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The colones generated from the sale of the dollars will be used
for loans to private industrial and agricultural producers. Priority
attention will be given to credit for export-related production. Loans
will be made available at market rates of {interest through rediscounts
from the BCCR to the satate-owned and private commercial banks*. The BCCR
and all participating banks will be encouraged to restructure existing
lending policles and criteria which may currently prohibit the extension
of credit to businesses which, due to the current economic crisis rather
than to long-term difficulties, are unable to meet normal banking

gstandards of creditworthiness,.

A complementary D.A. funded grant will provide technical
assistance, training and other resources to assist the new Costa Rican
adminiatration to deal with the country's economic, fiscal and policy
problems. The primary focus of the grant will be on export and investment
promotion. A limited amount of assistance will also be provided to the
GOCR for (improved public administration and in the design and
{mplementatior of the longer-term economic support program.

D. Conditions and Covenants

The ccnditions and covenanta proposed for the loan are Jiscussed
in Section 11 G.

11, DESCRIPTION OF FCONOMIC CONDITIONS IN COSTA RICA

A, Overview: Oriqin of Fconomic Criais and Bummary of
Current Feonomic filttuation

Yrom 1990 through 1977, Conta Rica appeared to be a model
daveloping country, buring thia period the real growth of GDP averaged
well cver (% per year, adult literacy reached 908, health nmervices were
widely oxtended, infant morcality declined aharply, the population growth

s The participation of private barkn may require leqislatlon. If smo,
initial participation {n the program may be limited to atate-owned
banks,



rate dropped from 3.7% to 2.4%, and income distribution was quite
equitable in comparison to most developing countries., At the end of the
period, only about a quarter of the population was living 1in absolute
poverty. Moreover, Costa Rica had attained these achievements with a
democratic political system.

Costa Rica is now experiencing its moat serious economic crisis
in many decades. Today, the earlier problem of how to distribute
equitably the benefits of economic growth has heen replaced by questions
of how to share equitably the required economic sacrifice. The declining
trend in real growth rates of GDP, which began in 1979, culminated with a
negative rate of growth in 1981 of 3,6% (updated since CDSS, see Airgram
11 san José). A further drop of at least 4% is projected for 1982 and,
under the most optimistic assumptio.s, it is believed that, in real terms,
the level reached in the 1979 GNP will not be regained until after 1985,

Viewed from almost any perspective, the growing deterloration of
Costa Rica's ecconomy during the past year affected, in varying dugrees,
all productive sectors of society. A major supply side factor behind
Costa Rica'as declire in national production was a drasti{c contraction of
imports -~ 29% {n real terms, Because excess aggregate demand was not
absorbed by imports as easily as it had been in past ywars, the internal
rate of {inflation accelerated sharply. An (inflation rate estimated at
1178 during 1981 was also spurred on by a sizeable public sector deficit
and a continuing devaluation of the colon which, in terms of the dollar,
has been over 4008 and shows no rigns of satabilizing. Open unemployment
in mid-198] was running 8.7% and 18 oxpected to reach 14% before the end
of 1982, Central American political instability and deep economic
recension have contributed to a decline in private capital inflows &t a
time when Costa Rica, lacking forelgn exchange reserves and access to
foreign credits, has had to suspend service payments on its $2.6 billion
public sector external debt*,

The [{neacapable conclusion that emerges from a review of these
factors {s that these adverse trends cannot be easily or quickly
teversed, Even {f Conta Rica successfully negotiatea a rescheduling of
{ts public external debt to reduce i{ts nmervice payments, maintenance of
real GDP at the 19681 level during 1982-1986 will be oxtremely difficult.
It would require, according to the GOCR'S latest balance of payments
projectionn, substantial foreign exchange {nflows at least through 1986,
Asnuming a slow recovery of economic activity during 1983-1986, open
unemployment would ntill continue to rise, reaching an alarming 19.48% {n
1986,

Dobt service payments (n arrears are not included in this total; if
they wore, the public external debt would exceed $2.8 billion (as of
10/1/81).



The present macro-economic crisis is not Jjust a passing
phenomenon but rather the logical result of several long-term tendencies
precipitated by an abrupt drop of 208 in Costa Rica's terms of trade
between 1977 and 1979. First, coffee prices fell sharply from their 1977
high and this was follcwed by the doubling of the price of petroleum in
1979. The 1inability of the Cocta Rican economy to adjust to the
relativedecline in the value of its exports had serioue consequences:
substantial public sector external borrowing, increasingly at commercial
rates, was required to cover the growing current account deficits;
reserves were drawn down to negative levels; and uncontrolled monetary
xpansion, in a desperate attempt to maintain internal prices, generated
inflationary pressures.

