in the implementation of a plan to strengthen and improve the Done
CGR’s efficiency
d. Approval of the Penal Processing Code Reform Law Done
¢. Appraval of the Prblic Ministry’s Organic Law Done
6. Restructuring of INSS and the introduction of a Private Pension System Underway
7. Privatization
a. ENITEL Underway
b. ENEL Energy sector strategy

being elaborated

45. The Civil Service Law has been approved in a general sense in the NA and its particularities
are being discussed. With regards 1o the pension sysiem reform, the Government is currently
formulating a working plan to implement the new system. ENITEL privatization process is
underway and is expected to conclude shortly. Regarding the National Electricity Utility
(ENEL), the Government concluded that privatization is not recommended at this point in time
and 1s formulating a global cnergy sector strategy to improve its efficiency.

C. Performance of the economy 2002-2003

Economic growth and inflation

46. The expectations for economic growth posed in the SGPRS for 2002 were not met, and those
for 2003 will be less than expected, according to the third quarter results. The immediate effects
of this behavior is a reduction in per capita income, which had a cumulative fall of 4.1 percent
over the 2001-2003 period, contrary to the expected increase of 3.4 percent as put forward in the
SGPRS; Government revenues were reduced and compensated in part by the tax reforms; and

export levels were stagnant contributing to the trade gap by having a faster increase in imports
(Graph 1 and 2).
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47. The economy has been decelerating at an annual average rate of 2.0 percent for the 2000-
2002 period. This indicates that GDP rose over that period at an average annual rate of 2.7
percent, lower than the estimated growth in the SGPRS of 3.7 percent. This means it will be
necessary to grow at a rate of over 5.0 percent in the coming years in order to meet the
millennium development goals, or more years will be needed at a slower pace. Given that
increased per capita income is directly related to poverty reduction, the public investment
program {PIP) is being designed to stimulate private investment, emphasizing high-impact social
and economic projects.

48. In 2002, GDP grew 1.0 percent with respect to the previous year, the lowest rate since 1994
when the country began the first cycle of economic growth after 10 years of continual decline.
According to what was set down in the SGPRS, the estimated growth rate for that year was 3.7
percent and 4.5 percent for 2003.® However, despite a greater demand for consumption and an
increase in public investment, GDP in 2003 will only grow by 2.3 percent because of the drop in
foreign investment and a lack of dynamism in exports.

49, The decline in agriculture, affected by the drop in coffee prices and other major products of
the sector, less dynamism in manufacturing and the fishery sector, the restriction of public
spending in terms of the investment program, and the effects on the bank credit causcd by the
financial crisis are the most important elements determining this behavior.

50. The value added for agriculture in 2002 dropped 5.1 percent in relation to 2001. This
behavior was a result of the 24.5 percent decline in export production related to the situation with
world prices. Coffee fell by 29.1 percent which is important since it represented 26.0 percent of
the real gross value of agricultural production. This tendency will continue on a lesser scale in
2003, with the agricultural GDP dropping by around 1.0 percent. In 2003, the livestock and
fishery sectors will grow by 4.2 percent and 5.7 percent respcctively, compensating for this,
making the primary sector as a whole grow by 1.7 percent over the previous year.

51. 1t is important to note that agriculture has slowed down at an average annual rate of 6.0
percent since 2000. Except for basic grains and tobacco, this situation is generalized for all agro-
export products, showing an agricultural economy more for domestic consumption than for

¥ Government of Nicaragua: Reinforced Strategy for Economic Growth and Poverty Reduction, July 2001 ; page 86,
Table Ne. 5.
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export. The Government has promoted the production of basic grains through the “pound-for-
pound” program, increasing production by more than 10.0 percent in 2002, partially
compensating for the decline in export production. In 2003, this program is continuing with
good success and it is expected that basic grains will again compensate for the poor performance
of export products.

52. In the particular case of Nicaragua, the declining trend in the terms of trade not only has
severely affected the cconomy, but has also caused social problems in areas where the population
depends on growing coffee. Over the last few years, these peasants have seen their real
disposable income decline. The depression in the prices for the main export products has caused
a situation of insolvency for producers with the banking system, negatively impacting the credit
policy for troubled agricultural products.

Graph * o Graph 4
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53. Both the general worsening of the terms of trade and of the price of coffee in particular have
been prolonged and consistent since 1998, as can be seen in Graphs 3 and 4. This has caused
great losses to the economy, not only because export income has fallen, but because the country’s
pctloleum invoices on the international market have increased considerably. The combined
effect” of this trend in prices has resulted in income losses of around US$1,000 million over the
2000-2003 period, which has not allowed for capitalizing the agricultural sector, and has made
the adjustment program more severe.

54. On the side of aggregate demand, economic growth has been sustained more by consumption
and private investment than on public spending and exports. In 2002, private consumption
increased by 4.1 percent in real terms and investment rose 6.3 percent in relation to the previous
year. Nevertheless, given the major adjustment 1 public spending that year, public consumption
and public investment dropped by 13.0 and 16.4 percent, respectively. There was a decline in
exports of 3.3 percent making aggregate demand as a whole grow by only 0.5 percent with
respect to 2001." % For 2003, it is estimated that the demand growth rate will be below 1.0
percent, with the aggravating factor that this increase would be sustained by public investment
(9.3 percent), compensating for the projected drop in private investment (8.9 percent).

¥ SECEP estimates.
" BCN: Latest revised fi gures for the PRGF, based on the new national accounts with a 1994 base. IMF Mission,
August 2003,

11



Second SGPRS Progress Report

55. Aside from the worsening trade relation, there are other factors limiting economic growth.
Insecurity around property rights continues to be a determinant factor in private sector
investment decisions. Unfortunately, the scope of the problem calls for many resources to solve
it and a propitious political atmosphere that has yet to be achieved. The infrastructure in
roadways, communications, ports, and airports is not competitive at the Central American level,
raising the country’s transaction costs. The absence of a medium- and long-term savings and
loans market decreases the possibilities for private investment. Likewise, the low technological
level of many of the country’s productive activities restricts access to international markets.

56. Contrary to what was expected, for a number of reasons, the privatization of public services
has led to a persistent increase in rates, affecting the transaction in the different markets.
Likewise, in spite of the macroeconomic policy being directed at maintaining price stability as a
necessary condition for stimulating economic growth, it is obvious that this has not been enough.
Structural problems still persist in the public sector, the financial system, and the economy, and
combined with the investors’ risk perception making interest rates in Nicaragua remain at
uncompetitive levels, limiting access to credit for production and private investment.

57. It is important to note that the macroeconomic framework has allowed a major flow of
external resources, which has facilitated monetary stability and controlling inflation. In 2002, the
average annual inflation rate was 3.75 percent, the lowest rate in 10 years. This is associated
with better conditions for supply and less demand pressure caused by less liquidity and the
economic slowdown. In 2003, the effect of increased fuel prices, the impact of the tax reform,
and the increased demand pressure will force inflation to be higher than the previous year. In
any case, it 1s expected that the inflation rate will not surpass 6.0 percent in 2003.

Monetary and credit policy

58. Because of the 2001 financial crisis, the instruments for monetary policy were used to avoid
the contagious effect of the broken banks on the rest of the financial system, guaranteeing public
savings and maintaining exchange rate stability. However, as of 2002, the policy for open
market operations was oriented at reducing the internal debt of the BCN, mn this way propitiating
a drop in interest rates for its titles/securities and in the financial system. The credit policy
reversed its expansive policy, the legal reserves were adjusted, and the BCN began a process to
liquidate assets taken over during the bankrupteies. All this is congruent with the adjustment
program that would align public spending at sustainable levels.

59. In 2002, the agreed monetary program as a prior action for reaching the PRGF resulted in an
increase of net {(adjusted) international reserves of US$61.7 million. This was due to the inflow
of US$51.0 million in external resources in December 2002, after the IMF Board of Directors
approved the PRGF, to an increased level of governmental deposits, and higher legal reserves of
the private banks into the BCN. As of September 2003, fiscal and monetary discipline continued
as established in the program, major progress in negotiating the internal debt of the BCN was
made, and the rest of the government institutions’ deposits were transferred to the BCN,
increasing the net international reserves to September 2003 by US$36.0 million.

12
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60. In terms of flows in 2002, the BCN managed to reduce the internal debt by placing US$33.0
million in titles/securities, combined with the payment of interest and maintenance of value,
meant an injection of US$112.0 million into the financial system. In 2003, this debt will be
reduced by USS70.0 million, which could mean an injection of US$175.0 million if the financial
cost 1s added.

61. The debt renegotiation operations undertaken by the BCN with the private banks will
improve the outlook for 2004. In July 2003, the first operation with a major bank creditor was
concretized. Under this agreement, the interest and amortizations to mature for the Negotiable
Investment Certificates (CENI) acquired by this bank were renegotiated to a 10 year term at a
rate of 8.4 percent. This operation means that the BCN will defer payments of US$250.0 million
by 2004, improving its reserves position and increasing flexibility in the fiscal program favoring
production and social programs. The BCN continues to make arrangements to renegotiate all the
internal debt with the rest of the creditor banks.

62. A number of positive effects have come -
out of the actions noted above. On the one _ Graph 8

. - Nigaragua: interest Rates
hand, interest rates showed a declining trend 25
because of the increased monetary supply
produced by the reduction of the internal
debt and legal reserves caused by the fiscal
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(three-month deposits) dropped by 5.3 D DR e e

percentage peints and the average short term
lending rate fell by 3.6 percentage points (Graphic 5).

63. On the other hand, the BCN’s credit policyll towards the Government changed over the
2002-2003 period, after being exaggeratedly expansive in 2001. That year, the BCN granted
US8$202.6 million credit to the Central Government. In 2002, the Government transferred
USS98.2 million in resources to the BCN, increasing to US$115.4 million in 2003 and US$141.6
million in 2004, regardless of the renegotiation of the internal debt. '

64. Likewise, banking credit policy had some major changes in favor of production. Greater
accumulated liquidity in the banks provided the opportunity for expanding the system’s credit
portfolio. While in 2001, the system’s balances for productive credit'? fell by 43.5 percent with
respect to the previous year, incrcased by 14.3 percent in 2002 and about 20.0 percent as of
September 2003. An important change in the composition of the credit is the 22.0 percent
increasc for the agricultural sector, after a 61.2 percent drop in 2001. This tendency was also fclt
in credit for livestock, commerce, and industry.

"'Includes credit for servicing the foreign debt by the BCN and withdrawals of deposits by the Government.
"” BCN, Informe Anual 2002, page 95, table AE-TII-8.
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65. In 2003, the Government took another step towards sustainability by renegotiating a portion
of the bilateral public foreign debt. As part of the Agreed Minutes with the Paris Club
(December 2002), the BCN renegotiated US$575.6 million in foreign debt (till July 2003) with
countries like Russia (US$258.9 million), Germany, (US$156.9 million), Spain (US$85.9
million), and France (US$40.2 million), with the recent addition of Italy in the end of October
2003. This renegotiation partially eased the inlernational reserve pressures and alleviates fiscal
policy, providing the Government with resources for production and for its poverty reduction
strategy.

66. It is important to note that the change in monetary, credit, and fiscal policy as of 2002 is part
of the program for realigning the medium- and long-term macroeconomic framework favoring
economic growth. Along this line, the Government is evaluating its exchange rate policy,
creating conditions for having a more flexible regime. This will not be possible as long as
medium- and long-term fiscal sustainability is not achieved and the gaps in the balance of
payments are not closed.

Fiscal performance

67. The policies in matters of revenues and public spending during the 2002-2003 period had the
fundamental objective of leading the country towards the path of fiscal sustainability, which
would allow for maintaining stability and creating conditions for economic growth. The
expansion of public spending in 2001, the bankruptcies of banks, and the {inancial difficulties in
most public institutions resulted in tacit abandonment of the interim program agreed on with the
IMF. The Government had to act responsibly through tough fiscal measures, austerity, and
transparency i public affairs. It drafted bills for tax reforms and for the expenditure budget
before the NA to achieve fiscal equilibrium, and this performance facilitated the PRGF in
December 2002.

68. More than seeking a balance between revenues and expenditures, [iscal policy served as a
support for the BCN’s international reserves recovery and payment on the internal debt service,
without abandoning the objectives of the poverty reduction strategy. The appropriate
management of the public expenditure was a determinant to achieve this objective, even though
the decreased public investment further affected an already poor economic performance.
However, in the absence of other economiic policy instruments'*, the fiscal policy and the support
from the international community were strategic for the first two years of the current
Government.

69. The indicators for fiscal performance agreed on with the IMF in 2002 were met, as were the
goals agreed on to September 2003. Nevertheless, the weight of the internal debt and the
economic slowdown are [actors of concern since the National Budget lacks room for social
programs. Both the international community and the private sector have been cautious and this
has limited possibilities for the Government’s program.

¥ Monetary policy was tied to a policy of internal indebtedness to avoid the collapse of the financial system,

causing a vicious circle that translated into a greater quasi-fiscal deficit. The exchange rate policy was dragged
along by this practice because of the clause for maintenance of value of the BCN liabilities.
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70. In light of these limitations, the Government was able to reduce the combined public sector'*
deficit (before donations) from 13.8 percent of GDP'” in 2001 (o 10.6 percent in 2002 as was
agreed with IMF. It should be noted that the quasi-fiscal losses of the monetary authority
increased to 1.7 percent of GDP, deficit which partially has been compensated with the saving of
the NFPS. To do this, it was decided to reducc public spending by 3.3 GDP points, equivalent to
US$127.8 million and increase revenues by 0.6 of a point, or US$30 million. Savings went from
-3.2 to -2.5 percent of GDP over the same period. (Table 2, Annex Table 1).

Table 2, Nicaraguoa: Fiscal Indicators

‘ 2002 v
Hems 2000 2001 Program Observed 2003
Perceniage of GDP
Combined Public Sector
Savings 22 -3.2 -2.7 2.5 0.2
Primary Savings 5.5 3.0 4.5 4.7 6.6
Overall Deficit b/g 9.4 -13.8 -10.6 -10.5 -8.4
Primary Deficit b/g -6.2 -1.6 -4.9 -3.3 -2.0
Non-Financial Public Scctor
Revenues 20.0 19.7 204 204 220 -
Current 20.0 19.7 20.4 20.3 219
Total Expenditure 28.5 32.2 29.0 289 28.7
Current 16.5 21.6 211 209 20.1
Capital 11.7 10.6 8.0 8.0 8.0
Savings 3.1 -2.0 -0.7 -0.6 19
Primary Savings 5.9 34 5.0 5.1 7.0
Overall Deficit b/g -8.5 -12.5 -B.6 -8.6 -6.7
Primary Deficit b/g -39 7.2 -29 -2.8 -1.6
External Grants 4.5 4.7 4.7 5.0 5.1
Central Government
Revenues 15.0 14.3 15.1 15.1 16.6
Current 15.0 14.2 15.0 15.0 16.5
Total Expenditure 238 27.0 234 237 233
Current 13.6 17.6 16.8 16.8 15.9
Capital 10.2 9.4 6.6 6.8 7.3
Primary Savings 35 1.9 3.9 3.9 57
Overal! Deficit b/g -B.7 -12.8 -8.3 -8.6 -6.7
Primary Savings b/g -6.7 -7.5 -2.6 -2.9 -1.6
External Grants 3.7 4.0 4.3 4.5 4.6
Memorandum
Quasi-fiscal losses of BCN -0.9 -1.3 2.0 -2.0 -1.7

Current GDP (miliions of C6rdobasy”  50,144.6 53,6535 570513 570513 61,9266
1/: IV PRGF review.

2/; [n accordance 10 the new national account system of BCN.

h/g: before grants

Source: MHCP, BCN,

71. In 2003, the Government continued with its fiscal discipline and the indicators by September
indicated that the combined public sector deficit will drop by 8.4 percent of GDP, according to

" Measured in terms of the new GDP.
5 The most unbalanced in Latin America.
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the tendency considered in the program. Over the two years, the reduction of the overall deficit
before donations will add up to an equivalent of 5.4 GDP points (US$207.2 million). Primary
savings reversed its tendency by doubling during 2001-2003, going from 3.0 percent in 2001 to
6.6 percent in 2003 (Graph 6).

