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CARFAX

Making the economy scream: US
economic sanctions against Sandinista
Nicaragua

WILLIAM M LEOGRANDE

From 1981 to 1990, the USA engaged in a concerted and multifaceted campaign
to overthrow the government of Nicaragua—a policy that was highly contro-
versial domestically and culminated in the Iran—contra scandal. In the history of
US attempts to destabilise other governments, the effort against Nicaragua stands
out as one of the most intensive and long-lasting. The covert paramilitary
dimension of Washington’s policy is well known and quite comprehensively
documented, in part because of the investigations resulting from the Iran—contra
affair.! The economic dimension of the policy has received less attention, even
though it was arguably more effective. The ‘contra’ war failed to achieve its aim
of overthrowing the Sandinista government by military means, whereas econ-
omic sanctions, combined with the costs of the war, succeeded in devastating the
economy. Amid widespread privation, the Sandinistas’ popular support fell
severely, and they were soundly defeated in the 1990 elections.

The weight of scholarly opinion holds that economic sanctions are not an
effective foreign policy instrument.> Even among scholars who have recently
tried to rehabilitate sanctions, most agree that they can only be successful under
a limited set of circumstances. Hufbauer, Schott and Elliot, for example, offer a
list of nine conditions that determine whether or not sanctions will bring about
the. desired policy change by the target country. One of their conclusions,
interestingly, is that the use of economic sanctions by the USA to destabilise
governments in Latin America has been more successful historically than the use
of economic sanctions for various other aims.* The example of Nicaragua is a
case in point.

Carter’s aid policy

On 19 July 1979, the Marxist Sandinista National Liberation Front (Frente
Sandinista de la Liberacion Nacional-—FSLN) took power in Nicaragua after an
18-month-long insurrection against the dynastic dictatorship of Anastasio
Somoza. During the final months of the revolution, the USA tried, unsuccess-
fully, to ease Somoza out of office in favour of moderate oppositional figures in

William M LeoGrande is at the Department of Government, American University, Washington,
DC 20016, USA

0143-6597/96/0329-20 $6.00 © 1996 Third World Quarterly

This content downloaded from
149.10.125.20 on Mon, 07 Feb 2022 19:44:16 UTC
All use subject to https://about.jstor.org/terms



WILLIAM M LEOGRANDE

order to prevent the radical Sandinistas from coming to power. In the wake of
Somoza’s defeat, however, President Jimmy Carter adopted a policy of cautious
acceptance of the new Nicaraguan government. Both Nicaragua and the USA
had an interest in maintaining friendly relations. Nicaragua desperately needed
foreign assistance to help rebuild its shattered economy, which Washington
pledged to provide. Moreover, other international assistance—from Latin
America, Western Europe, and the international financial institutions—would
tend to follow the lead of the USA.

For Washington, maintaining cordial relations with Nicaragua was a means of
salvaging something from the failure to keep the Sandinistas out of power. From
Washington’s perspective, the struggle to control the succession to Anastasio
Somoza had been ‘lost’, but perhaps Nicaragua itself need not be. The Carter
Administration set out, quite consciously, to avoid repeating the errors of
1959-60, when US hostility contributed to the radicalisation of the Cuban
revolution and its alignment with the USSR.

In the immediate aftermath of the insurrection, the USA provided $10.5
million in emergency relief to help feed and house the thousands of people
displaced by the war. This was followed in September 1979 by $8.5 million in
‘reprogrammed’ economic reconstruction assistance, ie money reallocated to
Nicaragua from other foreign aid accounts.® In addition, the State Department
drew up an $80 million supplemental foreign aid request for Central America
for fiscal year (Fy) 1980, $75 million of which was for Nicaragua.” Despite
intense opposition from conservative Republicans, the $75 million aid package
eventually passed Congress, albeit with 16 conditions restricting how the funds
for Nicaragua could be used.®

One of these conditions required that aid be terminated if the president found
that the Nicaraguan government was aiding or abetting acts of violence in
another country. Despite some intelligence reports that arms were flowing from
Nicaragua to the guerrillas in nearby El Salvador, Carter gave the Sandinistas the
benefit of the doubt, concluding that this was not government policy.” By
January 1981, however, new intelligence left no doubt that the Sandinistas were
directly involved in smuggling arms to El Salvador. As a result, Carter sus-
pended economic assistance. ‘I had no alternative but to cut off aid to the
Sandinistas before I left office’, Carter said, ‘because there was evidence that
was clear to me that the Sandinistas were giving assistance to the revolutionaries
in El Salvador, and the law required me to stop the aid.’'

The suspension of aid was the first step in dismantling the constructive
relations with Nicaragua that Carter had tried to maintain for 18 months. By only
suspending aid rather than cancelling it, Carter left open the possibility that it
might be resumed if Nicaragua ceased its support for the Salvadoran guerrillas.
But that determination would to fall to Ronald Reagan.

Halting bilateral assistance

President Ronald Reagan came to office ill-disposed towards Carter’s policy of
trying to maintain friendly relations with Sandinista Nicaragua. Two days after
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inauguration, Secretary of State Alexander Haig recommended that the president
reafirm the suspension of economic aid to Nicaragua, and Reagan agreed. Two
weeks later, the US Agency for International Development (Us AID) announced
that a $9.6 million shipment of wheat was being delayed pending a review of
Nicaragua’s support for the Salvadoran guerrillas.!! These moves surprised no
one, since Congressional Republicans had bitterly opposed Carter’s Nicaraguan
aid package, and the Republican Party Platform explicitly called for ending it.