This rapid deterioration called for an urgent transition to new
growtii strategles. The same atrategqiea which Costa Rica pursued
successfully in an earlier period left legacies that continue to stand in
the way of economic recovery and future development: agriculture and
livestock production expanded by bringing new lands {nto productionr, and
local manufacturing efforta, first directed at the domestic market and
later to the Central American Common Market (CACM), were promoted to
achieve substitution of {imported industrisl goods. The public sector
played a key role through investment {in infrastructure and helped assure
that the benefits of growth were widely distributed through extensive
educatiorn, hecalth service and wvoclal security systems. Now, land
extensive agricultural development is checked bLecause there {8 not much
unexploited land suitable for agriculture remaining. Import substitution
is no longer a viable gro''th strategy, and a public sector liviny beyond
its means has become a de¢s abilizing force.

The GOCR {import sasubstitution strategy resulted {n rapid
industrial gqrowth for a timc. However, by the early 1970's the
limitations of the otrategy for Costa Rica were already becoming
apparent: cany import aubntitution possibilites had been taken advantage
of, and the CACM prcved to be a small, easily saturated and, {n some
{nstancen, unreliable market. Moreovar, the strategy produced a set of
policien which worked together to create a distinct anti-export trade
environment. These policiea included high levels of effective induatrial
protection, an oveivalued exchange ratea, aubsidirzed (nterent rates, and
other incenti{ven to capital {inveatment which have had mneveral consequencen
on the economy. Flrat, they resulted {n an industrial osector that han
connidorable excens capacity, is maore capital {ntenaive than optimal, and
{n highly dependent cn {mported {nputs for production, Yecondly, the
ntructure of imports al {fteds {mports of conaumer goods dropped nteadily
while importn of raw materialas, ~apital goodas and pelroleum {increaned, Asn
a connequeace, thoe proapects for reducing {mports without affecting
domentic production hecame ulight, Pinally, the {nternal terms of trade
did not ftavor agricultural production, enpecially of non-export cropa. An
a ronsult, agricultural production has until recently etagnated or
doclined, enpecially the production of domestic food crops.



Uncontrolled public sector growth is another underlying problem
of the current crisis. Public sector employment increased from 6% of the
labor force in 1950 to 15% in 1973 and now stands at 208 of the labor
force. In 1979-1980 private employment actually dropped by over 4,000
jobs while public Bsector employment increased by almost 10,000 jobs. In
recent years, the increase in public sector spending greatly exceeded
revenue growth and thus the public sector deficit grew rapidly. As a
percentage of GDP, this deficit increased from an average of 6.5% in
1976-1978, to 10.1% in 1979 and 12.5% in 1980.

In 1981 central government expenditures were brought under
greatsr control, an improvement not matched by the major public autonomous
institutions psuch as the Social Security Institute (CCSS), the Natjonal
Power and Telephone Company (ICE), and the National Petroleum Refinery
(RECOPE’. While the central government deficit of 2.8 billion colones in
1960 d lined to 1.9 billfon colones in 1981, the combined deficit of the
major autonomous {nstitutions ballooned from 1.5 billion to 2.9 billion
colones during the period. The devaluation, coupled with government
reasistance to further Increasea {in the prices of utilities and imported
fuels and medical supplies, has been a major cause of the large combined
deficit of the autonomous {nstitutions,. The prospects for continued
improvement in the GOCR's fiscal accounts so far during 1982 are not
good. Though fiscal discipline was {mproved {n 1981, the outlook now is
that the current GOCR administration will depend on monetary expansion for
covering operating deficits unti{l the new administration ausumes office in
May. Thus, the feansibility of substantially reducing the fiscal deficit
for 1982 by ihe new government in six months' time will be made much more
difficult.