72. 1t is important to note that the net Graph 6 i
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73. The NFPS deficit before grants

decreased from 12.5 to 8.6 percent of GDP for the period 2001-2003. Along this line, total
spending decreased by 3.5 GDP points for the same period. It should be recalled that the greatest
adjustiment was in public investment, reducing it by 2.0 GDP points, or US$70.6 million, more
than 60.0 percent of the total NFPS spending adjustment of US$110.0 million.

74. The rigidity of current expenditures shown in the weight of the salary mass, interest
payments, and the legal transfers to universities, the judiciary, and the municipalities, as well as
the demands from other State branches were the main reasons for having the adjustment fall on
capital spending in 2002. However, current spending in 2003, as part of fiscal discipline and
debt renegotiation, will slightly decrease in spite of the salary increases considered in the budget.

75. In terms of financing, the Government not only had results of its own cfforts but also from
the support of the international community, which channeled resources equivalent to 9.2 percent
of GDP in 2002 and 10.2 percent in 2003, including interim relief from the HIPC initiative, Net
internal financing had a total turnaround by contracting by -1.0 percent of GDP in 2002, while a
greater contraction of -4.7 percent of GDP is expected for 2003. This was because of the
transfers that the Government has made to the BCN to cover for payment of the internal debt.
These transfers are estimated at 3.1 percent of GDP for 2003 (Table 3).
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Table 3. Nicaragua: Financing Sources of NFPS Deficit

2012
) I
Ttems 2000 2001 Program Observed 2003
Percentage of GDP

Overall Deficit before Grants -8.5 -12.5 -8.6 -8.6 -6.7
Total Financing 8.5 12.5 8.6 8.6 6.7
Net External Financing 8.4 7.7 8.9 9.2 10.4
Net Loans 4.0 3.0 0.4 0.2 1.3
Arrcars Reduction - - 38 4.0 4.0
Foreign Grants 4.5 4.7 47 5.0 5.1
HIPC Relief - 1.6 1.8 1.8 2.5
Other Grants 4.5 3 29 32 2.7
Net Domestic Financing -2.8 39 0.7 -1.0 -4.7
Central Bank -0.7 54 -1.7 -2.6 -3.1
Rest of Financial Sysiem -1.1 -1.6 0.0 -0.3 -1
Suppliers -1.0 0.1 1.0 1.9 0.5
Revenues from Privatization 2.9 0.9 0.5 0.4 1.0

Memorandum

Current GDP (millions of C(_")rc]obas)z'l 50,1446 53,653.5 570513 57,051.3  61,920.6
1/: IV PRGF review.

2/ In accordance 10 the new national account system of BCN.

Source: MHCP, BCN,

76. The delay in reaching an agreement with the IMF did not allow for the timely entry of
external resources in 2002, That year, the Government did not receive any liquid resources until
December when the PRGF was approved. This trend was reversed in 2003 when the country
received US$41.0 million in liquid resources and US$92.5 million for projects, 8.0 percent more
than scheduled. '

77. A major source of financing was the HIPC relief. In 2002, the Government freed up
resources under this concept of approximately US$70.8 million (1.8 percent of GDP) and in
2003, it will free up US$100.9 million (2.5 percent of GDP), (Annex Table 2). It should be
mentioned that many donors have substituted donations with HIPC relief. In 2000, donations
represented about 4.5 percent of GDP; currently, they represent 2.6 percent. This mainly affects
the principle of the additionality of HIPC relief within overall poverty spending, which 1s
analyzed further.

78. The containment of public spending and the reverse of the downward trend of fiscal revenues
are an achievement, and more important is the fact that it could protect social spending for its
poverty reduction strategy (see section on poverty spending). The downside of this behavior is
the slowdown in the execution of major infrastructure projects and the allocation of additional
resources to service the internal debt.

D. Fiscal reform: tax, budgetary, and administrative
79. The measures for revenues that Government took during 2002-2003 are structural and
administrative measures that not only seek increasing revenues, but also mending the tax

structure aimed in part at eliminating distortions. It has been estimated that the reforms of 2002
and 2003, the fiscal loss because of the burden of exonerations, exemptions, and special fiscal
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treatments applied to taxes on consumption and imports amounted to more than 6.3 percent of
GDP (in reference to the new GDP base); that is, about US$235.0 million'®, which reflected a
revenues collection efficiency of 54.0 percent in 1999.

80. Besides this inefficiency, the tax system rested on a very narrow base, not only because of the
high levels of exonerations, but also because it applied to few goods, which made it highly
discretional and complex to manage. Therefore, it was necessary to carry out structural and
administrative reforms in the system in order to help with revenue collection but also to promote
economic growth and strengthen the poverty reduction strategy.

81. This frame of reference helped the Government to introduce draft bills for budgetary and tax
reforms before the NA and to apply administrative measures to increase revenue raising
efficiency. The essential objectives were directed at: (a) seeking medium-term fiscal
sustainability; (b) implementing a more efficient spending policy with greater impact on social
programs and economic growth; (¢) increasing consistency among the budget, the international
reserve targets, and the exchange rate stability; and, (d) making the tax system less discretional
and more equitable.

82. The Law for Broadening the Tax Base approved in 2002 introduced the following measures:
(a) the Value Added Tax (IGV or sales tax) was increased from 6.0 to 10.0 percent in 2002 and
from 10.0 to 15.0 percent in 2003 for international air transport services and the sales mechanism
for zero rate invoices was derogated; (b) the base for applying the Specific Consumption Tax
(IEC) for carbonated beverages was changed, applying the tax to the retailer price rather than the
producer/wholesaler price and eliminating the duty reduction schedule taking effect in 2003; (c)
Income Tax was applied to interest on savings and term deposits for commercial entities in the
financial system, to lottery prizes, and the retention of income tax for professional services was
increased from 5.0 to 10.0 percent; and, (d) all benefits for exemptions and exonerations for
imports were removed, except for those granted by the Constitution.

83. The Law for Fiscal Equity approved by the NA in 2003 continued furthering the principle of
fiscal equity and broadening of the tax base. The main tax reforms included: (2) a minimum
income tax payment of 1.0 percent over total gross assets, excluding firms with less than
US$150,000 in assets; (b) a levy on financial income of 10.0 percent over interest earned on
personal savings accounts and term deposits of more than US$5,000; (c) derogation of
exonerations, exemptions, and special trcatments applied to the Value Added Tax (VAT), the
Selective Consumption Tax (ISC), and the Import Tariff Rights (DAI), except for those
established by the Constitution, international treaties, and exports; and, (d) a 25.0 percent tax
return on fuels for firms under the Temporary Admission Law, against proper presentation of Bill
Lading.

84. Achieved results under these reforms in terms of revenue collection have been important in
reducing the fiscal deficit and leading the economy along a path of sustainability. In annual
terms, the two reforms could add an estimated C$2,074.7 million (US$142.7 million), or 3.5
percent of GDP (Table 4). This marginal increase in tax revenues collection has been estimated
under an economic slowdown scenario, which would indicate that the yield from broadening the

" IMF, “Nicaragua: Tratamientos Especiales en la Tributacion al Consumo y a las Importaciones”, March 2000.
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tax basc and from administrative measures could partially compensate for the decrease in fiscal
revenue collection. '

Table 4. Nicaragua: Tax Reform and Measures 2002 - 2003

2002 2003 Total 2002 2003
Laws / Mesures Anmnal Oct-  Annual  Annwval  Apnual  Annual Qct- Anoual May-
Base  Dec Base Base Base Base Dee Base Dec
Million of Cérdobas Percentage of GDP
TOTAL 13500 220.1 7237 42 10747 24 04 1z 08
Tax Reform: ABT Law and EF Law " 1.019.0 1243 679.0 4645 1,698.0 1.8 0.2 1.1 08
Income Tax (IR) 2443 309 2693 1874 5136 035 01 04 03
General Sales Tax (IGV)/ Value Added Tax (TVA) 79.8 430 3039 2044 3837 01 -0.1 05 03
Specific Consumption Tax {IEC) / Selective _
Cznsumplion TaE(ISC) 21.0 53 533 37.0 74.3 - - 00 01
Import Duty Rights (DAL 6739 1311 6.9 4.4 680.8 1.2 02 - -
Special Regimes - - 45.6 313 456 - - 01 01
a) By Tax - - -1.8 -0.3 -1.8 - - - -
b) Services Fees - - 474 3.6 474 - - 01 0l
Law Application Measures 1348 9.4 16.9 11.2 151.7 0.z - 0.0 00
Administrative and Austerity Measures 197.2  86.2 27.8 18.5 2250 04 02 01 0.1

1/: Law of Broadening the Tax Base 2002 (Law No. 439), Law of Fiscal Cauity 2003 (Law No, 453).
Souree: MHCE. BCN.

85. As noted in the preceding table, the greatest effect of the tax reforms has been on imports,
income, and consumption, which is consistent with the recommendations made in the analysis by
the IMF. On an annual basis, the reform of these three taxes would generate 79.6 percent of the
estimated revenues collection during the two years. Likewise, the measures taken to improve tax
administration would mean 10.8 pcrcent of the total estimated revenues collected.

E. Evolution of poverty spending

86. In 2002 and 2003, poverty spending has been the Government’s priority in its budgetary
policy; despite the severe adjustments to which total spending has been subjected to reduce the
fiscal deficit to sustainable levels. The main characteristic of poverty spending in the second
year of implementation of the SGPRS has been increased capital spending and the priority given
to health, education, housing, and drinking water.

87. The poverty reduction spending efforts were maintained under a context of lower economic
growth rates than those estimated in the SGPRS, high fiscal cost resulting from the banking
crisis, and the adverse international setting, which resulted in the worsening of the terms of trade.

88. The effects on the slowdown of economic activity have been more serious and prolonged
than expected, which had a direct impact on the levels of fiscal revenues and public spending.
Accordingly, in December 2002, under the PRGF agreement, the medium-term policies were
determined in line with the new macroeconomic frame, cnsuring that the fiscal program reduces
the public sector deficit and guarantees an increase in poverty reduction spending. New levels
for poverty spending were set from 10.0 percent of GDP in 2002 to 11.0 percent in 2003, and
11.4 percent in 2004.
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Government policy

89. Government poverty spending policy was directed to shield poverty spending from additional
reduction resulting from budgetary constraints and to increase efficiency and impact. As a resuit,
while NFPS spending had a declining profile, poverty spending actually increased. Under this
circumstance the adjustment fell mainly on non-poverty spending such as infrastructure,
particularly the rehabilitation and construction of highways, airports, and ports, as well as on
other governmental branches and sectors.

90. Protecting poverty spending, particularly in the social sector (health, education, water supply,
and sanitation) has allowed for coping with the difficult problem of a shortage of medical
materials and supplies, and this has helped with a recovery of the supply of basic services,
avoiding a further worsening of social indicators.

91. Regarding operational efficiency, the Government is taking steps to evaluate the impact of
the existing programs and to adequately define a hierarchy of priorities. Through the Solidarity
program, dispersed resources from a number of social protection and rural development
programs will be concentrated to coordinate actions, have a more appropriate selection of
beneficiaries, and improve the impact.

Execution (2002-2003)

Spending dimensions and tendencies

92. The most relevant trends in public spending are the ascending profile of poverty spending in
real terms, as well as the structural change caused by increased capital spending; the greater
share of poverty spending with respect to the Government’s total primary spending; the
concentration on poverty spending on investment in hurnan capital; and the proliferation of micro
projects, their high degree of territorial dispersion, and their high level of dependency on external
IESOUrces.

93. In terms of budget, total poverty spending with respect to total spending by the Central
Government has gone from 40.7 percent in 2001 to 56.8 percent in 2003. The share of external
resources in poverty spending rose from 40.4 to 45.8 percent of total spending over the same
period. An average of 54.5 percent of total poverty spending goes to human capital and 25.2
percent is for economic growth (the most important pillars of the SGPRS} during that period.

94. It is important to clarify that although the reference for poverty spending consigned in the
SGPRS is only Central Government spending in the National Budget, this report adds
consolidated information from the NFPS in order to know the dimensions of total poverty
spending. Likewise, the poverty spending reflected in this report for 2001 and 2002 does not
include the extraordinary poverty spending caused by the emergency situation left by hurricane
Mitch. To attain a sustainable tendency for poverty spending, it was necessary to apply this
methodology.

95. In this context, total poverty spending by the NFPS in 2002 amounted to USS5401.2 million,
equivalent to 10.0 percent of GDP, an increase of 0.9 percent of GDP over 2001. Spending 11.0
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percent (US$450 million), an increase of 1.0 percent of GDP, is projected for 2003 as a result of
a greater increase in capital spending than originally programmed and agreed on with the IMF
(Table 5, Annex Table 3 and 4).

Table 5. Nicaragua: Poverty-reducing Spending v

2002
Items 1997 1998 1999 2000 2001 > 2003%
Program Executed
Percentage of GDP
Primary Total Expenditure of the NFPS 219 20.7 26.1 257 26.6 233 23.2 236
Primary Total Expenditure of the Central Government  160.4 157 20.4 214 215 17.7 179 18.2
Total Poverty Spending 8.9 7.5 8.0 8.8 9.1 100 10.0 11.0
Current Spending 4.0 3.9 4.2 4.5 4.4 4.9 49 4.8
Capital Spending 5.0 3.5 38 43 4.6 5.1 5.2 6.2
Central Government Poverty Spending 8.1 7.2 7.9 8.5 8.7 2.3 9.4 10.3
Current Spending 4.0 39 4.2 4.5 44 4.9 4.9 4.8
Capital Spending 4.2 3.3 37 4.0 4.3 4.4 4.6 5.5
Auntonomous Entities Yoverty Spending 0.8 0.2 0.2 0.3 0.3 0.7 0.6 0.6
Capital Spending 0.8 0.2 0.2 0.3 0.3 0.7 0.6 0.6
Estructure

Non Financial Public Sector
Poverty Spending / Total Spending 40.7 30.0 30.8 344 34.0 429 432 46.6
Current Poverty Spending / Total Spending 20.1 297 30.4 324 27.3 31.9 32.0 32.0
Capital Poverty Spending/ Capital Spending 59.8 47.2 312 36.9 44.7 64.0 64.4 7149
Central Government 0.0 0.0 .0 0.0 0.0 0.0 0.0 0.0
Poverty Spending / Total Spending 49.4 459 38.5 399 40.7 524 52.4 56.8
Current Poverty Spending / Current Spending 379 398 41.0 40.5 36.1 44.4 43.7 443
Capital Poverty Spending/ Capital Spending 69.4 50.1 3640 39.2 46.8 66.4 66.6 73.2

1/: Period 2001-2002 correspoends to the Poverly Spending adjustment. which exclude additional spending caused by Hurricane Mitch and Special Programs and
Support for Health, Education and Housing, by 2.3 and 0.2 percentage of GDP, respectively.

2/: Preliminary.

3/ IV PRGF review,

Source: SECEP, MHCP, BCN,

96. The structure of NFPS poverty spending between current and capital expenditures has been
maintained over the last three years. In 2002, current spending was US$194.2 million (4.9
percent of GDP), representing 49.0 percent of the total. For 2003, the estimated amount is
US$196.5 million, 4.8 percent of GDP and 44.0 percent of total poverty spending. Capital
spending was US$206.9 million (5.2 percent of GDP), of which almost 90.0 percent
corresponded to the Central Government. An estimated investment of US$253.5 million (6.2
percent of GDP) for 2003.

Spending by pillar and crosscutting themes

97. Investment in human capital is critical for increasing productivity, income, and the well-
being of the population, and so it has been prioritized in the execution of the SGPRS. In 2002,
resources equivalent 10 55.9 percent of the total spending for fighting poverty were channeled to
this pillar (US$224.1 million, 15.4 percent more than the year before). In 2003, given the need to
speed up economic growth and improve attention to the most vulnerable groups, more resources
were channeled to those pillars, resulting in a drop in the share of spending on human capital to
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53.9 percent; however, in absolute terms, spending will increase to US$242.8 million (Table 6,
Annex Table 5). This increase is explained by the program for improving educative quality
entering the final phase.

