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The government has increased the minimum wage by 15% and approved price hikes of 23% and 17% for water and electricity tariffs - by Andrew Nickson





The measures will make it impossible for the government to reach its 9% inflation target this year. Inflation is already running at 15% and the government will be hard-pressed to hold it at this rate for the rest of the year. The much-vaunted political objective of halving last year’s 18% inflation rate, announced in January, has been quietly shelved.





Until this week the government was strenuously maintaining its commitment to the 9% inflation target. With public sector wages absorbing 80% of total tax receipts, it was emphasising its commitment not to raise the official minimum wage  and to keep price hikes for public services to a minimum. The inflation rate in January was 1.8%, falling to 0.9% in February, but rising again to 1.6% in March. The annualised rate of inflation is now around 15%. Despite the increases, however, the government simultaneously announced a new anti-ibnflationary measure - the withdrawal of liquidity from the banking system through the issuing of letras de regulación monetaria (LRM), short-term treasury bills which must be compuslorily purchased by commercial banks. LMRs will also be used to sterilise any surge in capital inflows associated with Paraguay’s growing role as a safe haven for the laundering of illicit narcotics-related funds.  





Economic prospects for 1995 look good. The volume of production of the two major export earners, cotton and soya, are likely to be at least 15% higher than last year, thanks to better climatic conditions. The quality of the cotton crop recovered significantly from last seasons's very poor results. Early arrivals have yielded lint of good staple, strength and micronaire. In some localities, yields surpassed 2,000k of seed cotton per hectare, giving rise to a forecasted lint outturn of between 120,000 and 140,000t, despite much lower plantings.  Coupled with the higher international price for cotton, and the continued growth of non-traditional exports, this should translate into a sizeable improvement in overall export earnings in 1995. Nevertheless, even such an improvement is unlikely to make much  impact on the trade deficit, which stood at $1,044m in 1994, 30% higher than official exports ($804m). The financing of such a large trade deficit has only been made possible by the continuing substantial unrecorded foreign exchange inflows from contraband trade and drug-trafficking.





The government reacted swiftly to US criticism at the beginning of March of Paraguay’s growing role as a centre for the laundering of narcotics-related funds. In mid-March it finally agreed to stop dragging its feet on the implementation of an agreement signed with the US in June 1994 obliging banks and money-change companies to register all foreign exchange transactions in excess of $10,000. Shortly afterwards, the Central Bank announced a freeze on the opening of new banks and finance companies on the grounds that the local market is saturated. There are currently 35 banks operating in Paraguay, of which eleven opened in the past six years. During the same period the number of finance companies doubled to 68. The increase in the number of banks and finance companies is generally believed to be related to the rapid increase in `hot money' flows through Paraguay associated with drug smuggling.  





Thanks mainly to the surge in short-term capital inflows referred to above, the guaraní is holding steady against the dollar - at the end of March it stood at G1,973:$, having shown hardly any movement over the previous two months. This stability is  largely as a result of the substantial unrecorded foreign exchange inflows, as well as the dollar's own depreciation against the yen and deutschemark. Under the influence of these inflows, the level of foreign exchange reserves continues its steady climb beyond $1,000m, and is likely to approach the level of outstanding foreign debt, currently at around $1,250m, before very long.  





Meanwhile, fiscal management has shown a dramatic improvement over the past six months. In December 1994 when Congress approved a 26% increase in the 1995 budget over the previous year to G7,359,000m ($3,700m), there were widespread fears that this would open up a fiscal deficit. However, the rapid improvement in customs tax collection since then suggest that the difficult target of boosting revenues by 26% can be realised. During the first three months of 1995, traditionally the period of lowest collection in the year, customs receipts alone rose by 114% to $54.5m, or 61% more than the projected increase envisaged in the budget. The striking improvement has been widely attributed to the clamp-down on corruption by the incoming head of customs, Rubén Fadlala, who was appointed in December after his predecessorwas sacked under accusations of involvement in a major under-invoicing scam. And further fiscal improvement is on the cards. Major reforms to the 1991 tax law will be announced shortly. They include the broadening of the application of VAT to include agricultural production, a reduction in company profits tax from 30% to 25%, with a 10% rate for re-invested profits. However, the introduction of income tax will not be included in the package.