Over the pant nseveral vyears, t)e Govecrrment hao been unable,
deopite noveral attempts, to implement policies intended to correct these
baasic underlying structural problems, In June, 1981, the GOCR negotiated
a three-yesr Extended Financing Pacility (EFF) ntructural adjustment
program with the Inteznational Monatary Fund, The EFF followed a 1979
nelf-imponed atabilization program and a formal 1980 Stand-by Agreement
with the IMP,

The GOCR did not meot the targets of any of these programs, but
some projross was made on the fiscal front. A financial reform, begun in
1979, allowad domentic intorest ratea for bank credit (with the exception
of wnmall-farmer and namall--{ndustry 1lending) and savings to rise, thus
reducing external-interial {nterest rate Adiffetences. The creation of the
Budget luthority in late 1979 gave the GOCR Exccutive for the firat time
an inatrument to control apending by the decentralized public sector. How
offective thin Inatiument will prove {n lesnening the public aector
deficit remalnn to be reen, but for 1982 the Dudget Authority has onet
maximum defici{t leveles for the public sector's aix largeat entitieo,
Finally, the mont {mpottant change in the economic {ncentive environment
hat obeen the devaluation of the colon. It is an {important means to



promote exports, but no far the severe credit crunch and the squeeze on
foreign exchange suffered by the productive asectors has impeded their
ability to take full advantage of this favorable condition ané, as a
result, the devaluation has not had as desirable an effect on increasing
exports as could be possible.

A more detailed analysis of the macro-economic situation in Costa
Rica is contained in the Mission's FY 1984 CDSS (pp ©-35), as well as a
number of comprehensive studies which have been conducted during the last
18 months*. Therefore, the balance of this section will be limited tc a
brisf anaiysis of certain aspects of the economy directly related to the
proposed asaistance program described in Section III of this PAAD.

B. External Debt

Perhaps the most serious economic problem fecing Costa Rica is
its massive external debt. Public sector external debt {is currently
estimated to exceed $2.8 billion. including unpaid intereat, while private
external debt is estimated between $900 million end $1.5 billion. An
estimated 12.8% of the putlic externai debt i{s in short-term obligations,
and approximately 40% of the total debt was contracted at I igh interest
rates from foreign commercial banka. Approximately 30% {fs owed to
multilateral lenders, while most of the remajnder is owed to bilateral
lenders and foreign suppliers (cee Table 1).

Table 2 shows that without a daebt rescheduling, principal and
interest duc¢ in the last quarter of 1981 and in 1982 total $948 million.
This {8 equivalent tc about 6€% of projected export earnings during this
period, 10t counting the $126 million in aitrears as of October 1, 1981,
This is clzarly an unsupporcable burden. There iz no alternative for
Costa Rica but to reschedule its external debt. The CDSS described the
GOCR's prcposal to restructure its dobt with foreign commarcial banks.
Negotjatjons bared on this proposal are proceeding, but do not appear to
be near conclusion. However, as Table 3 demonstrates, even if the debt is
reacheduled along the linca of the present proposal, Custa Rica's debt
gervice burden will continue to be extromely heavy for at least the next
five years. According to a recent study by the Academia de Centroamérica,

Thane atudien include Clarcnce Zuvekas, Jr., Costa Rica: A Review of
Macro-Fconomic Conditions, with Projections to 1985 September 12,
1981; Academia de Cent.came.ica, Costa Ricat Una Fconom§a en Crisis,
Decombor 198135 Acadomia de Centroamérica, Coata Ricai Probleman
Econgmicon para la Década de 108 B0, December 1980; IDRD, Couta Ricat
Currant Economic Poaitior. and Prompects, November 19080; IBRD, Costa
Ricat  Trade Incentiven and_ FExport Diverrification, November 1980; and
tinfvernity of Conta Rica, Evolucign de 1a Induastria en Costa Rica
durante ol AJo 198] y lernpectivan para 1982, December 1981,




TABLE 1

Structure of the Public Sector
Exterral Debt as of 7/15/81

$ 000 L)
Short-Term 334,073 12.8
Multilateral Lenders 12,000 0.5
Bilateral Lenders 77,801 3.0
Commercial Banks 244,272 9.3

Medium-and Long-Term 2,280,128 87.2

Multilatersl Lenders 795,523 30.4
Publicly 1lssued Bond Debt 132,800 5.1
Bilateral Lenders 280,594 10.7
Commercial Banks 786,211 30,2

Certificates of Deposit 283,000 0.8
(re. Trade Indebtedness)
Total Public External Debt 2,614,02]1 100.0

Table 2

Contractual Debt bervice of the Public
Externisl Debt Before Restructuring
Projected as of 10/1/81

($000,000)
Arroars 1981+%/482 1981) 1984 1988 1986
Principal 67.48 629.0 281.5 Jll.4 495.7 234.)
Intorent 58.3 J16.6 199.7 161.6 123,95 89.7
Total 126,1 947.6 401.2 473.0 419.2 J24.0