98. Education and health are the priority sectors in this spending. In the former, spending went
to expand coverage, particularly that of basic education (primary and preschool) and to improve
the pertinence of this subsystem and the efficiency of the regulatory institution. In health,
priority was put on the coverage and the quality of services of the primary network by
strengthening the Local Integral Healthcare Systems (SILAIS) and the epidemiological control
and prevention. In poverty spending in 2002, US$99.9 million (24.9 percent) went 1o the pillar
for broad-based economic growth, US$32.4 million (8.5 percent) went to social protection and
governance, and US$43.1 million (10.7 percent) went to the crosscutting themes.

Table 6. Nicaragua: Poverty Spending by Pillars and Cross-cutting Themes ¥

2001 2002° 2003~
Item . Current Capital Tl Corrent Capital Total Currenl Capital Total
Expencliture Expemlilure Expenditure Expenditure Expeslitur: Pxpentiture
Porcentage of GDP
TOTAL SGPRS 4.4 4.6 4.1 4.9 5.2 10,0 4.8 6.2 11.0
Pillars 4.3 3.8 8.1 4.6 4.3 89 4.6 ] 10.0
Economic Growih 0.4 1.8 2.2 04 21 2.3 0.3 26 29
Investment in Human Capital 37 1.2 4.9 41 1.5 56 4.2 1.7 59
Education 1.5 1.0 26 1.9 0.9 2.8 1.8 0.9 28
Health 22 no 2.2 23 0.5 27 2.4 0.6 3.0
Population - 0o 00 00 04 - 0.1 01
Mutrition . 0.0 0.0 - 0.1 0.] - 0.1 0.1
Sccial Protection 0.1 0.8 1.0 0.1 0.6 0.7 0.1 1.0 1.1
Governanee 0.0 0.0 0.1 0.0 Q.1 0.1 0.0 0.0 0.1
Cross-cutting Themes 0.2 0.8 1.0 0.2 0.9 1.1 0.1 0.9 1.0
Enviroment 0.1 0.5 0.6 0.1 04 05 0.1 0.4 0.4
Decentralization 0.1 0.3 04 0.1 0.3 0.6 0.1 0.3 .6
Estructure

TOTAL SGPRS 100.0 1000 1000 100.0 100.0 100.0 100.0 100.0 100.0
Pilares 946.1 82.7 89.3 95.7 83.2 39,3 97.0 85.9 90.7
FEconomic Growth B.6 39.5 24.4 74 41.3 249 6.6 4.6 26.3
Investment in Human Capital 83.3 250 337 83,1 28.4 359 8717 77 3.9
Education 34.3 22.6 284 86 183 281 38.5 148 352
Health 449.0 1.1 24.3 46.5 8.8 7.0 432 9.9 271
Population - 1.0 0.5 - 0.) 0.0 - 1.0 06
Nutrition - 0.4 0.2 - 14 07 - 20 1.1
Social Protection 33 17.7 10.7 2.6 118 7.4 20 158 98
Governance o7 03 a6 07 1.6 1.1 0.6 0.7 07
Cross-cutting Themes g 17.3 10.7 4.3 16.8 10.7 30 14.1 9.3
Cnvircnment 1.4 10.6 6.3 18 74 4.7 1.2 38 LR
Decentralization 20 6.7 44 2.5 9.4 6.1 1.8 23 5.5

14 2001 -28607 exchude spendmpes caused by burricane Mitch and Special Programs and Suppart for Health, Education and Hovsing.
27 Preliminaty.

34 1V PRGF review,

Sowrce: SECEP, MHCP.

99.  For 2003, it 1s estimated to increase funds for economic growth by 18.5 percent in
relation to total poverty spending for the year before, raising it to US$118.4 million (Annex
Table 5). It is also estimated that spending on social protection and governance will reach
US$47.2 million. A slight reduction to US$41.8 million is expected for spending on the
crosscutting themes.
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Current expenditures and capilal expenditures

100.  Definitions. Annex 6 of the SGPRS contains definitions of the criteria used for
estimating spending directly related to poverty reduction. Special emphasis is put on the fact
that, as of the publication of this document, no homogenecous method had been established
internationally to define what should be included in this category, and for the effects of
systematic and consistent follow up of this indicator, the following method was adopted:

101.  The capital spending defined in the SGPRS poitfolio of programs is linked to the four
pillars of the strategy (broad based economic growth and structural reform, investment in human
capital, protection of vulnerable groups, and institutional development) and to the three
crosscutting themes (environmental vulnerability, social equity, and decentralization).

102, The current spending for the SGPRS refers mainly to the programs related to the MECD
— central activities; preschool, primary, special education, and continuing adult education;
training of primary teachers; community activities to support nutrition programs; and,
community activities for coordinating the development of different educative programs, among
others —; MINSA — central activities; level I and II healthcare programs; laboratory services;
programs for attention to the community, among others —, MAGFOR and the IDR - central
activities; sanitary and phyto sanitary services, agricultural and forestry services, and INTA
technology transfers programs -; MIFAMILIA — central activities, community programs, family
supporl services, special attention programs, social development, and transfers for decentralized
activities —; and the Social Safety Net (RPS).

103. 1t should be clarificd that this definition has been observed, but the projects portfolio has
been expanded as new programs directly linked to the objectives proposed for each pillar and
crosscutting theme of the SGPRS are incorporated, particularly in the area of broad-based
economic growth, which was not developed in the original document. Included in poverty
spending are programs related to territorial zoning and the titling of properties, support for
competitiveness and the development of small and medium firms, as well as those related to
environmental vulnerability. This definition will be adjusted during the SGPRS revision.

104. Execution of current spending. Current expenditures on poverty cover the Central
Government and refer mainly to salaries for the health and education sectors, but also those
expenditures related to programs directed at other social sectors, as noted earlier. In 2002, this
spending increased by 10.0 percent over the previous year, going from a GDP share of 4.4
percent (US$177.3 million) in 2001 to 4.9 percent (US$194.2 million) in 2002, For 2003, it is
estimated that this spending will be around 4.8 percent of the GDP (US$196.5 million) (Table 6;
Annex Table 5).

105. It should be mentioned that in 2002, 85.1 percent of these resources (US$165.2 million)
went to the pillar for investment in human capital, particularly the financing of programs to
improve quality and extend the coverage of health and education services. For 2003, this
percentage rises to 88.0 percent, going to US$172.4 million and reflecting the same priorities.

106.  The pillar for economic growth was allocated US$14.3 million (7.4 percent of current
expenditures) to cover the cost of running the programs of the MAGFOR, MIFIC, and the IDR,
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all oriented to strengthening the activities of small and medium urban and rural producers in
zones of extreme poverty and promoting export production activities by means of a tax rebate on
exports. For 2003, it 1s estimated that spending will be around 7.0 percent of total poverty
spending, equivalent to US$13.0 million.

107.  For social protection of the most vulnerable groups (elderly, disabled, children and
adolescents in situations of risk), 2.6 percent (US$5.1 million) of the total current spending was
used for attending to the functioning of the operative units of those programs in MIFAMILIA.
During this period, the pillar for governance got about 1.0 percent (US$1.3 million) for financing
activities of the Office of the Human Rights Ombudsman (PDDH) and the National Council for
Economic and Social Planning (CONPES). Similar amounts and percentages will be maintained
in 2003.

108.  For environment and dccentralization, there was 4.3 percent {(US$8.3 million) of the
SGPRS current expenditures. In the case of environment, it went to the current expenditures of
the Nicaraguan Institute for Territorial Studies (INETER) and conservation programs for
protected areas and for forest and geological resources. Spending on the theme of
decentralization basically consisted of transfers to local governments and the Autonomous
Governments of the RAAN and the RAAS to help with their operating costs and for the current
spending of the Nicaraguan Institute for Municipal Affairs (INIFOM). For 2003, 1t is projected
that current spending will be of US$5.9 million to cover these crosscutting themes.

109. Execution of capital expenditures. NFPS capital spending on poverty in 2002
amounted to US$206.9 million, or 5.2 percent of GDP, an increase of 13.0 percent over 2001.
The Central Government invested US$182.5 million (4.6 percent of GDP), 6.5 percent more than
the year before. For 2003, the Central Government has scheduled investments of US$227.4
million, a 24.6 percent increase over the previous year (Annex Table 3).

110.  Interms of allocation by pillar, the resources went as follows: 41.3 percent (US$85.5
million) for economic growth and social infrastructure; 28.4 percent (US$58.9 million) for
investment in human capital; 11.8 percent (US$24.5 million) for social protection programs; 1.6
percent (US$3.3 million) for governance; and, 16.8 percent (UUSS34.8 million for the crosscutting
themes of environment and decentralization (Annex Table 5).

111.  Among the economic growth programs, priority was given to programs aimed to improve
and extend water and sanitation systems in marginal urban zones and rural areas, executed by
ENACAL. Rural devclopment programs were also prioritized, like fostering production of
livestock and basic grains, projects for rural road rehabilitation and maintenance, rural
clectrification, and strengthening and developing agricultural technology. For 2003, capital
spending 1s estimated at USS105.4 million, raising its share of total capital poverty spending io
41.6 percent.

112.  Regarding investment in human capital, priority was put on the construction,
rehabilitation, and equipping of primary and preschool education centers, as well health centers
and the equipping of the hospital network. Resources were assigned to the modernization of the
administration systems of the institutions governing health and education. For 2003, there is an
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increase of 19.4 percent because of entering the final stage of some programs, like APRENDE in
education and the Modermization of the Health Sector (PMSS).

113.  Priority was given to three programs in social protection: the Social Safety Net (RPS), the
Integral Program for School Nutrition (PINE), and the Program for Integral Attention for
Children and Adolescents (PAININ). In 2003, this spending will increase by 63.7 percent
(US$15.6 million) in order to provide better coverage for these and to start other programs
related to social infrastructure executed by FISE and other food assistance programs in extreme
poverty zones.

114.  In the area of governance, the Government concentrated efforts on developing the
Program for Efficiency and Transparency in State Purchases and Contracts and on building the
Women's Penitentiary Center. For 2003, it is estimated that this pillar will represent less than 1.0
percent (US$1.9 million) of capital expenditures.

115, Standing out in the area of environment are the programs for forest conservation and the
maintenance of the Mesoamerican Biological Corridor and the Bosawés Reserve, and for
decentralization, local development programs, and transfers to municipalities for the
devclopment of roadways and municipal infrastructure. For 2003, a similar amount to that of
2002 1s budgeted.

F. Financing the SGPRS

116.  The main characteristic of financing poverty spending in 2002 was the greater share of
internal resources, representing 57.2 percent of total spending, US$229.4 million, or 5.8 percent
of GDP. Tt should be mentioned that of this, UJS$70.8 million (1.8 percent of the GDP) came
from interim HIPC relief. For 2003, more internal resources disbursements are projected,
representing 6.0 percent of GDP. This increase is assoctated with the increased relief and more
Treasury resources as counterpart funding for external resources for investment spending.

117.  For 2002, 1t should be made clear that greatest share of internal resources over total
poverty spending was due more to a reduction in non-poverty spending than to a real increase in
Treasury resources. The Treasury resources (US$158.6 million) were slightly above the levels of
the previous year, but in 2003, they were reduced by 9.7 percent. This situation is framed in the
constraints that the Government applied to total spending to have more public sector savings as
part of the fiscal discipline imposed in its adjustment program (Table 7).

118. External resources increased by 17.7 percent in 2002 over the previous year, going from
US$146.0 million to US$171.8 million. Based on execution during the first half of 2003, it is
estimated that there will be an increase of 19.8 percent over 2002, reaching a level of US$205.9
millien. This trend reflects the government policy of restricting those public investment projects
financed with Treasury resources and prioritizing those that have assured external financing with
a mirimum national counterpart. This is in line with the macroeconomic objectives established
in the program agreed on with the IMF (Table 7).
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Table 7. Nicaragua: Financing Sovurces of Poverty Spending

. . 2002 v
Financing Sources 2001 2003
Program Observed

Mitlion of dollars

Total Poverty Spending 361.8 400.2 401.1 450.0
Domestic Resources 2157 236.6 2294 244.1
HIPC Reliefl 63.3 729 70.8 130.9
Treasury Resources 152.4 163.7 158.6 143.2
External Resources 146.0 163.6 171.8 2059
Loans 06,9 88.5 85.1 114.5
Multilateral 56.2 74.1 82.5 108.6

WB 25.0 279 379 335

iDB 26.0 434 35.7 52.5

Others 5.2 28 5.8 2.5
Bilateral 10.7 14.4 2.7 5.9
TAIWAN 10.7 0.0 2.7 2.6

Spain 0.0 123 0.0 33

Others 0.0 2.0 0o 0.0

Grants 791 75.1 86.7 91.4
Multilateral 26,9 224 23.2 329
European Union 7.2 10.2 114 20.1

WFP 10.0 8.0 6.7 7.0

Others 4.7 4.1 5.0 5.7
Bilateral 522 52,7 63.5 58.0

Tapan 13.3 17.0 14.1 16.2
Germany 7.3 12.5 238 13.5

Others 21.7 23.2 25.6 25.8

1/: IV PRGF review.
Source: SECEP.

119.  During the 2001-2003 period, prevailing among the sources of external financing were
loans with 51.0 percent of the total. The rest was made up by donations. Most of the loans came
from multilateral sources, led by the IDB and the WB with 86.5 percent of total disbursements.
Donations from Japan, Germany, the Europcan Union, and the World Food Program (WFP)
represented 62.5 percent of total donations during that period.

G. HIPC relief: allocation and tracking mechanism

120. Methodology for calculation. Given that the maturing of the contractual service for all
the public foreign debt is more than the country’s payment capacity, Nicaragua has to prioritize
its payments to multilateral bodies and member-countries of the Paris Club in order to remain
with the IMF program. The non-prioritized service has been reflected in the balance of payments
as extraordmary financing due to accumulation of delays. The debt pardon by creditors on which
debt service was being paid can easily become relief for poverty spending since the budgeted
resource are allocated, except for debt pardoned by those couniries outside the payment scheme.

121.  The Government of Nicaragua agreed with the IMF and WB on a methodology for
calculating the cash relief (relief for poverty spending) that would go to poverty spending. For
the country’s “effectively paid service,” the average service paid with its own resources during
the 1992-1998 period, was used. The average amount turned out to be US$216.6 million. In this
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way, the HIPC relief is the difference of the service after a hypothetical operation of total debt
stock in terms of Cologne (90.0 percent reduction) and the service for the same stock operation
but in terms of Naples (67.0 percent). The completion point for these calculations was assumed
to be December 2003.

122, It was also agreed that if in a given year, the amount of cash relief was less than the
amount of interim relief; the latter would be taken as cash relief. This is only valid for the
interim period. For the distribution of cash relief among creditors, it was agreed that first the
relief for the multilaterals would be exhausted and any balance that was lacking to complete the
total amount would be assigned as part of the bilateral relief for the Paris Club. It is assumed that
all foreign debt service relief that was not paid before is considered as relief for balance of
payments purposes.

123.  For the interim HIPC debt relief period, this methodology has served its purpose since it
was established for Nicaragua in 2001 and will end by 2003, once the completion point is
reached in December, as programmed. As explained before, the objective was to calculate a debt
relief that would provide resources to finance SGPRS social programs. The capacity to carry out
this budgetary action was associated to the historic payment capacity of the country in previous
years.

124.  After reaching the completion point and an expected sustainable economic growth rate,
the payment capacity will improve and the Government will find itself in a better financial
position to increase poverty spending, in accordance with the HIPC initiative spirit. The
methodology currently used to calculate HIPC debt relief allocated to poverty is static and does
not foresee the above situation.

125, In conjunction with the WB, such methodology is being revised to adjust it to the new
mentioned situation, so that the estimate of these resources will be dynamic in accordance with
the evolution of the economy. This methodology and its corresponding estimates will be
included in the complction point document for its application starting in 2003, given the fact that
the 2004 HIPC relief has been already incorporated into the national budget proposal 1o be
approved by the NA shortly.