Despite the favourable fiscal position, however, disbursements of public investment funds at the end of March were less than 6% of the total projected for the whole year. This happened despite the radical improvement in public finances, thereby putting paid to the argument that the problem was caused by shortage of finance. Instead, the government is now having to wake up to the fact that Paraguay's poor record on disbursing investment funds, most of which are linked to World Bank and Inter-American Development Bank loans, is due primarily to weak management practices within the public administration.  





Foreign direct investment is still failing to materialise, despite the best efforts of the government. Paraguay's poor telecommunications are increasingly regarded as a major factor holding back FDI. Paraguay has the sparsest telephone network in Latin America, at 2.7 lines per 100 inhabitants. But there is an 300,000 waiting list for new connections, over twice the size of existing connections (142,277). The state - owned telecommunications corporation, Antelco, has a long history of overstaffing and low productivity. There are 20 lines for every one of its 7,000 employee, ten times less than in Chile. Antelco employs 142 engineers, but also 117 doctors. Only 2,600 subscribers have access to direct dialling abroad, and the connections charge is an exorbitant $248. In mid-February the World Bank announced that it was suspending technical and financial studies for the privatisation of Antelco, despite having been asked by the government to carry them out. The World Bank decision was made in response to Antelco's call in December 1994 for tenders for a "shared risk" contract in order to rapidly expand the number of new telephone lines by 138,000, little short of the existing number of lines. Critics argued that such contracts were widely used by Antelco management during the Stroessner regime as a means by which favoured private companies could extract exorbitant profits at the expense of Antelco. This perception was supported by a study carried out by Price Waterhouse for the World Bank which showed that the net present value over nine years to Antelco from contracting out the expansion programme completely to the private sector would be $909 per connection, compared with a loss of $759 per connection from a "shared risk" contract. At the time of going to press, the government was still intent on pressing ahead with the call for tender; in response Price Waterhouse displayed its reservations by  refusing to act as advisor in the process.  A $200m Taiwanese investment to create an industrial park employing 5,000 at Mingá Guazú, 23km from Ciudad del Este on the Brazilian border has been grounded because of Antelco's inefficiency. According to the agreement signed with the Ministry of Industry and Commerce, Antelco is committed to install a total of 360 telephone lines at the park. However, by end-March only four lines had been installed, forcing the start-up date to be postponed from August 1995 to February 1996. This provoked a furious response from the Taiwanese investors, who are now threatening to move the park over the border to Foz de Yguazú in Brazil.  





Progress on other privatisations remains slow. The government has announced its intention to end the monopoly on cement production by the state corporation, Industria Nacional del Cemento (INC). Brazilian, Argentine and French companies are known to be interested in investing in new plant. And workers at ACEPAR, the state-owned steel mill, went on strike from 13 March in protest at alleged victimisation of trade union leaders. They produced documents allegedly giving evidence of corruption by the board of directors. This prompted the intervention of the Comptroller - General, Rubén Dario Guillén, who promised an exhaustive examination of the company's accounts. ACEPAR is one of the state corporations on the priority list for privatisation. 





The failure to reach the inflation is unlikely to jeopardise economic prospects for 1995. These have been improved by a combination of favourable climatic conditions and better fiscal management. All the signs suggest that the recent dramatic improvement in tax administration will gather pace throughout the year, raising overall public revenue receipts in real terms. 





Last year’s GDP increase of 3.5% will be surpassed. However, economic growth remains constrained by a continuing very low rate of public investment, and the absence of any sign that President Wasmosy's strenuous efforts to attract foreign direct investment are paying off. Furthermore, the knock-on effect of the Mexican crisis on growth prospects in both Argentina and Brazil will have a negative effect on Paraguay.
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