(Total 1981%/82 co 1986~ 82,645)



Table 3

Projected Contractual Debt Service of the Public
External Dabt After Rescheduling

($000,000)
1981+*/82 1983 1984 1985 1986
Principal 92.5 137.3 157,2 366.4 279.,0
Interest 436.4 365.7 420.8 485.6 582.0
Total 528.9 503.0 578.0 R52.0 861.0

(Total 1981*/82 to 1986 = $3,322.9)

*Refers to the fourth quarter of 1981,



the country's debt service would require 408 of export earnings over the
1982-86 period and, in 1985 and 1986, this requirement would be
approximately 508*, Therefore, Costa Rica's need to service its external
debt will continue to place severe constraints on the country's economic
recovery and its efforts to gradually eliminate its balance of payments
disequilibrium,

The above discussion refers only to the public sector external
d:bt. While little is known about the structure or amount of private
external debt, {t {s reasonable to assume that the majority was
contractedon short terms and at high interest rates from commercial banks
and suppliers. Given the shortage of foreign exchange, the economic
downturn in Cocata Rica and the reat of Central America, and the maasive
devaluation of the colon, the service of private external debt will be
extremely difficult and is likely to threaten the continued viability of a
major portion of Costa Rica's industry. At present, no major efforts are
being considered to renegotiate this debt in a generalized or aysteratic
fashion. Consequently, each firm 18 left to its own devices to
cestructure [(ts debt with {ts creditors.

C. Balance of Payments Situation

The maassive devaluation of the colon vis-a-vis the dollar,
foreign exchange scarcities and government austerity measures combined to
limit Costa Rica's negative trade balance to $174 million in 1981,
compared to a noqgative $543 million in 1980, This, in turn, caused the
current account deficit. to shrink by some $298 million. As a result,
international reserver, declined by only $50 million in 1981, compared to
the record lonn of $1/8 million experienced in 1980.

This {mprovement {n the balance of trade, and in the overall
balance of payments came at a high cost, however. While exports expanded
by only 3% {n current prices (entailing a reduction of 6-8% in their
purchaning power), {mporta contracted by 22% {in current prices, and by
Aome 298 {n real terms. Cutm in {importa could not be confined to
ron-ennentialn;  {mports of capital goods, construction materials, raw
materialn and intermediate qgoods Adropped as well. This was a major factor
fn Costa Hica'a GDP decline in 1981,

A number of projections of the balance of paynents have been
made, cach with alightly varying asaumptions. Two of the most recent werw
made by Clarence Zuvekaa {n his Seprtembor 1981 (eport entitled Coata Ricai
A _Reviow of Macro-tconomic Conditions, with Projections to 1985, and by
. the Academia de Centroamdrica fn its December 1981 atudy of Costa Ricai
Una Fconom§a on Crisin. Both conclude that the balance of payments will

continue to be substantially negative for the noxt five years.

. Aradumia de Centrcamérica, Comta Ricas Una foonom§a en Crisis,
Dacember 1901, p. 145,
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The FY 1984 CDSS contains two sets of balance of payments
projections for the 1982-1986 period. These projections are contained in
Table 4 and are described in soma detall in pages 14-16 of the CD3S.
According to these projections, maintenance of GDP at the 1981 level, in
real terms, throughout this period would require substantial additional
foreign exchange resources. These requirements range from $192 million in
1982 to $669 million in 1986 (see Table 4). If these additional resources
were not made available, i{mports would have to contract and/or debt
service payments would have to be stretched out fuither. These
projections show that Costa Rica's balance of payments difficulties will
not only be substantizl in 1982, but that thecy will persist over the next
several years, The problem may, in fact, become more serious unless a
number of corrective steps are taken, including structural adjustments to
bring the public sector's chronic deficitas under control and to promote a
reorientation of the {incentive system of the economy to favor expanded
exports.,

D. Effects of Economic Crisis on Private Sector

The most adverse effects of the current economic criais on the
private sector have been {n two areas: access to foreign exchange to
purchane needed {inputs and service foreign debt, and access to credit,
especially working capita’.