126.  Amounts of relief. Starting in 2001, Nicaragua began to receive interim foreign debt
relief at an annual average of US$78.3 million, after complying with the requirements for
reaching the decision point of the HIPC initiative. After that year, the amounts of relief have
increased to the extent that more countries join this initiative at the same time as more interim
relief is received from the multilateral bodies. From 2001 to 2003, the HIPC relief going to
poverty spending amounted to US$235.0 million. This relative increase was 56.3 percent, by
going from 1.6 to 2.5 percent of GDP during the 2001-2003 period. It is expected to reach the
equivalent of 2.9 percent of GDP by 2004.

127.  Table 8 shows the total amount of interim HIPC relief for the 2001-2004 period. An
average of 82.9 percent of this relief comes from the multilaterals, with the IDB having 40.2
percent of the total and the CABEI having 30.0 percent. The increase in HIPC relief amounts has
made their share of total poverty spending go from 17.5 percent in 2001 to 22.4 percent in 2003,
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Table 8, Nicaragua: HIPC Debt Relief 2001 - 2004

Items 2001 2002 2003 20064 2001 2002 2003 2004
Million of Dollars Percentage of GDP

1. Average service 19921998 216.6 2166 2166 2166 54 54 53 51

2. Service after HIPC Relief 1533  158.0 1157 91.1 38 3.9 2.8 21

3. Relief cash (1-2) 633 586 1009 1255 1.6 15 25 2.9

4. Total HIPC Relief ¥ 994 239.0 2419 2324 2.5 6.0 5.9 54

5. HIPC Relief for Balance of Payments 36.1 1682 14190 106.9 0.y 4.2 34 2.5

6. HIPC Relief for Poverty Spending ¥ 633 70.8 1009 1355 16 18 2.5 29

Multilateral 48,1 70.8 76.0 80.3 1.2 1.8 1.9 1.9

WEB 5.7 8.0 84 10.1 0.1 0.2 0.2 02

IDB 198 353 393 36.7 0.5 0.9 1.0 09

CABEI 22.6 229 253 24.0 0.6 0.6 6 0.6

IMF - 09 2.7 6.5 - 0.0 0.5 0.2

OPEC 040 37 0.3 1.9 0.0 Q.1 0.0 0.0
Others - - - 1.1 - - - 0.0

Bilateral 15.2 0.0 24.9 45,2 04 0.0 0.6 1.1

Paris Club 15.2 0.0 249 452 0.4 0.0 0.6 1.1

A, HIPC Retief for Current Expenditure 49.9 479 67.0 834 13 1.2 Le 2.0

Multilateral M7 47.9 42.1 38.2 0.9 1.2 1.0 0.9

WB 2.5 0.0 0.0 0.0 0.1 (£24] 0.0 0.0

IDB 96 204 13.8 4.7 0.2 0.5 0.3 0.1

CABEI 226 229 253 24.0 0.6 0.6 0.6 0.6

IMF - 09 2.7 6.5 - 0.0 0.1 0.2

OPEC 37 0.3 1.9 0.0 0.1 0.0 04

Otros - - - 1.1 - - - 0.¢

Rilateral 15.2 0.0 24.9 45.2 0.4 0.0 0.6 1.1

Paris Club 152 0.0 249 45.2 0.4 .0 0.6 1.1

B, HIPC Relief for Capital Expenditure 134 229 339 421 0.3 0.6 0.8 1.0

Multilateral 134 229 339 42.1 0.3 [IX) 0.8 1.0

WB 3.2 8.0 8.4 101 .1 0.2 0.2 0.2

DB 10.2 14.9 255 32.0 0.3 0.4 0.6 0.7

1/ Average service 1992-19G8 paid with dome stie resources.

2/: Difference between service after a stock operation i Napoles's Terms (hypothetic) and service after implementation of Colenia’s Terms. Tt is assumed
the culniination point in December 2003,

3/ Calculated [rom (he biggest amount thal came out as a result of substracting the service effectively paid during 1992-1998 and service o be paid after
HIPC relief; or else the total HIPC relief coming from creditors.

Source: SECEP. BUN.

128.  Allocation of the relief. The allocation of these resources has been according to the
social priorities defined in the SGPRS. The application of the HIPC relief for the 2002-2005
period is taken up in this document in general terms, emphasizing that this would be used to
finance ten second-generation programs, each of them with a given percentage of the total relief,
that have been developed based on the experience with donors. Most of these programs are
based on demand and all have rigorous systems for follow up and evaluation. It is also assured
that the programs to be financed, including those that may be incorporated in the future, have to
be directly related to poverty reduction.

129.  On average, 84 percent of these resources during the 2001-2003 period have been
allocated to have greater coverage of basic socjal services. As can be seen in Table 9, 55.0
percent of the relief has been allocated to education, 20.0 percent to health, and around 9.0
percent to water, sanitation, housing, and municipal infrastructure. Seven percent was allocated
for protection of vulnerable groups.
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Table 9. Nicaragua: HIP'C Reliet Allocation

Programs 2001 2002 2003 2001 2002 2003 2001 2002 2003
Million of dollars Percentage of the GDP Structure
TOTAL 633  70.8 1009 1.6 1.8 25 1000 1000 100.0
1. Primary rural healthcare - 1.5 1.3 - 0.0 0.0 - 2.1 1.2
2. Social Safety Net 0.7 0.8 0.7 0.0 0.0 0.0 1.1 1.1 0.7
3. Maove coverage of basic social services 37.5 5383 802 1.4 1.5 2.0 90.8 82.3 794
3.1 LEducation 379 382 523 0.9 1.0 1.3 599 540 51.9
3.2 Health 144 123 201 0.4 03 0.5 227 174 19.9
3.3 Water and Sanitation 2.0 1.2 2.0 0.1 0.0 0.0 32 16 2.0
3.4 Housing 1.0 0.5 0.4 6.0 0.0 0.0 1.6 0.7 0.4
3.5 Municipal Infrastructure 2.2 6.0 5.3 0.1 0.2 0.1 35 85 5.2
4. Protection of vulnerabie groups 34 5.8 6.8 0.1 0.1 0.2 54 8.1 6.7
3. Sacial Investment Fund 1.6 4.0 4.0 0.0 0.1 0.1 2.5 56 4.0
6. Development of the Atlantic Coast 0.1 .2 02 0.0 0.0 0.0 0.2 0.3 02
7. Implementation of ERCERP - 0.1 0.6 - 0.0 0.0 - 0.t 0.6
8. Support for Production - 0.2 7.3 - 0.0 0.2 - 0.4 7.2

Source: SECEP. MHCP.

130.  Part of the relief was allocated to FISE to finance social infrastructure in areas of extreme
poverty and to the local development program for the Atlantic Coast to strengthen their regional
and local governments, to increase their capacity to identify and formulate projects, land use
zoning, and natural resource administration.

131.  The implementation of the SGPRS, as estimated in the document, is costly. Part of the
HIPC relief funds goes to developing and applying systems for follow up and evaluation,
fostering greater rural participation in programs, and strengthening the capacities of the National
Public Investment System (SNIP). Lastly, coherent with the first pillar of economic growth,
funds were applied for different programs to support production and upgrade agricultural
technology.

132.  The principle of additionality of the HIPC relief. The foreign debt relief, granted to
countries selected for this initiative, shall be invested in strategies for poverty reduction was the
condition established in Cologne, Germany in 1999. This was the condition set to increase
flexibility in the initial classification parameters and the basic principles for accessing this relief.
It was also established that the relief should reflect additional spending for the efforts that the
countries were making 10 fight poverty with their own resources. HIPC relief should not
substitute for internal resources that were used for those purposes before.

133.  Ttis necessary to have the following in order to comply with the above principle: (a) the
HIPC relief would mean real available resources for poverty spending and not merely an
accounting transaction; (b} the rest of the funding sources for poverty spending would remain
constant or increase; (c) the additionality of poverty spending because of increased HIPC relief
would not counter macroeconomic stability; (d) there would be no substitution effect by donors
of HIPC reliefl for donations granted earlier; and (e) the projected economic growth would be
achieved.

134.  Nicaragua has been working on the conditions to comply with the principle of
additionality of the HIPC relief by increasing the poverty spending in a continuous way for the
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2001-2003 period, and by allocating Treasury resources in the 2004 budget similar to those in the
previous year (Table 10). It is important to note that external aid declined in real terms after the
Mitch bubble effect, which coincided with less liquid donations once the 2001 interim HIPC debt
relief started. a decrease in the economic growth rate and 2002 public spending reduction to
reduce the fiscal deficit and increase savings.

135. Nevertheless, the tendency in sustainable poverty spending (without the Mitch effect) has
been upwards during the 2001-2003 period, due in part to the increase debt service relief. This
shows that the Government has put priority on poverty spending over non-poverty spending.
Table 10 shows that spending not related to the SGPRS dropped with respect to 2000, the year of
reference before the interim relief was allocated.

Table 10. Nicaragua: NFPS Resources and HIPC Relief Additionality

Cumulaiive variation relative io 2000
Ttems 2000 2001 2002 2003 zo04 Y

2001 2002-2003 2001-20603 2001-2004

Million of dollars

Total Revenue 791.1 785.0 814.8 904.1 938.1 6.1 1326 126.5 273.5
Total Spending 1,128.40 12847 11579 11,1754 1,141.3 156.7 774 2341 247.5
Total Poverty Spending 4570 4553  409.1  450.0 4882 -1.7 =549 -56.6 -254
Domestic Resourses 2519 175.0 160.9 143.2 i444 -76.1 0 -199.8 2759 -3835
Iixternal Resources 205.0 279.4 2482 3008 3438 744 145.0 2193 358.1
HIPC Relief - 63.3 70.8 100.9 125.5 633 171.7 235.0 36013
Other 205.0 216.1 1774 205.9 218.4 11.1 -26.7 -15.7 -2.3
Adjusted Poverty Spending 3493 361.8 401.1 450.0 488.2 12.4 152.5 164.9 303.8
Domestic Resourses 216.7 152.4 158.6 143.2 144 .4 643 -1317 0 -196.0 -268.3
Extermnal Resources 132.6 209.3 242.6 306.8 3438 76.7 284.2 360.9 572.2
HIPC Relief - 633 70.8 100.9 125.5 633 1717 235.0 360.5
Other 132.6 146.0 i71.8 205.9 2184 134 1125 1259 2117
Mitch Poverty Spending 107.7 935 8.0 0.0 4.0 -14.1 2074 2215 -329.2
Domestic Resourses 35.2 23.4 2.3 4.0 0.0 -11.8 -68.1 -19.9 -L15.1
External Resources 725 70.1 57 0.0 .0 230 -1392 0 -l416 -214.0
Non Poverty Spending 67190 8254 748.8 7254 653.2 1584 1323 290.7 2729
Domestic Resources= 4419 700.8 4441 422.3 373.2 258.9 -17.4 2415 172.7
External Resources 2201 128.6 304.7 303.1 280.0 1004 149.7 492 100.2
Global Balance big -336.8  -499.7 -343.1 -275.3 2032 -162.9 55.3  -107.6 26,0
Financing 336.8 499.7 343 275.3 203.2 162.9 ~55.3 107.6 -26.0
Net External Financing ~ 3332 3057 3689 4262 6058 22750 1287 1013 3738
Net Internal Financing -5 1568 -41.7 -192.1 -419.2 268.3 -10.8 257.5 -50.2
Revenue from Privatization 115.1 37.2 5.9 41.2 16.7 -78.0 1732 2512 -349.6

b/d: before grants.

1#: Includes Annual 2004 National Budgel Project.

2/: Includes Interests,

3/t Includes disbursement, grants, HIPC reliel, amrears reduction, and foreign amortization payments.
Source: MHCP, BCN, SECEP.

136.  In this report, the importance of a sustainable fiscal policy has been emphasized as well
as the present need to manage public expenditure with higher efficiency and greater impact. At
this stage, the Government finds itself in a better fiscal and budgetary situation to be eligible for
debt relief.
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137.  The rcalignment of the financial sources of public spending was important for achieving a
better macroeconomic performance and increasing public spending. This resulted in an increased
use of external resources since the internal resources substituted for poverty spending were
assigned for an improved macroeconomic balance. As can be seen in the same table, while the
HIPC resources increased during the 2001-2003 period by US$235 million, total internal
resources for poverty spending fell by US$196.0 million, substituted in part by an increase in
non-HIPC external resources of US$125.9 million. This shift of resources allowed for an
increasc in poverty spending of US$164.9 million during the period in question and for a
reduction of the NFPS deficit of US$107.6 million.

138,  This substitutive tendency of the HIPC resources will be overcome through an improved
budgetary position in the next year. In the project for the 2004 annual budget, the Government
hopes 10 maintain the same internal resources that were expected in 2003 that is US$144.4
million. This means that in 2004, aside for increasing HIPC resources by US$24.,6 million,
poverty spending will increase by US$38.2 million. Intcrnal resources remain constant and there
will be an increase in non-HIPC external resources of US$12.5 million complying with the
additionality principle, increasing total poverty spending to 11.4 percent of GDP.

139.  The unsustainability of the fiscal deficit and its consequences on inflation levels
particularly affects the most vulnerable population. When in the end the corrective measures are
adopted. the cost of adjustment also affects the poorest, an effect that the Government can
successfully sort out by maintaining a rising profile of poverty spending. Along this line, the
Government considers that in this initial stage, having destined part of the HIPC relief to improve
the macroeconomic balance was a correct choice. Through the temporary nature of this measure,
the Government, in coordination with the IMF and the WB, has been able to increase public
investment spending flexibility in 2003 and 2004,

H. Economic growth and poverty reduction

140.  With a less optimistic profile for economic growth than was set down in the SGPRS, in
the first progress report the question was if the growth expected in the fellowing years would be
enough (o reach the millennium development goals in terms of reducing extreme poverty by half.
To assess the impact of a lower economic growth, data {rom the 2001 LSMS and the method of
Ravaillon M. and Datt G. 1991 were used, using the POVCALC program developed by the WB.

141.  The results presented in Table 11 show three illustrative scenarios. In preparing them, the
same income distribution shown in 2001 is maintained, varying the per capita GDP growth rates
by half a percentage point. This exercise shows that as the per capita GDP increases, the
proportion of the population in extreme poverty decreases and that the elasticity of the proportion
of extreme poor with respect to changes in per capita income 1s 2.1 percent.
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Table 11. Nicaragua: Per Capita Growth and Poverty Reduction

Indicator 2001 2002 2003 2004 2005
Percentage
Scenario 1
Per capita Growth -1.60 -1.60 1.00 1.00
Extreme Poor 15.10 15.57 16.05 15.76 15.46
Scenario 2
Per capita Growth -1.60 -1.60 1.50 1.50
Extreme Poor 15.10 15.57 16.05 15.61 15.17
Scenario 3
Per capita Growth -1.60 -1.60 2.00 2.00
Extreme Poor 15.10 15.57 16.05 15.47 14.89

Source: SECEP, based on the 200] LSMS

142.  After the low growth rates of 2002 and 2003, it shows that only in scenario 3 (the most
optimistic) would the proportion of the population in extreme poverty not increase up to 2005
with respect to base year 2001. In scenarios 1 and 2, there are moderate increases in the
proportion of extreme poor. The real result will depend on the success of other components of
the SGPRS designed to ensure that the poor benefit more from future economic expansion.