But US Ambassador to Nicaragua Lawrence Pezzullo, one of the architects of
Carter’s strategy of wooing the Sandinistas with economic assistance, was not
willing to give up so easily. Pezzulo argued forcefully that the proper mix of
diplomatic pressure and the threat to cut off badly needed economic assistance
could persuade the Sandinistas to curtail their material support for the Sal-
vadoran guerrillas. If US aid was actually stopped, Pezzulo pointed out, the
Sandinistas would no longer have any incentive to limit their role in El Salvador
or maintain a moderate domestic policy. The only instrument Washington would
then have to modify Sandinista behaviour would be military pressure. Pezzulo
convinced Haig and Reagan to delay a final cut-off of aid for 30 days while he
explained Washington’s terms to the Sandinistas.'?

Pezzullo’s strategy began to show results almost immediately; the arms flow
from Nicaragua to El Salvador stopped."® Senior US officials met in mid-March
to review Nicaragua’s compliance with Washington’s demands. Hard-liners in
the new administration sought to repudiate Carter’s (and Pezzulo’s) strategy,
replacing it with a policy of hostility towards Nicaragua. Led by National
Security Adviser Richard V Allen, they advocated a permanent cut-off of aid to
Nicaragua, pointing to the Republican Platform as their rationale. They acknowl-
edged that intelligence reports indicated the arms flow to El Salvador had
stopped, but they interpreted this as merely ‘seasonal’, a result of the guerrillas’
reduced logistical needs; the smuggling might resume. There was no way to
disprove such speculation, and the hard-liners carried the day. Aid was perma-
nently cut off."* The US action prevented the shipment of $9.6 million of food
aid and cancelled disbursal of the final $15 million of Carter’s $75 million aid
package, except for a few million dollars destined for the Sandinistas’ opponents
in the private sector.

The Sandinistas described the aid cut-off as ‘interventionism, blackmail, and
Yankee economic aggression’. Within a few weeks, the USSR had offered to
provide Nicaragua with 20 000 tons of wheat to make up for the cancelled US
shipment, Libya had offered a $100 million loan, and Cuba agreed to provide
$64 million in technical aid.'s

On Capitol Hill, liberal Democrats lamented the new Nicaragua policy, noting
that it was inconsistent with the evidence that the Sandinistas had, in fact, halted
aid to the Salvadoran guerrillas. Congressman Tom Harkin (D-Iowa) saw the
decision as something more sinister: ‘There are elements in this administration
that are geared up to create economic chaos in Nicaragua’, Harkin warned. ‘[The
aid cut-off] is no more than the first step in this destabilization process, the same
destabilization process our CIA engaged in [in] the Dominican Republic, in
Guatemala, and in Chile.” The real objective of the policy, he predicted, was ‘to

overturn the Nicaraguan revolution’.'®
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Harkin proved to be right. During the first Reagan Administration, officials
were somewhat divided over the ultimate aim of US economic sanctions and
paramilitary support for the contras. Hard-liners, like Allen, his successor as
National Security Adviser, William Clark, and ciA Director William Casey,
sought from the beginning to depose the Sandinista government. The ‘pragma-
tists’ (as they referred to themselves), like Chief of Staff James Baker and
Secretary of State George Shultz, doubted that the contras had the capability of
overthrowing the Nicaraguan regime, but they nevertheless supported Reagan’s
policy of hostility as a form of coercive diplomacy designed to force the
Sandinistas into making major concessions to Washington regarding both their
domestic and foreign policies. These two factions jockeyed for control over the
policy until 1985, after which the hard-liners consolidated dominance.'’

Blocking commercial credit

By mid-1981, Washington was also lobbying against new loans to Nicaragua
both from private commercial banks and multilateral lending agencies like the
World Bank and the Inter-American Development Bank. Somoza left Nicaragua
saddled with $1.6 billion in foreign debt, $760 million of which was owed to
private banks.”® The Sandinistas agreed to pay all of these debts in hopes of
keeping lines of credit open for new loans. In 1980, private banks were willing
to reschedule Nicaragua’s debt on terms favourable to the government, since
otherwise it would have been forced into default. But few were willing to risk
advancing new capital to the revolutionary regime, and those that considered it
were actively discouraged by the USA. ‘We simply tell bankers what the
situation is in Nicaragua, what our government feels about Nicaragua, the
general conditions in the area, and the risks’, a US official explained."”

In March 1982, for example, Nicaragua was negotiating a $130 million loan
from a London-based international banking syndicate that included banks from
the USA, Germany, Switzerland, Japan and Mexico. The loan inexplicably fell
through at the last minute. In December, the Bank of America was preparing to
loan Nicaragua $30 million for just 90 days so that the government could meet
a scheduled debt service payment. The loan would have been repaid with
proceeds from the cotton harvest. Officials from the US government called loan
officers at the bank to inform them of Washington’s opposition and, according
to some reports, threatened to call members of the Bank’s board of directors if
necessary to stop the loan. It was stopped.?® In early 1983, the USA government
downgraded Nicaragua’s credit-worthiness rating from ‘substandard’ to ‘doubt-
ful’, further discouraging private bank loans, even though Nicaragua was
meeting its debt payment schedule at the time.