1. Forei n Exchanqe Situation

The national currency has taken a sever= heating during the
lagt fifteen nmonthks. The colon was being quoted at 45 o the dollar in
mid-March, compared with the early January, 1981, rate of about £12 to the
dollar. The import-{intensive structure of Costa Rican {ndustry has meant
that the conts of crucial raw materials to keep {ndustrial production
moving tripled and even quadrupled in a period of less than a year. The
country's lack of dollar reserves and {nabili:y to service {ts external
debt cauned previously available external suppliers’ credit sources to dry
up. Manufacturers instead have had to resort to their own resources (when
they have been able to) to finance increaaing working capftal requirements
renulting from the devaluation, According to a aurvey conducted bty the
Univernity of Coata Rica's Fconumic Research Inatitute, the severe lack of
traditional saources of credit meant that self-financing becamo the aingle
mont  important aource of [lnance for medium and large {industry during
1981*., Another worriscme {ndicator revealed by the name survey (s the
fact that fully two-thirds of the »same medfum and large fl{rma with
external debit are actively neekine to renegntiate payment achedulea with
thelr cr~ditois,  Thin implien that there {a little hope for (ncreaasad
infiown f private capltal (n the near futurae,

Unlveraity of Conta Mica, Inatftuto de Investigaciones en Clencian
Econgmican, Evolucign da (a Industria en Comta Rica AJurante el Alo
198] y Parnpectivan para 1982, Gan .José, Costa Rica Decenber, 1981.
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A number of policy decisions by authorities further served
to cloud the picture. One of the more significant of these was the
Central Bank's handling of the 1large backlog of commitments to sell
foreign excharqge at the officinl rate which had not been liquidated at the
end of 1980 when the colon was first floated (the presa). As a means of
liguidating the presa, the Central Bank issued negotiable Certificates of
Deposit in colones and dollars with the latter to be used as payment for
foreign obligations., The dollar-denominated CDs were heavily discounted
in local trading. Upon maturity of the first scheduled amortization
payments on the dollar CD's, the Central Bank announced that it would not
be able to meet 1its obligation. Besides contributing further to the
11liquidity affecting the private sector, nonpayment also sent very
damaging signals to overseas creditors.

At present there is a three-tiered exchange rate system in
Costa Ricz. 7The "official” rate 1s set at £20 the dollar and {8 used
for a linited number of transactions involving r ...cines and the expenses
of students overseas. The banking system uses a "free banking rate™ which
is established by majority vote of a committe: of the state-owned and
private banks and the 16 financieras operating in the country. While this
rate is theoretically a floating rate, it is presently pegged at ¢38.25.;o

the dollar. There {8 reportedly considerable resistance among members
of the banking committee to increasing this rate significantly out of fear
of the impact of a higher rate on the viapility of many businesases and
what this would mean to their own portfolios. The "free market rate" is
the floating rate and is used for all unofficial transactions, This rate
viries daily and is presently around €50 to the dollar.

Annex B describea in detail the present p»rocedures for
liquidating foreian exchangye earnings from exports and making these
resources available for {imports through the banking system. All export
proceeds are required to be sold through the national banking system. A
bank must purchase 10% of the uxport earnings at the official rate of £20
to 81, and the remaining 90V at the free banking rate. Thus, exporters
are currently requlired to nsell thelr foreign exchange proceeds at an
averaqge rate of ¢15,48 to the dollar, a rate which is approximataly jo6
below the current floating free market exchange rate. Further, the
purchasing bank s required to aell 51v of the foreign exchange export
earningn to the Central Bank, primarily to be used for public sector
purposens, leaving the bank <ith only the remaining 49% to gsell to {ts
clients for {mportn or other foreign exchange requirementns. The Central
Bank han {nsued a nerfen of directives to the banking system governing the
uge of the 49% of export earningn left to them, Theae directiven provide
that priority in the allocation of thene foreign exchange resources be
given to importn needed by the productive sector and a number of other
unen. The Contral Dank han reainted adopting more stringent controls on
the une of thene foreign exchange remsourcen, reportedly because of the
IMF'n opponition to ntrict exchange controlws,