1. Prospects 2003-2008
143.  The prospects for the coming years have been reviewed in light of the evolution of the
economy to September 2003, a review of the prospects for the world economy, the fourth review

in November of the program agreed on with the IMF, the policies and programs of the
Government that are reflected in the NDP, and 2004 budget guidelines.
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Tabic 12. Nicaragua: Basic Economic Indicators

Items 1995-1998 2001 2002 2003 2004 2005 2006 2007 2008
Growth rate
GDP, constant 5.0 3.0 1.0 23 37 3.8 4.2 4.6 4.8
GDP, real per capila 2.1 03 -1.6 -0.4 1.0 1.1 1.7 2.1 2.3
Accumulated inflation 12.2 4.7 4.0 0.0 5.0 4.5 4.0 3.0 20
Percentage of GDP
Deficit, balance of payment current account ' * 162 -17.2 -16.3 2146 -128 0 -123 0 113 -105 -10.0
Qverall deficit of the NFF'S b/g -6.1 -12.5 -8.6 -6.7 -4 -5.0 -3.6 -4.4 -39
Primary deficit of the NFPS b/g * 3.2 7.2 2.8 -1.6 2.6 2.8 1 18 14
Primary savings ol the NFPS 5.6 34 5.1 7.0 7. 7.0 6.5 7.8 8.3
NFPS revenue 19.5 19.7 204 220 219 21.5 21.7 22.0 22.1
NFPS spending 227 26.9 232 236 245 242 248 238 235
Poverty spending g2¥ 9, 100 11.0 1.4 11.6 11.8 120 12.2
Pomestic savings ** 4.1 97 10.7 11.9 13.7 14.6 14.5 15.1 13.3
Private 37 15.2 15.0 135 12.9 {32 134 12.7 12.2
Pubiic 0.4 -5.5 4.3 -1.6 0.8 1.5 1.1 2.4 3.1
External savings ** -234 -22.3 214 -19.4 -17.3 -16.2 -154 -14.4 -13.6
Domestic invesiment *# 28.1 32,1 32.1 34 30 30.8 299 29.4 289
Public 6.8 8.5 6.8 6.8 N 7.6 7.6 7.7 1.8
Private 21.3 235 253 24.5 233 232 22.3 218 21.1
Public sector deficit big ¥ 6.7 138 -105 8.4 -6.8 6.3 67 54 -4.7
Pubtlic sector primary deficit b/g -3.7 -85 -4.8 -3.3 4.7 -4.0 -4.2 -2.9 -2.1
International reserves” 2.4 2.3 2.8 29 3.1 33 3.3 34 35
Memorandum:
GDP, USS million 3,306.0 3,900.7 40032 40994 472716 44335 46375 48765 51449

14 Excludes interests.

2/: Deficil of the NFPS before grants, less interests,

3/ 1997-1998 average.

41 Includes quasi-fiscal losses of the BCN,

5/: Gross international reserves in months of imports of goods and services.

* 1 Caleulated using IMTF methodelogy.

*: Caleulnied using BCN National Accounts methodelogy, which includes the savings for earned contrachual interest.
Source: BCN, MHCP, SECEF.

144, Macroeconomic stability and public and private investment will ensure a greater
economic growth, reaching, in the mid term, external and internal sustainability along with the
poverty reduction strategy (PRSP) implementation. The mid term projections point to
strengthening public finances and diminishing vulnerabilities. The above will allow an average
economic growth of 4.2 percent in the 2004-2008 period, situation that is hoped will count with a
morc favorable international environment.

145, The reduction of the 2008 NFPS’s overall deficit (3.9 percent of GDP compared with 6.7
percent in 2003) shows the commitment to macroeconomic stability, in spite of: the pension
system privatized administration starting in 2004, and the municipal and national elections of
2004 and 2006 respectively. The poverty spending will continue to be sheltered and will
increase from 11.4 to 12.2 percent of GDP during the 2004-2008 period.

146.  The fiscal stability will be attained in spite of a more dynamic public investment program,

financed mostly by external donations. It is expected that this program will increase to 7.7
percent of GDP in 2004 and maintain this level through 2008. Public investment was 6.8 percent
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of GDP in 2003. Total investment will be an important component in spending {30 percent of
GDP), with a significant participation in private investment.

147, Domestic savings will continue to increase by strengthening fiscal discipline and greater
public and private savings. For 2008, savings are expected to reach 15.3 percent of GDP, greater
than the observed 1995-1998 average of 4.1 percent. Furthermore, the reduction in the fiscal
imbalances and greater private savings will require less external savings and will provide for less
external debt used to finance investment.

1V. Poverty Reduction

148.  While the first progress report had the benefit of the LSMS 2001, there was no current
survey information for 2002 available for this second report, so the analysis is based on recent
studies about the evolution of poverty and extreme poverty, broken down by areas of residence
and regions. It also addresses aspects related to inequality in the distribution of income and
consumption, using data from 1993, 1998, and 2001,

Evolution of poverty

| Graph 7
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differences in the incidence, intensity and evolution of poverty. In relative terms, poverty and
extreme poverty continue to be overwhelmingly rural (Graph 8). Two out of every three people
in rural areas are poor, comparcd with one out of every three in urban areas. Although the rural
areas have a higher incidence of poverty and extreme poverty, they experienced a greater
decrease in 2001 compared to 1998, with the exception of the central rural region, where poverty
increased by 1.1 percentage points and extreme poverty by 5.7 percentage points.

152, The reduction of rural poverty comes primarily from the increase in production of basic
grains and other essential foods due to the fall in prices for export crops (the impact of this is
noted 1n the increased poverty in the central rural region).

153.  The evolution of poverty during the 1998-2001 period reveals that extreme poverty
decrcased more quickly in the rural Pacific region (-7.8) and in the rural Atlantic region (-14.5),
but sharply increased n the central rural region (5.7), according to the LSMS for those years.
This tendency was also demonstrated in terms of rural poverty (Table 13).

Table 13, Nicaragoa: Evolution of Poverty

Extreme Poverly Poverty
1993 1998 2001 VM€ 193 jo0g 2001 | ChADEC
) 1998-2001 1998-2001
Percentage of the population

National 194 173 151 -2.2 503 479 458 -2.1

Urban 7.3 7.6 6.2 -1.4 319 305 301 -04

Rural 363 289 274 -1.5 76.1 685 678 -0.7
Managua 5.1 3.1 2.5 -0.0 299 185 202 1.7
Pacilic

Urban 6.4 9.8 3.9 -39 28,1 396 372 2.4

Rural 3.6 241 163 -7.8 707 67.1 568 -10.3
Central

Urban 153 122 111 -1.1 492 394 376 -1.8

Rural 476 327 384 5.7 847 740 751 1.1
Atlantic

Urban 7.9 170 131 -39 355 444 4390 -1.4

Rural 303 414 269 -14.5 836 793 767 -2.6

Source: INEC/LLSMS 1993, 1998 and 2001

154. The rural areas not only have a greater proportion of poor households, but also have a
greater poverty gap'®. The Atlantic Coast has the hi ghest poverty gap, at 30 percent; the central
region and the Pacific region also show significant gaps. However, between 1998 and 2001,
there was a reduction in the national poverty gap. In 2001, the poor needed to increase their level
of spending by 17.0 percent to reach the poverty line, compared to 18.3 percent in 1998 (Table
14). The main reductions in the intensity of poverty occurred in rural areas, especially in the
rural Pacific and rural Atlantic regions. In addition to the above, the poor of the rural central
rcgion underwent a substantial decrease in their well-being. The decrease in the central rural
region is mainly due to the economic crisis in some departments — particularly Matagalpa and
Jinotega — caused by low coffee prices.

** The poverty gap is defined as the percentage increase in consumption needed to reach the poverty line.
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155. The lowest incidence of poverty is found in Managua, where only two of every ten people
are poor. The economic recovery and expansion of the service sector in this city — particularly in
trade — have contributed to a notable reduction in poverty. compared to 1998. Likcwise, the
expansion of water, sewage and electricity services has contributed to these results.

T.ih]e 14. Nl(;(;;"amgﬂ',ua Poveru (Jap andits Evolution |
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percent. JUban 12l s 175 142 A3
" Rural TR I 299 -7.4

- Source: INEC/LSMS 1993, 1998 and 2001
157. Inequality in consumption also o

remained high in 2001. The Gini coefficient, measured for consumption is 43.0. ThlS reveals the
enormous disparity between the consumption by the wealthiest and by the poorest. The
wealthiest 20.0 percent consume 49.2 percent of the total for the country, while the poorest 20.0

Tablel5. Nicaraguna: Distribution of Consumption in Quintiles percent only consume 5.6 percent.
In Percentage of total aggregate consumption The disparity in the rural areas is
Q1 Q2 Q3 Q4 Qs o .
Urban 6.1 103 14.6 11 470 slightly less than in the urban areas.
Rural 7.2 119 16.3 22.5 42,1 In the urban areas, the consumption
National 3.6 9.8 14.2 211 492 level of the wealthiest 20.0 percent is

Consumption Ratio between Quintiles eight times higher than that Pf the
Q2N Q3/Q2 Q403  Q5/Q4  Q5/Q1 poorest 20.0 percent, while in the

Urban L7 1.4 1.3 23 7.8 rural areas the difference decreases to
Rural 1.6 1.4 1.4 1.9 5.8 .. Table 15
National .8 L4 1.5 2.3 gg  Sixtimes (Table 15).

Source: INEC/LSMS 200
V. Progress in Implementing Policies and Programs

158.  Advances have been made in the implementation of SGPRS policies and programs, and
challenges have also been identified. The macroeconomic environment remains relatively stable;
progress was made in cnacting laws; and productive, social, and environmental programs were
implemented along with programs for infrastructure. These interventions have bencfited the
population in general, including the rural population and the north and south Atlantic regions.
However, as demand for services increases with the growth of the population, the Government
must make greater efforts in the future.
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A. Pillar I: broad-based economic growth

159.  Since 1999, when the economy reached its highest rate of growth (7.4) in the last two
decades, it has shown a tendency to be less dynamic, with a GDP growth rate of 1.0 percent in
2002. The worsening of the terms of trade, primarily due to the fall in coffee prices, a political
climate which does not encourage private investment and the problems of the financial system
are the most significant elements in determining this bchavior.

160. However, in the Jast two years, the Government has taken steps to decrease the impact of
these phenomena, particularly in those sectors that generate employment. The NA approved
laws that will have an impact on productive sectors, the private sector was strengthened through
the process of privatization and the liquidation of assets by the BCN, the tax structure was
improved through two tax reforms, an agreement was signed with the IMF that will assure
foreign resources to finance the PIP, and a proposal was recently prepared for a NDP which
includes a productive strategy.

161. In order to maintain economic, social, and political stability, the Government renegotiated
a part of the internal debt associated with the bank failures, thus freeing up more resources for
the economy and reducing the interest rate. Recently, the NA selected the Superintendent of
Pensions, a prerequisite for putting the first two private pension administrators into operation,
with a new system of individual accounts.

162. In the rural sector, fiscal incentives were maintained as per the Law for Fiscal Equity of
2003; agricultaral technology and technical education programs were implemented under the
components of research, technology transfer, creation of loan funds, commercialization, and
establishment of information systems. Rural energy programs were also implemented, based on
the master plan for rural electrification, and a greater connecticn was fostered between the Rural
Credit Fund (FCR) and other public loan programs for small farmers.

163. The Government also carried out the “pound-for-pound” program, distributing improved
seeds for basic grains and fertilizer to peasant farmers, resulting in a record harvest for those
farmers in 2002, with similar results expected in 2003. It should be mentioned that the
production of basic grains has attenuated the effects of the decline in agricultural export products,
primarily coffee. Complementing the above cfforts and using FSS-PAI resources, 10,000
additional small farmers have benefited from metal silos that have a storage capacity of between
4 and 18 hundred pound weights (quintales) of basic grains. As part of a more integral strategy
for the sector, MAGFOR presented the strategic elements for future agricultural policy in July
2003.

164. Likcwise, in the sector of small industry, the Government obtained US$30.0 million in
resources in 2003 for technological improvements in medium and small industries. This program
is being financed by the IDB. With all of the above, the growth of the GDP in 2003 may reach
2.3 percent. However, despite progress, there are also difficulties. The privatization of ENITEL
has gone through a long process which is expected to be completed by the end of 2003. ENEL
has faced the same situation with the privatization of a hydroelectric generating plant.
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165. In the legislative arena, the NA approved the following laws, among others, in the 2002-
2003 period: Credit Agreement for the Land Administration Project; Central American Treaty on
Investment and Trade in Services; Operations, Norms, and Procedures for FOSOVI; General
Health Law; Law to Broaden the Tax Base; and, the Law for Tax Justice; and all the laws to do
with cooperation agreements, loans and foreign debt reduction. Legislations such as the Civil
Service Law and the Public Debt Law are in the process of being approved.

166.  The updating of Nicaragua’s National Accounts System also progressed with the
publication of the new GDP calculation which, according to studies, was undervalued by 70.0
percent. The BCN applied the new National Accounts System recommended by the IMF and
international cooperating community for the period 1994-2004, which, among other things, has
meant a correction in per capita income {rom US$478 (o USS752 in 2003. This effort has
provided the country with greater and better statistical coverage, as it includes the Living
Standards Measurement Surveys, the annual surveys conducted by the manufacturing industry,
and the results of the National Agricultural Census (CENAGRO). In addition to the above, work
has begun on the technical aspects of the National Population and Housing Census, 1o be taken in
2005.

B. Pillar IT: investment in human capital

167. Investiments in human capital in order to increase productivity, income, and the well-
being of the population focused on basic education, preventative health care at the primary care
level, and the prevention of chronic malnutrition in children. These measures have been
complemented with actions to provide water and sanitation.

Education

168.  Despite the reduction in overall spending by the Central Government in 2002, spending in
the education sector remained at the same level as 2001, which was 5.9 percent of GDP. This
average is higher than that recorded in 1997 and 1998, before hurricane Mitch. However, the
proportions of current expenditures and capital expenditures changed compared to 2001, with an
increase in current expenditures of 11.5 percent in 2002 in order to respond to the salary demands
of the teachers. Capital expenditures decreased by 20.0 percent due to budgetary constraints that
restricted the funds available. In 2003, the budget allocated to the Ministry of Education,
Culture, and Sports (MECD) was US$104.1 million, compared to USS115.6 million in 2002.

169. In spite of the ongoing budgelary constraints for education in 2003, the actions from the
first year of implementation of the Education Participation Law and complementary activities
continued to be strengthened. These efforts were aimed primarily at: (a) increasing the
enrollment level over that of the previous year; (b) improving the retention coefficient; (c)
strengthening the network of school infrastructure; (d) publishing guidelines and orientation
manuals for the process of school autonomy and parent participation; and, (e) advancing the
process of municipal decentralization in the departments of Carazo and Managua, as previous
steps for a national policy for municipal educational decentralization. In addition, MECD began
actions to broaden, diversify, and make more flexible its educational offer for children from 6 to
12 years old, offering an educational television program as a complementary activity.
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170.  The 2002 budget for capital expenditures was directed at school construction and
rehabilitation, which surpassed the goal of 490 classrooms by 325 for a total of 815 ¢lassrooms.
By the first half of 2003, 380 primary school classrooms had been built or rehabilitated, a pace
similar to last year’s. Also, the Schooling Map was broadened, including the cartographic survey
of all the municipalities, facilitating targeted actions for the distribution of texts, school
materials, and desks for students. During the 2002 school year, food rations were distributed to
363,000 preschool and primary-age children and the “School Glass of Milk” program began,
benetiting an additional 420,000 children. These two programs continue with success in 2003.

I71.  As aresult of the above, in absolute terms, preschool enrollment in 2002 increased by
8.36 percent and primary enrollment by 6.56 percent over that of 2001. In 2003, an additional
increase in enrollment of 3.4 percent was experienced for the preschool level and 0.44 percent for
primary school. It is important to note that the natural increase of the population in this age
group is greater than the growth of the corresponding schooling rates.

172, Tt should be mentioned that, Nicaragua was selected in 2002 to benefit from the

Education for All initiative (EFA) of the WB. The resources to implement this initiative have not
yet materialized; however, MECD, with funds from loans, began actions in the department of
Carazo, and in 2003, with donations through the Supplementary Social Fund (FSS), activities are
being conducted under the conceptual framework of the EFA.

Health and nutrition

173.  As i education, budget constraints were a determining factor that limited the scope of the
Government’s health policy. The health budget for 2002 was US$125.8 million and US$121
million for 2003. However, this sector has historically fallen short in the implementation of the
investment program, a tendency which it seems to have reversed in 2003. Actions were begun to
improve the allocation and decentralization of resources in a transparent fashion, and processes
for scheduling, budgeting, and accountability for local accounts have been strengthened.

174.  In early 2003, authorities {rom the Ministry of Health (MINSA) began to formulate the
National Health Plan, organizing it by sector to streamline resources, improve efficiency and
equity, decrease transaction costs, and support the sustainability of the sector. As part of this
process, the 1997-2001 health policy will be evaluated. This will provide important input for the
preparation of the new health policy. The firm that will undertake this was contracted in
November 2003. The National Health Council (CNS), created by the General Health Law as an
advisory body in 2002, will participate extensively throughout this entire process.