After 1979 Nicaragua received a total of only $12 million in new private
commercial bank loans, all of which were 90 day credits to facilitate trade.’!
Managua was forced to renegotiate the scheduling of its private bank debt again
in 1983 and 1984 as its hard currency deficit became greater and greater. After
1985, it simply stopped paying, after having spent $234 million on private debt
service since 1980, and gotten almost nothing in return.?
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Blocking multilateral assistance

The USA began opposing multilateral development bank loans to Nicaragua in
mid-1981 when it was added to what a Treasury Department official called the
‘hit list’ of countries that Washington sought to deny loans. The list also
included Cuba, Vietnam, Afghanistan and Grenada (until the 1983 US in-
vasion).? In November 1981 Washington prevailed upon Chile and Argentina to
help block a $30.7 million Inter-American Development Bank (IDB) loan to
Nicaragua for 50 fishing boats to replace the Somoza-owned fleet that had sailed
away when he was overthrown. For Chile and Argentina, cooperation against
Nicaragua was a way to repay a political debt to Ronald Reagan. In July 1981
Reagan had reversed the Carter Administration’s policy of voting against
multilateral bank loans to Argentina and Chile on human rights grounds.?

Voting stock in the multilateral banks is based on each country’s financial
contribution. As the largest contributor to all the banks, Washington naturally
wielded considerable influence. Together, the USA, Chile and Argentina con-
trolled enough votes in the IDB to reject the fishing boat loan, so Nicaragua
withdrew the request rather than have it killed. Washington blocked another
Nicaraguan effort to get the loan approved in March 1982.

After the USA sided with the UK in the 1982 Falklands/Malvinas War,
Argentina dropped out of Washington’s cabal. In September 1982 Nicaragua
received $34.4 million from the DB for a hydroelectric project because
Argentina supported it despite Washington’s opposition.”> But it still took
another year and a half before the loan was approved because of what one of the
bank’s executive directors called ‘filibustering’ by the US representative, José
Manuel Casanova.

Casanova, a fiercely anti-communist Cuban exile and major contributor to the
Republican Party, argued against the economically sound fishing boat loan on
the grounds that the Nicaraguans would use the boats to smuggle guns into El
Salvador—despite the fact that 44 of the 50 boats were intended for use on
Nicaragua’s Atlantic coast.”® Another US official was more candid. Washington
opposed the loan, he said, because ‘we had an overall political problem’ with
Nicaragua.”’

Although no one doubted that Washington’s motives were political, the
Administration could not openly say so because the charters of all the multilat-
eral banks prohibited the use of political criteria in making loan decisions.
Consequently, US representatives at the banks had to argue, evidence to the
contrary notwithstanding, that the loans were economically unsound. Since that
could be embarrassing, Washington’s preferred strategy, according to an internal
Treasury Department memorandum, was to ‘attempt to persuade the manage-
ments of the Banks not to bring these loans forward’.?®

One instance that caused particular anger among representatives from other
countries was the US veto in 1983 of a $2.2 million IDB loan to finish a rural
road project that was begun in 1976 and was over 90% completed. The loan was
from the bank’s Special Operations Fund, a ‘soft loan’ facility that provided
funds on concessionary terms. Approval of a loan from the fund required a
two-thirds majority, and the USA controlled 35% of the voting stock.
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Contrary to bank tradition, the US representatives did not mention their
opposition to the loan until the last moment when it was coming to a vote,
whereupon the USA announced it would vote no. It was the second time
Washington had exercised its veto over a concessionary loan to Nicaragua; the
first was in January 1982 when it blocked a small $0.5 million agricultural loan.
Half a dozen directors representing Latin America and Western Europe com-
plained at the transparency of Washington’s motives, and when the loan came
to a vote, representatives of 42 countries supported it. The USA alone stood
opposed, and the loan was defeated. Eventually, the Netherlands provided
Nicaragua with bilateral aid funds to finish the project.?

The most controversial IDB loan to Nicaragua involved its 1984 request for
$58 million to help small private farmers. Like the 1982 hydroelectric loan, the
funds would not come from the special concessionary account, so Washington
alone could not block them. The Bank’s Middle Management Committee
approved the loan in October 1984 and the senior management’s Loan Review
Committee approved it on 17 November, saying ‘We consider the program
viable technically, institutionally, financially, economically, and legally, and we
recommend approval of the proposed loan’. All that remained was for the loan
to be put on the agenda of the Board of Directors.*

But Bank President Antonio Ortiz Mena didn’t schedule it. When Jorge
Alexey de Synegub, a Guatemalan who served as the director for all the Central
American countries at the bank, inquired as to why the loan was not on the
agenda for either the November or December board meetings, he was told,
falsely, that the loan was still under review by the bank’s technical staff.’!

US Director Casanova threatened to walk out of any board meeting at which
the Nicaragua loan was brought up. Since the board required attendance by
directors holding three-quarters of one voting stock in order to have a quorum,
Casanova, holding Washington’s 35% of the votes, was threatening to paralyse
all bank operations.”> When the Nicaragua loan was left off the agenda for the
January board meeting as well, all 25 Latin American countries took the
unprecedented step of ordering the Bank management to schedule the loan for
the next meeting. That seemed to leave Bank President Ortiz Mena no choice.

But the Reagan administration had not exhausted all its options. To trump the
Latin American directive to Ortiz Mena, Washington issued one of its own. On
30 January 1985, Secretary of State Shultz wrote to Ortiz Mena expressing the
administration’s ‘strong’ opposition to any loans for Nicaragua. ‘Nicaragua is
not credit-worthy’, Shultz began, and moreover, it might ‘misuse’ the proceeds
from the loan. ‘Monies received from the Bank would relieve financial pressures
on the GON [Government of Nicaragua] and could free up other monies that
could be used to help consolidate the Marxist regime and finance Nicaragua’s
aggression against its neighbors ...’ Shultz wrote.