Until recently, exporters were allowed to use their foreign
exchange earnings first to cover the costs of any {imported inputs for
their production, up tdo the total amount of export earrings. This sistema
de adelantos provided cexporters a certain degree of security that their
needs for imported raw materials or {ntermediate goods would be met, at
least to the extent they themselves earned foreign exchange to meet these
requirements. The current system, however, changes considerably the
situation confronting the exporter, and creates a number of difficulties
for the private sector in general, Net exporters frequently require r -eo
than 49% of the value of their product for {mported raw materials or
intermediate goods, and businesses producing primarily for the domestic
market are especially hard-hit. While some commercial banks allow
exporters who bring them foreign exchange earnings to repurchase as much
as they neea of the remaining 49%, others require exporters to "go to the
end of the line". In most cases, thc only access businesses have to
foreign exchange {is through the street market. This has not only been a
major factor in the rapid devaluation of the colon in that market, but it
is also a major disincentive to exporters., Furthermore, to the extent
that there remains a major difference between the banking and free market
exchange rates, the shortage of foreign e¢xchange within *he banking system
will be aggravated. A significant spread provides a powerful disincentive
to turn over export ecarnings at the lower banking rate, while at the same
time {ncreasing demand for foreign exchange at the banking rate. It s
expected that an agreement with the IMF will provide for an elimination of
or a substantial reduction in the differential between these two rates,

2. Credit Availability

The shortage of foreign exchange to finance imports has been
accompanied by a gevere reduction in the amount of credit available to the
private sector during the past two vyears. This credit shortage {e
especially acute due to the {ncreased need for working capital to finance
inputs made much more expensive by the devaluation of the colon, and an
traditional sgources of gsuppliers or foreign bank credit have dried up,
Tncreased acceas to credit by the private sector {s ecssential if a major
structural transformation from a highly-protected {mport-substitution
based economy to one geared to extra-regional export expansion (s to be
fmplemented succennfully,

buring the eleven month period from January 1 - November 130,
1981, total credit of the connolidated banking nyntem {ncreannd by 10,
However, credit to the private nsector {increased by only 7,68, which wan
shatply negative {n 1eal terma,  For the 23-month perlod from January 1,
1980 to November 10, 1981, bank credft to the private nector expanded by
21.8%, during which time the conmumer price {ndex in San Jowsd rone by 91w,

Credit outatanding to the private asector dropped by nome 21%
tn real termn dueing 1981 Un comparison with 1960, During the firat nix
monthu of 1981, manufacturing {nduntrien recef{ved only one-third of the
real flow of new credit that had been made avallable during the asame
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difficult policy changes and structural reforms that otherwise might not
be possible. As such, economic assistance can be perhaps the principal
means of furthering U.S. objectives in Costa Rica in the short- and
medium-term. However, U.S. assistance should not substitute for or permit
the postponement of the difficult measures the GOCR must take.

The Mission foresees an economic support program of substantial
proportions over the next 4-5 years, as described in the FY 1984 CDSS5.
The focus of this program will be:

-critical balance of payments support to help arrest the current
decline, minimize the collapse of the private sector and
stabilize the economy,

-financivry to alleviate the critical shortage of raw materials,
intermediate goods and spare parts for industry;

-financing to help meet the working capital requirements of the
productive private sector;

-employment qeneration; and
-technical assistance to public entities and private groups in
export and investment proumotion, and in the development and

implementation of a new, export-led development strategy for
Costa Rica.

B. Program Objectives

The objectives of the proposed economic support progran over the
next 4-5 years were set forth above. The specific purposes of the $20.0
million program described in this PAAD are:

1. To provide inmediate balance of payments support to Costa
Rica and

Z. To asqure the allocatien by the peer of urgently needed
foreiqn exchange  and  credit to  the private sector in Costa Rica,
particularly net exporters with the objectives of matntatning levels of
production and employment,

To achieve these objectives, an {mnediate cash transfer £SF loan
of $15.0 million and $5,0 mi1lion qrant are proposed. The loan and grant
will have 4 life of six months from date of signature of the
Program agreement
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C. Justification for Cash Transfer

In designing the program, the Mission weighed the merits of a
cash transfer and ~ommodity import program (CIP) and the experience with
both in other countries in the Caribhean Basin and elsewhere. Based on an
analysis of the advantages and disadvantages of each approach, the Mission
concluded that the cash transfer mechanism was the only means to achieve
the objectives of this $20.0 million program. U.S. interests are best
served by an immediate disbursement of dollars to provide balance of
payments support and assist the Costa Rican private sector. The economic
situation demands an immediate infusion of foreign exchange resources,
with a minimum of procedural delays. The productive sector of the economy
urgently needs access to additional foreign exchange to import inputs to
keep their businesses operating, Systems already exist through which
these additional resources can be channelled quickly to the private sector
with reasonably good assurances of reaching productive enterprises.
Although the C1P approach would provide more precise control over the use
of U.S. resouzces, given the need for an immediate infusion of resources,
the marginal gains in accountability from the CIP approach for this
particular program do not justify the initial delays this mechaniam would
entail. Based on an examination of the banking system, we have estimated
that from 3 to 6 months would be required to set up a CIP in Coata Rica.
The cash transfer mechanism will also require less staff to administer,
both at the Central Bank of Costa Rica and the Mission. 1In view of the
demands on already limited staffs to design and implement the broader
economic reforms and stabilization program, the Mission concluded that the
cash transfer approach was the most appropriate for this tranche of the
economic support progiam, Furthermore, the cash transfer approach, as
designed, will provide the Mission with an opportunity to influence
overall GOCR policies and procedures regarding access by private producers
to scatce foreign exchange resources and private sector access to much
needed productive credit. This approach would, therefore, have an impact
on Cosnta Rica of snignificance well beyond the $20,0 million provided
through this program.