175, In 2002, regulations were established for the General Health Law and development of
guidelines and procedure manuals began. The procurements division was strengthened as were
the processes for ensuring transparency and improving efficiency. In addition, the coordination
mechanisms for tendering bids were improved, carrying out some joint bidding processes from
various sources of financing. Rapid arrangements were made for the resources needed to
alleviate the medical supplies crisis that the new Government inherited. Consequently, US$13.0
million worth of medicines was purchased in 2002, and an additional US$13.0 million by
September 2003. Most of the 2002 purchases entered the health system in the first quarter of
2003. Improvements made in the purchasing processes and larger donations — Norway, The
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Netherlands, Sweden and Finland — have accelerated the procurement and distribution of
medications in 2003. Additional resources were also obtained from the WB and the IDB.

176.  An important measure in 2002 was the implementation of the voiuntary retirement plan
for health personnel, with 54 percent of those eligible taking advantage of the plan, for a savings
of US$1.8 million annually, furthering the reform and streamlining of resources.

177.  During 2002, MINSA prepared a communications and communily action strategy for six
SILAIS 1in order to increase knowledge, attitudes, and practices that improve the capacity of
households and communities to prevent and treat the most common illnesses. It is expected that
this will be extended to all the SILAIS in 2003 and 2004, depending on available financing.

178. In 2002, in order to broaden coverage and quality, MINSA continued to adopt procedures
for the purchase of services in remote areas, as well as the delivery of the basic primary care
package through the Fund for Safe Motherhood and Childhood (FONMAT). In addition,
maternity houses have been established in those SHLAIS with high maternal mortality rates. Also
in 2002, 13 management agreements were signed with health centers for the second consecutive
year; and 25 have been signed in 2003.

179. Likewise, hospital reform was furthered in order to improve management of hospitals so
that, among other matters, which will be better equipped and have greater capacity to serve the
population. For this, strategic hospital planning was developed and the contracting and
management processes were improved, In addition, improvements have been undertaken to
increase quality, prioritizing the critical route, and the development of clinical protocols,
standards and norms. Regarding improvements in infrastructure of the three hospitals in the
Atlantic Coast region (Bluefields, Puerto Cabezas, and Rosita), four financial sources have been
available and the projects are expecled to be concluded by December 2003.

180.  Regarding nutrition, standardization of the methodology for training mothers in the
communities was completed. Two other government programs, as well as non-governmental
organizations (NGO), will use the same manual. In addition, as part of MINSA’s management,
various programs that work in nutrition will use the indicator for chronic malnutrition; an
important step for carrying out actions on this issue to obtain higher prioritization of resources.
MINSA has improved its coordination with NGOs for activities in the field and has held several
workshops on this. In some SILAIS, planming among the SILAIS and NGO working in heaith
has been strengthened.

C. Pillar III: protection of vulnerable groups

181. Continuing with the processes initiated in 2002, efforts in 2003 centered on the design of
the social protection policy, developing out of the conceptual framework approved by the social
cabinet in November 2002. The social protection policy was developed and approved by the
social cabinet in November 2003 and the consultation process will take place in 2004. As part of
this process, studies describing vulnerable groups and types of intervention were completed, and
a methodological base for common intervention for the social protection programs was
constructed, including an analysis of the program of public investment in social protection.
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182. Workshops on this have been conducted with government institutions and civil society,
and support has been provided by officials from cooperation agencies. In addition, the
Government designed and initiated a National System for Social Protection called “Solidarity”.
This system is aimed at connecting, coordinating, and complementing the programs and projects
oriented toward protection of the most vulnerable. It 1s expected that this initiative will
streammline costs, reduce duplication, maximize the impact of the programs, and offer greater
equity in access to social protcction and development programs. It has a Single Registry of
Beneficiaries of the programs and projects that deliver direct benefits to the population.
Currently, this registry has information on over 100,000 beneficiaries of 24 projects of various
government institutions.

183. MIFAMILIA has been restructured to administer the social protection policy and norms.
This ministry is developing policy and normative instruments for integrated attention for children
under six, people with disabilities, and senior citizens. The National Commission on Senior
Citizens has also been formed. In addition, actions continue to be implemented and coordinated
for the population affected by flooding and the prolonged coffee crisis, including attention to
6,583 children.

184. The Government began the second phase of the Social Safety Net (RPS) Program, with
resources from the IDB, the WB, and the Central American Bank {for Economic Integration
{CABEI) totaling US$29.5 million, expanding its coverage in 2003 to seven municipalities and
offering attention 1o 13,170 families. More than three thousand households in 21 communities
joined the program and were the control group in the first phase of the program. The types of
services have been expanded in the second phase.

185. PAININ also began its second phase, expanding from 33 to 65 municipalities in 2003,
including some municipalities in the country’s Autonomous Regions, and reaching more than
50,000 children. Local and sector coordination has also progressed with this program.

186. Efforts for coordination among the main programs and institutions has resulted in the
adjustment of the monitoring systems for PAININ and the RPS, complementary actions in both
programs, as well as transfers of food by the WFP to 26 of the municipalities served by PAININ.

D. Pillar IV: good governance

187. Tt is intcrnationally recognized that good governance is vital for the economic and social
development of countries. In the quest for greater efficiency, pelitical stability and democracy,
the Government has continued to make cfforts to develop the basic elements of good governance:
the struggle against corruption, transparency and accountability, institutionality, rule of law and
equality before the law, and citizen participation.

Fight against corruption

188. The Government has continued its commitment to fight corruption. The Attorney-

General of the Republic has concentrated efforts on investigating acts of corruption at the highest
levels, concretely presenting 216 complaints to the Judicial Branch. In December 2002, a former
president of the Republic was divested of his immunity by the NA, put on trial, and incarcerated.

41



Second SGPRS Progress Report

189.  With the support of eight European nations and the United Nations Development
Program (IUNDP), an anti-corruption fund was established to support the efforts of the
Government. This fund financed the unit for investigation, monitoring, and technical assistance
of the Attorney-General’s Office, and enabled the Office of Public Ethics (OEP) to reorganize a
program to prevent corruption. This office is implementing and providing follow up in
Nicaragua to the Interamerican Convention Against Corruption.

Transparency

190. In order to ensure transparency in the administration of public funds, the implementation
of the Single Account has been completed. This is the record of all income from domestic
resources and foreign loans. Work is being done to include donations. In addition, the OEP
continues its efforts to institutionalize a culture of integrity and transparency. This office is
conducting workshops on technical guidelines and ethics for civil servants in the executive
branch, and drafting a basic manual for the civil servant and the Law for Probity.

191.  The Government continues to implement the System for State Purchases and Contracts,
financed by the IDB and other donors: the United States Agency for International Development
(USAID), The Netherlands, the Department for International Development of the United
Kingdom (DFID), Sweden, Canada, Austria, and Norway. This program is strengthening the
internal control systems of public sector entities — MINSA, FISE, IDR, INIFOM, ENACAL,
MECD, and the Ministry of Transportation and Infrastructure (MTI) — which represent 80.0
percent of public investment, and it is working to ensure the efficient, effective, and transparent
use of resources. In the inspection component, the concurrent institutional analysis, begun in
2002, continucd in cach of the entitics. The standardization of portfolios of processes under
implementation also continued and 203 contract processes were inspected, including visits to
projects in 20 municipalities.

192. In the component to support the management of purchases and contracts, work continued
on training on general policies; Law 323 and its regulations were reviewed; manuals on the
organization and operations of procurement units in the institutions and purchasing manuals wcre
prepared: a computerized system [or follow up was designed and implemented; and, in the case
of MINSA, an action plan of action to improve the supply system was prepared. For the
compenent involving development and (raining in purchasing and contracts, the pre-selection of
the international firm was completed and a “Steering Committee” for the system is now being set

up.
Institutionality — State reform

193, Along this line, the NA passed the following laws: the Fiscal Equity Law, the Reform of
the Tax Justice Law, the Law to Broaden the Tax Base, the Law for Citizen Participation, the

Law on the Operations of the FOSOVI, the Law for Budgetary Transfers to the Municipalities of
Nicaragua, and the Forestry Development Law, among others.

194, Respecting the rights of the population of the North and South Atlantic Autonomous
Regions 1o property, culture, and development, approval was given to the Communal Property
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Code of the Indigenous Peoples and Ethnic Communities of the Atlantic Coast, and regulations
were approved for the Autonomy Law of the Atlantic Coast.

195.  The Government also continued responding to property claims, prioritizing titles in rural
areas. In the first half of the year, 139 percent of the annual target was met for issuing rural titles.

196.  In 2003, the Supreme Court of Justice (CSJ) began implementation of the program to
modernize the Judicial Branch, with IDB resources. The new Processing Penal Code was
implemented. In 2003, the Comptroller-General’s Office (CGR) began to implement the
modernization program with IDB funds approved in 2002. They are currently reviewing the
organizational structural development contract, contracted the equipment for the strengthening
for the control mechanism and the approval of the norms and respective manuals. With the
assistance of the MHCP’s technology division, a diagnostic of the CGR information system is
being elaborated.

Citizen participation

197.  Citizen participation continued to be a basic factor in the formulation of public policies
and decision-making on them. This has been important in the fight against corruption and in the
construction of the NDP. To strengthen this process, the NA passed, in general terms, the
Citizen Participation Law in July of 2003, expected to be totally approved by end November
2003.

198.  The Departmental and Regional Development Councils have become the highest forums
for discussion and consensus among the various stakeholders at the national and area levels. The
members of these include the Mayors from the departments, delegates from the National
Government, representatives from civil society organizations, private sectors, and other
government entities. These Councils are being strengthened in 2003 with the implementation of
the National Coordination System for Participatory Implementation, Monitoring, and Evaluation
of the SGPRS (PASE) in four departments — Ledn, Rivas, Rio San Juan, and Boaco — and the two
Atlantic Autonomous Regions — RAAN and RAAS. This Government-Socicty coordination
system, which links the various stakeholders and geographic areas, will [acilitate national
planning and citizen participation. In 2003 and 2004, resources from the UNDP, DFID,
COSUDE, GTZ, and APPI-Italy-UNOPS are provided to establish PASE. The Citizen
Participation Law, approved in June 2003 by the NA, includes these initiatives for departmental
coordination.

199.  As aresult of these initiatives, the Sustainable Development Council of the Department
of Rio San Juan (CODESO) prepared and presented the Strategic Departmental Development
Plan in May 2003, with the support of SNIP, the Secretariat for Economic Relations and
Cooperation (SREC), INIFOM, and SECEP. This plan is based on current public investment and
the resources, limitations, and potentials of the area, as well as the coordination efforts of the
central and municipal governments and civil society. Likewise, in RAAS, the Regional Planning
Commission (COPLAR) is the result of a process of closer coordination between civil society,
municipal governments, the autonomous regional government, and SNIP, which has facilitated
the presentation of a regional development proposal. These initiatives are being implemented in
a gradual fashion in other departments and regions, and serve as instruments for the preparation
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of departmental development plans and the NDP. Similar initiatives have been started as of
October 2003 in Ledn, Rivas, Finotega, Boaco, Estelf, Nueva Segovia, and RAAN and 1t is
expected to have the remaining departments included by the end of the year.

200. Primers on citizen participation and social audits have been prepared with the
participation of municipal development committees and territorial institutions, with the support
of PAI-SGPRS. Training workshops were conducted in order to strengthen the capacities of
community leaders. This experience is occurring in eleven muntcipalities, nine in the central,
northern, and southern regions of the country and two in the regions of the Atlantic Coast.

E. Cross-cutting themes
Decentralization

201. In various national and international forums, the Government has expressed its
willingness to {urther the process of government decentralization and promaotion of local
development with citizen participation. As part of the consultation that resulted in the National
Decentralization Policy, 45 events were held, 15 departmental workshops, two with the NA in
which more than 3,000 people participated. For these consultations, in particular in the Atlantic
Coast regions, primers were developed in English, Miskito, and Mayagna.

202.  On the other hand, INIFOM continues to foster the Municipal Strengthening Program.
The Law for Budgetary Transfers to the Municipalities of Nicaragua was approved in June 2003,
by the National Asscmbly within a consensus process between AMUNIC, INIFOM, SECEP, the
Ministry of Finance (MHCP), and the Commission on Municipal Affairs of the NA. Beginning
in 2004, this law grants a budget line item equivalent to 4.0 percent of the tax income in the
National Budget. The law introduces criteria for the distribution of resources and fiscal equity.
Fifty percent of the resources to be distributed are linked to municipal performance criteria —
tiscal effort and implementation of public works.

203. The new law on budgetary transfers to the municipalities allocates new duties to
INIFOM, establishing the creation of a system for information, follow up, and evaluation of
municipal finances, budget implementation, as well as a required annual report. Criteria and
municipal performance indicators are being designed to allow for the classification of
municipalities according to their performance.

204. In first quarter 2003, the NA approved the Municipal Solvency Law in order to strengthen
municipal revenues collection, establishing the requirement of a certificate of up-to-date payment
of taxes before any real estate or property transactions may be undertaken or any municipal
permits may be obtained. The regulations for Law 28, the Autonomy Statute for the Atlantic
Regions, were also approved in June 2003.

205. Complementary to this, INTFOM, FISE, SECEP, and AMUNIC have been implementing
a participatory planning system that links the strategic and operational levels. As of October
2002, 90 municipalities had prepared Municipal Development Plans; 132 Municipal Investment
Programs and 119 Operational Plans for 2003. There are approximately 60 municipalities that
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FISE has certified as having the financial administrative capacity for managing resources in a
decentralized manner,

206. In 2002, in consultation with international cooperation agencies, civil society, and direct
support from DFID and UNDP; SECEP designed PASE, a system that links government
institutions, communication, and citizen participation in poverty strategy follow up, and
strengthening coordination for regional development. This system was developed in a
participatory manner at the regional level in the RAAN (Puerio Cabezas), RAAS (Bluefields),
Jinotega, Boaco, Rivas, Rio San Juan, and Ledn at the end of 2002 and the beginning of 2003,
and will have Departmental Technical Units (UTD) for the formulation, coordination, and public
investment follow up.

Environment and ecological vulnerability

207.  The Ministry of the Environment and Natural Resources (MARENA), in coordination
with INETER, is developing a national program for land use planning and has also designed a
national system of environmental indicators that will help improve the national accounts of BCN.
This mstitution has begun preparation of the second report on the state of the environment in
Nicaragua, to be presented in December 2003.

208.  In the area of environment, guidelines are being applied to solid waste management and
the sustainable use of natural resources at the farm level. Teachers and MECD technical
personnel have been trained in the content of the environment and natural resources course
approved by law by the NA.

209.  To foster local envirenmental management, MARENA has promoted the purchase of
carbon certificates which will be implemented with resources from the WB and The Netherlands.
It is believed that the program will begin with US$10.0 million, by implementing 341
environmental projects in the departments of Ledn, Chinandega, Esteli, Nueva Segovia,
Matagalpa, Jinotega, Chontales, Masaya, Managua, Carazo, Rio San Juan, the RAAS, and the
RAAN.

210.  Through the National Office for Clean Development, MARENA has promoted the
purchase of carbon certificates for implementation of the prototype carbon fund of the WB and
The Netherlands by two national companies located in the department of Chinandega. The
resources committed to this total US$4.2 million.

F. Challenges in the SGPRS implementation
211.  The SGPRS mentions a series of risks faced by the economy: natural, political, and
external. The latter have alrcady occurred, affecting Nicaragua’s terms of trade and thus its
growth perspective in the short term. However, the agreement with the IMF may provide more

foreign assistance than might have been given under other circumstances.

212.  After the second year of implementing the SGPRS, there are some important advances in
most intermediate indicators and the implementation of policies that are improving the social
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condition; however, there are significant challenges and some delays that need answers in the
short term in order to program for the future.

213.  The most significant challenge still facing the SGPRS is economic growth and the job
creation, which are basic to the reduction of poverty, as stated in the document itself. Improving
the quality of expenditures and reaching the SGPRS targets are other challenges. If the
performance of the intermediate indicators continues at current levels, these targets will not be
reached. Part of the response to this challenge is to strengthen Pillar I, economic growth, which
is proposed in the NDP and the Government is joining forces with the international community to
update the financing of the targets and to improve the quality of expenditures.