Finally, lest there by any doubt about Washington’s seriousness, Shultz
warned Ortiz Mena to ‘consider carefully’ how the US Congress and public
would react to approval of the Nicaragua loan. ‘We are all too well aware of the
increasing difficulties in gaining Congressional appropriations for the inter-
national financial institutions such as the Inter-American Development Bank’,
Shultz wrote. The USA was already $1 billion in arrears on its contributions to
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the Bank. Approval of the Nicaragua loan, Shultz warned, would make it ‘even
more difficult’ to gain additional funding. Shultz concluded by urging Ortiz
Mena to ‘defer release of the documentation for the proposed loan to a more
opportune time in the future’—that is, to defy the previous vote of the board that
the loan be scheduled for final approval.®®

‘We read ... [it] as a threat,” said one bank official. Even in the early 1970s,
when Washington pressured the bank to cut off credits to Salvador Allende’s
government in Chile, ‘there was never such a communication from a secretary
of state’, he said. ‘There has never been anything like this.”* Shultz’s actions,
wrote a British Foreign Office official, was ‘typical of bully-boy tactics which
the present US Administration is apt to adopt—towards allies as well as
adversaries’.*

Ortiz Mena sent the loan back to the technical staff for re-evaluation on the
grounds that recent adjustments in the Nicaraguan economy required further
analysis. The Latin American members of the Bank, also under US pressure, did
not object. The new technical review of the loan lasted a full year, concluding
only after top bank officials instructed the technical staff to write a negative
report on the loan. The Loan Review Committee, chaired by Executive Vice-
President Michael E Curtain, a Reagan appointee, rejected the staff’s first
assessment because it concluded that the project would probably succeed. A
revised report came to the opposite conclusion, echoing Washington’s policy
position—that Nicaragua’s macroeconomic policies would ‘not permit econom-
ically efficient operation of the project’. The negative report, which would have
killed the loan for good, was quickly scheduled for presentation to the Board of
Directors.* It was put off yet again, this time at Nicaragua’s request, to prevent
it from being rejected. The loan finally died with a whimper when the IDB
discontinued all further loans to Nicaragua because the Sandinistas fell into
arrears in repaying past loans. But even that was not the final insult. In 1987 it
was Nicaragua’s turn to appoint the Central American director for the Bank, a
post that normally rotated among the five countries in the region. Washington’s
allies voted together to deprive Nicaragua of the seat.”’

In the World Bank, Washington cast its first vote against Nicaragua in January
1982, when it opposed a loan for $16 million to finance infrastructure develop-
ment in low-income neighbourhoods in Managua. The project was so well
conceived that both the Treasury Department and the Latin American Bureau at
the State Department supported it, but Secretary of State Alexander Haig ordered
the US executive director at the Bank to vote against the loan nevertheless. It
pa3s8sed anyway, because Washington did not have the votes at the Bank to block
it.

But like the Inter-American Development Bank, the World Bank was suscep-
tible to pressure from its principal contributor. An October 1981 World Bank
report, based on a 1980 field visit, was generally optimistic about Nicaragua’s
prospects for economic recovery from the insurrection against Somoza, if it
could ‘receive external assistance at concessional terms’. The report recognised
that Nicaragua would be largely dependent on bilateral and multilateral aid, since
further commercial bank financing was unlikely.”

But in 1981, Robert McNamara retired as president of the World Bank
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and was succeeded by Republican A W Clausen, president of BankAmerica
Corporation. The World Bank’s position on Nicaragua underwent a radical
reversal, just as Washington initiated its policy of blocking multilateral loans to
the Sandinistas. In February 1982, World Bank staff prepared a new confidential
report on Nicaragua. In contrast to the report issued just four months earlier, this
one was extremely negative. ‘Nicaragua’s short and medium term prospects are
not good,” the report predicted. The Sandinistas had failed to ‘establish clear
policy guidelines for the economy’, and the contradiction between their ‘Marx-
ist-Leninist approaches’ and the capitalist character of the economy had ‘not
only thwarted the recovery process, but jeopardized the country’s development
prospects and credit-worthiness’.** The main problem was Nicaragua’s lack of
hard currency, which could only be remedied by increasing export production.
Since private businessmen held a dominant position in the export sector,
production would not increase unless the climate for private investment im-
proved.

‘The ideological struggle between economic models is, in the final analysis,
a power struggle’, the report observed. No further loans should be made to
Nicaragua unless the Sandinistas were willing to accept the Bank’s ‘most
important recommendation’—that is, to begin ‘revitalizing the private sector’.*!
This requirement echoed precisely the demands of the private sector inside
Nicaragua and the rationale Washington was using to justify its opposition to
Nicaraguan loans.

Even if these measures were taken, Nicaragua would need large-scale econ-
omic assistance and loans at concessionary interest rates just to remain solvent
in the medium term. Without them, the economy was headed for disaster. The
report then recommended that the World Bank cut back its lending to a level
‘well below that of the previous two years’, a strategy that, by the logic of the
Bank’s own analysis, was destined to push Nicaragua into even deeper crisis.
The report suggested loans equal in real terms to the levels the Bank had
provided Somoza, before the loss of 35% of Gross Domestic Product (GDP) and
$500 million in capital flight caused by the 1978-1979 insurrection. Even this
limited lending programme should be delayed, the report urged, and conditioned
upon the Nicaraguan government giving ‘some indications that it plans to follow
our policy advice’.* In short, the Sandinistas were expected to surrender to the
private sector in the struggle to define the nature of Nicaragua’s social and
economic model, in exchange for which they would receive a reduced level of
multilateral assistance, inadequate to prevent the economy from slipping into
severe recession.