nD. U.5. Dollar Resourcesn

l. Une of U,S. Dollar Resourcea

A $20.0 million cash tranafer to the Central Bank of Costa
Rica (BCCR) in proponed. Because of the serious economic problems facing
Conta Rica and the country's enormous cxternal debt, A.I.D.'s moot
concennfonal loan termn (40 ycarn amortization, 10 years qrace period, 2%
fnterent during qrace period, IV thereafter) are requeated., The loan and
qrant will be dinburned {n their entirety to the BCCR upon uatisfaction of
conditionn precedent to dinburnement.

The nystem for allocating foreign exchange export earnings
wan dencribed Lriefly in Gection 11, D. above and {n detall {n Annex D,
The NCCR will une thin nyatem for channelling the dollar resources from
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the loan to private importers. The BCCR will sell the dollars at the free
banking exchange rate to the state-owned and private commercial banks of
the national banking system, These dollars will supplement foreign
exchange resources received by the banks through the liguidation of export
earnings and will be sold to their clients at the banking rate in
accordance with the priorities already established by the BCCR. The
Central Bank will require, however, that these dcllars be used exclusively
for private enterprise clients of the banks.

2. Management of U.S. Dollar Resources

A special account will be established in the name of the
BCCR into which the $20 million will be deposited and from which the
dollars will be drawn by the BCCR exclusively for sale :o0 tLhe
participating commercial banks, The account will be held by an
appropriate off-shore banking institution in order to safeguard against
the embargoing or attaching of the funds by the GOCR creditors.

The BCCR will covenant to require that participating banks
sell the dollars exclusively to private producers.

GOCK  reporting responsibilities will be satisfied by
providing the Mission with evidence of disbursements from the account to
the participating commercial banks.

E. Use of Local Currency Generation

I. toan

The colones qenerated through the sale of the $15 million loan
proceeds will he used by the BCCR to establish a discount line from which
credit will be extended by participating commercial banks to the private
productive scctor, with emphasis on medium and longer term working capital
lending.,  Priority tarqgets for the credit will be established in order to
maximize the developmental impact ot the credft program. The emergency
nature ot the effort, however, will require that the targets be broadly
det ined and that obstacles to rapid disbursement of the fund be minimized.,

(.qr_e it 'IJ irgets

AL private producers (including  agricultural and  industrial
producers) will be eligible to apply through the participating barks for
credit under the program,  Priority attention, however, will be given to
export related production, £ligible apnlicants will fnclude:



-net foreign curvency earners (exporters);

-domestic producers of raw materials and intcrmediate goods
which serve as direct inputs to production for export;

-provicders of essential services to exporters (i.e. product
transportation services); and

-import substitution producers/manufacturers.

Credit applications will be considered without
discrimination from those exporters who require coion credit in order ‘o
purchase dollars for toreign inputs for export production. Lending under
this program and the determination of an applicant's creditworthiness will
be generally governed by standard baenk lending criteria. Special
consideration will be encouraged, however, for priority target applicants
who, due to the current economic crisis rather than to long-term
difriculties, are unable to meet normal standards for creditworthiness.
While it is not expected that unreasonable risks will be taken with the
fund, more dynamic methods of lending will be encouraged, such as lerding
against inventory and/or against market orders. In order to encourage
participating banks to adopt more flexible, credit policies and criteria,
the program will cons.der offering special discounting rates, and risk
reduction mechanisms.,