214, Following the appointment of the Superintendent of Pensions, another challenge is
making progress in the process of cstablishing private administrators and the new system of
individual accounts, as well as improving coordination of foreign assistance to support national
priorities, making progress with the harmonization of the types of cooperation and the
implementation of alternatives with a sector approach. The private pension administration
system will open opportunities for the financial market and private investment.

215.  While there has been progress in the approval of laws that help to overcome fiscal and
administrative dysfunctions in the area of municipal and regional autonomy, the norms to
complete the legal framework for the decentralization process must still be prepared and
approved. These are: the Municipal Administrative Career Law, the Municipal Cadastre System
Law, and a study to analyze public jurisdictional conflicts.

VI. Intermediate Goals and Indicators
A. Medium-term (2005) and long-term (2015) goals

216.  Continuing with the process to analyze year two of SGPRS implementation, this section
includes reflections about the monitoring of international goals that this country must achieve by
2015 and of the intermediate indicators related to each goal. The Government has proposed
medium-term goals to set the pace necessary to achieve the long-term goals.

217.  International goals to be reached by 2015 include: (a) reduce extreme poverty by 50.0
percent; (b) reduce infant and child (under 5) mortality by 66.0 percent; (c¢) reduce maternal
mortality by 75.0 percent; (d) provide universal primary education; (e) ensure access 1o
reproductive health services (through healthcare services) for all people within the appropriate
age group; (f) initiate implementation of a sustainable development strategy by 2003; and, (g)
eliminate gender disparities in primary and secondary education by 2005. As is known, the first
six of these goals were included in SGPRS; the last goal had been achieved.

218. It should be noted that Nicaragua has incorporated other goals that it considers to be of
great importance but that were not included among the international goals, such as: increase
access to water and sanitation in urban and rural areas, decreasc illiteracy, and reduce chronic
malnutrition. Some of these are now included as millennium development goals.
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Table 16, Nicaragua: Progress in Meeting the International Targets

International Target Tl?:fj}s 1998 2001 2002 Tz"{;' g';‘ Tz"or f;‘
Reduce extreme poverty by 50% 194 17.3 15 16.0 9.7
Increase net rate of primary schooting to 100% 75.0 7507 81.1 84.7 83.4 90.0 ¥
Reduce infant mortality rate by 66% 58.0 40.0 31.0 320 20.0
Reduce mortality rate of children under 5 by 66% 72 50 40 37 24
Reduce maternal mortality rate by 75%" 88 118 114 100 93 22

Y: The base year for the intermational development targets is 1990, Since Nicaragua does not have all the figures for 1990, the
closest year was used, in most cases 1993 or 1994,

*: The figure for the net rate of primary schooling is from 1999,

¥, Nicaragua set this target at 90% instead of the imernational target of 100%.,

“ The monality rates were recalculated in 2001 1o include only the direct obsterric deaths, so the daia have been adjusted .
Source: SECEP

219. It must be clarified that the goals and intermediate indicators have different measurement
sources: some are measured by the LSMS and the Demographic and Health Survey (DHS),
whereas others —mostly intermediate indicators— are measured by continuous statistical sources
of MECD, MINSA, and ENACAL. This sccond report includes a summary of the results.of
goals for 2001 that are not subject to measurement this year. It also provides greater details
about the intermediate indicators that it was possible to measure in 2002. The next assessment of
progress toward goals will be carried out with the next LSMS and DHS surveys, scheduled for
2004 and 20035, respectively.

220. In general, progress toward international goals has been satisfactory. However, it is
worth noting that the country has only been implementing the SGPRS for two years. The
structural reforms have not been finalized, and those that have been accomplished will show
results as of 2004. Concerns about whether advances made toward goals to date can be sustained
in the future may dissipate as improvements occur in the economy, a greater budget is allocated
to social sectors, and the first effects of the reforms will be seen.

221.  In general terms, 9 of 19 intermediate indicators were completed in 2002. Only one of
the two economic indicators was reached, whereas five of seven proposed goals were achieved in
education and two of three in water and sanitation. Health indicators warrant particular attention:
only one (access 1o reproductive health services {for women of child-bearing ages) registered
satisfactory behavior at 112.0 percent. The remaining six health indicators were affected, in part,
by delays in fund disbursement to the SILAIS (in the case of immunization coverage) and
becausc the fertitity rate decrease shown in DHS 2001 was not reflected in the projections for
denominators of indicators related to pregnancies and births. The National Institute for Statistics
and Census (INEC) will have new population projections in December 2003, which will allow
for the revision of the health indicators.

Reduce extreme poverty
222, The reduction of poverty and extreme poverty is closely related to economic growth.
Therefore, with negative growth of the per capita GDP in 2002 and 2003, poverty conditions may

have remained the same or increased (especially in the rural area where, according to LSMS
2001 data, 27.4 percent of the population is extremely poor.)

47



Second SGPRS Progress Report

Increase net rate of primary schooling

223.  The net rate of primary school enrollment increased from 81.1 to 84.7 percent between
2001 and 2002. In absolute numbers, primary school enroliment in 2002 totaled 923,391
children, an increase of 56,875 (6.5 percent) with respect to 2001. This was due to a number of
actions, including an increase in the number of model schools. extension and repair of school
infrastructures, continuation of the school backpack program, and subsidization according to
demand in areas of extreme poverty. According to the LSMS 2001, 35.0 percent of the children
who do not attend school fail to do so for economic reasons, leading one to assume that the
increase in registration over the last two years is not sustainable unless greater resources are
obtained to finance subsidization and to hire teachers. A detailed analysis is planned in order to
identify elements that will ensure the sustainability of these achievements.

Reduce infant and child (under 5) mortality

224. DHS 2001 measured these mortality rates. As reported in the [irst progress report, infant
mortality decreased from 40 to 31 per 1,000 live births between 1998 and 2001, a 22.5 percent
improvement. In the same way, the mortality rate for children under 5 decreased from 50 to 40
per 1,000 live births during the same period, a 20.0 percent improvement.

225. Inspite of the satisfactory progress made with both rates, these achievements may revert
if specific actions to prevent infant mortality in the first month of life are not consolidated and if
the tendency to comply with the international goal is not maintained. Analyses in 2002 and 2003
show that actions to reduce infections and respiratory illnesses during the peri-natal period (the
most common causes of death) must be reinforced. Most of these actions are carried out in
hospitals, so neonatology departments must be strengthened. This will require investments in
equipment and infrastructure in order to comply with minimum sanitary standards.

226.  With respect to the mortality rate for children under 5, analyses show that in order to
sustain current achievements and/or reduce the rate, actions must concentrate on respiratory
ailments and infectious and parasitic diseases (particularly diarrhea). In addition, preventive
actions carried out by first-level healthcare personnel or through massive education campaigns
must be promoted, targeting mothers especially. The participation of other sectors, such as water
and sanitation, is vital to achieving the established goals.

Reduce maternal mortality

227.  For the SGPRS, the maternal mortality rate included direct and indirect obstetric causes
as well as non-obstetric deaths (caused by violence, accidents, suicides, etc.). In other words, the
international definition was not applied. For this reason, in 2002 the rate since 1994 was
recalculated in order to provide the basc year for the international goal. This changed the goal
for 2005 as well as figures reported in the past. The new rate definition uses 1999 as the base
year for the SGPRS and shows a maternal mortality rate of 118 instead of 148 per 100,000 live
births. As part of the process to review this goal, the rate for 2005 has been changed to 93
mstead of the initial 129 per 100,000 live births.
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228.  Indicators show that maternal mortality decreased from 114 to 100 per 100,000 live births
between 2001 and 2002, representing a 12.2 percent improvement. Poverty and the lack of
access to specialized services for obstetric complications (especially for women in rural zones)
mean that these achievements remain fragile. Considering this fragility, MINSA has developed a
plan to reduce maternal and peri-natal mortality with emergency obstetric care. It will also
extend the establishment of maternity centers, which have been opened over the last two years
and serve as shelters for rural women suffering from complications during pregnancy and/or
delivery.

B. Intermediate indicators

229.  Although data from the LSMS and DHS surveys are not availabte for 2002 and 2003,
records kept by the respective ministries were used to monitor advances toward SGPRS goals
and indicators. Of the total of 33 intermediate indicators, only 19 could be monitored in this
way: lwo economic indicators, seven education indicators, seven health indicators and three
water and sanitation indicators. Table 17 illustrates the current status of intermediate indicators.
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Table 17. Nicaragua: Progress of the SGI'RS Intermediate Indicators as of 2002

Indicator (percentage) Base Year Target Current Meeting Targets
1999 2002 2042 in percents a
1. Central Government Spending on Poverty 52.5 542 535" 98.7
2. Growth of the GDP 7.0 37 1.0 270
3. Net Rate of Primary Schooling 75.0 79.3 84.7 107.0
4. Third Grade Promotion Rate in Rural Schools 76.6 79.6 80.9 102
5. Students who finish primary school in six year 320 38.0 385 101.0
6. Implement National System for Academia Evaluation In Effect In 100.0
Implement

7. Net Rate of Preschool Schooling 26.0 290 27.9 96.0
8. Multi-grade Rural Schools with Six Grades 29.0 41.0 223 54.0
9. Construction or repair of primary school classrooms,

annually 977 490 815 166.0
10.  Institutional Births 470 559 49,9 89.0
I1. Prenatal Carc 71.6 814 70.5 87.0
12, Early Detection of Pregnancy (prenatal care in the first

trimester of the pregnancy} 319 38Y 3.8 82.0

Vaccination Coverage
13, 1 dose of BCG 99.0 95.0 93.2 94.0
14, 3 dose of polio vaccine 9i.0 92.0 853 93.0
15, 3 dose 5-en-1 (pentavalent) 7.0 91 84.7 93.0
16.  Polio Vaccine in children from 12-23 months "/ 83.8 85,7
17. incidence of Diarrhea in children under 5 years” 219 n.d. 24.8 n.d.
18. Incidence of Respiratory Infections, children under 5

years” 27.3 n.d. 237 n.d.
19.  Unmet demand for Family Planning Services for Women

with a partner between 15 and 19 vears old” 271 nd. 19.8 nd.
20, Unmet demand for Family Pianning Services for Wamen

with a partmer hetween 20 and 24 years old® 197 n.d. 17.0 n.d.
21.  Access to Reproductive Health Services for Women of’

Childbearing age 21.0 220 24,7 1120
22, Nicaragua’s Environmental Plan Approved  Approved
23, Chronic Malnutrition among children under 5 years” 199 n.d. 17.8 n.d.
24, National Coverage of Drinking Water 66.5 71.0 72.8 103.0
25, Access to Safe Water in Rural Settlements 39.0 48.2 49.8 103.0
26.  National Access Lo Sewage Services' 84.1 86.2
27.  Access to Sewage Services in Lrban Settlements 3306 358 27 91.0
28, Illiteracy Rate {older than 10 years)"’ 19.0 n.d. 18.7 n.d.
29, Average Number of Years in School, Children from 10 to

19 years” 4.6 n.d. 4.9 n.d.

1/7: This indicater does not have sct a target for 2002, since it comes from LSMS. This data refers 1o 200].

2/ This indicator does not have set a target for 2002, since it comes from DHS. This data refers to 2001.

3/ Include poverty spending related te Mitch and special programs and suppoert [or health. ctucation and housing.
4/: 1t is considered that an mdicator has been achieved if it has 97% or higher.

Notc: Indicators from 17 10 20, 23 and 28 show improvement when the numbers are reduced.

Source: SECEP. BCN, MINSA, MECD. INEC. ENACAL and MAGFOR.

Education
230, MECD established nmine intermediate indicators. Of these, two were not measured in
2002 (illiteracy and average number of years in school); five were met (net rate of primary

school enrollment, third grade promotion rate in rural schools, students who finished primary
school in six years, construction or repair of primary classrooms, and implementation of the
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national academic assessment system); and two were not met (multi-grade rural schools with six
grades and nel rate of preschool enrollment).

231.  In 2002 the improvements in internal efficiency 1is related to the percentage of children
who finish primary school in six years are due to a series of actions carried out by MECD,
including an increase in the number of mode] schools, more specific teacher training, and the
dissemination of better teaching strategies. The surpassing of the goals for the net rate of
primary school enrollment and for the percentage of children who finish primary school in six
years is due (o the program to repair, replace, and build schools, combined with incentives for
teachers and parents. Nevertheless, it must be noted that 78,698 children remained outside of the
system. The goal for primary school classroom construction and repair was met, affecting a total
of 815 classrooms (325 more than the corresponding indicator).

232.  The third grade promotion rate in rural schools dropped (2.2 percentage points) compared
10 2001. A preliminary analysis indicates that the contents of third-grade classes are ambitious
and that the automatic premotion policy was not well oriented or adequately monitored and thus
is not considered effective or functional. For this reason, MECD, in coordination with SECEP,
will review curriculum contents and evaluate policies for automatic and flexible promotion.

233. MECD administered tests in mathematics and Spanish at the third- and sixth-grade levels,
thereby institutionalizing academic accountability throughout the system. The results, currently
being analyzed, may be used to improve the educational development projects of each school and
to design training activities that respond to the specific needs of each school.

234. Due to resource limitations, the goal for the net rate of preschool enrollment was not met.
According to MECD data for 2002, a total of 370,597 children did not enroll. MECD is
currently seeking financial resources to cover the operations of existing preschools and to
continue establishing community-based preschools, so as to meet the goals stipulated for next
year. Budgetary restrictions also prevented MECD from increasing the percentage of multi-
grade rural schools with six grades.

Health

235.  Of the 13 intermediate indicators proposed by MINSA in the SGPRS, only seven could
be measured in 2002 through continuous statistics. The other six are measured through the
LSMS and DHS. Of the seven measured indicators, only one was met: access to reproductive
health services for women of child-bearing ages. There was less success with the remaining six
and thus were not met.

236.  With respect to access to reproductive health services, the goal for 2002 was to reach 22.0
percent; by reaching 24.7 percent, this indicator was surpassed. The same indicator was also
surpassed in 2001, partly as a result of the family planning program financed with approximately
US$15 million in external resources and implemented over the past three years. With extensive
participation by hcalth NGO, this program has promoted community-based experiences, brought
services to the population and reduced costs for MINSA. The program finalizes in 2003, but the
Government is currently seeking other sources of financing to ensure its continuation.
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237. The indicators for institutional births, prenatal care, and early menitoring of pregnancies
were not met. In this case, indicators in 2002 were similar to those of 1999, reflecting a certain
degree of stagnation. However, data collected by LSMS and DHS in 2001 showed the opposite,
with a moderate general increase between 1998 and 2001 and greater increases in rural areas
(where the highest fertility rates remain). Birth coverage decreased in 15 of the 17 SILAIS
between 2001 and 2002. The decrease in early monitoring of pregnancies was due in part to the
lack of an educational strategy targeting women in child-bearing ages. The decreasing
tendencies of these three indicators may be explained by biased data: denominators reflecting the
new fertility rates are still not being applied.

238.  Vaccination coverage ol children under one experienced a more significant decrease than
the above-mentioned indicators. Compared to 2001, BCG, polio, and 5-in-one vaccinations
decreased by 4.9 percent, 7.3 percent, and 7.1 percent, respectively. Delays in the disbursement
of funds to some SILAIS in 2002 (especially with respect to per diems for visits to rural areas)
affected systematic vaccination efforts. In addition, the SILAIS have detected overestimations in
the figures used to calculate the number of children under one (the denominators for this
indicator), which is consistent with the lower fertility rates found by DHS. For this reason, in
2003 MINSA carried out small surveys in the SILAIS, finding that coverage has been equal to or
greater than 90.0 percent. The new population projections will make it necessary to recalculate
the indicators. For example, preliminary estimates indicate that there is a decrease in the number
of children under one year of age.

Water and sanitation

239.  In 2002, both indicators for potable water were surpassed by 103.0 percent. Compared
with the prior year, there were increases of 2.8 percent in national potable water coverage and 3.8
percent in access to safe water in rural areas. The goal with respect to urban populations’ access
to sewage services was not reached; increases in connections to sewage systems not controlled
by ENACAL (Matagalpa and Jinotega) were below the population growih.