In writing this report, the Bank staff was very much aware of US opposition
to further lending to Nicaragua. The report recommended against a ‘major
assistance’ programme because ‘increasing constraints and political limitations
on the Bank may render this alternative unfeasible’. Nicaragua was ‘likely to be
a very controversial client’ the report added. Washington’s opposition to all
lending was tacitly acknowledged when the report noted that concessionary
loans could not be offered to Nicaragua because the USA held enough votes to
veto them unilaterally.*

Washington’s pressure on the multilateral banks was extremely effective. In
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the two years from August 1979 to June 1981, before Washington began
pressing the banks to halt loans to Nicaragua, the Inter-American Development
Bank provided Nicaragua with $193 million and the World Bank provided $91
million. From late 1981 to 1984, Nicaragua received only $34 million from the
DB and $16 million from the World Bank.** After 1984, Nicaragua got nothing
from either of them because the Sandinistas stopped making debt service
payments on prior loans. Their decision to halt the payments was not unreason-
able. During the first half of the decade, Nicaragua experienced a net capital
outflow in its relations with both the private commercial banks and the multi-
laterals, paying a total of $423 million in debt service and receiving very little
new capital.*’

The US trade embargo

In addition to blocking international loans to Nicaragua, the Reagan administra-
tion also gradually imposed restrictions on US trade. In 1981 it denied Nicaragua
credit through the US Import-Export Bank, which makes short-term loans to
facilitate trade. Since Nicaragua was unable to secure even short-term credits
from commercial banks, it was forced to pay cash for everything it imported
from the USA.

To discourage US investment, the administration cancelled Overseas Private
Investment Corporation (OPIC) insurance for Nicaragua, thereby substantially
raising the risk to investors. In June 1983, when Nicaragua expelled three US
diplomats, Washington retaliated by expelling 21 Nicaraguan diplomats and
closing all six Nicaraguan consulates in the USA outside Washington. The main
effect of this was to make contacts between US businessmen and Nicaraguan
trade 4gepresentatives extremely difficult, further restricting commercial rela-
tions.

In 1983 the administration reduced Nicaragua’s share of the US sugar quota
by 90%. Nicaragua had been exporting about $15.6 million worth of sugar to
Washington annually, receiving a premium price of 17 cents/lb—nearly three
times the world market price. The reason for cutting the quota, according to the
White House, was to reduce the resources available to Nicaragua for ‘subversion
and extremist violence’. In fact, one of the main reasons was to reassure US
allies in Central America of Washington’s steadfast antagonism to Nicaragua,
despite rising Congressional opposition to the CIA’s covert paramilitary war.
Reagan wanted to show he intended to ‘stay the course in Central America’, an
administration official explained.*’

Nicaragua appealed to the United Nations’ Sixth Conference on Trade and
Development (UNCTAD), which passed (by a vote of 81-18) a resolution con-
demning economic sanctions against underdeveloped countries by developed
ones. Nicaragua also complained that the reduction of the sugar quota violated
US commitments under the General Agreement on Trade and Tariffs (GATT) and,
in March 1984, a GATT panel agreed, ordering the USA to ‘promptly restore’ the
Nicaraguan quota. Washington ignored the ruling.*®

The next logical step in the escalating economic war was the imposition of a
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full trade embargo. In fact, National Security Decision Directive 124 (NSDD 124),
which Reagan signed in February 1984, specifically called for officials to
‘review and recommend economic sanctions against Nicaragua that are likely to
build pressure on the Sandinistas’.* Hard-liners in the Defense Department,
CIA, and National Security Council staff wanted to impose an embargo, but
State, Commerce, and Treasury were all opposed on the grounds that it would
violate the GATT and harm relations with allies in both Latin America and
Europe. The Commerce Department, in particular, worried that Washington
would get a reputation as an unreliable trading partner, which could hurt
administration efforts to expand trade with China and other countries with whom
Washington had less that amiable political ties.

The Justice Department’s Office of Legal Council had a ‘serious problem’
with the legality of a trade embargo, said a source there; it probably violated the
Organization of American States (0AS) and UN charters, as well as GATT.
Article 19 of the 0As Charter reads: ‘No state may use or encourage the use of
coercive measures of an economic or political character in order to force the
sovereign will of another state and obtain from it advantages of any kind.’
Article 32 of the UN Charter contains virtually identical language.

Finally, some administration officials believed that an embargo would be
counterproductive. Since virtually no other country was likely to join a US
embargo against Nicaragua, the impact on the Sandinista government would
probably be minimal. The people likely to be hurt most were Nicaraguan
businessmen, the backbone of the civic opposition to the Sandinistas. The
Sandinistas, however, could use an embargo as an excuse to blame the country’s
mounting economic problems on the USA, just as Fidel Castro had been doing
in Cuba for three decades.’’

In 1983 and 1984 these arguments were enough to hold the line against the
hard-liners’ demands for an embargo. But after the House of Representatives
prohibited further funding for the contra war in 1984, and Reagan’s initial effort
to resume it in 1985 was defeated, the administration needed to take quick action
to reassure Honduras that the USA was not backing out on its commitment to
the contras. Imposing a trade embargo was something that could be done
immediately, and it was one of the few sanctions short of direct military action
that the administration had not already imposed. The symbolic importance of the
embargo thus came to weigh as heavily as its practical effect.’?

Congressional attitudes also figured in the decision to impose the embargo.
During the contra aid debates on Capitol Hill, many members had urged an
embargo, either as a supplement or an alternative to continued military action.
Conservative Republicans were pressing for a trade embargo to reinforce
hard-liners within the administration. But moderate Republicans and Democrats
also urged Reagan to consider economic sanctions as an alternative way to
pressure the Sandinistas. ‘If we oppose the regime in Managua, why do we buy
Nicaraguan beef and bananas?’ asked Senate Intelligence Committee Chairman
David Durenberger.*?