2. Grant

The colones generated through the sale of the $5 million
grant will be depositea by the RCCR in a sperial account from which the
Ccrporacion Costarricense de Financiamiento Industrial, S.A. (COFISA), a
major development finance institution, will borrow for subiending to the
private sector. These resources would complement a new $10 million AID
Development Assistance loan to COFISA, thereby providing the private
sector with both colon and dollar credit. COFISA will repay the §5
millicn equivalent colon loan into a separate 35BN account which will be
jointly managed by the Mission and private sector representatives.
Withdrawals will  be  made from the account to finance se¢'octed
export/investment promotion efforts and to further other objectives of the
Caribbean Basin Initiatave,

. Local turrency Program Management

The BCCR will manage the credit program through a standard
system of BUCR dascountang through the state-owned and private commercial
banks*, ALl lean applications, credit  decisions, processing  and
monftoring will occur at the level of the participating bank,

The  participation of  private banks  fn  the program may require
Feginlative Asqembly action,  Therefore, inttial participation {n this
program may be Limited to the state-owned banks,
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The grant will be obligated in a series Of deparate grant
agreements with GOCR and private sector entities, or individual Mission
contracts as appropriate. The short-form grant agreement will be used to
minimize the additional staff time required to implement the program, It
18 expacted that in most cases A,I.D. direct contracting will be used to
expedite the procurement of services. Close coordination with the GOCR
will be maintained on‘each activity.

G. Conditions, Covenants and Neqotlating Status

The proposed program has been discussed with the BCCR and rembers
of the hanking system. However, because of the transition period betwaen
GOCR administrations, the ahsence of firm appointment of aeveral key
officials in the inccming administration, the absence of clear indications
of the specific ecoromic policies that the new government will pursue in
several important arecas, and che status of negotiationa with the IMF on
the specific provisions of a otabilization program, it has not been
possible to ncgotiate fully the detaila of tha proposed program with the
GOCR. The mission believes that the program as described in this PAAD
reponds to the needs ot Costa Rica and to the policy directions of the new
GOCR administration,

Proposed conditions precedent to disbursement of the loan and
grant are:

l. A, opinfoa of counsel acceptable to A.1.D. that the loar
agrecement has been duly authorized and/or ratified by and executed on
behalf of the Central Bank of Costa Rica, and that {t conntituten a valid
and legally-binding obligation ot the Central Dank of Coata Rica |in
accordance with all of {tn terma,

<. A statement of the name of the peraon holding or a~ting in
the office of the Central bank of Costa Rica, and of any additional
repregentativens, together with a apecimen nignature of each authorfized
pernon npecificd {n such ntatemant,
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In addition to these conditions, the Mission proposes that the
Program Agreement include various covenants relating to the implementation
of the program and policy changes which are necessary for the country's
economic recovery offort to be successful, These covenants are as follows:

The Central Bank of Costa Rica will covenant:

1. To Increase frs planned allocatieon of foreign exchanpe resources
to the National Banking System by not less than $20 million for

purchase by private and private-public mixed enterprises within
six months following disbursement of the Assistance.

2. To use or permit the use of local currency generated from
the sale of United States dollars made available under the
Grant for programs, agreed to by AID, uncertaken by private
sector institutions in Costa Rica; and use or permit the use
of other local currency generated by sale of United States
dollars made available hereunder for programs jointly agreed
to by the Parties,

3. To take measures, and seek legislative changes that may be
required, to allow private commercial bank members of the
National Banking System to participate in any local currency
credit program tinanced by the loan,

4. To increase the ceiling for credit programmed for the
industrial <sector in 1982 by not less than the local
currency equivalent of fifteen mi*'fon dollars.

5. To agree to and implement an ecunomic ctablization program
acceptable o th ternational Monetary und.

6. To undertake measures to promote greater aqricultural and
manufactured exports from Costa Rica,

7. To provide resources for the importation from the United
“lates, within sfx months following dicbursement of the
Assistance, of twenty million dollarc worts of raw materiale,
fntermediate qoods and  spare parts needed by private
enterprises fn Costa Rica; and

8. To adopt and emadotatn g system whereby producers varning
forefgn exchange through exports hall obtain preferential
access ta foredgn currency n order Lo nrocure !mparlcd
raw materfialy, intermefiate qoods and upare parts reeded for
continued production,


















will accrue to the recipient country,
have Special Aceount (counterpart) ar-
rangements heen made?

d,  FAA See, 6208, Will ESF be fur-
nished to Arqgentina?

N.A.
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Insurance actions undertaken abroad do not come under the INS mo=

.
nopoly.

It is not clear whether a Letter of Credit issued by a domestic
commereial bank and which specified that the shipper was to provide
and charge for specified insurance coverage would or would not be re=
garded as a local insurance transaction,
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