VII. Public Spending Administration

240.  As part of the effort to make government spending more transparent and efficient, a
number of information systems have been designed and implemented. These serve as
instruments for the formulation, execution, and monitoring of the National Budget, PIP, and the
indicators and goals established in the SGPRS.

A. Public spending commission

241.  In July 2003, a public spending commission was conformed, including the Government’s
main economic advisers (MHCP, BCN, and SECEP), private sector and civil society
representatives. and a technical team from pertinent governmertt ministries. The commission’s
objectives are to siudy the evolution of public spending, to cvaluate its consistency with the
objectives of economic growth and poverty reduction, and to recommend an action plan to
improve government financtal administration. The commission’s recommendations served as
input in the formulation of the 2004 National Budget, in the Nicaragua Country Financial
Accountability Assessment (CFAA) action plan (including the presentation of a law on financial
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administration and fiscal responsibility), and in requirements for technical assistance. The
commission will receive support from the staffs of the WB and IMF.

242. The Commission made recommendations to the National Budget Project 2004, directed to
increase the primary expenditure efficiency so that it allows for unexpected expenses without
increasing the current expenditure amount contemplated in the PRGF. This is more important
when considering that next year budget faces increased pressures due to the resources approved
in the new Municipal Transfer Laws and the scheduled local government elections.

243, The commission recommended, among other things, the estimation of the recurrent
expenses associated with the public investment projects. A methodology for this calculation,
adapted to a PIP with a high number of micro-projects and donors, i1s been elaborated. An
additional recommendation was to coordinate the work with the international community through
sector coordination tables to reorganize donor programs with the objective of increasing
efficiency as contemplated in the PRGF and SGPRS.

244,  Current expenditure has been identified as an important portion of the PIP, which merits a
re-classification, this point also will need the consensus of the multilateral financial
organizations, particularly, since the program’s macroeconomic goals would be affected.

245, For the poverty cxpenditure, the registries and reports must be adjusted to what is
established in article 32 of the FSS regulation. In 2002 reports and registries have started being
elaborated showing the allocation for the HIPC relief in line with governmental priorities and the
donor communities requirements. Also, according to the Public Expenditure Review, the
revision of the classification of the poverty expenditure is recommended.

B. Perspectives for new approaches to cooperation

246.  The first coordination of international cooperation forum was held in 2002. As a result,
sector-based coordinating tables wcere created through a presidential agreement in February 2003,
The main objectives of these tables are to promote the sector wide approach, to improve
coordination of the flow of international cooperation, and to facilitate medium- and long-term
budgetary support. There is a global movement to standardize procedures, and Nicaragua is one
of 17 countries piloting the initiative, attempting to advance toward a programmatic focus on two
levels: the sector level, with investment and budgetary support; and the multi-sector level,
generally with budgetary support. The coordinating tables cover the following arcas: Production
and Competitiveness; Infrastructure; Social Sector {Health and Education); and Governance (the
latter table was formed as a result of a second workshop).

247.  InJune 2003, a second forum for the coordination of international cooperation was held.
Its objective was to identify viable alternative models {or better resource allocation. Civil
society, NGO, and other branches of government arc actively involved in this process. As a
result of this forum, a Global Coordinating table and a Governance table were established. The
latter table has the benefit of including key technical representatives from the National
Assembly, Comptroller General’s Office, and the Supreme Court, in addition to the institutions
of the executive branch. An Official Development Assistance Information System
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(www.sysoda.cancilleria.gob.ni) and an International NGO Information System
(www.ong.cancilleria.gob.ni) were developed by MINREX.

248. 1In 2002 the Social Policy Reform Program in Support of the SGPRS was designed, with
US$30 million financed by the IDB. Its objectives are: (a) to support SGPRS implementation
with the establishment of goals for education, health and social protection and the monitoring of
the SGPRS performance indicators; (b) to prioritize and monitor spending by specific social
programs; and (c) promote pending reforms in education, health, and social protection. The first
disbursement of US$15 million was made in December 2002; the second 15 scheduled for 2004,
It is important to note that existing mechanisms such as SIGFA and SNIP, are being used to
monitor the progress achieved under this program thereby improving the ministries” planning
processes as stated in the June 2003 progress report.

249. Inlate 2002, the government and WB negotiated the disbursement of USS135 million to
support the balance of payments through a Programmatic Structural Adjustment Credit (PSAC).
These resources were disbursed in June 2003. Currently, a Poverty Reduction Support Credit
(PRSC) of approximately US$35 million is under negotiation. Several multi-sector workshops
were held within the Government and between the Government and the WB to define the
conditionalities and ownership.

250.  In June 2003 forum, members of the international community presented different
approaches and experiences with respect to the sector wide programs. Implementation of the
programs requires instrurnents such as a national strategy and sector plans that determine each
institution’s prierities.

C. Supplementary social fund - FSS, registration of HIPC relief
Poverty spending and HIPC relief registration

251. The new FSS-HIPC regulations were approved in September 2002. These regulations
establish: (a) HIPC relief assignment recommendations by the Coordinating Council, (b) budget
registration and monitoring through SIGFA, and (c) the provision of timely information on
poverty spending and HIPC debt relief.

252.  2001-2003 progress reports have been presented to the Coordinating Council. It is worth
noting that the HIPC relief allocation during this period was done through the individual
ministries that make up the Coordinating Council following the established mechanism for
budget formulation. For the proposed 2004 budget, a more institutionalized resource allocation
process was followed allowing for the Coordinating Council to make the appropriate
recommendations during the budget formulation before being presented to the NA.

253. Likewise the MHCP has advanced, through SIGFA, in HIPC relief and poverty spending
registration process by establishing the recommended tables in the regulations including resource

origin and allocation, and spending classification by programs and projects.

254. The FSS has prepared reports on poverty expenditure and HIPC relief including its
sources of financing and programs. The Coordinating Council is currently modifying its
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regulations to improve the registry and classification of HIPC relief funds and output reports to
facilitate tracking with budget execution.

255.  The 2003 work plan was formulated and approved considering three sources of financing:
HIPC relief of US$98.4 million (excluding US$2.5 million from the August 2003 PRGF review);
donations from the Netherlands and Denmark of US$9 million; and ongoing programs, basically
with IDB financing of US$13 million — PAININ, RPS, Strategy Implementation Support
Program (PAI), and PDLCA-. In addition, in late June the Government signed an additional
agreement with Finland for US$2.1 million.

256.  Financed with donations, the FSS work plan for 2003 contributed in the area of education
to the manufacturing of furniture for students and teachers in approximately 53 municipalities. It
also contributed to the repair of schools and the construction of sanitation infrastructure. In
health, it promoted rural primary healthcare with the hiring of physicians and nurses for rural
zones, construction of sanitation infrastructure, supply of medical inputs, strengthening of
epidemiological capacities, and support for continuous vaccination. In social protection, it
supported improvements in the quality of integrated child and adolescent healthcare as well as
transfers to special child and infant development and protection centers.

257.  Through MAGFOR and local governments, the pound-for-pound program was extended.
This included the delivery of fertilizers, certified seed, and 10,000 metallic silos, benefiting
10,000 farmers in 31 municipalities. The FSS provided complementary resources to MTI for the
maintenance of 153 kilometers of prioritized roads in the departments of Chinandega, Esteli,
Matagalpa, RAAN, RAAS, and Rio San Juan.

D. National public investment system — SNIP

258.  SNIP medernization continued, including initiation of the process to provide technical
backing for the management of new cooperation resources according to national, sector, and
local strategies. In order to analyze the quality of public investment, a study was implemented to
identify the magnitude of current expenditures classified as investment expenditures in the period
from 1997 to 2003, based on international criteria applied in the National Accounts System. The
study showed that, on average, 46.0 percent of the PIP is applicable to current expenditures and
54.0 percent to capital expenditures. This confirms the results of prior analyses: public
imvestment has little influence on the gross formation of fixed capital. A procedure is being
prepared to determine recurrent expenditures required to ensure the useful life of economic and
social physical infrastructure, so as to differentiate those recurring expenditures not associated
with capital expenditures.

259. In order to improve the government’s pre-investment capacities, SNIP is seeking bids
from different universities for professional training courses specializing in project formulation
and evaluation. Methodological guidelines on pre-investment are being prepared for 25 types of
projects; these will facilitate project formulation at the institutional and local levels. The IDB
has been asked to provide a US$3 million pre-investment fund to formulate priority projects as of
2004.
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260. In order to providc follow up to public investment programs, a monitoring unit was
formed within the Public Investments Unit (UIP). Its objective is to provide physical/financial
monitoring of the PIP on a quarterly basis, as well as monthly monitoring of projects that
represent 75.0 percent of programmed investment expenditures.

261. In order to coordinate public investment and information at the territorial level, SNIP
established Territorial Public Investment Units (UTI1Ps) in 2003 as part of the Departmental
Technical Units (UTDs). Currently, UTIPs have been cstablished in the departments of Rivas
and Rio San Juan with financing from German Technical Cooperation (GTZ), and in Leén with
support from the UNOPS-APPI Project of Italian Cooperation and UNDP. The establishment of
UTIPs in Boaco and the RAAN and the RAAS is planned for late 2003. During 2003, SNIP
facilitated the preparation of departmental development strategies in Rio San Juan and the
RAAS: similar efforts will continue with the remaining departments over the next several
months. The UTIPs will facilitate implementation of the new Law for Municipal Transfers and
completion of the NDP. :

262. The information base was changed to a Web platform, allowing the ministries’ UIPs to
prepare their 2004 budget proposals online, with indicators. In addition, this platform allows for
greater access —including public access— to investment information, manuals, documents, project
banks, and reports. SNIP is also interconnected with the government’s intranet. The capacity to
formulate multi-year investment budgets is being strengthened, and for the first time in the
proposal for the National Budget, the PIP 2004 will be accompanied by a report that projects
investment budgets for the following three years.

E. Integrated financial management and auditing system — SIGFA

263. Asreported in the first progress report, SIGFA is more than a networked information
system,; it involves a change in the way public funds are administered. As of 2002, SIGFA was
implemented in 31 State institutions; it was extended to seven more institutions and one
municipality in 2003. Among the new institutions covered are: the Immigration Directorate, the
National Penitentiary System, and the Fire Department of the Ministry of the Interior (MIGOB),
all of which initiated decentralized online budget implementation in July.

264.  As part of activities in 2003, the [iscal payroll was computerized and decentralized in six
institutions -MECD, National Police, CSJ, MARENA, Ministry of Defense (including the Army)
and the Vice-presidency—, representing over 50.0 percent of the State payroll. In the same way,
payments from the Treasury General to service providers of five ministries were carried out via
electronic transfers. The Service Bureau in the Department of Technology (in which the SIGFA
is located) implemented payments in the same way.

265. Within the process to modernize the CGR, the installation and configuration of a network,
email and e-SIGFA were completed. This makes it possible to carry out online audits of
administrative and financial offices of State institutions connected to e-SIGFA. In this context,
the auditing units of all ministries have been strengthened with equipment and training.

266.  In the same way, the new MHCP web site (www hacienda.gob.ni) was implemented to
provide public information and facilitate budget monitoring. The site includes the National
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Budgets starting with 2000, as well as the report on budget execution from January to June 2003
and e-SIGFA reports. The module for citizens’ consultations was also developed, including lists
of information expressed in easy-to-understand language.

267.  Anevaluation of the Intcgrated Project Administration System (SIGFAPRO) is
underway, along with the validation of information from accounting reports. The objective is to
integrate this data with other systems that record information about cooperation projects and
intemal and external public debt.

F. National system for the monitoring poverty indicators — SINASIP

268.  The computer system is currently being designed. It will contain information on SGPRS
indicators, programs and policy actions. The Statistical Technical Commitiee has been
established and includes MINSA, MECD, ENACAL, SREC, INEC, BCN, MHCP, and SECEP.,
It will be directly responsible for monitoring the SGPRS. The system will 1nc1ude a web page to
reflect advances in the strategy’s implementation.

269.  As part of PASE implementation and in order to support processes to decentralize
investment, SINASIP will be established within UTDs to contribute to the formulation, execution
and moniering processes of the SGPRS programs, projects, and indicators at the departmental
and local levels. Through INIFOM and with PAI-SGPRS support, municipal governments are
currenily being provided with monitering tools for Municipal Investment Projects (PIM).

G. Program and project evaluations
Education

270.  Analysis of MECD’s portfolio focuses on three main projects: () Basic Education
Project (BASE 1I); (b) School Nutrition Program (PINE); and (c) Second Basic Education Project
(APRENDE II).

271. The Academy for Educational Development carried out (he annual formative evaluation
for the 2002 BASE 1I-USAID project. The following variables were examined: teacher and
students behavior; textbooks; learning guides and other teaching materials; student government
participation; active students participation index; teaching quality; students learning; parents
participation; and elementary school completion rates. The results of this evaluation, in general,
indicate a positive lendency in the indicators. Elementary school completion rates were not
examined since MECD has not tabulated the corresponding data.

272.  The results from the PINE evaluation, published by the end of 2001, indicate that this
project helped increase attendance and reduce preschool children drop out rates, while showing
no effect in 7 to 9 year old kids.

273.  The APRENDE II teacher traming component was evaluated showing results indicating

that this activity had a positive impact on teachers’ performance. Tt is considered that these
training activities would have had a higher impact if the principals better aided the teachers
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through a clinical supervision. The scholarship component was also evaluated finding that it had
a positive influence in enrollment, conduct, and student attendance.

Health and nutrition

274.  The process to select and contract an international firm to carry out the evaluation of
primary healthcare programs concluded in April 2003. The objective of this evaluation is to
determine the impact of primary healthcare models, especially with respect to coverage, quality
and cost effectiveness. This process was delayed, in part, because of the inclusion of three
projects in addition to the seven originally programmed. The request to include these projects
was the result of interest shown by certain donors to take part in the evaluation, demonstrating
their flexibility and support for the Government’s efforts to rationalize spending. Preliminary
results are 10 be made public in end November 2003, which will be used as input in the
development of a new primary healthcare model definition and for the design of a sector wide
program.

275.  Asreflected in the first progress report, another evaluation that should have been carried
out in late 2002 but that has not yet been started is of the community-based health and nutrition
pitot program. This program directly supports the nutrition strategy defined in the SGPRS,
promoting behavioral improvements at the community level. The evaluation will begin before
the end of 2003. Manuals from this program are being used by other NGO and programs in the
health sector.

Social protection

276.  RPS carried out the third impact evaluation measurement and a cost analysis of the first
phase. The qualitative evaluation was designed, and the registration of households from phase J
control communities was completed. Some of the main results of the RPS evaluation in program
target arcas are: the registration of first- to fourth-grade children increased by 18.0 percent;
participation by children under five in the Growth and Development Promotion and Surveillance
Program (VPCD) decreased by 6.0 percent; and annual per capita spending on food increased by
an average of C$360 (US$20). However, the expected impact in decreasing anemia was not
achieved.

277.  Before implementing the second phase of PAININ, a baseline study was carried out
between November 2002 and January 2003. This was the starting point for program evaluation.
With respect to special protection, a study of the global and per capita costs of the Special
Protection Centers was implemented.

VIIIL. Poverty and Social Impact and Analysis (PSIA)
278.  In order to further an analysis of government policies, two poverty and social impact

analyses were made in 2003, together with the WB: the first on tax reform and the second on the
Education For All project.
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A. Tax reform
The distributive effect of Nicaragua’s law for fiscal equality: summary

279.  The design of the tax system. The positions of the public finances experts have been
closing in on the “ideal” design for a tax system for market economies. The idea is to have a tax
system based on a generalized consumption tax (VAT) with few exemptions and uniform aliquot;
with additional taxes for select consumption seeking to resolve contamination problems or
extemalities (alcoholic beverages, tobacco, and fuel); with a system for taxing the earnings of
individuals that maintains a progressive structure, and with few exemptions and deductions in
order to avoid a dissipation of that progressiveness and effects on efficiency; with a tax on the
earnings of companies with a uniform rate aligned with the maximum marginal rate for personal
tax, which acts as a ret