On 1 May 1985, as Reagan arrived in Bonn, Germany, to laud the virtues of
free trade at an economic summit with the European allies, the White House
announced that the USA was imposing a full trade embargo on Nicaragua. ‘US
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application of these sanctions should be seen by the Government of Nicaragua,
and by those who abet it, as unmistakable evidence that we take seriously the
obligation to protect our security interests and those of our friends’, Reagan
wrote in a letter informing Congress of his decision.>*

To impose an embargo without Congressional approval, Reagan had to invoke
the International Emergency Economic Powers Act (IEEPA), under which he
could declare a ‘national emergency’ to deal with an ‘unusual and extraordinary
threat to the national security and foreign policy of the United States’.> Critics
scoffed at the idea that Nicaragua, a small country devastated by war, collapsing
economically and surrounded by enemies, could pose the sort of threat to the
USA that the law intended. But the law gave the president alone the power to
decide what constituted a national emergency.>®

Reaction to the embargo among US allies was uniformly negative. Partici-
pants at the Bonn summit criticised it as counterproductive and warned that it
would increase regional tensions. Among the Atlantic allies, the UK, Germany,
Spain and Portugal all openly opposed the embargo and affirmed their intention
to continue trading with Nicaragua. Canada, France, Italy, Sweden and the
Netherlands went so far as to extend new trade credits to Nicaragua to offset the
effects of the embargo. These reactions were a significant setback for Washing-
ton’ss7 two-year diplomatic effort to convince the European allies to reduce their
aid.

Mexico called the trade ban ‘economic coercion’, and then reversed its earlier
decision to stop selling Nicaragua oil on credit—a decision Washington had
struggled for two years to get the Mexicans to take. Colombia and Venezuela,
which has been trying to broker a diplomatic settlement of the contra war, also
criticised the US action.® In May 1985 in a meeting of the Latin American
Economic System (SELA) all the governments of Latin America supported a
resolution that called on the USA to lift the embargo and urged SELA members
to take actions to counter the embargo’s effects. The 0As Permanent Council
adopted a similar resolution, and the 13 nations in the Caribbean Community
(cArRICcOM) also called on Washington to end the embargo. When Assistant
Secretary Motley was asked during Congressional hearings if any countries had
expressed support for the embargo, he could name only El Salvador—and even
El Salvador did not join it.*”

At the United Nations, the Secunty council voted 11-1 (with three absten-
tions) for a resolution criticising the embargo. US allies France, Denmark, and
Australia voted in favour, while the UK abstained; Washington’s lone ‘no’ vote
vetoed the measure. In the General Assembly, a similar resolution co-sponsored
by Nicaragua, Mexico, Peru and Algeria passed 84-4, with 37 abstentions. Only
the USA, the Gambia, Grenada and Israel voted against it.%°

The impact of the trade embargo on Nicaragua was significant. As relations
with Washington deteriorated during the early 1980s, the Sandinistas had
anticipated that economic sanctions would be imposed eventually. They there-
fore diversified Nicaragua’s foreign trade as much as possible to blunt the impact
of an embargo. In 1980, 30.4% of Nicaraguan trade was with the USA. By 1984
that had been reduced to 14.9%, although Washington was still Nicaragua’s
largest single trading partner. Trade with Western Europe and Japan had grown
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from 20.6% to 35.1%, and trade with the Soviet bloc jumped from only 1% in
1980 to 15.4% in 1984.%!

Nicaraguan exports to the USA included bananas, beef, shellfish, tobacco, and
sugar—all easily marketable elsewhere, although Nicaragua incurred higher
transportation costs to get the goods to their new markets. The biggest problem
caused by the embargo was the loss of imports and the resulting unavailability
of spare parts for US manufactured goods, which included virtually all
Nicaragua’s non-agricultural productive capacity. Considerable production was
lost while factories waited for crucial replacement parts to be found. The
Nicaraguan government estimated that the embargo cost the country about $50
million annually.®> These costs were offset to some degree by the willingness of
some countries to extend additional trade credits to Nicaragua. In his trip through
Europe just after the embargo was imposed, Ortega won pledges of $190 million
in loans from Western countries and $202 million from the Soviet Union and
Eastern Europe.®®

The economic effects of the contra war

From the earliest stages of the contra war, the Nicaraguan economy was a
primary target, despite the CIA’s assurances to Congress that only military
installations would be attacked.** The contras preferred to attack lightly de-
fended farms and villages rather than Sandinista military posts and, along the
border with Honduras, their episodic raids severely curtailed agricultural pro-
duction.

In 1983 the Reagan administration sought to escalate the war’s economic toll
significantly by mounting a concerted sabotage campaign. ‘Let’s make the
bastards sweat’, CIA Director William Casey told Dewey Clarridge, his chief of
operations for Latin America. Clarridge came with the idea of creating a special
commando force of CIA contract agents— ‘unilaterally controlled Latino assets’,
or UCLAs—to attack vital economic installations.®® ‘Our mission was to sabotage
ports, refineries, boats and bridges, and try to make it look like the contras had
done it,” one of the UCLAs later explained.®

The c1A outfitted two oil rig servicing ships as platforms for the ucLAs, who
were mercenaries recruited from all over Latin America. Operating out of a
secret CIA base on Tiger Island, Honduras, in the Gulf of Fonseca, these ‘mother
ships’ sat off the Nicaraguan coast, just outside the 12-mile limit. From there,
they launched speedboats and helicopters to attack Nicaraguan ports. CIA officers
managed the operations from the mother ships.

US Army Special Operations Forces from the 160th Task Force of the 101st
Airborne Division did the flying. Heavy Chinook helicopters ferried the UCLAs
and their speed boats to the Nicaraguan coast; light Hughes 500 helicopters
strafed and rocketed Nicaraguan coastal defences. Sometimes, especially
difficult sabotage operations were carried out by US Navy SEALs (Sea, Air, and
Land special forces). ‘You don’t think we would have gone to all that trouble
for a bunch of contras, do you?" said one former army helicopter pilot,
describing a particularly heated battle to extract a SEAL team.®’

Between September 1983 and April 1984 the ucLAs and US Special Forces
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carried out 19 attacks, most of them targeted at Nicaragua’s three oil storage
facilities. On 10 October 1984 the commandos blew up oil storage tanks at
Corinto, causing the loss of over 3.2 million gallons of gasoline and diesel fuel.
One hundred and twelve people were injured and some 20 000 had to be
evacuated from the city. The fires burned for several days. Three days later,
frogmen blew up mooring facilities on the oil pipeline in Puerto Sandino. Shortly
thereafter, Exxon Corporation informed Nicaragua it would no longer provide
tankers to transport Nicaraguan oil.%

Casey was thrilled by the success of the sabotage campaign, and pressed
Clarridge to come up with new ideas for crippling the Nicaraguan economy.
Clarridge, who had studied the effectiveness of naval mines in the Russo-
Japanese War while he was at Columbia University, suggested mining
Nicaragua’s harbours.” The Nicaraguan economy was highly dependent on
trade. Choke off shipping, and the economy would die. ‘Our intention is to
severely disrupt the flow of shipping essential to Nicaraguan trade during the
peak export period’, National Security Council (NscC) staffers wrote in a memo
to National Security Adviser Robert McFarlane shortly after the mining began.
‘It is entirely likely that once a ship has been sunk, no insurers will cover ships
calling in Nicaraguan ports.’”’

To avoid the diplomatic headaches that would come from sinking ships and
killing seamen from third countries, the CIA had ‘firecracker’ mines specially
made—mines supposedly not big enough to sink a vessel or kill anyone
(although some contained 300 pounds of plastic explosive), but big enough to
damage ships and, as one official put it, ‘wake up folks at Lloyds of London’.”!
Mexican ships were specifically targeted, because Mexico supplied almost all of
Nicaragua’s oil.”?

The mining began in January 1984 and continued until Washington’s role
became public in early April. The mines, about 75 in all, were laid by speedboats
and helicopters piloted by ucLAs and US Special Operations Forces. More than
half a dozen merchant ships from Japan, Panama, Liberia, the Netherlands and
the USSR were damaged by mines in Nicaragua’s three major ports—Corinto,
Puerto Sandino and El Bluff. Fifteen sailors were injured, and two Nicaraguans
were killed when their fishing boats hit mines and sank. The domestic and
international outcry over the mining caused the administration to abandon the
project in April and, within a few weeks, the Nicaraguans had managed to clear
the remaining mines. Nevertheless, the estimated cost of the mining to the
Nicaragua economy was $10 million.”

During 1985 and 1986 the contras and the Sandinista army fought what
Nicaraguan President Daniel Ortega called the ‘the great coffee war’. In January
1985 the contras launched a sustained offensive to disrupt the coffee harvest,
thereby depriving the government of desperately needed hard currency. They
attacked some 50 state and cooperative farms, and ambushed dozens of trucks
carrying farm workers. Between 20% and 25% of the 1985 harvest was lost
because it was too dangerous for farmers to go into the fields to pick it. By early
1986, however, the contras were so weakened they did not even attempt to
mount an attack on the harvest, even though the world market price for coffee
had doubled, making the harvest all the more critical to the economy.”
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Overall, the cost of physical damage caused by the fighting, and lost
production resulting from the disruption of transportation, displacement of
people from the war zones, interruption of energy supplies, etc, amounted to an
estimated $2 billion between 1980 and 1986.”> The most significant effect of the
war, however, was the diversion of resources from economic development to
military defence. By 1986, 55% of the government’s budget was devoted to
fighting the war, a figure that held constant until 1988.”® With production
declining, tax revenues could not begin to cover the costs of the conflict, so the
government closed the fiscal gap by simply printing money.

The impact of US sanctions

The cumulative impact of the embargo, the evaporation of external capital from
the international banks, and the costs of the contra war proved to be fatal for an
economy that had never really recovered from the insurrection against Somoza.
The insurrection in 1978-79 destroyed some 22% of the fixed capital assets in
the manufacturing sector of the Nicaraguan economy. Nevertheless, with the
help of external financing, recovery was brisk in 1980 and 1981.”” The economy
began to slow in 1982, however, and by 1983 it had turned down. From there
the decline accelerated.

To be sure, the economic policies of the Sandinista government and its
ongoing feud with the private sector discouraged investment, thereby exacerbat-
ing the country’s economic plight.”® But Nicaragua, like Chile in the early 1970s,
was an underdeveloped agricultural export economy, especially dependent on the
international market for both goods and capital. When Washington undertook to
cut off Nicaragua from the outside world, its economy could not survive the
severance. Economic aid from the USSR never came close to covering the
resulting losses.”

Even without the contra war, the Nicaraguan economy would have faced a
serious crisis in the mid-1980s. The war tipped it into chaos. Government
subsidies to the poor and to small producers, combined with the rising costs of
the war, produced a fiscal deficit that the government closed by printing money,
triggering a rise in inflation. In 1984, the annual rate was 50%. As the growing
trade deficit produced shortages of hard currency, imported inputs to the
domeggic economy grew scarce, curtailing production and increasing unemploy-
ment.

As the standard of living in Nicaragua sank, the Reagan administration tried
to detach itself from responsibility for the resulting misery. In May 1985 the
State Department released a report on US economic sanctions which concluded,
‘depressed economic conditions in Nicaragua were, of course, due to disastrous
economic policies adopted by the Sandinistas, and not to any actions by the
United States’.®'

By the end of 1985, Nicaragua was suffering a severe recession. Gross
Domestic Product contracted by 5.9% that year, and inflation reached 320%.%
By 1987, the inflation rate was 1300%. The government took its supplies of old
20 and 50 cdrdoba bank notes and simply printed three more zeroes on them to
make 20 000 and 50 000 cdrdoba notes. In 1988, the government’s austerity
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measures, intended to control inflation by reducing public spending, triggered a
severe recession. The economy contracted by 15%, and the fiscal deficit actually
widened. Inflation raged completely out of control, reaching 33 600%—
hyperinflation of the sort experienced by only a few nations in history. As
money became worthless, the economy was reduced to primitive barter, further
dislocating production and exchange. By the end of the year, the Gross Domestic
Product had fallen by a third and per capita consumption had fallen by more than
50% from 1979 levels.®

This economic catastrophe proved fatal for the Sandinistas in the 1990
election. They tried as best they could to defuse the economic issue by appealing
to nationalism, linking their electoral opponents with the contras and the United
States. Polls indicated that the war issue seemed to benefit the Sandinistas,
whereas discontent over the economy favoured the opposition. By focusing on
the war, the Sandinistas hoped to escape, Houdini-like from the political
consequences of the country’s economic collapse. It didn’t work.

On 25 February 1990, 86% of Nicaragua’s registered voters turned out to cast
their ballots under the watchful eyes of some 2000 foreign observers. The
opposition coalition, headed by Violeta Chamorro, won a stunning victory.
Chamorro took 54.7% of the popular vote for president, to Daniel Ortega’s
40.8%, and Chamorro’s allies won 51 seats in the 93-member National
Assembly, to 39 for the Sandinistas.* The Bush administration rejoiced at
Chamorro’s election, lifted the economic embargo Reagan had imposed in 1985,
and asked Congress to provide $300 million in economic assistance for the new
government in 1990 and another $241 million in fiscal year 1991.%

The Reagan administration failed to achieve its principal policy goal in
Nicaragua—the ousting of the Sandinista government by military force, spear-
headed by the contras. But the economic sanctions imposed on Nicaragua, which
were seen at the time by Washington as a secondary policy instrument,
ultimately proved far more effective, for several reasons. First, the structure of
Nicaragua’s underdeveloped economy made the Sandinistas more vulnerable to
economic than military pressure. Especially in the wake of the economic losses
caused by the insurrection against Somoza, Nicaragua was highly dependent
upon external financial assistance. And, like most of Latin America, Nicaragua’s
trade was predominantly with the USA. Thus Washington was especially well
positioned to punish Nicaragua economically by blocking external financing and
cutting off trade, even though few other countries supported these sanctions.®

Second, although the USSR and its allies were willing to provide Nicaragua
with a vast store of military hardware to fight the contra war, they were not
prepared to shoulder the ongoing financial burden of propping up the Nicaraguan
economy. As in the earlier case of Salvador Allende’s government in Chile and
the contemporary case of Maurice Bishop’s government in Grenada, the Soviets
abjured ‘another Cuba’ as too costly.

Third, Washington’s economic sanctions were undertaken in tandem with
extensive paramilitary attacks, as part of a multifaceted destabilisation pro-
gramme. The contra war magnified the effectiveness of the economic sanctions
by directly damaging production and by siphoning off scarce resources to
national defence.
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Finally, the hardships imposed by Nicaragua’s economic collapse in 1988-89
fatally undermined the Sandinistas base of popular support, which had been
widespread in 1979 and still considerable when they won elections in 1984.
Although the Sandinistas preferred a Leninist, single-party model of government,
they nevertheless allowed a domestic opposition to exist and function—in
contrast to Fidel Castro’s governing strategy in Cuba.

The existence of an electoral system that forced the Sandinistas to periodically
contend with the opposition for power provided a mechanism for the population
to express its discontent with their deteriorating standard of living. That is,
although the economic sanctions imposed by the USA did not force the
Sandinistas to abandon their core policies or ideology, the sanctions did alter the
domestic balance of Nicaragua political forces sufficiently to drive the Sandin-
istas out of power.*’

In short, the Nicaraguan case demonstrates that under some circumstances,
economic sanctions can be highly effective against a vulnerable economy, even
when they are largely unilateral and the demands being made on the target
regime are extreme.
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52 Omang, ‘Sanctions: a policy by default’.
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Presidents of the Unites States: Ronald Reagan, 1985, Book I, Washington, DC: US Gpo, 1986, pp 548-549.
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% International Emergency Economic Powers Act, 50 U.S.C. Sec. 1701 Met seq.; ‘Executive Order 12513—
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unconstitutional under the 1983 Supreme Court ruling in Immigration and Naturalization Service vs Chadha.
Thus Congress would have had to pass new legislation to end the embargo against Nicaragua. Since that
would require a two-thirds vote in both houses to overcome Reagan’s inevitable veto, the Democrats never
tried.

57 Clifford Krauss, ‘US trade embargo helps Nicaragua’s Sandinistas’, Wall Street Journal, 2 October 1985;
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1991, p 3.
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